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INTRODUCTION

of damages for breach of contract. One of the ends to be obtained is, without doubt, the 
keeping of the peace. The party injured by the breach has a sense of grievance. In the 
absence of a public remedy, he would do his best to redress his own wrong. This means 
private war, with all of the resulting harm that it entails to the interest of other people. 
A second purpose in the giving of damages, however, one that is equally important as 
the first, is the prevention of similar harms in the future. The fact that damages must be 

1

 Compensation is the fundamental principle in the law of remedies for breach of 
contract, providing the normative basis for the key doctrines that specify the legal 
consequences of breach.2 Accordingly, expectation damages and specific performance 

                                                           
1  5 ARTHUR L. CORBIN, A COMPREHENSIVE TREATISE ON THE RULES OF CONTRACT LAW 30-
31 § 1002 (1st ed. 1951). 
2  See 1 WILLIAM BLACKSTONE, COMMENTARIES ON THE LAWS OF ENGLAND IN FOUR BOOKS,
book 2, ch. 23, 226-227 (George Sharswood ed., Philadelphia, J.B. Lippincott 1893) (1765-

law gives redres
THEODORE SEDGWICK, A TREATISE ON THE MEASURE OF DAMAGES 34 (1847) (Arthur Sedgwick & G. 

 of civil injury, or 

compensation for pecunia WILLIAM ANSTON, PRINCIPLES OF THE ENGLISH LAW OF 
CONTRACTS AND OF AGENCY IN ITS RELATION TO CONTRACT 377 § 3 (Ernst W. Huffcut editor, 8th ed., 

3 SAMUEL WILLISTON, THE LAW OF CONTRACTS 2392-2393 (1st ed. New York, Baker, Voorhuis & Co. 

breach of contract], the general purpose of the law is, and should be
emphasis); Max Radin, Fundamental Concepts of the Roman Law, 12 CALIFORNIA LAW REVIEW 481, 

undisputed. The purpose is compensation. The victim is to be made whole. Since this is also the theory 
Legal Remedies for Breach of Contract, 70 

COLUMBIA LAW REVIEW 1145, 1147 (1970); E. ALLAN FARNSWORTH, CONTRACTS 757 § 12.8 (4th ed. 

FARNSWORTH 
ON CONTRACTS]. 

 The centrality of the principle of compensation in the law of remedies for breach of contract 
has been widely recognized in the Economic Analysis of Law. Cf. Charles Goetz & Robert Scott, 
Liquidated Damages, Penalties and the Just Compensation Principle: Some Notes on an Enforcement 
Model and a Theory of Efficient Breach, 77 COLUMBIA LAW REVIEW it is clear that 

Enforcing 
Promises: An Examination of the Basis of Contract, 89 YALE LAW JOURNAL
enforcement compensation is the standard recovery for breach of reciprocal-bargain promises, whenever 

Damages for Breach 
of Contract, 73 CALIFORNIA LAW REVIEW
expectation damages, are so ingrained in contract law as to seem self-
Actual and Virtual Specific Performance, the Theory of Efficient Breach, and the Indifference Principle 
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are the default remedies for breach of contract in common law and civil law systems, 
ensuring that parties to a contract receive the benefit of their bargain (the value of the 
promised thing or act) or performance as promised (the promised thing or act), 
respectively.3 In both cases, the promisee is put in a position as good as the one in which 
she would have been had the promisor performed by the agreed-upon time. Both types 
of remedies are hence well-suited to compensate the victim of breach for loss sustained, 
and to undo harm from breach deliberately created by the promisor and incurred by the 
promisee.4

                                                           
in Contract Law, 93 CALIFORNIA LAW REVIEW
in most areas of private law is to compensate a wrongfully injured party for the effects of the injury by 
restoring him to the positi
3  At the common law, the default remedy for breach of contract is a monetary award, or 
substitutive relief, and its explicit purpose is to compensate the promisee by putting her in the position 
she would have been in if the promisor had performed. This is achieved by measuring damages according 
to the expectation measure, and thereby ensuring promisees the benefit of the bargain. See RESTATEMENT 
(SECOND) OF CONTRACTS, introductory note to chapter 16, 
of contract remedies has not been compulsion of the promisor to perform his promise but compensation 

§ 344 (a) cmt. a (courts protect the expectation 

UNIFORM COMMERCIAL CODE [hereinafter 
U.C.C.] § 1-  Act must be liberally administered to the end that 

1 (explaining that the central purpose of contract damages is to provide compensation for disappointed 
promisees). 

 Historically, the principle of compensation shaped the legal rule according to which damages 
must put the promisee in the position she would have been in if the contract had been performed, being 
thereby measured by the expectation measurement. Cf. Robinson v. Harman 1 Exch. 850, 855 (1848), 

where a party sustains a loss by reason of a breach of contract, he is, so far as money can do it, to be 

intention of the law that, in giving damages for breach of contract, the party complaining should, so far 
as it can be done by money, be placed in the same position as he would have been in if the contract had 

 The principle and the legal rule it defines are equally found in the American law of contracts. 
Cf. Jaquith v. Hudson, 5 Mich. 123, 133-

936 F.2d 692, 69

 In civil law systems, specific performance, or injunctive relief consisting in a court order for 
the promisor in breach to perform and to undertake the contracted action is the default remedy for breach 
of contract. See the discussion infra in chapters I and V and, e.g., RUDOLF SCHLESINGER ET AL.,
COMPARATIVE LAW f the contract is the 
normal, primary remedy for non performance in most civil-law countries
monetary damages are not regularly awarded. For some, damages for breach have in the praxis a central 
function while specific performance has arguably a complementary function. Cf. Ulrich Huber, 
Schadensersatz statt der Leistung, 210 ARCHIV FÜR DIE ZIVILISTISCHE PRAXIS Für die 
Praxis steht der Schadensersatzanspruch statt der Leistung ganz im Vordergrund, und der Anspruch auf 
Erfüllung in Natur hat eher ergänzende Bedeutung. See infra chapter I. 
4 Cf. FARNSWORTH ON CONTRACTS
objective of putting the promisee in the position in which it would have been had the promise been 
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 Although compensation is the fundamental principle in the law of remedies for 
breach of contract, it lacks a theoretical justification, in terms of social welfare, capable 
of explaining such a prominent function.5 Compensation is ex post redistribution, a 
monetary transfer from the promisor in breach to the disappointed promisee, being thus, 
at first sight, incapable of increasing social welfare in traditional economic models.6 It 
fulfills no instrumental function, since undoing a harm or loss, ex post, by redistributing 
wealth from claimant to defendant does not contribute, in itself, to social welfare, and 

7

                                                           

Farnsworth, Legal Remedies for Breach of Contract, op. cit. supra, at 1145, 1150 (similar, also discussing 
civil law systems and their logic). 
5 Cf. Louis Kaplow & Steven Shavell, Fairness versus Welfare, 114 HARVARD LAW REVIEW

tive of putting an injured party in as good a 
position as would have resulted from performance, but not addressing why this should be the purpose of 

putting them in as good a position as if their contracts had been performed, but not stating why this is the 
Restatement

 The autho
suggest that awarding compensatory damages serves to keep the peace and also to deter future harm 
arising from breaches of contract, thereby encouraging business transactions, both purposes obviously 

- Id. See also Goetz & Scott, Liquidated Damages, Penalties and the 
Just Compensation Principle, op. cit supra, at 558 n.19 
principle have not been fully 
6 Cf. Kaplow & Shavell, Fairness versus Welfare, op. cit. supra
money may change hands in a lawsuit in certain circumstances, thereby changing how a loss is divided 
between the two parties, is of no consequ -averse or 
compensation can affect the overall distribution of income in a society).  

whenever insurance markets work. See STEVEN SHAVELL, FOUNDATIONS OF ECONOMIC ANALYSIS OF 
LAW

iscussion infra
in chapter I, section D.  

 With respect to the second exception, the authors develop elsewhere in detail the argument 
that this should better be done through the tax system, being furthermore unachievable through the rules 
of contract law because parties may negotiate prices ex ante. Cf. Louis Kaplow & Steven Shavell, Why 
the Legal System is Less Efficient than the Income Tax in Redistributing Income, 23 JOURNAL OF LEGAL 
STUDIES p, it is well understood that 
redistribution usually is not accomplished because prices generally adjust to reflect the expected costs of 

Fairness versus Welfare, op. cit. supra
from contracting may be relevant on distributive grounds, but, in most of the examples we study, contract 
law will not have any distributive effect because changes in the contract price will offset any tendency of 

hort, in the law of contracts, compensation is not a 
fundamental principle, with a very minute role, if there is one at all. See the complete discussion infra in
chapter I, section D.4, also including the possible justification of compensation based on the need to give 
incentives for victims of breach to report breach to the state.  
7  Richard Craswell, Instrumental Theories of Compensation: A Survey, 40 SAN DIEGO LAW 
REVIEW 1135, 1138-
i
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Consistently, economic analysis of law assigns no more than contingent or 
external reasons for its existence, with scholars recently making the case against
compensation for breach. It has been argued that its profound influence in modern and 

-conceived path 

8

9

 Lawmakers and legal scholars, on the contrary, understand damages as aimed at 
providing compensation to victims of breach, and the concept of compensation, instead 
of disposable, is rather fundamental.10 Legal enforcement of contracts is understood as 
providing relief for promisees to redress breach.11 It is supposed to provide a true 
remedy for the promisee, and existing law in fact does so by awarding either 
performance as promised, or its monetary equivalent to the promisee.

Remedies for breach have, for different legal scholars, the first goal of 
substituting private for public redress, thereby crowding out the human tendency that 
aggrieved victims have to retaliate, by their own means, if they are not entitled to a 
public remedy. 12 They seek to avoid what Corbin and Perill

                                                           
8  Robert Scott & George Triantis, Embedded Options and the Case Against Compensation in 
Contract Law, 104 COLUMBIA LAW REVIEW ortunate turn in 
history, lawmakers view contract damages as compensation for wrongs. This has impeded both the 

See also 
George Triantis, Promissory Autonomy, Imperfect Courts, and the Immorality of the Expectation 
Damages Default, 45 SUFFOLK UNIVERSITY LAW REVIEW 827, 832-
justification for compensation provided by many scholars is partly to blame [for the stickiness of 
expectation damages, from which parties cannot easily opt out]. The unfortunate result is the expectation 
damages default can cause significant inefficiency in contracting and, from the promissory perspective, 

9 Craswell, Instrumental Theories of Compensation, op. cit. supra, at 178. 
10  As stated by Corbin in the passage at the beginning of this introduction, supra n.1. See further 
supra  n.2 for legal scholars, including Blackstone, Sedgwick, Anston, Williston, Corbin, Radin, and 
Farnsworth that share the view that compensation is the fundamental principle or, at least, the goal and 
purpose of remedies for breach. Note, moreover, that this is the purpose of remedies for breach explicit 
mentioned by the RESTATEMENT (SECOND) OF CONTRACTS, as in n.3 supra.
11

injured 
give, but define the right

BLACKSTONE, COMMENTARIES ON THE LAWS OF ENGLAND IN FOUR BOOKS, op. cit. supra, book 2, ch. 
29, at 438 (emphasis in original). See, more recently, FARNSWORTH ON CONTRACTS
system of contract remedies is not directed at compulsion of promisors to prevent breach; it is aimed, 
instead, at relief to promisees to redress
12 Cf. RUDOLPH VON JHERING, GEIST DES RÖMISCHEN RECHTS 113 (Leipzig: Breitkopf und 
Härtel Die ersten unausbleiblichen Regungen des verletzten Rechtsgefühls bestehen in der 
gewaltsamen Reaktion gegen das zugefügte Unrecht, in der Selbsthülfe und Rache; mit Selbsthülfe und 
Rache hat daher ein jedes Recht begonnen. ) (
consist in a violent reaction against the inflicted wrong, in self-help and revenge; every right thus began 
with self- ; O. W. HOLMES, THE COMMON LAW 37 (Toronto: 

liability known to modern law spring from the common gro MAX WEBER, WIRTSCHAFT 
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13 The basis of 
14

Moreover, remedies for breach impose a cost, for the promisor, on the decision 
to breach, and hence deter breaches of contract.15 Fully compensatory damages 
(expectation damages) have an additional goal, purpose and justification in ensuring 
that promisors internalize the negative externality of breach, given by the loss of 
expected and promised gains that the promisee foregoes because of breach.16

Expectation damages fulfill this goal and are apt to induce performance by the promisor 
if and only if performance is socially efficient in any given contingency, and thereby 
provides a contribution to the welfare of society.17

 Rather than conceiving damages as by way of compensation, economic analysis 
of contract law considers damages for breach more restrictively, providing incentives 
for promisors to keep contractual promises, and hence deterring breaches. And for that 
purpose, it is neither necessary nor fundamental that the promisee be compensated. It is 
only necessary that the promisor anticipate that she will have to bear a cost, given by 
the legal remedy, if she breaches when breach is socially inefficient. Compensation is 
seen as capable of contributing to social welfare only as a means to reallocate risks 
between the parties if at least one of them is risk-averse, the risk to be borne is 
detrimental instead of beneficial or monetary instead of nonmonetary, and insurance 

                                                           
UND GESELLSCHAFT Die ökonomische Rationalisierung des Rechts 
begünstigte die Entstehung der Vorstellung, dass die Sühnehaftung nicht sowohl Abkauf der Rache (die 
ursprüngliche Auffassung) wie Ersatz des Schadens sei. Nichterfüllung eines Kontrakts konnte nun 
ebenfalls als sühnepflichtige Schädigung qualifiziert werden.
favored the rise of the conception that liability for composition was not only buying off of vengeance (the 
original conception) but also compensation for harm. Nonperformance of contract could now be qualified 

13 See 5 CORBIN, A COMPREHENSIVE TREATISE ON THE RULES OF CONTRACT LAW, op. cit. 
supra, at 30-31; JOSEPH PERILLO, Misreading Oliver Wendell Holmes on Efficient Breach and Tortious 
Interference, 68 FORDHAM LAW REVIEW 1085, 1092-
economic science does not know: damages and other lega
14 See JOHN CALAMARI & JOSEPH PERILLO, CONTRACTS 6 (6th ed., St. Paul, West, 2009)
well-
vengeance and to minimize other forms of self-help. It is not as well known that contract law has the 

15  Note how Corbin, for example, explicitly mentions a second purpose of an award of damages 
for breach consisting in the prevention of breaches of contract. See supra n.1. 
16  Remedies for breach further provide incentives for individuals to enter into mutually 
profitable contracts, for parties to rely on promises and to take precautions to avoid breach, among others. 
See Steven Shavell, Damage Measures for Breach of Contract, 11 BELL JOURNAL OF ECONOMICS 466 
(1980); Steven Shavell, The Design of Contracts and Remedies for Breach, 99 QUARTERLY JOURNAL OF 
ECONOMICS 121 (1984) (introducing incentives for reliance investments); Robert Cooter, Unity in Torts, 
Contract, and Property: The Model of Precaution, 73 CALIFORNIA LAW REVIEW 1, 1 (1985) (introducing 
incentives for precautions). See also the detailed discussion and explanation infra in chapter I, section D. 
17  Incentives created by an award of a remedy for breach and the theory of efficient breach are 
discussed in detail in chapter I, section D infra.
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markets concomitantly fail.18 It is not conceived as fundamental in the law of damages 
and, rather, is only accessory, secondary or even, at the limit, simply disposable and 
replaceable by penalties for breach that do not compensate the promisee.19

 In effect, when breach is socially efficient, there is no welfare reason to 
compensate the promisee, or for the promisor to bear any cost. The loss could lie where 
it falls, since for overall social welfare, it is irrelevant whether it is the plaintiff or the 
defendant who bears it ex post, after the occurrence of breach. However, existing legal 
systems do allow promisees to recover damages, or to specifically enforce the contract, 
both when breach is efficient and when it is inefficient.20

 Moreover, when accounting for reliance investments by the promisee, efficient 
incentives require the promisor to pay an amount equivalent to expectation damages (as 
sanction or penalty) and the promisee to receive no compensation at all.21 Yet again, no 

                                                           
18 See the complete discussion in chapter I, section 4D infra (discussing the role of compensation 
as a mean to provide incentives for promisees to report breaches to the state with low social costs). 
19 Cf. Gerrit de Geest, N Problems require N instruments, 35 INTERNATIONAL REVIEW OF LAW
AND ECONOMICS
breaching is clearly efficient, it should be allowed without compensation except for in three cases: (a) if 
the breacher negligently overpromised; (b) if the breach became efficient after a negligent performance; 
(c) if paying damages is required for optimal risk allocation. Second, if breaching is not clearly efficient 

20  As long as performance is not, in the realized contingency, impossible or impractical, among 
others. See chapter 5 infra. These defenses are not, however, defined by the efficiency of breach, and are 
very restrictive and do not include all cases of inefficient breach, but those such as the one where the 
promised ring to be delivered to a buyer falls into the bottom of the sea.  

 See Claus-Wilhelm Canaris, Die Reform der Leistungsstörungsrecht, in 3 GESAMMELTE 
SCHRIFTEN 451, 457-458 (Hans Grigoleit & Jörg Neuner eds. Berlin, Walter de Gruyter 2012) (2001), 
and the discussion infra in chapter V. Impossibility and impracticability allow the promisor to breach 
without having to pay expectation damages, since courts will, in those cases, normally rescind the contract 
and attempt to put parties in the position they were before the contract was made. 
21 See Robert Cooter & Ariel Porat, Anti-Insurance, 31 JOURNAL OF LEGAL STUDIES 203, 203-

he promisor to pay damages 

efficient], and liabilit

hat their proposal is not to 
change the contract law, but a proposal for a new contractual design or type, and they inquire into the 
reasons why such proposed type of contract does not exist in the real world (history and the possibility 
of abuse). Id. at -insurance markets 
will appear in the twenty-first century. In any case, the prospects for anti-insurance markets will improve 

Robert Cooter, in fact, stressed many years before how the principle of compensation has as its 
goal the realization of equity,

al of inducing efficient reliance. Robert Cooter, 
Unity in Torts, Contract, and Property: The Model of Precaution, op. cit. supra. Cooter further listed, as 
one among seven types of behavior that contract damages may affect, that damages influence the behavior 

thesis). Id. at 12, n.27.  

The trade-off present in contract damages to provide incentives to induce performance only 
when socially efficient and to induce optimal levels of reliance was first analyzed by Steven Shavell, 
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modern legal system known to the author adopts such a system that would, according 
to economic models, better provide for a maximal social welfare. Instead of penalties 
for breach, the law grants compensatory remedies for the victim that are actionably 
independent of the efficiency or inefficiency of breach. 

 The main reason for the difficulties that Economic Analysis of Law faces in 
locating the value of compensation for victims of breach lies in its disregard for how 
ind
affect individual behavior, with its own consequences upon overall social welfare. 
Underlying most economic theories of contract law is the understanding of the 
contractual obligation as an obligation either to perform or to pay damages in case of 
breach.22 It is an understanding that denies the normative significance of the contractual 
obligation, implying that breach is neither moral nor immoral, but rather an act that, 
when followed by the payment of compensatory damages, is simply amoral.23 In such a 
stylized and ascetic world, normative conflict does not arise since breach of contract is 
never wrong.24

 While some individuals may in fact understand the contractual obligation as 
such, many others clearly have different normative understandings of promissory and 
contractual obligations. Some individuals understand contractual obligations as 
promissory obligations that morally require performance by the promisor, based in 
respect for the autonomy and will of the promisee.25 Other individuals may well 
understand the contractual obligation as morally requiring performance by the promisor 
only if performance is socially efficient and capable of providing overall gains of 

                                                           
Damage Measures for Breach of Contract, op. cit. supra. It is resumed in his proposition 6, which is a 
fundamental piece in the economic analysis of contract damages: There does not exist a damage measure 
which always induces Pareto efficient behavior; equivalently, any damage measure will lead either to 

Id. at 483. 
22  This understanding ste
universal consequence of a legally binding promise is, that the law makes the promisor pay damages if 

Cf. OLIVER W. HOLMES, THE COMMON LAW 266 (Paulo 
Pereira & Diego Beltran eds., Toronto, Typographical Society 2011) (1881). See also Oliver W. Holmes, 
The Path of the Law, 10 HARVARD LAW REVIEW
common law means a prediction that you must pay damages if you do not keep it, - 
See the discussion infra in chapter I. 
23  Although Posner does not explicitly say that breach, when socially efficient and followed by 
the payment of expectation damages is moral, at least the amorality of breach must be implied (unless 
one interprets his position as stating that the law should give incentives for immoral conduct, which is 
clearly not the case). Cf. RICHARD POSNER, ECONOMIC ANALYSIS OF LAW 57 (1st ed. 1972) n some 
cases a party [to a contract] would be tempted to breach the contract simply because his profit from breach 
would exceed his expected profit from completion of the contract. If his profit from breach would also 
exceed the expected profit to the other party from completion of the contract, and if damages are limited 

24  Unless of course it is not followed by the payment of compensatory damages.  
25  As defended by CHARLES FRIED, CONTRACT AS PROMISE: A THEORY OF CONTRACTUAL 
OBLIGATION 16-

must be kep See the detailed discussion infra in chapter I, section B. 
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welfare for both parties considered together.26 Others may also perceive breach as a 
wrong only if breach would create an unequal and unfair distribution of gains and losses 
between the parties, and they may also perceive breach as not immoral when it can 
prevent the promisor from incurring high losses in order to perform.27 Individuals often 
perceive breach as a transgression, perhaps depending on the circumstances under 
which breach is committed. They will tend to feel aggrieved and tempted to retaliate 
and to redress their own wrong if they are not entitled to a public remedy.28

Retaliation is an act that imposes losses upon its victim at a cost for the person 
retaliating, thereby creating losses for the welfare of the society.29 It is pervasive and 
widespread even in modern societies, where the law in general prohibits the use of 
violence by the citizens. The citizens can always tell others about an act of breach 
committed by the seller, thereby harming her reputation in the market, or refuse to 
transact with that same seller in the future, even when doing so would mutually 
profitable, thereby withholding cooperation.30

Moreover, aggrieved promisees may file frivolous suits, or shade and deliver a 
counter performance of poor quality, among many other forms of retaliation mentioned 
by Oliver Hart and John Moore.31 Lastly, they may name and shame the promise-
                                                           
26  As advanced by Steven Shavell, in Is Breach of Contract Immoral?, 56 EMORY LAW JOURNAL
439, 449- under the expectation measure of damages for breach, the seller will fail to perform 
in the same contingencies as the seller would be permitted not to perform in a complete contract. 
Accordingly, breach should not be characterized as immoral
Shavell further assumes that under those assumptions and circumstances, breach, when observed, can be 
inferred to be moral. Id. moral,
for we can infer that the cost of performance must have been higher than the value of performance from 

.
27  In order to see this, it is necessary to distinguish between two paradigmatic cases where breach 

-avoidance paradig
distinguished by Melvin Eisenberg, in Actual and Virtual Specific Performance, the Theory of Efficient 
Breach, and the Indifference Principle in Contract Law, op. cit. supra, at 998; Eisenberg, The
Disgorgement Interest in Contract Law, 105 MICHIGAN LAW REVIEW 559, 567 (2006). In cases where 
another bidder offers a higher price for a good or service already promised to another, then breach allows 
the promisor in breach to achieve profits while leaving the promisee, who does not receive the promised 
performance, without any earning in case compensation is absent. In cases where the promisor breaches 
because of a spike in costs of production, then the promisor does not incur those costs, does not perform, 
and neither party earns anything. The result, in the last paradigm, is an equal distribution. In the first one, 
on the contrary, it is an unequal distribution, and promisees are apt to perceive the second one as unfair.  
28 See chapter III infra for a review of the existing empirical evidence concerning the morality 
of breach. 
29  Retaliation is defined and studied in chapter II infra, where acts of retaliation based on the 
norm of (strong) reciprocity and those based on tit-for-tat, or grim-trigger strategies are distinguished. 
30  Similar to the forms of retaliation discussed by David Charny in commercial relationships. 
Cf. David Charny, Nonlegal Sanctions in Commercial Relationships, 104 HARVARD LAW REVIEW 373, 
392f. (1990).  
31 See Oliver Hart & John Moore, Contracts as Reference Points, 73 QUARTERLY JOURNAL OF 
ECONOMICS
trading partner can hurt another. A seller can shade by cutting quality: in the wedding example, she can 
stint on some of 

more. Buyers can also shade. Although it is harder to imagine a buyer cutting back on quality, it is easy 
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breaker, perhaps ostracizing and excluding her from the industry in which she operates. 
At the limit, victims of breach may also recur to violent means to retaliate against a 
perceived wrongdoer, but acts of retaliation are not restricted to acts of violence. 
Retaliation is ubiquitous in commercial relationships just as it is in daily, common, and 
recurrent sale and service contracts. As advanced by Richard Posner, sinc
may sometimes operate as a constraint on market activity, even economists who take a 
narrow view of the proper scope of economics might include retaliation within that 

32

 Legal relief is apt to have a fundamental role in suppressing that behavioral 
tendency to react to perceived wrongful conduct by ensuring disappointed promisees 
access to courts and an actionable legal remedy. Legal relief, moreover, is implemented 

e contractual 
obligation, or of the morality of breach, and is circumscribed to the remedy or remedies 
prescribed by the law. In this manner, promisors do not need to fear that promisees will 
recurrently resort to private acts of retaliation that accord to their own individual 
normative understandings, subject to the passions and emotions triggered by an act they 
perceive as morally wrong. Promisees, by the same token, do not need to fear that 
promisors, in pursuit of their own material self-interest, will decide to perform or breach 
without paying adequate respect for their interests, since the law ensures them 
compensation for their losses. 

d abandon the outdated and pernicious 
conception that individuals in a society understand promissory or contractual 
obligations in one specific manner, whatever it is, and to endorse the plurality of 
normative understandings that exist in complex societies of today. Whenever the 
disappointed promisee understands breach in certain circumstances as wrong, while the 
promisor perceives it as justified and right, then normative conflict emerges because 
multiple norms on how the promisor ought to behave coexist.33 Absent a public remedy 
and some form of compensation, victims of breach may seek justice by their own means, 
with all the harm that this entails for society as a whole. 

 Once this is established, it becomes possible to develop an analysis of the impact 
of
the tendency to react to perceived wrongful and unfair behavior in manners that are 
socially costly, and that are responsible for a deadweight loss. The legal remedy, at the 

                                                           

also make life difficult for the seller by quibbling about details of performance, by delaying payment, or 
by givi
32 Retribution and Related Concepts of Punishment, 9 JOURNAL OF LEGAL STUDIES 71, 73 n.4 
(1980). 
33 Cf. Nikos Nikiforakis et al., Normative Conflict & Feuds: The Limits of Self-Enforcement, 96 
JOURNAL OF PUBLIC ECONOMICS 797, 798 (2012) 
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or breach at first place, and it is predicted to deter breach as long as the law provides a 
remedy that is certain and secure instead of being motivated by no more than caprice or 
compassion to the victim.     

Remedies for breach are studied and analyzed according to their contribution to 
the welfare of society. The impact of the fairness of the legal remedy is considered in a 
very limited fashion, and reduced to its adequacy to provide satisfaction for victims of 
breach in order to minimize social losses stemming from private forms of retaliation. 
This brings the analysis in line with what Kaplow and Shavell demand. For them, 

ation to protect promisees who have been 

some substantive theory that explains which refusals to perform should be deemed 
wrongful and that provides an explicit justif 34

Its completion, in social welfare terms, may reveal that the fairness of the legal 
remedy is in fact as important as the incentives it creates to induce efficient levels of 
performance.  

OBJECTIVE

 The objective of this thesis is to provide a justification, on social welfare 
grounds, for why compensation is fundamental in the law of remedies for breach of 
contract. 

 Following the method employed by the economic analysis of law, this thesis 
develops firstly a positive analysis of the behavioral effects of remedies for breach of 
contract.35 It firstly reviews the effect of the remedy to provide ex ante incentives for 
promisors to perform and other incentives created by remedies for the parties. 
Concerning the well-known function of expectation damages to induce performance if 
and only if performance is socially efficient, this thesis further attempts to provide 
empirical evidence for this theoretical prediction that still lacks empirical support in a 
controlled laboratory experiment.  

 Secondly, this thesis examines a specific effect of the legal norm that entitles 
promisees to seek relief to redress breach that has not received adequate attention by 
the theoretical and empirical economic literature. It examines the capacity and adequacy 
of remedies for breach to provide satisfaction for the victim and thereby to substitute 
private for public redress, and goes into other benefits for society that legal enforcement 

                                                           
34 Cf. Kaplow & Shavell, Fairness versus Welfare, op. cit. supra, at 1142. 
35  To undertake a positive analysis in the economic analysis of law is to determine the effects of 
a policy, institution, or legal norm upon individual behavior in order to evaluate it. Cf. Kaplow & Shavell, 
Fairness versus Welfare, op. cit. supra, at 977. 



14_Edle BW Mittlaender.job

11
 

of contracts provide, and that have not been carefully considered in economic theories 
of contract. In doing so, this thesis inquires into the relevance of the moral norm of 
keeping promises, and of the efficiency and fairness of the outcome implemented by 
legal remedies to crowd out the human tendency to retaliate to perceived wrong in 
breach of contract.  

The theoretical conjectures and predictions are all falsifiable and are, in fact, 
subject to empirical investigation in an economic experiment. They are subject to 
scrutiny in a controlled environment that isolates and abstracts from several different 
factors that may also
order to study the precise relationship between the institutions and behavior under study 
ceteris paribus.36 This is how knowledge can not only be produced, but also contested, 
and how science can seriously inform policy recommendations.37  

The positive analysis aims to provide an explanation for the existing law, as it 
is: remedies for breach of contract provide incentives for promisors to perform while 
fundamentally providing compensation to the promisee. They are apt to fulfill different 
functions by implementing, ex post, a transfer of wealth from the wrongdoer to the 
victim. Remedies for breach, both at common law and civil law, do not penalize breach, 
nor do they solely impose a cost on breach for the promisor that induces socially 
efficient performance. Rather, they explicitly seek to compensate victims of breach 
through ex post redistribution of wealth  in fact doing so  and this thesis attempts to 
advance one explanation for why this is so.  

 This thesis, lastly, further develops a normative analysis in providing 
recommendations for how the law of remedies for breach of contract should be in order 
to maximize social welfare through both channels, effectively fulfilling both functions 
of an award of remedies for breach mentioned by Corbin.38  It reduces the value and 
legitimacy of compensation to the same common denominator as the incentives created 
by remedies for behaving in socially desirable manners in order to provide a comparison 
of the gains of social welfare provided by those two functions of legal relief. 
Recommendations for changes in the law can thereby rely on the theoretical analysis 
concerning the behavioral impact of the remedy, translated into social welfare because 
of its consequences.39

                                                           
36 See VINCENT BUSKENS, BETWEEN HOBBES LEVIATHAN AND SMITH S INVISIBLE HAND
(2011) as well as CHRISTOPH ENGEL, LEGAL EXPERIMENTS: MISSION IMPOSSIBLE? (2013) (discussing the 
value of experimental studies in the Law). 
37 Cf. Richard Posner, Let Us Never Blame a Contract Breaker, 107 MICHIGAN LAW REVIEW
13 contract doctrines should normally be alterable only on the basis of empirical 

38 See supra n.1. 
39 Cf. Steven Burton, Normative Legal Theories: The Case for Pluralism and Balancing, 98 
IOWA LAW REVIEW 535, 539-540 (2013
final recommendations about what the law should be, all things considered, insofar as the state of the art 
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rather than translated into economic or other practical terms, are not useful addenda to 
40 Concepts of right or wrong are instead relevant because 

of their impact upon contractual behavior, and not in themselves. In their capacity to 
induce certain patterns of behavior, such as the tendency to retaliate to breach, they are 
translated into economic and practical terms, as demanded by Posner, have their own 
impact upon social welfare, and are therefore of economic relevance. 

Recommendations for changes in the law consider existing empirical evidence 
as well as evidence collected in the implemented experiment. In doing so, this thesis 
seeks to comply with another that contract 
doctrines should normally 41

The normative analysis is based on a monist theory that considers one and only one goal 
of the law: namely, to maximize social welfare. In this way, there is no need to balance 
values when they compete or to develop meta-principles or methods to achieve that 
balancing. The desirability of and the justifications for different remedies for breach are 
analyzed according to their respective contributions to social welfare. 

   

RESEARCH QUESTIONS

 C

The contractual relations under analysis are common, simple, and everyday sales and 
service contracts.42 Moreover, this thesis does not consider how different moral and 

                                                           
40  Richard Posner, Let Us Never Blame a Contract Breaker, op. cit. supra, at 1349. 
41 Id.
42  This thesis does not develop the study of those functions of legal redress in relational and 
labor contracts. There is plenty of evidence that this is the case in employment relationships, as studied 
by the theory of breach of the psychological contract developed mainly by Denise Rousseau. See, e.g.,
ROUSSEAU, PSYCHOLOGICAL CONTRACT IN ORGANIZATIONS: UNDERSTANDING WRITTEN AND 
UNWRITTEN AGREEMENTS (1995). With respect to those specific contracts, it is worth noting that their 
main distinctive note is the existence of asymmetry of power between the employer and the employee, 
since the employee sells her labor force and thereby does not perform her job with autonomy. Cf. OTTO 
KAHN-FREUND, LABOUR AND THE LAW 18 (Paul Davies and Mark Freedl
relation between an employer and an isolated employee or worker is typically a relation between a bearer 
of power and one who is not a bearer of power. In its inception it is an act of submission, in its operation 
it is a condition of subordination, however much the submission and the subordination may be concealed 

in sum, must obey orders, and the employer has the right to control the details of performance. See
RESTATEMENT (SECOND) OF AGENCY
services in the affairs of another and who with respect to the physical conduct in the performance of the 
service is subject Perkins v. Regional Transp. Dist.,
907 P.2d 672, 675 (Colo. App. 1995) (stressing the right to control as the element to consider, not its 
actual exercise). 
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normative understandings of contractual obligations emerged and evolved; rather, the 
object of study is restricted to the phenomenon as it is, in its present observable form, 
and the same holds true for the contract law. 

RESEARCH QUESTION 1. How does promissory commitment (the primary duty to 

 The first research question concerns the effect of the obligation to perform, or 
the primar

The first part of the question has been studied, in theory, in more philosophical 
approaches to the study of the contractual obligation. Some theories hold that the 
contractual obligation, incurred by the giving of a promise with consideration, is a 
promissory obligation that carries with it normative significance. Promisors may tend 
to perform contracts because of the moral duty to keep promises, and the need of 
remedies to provide incentives for promisors to perform depends on how far the moral 
norm of promise-keeping is capable to induce promisors to perform.  

There is evidence that individuals often keep their promises even at a cost to 
themselves, but there is no precise experimental evidence that this is so when no more 
than the expectation interest is at stake.43 The experiment implements a game where 
only the expectation interest is involved, as in wholly executory contracts (for future 
trade), and thereby attempts to provide evidence for whether individuals keep promises 

protection of the expectation interest. 

The second part of the question, in turn, has received much less attention in the 
literature, from both a theoretical and empirical perspective, and is therefore the focus 

                                                           
 Very similarly, and in general, the labor contract is characterized, in civil law systems, by the 

presence of dependency, in which case the employee must in the same manner obey orders. Under 
German law, for instance, labor relations are marked by the recognition of the presence of asymmetry of 
power and employees are, given the constitutional order of the welfare state (Gebot der 
Sozialstaatlichkeit, in Art. 20 I GG), subject to protection, by the labor law, from the party that can 
exercise that power. Cf. DIETER MEDICUS, SCHULDRECHT II: BESONDERER TEIL 116-117 Rn. 314-315, 
321 (14th. ed, Munich, Beck 2007). 

 This is not the case in service contracts, where the promisee cannot demand from the promisor 
performance of the task in any specific manner, with no right to control, but only with the right to sue the 
promisor for breach of contract in case of defective or inexistent performance. The service contract is 
marked by autonomy and excludes dependency. This thesis thus focuses only on sales and service 
contracts and excludes from its object labor contracts and the impact of power in contractual relations. 
There is little evidence and scholarship devoted to the study of the individual propensity to retaliate to 
breach of sales and service contracts, and even less about the function of compensatory damages to crowd 
out retaliation in those contracts, differently from labor contracts, justifying the choice of the present 
object of study. 
43 See the review of the existing empirical literature infra in chapters III and IV. 
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of the analysis.44 The question, with respect to the behavior of victims of breach, is how 
breach of the contract leads to conflict between the parties, and often to acts of 
retaliation, and the circumstances under which this type of behavior is most likely to 
emerge. Promisees will tend to retaliate when they expect the promisor to perform and 
when they perceive breach, in the realized circumstances, as morally wrong. In case 
parties are unable to settle the emerging dispute privately and peacefully, something 
facilitated by different cognitive biases, then the conflict can escalate and parties are 
hypothesized to engage in acts of retaliation and private punishment. 

The two effects of the primary duty to induce performance by the promisor and 
to trigger retaliation by the victim in case of breach are subject to empirical investigation 
in the experiment. The welfare contribution of the secondary duty to pay damages for 
breach, and of the incentives created by the legal remedy, depends on to what extent 
promises are sufficient for promisors to perform. On the other hand, the welfare 
contribution of compensation for promisees depends on to what extent breach of 
promise in fact induces promisees to retaliate. 

RESEARCH QUESTION 2. How does the legal remedy (the secondary duty to pay 

 The second research question concerns the effect of the legal remedy 

The first part of the question has been extensively studied, in theory, by the 
Economic Analysis of Law. This thesis complements the analysis by introducing 
retaliation as a behavioral tendency that is also capable of inducing promisors to 
perform. Moreover, the theoretical prediction that expectation damages induce 
performance if performance is socially efficient, and breach if breach is socially 
efficient, in any possible contingency, is still missing precise empirical evidence that 
this thesis attempts to deliver. 

The second part of the question, concerning the effect of the legal remedy upon 
the behavior of the disappointed promisee and its social welfare value, has received 
almost no attention in the economic literature that studies incentives provides by 
remedies for breach. Evidence that remedies can crowd out a tendency to retaliate to 
breach, and thereby save social resources, in common and daily, single sale or service 
contracts, is almost inexistent, and this thesis investigates the capacity of compensatory 
remedies to in effect fulfill those two roles.   

                                                           
44  With the above-mentioned exception of the theory of breach of the psychological contract, 
focusing however on labor relations marked by asymmetry of power and dependency. See supra n.40. 
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The two effects of the secondary duty to pay the legal remedy are also subject 
to empirical investigation in the implement experiment. The welfare contribution of 
each function, under the parameters chosen for the implemented trade game, are all 
estimated net of the welfare contribution of promises and retaliation to breach. The 
behavioral tendency to retaliate to breach in certain types of contingencies provides the 
scope for the hypothesized function of legal remedies to crowd it out. 

RESEARCH QUESTION 3. How can remedies for breach be designed to provide 
optimal incentives for promisors to perform while effectively crowding out 
retaliation, thereby delivering a superior contribution to social welfare than the 
one delivered by expectation damages and specific performance? 

 Different remedies fulfill the functions of inducing performance and of reducing 
retaliation in different manners. Substitutive and injunctive relief can both put the 
disappointed promisee in the position she would have been in if the promisor had 
performed, if perfectly implemented, but they both disregard the profits that the 

distribution of gains and losses from breach, specific performance has disadvantages 
that, even when parties can renegotiate their contracts without any transaction cost, are 
not always fully taken into account by the existing literature. This thesis develops a 
study of the capacity of different legal remedies for breach to crowd out retaliation in 
providing fairer redress while concomitantly creating incentives for optimal levels of 
performance.   

Redistribution of the profits from breach, when they do not belong by the 
contract to either of the parties, can avoid disagreement, aggrievement, and retaliation, 
and a fairer result is better apt to crowd out retaliation in certain types of contingencies. 
The profits from breach are not, however, considered in an award of either expectation 
damages or specific performance. The promisor is free, in the first case, to breach and 
profit from her own wrong as long as she compensates the promisee for the loss of 
expectancy. In case of specific performance, the promisor that breaches and transfers 
the good to a third party in good faith makes performance of the original contract legally 
impossible, and prevents a claim of specific performance by the promisee, who must 
them content herself with an award of damages.45

Different legal systems deal with that case in different manners. The promisee 
is not entitled to any share of those profits in the U.S., unless the promisor concomitantly 
violates a fiduciary duty or a property right. In France, the expansion of the astreinte,
especially after its codification in 1992, now allows the promisee to prevent the 

                                                           
45  In Germany, the promisee can recover the surrogate (the stellvertretendes commodum), and 
is hence entitled to recover disgorgement damages when specific performance is unavailable. See the 
detailed discussion infra in chapter V, sections C and D. 
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promisor from realizing those profits even in obligations to do, departing from the 
Roman principle that nemo potest praecise cogi ad factum enshrined in Art. 1142 of the 
Code Civil (every obligation to do is resolved by an award of damages), which has been 
recen
claim on the surrogate in that case (Anspruch auf das stellvertretende commodum),
thereby allowing the promisee  and not the promisor  to appropriate those profits. 
English courts now allow the promisee to recover all or some of the profits from breach, 
according to different rationales, and only in some specific circumstances, since the 
decisions of the House of Lords in Blake and in Hendrix Experience in 2001 and 2003. 
The last question tackled in this thesis is which of these solutions and developments is 
better apt, considering those two functions of remedies for breach of contract, to 
contribute to social welfare. 

OUTLINE

 The first chapter reviews the three main theories of contract and contract law, 
namely promissory, reliance, and economic theories. It inquires, firstly, into the nature 
of the contractual obligation with the aim of identifying why breach of contract is an 
act possibly perceived by individuals as a wrong in need of redress. Among the 
candidates advanced by those theories are the violation of the moral norm of keeping 
promises, or of pacta sunt servanda (as advanced by promissory or deontological 
theories), the loss of reliance suffered by the promisee (in reliance theories), and the 
loss of welfare associated with breach in certain circumstances (in consequentialist or 
economic theories). The chapter studies, secondly, although also from the perspective 
of those same theories, some of the reasons and justifications for legal enforcement of 
contractual promises, focusing on its contribution to the welfare of society by providing 
incentives for individuals to behave in socially optimal manners. 

 The second chapter studies how the promisor may breach in circumstances in 
which the promisee might expect performance, and how retaliation to breach is, in the 

unresolved dispute. It identifies different reasons for why parties might disagree on 
whether the promisor should have performed or breached, including the incompleteness 
of contracts, conflicting understandings of the morality of breach, disagreement on what 
consequences of breach are undesirable, and different cognitive biases. Moreover, the 
three theories of contract and contract law studied in the first chapter do not provide a 
definitive answer to the question of whether the promisor should have performed or 
breached. Instead, they often conflict with each other, as for example when the promisor 
breaches the contract because breach is socially efficient and, in doing so, violates the 
moral norm of keeping promises and commits a transgression. Since each party is apt 
to have her own understanding on the proper course of conduct, contractual disputes 
acquire a normative character, and the danger is that they escalate to a real conflict. 



17_Edle BW Mittlaender.job

17
 

 The third chapter identifies, in the existing empirical evidence, some of the 
reasons for why individuals engage in retaliation and punishment of others, while also 
considering why individual behavior may differ when parties are bound to each other 
by contract, and hence by an obligation they voluntarily and autonomously entered into. 
It endogeneizes, in the traditional model of contractual behavior developed in the 
Economic Analysis of Law, the possibility of retaliation by the promisee together with 
the possibility to seek legal redress, and how they can both serve to induce promisors 
to perform, each with its own costs and benefits. It then considers some of the elements 
that may lead promisees to retaliate to breach of promise, and that are subject to 
experimental scrutiny in the following chapter: the loss of expectancy endured by the 
promisee, the inefficiency created by breach, and the unfairness of the resulting 
distribution. Lastly, the chapter explains how legal remedies are superior to retaliation 
to induce performance of promises because instead of causing, whenever implemented, 
a deadweight loss, as retaliation causes, legal remedies such as damages only 
redistribute wealth between the parties, and social welfare is thereby not impaired. 

 The fourth chapter presents the implemented experiment and empirical 
investigation, firstly, on the behavioral impact of bargained-for promises both (i) to 
induce performance by the promisor and to (i) instigate retaliation by the promisee in 
case of breach. Secondly, it reveals the behavioral impact of expectation damages both 
to (iii) induce performance by the promisor and to (iv) crowd out retaliation by the 
disappointed promisee. The experiment further distinguishes between different 
circumstances where the promisor can breach, and thereby disentangles different 
consequences of the act of breach, including its social efficiency or inefficiency, and 
the fairness or unfairness of its result. Lastly, the experiment provides estimates for the 
gains of social welfare achieved by expectation damages through both functions and 
compares them in order to assess, under the parameters and setup of the experiment, 
their relative contribution to the maximization of welfare. 

The fifth chapter studies how expectation and disgorgement damages, as well as 
specific performance, perform those two functions, and their impact on social welfare. 
It considers both situations where the promisor can renegotiate with the promisee and 
where she cannot, and situations where the promisor breaches to avoid incurring losses 
from those where she breaches to achieve higher profits from a substitutive transaction. 
Lastly, the chapter assesses, from a normative perspective, recent developments in 
American, French, German, and English law. Courts and legal scholarship have insisted 
on the primacy of expectation damages (U.S.), expanded the scope of specific 
performance under astreintes even upon obligations to do (France), allowed promisees 
to recover disgorgement damages in cases of breach to make profits, in an extensive 
interpretation of § 285 I BGB (Germany), and expanded the scope of an award of 
damages at the common law in awarding, in certain cases, total or partial disgorgement 
damages (U.K.).  
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CHAPTER I. THEORIES OF CONTRACT AND CONTRACT LAW

I.A. INTRODUCTION

I.A.1 The Legal Concept of Contract in Common and  
                     Civil Law Systems 

I.A.2. The Legal Enforcement of Contracts in Common and  
         Civil Law Systems 

I.B. PROMISSORY THEORIES

I.C. RELIANCE THEORIES

I.D. ECONOMIC THEORIES 

I.D.1. Anticipation of Opportunism and the Protection of the  
          Restitution Interest 
I.D.2. Loss of Reliance Investments and the Protection of the  
          Reliance Interest 
I.D.3. The Theory of Efficient Breach and the Protection of the  
          Expectation Interest 
I.D.4. The Role of Compensatory Remedies in Economic Theories 

I.E. CONCLUSION

subject itself. The means of doing that are, in the first place, to follow the 
existing body of dogma into its highest generalizations by the help of 
jurisprudence; next, to discover from history how it has come to be what it is; 
and, finally, so far as you can, to consider the ends which the several rules seek 
to accomplish, the reasons why those ends are desired, what is given up to gain 

46

 The first chapter of this thesis reviews the three main theories of contracts and 
contract law in order to explain, firstly, the reasons they advance for why, and under 
what circumstances, breach of contract is a wrong in need of redress. Promisors will 
tend to keep contracts in circumstances where they perceive performance as morally 
required, and promisees will tend to retaliate to breach when they perceive breach as 
morally unacceptable. The investigation on the theoretical reasons for why it is wrong 
to breach contracts can shed light into the motives of the parties to behave in certain 
manners in contractual relationships, attempting to keep promises and contracts even at 
a personal cost, or retaliating against its breach in socially costly manners.  

                                                           
46 The Path of the Law, 10 HARVARD LAW REVIEW 457, 476 (1887).  
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Secondly, the chapter studies how, and why, the law enforces contracts from the 
perspective of those three theories. They advance different reasons for why there is 
value in legal enforcement of contracts, and how different types of remedies for breach 
provide different incentives for parties to behave, ex ante, in certain manners. Economic 
theories, in studying the incentives provided by legal relief, have not considered the 
incentives that compensatory remedies provide to promisees to refrain from private acts 
of retaliation. In order to study this function of legal relief, there is the need to overcome 
the conception that all individuals understand the contractual obligation in one specific 
manner, and to consider that they often attach normative significance to that obligation. 
Because the contractual obligation carries, for parties themselves, normative 
significance, parties are apt to understand breach as morally acceptable or unacceptable 
depending on the reasons and motives that lead the promisor to breach, and on the 
consequences of the act.  

The next chapter complements this study and explains how promisees might 
expect, in certain types of contingencies, performance of the contract, while the 
promisor might perceive performance as not morally required and hence decide to 
breach. When this type of normative conflict emerges, for any of the reasons identified 
in the next chapter, disagreement and contractual disputes emerge. When the parties 
disagree on whether the promisor ought to have performed or breached, and are 
unsuccessful at privately settling the issue, the conflict might escalate and the party that 
feels wronged from breach will tend to engage in acts of retaliation and punishment if 
not entitled to a public remedy. 

I.A. INTRODUCTION

 Contracts are agreements that create obligations enforceable by law. They 
therefore consist in, first of all, agreements made between two or more legally capable 
individuals. However, not all agreements are contracts. Individuals agree in their daily 
life on a variety of things, ranging from the best way to study contract law from an 
economic perspective to the actions that two individuals should take in order to 
implement a mutually desired exchange, and thereby to trade. Distinctive in contractual 
agreements is the fact that at least one of the parties (and often both) commits to a future 
course of conduct by undertaking an obligation. 

The first example of an agreement mentioned above, where individuals simply 
agree on a matter of fact, does not include a commitment to future behavior, and hence 
does not commit the parties to do, not to do, or the give something to each other. It is 
not a contract, does not create an obligation, and is hence not subject to legal 
enforcement. The second example of an agreement, in contrast, is apt to create legal 
obligations for the parties, but, without an examination of its content and nature, one 
cannot ascertain whether the parties incur legal liability in case of breach.  
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Accordingly, the first question under examination is what characterizes 
agreements that the law will enforce, and hence what is a contract. After discussing the 
legal definitions of contract in the present section, the chapter reviews the three main 
theories of the contractual obligation that provide different reasons for why  and when 

 it is wrong to breach a contract. Parties will often refer to those reasons in order to 
ascertain their rights and duties when the deal breaks down, and will feel aggrieved and 
tempted to retaliate whenever the elements that make breach morally wrong are present 
in the realized contingency. 

The second question under examination is how the law enforces contracts, and 
the remedies that disappointed promisees have at their disposal in case of breach. After 
the discussion of the default remedy for breach in common and civil law systems in the 
subsequent section, the chapter reviews the theoretical justifications for legal 
enforcement of contracts provided by those theories, and the reasons they advance for 
why the law enforces contractual promises. 

I.A.1. The Legal Concept of Contract in Common and Civil Law Systems 

The French civil code defines contracts, following Domat and Pothier, as 
agreements in which one or more individuals commit, by undertaking an obligation, to 
a future course of action consisting in to give, to do, or not to do something.47

Art. 1101. Contract is an agreement by which one or more persons oblige themselves, 
towards one or several others, to give, to do or not to do something.48

                                                           
47 Cf. 1 JEAN DOMAT, LES LOIS CIVILES DANS LEUR ORDRE NATUREL, in OUVRES DE JEAN 
DOMAT 75, 121 les conventions sont les 
engagements, qui se forment par le consentement mutuel de deux ou plusieurs personnes, qui se font 
entre elles une loi d’exécuter ce qu’elles promettent. ROBERT-JOSEPH POTHIER, TRAITE DES 
OBLIGATIONS, in OUVRES DE R.-J. POTHIER 1, 2-3 (Ainé Dupin org., Bruxelles, J. P. Jonker 1761) (1831) 

on doit définir [le contrat comme] une convention par laquelle les deux parties réciproquement (…) 
promettent et s’engagent envers l’autre à lui donner quelque chose, où à faire ou à ne pas faire quelque 
chose.

 Domat and Pothier both relied on the idea that contracts are agreements formed by consent, 
and in which parties promise performance to each other. The element of promise was, however, omitted 

promises to the principle of consent, see MARC-PHILLIPPE WELLER, DIE VERTRAGSTREUE 59f.

concerning the contract law, on the Code Civil, see, e.g., Marc-Phillippe Weller, Das Vertrags- und 
Konsensprinzip: Vom Naturrecht über Domat und Pothier zum Code Civil, in WEITSICHT IN 
VERSICHERUNG UND WIRTSCHAFT GEDÄCHTNISSCHRIFT FÜR ULRICH HÜBNER 435, 451 (Roland 
Beckmann et al. eds., Heidelberg, Müller 2012) ( Domats Arbeiten waren wichtige Impulsgeber für den 
Civil Code. … Gewisse Formulierungen des Code Civil selbst, besonders im Bereich der Verträge, 
wurden durch die Werke Domats beeinflusst oder stammen von ihnen ab. )
48  Own transl. In original: Le contrat est une convention par laquelle une ou 
plusieurs personnes s'obligent, envers une ou plusieurs autres, à donner, à faire ou à ne pas faire quelque 
chose.
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 The contract is therefore, in French law, a particular species of agreements, 
namely the one that generates obligations for the parties to take a certain course of 
conduct. A contract generates those obligations because of the meeting of wills, i.e., the 
accord des volontés, and based on the notion that only consent obliges.49 Individuals 
want to be legally obliged by consent, and the law, in respect for their individual 
autonomy, enforces the agreements they make. They are then a source of individual 
obligations enforceable by law. 

Similarly, the Italian civil code defines contract as an agreement between two 
or more parties to create, regulate, or extinguish a pecuniary obligation (rapporto 
giuridico):

Art. 1321. Contract is an agreement of two or more parties to constitute, regulate or 
extinguish a legal relationship between them.50

 The contract is thus also in Italian law a source of legal obligations, together 
with delicts and other facts foreseen by law, as advanced by Gaius, and as still explicitly 
foreseen by the current Italian civil code.51 Accordingly, when the parties enter into a 
sales contract, they incur the obligations mentioned by the law. The principal obligation 

Obbligazioni del 
venditore), and 

Obbligazioni del compratore).

Although the German civil code (hereinafter BGB) does not provide a definition 
of contract, contracts are understood as multilateral legal transactions (mehrseitige 
Rechtsgeschäfte) through which individuals create (or alter) obligations 
(Schuldverhältnisse). 

                                                           
49 See 2 HENRY MAZEAUD, LEON MAZEAUD AND JEAN MAZEAUD, LEÇONS DE DROIT CIVIL 45
n. 52- Comment le contrat engendre-t-il un droit 
personnel, une obligation?… la création des obligations demeure gouvernée par la règle ‘solus 
consensus obligat.’ )
50 Il contratto è l'accordo di due o più parti per costituire, regolare o 
estinguere tra loro un rapporto giuridico patrimoniale
51 Cf. GAIUS, INSTITUTIONES Nunc transeamus ad obligationes, quarum summa divisio 
in duas species diducitur: omnis enim obligatio vel ex contractu nascitur vel ex delicto
move on to obligations. The principal division of these puts them into two species: for every obligation 

See D.44.7.I PR. (GAIUS LIBRO SECUNDO AUREORUM)
Obligationes aut ex contractu nascuntur aut ex maleficio aut proprio quodam iure ex variis causarum 

figuris
ransl. by PETER BIRKS, THE ROMAN LAW OF OBLIGATIONS 17-18, 

Oxford, Oxford University 2014). 

 The Civil Code practically translated the division advanced by Gaius in Art. 1173. Fonti 
delle Obbligazioni. Le obbligazioni derivano da contratto, da fatto illecito o da ogni altro atto o fatto 
idoneo a produrle in conformità dell’ordenamento giuridico
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§ 311 I. In order to create an obligation by legal transaction as well as to alter the 
contents of an obligation, a contract between the parties is necessary, unless otherwise 
provided by statute.52

By the making of a contract, parties undertake an obligation to perform, and to 
bring about a change in the goods world (Güterwelt) such as the transfer of a good or 
performance of a service.53 Accordingly, through a sales contract, the debtor incurs the 
obligation to deliver the good and to procure ownership of the good to the debtor (BGB 
§ 433 I 1), and the debtor the obligation to pay the agreed price and to receive the 
contracted good (BGB § 433 II).54 Similarly, in a service contract, the promisor is 
obliged to perform the promised service, and the promisee is obliged to pay the agreed 
price (BGB § 611 I). These actions constitute performances (Leistungen), and the 
obligation to Vertragspflichten).

 Lastly, the Dutch civil code similarly defines contract in book 6 (The Law of 
Obligations) also as a legal transaction (rechtshandeling) that creates obligations 
(verbintenis). The incurred obligation can be to do, to give, or to tolerate, which 
constitute the performance (prestatie) to be delivered by the obligor.  

Art. 6:213 1. An agreement in the sense of this section [an obligatory agreement, or a 
contract] is a multilateral legal act under which one or more parties have subjected 
themselves to an obligation towards one or more other parties.55

Thus in all these legal systems, and in civil law systems in general, the 
undertaking of an obligation by agreement is fundamental in the concept of contract. 
Underlying such conception of contract there is further, certainly, the old debate 
concerning the nature of the acts forming the agreement, which can be understood as 
promises, meeting of minds, corresponding declarations of wills, reciprocal consent, or 
elsewise.56 For the purpose of the present study, the question is not what is the nature 

                                                           
52 Zur Begründung eines Schuldverhältnisses durch Rechtsgeschäft 
sowie zur Änderung des Inhalts eines Schuldverhältnisses ist ein Vertrag zwischen der Beteiligten 
erforderlich, soweit das Gesetz ein anderes vorschreibt.
53 Cf. DIETER MEDICUS & STEPHAN LORENZ, SCHULDRECHT I: ALLGEMEINER TEIL 2 Rn. 4,5
(18th ed. Munich, Beck 2008). 
54 See further MEDICUS, SCHULDRECHT II: BESONDERER TEIL op. cit. supra, at 7 Rn. 19 et. seq. 
(obligations of the seller), 10 Rn. 27 et. seq. (obligations of the buyer). 
55 Een overeenkomst in de zin van deze titel is een meerzijdige 
rechtshandeling, waarbij een of meer partijen jegens een of meer andere een verbintenis aangaan
56  Domat and Potheir still relied on the element of promises in the understanding and definition 
of contracts. In Germany, 

übereinstimmende Willenserkärungen), the undertaken 
commitment to future behavior is still recurrently referred to by legal scholars as a promise to perform.
Cf. Claus-Wilhelm Canaris, Zur Bedeutung der Kategorie der „Unmöglichkeit“ für das Recht der 
Leistungsstörungen, in 3 GESAMMELTE SCHRIFTEN 423, 441 (Berlin, Walter der Gruyter 2012) (2001) 
( M.E. erklärt sich die Haftung des Schuldners auf Schadensersatz wegen Nichterfüllung bei einem 
anfänglichen Leistungshindernis einfach daraus, dass dieser die Leistung versprochen hat und sie nun
nicht erbringen, also sein Versprechen nicht erfüllen kann und dass daher folgerichtig an die Stelle der 
versprochenen Leistung deren Äquivalent in Geld trifft ) (own emphasis); HORST EHMANN & HOLGER 
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of those acts, but rather the nature of the obligation that can be breached or performed, 

There are two understandings of legal obligations underlying European legal 
thinking.57 According to Paulus
it makes some property or servitude ours, but that it binds another person to give, do or 
furn 58 And as per Justinian
binds us to the necessity of making some performance in accordance with the laws of 

59

According to both, promisor and promisee are bound to each other and required 
to take a certain course of action. There are two fundamental elements in those 
definitions. The first one is the specific and concrete relation that is formed between the 
parties. They are not, after entering into a contract, strangers to each other anymore. 
They become bound to each other by the making of the contract, and have duties and 
rights that go beyond those that members of a state, not bound by a contract, owe to one 
another.  

The second one is the content of that bound. The individual is oblige

Justinian). The bound is therefore restricted to perform what was agreed, and it is 
extinguished with the rendering of the promised performance. Performance delineates 
the boundaries of the obligation, and its delivery dissolves the bound and hence also the 
relationship. 

 In common law systems, contracts are understood and defined as promises that 
the law will enforce. In the U.S., according to the Restatement,
or a set of promises for the breach of which the law gives a remedy, or the performance 

60 The Restatement then provides 
to act or refrain from acting in 

a specified way, so made as to justify a promisee in understanding that a commitment

                                                           
SUTSCHET, MODERNISIERTES SCHULDRECHT Der Schuldner haftet auf 
das Erfüllungsinteresse, weil er die Leistung versprochen hat ) (own emphasis). 

 In effect, the BGB itself often refers to the promised performance in several parts, as in title 
Versprechen der Leistung an einen Dritten - Strafversprechen

Schenkungsversprechen Rentenversprechen Schuldversprechen
57 Cf. Riccardo Fercia, Le Obbligazzioni Naturali, in TRATTATTO DELLE OBBLIGAZZIONI 165,
216 (Luigi Garofalo ed. Padova, Wolters Kluwer 2010). 
58  PAULUS, IUSTINIAN DIGESTA obligationum substantia non in eo consistit, ut 
aliquod corpus nostrum aut servitutem nostram faciat, sed ut alium nobis obstringat ad dandum aliquid 
vel faciendum vel praestandum. (translation into English by Helge Dedek & Martin Schermaier, 
Obligation (Greek and Roman), in ENCYCLOPEDIA OF ANCIENT HISTORY, Roger Bagnall et. al. eds. 
Oxford, Wiley & Blackwell 2011) 
59  IUSTINIAN INSTITUTIONES Obligatio est iuris vinculum, quo necessitate 
adstringimur alicuius rei solvendae secundum iura nostrae civitatis. Translation into English in
JUSTINIAN S INSTITUTES 105 (Peter Birks and Grant McLeod trans., Ithaca: Cornell University 1987).
60  RESTATEMENT (SECOND) OF CONTRACTS § 1. 
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61 A contract is therefore an enforceable promise, or a promise that the 
law will enforce by an award of a remedy for breach.62

 At the common law, this is the orthodox and traditional understanding of the 
contractual obligation, both in theory and in practice. The contractual obligation is 
created by the giving of a promise with consideration. Because of that act, parties incur 
a contractual obligation, and legal liability in case of breach of that obligation.  

It is however not, at common law, the sole theory of contractual obligation. In 
several cases, the sole application of such a theory of contract led to injustice in the 
result, and courts developed other grounds upon which a promisor may be held liable 
for the consequences of her conduct.63 Promissory estoppel became a widely recognized 
theory for the imposition of legal obligations upon those that, in promising, induce a 
change in behavior of the promisee and, in subsequently breaching it, cause harm to the 
latter.64 There are reasons for why no one can change his mind to the injury of another 

nemo potest mutare consilium suum in alterius iniuriam of 
contractual liability beyond the confines of promises with consideration.65

 From a theoretical perspective, there is, in the American scholarship, a distinct 
conception of the contractual obligation that was elaborated by Holmes at the end of the 
19th century. It holds that contractual obligations have a disjunctive structure. They are 
generated by acts of promising,66 but contractual promises give rise to an obligation that 
is not simply to do or to give something to the other, as in civil law systems. It is rather 
an obligation either to perform or to pay compensation, and nothing else.67

                                                           
61  RESTATEMENT (SECOND) OF CONTRACTS § 2. 
62 Cf.
by the mere force of law to certain acts of the parties, usually words, which ordinarily accompany and 

63  As the result reached in Kirksey v. Kirksey, 8 Ala. 131 (1845), further described in the 
explanatory notes of the RESTATEMENT (FIRST) OF CONTRACTS

64 See RESTATEMENT (FIRST) OF CONTRACTS §90; RESTATEMENT (SECOND) OF CONTRACTS §
or forbearance on the 

part of the promisee or a third party and which does induce such action or forbearance is binding if 
injustice can be avoided only by enforcement of the promise. The remedy granted for breach may be 

65  PAPINIANUS, in CORPUS IURIS CIVILIS, DIGEST, D.50.17.75 Pap. 3 quaest. (De Diversis 
Regulis Iuris Antiqui), (Paul Krueger et al. eds., Princeton: Princeton University), 870 (1893). 
66 Cf. HOLMES, THE COMMON LAW, op. cit. supra g power to bind 

67 See Holmes, The Path of the Law, op. cit. supra
common law means a prediction that you must pay damages if you do not keep it - 
Id.
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Under this understanding of the contractual obligation, breach of contract does 
not imply breach of promise if the promisor that breaches also pays compensatory 
damage really broken 
your promise, because what you promised (though that is not how the contract will have 
been worded) was either-or: not performance but either performance or compensation 
for the 68

 For Holmes, breach followed by compensation amounts to performance and, 
consequently, there is nothing wrong with it because there is no breach in the first place, 
but rather performance of the disjunctive obligation. This is true if and only if the 
promisee is compensated for losses from nonperformance.69 Therefore, compensation 
was, for Holmes, fundamental in the law of remedies for breach, and breach without 
compensation for the victim, even when socially efficient, was a wrong in need of 
redress.70

Contract law enforces, both in common and civil law systems, voluntary and 
autonomous commitments to undertake future actions. The commitment is undertaken, 
at common law, by the giving of a promise with consideration; in civil law systems, by 
the meeting of the minds or by corresponding declarations of will. In both cases, in 
committing to perform a future action, parties undertake a legal obligation, and incur 
legal liability in case of its breach.  

 What is far from undisputed is what makes breach of the contractual obligation 
a wrong. The question is important for understanding the behavior of the parties to a 
contract. The promisor may tend to perform, independent of material incentives, if she 
perceives breach as wrong, but not when she perceives breach as morally justified. The 
promisee, on the other hand, will feel aggrieved and tempted to retaliate when she 
perceives breach as wrong, but not when she believes that the promisor was justified in 
breach, given the realized contingency. Disagreement between the parties on whether 
the promisor should have performed or breached, and the feeling of aggrievement 
experienced by the victim, are both founded on the perception that breach of contract 
was wrong.71

                                                           
68  Richard Posner, Let us Never Blame a Contract Breaker, op. cit. supra, at 1350. 
69 Cf. Holmes, The Path of the Law, op. cit. supra

70  Holmes recognized that not all individuals understand breach of contract followed by the 
payment of compensation as amoral, and that those that believe that there is some ethics in the law do 
understand breach of contract differently. He famously recognized that his understanding of the 

Holmes, The Path of the 
Law, op. cit. supra, at 462. 
71  Cf. HOLMES, THE COMMON LAW, op. cit. supra, at 6-
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 Consider the situation where a buyer and a seller enter into a sales contract. If 

ayment of the 

not perform, but is rather breaching the contract.  

The question that emerges is simple: what is the problem with that act, if any? 
After all, the buyer has not yet paid for what she does not receive. What makes the 

 One may think that it is wrong to breach a contract because contracts ought to 
be kept (pacta sunt servanda), or because promises ought to be kept (the sanctity of 
promises). This answer alone, however, does not satisfy, for it does not explicate why 
it is wrong to violate such a legal maxim, or why it is wrong to break a promise 
independent of further considerations related to the realized contingency. 

 Alternatively, one might believe that breach is wrong because (and only when) 
it harms the other party. This answer is also not sufficient because it does not specify 
what constitutes harm from breach of contract, and what should count as such. What 
harm does the promisee incur in the above-mentioned example? Assuming she did not 
invest or rely in the contract, then she suffers no material harm, and does not make any 
tangible loss because of breach.  

 Lastly, it could be the loss of expectancy endured by the victim that makes 
breach wrong. The promisee does not realize her promised rent of the transaction that 
she would have realized if the seller had performed. This assumes, however, that the 
baseline for harm is the hypothetical situation where the contract would have been 
performed. But why that baseline? After all, if the buyer had simply asked the seller for 
the price of the good, and left without striking a deal, then she could well have formed 
an expectation that she would make certain earnings in the future. In that case, when 
she comes back to the shop, and the seller refuses to sell for that very same price, rather 
asking for a higher price for the good, then that action is not wrong, despite the loss of 
expected gains endured by the buyer. 

 There are, moreover, other consequences of breach of contract that may be 
responsible for the perception that breach is wrong in certain cases. Depending on the 
type of contingency in which the promisor breaches, the resulting distribution of gains 
and losses from breach may be perceived as unfair and hence as morally undesirable. 
Additionally, breach will often lead to an overall loss of resources, considering the 
interests of both parties to the contract together, and they may also influ
perception that breach is morally wrong or justified. 

The answer depends, ultimately, on how individuals understand the contractual 
obligation, from a normative point of view. Theories of contract attempt to, in 
specifying the content of the contractual obligation, advance reasons for why it is wrong 
to breach contracts. They inquire into the nature of the obligation that, when violated, 
may gives rise to disagreement and aggrievement, and, in case the agreement is legally 
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enforceable, also to the possibility of claiming a legal remedy. It is an analytic question 
about the nature of the contractual obligation.72 The question is what sorts of acts or 
events give rise to the contractual obligation, and, especially important for this thesis, 
what are the distinctive features of that type of obligation.73

 In this respect, legal and economic theories do not agree on a fundamental issue 
for the law of contracts. While legal theories, including promissory and reliance-based 
theories, attach normative significance to the contractual obligation, economic theories 
most often disregard it.74 Economic theories rely on the conception of the contractual 
obligations as a disjunctive obligation either to perform or to pay damages, with the 
consequence that there is nothing wrong with breach of contract if the promisor pays 
damages for breach.  

 Individuals, however, do attach normative significance to the contractual 
obligation and will consider breach as justified or not independently and in accordance 
to their own understanding of the obligation they incur when making a contract. In any 
contingency where parties had not reached an explicit agreement on the proper course 
of conduct, parties will often have conflicting normative understandings on what is the 
appropriate course of action. They will often disagree whether the promisor should 
perform or breach.  

in the agreement as basis for claims of right.75 The promisee may cite the pr
moral duty to keep the promise and the deal, and the promisor in breach may cite some 
justification for breach. For example, she may advance that she has the right to breach 
as long as she pays damages, as per Holmes, denying that the contractual obligation 
includes a moral duty to perform as promised. The promisee, on the other hand, may 

                                                           
72 See STEPHEN SMITH, CONTRACT THEORY 43-46, 54-55 (Oxford, Clarendon 2003). 
73  The answer provided by theory can at times justify the autonomy of contract law vis-à-vis 
other legal obligations such as those arising by tort and property law, because of the distinctive nature of 
the contractual obligation. Or it may point to the convergence of contract law with tort or property law, 
because the contractual obligation is not theoretically distinct for those other obligations. This is the 

GRANT GILMORE, THE 
DEATH OF CONTRACT 87 we might say that what is 

discussion, see Robert Scott, The Death of Contract Law, 54 UNIVERSITY OF TORONTO LAW JOURNAL

dying).  
74  Although it is possible to develop a moral argument in favor of efficient breach on a utilitarian 
basis, scholars in economic analysis of law have refrained from doing so. Perhaps the single exception is 

ginary consent, justifying 
efficient breach in terms of consent present in the hypothetical complete contract. See Shavell, Is Breach 
of Contract Immoral?, op. cit. supra, at 439, and Why Breach of Contract may not be Immoral given the 
Incompleteness of Contracts, 107 MICHIGAN LAW REVIEW 1569 (2009).  
75  ROBERT SUMMERS & ROBERT HILLMAN, CONTRACT AND RELATED OBLIGATION: THEORY,
DOCTRINE AND PRACTICE 50 (6th. ed. St. Paul, West 2011). 
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cite the violation of the moral norm of keeping promises, or of pacta sunt servanda, and 
insist that performance is, even if socially inefficient, the right thing to do. 

When the deal breaks down, parties will use those duties and rights as grounds 

normative vantage-point, rather than merely from an external 
predictive 

normatively, a valid agreement is far more than a mere basis for predicting the 
76

I.A.2. Legal Enforcement of Contracts in Common and Civil Law Systems 

The theoretical disagreement on the nature of the contractual obligation, and on 
whether it carries normative significance, leads to opposing understandings of the 
functions and justifications of an award of a remedy for breach. This concerns the 
second main question studied by theories of contract and contract law, namely why the 
law enforces contractual obligations by providing a remedy for the victim. The question 
is studied in the chapter from the perspective of those three main theories, but it is worth 
specifying, before undertaking that study, how positive law enforces contractual 
obligations in civil and common law systems. 

 The traditional remedy for breach of contract, in civil law systems, is specific 
performance of the obligation, or injunctive relief. Although this is, in principle and in 
theory, correct, specific performance is not the exclusive remedy to breach for all types 
of contractual obligations, as explained below.77 It is also not, arguably, the most 
relevant and usually sought remedy, and its primacy in principle does not do justice to 
the importance of damages for breach, and of substitutive relief, in the praxis. 

 In fact, in classic Roman law the principle was omnis condemnatio pecuniaria,
i.e., for whatever performance the promisor owed, the remedy for breach was invariably 
a monetary award.78 If the promisor promised to deliver a good or tract of land, perform 
a service, or elsewise, and did not fulfill his obligation, then the party in breach would 
always be required to pay a monetary amount to the victim in compensation. It was 
mainly in post-classical Roman law (especially in the Corpus Iuris Civilis) that specific 

                                                           
76 Id.
77 See also the detailed discussion, and the implications for social welfare, in chapter V infra.
78 Cf. REINHARD ZIMMERMANN, THE LAW OF OBLIGATIONS: ROMAN FOUNDATIONS OF THE 
CIVILIAN TRADITION 770-773 (Oxford, Oxford University 1990); Reinhard Zimmermann, Roman-Dutch 
Jurisprudence and its Contribution to European Private Law, 66 TULANE LAW REVIEW 1685, 1698 
(1992). 
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performance gained its high prominence.79 And it was this very late remedy, developed 
in post-classical Roman law, that modern French scholars of the 18th century and the 
German pandectists in the 19th century accepted and built upon. 

In France, the primacy of specific performance stems from the work of Jean 
Domat, who famously  and very influentially the first effect of the 
agreement is that each of the contracting parties can oblige the other to fulfill its 
commitment. 80

 Under French law, the contractual obligation can entail a commitment to do (or 
not to do), or to give something, as discussed before. The remedy for breach of a 
contractual obligation to do something, at least in principle,81 is inevitably an award of 
damages for breach, and not of specific performance, because, as advanced by Pothier, 
nemo potest praecise cogi ad factum 82 The 
Code Civil accordingly foresees: 

Art. 1142. Every obligation to do or not to do is resolved by damages [and interest] in 
case of non-performance by the promisor.83

 An obligation to give does not fall within that norm because enforcement of 
ership, and not 

on contract.84

85 Peculiar to French law, and 
adopted in Belgium, Portugal, Italy, and Luxemburg, is the fact that the transfer of 
property results exclusively from the consent of the parties. That is, contracts in France 
already translate property, in contrast to several other systems where it is the physical 
delivery of the promised good (the traditio) that operates that effect.  

                                                           
79 Cf. Reinhard Zimmermann, Roman-Dutch Jurisprudence and its Contribution to European 
Private Law, op. cit. supra, at 1698-1699. 
80  JEAN DOMAT, LES LOIX CIVILES DANS LEUR ORDRE NATUREL, in OUVRES DE JEAN DOMAT,
op. cit. supra, at le premier effet de la convention, est que chacun des contractants peut obliger 
l’autre à exécuter son engagement. (own transl.) 
81  With the expansive use of the astreintes, even in the enforcement of obligations to do with a 
personal character. See the discussion infra in chapter V, section D.2. 
82  1 ROBERT J. POTHIER, TRAITE DES OBLIGATIONS ET TRAITE DU CONTRAT DE VENTE, in
OUVRES DE R.-J. POTHIER, op. cit. supra, at 39 n. 157 (explaining that, with respect to obligations to do,
[l]orsque quelqu’un s’est obligé à faire quelque chose, cette obligation ne donne pas au créancier le 

droit de contraindre le débiteur précisément à faire ce qu’il est obligé de faire, mais seulement celui de 
le faire condamner en ses dommages et intérêts, faute d’avoir satisfait à son obligation. C’est en cette 
obligation de dommages et intérêts que se résolvent toutes les obligations de faire quelque chose; car 
nemo potest praecise cogi ad factum. )
83 Toute obligation de faire ou de ne pas faire se résout en dommages 
et intérêts en cas d'inexécution de la part du débiteur.
84 See 2 HENRY MAZEAUD, LEON MAZEAUD & JEAN MAZEAUD, LEÇONS DE DROIT CIVIL n. 946 
(3rd ed., Paris, Montchrestien 1966) (1955). 
85 See also Art. 1138 and Art. 1583. 
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Therefore, in case of an obligation to give something to the other, which requires 
only that the promisor deliver the good that is already property of the other, as in sales 
contracts, the remedy dispensed by the law is, and should be, specific performance. This 
was as advanced by Pothier.86 In essence, his argument was that the promisor cannot 
oblige the promisee to receive something different than the object of the contract.87

Specific performance is to a great extent restricted to obligations to give, and is 
furthermore subject to several different defenses that can be alleged by the promisor in 
breach. It is actionable only if performance in kind is still possible in the realized 
circumstances. Moreover, the promisee has the choice between insisting on receiving 
performance in kind or recovering its monetary equivalent.88

In German law, the primacy of specific performance was strongly advanced by 
Savigny, who defined an obligation as a relation between two specific individuals, as 
per Paulus, but where one individual submits performance of a specific act to the will 
of the other: 
is subjected to the will of the other is the essence of obligatio. Obligatio is a legal 
relation. 89

                                                           
86 Id. Les effets de l’obligation par rapport au créancier sont 1o le droit qu’elle lui donne de 
poursuivre en justice le débiteur, pour le paiement de ce qui est contenue dans l’obligation.
important remark that paiement denoted not only monetary payment but also the traditio (delivery of 
possession with the intention of passing ownership) le paiement est la donation 
et translation de la proprieté de cette chose.
87 Id. ( un débiteur ne peut obliger son créancier à recevoir en paiement autre chose que ce 
qu’il lui doit

(own transl.) 
88  Specifically concerning sales contracts, Art. 1610 follows Si le 
vendeur manque à faire la délivrance dans le temps convenu entre les parties, l'acquéreur pourra, à son 
choix, demander la résolution de la vente, ou sa mise en possession, si le retard ne vient que du fait du 
vendeur. ) See further Art. 1184, which gives the opportunity for the aggrieved party to choose between 
performance in specie (exécution en nature) or the resolution of the contract and recovery of damages for 
breach in bilateral, synallagmatic contracts. The promisee can demand specific performance only if 
performance is still possible. Cf La condition résolutoire est toujours sous entendue dans les 
contrats synallagmatiques, pour le cas où l'une des deux parties ne satisfera point à son engagement. 
Dans ce cas, le contrat n'est point résolu de plein droit. La partie envers laquelle l'engagement n'a point 
été exécuté, a le choix ou de forcer l'autre à l'exécution de la convention lorsqu'elle est possible, ou d'en 
demander la résolution avec dommages et intérêts. )
89  FRIEDRICH KARL VON SAVIGNY, PANDEKTENVORLESUNG 1824/25 vol. 1, book 3, at 279
(Horst Hammen org. Frankfurt, Klostermann 1993) (1824- Ein Verhältnis zwischen zwei 
bestimmten Individuen, worin eine einzelne Handlung des einen der Willkühr des andern unterworfen 
wird, ist das Wesen der Obligatio. Obligatio ist ein Rechtsverhältnis  (own transl.). 

 Savigny argued that this subjugation to the will of another is not incompatible with individual 
freedom and individual rights of personality, nor does it treat persons as objects, for it is restricted to one 
specific action and does not extend to the whole person, and thereby does not conceive individuals as 
objects. Cf. FRIEDRICH KARL VON SAVIGNY, SYSTEM DES HEUTIGEN RÖMISCHEN RECHTS (1840), vol. 1, 
book 2, at 338-339 ( Soll dieses nicht sein, wollen wir uns vielmehr ein besonderes Rechtverhältnis 
denken, welches in der Herrschaft über eine fremde Person, ohne Zerstörung ihrer Freiheit besteht, so 
dass es dem Eigentum ähnlich, und doch von ihm verschieden ist, so muss die Herrschaft nicht auf die 
fremde Person im Ganzen, sondern nur auf eine einzelne Handlung derselben bezogen werden; diese 
Handlung wird dann, als aus der Freiheit des Handelnden ausgeschieden, und unserem Willen 
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debtor perform precisely what she promised to perform, or to do or give exactly what 
was agreed in the contract.90 This conception was later adopted in the BGB as the 
principle of natural, in-kind performance (Grundsatz der Naturalerfüllung).91

§ 241 I 1. By virtue of an obligation the promisee is entitled to demand performance 
from the promisor. The performance may also consist in forbearance.92

 The fundamental principle is the Naturalkondemnation, which refers to the 
promised performance and not (as by the condemnation pecuniaria of Roman law) to a 
monetary award.93 This is not, however, and especially after the reform of the German 
law of obligations of 2002, the sole remedy for breach the promisee is entitled to.94 The 
promisee can, if she prefers, in case of nonperformance, require an award of monetary 
damages instead of insisting on receiving performance as promised, provided that she 
confers a period for the promisor to perform late (BGB § 280 I and III, 281 I).95 If the 
seller, for example, delivers a defective good, § 437 BGB gives to the buyer the choice 
between several different remedies for breach, including (i) specific performance 
(Nacherfüllung as in § 439), (ii) rescission (Rücktritt according to §§ 440, 323 and 326 
V), (iii) reduction of the price (Preisminderung as in § 411) and (iv) damages for breach 
(Schadensersatz in one of its different forms). 

                                                           
unterworfen gedacht. Ein solches Verhältnis der Herrschaft über eine einzelne Handlung der fremden 
Person nennen wir Obligation. )
90  Similarly, in the evolution of Dutch law, specific performance acquired prominence at the 
detriment of the Roman principle of omnis condemnation pecuniaria. See Reinhard Zimmermann, 
Roman-Dutch Jurisprudence and its Contribution to European Private Law, op. cit. supra, at 1700-1701 

condemnatio pecuniaria 
and had achieved, in theory as well as in actual practice, the uniformity on the basis of a claim to demand 

91 See MARK-PHILLIPPE WELLER, DER VERTRAGSTREUE 371f. (Tübingen, Mohr Siebeck 2009);
THOMAS RIEHM, DER GRUNDSATZ DER NATURALERFÜLLUNG 219f. (Tübingen, Mohr Siebeck 2015). 
92 Kraft des Schuldverhältnisses ist der Gläubiger berechtigt, von dem 
Schuldner eine Leistung zu fordern. Die Leistung kann auch in einem Unterlassen bestehen
93 See MEDICUS & LORENZ, SCHULDRECHT I, op. cit. supra, at 8 Rn 18. 
will be sentenced to deliver and transfer the car brand x vehicle identification number y next to the 

94  With respect to the reform and its far-reaching changes in the German law of obligations, see 
Claus-Wilhem Canaris, Die Reform des Rechts der Leistungstörungen, op. cit. supra; Canaris, Das 
allgemeine Leistungsstörungsrecht in Schuldrechtmodernisierungsgesetz, in 3 GESAMMELTE SCHRIFTEN  
541, op. cit. supra ; Gerhard Wagner, Das Zweite Schadensersatzrechtsänderungsgesetz, 55 NEUE 
JURISTISCHE WOCHENSCHRIFT 2049 (2002); Gerhard Wagner, Schadensersatz – Zwecke, Inhalte, 
Grenzen, in 35 SCHRIFTENREIHE DER ZEITSCHRIFT VERSICHERUNGSRECHT 5 (Egon Lorenz ed. Karlsruhe, 
Versischerungswirtschaft 2006); REINHARD ZIMMERMANN, THE NEW GERMAN LAW OF OBLIGATIONS
(Oxford, Oxford University 2005). 
95  The promisee must, if she prefers to claim damages for breach, fix a reasonable time limit for 
the promisor to perform before doing so (BGB § 281 I 1, dispensable under the conditions foreseen by § 
281 II, i.e. „wenn der Schuldner die Leistung ernsthaft und endgültig verweigert oder wenn besondere 
Umstände vorliegen, die unter Abwägung der beiderseitigen Interessen die sofortige Geltendmachung 
des Schadensersatzanspruchs rechtfertigen.” Recht zur 
zweiten Andienung). See the discussion infra in chapter V, section C infra.
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 Moreover, even in case the buyer demands specific performance, requiring 
Nacherfüllung as per § 439, then the seller can refuse to deliver performance in kind 
whenever doing so would require disproportional costs (§ 439 III 1). In this case, the 
buyer can only choose between the other remedies, and must accept substitutive relief 
(either through rescission, reduction of price, or damages). There are further provisions 
barring specific performance: § 275 I prevents it in case of impossibility of performance 
(Echte Unmöglichkeit), § 275 II in case performance would be disproportional to 
interest of the promisee in receiving it (Unechte or Praktische Unmöglichkeit), and § 
275 III in case the promisor must perform personally and performance is unreasonable 
for the promisor (persönliche Unmöglichkeit). In any of these cases, the promisee must 
console herself with damages for breach.96

elements, while the release of the promisor from such a remedy (and its substitution for 
damages for breach) requires additional conditions, the primacy of specific performance 
persists in theory. 
throughout the 20th century: the parties to a contract, as a matter of course, are entitled 
to demand performance of their respective obligations in specie 97

 In the praxis, however, damages for breach (in the present discussion, restricted 
to damages for nonperformance, or Schadenserstaz statt der Leistung) have a much 
higher importance than the remedy of specific performance.98 Promisors can often 
refuse to deliver performance in kind and instead pay damages for breach in different 
types of circumstances, and these circumstances were expanded with the reform of 
2002.99 Promisees often prefer, after the deal breaks down, a monetary award than 
performance in kind. Considering those possibilities, Huber is certain to ascertain the 
paramount practical importance of the damages claim. 100

 The goal of damages for breach, under German law, is the total compensation 
for all losses sustained (Totalreparation), as in the BGB: 

                                                           
96 See the detailed discussion in chapter V, section C infra.
97 Cf. Reinhard Zimmerman, Breach of Contract and Remedies under the New German Law of 
Obligations, 48 SAGGI, CONFERENZE E SEMINARI 9 (2002), adapted and reproduced in Remedies for Non-
Performance, 6 EDINBURGH LAW REVIEW 271 (2002). 
98 Cf. Ulrich Huber, Schadensersatz statt der Leistung, 210 ARCHIV FÜR DIE ZIVILISTISCHE 
PRAXIS 319, 322-323 (2010); ULRICH HUBER, 2 LEISTUNGSSTÖRUNGEN 138 (Tübingen, Mohr Siebeck 
1999). 
99  In a nutshell, the main impact of the reform, for the questions under discussion here, is the 
dispensing of the requirement of fault by the promisor for her possible release from the obligation to 
perform, under specific conditions. Cf Der Anspruch auf Leistung ist ausgeschlossen, 
soweit diese für den Schuldner oder für jedermann unmöglich ist.

Der Schuldner wird von der Verpflichtung zur Leistung frei, soweit 
die Leistung infolge eines nach der Entstehung des Schuldverhältnisses eintretenden Umstandes, den er 
nicht zu vertreten hat, unmöglich wird. )
100  Huber, Schadensersatz statt der Leistung, op. cit. supra die überragende praktische 
Bedeutung des Schadensersatzanspruchs
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§ 249 I. A person who is liable in damages must restore the position that would exist 
if the circumstance obliging him to pay damages had not occurred.101

The promisor in breach shall compensate for all losses resulting from breach of 
contract, and this amount is, according to the BGB, reduced only in case the victim 
contributed to the occurrence of the losses (§ 254).102 The promisor must put the victim 
of breach in the position in which she would have been in the absence of the event that 
created the losses (breach), according to the principle of the natural restitution 
(Naturalrestitution).103

 In common law systems, the primary and default remedy for breach of contract 
is an award of damages for breach, and injunctive relief is exceptional and restricted to 
cases where an award in money would be inadequate to provide satisfaction for the 
promisee.104 This is the case, for example, of contracts for the sale of land, or for 
delivery of unique goods, which are not readily available in the market and hence cannot 
find a substitute through money.  

There are three widely recognized interests protected by an award of damages 
for breach, following the categorization advanced by Fuller and Perdue and adopted in 
the Restatement.105 They correspond to the three purposes of remedies for breach that 
have, as explicitly mentioned by the Restatement, the purpose of compensating the 
victim for losses sustained: 

1. the restitution interest interest in having restored 

2. the reliance interest
reliance on the contract by being put in as good a position as he would have 
been in had the contrac

3. the expectation interest,
by being put in as good a position as he would have been in had the contract 

106

 Independent of whether the law enforces contracts through injunctive or 
substitutive relief, awarding monetary damages or specific performance, the promisee 
is under both forms of legal relief equally compensated. By receiving performance as 
promised (as under injunctive relief) or its monetary equivalent measured by the 

                                                           
101  Own transl. Wer zum Schadensersatz verpflichtet ist, hat den Zustand 
herzustellen, der bestehen würde, wenn der zum Ersatz verpflichtende Umstand nicht eingetreten wäre
102 See MEDICUS & LORENZ, SCHULDRECHT I, op. cit. supra, at 303 Rn. 624.  
103 Id. at Vielmehr soll der Schädiger den Zustand herstellen, der ohne das 
Schadensereignis bestünde. )
104 See the discussion infra in chapter V, section B. 
105 See Lon Fuller & William Perdue, The Reliance Interest in Contract Damages I, 46 YALE 
LAW JOURNAL 52 (1936). 
106  RESTATEMENT (SECOND) OF CONTRACTS § 344. 
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expectation measure (as under expectation damages), the promisee is put in the position 
she would have been in case the promisor would have performed. She is equally put, 
under both remedies, in a position in which she suffers no loss or harm. They are both 
equally well suited to compensate disappointed promisees, and to undo the injustice 
done by the breacher to the breachee. 

 While legal scholars, courts and the law itself regard remedies as aimed at 
providing relief for promisees to redress breach,107 thereby in effect providing a true 
remedy to cure or repair a wrong or loss, economic analysis of law approaches remedies 
for breach exclusively as instruments providing incentives for parties that are not aimed 
at curing or repairing a wrong. It has studied the incentives created by remedies for 
promisors to perform, for promisees to rely and make reliance investments, and for 
parties to take precautions and to enter into only mutually profitable transactions.108

Once breach occurs, however, there is no value in providing relief and satisfaction for 
victims of breach, and remedies do not have a role as a true remedies for wrong or 
harm.109

 This is so because economic theories do not consider the reactions that victims 
of breach undertake when they perceive breach as wrong and feel harmed by it. This 
type of behavior is absent in models of contractual behavior developed in the economic 
analysis of law because breach, in those models, has no normative significance. Without 
it, there is nothing wrong with breach of contract, and no reason for aggrievement or 

110

Individuals, however, do attach normative significance to the obligation created 
by contract, as attested by different recent empirical studies.111 They often feel 

                                                           
107 See n.12-14 supra and accompanying text, and e.g. FARNSWORTH ON CONTRACTS 730 § 12.1. 
108 See, e.g., the original formulation of the efficient breach theory by Robert Birmingham, 
Breach of Contract, Damage Measures, and Economic Efficiency, 24 RUTGERS LAW REVIEW 273, 284
(1969) and John Barton, The Economic Basis of Damages for Breach of Contract, 1 JOURNAL OF LEGAL 
STUDIES 277, 300 (1972) (expectation damages provide optimal incentives for breach).  

Steven Shavell introduced the incentives provided by different measurements of damages for 
the parties to make reliance investments. See Shavell, Damage Measures for Breach of Contract, op. cit. 
supra; The Design of Contracts and Remedies for Breach, op. cit. supra.

Robert Cooter further introduced incentives for parties to take precautions. See Cooter, Unity in 
Torts, Contracts, and Property: The Model of Precaution , op. cit. supra. For a survey of the different 
incentives provided by contractual remedies and different types of decisions that can be influenced by 
them, see Craswell, Instrumental Theories of Compensation: A Survey, op. cit. supra, at 1135. 
109 Cf. Craswell, Instrumental Theories of Compensation: A Survey, op. cit. supra
short, in economic theories the concept of compensation can be dispensed with entirely, whereas in 

110 Id. at 1138. 
111  From an empirical point of view, see Tess Wilkinson-Ryan & Jonathan Baron, Moral 
Judgment and Moral Heuristics in Breach of Contract, 6 JOURNAL OF EMPIRICAL LEGAL STUDIES 405, 

are quite sensitive to the moral dimensions of a br -Ryan & David 
Hoffman, Breach is for Suckers, op. cit. supra
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aggrieved, wronged, and harmed by deliberate breach, and this state of affairs has its 
very own behavioral effects, for individuals are well known to retaliate against and 
punish those that have wronged and harmed them.112 They react to what they perceive 
as wrong.  

The study of different theories of contract sheds light on the possible reasons for 
why, and under what circumstances, individuals may perceive breach of the contractual 
obligation as wrong. They identify elements that make breach wrong and that parties 
themselves may rely upon to assess whether breach of contract is a wrong in need of 
redress. Secondly, it provides reasons for why legal enforcement of contracts is 
necessary and justified, and discusses the functions identified by those different theories 
for an award of remedies for breach.  

I.B. PROMISSORY THEORIES

 Promissory theories depart from the examination of the nature of the contractual 
obligation. That is, they inquire into the essential characteristics of that obligation, its 
distinctive normative structure, and what distinguishes them from other legal 
obligations, as for example those arising from torts or unjust enrichment.113 The answer 
provided by the theory tells what types of events or actions give rise to a contractual 
obligation, and, most importantly for the argument of this thesis, what its content is, and 
why it is wrong to breach contracts.  

 Promissory theories, in brief, hold that contractual obligations are essentially 
promissory obligations (contract as promise). The contractual obligation arises because 
of a promise freely and autonomously made to another person. Consequently, the 
essential characteristic of the contractual obligation, shared with promissory ones, is its 
voluntary, self-imposed character.114 The conception of the will binding itself lies in the 
heart of promissory theories, and is a necessary and sufficient condition for the creation 
of the contractual obligation.115

                                                           

Wilkinson-Ryan, The Commonsense of Contract Formation, STANFORD LAW REVIEW (forthcoming), at 
ndings have limited practical 

repercussions, because even parties who believe that legal obligation is about formalities take seriously 

112 See the detailed discussion infra in chapter III, section B. 
113 See SMITH, CONTRACT THEORY, op. cit. supra, at 43, 54, 56 et. seq.
114 See, e.g., Neil MacCormick, Voluntary Obligations and Normative Powers, 46 PROCEEDINGS 
OF THE ARISTOTELIAN SOCIETY supp. 59 (1972) (voluntary obligations are those that arise from 
promises). 
115 See FRIED, CONTRACT AS PROMISE, op. cit. supra, at 2-3 (also criticizing and rebuffing several 
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In civil law systems, promissory theories are known as will theories of contract,
since at least the 19th century, because of this precise conception that the contractual 
obligation is voluntary and self-
obligation.116 They thus share the same fundamental understanding of the contractual 
obligation as based on individual autonomy in the Kantian sense that the human will is 
autonomous and that a person is free only when bound by her own will and not by the 
will of others. Moreover, promissory theories often describe themselves as will 
theories.117 The fundamental idea is always that a person is obliged by contract because 
she voluntarily undertakes that obligation.118

 Promissory and contractual obligations are created by communicating an 
intention to undertake an obligation.119 They are hence, first of all, acts of 
communication addressed to another person.120

intentions not only to do something, but, further, to be bound to do it, that is, to 
undertake that obligation. Its content is to do the very thing promised.121 The promise 
not only provides a reason to do the promised thing but also excludes other reasons not 
to perform the promised act. Following Joseph Raz, promises preempt and exclude 
other considerations for action, preventing the promisor from reconsidering the 
promised act in providing a reason to exclude considering reasons not to do it.122

At the time of deciding whether to make a promise or not, the person 
legitimately considers several reasons, including for example its costs and benefits. In 
promising to perform a service for a client at a future date, the contractor will consider 

                                                           
116  For its historical development in civil law systems, see JAMES GORDLEY, THE PHILOSOPHICAL 
ORIGINS OF MODERN CONTRACT DOCTRINE 161-229 (Oxford: Clarendon 1991) (summarizing will 
theories of contract law in Europe). For its development in England, see PATRICK ATIYAH, THE RISE AND 
FALL OF FREEDOM OF CONTRACT 405-419 (Oxford, Clarendon 1979). 
117 See FRIED, CONTRACT AS PROMISE, op. cit. supra, at 2, 5-
central conception of contract as promise. This is my version of the classical of contract proposed by the 
will theory and implicit in the assertion that contract offers a distinct and compelling ground of 

118 See

Petruska v. Ga

119 See SMITH, CONTRACT THEORY, op. cit. supra, at 57. 
120  In this, promises are distinct from vows, which are also voluntary self-imposed obligations 
upon oneself that are not made to another person. 
121 Cf. JOSEPH RAZ, THE MORALITY OF FREEDOM 
promising principle establishes that if we promise we are obligated to act as we promised. It also 
establishes a present obligation to keep our promises, i.e. we are obligated to perform action X, if we 

122 See Joseph Raz, Promises in Morality and Law, 95 HARVARD LAW REVIEW 916, 928 (1982) 
 undertake, by that very act of communication, an 

 Authority and Consent, 67 VIRGINIA LAW REVIEW
Promises and 

Obligations, in LAW, MORALITY AND SOCIETY: ESSAYS IN HONOUR OF H. L. A. HART 210, 225-26 (Peter 
Hacker & Joseph Raz eds. Oxford, Oxford University 1977). 
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both its costs of performance and how much she will receive in exchange (the price to 
be paid for the service). Once a promise is made, however, it becomes a binding 
directive: it provides a reason to behave in accordance with the promise, and 
furthermore excludes reasons for not performing (technically, promises provide a 
reason to perform and further reasons for not following the reason provided by the 
directive, and this is why promises are binding).123

Therefore, a promise and a contract cannot be withdrawn unless with the explicit 
assent of the promisee. The promise is owed to the promisee and it is not up to the 
promisor to consider, according to promissory theories, whether breach is acceptable or 
justified in the realized circumstances. The promise preempts the decision to breach 
because of considerations of utility or harm. The obligation remains in place even when 
nonperformance would not bring harm to the promisee, or create any gain for any of the 
parties.  

 A promissory or contractual obligation is, as any of obligation, an ought 
statement. To say that a person is obliged to do something is equivalent to saying that 
the person ought to do it. And any ought statement binds the person because of a 
normative fundament, that is to say, because of an existent and valid norm that 
prescribes that one ought to do it.  

 Since contractual obligations are first of all promissory obligations, the 
aforementioned normative fundament is not originally found in a legal norm, but in a 
preexisting social convention or practice. For promissory obligations, the social 
convention of promises provides that normative fundament. The convention, following 
Rawls, states that 

if one says the words ‘I promise to do X’ in the appropriate circumstances, one 
is to do X, unless certain excusing conditions apply 124

For Charles Fried, the notable defender of this understanding, it is the 
convention of promises that permits individuals to fully exert their autonomy while 
respecting the autonomy of the others. The convention allows individuals to project 
their own intentions into the future and to engage the collaboration and cooperation of 
others to jointly achieve their goals. Promises make this possible since they are the 

                                                           
123 See Joseph Raz, The Problem of Authority: Revising the Service Conception, 90 MINNESOTA 
LAW REVIEW 1003, 1003 (2006). 
124  JOHN RAWLS, A THEORY OF JUSTICE 344-
is in his classical article Two Concepts of Rules, 64 THE PHILOSOPHICAL REVIEW 3 (1955). See also 
Thomas Scanlon, Promises and Practices, 19 PHILOSOPHY & PUBLIC AFFAIRS ng 

absolutely. It does not bind unconditionally because the binding force of promises depends on the 
conditions under which the promise is made: a promise may not bind if it was obtained by coercion or 
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instruments that moral individuals have to commit themselves to a future course of 
action that, absent a freely undertaken commitment, would be morally neutral.125

An individual is thereby morally
intentionally invoked a convention whose function is to give grounds  moral grounds 

126 Since a contract is a promise, and 
since a promise must be kept because it is wrong to invoke the social convention, make 
a promise, and then break it, it is also wrong to make a contract and then breach it.127

John Rawls similarly viewed promising as an act of commitment, of assuming 
an obligation to carry on 128 The 
moral duty is substantiated when an individual invokes the convention and accepts the 
benefits that it makes possible for both individuals involved.129 Upholding the promise 
is similar to upholding the convention, and breach of promise is similar to free-riding 
behavior. To renege is a moral wrong that implies abusing the social practice to 

The shortcomings of promissory theories lie in the failure to specify the 
conditions that make breach of promise legitimate, excusable, and justified. As any 
proposer of promissory theories must recognize, one is not obliged to keep promises or 
to perform contracts under all circumstances and under any possible hardship that may 
materialize. Rawls explicitly mentioned the possibility that one is not obliged to do X, 

described those conditions.130 He solely noted that to be binding, the promise must be 

analyze the circumstances in which a breach of promise may be found morally 

                                                           
125 Cf. FRIED, CONTRACTS AS PROMISE, op. cit. supra
way for me to bind myself to another so that the other may expect a future performance, and binding 
myself in this 
126 Id
and its entailments. This convention provides a way that a person may create expectations in others. By 
virtue of the basic Kantian principles of trust and respect, it is wrong to invoke that convention in order 

Id. at 17. 
127 Id
obligation of contract will only be a special case  that special case in which certain promises have 

128  RAWLS, A THEORY OF JUSTICE, op. cit. supra, at 345. 
129 Id. le of promising and the principle 
of fidelity. The rule is simply a constitutive convention, whereas the principle of fidelity is a moral 

he calls the Principle of Fairness: If you have voluntarily helped yourself to the benefits of a just social 
practice, then you are obligated to do your part in turn as the rules of that practice specify. This is a 
general moral principle, meant to capture the wrong involved in many forms of free-
who makes a promise helps himself to the good that the practice provides. According to the Principle of 

Cf.
Thomas Scanlon, Promises and Practices, op. cit. supra, at 199, 199-200.    
130  RAWLS, A THEORY OF JUSTICE, op. cit. supra
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justifiable. When they discuss this question at all, it is usually in terms of trivial cases 
such as a social promise to meet or dine with a friend, which is broken because the 

131

Therefore, the question of whether breach of contract (and of promise) is 
morally wrong, in the realized contingency, persists, for while the violation of the moral 
norm of keeping promises or of the societal convention makes breach wrong, not all 
breaches violate the norm or the convention, and thus not all breaches are morally 
wrong.  

As explained in the following chapter, this issue may well lead parties to a 
contract, even when they both understand contracts as promises, in such a deontological 
manner, to disagree on whether breach in a concrete case is morally wrong or rather 
justified and excused by convention. Parties are apt to disagree in that assessment, and 
any reference to the moral norm of keeping promises will not provide a definitive and 
univocal answer to whether the promisor shall perform or is entitled to breach in the 
concrete case. 

Promissory theories further provide a justification for legal enforcement of 
promises, or reasons for why there is the need to enforce promissory obligations through 
the law. They attempt to provide an explanation for the existence and value of contract 
law and a justification for the autonomy of contract law vis-à-vis tort and property law. 
Breach of promise is wrong, and contracts are promises. Ergo, the result of the syllogism 
is clear: breach of contract is wrong. The question that remains is why is there the need 
to enforce contractual promises and voluntary obligations through the law.    

Contractual enforcement is justified because breach violates and infringes 
individual rights. In enforcing contracts, contract law considers, for promissory 
theories, only the duties that the parties owe to each other. It does not consider social
goals such as the promotion of social welfare, redistributive concerns or the keeping of 
the peace.132 Moreover, it should not consider those social goals in the enforcement of 
promises.

According to Charles Fried, these social goals all lie beneath different lines of 
attack in the conception that the contractual obligation is self-imposed and has 
independent force, and are incompatible with the concept of will binding itself. 
Enforcement of promises because of social goals or policies, or because of the harm 
suffered by the promisee, are external

                                                           
131  PATRICK ATIYAH, PROMISES, MORALS AND LAW 142 (Oxford, Oxford University 1981). 
132 See STEPHEN SMITH, CONTRACT THEORY, op. cit. supra, at 147, arguing that existing rules of 
contract law are consist with the rights- -
based account, the only interests represented before the court in a contract case are those of the parties; 
the court does not hear from representatives of the public or other persons whose future behavior is, 

bjections. 
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133 Legal enforcement of promises can be justified, 
without disposing of the concept of the will binding itself, and without reference to 
goals that are social and hence external to the promissory principle because breach 
infringes individual rights. 

 The individual rights that breach violates are the classic individual rights to 
property and integrity (
Breach of contract violates individual interests derived from individual rights whenever 
the restitution or the reliance interests are involved.  

Consider the case of a half-complete exchange, 
134 One party confers a benefit on the other in advance of performance (for 

example an upfront payment), and the second party breaches the contract without 
returning that benefit. In this case, property rights of the first party are infringed: the 
party in breach obtains a benefit at the expense of the other, and through appropriation 
of a property interest held by the breachee. The promisee only consented to exchange 
her property for performance, and not to give her property unconditionally to the other. 
Enforcing the promise and returning that benefit to the promisee protects her restitution 
interest, and hence individual property rights. 

In case of reliance on a promise and subsequent breach of promise, the promisee 
most often makes a monetary loss because of breach by the promisor. Contractual 
protection against harm wrongfully perpetrated by breach is akin to protection provided 
by tort law. The loss incurred by the promisee is a loss in real, material and monetary 
terms, caused by the conduct of the promisor, and legal enforcement of the promise is 
justified in order to undo that harm.135

The individual interests that breach of contract violates in the above-mentioned 
cases of retention of benefit or loss of reliance are derived from pre-existing rights.
They are not rights created by contract. Before one entered into a contract, one already 
had a right of property upon the benefit as well as a right not to suffer losses because of 
induced reliance. In those cases, breach of contract violates rights that are not uniquely
contractual rights. 

Contractual liability, however, goes well beyond the protection of those interests 

promisee never had and never had a right to in the absence of a contract. It protects mere 
promissory expectations of gain. In case the promisee never conferred a prior benefit, 
                                                           
133  FRIED, CONTRACT AS PROMISE, op. cit. supra, at 57-58. Id. at 1-6 (arguing that those grounds 
of resolution are incompatible with liberal individualism), 72-73 (discussing when the application of the 
principle of sharing does not conflict with the will, autonomy or intentions of the parties).  
134 See Lon Fuller, Consideration and Form, 41 COLUMBIA LAW REVIEW 

sues for the 
135 See SAMUEL PUFENDORF, DE JURE NATURAE ET GENTIUM
a man has suffered any damage from the non-
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nor invested in the contract, there is no violation of property or tortious interest, for the 
promi
expectations of gains, or upon a promissory expectation of gain. 

Promissory theories thus need to develop an explanation for why, in promising, 
one creates a right to the promisee.136 If the promise creates a right for the promisee, 
then that right can be protected by an entitlement, such as one to promised gains. The 
content of the moral obligation is, as explained before, precisely to do what one 
promised. Consequently, the right created by the giving of a promise is the right to 
performance of the very thing promised. This points to an award of specific 

promised to do, thereby vindicating and protecting the moral norm and societal 
convention of promises.137

The first criticism that emerges is the incompatibility of such an explanation 
with the content of existing law in common law systems. If promises create a right for 
the promisee to receive the promised performance, then the remedy provided by the law 
should be specific performance, and not monetary damages.138 In reality, however, 
damages for breach is the default and common remedy at the common law, and 
promisees are entitled to injunctive relief only in exceptional circumstances.  

                                                           
136 Cf. H. L. A. Hart, Are There any Natural Rights?, 64 THE PHILOSOPHICAL REVIEW 175, 183 

By promising to do or not to do something, we voluntarily incur obligations and create or 
confer rights
137  In civil law systems, specific performance is in fact the default remedy for breach, and it is 
justified precisely on that basis, and on the vindication of the principle of pacta sunt servanda. The 
contract realizes private autonomy, and imposes an obligation to do exactly what one promised to do, 

Für Verträge führt dies folgerichtig grundsätzlich zur 
Haftung auf Erfüllung, weil (und sofern) diese im Vertrag versprochen wird. Demgemäss ist der 
Grundsatz pacta sunt servanda insoweit einer zusätzlichen Legitimation weder zugänglich noch 
bedürftig. -Wilhelm Canaris, Die Vertrauenshaftung im Lichte der Rechtsprechung des 
Bundesgerichtshof, in 2 GESAMMELTE SCHRIFTEN, op. cit. supra, at 814. 
naturally to liability for performance, because (and if) this is promised in the contract. Accordingly, an 
additional legitimacy of the principle pacta sunt servanda
transl.) 

 Others have pointed that the remedy for breach of contract has the primary function to 
sanction violations of contractual obligations in order to realize and stabilize the principle of pacta sunt 
servanda. Cf. Huber, Schadensersatz statt der Leistung, op. cit. supra Die Rechtsbehelfe, die 
das Gesetz dem Gläubiger für den Fall der unterbliebenen und der mangelhaften Erfüllung zur 
Verfügung stellt, haben in erster Linie die Funktion, die Verletzung vertraglicher Verbindlichkeiten, vor 
allem von Verbindlichkeiten aus entgeltlichen Austauschverträgen, mit effektiven Sanktionen zu versehen 
und auf diese Weise das Prinzip ‘pacta sunt servanda’ zu verwirklichen und zu stabilisieren. Or, in 

performance have in the first place the function to attach effective sanctions for breach of contractual 
obligations, especially obligations from monetary exchange contracts, and in this way to realize and 

138 See Kaplow & Shavell, Fairness versus Welfare, op. cit. supra
rationales for the promise-
preference for a remedy of specific performance  for such a remedy amounts to a requirement that the 
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In effect, several authors recently argued that existing contract law is at odds, or 
is at least incompatible with the morality of promises because it fails to impose a legal 
duty upon promisors that would correspond to the moral duty.139 Moreover, the 
objection is wider and stronger because, as explained below, expectation damages not 
only allow promisors to breach whenever breach is socially efficient, but also encourage
it. Contract law thus not only fall short in enforcing 
affirmatively undermines the morality of promises.140

perspective of explaining the law, existent contract law does not fit with a theory of 
contract as promises. Secondly, from a normative perspective, it is at odds with the 
morality of promises in fostering efficient breach and hence immoral conduct. There is, 
however, another argument against the justification of legal enforcement of promises 
qua

For promissory theories, the contractual obligation arises, is valid and remains 
in place independent of loss of benefit or reliance. Even in case the promisee is not 
made worse off by breach, thus suffering no harm by breach, the promisor is still obliged 
by law to perform or, at least, to pay expectation damages. In other words, one stays 
bound to keep a promise, or is liable for lost expectancy, in order to merely benefit the 
promisee. 

Consider the situation where a buyer reaches a deal with a seller. Seconds after 
a shake of hands and an exchange of promises, the buyer regrets the deal for some 
reason, for example because she found a better price somewhere else, or because she 
discovered she will have extra expenses that month and thus does not want to spend 
money on that deal anymore. This happens before the seller starts production of the 
good, and before the seller can turn down any other offer from other clients, thus 
incurring no loss. According to promissory theories of contract, the buyer is still obliged 
by the promise, and cannot withdraw even in case her act would not cause any harm to 
the other party. 

The other party does suffer a disappointment, or a loss of expectancy. That type 

actually equate the position of the party who suffers a diminution of his assets in reliance 
141 Individuals create 

expectations and suffer disappointments several times a day, for example when waiting 

                                                           
139 See Seana Shiffrin, The Divergence between Contract and Promise, 120 HARVARD LAW 
REVIEW 708 (2007), the criticism by Shavell, Is Breach of Contract Immoral?, op. cit. supra, at 439, the 
reply of Seana Shiffrin, Could Breach of Contract be Immoral?, 107 MICHIGAN LAW REVIEW 1551 
(2009), and the last comments by Shavell, Why Breach of Contract may not be Immoral Given the 
Incompleteness of Contracts, op. cit. supra, at 1569. See further the discussion by Jody Kraus, The
Correspondence of Contract and Promise, 109 COLUMBIA LAW REVIEW 1603, 1606 (2009). 
140 Cf. Shiffrin, The Divergence between Contract and Promise, op. cit. supra, at 718 19. 
141  Patrick Atiyah, Contracts, Promises and the Law of Obligation, 94 LAW QUARTERLY REVIEW
193, 203. 
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in line to buy a certain good or sitting in a restaurant waiting for a certain dish before 
discovering that the good or the dish is sold out. They may be disappointed, but they 
are not harmed. 

Enforcement of promises qua promises is hence incompatible with the harm 
principle, the foundational principle of modern liberalism that holds t
purpose for which power can be rightfully exercised over any member of a civilized 
community, against his 142 According to the harm 

because of harm, whether imminent or already perpetrated. When breach of promise 
and of contract does not create harm, there is no justification for legal enforcement of 
the promise. Consequently, the law should enforce promises and contracts only when 
breach creates harm.143

est-known defense of enforcement of 
promises qua promises, based on the violation of the social convention of promises. As 
detailed above, invoking the convention of promises and then reneging is wrong 
because it violates the convention. Stephen Smith pointed out, however, what he 

144 While the convention provides reasons for 
individuals to understand breach of promise as a moral wrong, reflecting the beliefs of 
the vast majority of the citizens, this fact by itself does not provide a legitimate reason 
for the law to enforce the convention through legal sanctions. There are several different 
social conventions that the law does not enforce. The law should sanction only harmful 
acts, and while violations of the convention can trigger moral outrage and indignation 
in the victim, as the author notes, they do not create, by themselves, any harm to the 
promisee.145

moral outrage and indignation, which are not harms in themselves, breach of promise 
and contract, when perceived as wrong and unjustified by the promisee, is well apt to 
lead aggrieved promisees to feel tempted to retaliate against the wrongdoer in manners 
that are harmful. Decentralized retaliation and private punishment of the perceived 
wrongdoer harm, firstly, its victim. Secondly, it harms society itself, since the victim 
punishes breach according to her own individual understanding of what is wrong in 
breach of contract, and not according to what the law defines as a wrong in need of 
redress.  

                                                           
142  STUART MILL, ON LIBERTY 21-22 (Oxford, Oxford University 1859). 
143  SMITH, CONTRACT THEORY, op. cit. supra, at 69. 
144 Id. at 71- Contract as Promise, remains the most sophisticated 

145 Id. at 69. 
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Legal enforcement of bargained-for promises can be justified because of its 
capacity to substitute for private redress, and thus to avoid harm to the victim of private 
punishment, and to the interest of other members of the society. Both are subject, 
however, to empirical and not sole theoretical investigation. They depend, firstly, on 
whether promisees in fact tend to retaliate and impose a real and material harm upon 
the promisor in breach, in certain circumstances. 

I.C. RELIANCE THEORIES

Reliance theories hold that the contractual obligation is an obligation owed to 
those we induce to rely. Promises and contracts are well known to induce reliance by 
others, and breach of contract makes the relying party most often worse off than she 
would have been in the absence of contract and breach. The contractual obligation is 
then, in brief, an obligation not to make those who we induce to rely on us worse off 
because of their reliance.146

For Atiyah, one of main defenders of this understanding of the contractual 
obligation as a reliance-based obligation, promises, per se, do not create moral 
obligations, and thus reliance-based theories of contract stand in contrast with 
promissory theories.147 Promises are, for reliance-based theories, essentially an 
admission of a pre-existing obligation by those that promise: an obligation based on the 
harm that breach of promise imposes upon the promisee.148

 Consider the situation where a person enters a contract to rent a salon for a 
wedding party. This same person, relying that the salon will be at her disposal at the 
agreed-upon date, enters into other contracts such as hiring catering services and 
perhaps a band to perform at the party. If there is breach and the person cannot find 
another adequate salon for the party, then she loses the value of those investments made 
in reliance on the promise. She loses the amount invested in catering and in hiring the 
band, excluding what she could still receive by selling those investments in the market. 

                                                           
146  The fundamental piece that stresses the importance and centrality of reliance for the contract 
law is Fuller & Perdue, The Reliance Interest in Contract Damages I, op. cit. supra. The 
was, however, to deliver an explanation of damages and not to develop a general theory of contract. In 
effect, Fuller reiterated and exploited ideas associated with promissory theories later on in Consideration
and Form, op. cit. supra, at 799.  

    The best expositions of reliance theories were developed by ATIYAH, THE RISE AND FALL OF 
THE FREEDOM OF CONTRACT, op. cit. supra and by GILMORE, THE DEATH OF CONTRACT, op. cit. supra.
See also SMITH, CONTRACT THEORY, op. cit. supra, at 78-85, and Randy Barnett, The Death of Reliance,
46 JOURNAL OF LEGAL EDUCATION 518 (1996) for an analysis and review of the theory.  
147 See ATIYAH, PROMISES, MORALS, AND LAW, op. cit. supra, at 123-29. 
148 Id. at 184-202. 
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 Reliance theories do not attempt to provide a full-fledged explanation for the 
entirety of contract law. Despite its long history in legal scholarship,149 a recognized 
theory of obligation based on the protection of the reliance interest emerged from 
considerations of courts that, in not protecting the reliance interest because of a strict 
adherence to the orthodox promissory theory, promisees would have to bear a 
disproportionate burden in certain cases.150 Over time, a new theory for imposing 
contractual obligations, promissory estoppel, capable of creating a legal duty where a 
simple promise with consideration would not suffice, became widely recognized with 
the first Restatement.151

 Contractual liability for breach of promise, according to reliance-based theories, 
arises when one does not do what one promised to do, and not because of falseness of 
the statement or promise. That is, the obligation based on reliance is not an obligation 
to be sincere in promising and negotiating, akin to an obligation not to lie. The wrong 
committed in lying is committed at the time of the utterance, and is not the result of 
breach of contract. Liability for fraudulent and negligent misrepresentation is quite 
distinct from liability for breach of contract.152

 With respect to the content of the contractual obligation, there are two possible 
explanations under reliance theories. The first alternative, defended by Neil 
MacCormick, is that the content of the obligation is to do precisely what one said one 
intended to do in order not to create losses for the other party.153 The second alternative, 
defended by Stephen Smith, is that the content of the obligation is better understood as 
an obligation to compensate the party who relied on the statement for losses that result 
from breach.154

                                                           
149 Cf. Fuller & Perdue, The Reliance Interest in Contract Damages, op. cit. supra.
150 See Kirksey v. Kirksey, 8 Ala. 131 (1845). Adopting promissory estoppel, see Ricketts v. 

position for the worse on the faith of the note being paid when due, it would be grossly inequitable to 
permit the maker, or his executor, to resist payment on the ground that the promise was given without 

l Stores, 26 Wis.2d 683, 
133 N.W.2d. 267 (1965) (allowing recovery for precontractual reliance). 
151 See RESTATEMENT (FIRST) OF CONTRACTS § 90. 
152  Victims of negligent, even if innocent, misrepresentations are entitled to rescind the contract 
and to recover consequential damages due to detrimental reliance. See RESTATEMENT (SECOND) OF 
TORTS § 552C. Victims of fraudulent misrepresentations can also recover expectation damages. See
Gibbs v. Citicorp Mortgage, Inc., 246 Neb. 355, 518 N.W.2d 910, 592 (Neb.1994) (victim can recover 
under a negligence or a fraud theory). 
153 Cf. Neil MacCormick, Voluntary Obligations and Normative Powers, op. cit. supra

t,
and if the latter person has by some act of his intentionally and knowingly induced the former to rely 
upon him, then the latter has an obligation not to act in a manner which will disappoint the other’s 
reliance ation is not to breach, or, conversely, to perform). 
154 Id. at 80 (and following pages) (noting that while Fuller and Perdue, as well as Atiyah possibly 
regarded the making of a promise as a precondition for a reliance-based obligation, this position is in fact 
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 In accepting the first alternative, the obligation becomes almost 
undistinguishable from the obligation derived by promise, or the duty to perform. 
However, promissory theories, as discussed above, provide a normative basis for the 
obligation, based on the convention of promises. There is not, on the other hand, a 
normative basis for holding one bound to keep a promise because of harm breach would 
create. There exists a normative fundament for not causing harm upon others, and for 
compensating others for harm, but neither of these implies a norm for keeping promises. 

 In effect, for Atiyah, in case there has been no reliance by the promisee, there is 
no immorality in withdrawing the promise.155 With no reliance, no harm can be caused 
through that act, and the act is then not wrong. This understanding stands in sharp 
contrast with promissory theories, according to which the promise cannot be withdrawn 
without consent of the promisee, independent of whether the promisee has something 
to lose from breach or not.  

 The content of reliance-based obligations is hence arguably better understood as 
a duty to reimburse or to compensate those who relied on a promise for their losses 
resulting from breach.156 The contractual obligation is then simply to compensate the 
other for reliance losses. It is, in brief, an obligation not to make others worse off 

 The advantage of reliance theories is that they justify contractual enforcement 
on the basis of harm uct upon others. The harm is measurable and 

right
not to be made worse off as a result of reliance. Legal relief aims at undoing the harm 
or loss, and not at enforcing or vindicating a moral norm or an abstract legal principle. 

With that, reliance-based duties are not subject to the criticism that they violate 
the harm principle, as they do not impose legal obligations upon individuals in the 
absence of real and material harm. While promises qua promises do not bring any 
material change to the world, statements that induce reliance bring, by definition, such 
a change in inducing acts of reliance. Those that make them are responsible for that 
change because of a promise, and legal intervention is justified in order to undo the 
harm caused by that change. 

 The shortcoming of reliance theories is, on the other hand, its restrictive notion 
of harm. They only consider harm caused by breach of contract to the promisee, and do 
not consider the loss that the promisor would often incur in order not to cause a harm to 
the promisee. That is, they still consider only harm to the promisee, sole individual 
interests, and do not consider harm to both parties considered together, nor harm to 
fairness in the distribution of gains and losses. Moreover, they do not consider the harm 
to society, in the form of retaliation by victims, that compensation for reliance losses 
can avoid.  

                                                           
155 See ATIYAH, PROMISES, MORALS, AND LAW, op. cit. supra, at 202-215. 
156 See SMITH, CONTRACT THEORY, op. cit. supra, at 83-85. 
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I.D. ECONOMIC THEORIES 

Economic theories are defined as those that depart from the conjunction of the 
axioms of methodological individualism and individual rationality.157 Economic 
analysis of law, accordingly, assumes that individuals respond rationally to the 
incentives created by the law, and investigates individual behavior that is affected by 
those incentives established by the positive, existing law. This lies in the foundations of 
the application of economic method to the study of the law, and is denoted positive 
analysis.  

 Economic analysis of law additionally applies the economic method to provide 
a theory of law. It goes beyond the application of economic theory to make explicit how 
individuals respond to legal incentives with the aim of providing an explanation for the 
content of existing law. For that, it relies on the additional assumption that the goal of 
the law is, or should be, to maximize social welfare or social wealth.  

of law seeks to explain existing legal rules as establishing incentives for welfare-
maximizing behavior. Furthermore, in comparing incentives created by existing legal 
rules with other types of incentives that would lead to behavior more apt to maximize 
social welfare, economic analysis of law provides policy recommendations. The 
analysis that departs from the norm that the law ought to maximize social welfare or 
social wealth (and, if it already does so, ought to remain unchanged) is denoted 
normative analysis. 

 Neither positive nor normative economic analysis of law can provide an 
explanation of the nature of the contractual obligation.158 Most scholars, in this respect, 

                                                           
157 Cf. Milton Friedman, The Methodology of Positive Economics, in ESSAYS IN POSITIVE 
ECONOMICS 3 (Chicago, University of Chicago Press 1966) (Economics as positive science is based on 
the assumption that individuals behave as if they were rational); Gary Becker, The Economic Approach 
to Human Behavior
maximizing behavior, market equilibrium, and stable preferences, used relentlessly and unflinchingly, 

The Constitution of Economic Policy, 77 
AMERICAN ECONOMIC REVIEW 243 (1987) (methodological individuals and homo economicus as the 
constitutive elements of that provide the foundations of choice theory -
as- The
Philosophical Foundations of Mainstream Normative Economics, in THE PHILOSOPHY OF ECONOMICS 
226, 235 
this basic view of human nature [that human beings are rational] with explanatory individualism, one 
arrives at the view that the central explanatory principles of economics should be principles of rational 

Rational Choice: A Survey of Contributions from Economics and 
Philosophy, 101 ECONOMIC JOURNAL

158 Cf. Daniel Markovits, Making and Keeping Contracts, 92 VANDERBILT LAW REVIEW 1325, 
1333- y difficult for utilitarian and economic approaches to agreements to account 
for the obligations of agreement-
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keep a promise at common law means a prediction that you must pay damages if do not 
keep it 159 They do not inquire, in theory, into the normative 

understandings of the contractual obligation affect their individual behavior.  

In effect, the contractual obligation has, as in Holmes, a disjunctive structure. 
Since breach followed by the payment of damages amounts to performance of the 
contract, the promisor that breaches and pays damages does not breach the contractual 
obligation, but rather performs it. There is nothing wrong with breach of a valid contract 

then the promisor does not breach the obligation. 

The problem with that understanding is not theoretical, at least as developed in 
the present thesis, but empirical. In following Holmes, Economic Analysis of Law does 
more than ostracizing moral and ethical convictions from theoretical scholarship. 
Economic Analysis of Law additionally disregards that not all individuals, in reality, 
understand contractual obligations in that manner. Whether the option theory of 
contract is theoretically sound is hardly the question. What matters for individual 
behavior of parties to a contract is how parties themselves understand the contractual 
obligation and perceive breach, and the relationship between such understandings and 
their own individual behavior. 

 In effect, not all individuals behave as if breach had no normative significance. 
Individuals do often feel wronged from breach of promise and aggrieved from harm 
wrongfully perpetrated, and this has behavioral consequences. It becomes relevant for 
any economic analysis when it has social welfare consequences. These are of major 
relevance for the Economic Analysis of Law because the law is the instrument that the 
modern state has to influence that type of behavior, with the goal of improving social 
welfare. 

 The result of assuming that breach is understood as utterly amoral conceals the 
effects of breach of promise for the behavior of parties to a contract.160 With the 
payment of damages, no wrong is committed through breach, and promisees have no 
reasons to feel aggrieved, exploited or wronged. Economic analysis of law then fails to 
locate the beneficial social welfare effects of providing just compensation for aggrieved 
promisees, and ultimately does not advance a reason for why the law fundamentally 
seeks to provide just compensation for victims of breach.161

                                                           
159  Holmes, The Path of the Law, op. cit. supra, at 462. 
160  For a newer defense and reconstruction of the disjunctive structure of the contractual 
obligation, see Markovits & Schwartz, The Myth of Efficient Breach: New Defenses of the Expectation 
Interest, op. cit. supra Markovits & Schwartz, The
Expectation Interest and the Promissory Basis of Contract, 45 SUFFOLK LAW REVIEW 799, 808-811
(2012). 
161 Cf. Craswell, Instrumental Theories of Compensation, op cit. supra
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This is the criticism posed upon the economic analysis of contract law in the 
present thesis. The analysis is all throughout hardly positive in studying the ex ante 
effects of breach of contract upon individual behavior of parties to a contract, and how 
legal remedies for breach, especially monetary compensation, can influence individual 
behavior. The analysis is furthermore normative in assuming that the law seeks to 

in order to
maximize social welfare. 

Economic theories have, however, delivered several reasons for why the law 
should enforce contracts. It has made explicit how damages for breach affect certain 

to contribute to social welfare. These are reviewed in the next sections. 

I.D.1. Anticipation of Opportunism and the Protection of the Restitution Interest 

 A voluntary exchange between rational individuals is, in the absence of market 
failures (that is, asymmetry of information, externalities, and public goods) necessarily 
profitable for all involved individuals, and is therefore capable of improving overall 
social welfare. If a person agrees to exchange a good or service for a certain amount of 
money, then this act reveals that this person prefers that monetary amount to the good 
or service. The same holds true for the other person, who, in freely and consciously 
agreeing to exchange, reveals that she prefers the good or service to the monetary 
amount she agrees to pay for it.  

The agreement, however, does not bring any gain either for the parties or for 
society. It is the implementation of the transaction desired by the parties that is apt to 
increase individual well-being and social welfare, making both parties and hence 
society itself strictly better-off. Simply successfully reaching an agreement does not 
affect, by itself, social welfare. Contract law thus seeks, firstly, to create incentives for 
individuals to fulfill mutually profitable agreements, such that agreed exchanges are 
indeed implemented.  

 In any present exchange, individual self-interest alone suffices for the 
implementation of such an exchange, for in case both parties can execute performance 
at the present moment, then there is no risk of nonperformance by one of the parties. 
When trade can be implemented simultaneously, there is no need for contracting.162

This need emerges only when the exchange that the parties desire involves a lapse of 

                                                           
162 Cf. Benjamin Hermalin, Avery Katz & Richard Craswell, Contract Law, in HANDBOOK OF 
LAW AND ECONOMICS 3, 8 (A. Mitchell Polinsky & Steven Shavell eds. Amsterdam, North Holland 2006) 

least, is unsure as to what her counterparty will do. For example, when the item to be exchanged needs 
to produced or the service being rendered takes time. Absent a contract, the parties could be reluctant to 
trust each other to complete the agreed upon exchange at the called-upon time, and thus valuable 
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and the other party must perform in the future.163

  In any future exchange, the party who performs first bears the risk of 
nonperformance by the other.164 In the absence of legal enforcement, the first party has 
no assurance that the second one will fulfill her part of the deal. In effect, rational first-
movers must anticipate that the second party will not abide but will rather default with 
certainty, for the other is known to prefer both receiving performance and withholding 
payment, and rational individuals must anticipate that choice. 

 Legal contractual enforcement is hence necessary to allow individuals to 
implement future (deferred) exchanges, for without legal enforcement, the second-
mover does not have incentives to perform her part of the deal. This account that 

self-described restriction of its object to exchanges that relate to the future. The 
transaction of barter, or any simultaneous present exchange, is not, for the law, a 
contract, and is not subject to legal enforcement by contract law.165

When individuals are assured that their contracting parties will perform their 
part of the deal, they are encouraged to enter into not only present exchanges, but also 
future exchanges. These are needed to implement several different types of exchanges 
that cannot be implement simultaneously. Legal enforcement has the additional 
function to encourage parties to enter into mutually profitable agreements for future 
exchanges.  

For that, contract law must firstly protect the restitution interest of parties, 
assuring that if one party performs first, then the other party will also have incentives 
to perform later, and not to renege and retain any upfront benefit. With the assurance 
provided by the protection of the restitution interest, the party who must perform first 

                                                           
163  Sales contracts, for example, are necessary whenever the good requires time to be produced 
or when the future need cannot be met on the spot, such as when the good is not readily available in the 
market by the time the buyer needs it. If the good can be acquired, at that time, directly on the market, 

contract. See SHAVELL, FOUNDATIONS OF ECONOMIC ANALYSIS OF LAW, op. cit. supra, at 296
mainly for custom or specialized goods and services, not readily available on markets, that production 

 Services contracts, differently, take time to perform, such t
payment cannot be simultaneous 
FARNSWORTH ON CONTRACTS 7 §1.3. See also PATRICK ATIYAH, INTRODUCTION TO THE LAW OF 
CONTRACTS 6 he simplest of the transactions can be consummated by 
a simultaneous exchange, such as takes place at a supermarket check-out, where the consumer unloads 
his trolley and hands over his money. Most exchanges of any complexity cannot be performed 
simultaneously. One or both parties will have to perform in the future, which means that the other party 
has to trust
164 See Hermalin, Katz & Craswell, Contract Law, op. cit. supra ly, some 
form of commitment is necessary in any exchange in which performance is sequential, because the party 

165 See FARNSWORTH ON CONTRACTS  4. 



34_Edle BW Mittlaender.job

52
 

knows that the other party will prefer to perform instead of retaining the upfront benefit, 
for this benefit will be restituted to the first party in case of breach. 

I.D.2. Loss of Reliance Investments and the Protection of the Reliance Interest 

parties that goes beyond the risk of nonperformance by the party who must perform 
later. It also includes the risk that circumstances might change and that even under the 
protection of the restitution interest, breach by the party who must perform second may 
become profitable for that party. If parties plan to invest in the contract, and to make 
investments in reliance on the promise, then they may not enter into certain mutually 
profitable contracts if the law does not offer any protection to the value of those 
investments.

In the period between the agreement and performance, variations in costs of 
performance may render performance under the terms of the original agreement 
individually unprofitable for one party. This party will then prefer to breach and to 
restitute any upfront payment rather than incurring possibly very high costs in order to 
perform and be able to lawfully keep the previously received benefit. If the party who 
must rely on the promise anticipates that she will lose the value of reliance investments 
with a high enough probability, then she may refrain from entering into the contract or 
abstain from making socially efficient reliance investments. 

 Consider the example described above where a party rents a salon, pays for it, 
and, in reliance on the promise, additionally contracts a catering service and hires a 
music band for the party. In a contingency where the salon catches fire one day before 
the party, then performance becomes prohibitively expensive, with the costs of refitting 
the salon on such short notice being exorbitant. The landlord will prefer to breach the 
contract and restitute any upfront payment to the promisee.  

 In anticipation of the possibility of breach with positive probability, the 
promisee has suboptimal incentives to make valuable investments in reliance on 
performance if the law does not protect the reliance interest. The promisee knows that 
whenever breach becomes individually profitable for the promisor, the latter will only 
restitute benefits and will breach the contract, in which case the promisee loses the value 
of her investments. She will internalize the expected losses of reliance in case of breach, 
and if those are not compensated, then she will underinvest ex ante. 

Reliance investments, or investments that lose value in case of breach, benefit 
only the party who makes them, and the promisor does not internalize the loss of such 
investments when deciding to perform or breach. This is a negative externality of breach 
of contract, a market failure that requires legal protection of more than just the 
restitution interest in order to maximize social welfare. The protection of the reliance 
interest through the award of reliance damages compensates the promisee for all losses 
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incurred in reliance on performance. The promisee is put in the position she would have 
been in case she had not entered the contract. She is compensated for reliance losses, 
and has incentives to make them. 

Protection of the reliance interest, however, induces promisees to take 
individually optimal levels of reliance, for they are then compensated for the whole loss 
of those investments. They will invest up to the point where the individual marginal 
benefit of reliance is equal to its marginal cost. They then do not consider the probability 
of breach by the promisor, and do not internalize the costs of socially inefficient 
performance.  

 The problem with incentives created by reliance damages is that they do not 
provide incentives for socially optimal levels of reliance. The level of reliance is 
socially optimal when it maximizes its expected benefits, that is, when it maximizes its 
benefits given the probability of breach. Whenever performance is not socially optimal, 
reliance investments are waste. If the promisee is entitled to recover all the value lost in 
reliance, then she will invest without considering the social costs of performance in 
certain circumstances, and the result is overinvestment under full protection of the 
reliance interest. 

The protection of the reliance interest is thus justified in order to allow 
individuals to make welfare-improving investments before performance of the contract, 
knowing that in any case of nonperformance they will recover not only any previously 
given benefits but also the value of their lost investments. Full protection of that interest, 
however, induces overreliance and does not maximize overall social welfare. 

I.D.3. The Theory of Efficient Breach and the Protection of the Expectation Interest 

Contract law protects not only the restitution and reliance interests, but also the 
expectation interest. Promissory theories justify the protection of the former based on 
the dictates of corrective justice, as the legal sanction for violations of the moral norm 
of keeping promises or of pacta sunt servanda), and as a mean to protect individual 
rights. Reliance theories, in contrast, treat the protection of the expectation interest as 
either not justified or justified because, given the inherent difficulties in assessing the 
reliance interest, computing damages according to the expectation damages better 
protects the reliance interest.166

                                                           
166  As argued by Fuller and Perdue in The Reliance Interest in Contract Damages, op. cit supra,
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The theory of efficient breach, developed in the early 1970s,167 and refined in 
the following decades,168

protection of the expectation interest (in its positive claim), and a justification for why 
the law enforces promises through an award of expectation damages (in its normative 
claim) from an economic perspective.   

The theory departs from the prediction that whenever the law measures damages 
by the loss of expected gains from performance incurred by the promisee, promisors 
will have incentives to perform whenever performance is socially efficient, and will 
have incentives to breach whenever breach is socially efficient. Expectation damages 
make the promisor internalize the negative externality of breach, given by the loss of 
expectancy endured by the promisee. Consequently, the promisor will breach only when 
gains from breach are higher than the negative externality, i.e., only when breach is 
socially efficient. 

As mentioned before, economic analysis of law not only analyzes individual 
incentives created by legal norms, but further attempts to provide an explanation for 
existing law. The common law establishes that the default remedy for breach of contract 
is expectation damages, and not specific performance. However, specific performance, 
the default remedy for breach in civil law countries, equally protects the expectation 
interest since through performance, just as through an award of its monetary equivalent 
in damages, the promisee is equally better off.169 In either case, she equally receives 
what she expected to earn, in kind or in money.  

The theory of efficient breach attempted to explain the fact that the common law 
protects the expectation interest through a liability rule rather than through a property 
rule.170

 A liability
that wishes to breach a contract to pay a monetary sum determined by law to the holder 
of the entitlement.171 It allows promisors to violate the entitlement at their own will and 

                                                           
167 See Barton, The Economic Basis of Damages for Breach of Contract, op. cit. supra, at 277; 
Birmingham, Breach of Contract, Damage Measures, and Economic Efficiency, op. cit. supra, at  273. 
The term efficient breach theory was introduced by Goetz & Scott, Liquidated Damages, Penalties and 
the Just Compensation Principle, op. cit. supra, at 554. 
168  One major refinement is the introduction of reliance investments. See Shavell, Damage 
Measures for Breach of Contract, op. cit. supra; Shavell, The Design of Contracts and Remedies for 
Breach, op. cit. supra.
169  This surely requires the assumption that the promisee does not attach any value to 
performance per se, and is indifferent between receiving performance or its monetary equivalent. This 
assumption is made throughout the whole body of the literature on the economic analysis of law. 
170

Douglas Melamed, Property Rules, Liability Rules and Inalienability: One View of the Cathedral, 85 
HARVARD LAW REVIEW 1089 (1972). 
171

If parties agree on a liquidated damages clause and specify in the contract the amount of damages to be 
paid in case of breach, and this clause is valid (because it is not punitive, in general), then the promisee 
is entitled only to that amount agreed by the parties. If parties do not specify in their (incomplete) 
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requires them only to pay an objectively determined sum to the promisee. If the 
promisor violates the entitlement and refuses to pay that sum, then the promisee has a 
claim for the amount of damages prescribed by the law, in the case of expectation 
damages. 

 A property rule protects the entitlement when it requires that the promisee 
acquiesce to its transfer. In contracts, this means that promisors cannot infringe that 
entitlement unless the promisee consents to it, voluntarily, either for no return benefit 
or by selling the entitlement to the promisor. The promisor must purchase from the 
promisee the permission not to render performance as promised. In case the promisee 
does not acquiesce, and the promisor still breaches the contract, then courts will impose 
increasing sanctions upon the promisor until she performs.172 This is achieved by a 
property rule when the law allows promisees a claim for specific performance of the 
contract. 

Expectation damages provide incentives for promisors to perform if and only if 
performance is socially efficient, and hence maximize the ex ante value of the contract. 
Specific performance can, as proposed by the theory, lead to performance in situations 
where performance, in being too costly, would be socially inefficient. Since the goal of 
the law is assumed to be the maximization of social welfare, the explanation for the 

positive claim, which attempts to explain why the law adopts a 
liability rule protection and the expectation measurement of damages for breach.  

Furthermore, the theory holds that in order to maximize social welfare, 
promisors should be allowed to breach whenever breach is, in the realized contingency, 
socially efficient. That is, breach should be encouraged whenever joint gains from 

normative
claim, based on the norm that the law ought to maximize social welfare.173

The theory, however, as pointed out initially by Ian Macneil, and recently 
reiterated by Markovits and Schwartz, is, at least with respect to its positive claim, 

                                                           
agreement how much a promisor must pay in case of breach, then it is the law, through its default rule, 

172  Property rule protection also involves sanctions imposed by courts upon the promisor in order 
rench law  with influence upon many other 

continental legal systems  this is reflected in the astreintes, increasing sanctions that courts may impose 
on the promisor until he or she performs, and that can be directed to the disappointed promisee. In 
Germany, Zwangsgeld play the same role but are directed to the state. See Law n. 91-650 of 9 July 1991 
(abrogated) and the new regulation in art. 51-53 of Decree n. 92-755 of 31 July 1992, as well as, in 
Germany, §§ 888 and 890 Zivilprozessordnung (ZPO). 
173 Cf. RICHARD POSNER, ECONOMIC ANALYSIS OF LAW, op. cit. supra, at 57 (often a party 

expected profit from completion of the contract. If his profit from breach would also exceed the expected 
profit to the other party from completion of the contract, and if damages are limited to loss of expected 
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simply vacuous.174 The reason for this is that both liability and property rule protection
equally lead, under the assumptions of the theory, to the occurrence of breach whenever 
breach is socially efficient. This is true for both a liability rule and a property rule 
whenever the assumptions of the theory hold: (i) parties can renegotiate their 
agreements once economic conditions change without transaction costs and (ii) parties 
do not make reliance investments.175

release of the promisor from her obligation to perform if and only if they can both profit 
from it. Ex post coasean bargaining ensures that entitlements are allocated to the party 
who values them the most. The promisor will have incentives to buy that entitlement 
(that is, the right to breach) if and only if its value for herself (equal to the gain from 

expectancy). If the entitlement is more valuable to the promisee than to the promisor 
that is, if breach is socially inefficient  then the promisee has no interest in selling it 
and the promisor no interest in buying it, and the entitlement remains in the hands of 
the person who values it the most. 

the type of protection dispensed by the law (liability or property rule). Secondly, it also 
does not depend on the measure of damages promisors must pay in order to breach. In 
order to ensure an efficient outcome, the law must only define the amount to be paid in 
case of a violation and clearly allocate it to one of the parties. Ex post bargaining ensures 
that whenever breach turns out to be socially efficient, either the promisor will 
renegotiate with the promisee and buy her release from the obligation to perform, or the 
promisee will buy performance from the promisor by paying her some extra amount. 

allowing promisors to breach as long as they return any upfront payment previously 
made. If breach turns out to be, in the realized contingency, unprofitable for the 
promisor, then the promisee that still has an interest in receiving performance will offer 
a price up to her whole valuation of the desired good or service in order to buy 
performance from the seller, but not more. The promisor will only accept to perform for 
a price higher than her own gains from breach, and the promisee will offer up to her 
whole valuation, such that parties will successfully renegotiate whenever performance 
is still socially efficient.  

                                                           
174 Cf. Ian Macneil, Efficient Breach of Contract: Circles in the Sky, 68 VIRGINIA LAW REVIEW

right to expectation damages will lead to such a [efficient, although with a different wealth distribution] 
result in the real world. Whatever "direction" towards or away from efficiency either of these rules has 

The 
Myth of Efficient Breach: New Defenses of the Expectation Interest, op. cit. supra, at 1944 

175 See Markovits & Schwartz, The Myth of Efficient Breach, op. cit. supra, at 1945. 
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Furthermore, the theory cannot explain why parties would prefer, ex ante, 
liability rule protection instead of a property rule protection. If ex post renegotiation is 
costless, then parties will inevitably capture any gain (or avoid any loss) that breach 
permits and will simply bargain for the right to breach, realizing efficiency under both 
rules.176

As Markovits and Schwartz argue, there are two potential explanations that can 
heoretical 

177 The first one is to relax the assumption of the absence of transaction costs 
in order to develop an explanation for why these costs are higher under a property rule 
than under a liability rule. The second one is to relax the assumption that parties do not 
make relationship-specific investments that lose value in case the promisor does not 

178

I.D.4. The Role of Compensatory Remedies in Economic Theories 

In the analysis of the protection of the three contractual interests, economic 
analysis of law never attempts to justify legal remedies for breach as providing a true 
remedy for victims of breach, but exclusively as providing incentives for individuals to 
behave in manners apt to maximize social welfare. It does not take into account the 
specifically compensatory form through which the law protects disappointed promisees. 
The role of legal relief dispensed to victims to redress breach, and its social welfare 
value, is absent all throughout the analysis. 

This is a consequence of the fact that, from an ex-post perspective, 
compensatory remedies have only redistributive effects, and these are not necessary for

                                                           
176 See Eric Posner, Economic Analysis of Contract Law After Three Decades: Success or 
Failure?, 112 YALE LAW JOURNAL 829, 836 (2003) (going further and mentioning that the argument 
presented by the efficient breach theory suggests that specific performance would be efficient, and not 

eory of efficient breach] neglects the ability of the parties to 
design remedial provisions for their contract. If expectation damages are optimal, the parties can achieve 
the effect of this remedy by giving each side the option to perform or pay an amount that is the function 
of revealed ex post values. If expectation damages are not optimal, then the parties can choose some 
superior remedy that would, for example, take account of reliance incentives. These considerations 
suggest that specific performance of the remedial portion of the contract would be efficient, not 
expectation damages, which in essence convert the obligation to perform into an option to perform or pay 

177  Markovits & Schwartz, The Myth of Efficient Breach, op. cit. supra, at 1945. 
178 Id.
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a system to maximize social welfare.179,180 The only necessary effects are the ex ante 
incentives, that is, setting a remedy that makes the promisor internalize the negative 
externality that breach occasions. Expectation damages achieve this goal while 
providing incentives for promisors to breach efficiently without the need of 
renegotiation and are, for this reason, under the theory, justified   not because they 
provide just compensation for the promisee. 

The implication of the economic perspective of treating damages for breach as 
aiming at inducing efficient performance (or, conversely, deterring inefficient breaches) 

181 lf 

overall social welfare.182 on
183

One reason mentioned by economic theories for why the existing positive law 
provides compensation for promisees is to provide an implicit form of insurance for the 
victim, if the victim is more risk-averse than the promisor. This reason is, however, as 
argued by Shavell, most often irrelevant and disposable in an award of remedies for 
breach. Firstly, compensation can fulfill that function of providing implicit insurance if 
the promisee is risk-averse, and more risk-averse than the promisor. Secondly, the 
prospect of payment of damages is a risk for the promisor, who may also be risk-averse, 
and in that case parties will want to avoid the use of damages as an incentive device 
altogether.184 Thirdly, in case the risk to be borne is detrimental (such as an increase in 
costs of production) instead of beneficial (such as a more profitable outside offer), then 
an attempt to allocate of risks will not lead to lower damages for the promisor.185

                                                           
179 -
payo ) in the event of a breach, while smaller remedies produce the 
opposite e ect. However, this e ect by itself is merely distributional, and will not by itself change the 

prospect of liability for higher (or lower) damages can be o set by charging a higher (or lower) price, 
Contract Law, op. cit. supra, at 97. 

180  The remedy of specific performance also has, ex post, its own redistributive effects, since in 
any obligation to do something, courts would transform that obligation into an obligation to pay monetary 
damages, and in any obligation to give 
promised good to the promisee.  
181  Kaplow & Shavell, Fairness versus Welfare, op. cit. supra
mean to suggest that there never could be a compensatory function. Because breach will sometimes occur 
(in our example and with expectation damages, only when breach is desirable), and because promisees 
may be risk-averse and uninsured, awarding damages may enhance well-

-aversion makes it at the most an accessory function and purpose of 
remedies for breach, disposable whenever parties are risk-neutral. 
182 Craswell, Instrumental Theories of Compensation, op. cit. supra, at 1138. 
183  Id. at 1178. 
184 See SHAVELL, FOUNDATIONS OF ECONOMIC ANALYSIS OF LAW, op. cit. supra, at 311. 
185 Id.
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Fourthly, if the risk to be borne is nonmonetary instead of monetary, then compensation 
through damages is not an optimal form of insurance.186 Lastly, and perhaps most 

compensate the victim is negated, and damages have a role mainly as an incentive 
187

In the economy, in theory, a system of penalties for breach of contract, optimally 
calibrated at the socially optimal level would ensure performance of promises only 
when doing so is socially efficient, maximizing social welfare just as a compensatory 
system based on an award of damages for breach. After all, sanctioning breach through 
penalties that do not compensate disappointed promisees, but that are set at the optimal 
level to induce performance only when performance is socially efficient would equally 
maximize social welfare, providing the same incentives for rational self-interested 
promisors that expectation damages provide.188

The sole reason for the need to compensate victims of breach boils down to the 
co
identity, and when one of the parties defaults on his obligation, the other automatically 
knows it. Hence, society ensures that this information about breach is reported by 
allowing the victim of a breach to collect or to obtain specific performance. It would be 
a wasteful folly to have public enforcement agents attempt to identify those who made 
contracts and whether they were living up to them in a world where victims of breach 
were not given redress and would not be motivated to report breach (except out of 

189

Of course, the fact that the promisee must earn something in order to have 
incentives to report breach, except out of irritation or anger, does not explain why the 

would suffice to incentivize the promisee to report breach, provided it is higher than the 
costs of doing so. The law of remedies for breach is not shaped by the need to provide 

                                                           
186 Id.
187 Id.
188   Moreover, such a system would equally encourage entering into mutually beneficial contracts, 
since promisees would anticipate that while promisors would perform whenever it is still socially efficient 
to so (if they do not, they would have to pay the fine), thus earning the expected gains through 
performance that would always be realized when performance is socially efficient. In such a system, 
promisors would not perform only when breach is socially efficient, in which case promisors would prefer 
to pay the optimally defined penalty (without the compensatory character, could be directed to the state) 
instead of performing.  

 These are the cases in which any hypothetical complete contract would not call for 
performance, since inefficient, although would still entitle the promisee to compensation whenever 
breach occurs, independent of the social efficiency of the breach. This would not, however, discourage 
individuals from entering into contracts because the equivalent value of the expected compensation that 
promisors would receive in a system of compensation should be reflected on the price paid negotiated 
between the parties in a system of penalties. Both systems would however equally maximize social 
welfare. 
189 See SHAVELL, FOUNDATIONS OF ECONOMIC ANALYSIS OF LAW, op. cit. supra, at 588. 
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incentives for promisees to report breach, but rather by the need to provide 
compensation.190

Therefore, quite explicitly, economic analysis of law does not provide reasons 
for this fundamental principle in the law of remedies for breach of contract. It solely 
provides a justification for why the loss that the law imposes upon the decision to 
breach, or the loss that promisor must bear in case of breach, should be measured by the 

 any value, in social 
welfare terms, in providing just compensation for disappointed promisees. 
Compensation is, for economic theories, not a goal to be pursued by legal remedies, and 
is not understood as a fundamental principle in the law of remedies for breach. 

I.E. CONCLUSION

 The main theories of contract and contract law examine the nature of contractual 
obligations and the justifications for legal enforcement of such. They often conflict with 
each other and do not provide a definitive solution to whether breach is wrong or 
justified in circumstances where breach may be excused according to the convention of 
promises or not, may cause harm to the promisee or not, and may maximize social 
welfare or not. Parties themselves will often assert their rights and duties, in case of 
breach, based on those considerations, and will often disagree on whether the promisor 
should have performed or breached in the concrete case. 

 For promissory theories, the act that gives rise to the contractual obligation is 
the giving of a promise with consideration, and the fundamental characteristic of that 

primary contractual duty is to perform the promised act. In promising, one invokes the 
social convention of promises that creates the duty to perform and that provides its 
normative fundament. Individuals may hence well attach normative significance to 
breach of the contractual obligation because it is a violation of the convention and norm 
of keeping promises, or of pacta sunt servanda. Breach is therefore, for promissory 
theories, a moral wrong, and individuals might perceive it as such by convention. 

The criticism developed herein lies in the fact that the convention itself allows 
for breach under certain excusing circumstances. One is not, however, as all proposers 
of promissory theories will agree, bound to keep promises in all possible circumstances, 
and breach is, at times, justified by convention itself. Therefore, it is not enough to treat 
breach of promise as a wrong in need of redress independent of the examination of the 
circumstances under which breach occurs.  

                                                           
190 See supra n.2, n.3, n.6, and accompanying text. 
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 According to reliance theories, the act that creates contractual obligations is the 
intentional inducement of reliance by the recipient of the promise. In promising, 
individuals induce and invite reliance, and breach of the primary duty to perform can 
then be understood as consisting in a duty not to cause harm to those whom we induce 
to rely on us. In case of breach, the victim shall be compensated for all harm sustained 
from breach, so that the norm is protected. 

The criticism developed above considers that there are different consequences 
of breach of contract that can be considered as harms and hence as undesirable. 
Different harms will often conflict in certain types of contingencies, as detailed in the 
next chapter. By breaching, the promisor may cause harm to the promisee in order to 
do less harm to both parties considered together. There is the need to understand harm 
in breach of contract more broadly, including not only individual harm caused to the 
promisee, but also harm to the interest of both parties considered together, and harm to 
a fair distribution of unforeseen gains and losses. 

 Economic theories most often 
contractual obligation. The implication is that once the promisor breaches the contract 
but pays damages, the contractual obligation is actually fulfilled, and no wrong is 
committed by breach. In effect, there is no breach in the first place, since payment of 
damages amounts to performance of an obligation either to perform or to pay damages. 

While some individuals may share, in reality, that specific understanding of 
contracts, its straightforward adoption by the theory conceals that other individuals may 
understand the contractual obligation differently. Economic Analysis of Law, in not 
considering how parties themselves can attach normative significance to the primary 
duty, also does not consider the correlative right to the duty to perform. This, however, 
hides the normative conflict that might arise when parties disagree on whether and why 
the promisor should have performed or breached. The ultimate consequence is that, for 
economic theories, there is no need for legal remedies to provide relief, redress, 
satisfaction, or compensation to the victim of breach, since these only redistribute 
money between claimant and defendant, ex post, and have therefore no effect upon 
overall social welfare. 
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CHAPTER II. DISAGREEMENT, CONFLICT, AND RETALIATION 
                         IN BREACH OF CONTRACT

II.A. INTRODUCTION

II.B. CONTRACTUAL DISPUTES AND THE INCOMPLETENESS OF  

          CONTRACTS

II.C. DISAGREEMENT ON THE MORAL VALUE OF BREACH

II.D. DISAGREEMENT ON THE HARMFUL CONSEQUENCES OF BREACH

II.E. COGNITIVE BIASES THAT FACILITATE DISAGREEMENT

II.F. RETALIATION TO PERCEIVED WRONG AS THE PRODUCT OF 

          DISAGREEMENT

II.G. CONCLUSION

 retaliation may sometimes operate as a constraint on market activity, 
even economists who take a narrow view of the proper scope of economics 

191

 The present chapter studies the reasons why promisees might expect 
performance of the contract while the promisor might understand she is justified to 
breach, and thereby inquires into the patterns and characteristics of disagreement and 
disputes that arise after breach of contract. It reviews different cognitive biases that 
facilitate disagreement between the parties and which can often hinder the private 
settlement of the dispute. Lastly, the chapter introduces acts of retaliation as the final 
product of unresolved contractual disputes that have a normative character and that can 
often escalate to such acts of retaliation, based on the norm of reciprocity. 

can substitute private for public redress, is studied in the next chapter. That chapter 
studies firstly how both retaliation and legal remedies can induce promisors to perform, 
although with different social welfare consequences. Secondly, it develops the 
argument that legal enforcement of contracts has several other advantages that makes 
it, when compared to decentralized enforcement though punishment, a Pareto-superior 
mechanism. In the present chapter, legal enforcement is not yet discussed. 

                                                           
191 Retribution and Related Concepts of Punishment, 9 JOURNAL OF LEGAL STUDIES 71, 73 n.4 
(1980). 
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II.A. INTRODUCTION

 Contractual disputes are recurrently observed after breach of contract. They 
emerge when the promisee understands that the promisor should have performed while 
the promisor understands that she was not required to perform by the contract. Parties 
then fail to agree on a fundamental normative issue in their contractual relationship: 
whether breach was the right or the wrong thing to do in the realized circumstances.  

The final product of such disagreement, in case parties furthermore fail to settle 
the dispute privately, will often be an act based on the norm of reciprocity. The norm of 
reciprocity lies in the foundations of human sociality and is a main component of any 
moral code.192 It defines how the appropriate reaction to a good act is another good act, 
and that the victim of a wrong can retaliate against the wrongdoer. The promisee who 
believes that the promisor ought to have performed feels wronged in case of breach. 
She will tend to behave in a reciprocal manner against the promisor in breach, retaliating 
against perceived wrongful behavior. 

There are several different reasons why a promisor might fail to perform in 
situations where the promisee expects performance of the contract. They present 
different sources of disagreement that can lead the promisee to feel wronged and harmed 
in not receiving the expected and promised performance, and thereby tempted to 
retaliate. The chapter studies those in detail and later explains how retaliation to 

unresolved contractual dispute. 

Firstly, contracts are always incomplete and do not condition the obligation to 
perform upon all different possible contingencies that can materialize. They thereby 
very often fail to specify the appropriate course of action for the promisor. When a non-
contracted contingency materializes, then each party to the contract is apt to understand 
whether the promisor should have performed or breached differently. 

Secondly, parties can have different understandings of the contractual 
obligation. In any contractual gap, each party will assess whether breach is acceptable 
or not, in the realized contingency, by herself. They may assess the moral value of 
breach according to the norm of keeping promises or of pacta sunt servanda if they 
adopt or advance a promissory theory of the contractual obligation. Alternatively, they 
may assess whether breach was morally acceptable or not solely because of its 
consequences, adopting and advancing an economic theory of that obligation. Since 
these theories often conflict with each other, parties will often have conflicting 
perceptions of the moral value of breach. 

                                                           
192 See Alvin Gouldner, The Norm of Reciprocity, 25 AMERICAN SOCIOLOGICAL REVIEW 161 
(1960). See also the detailed discussion on the distinction between strong and weak reciprocity, and 
positive and negative reciprocity in section II.F infra.
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Moreover, even if the promisor and the promisee both assess the moral value of 
breach according to its consequences, they are still apt to have conflicting 
understandings of what constitutes harmful consequences of breach. A party may well 
consider the inequality created by breach as a negative and undesirable consequence of 
the act, while the other party may disregard inequality and consider solely the material 
consequences of breach. They will hence often disagree on whether the consequences 
of breach make the act morally acceptable or not. 

Thirdly, there are different cognitive biases that facilitate disagreement and a 
difference in perspective between the promisor and the promisee. The promisor in 
breach may well have a prior and general understanding that breach, under certain 
circumstances, is wrong, but in case she falls to temptation and breaches in order to 
achieve a higher material gain, then she will later attempt to justify and legitimize her 
conduct in order to avoid cognitive dissonance.193 Convinced, ex post, that her conduct 
was legitimate and hence not wrong, she will not be willing to apologize or to 
voluntarily compensate the promisee.  

 Parties further assess the morality of breach, ex ante and ex post, subject to the 
self-serving bias.194 The promisor will tend to interpret the conditions that excuse and 
justify breach, entailed in the convention of promises, more broadly and most likely 
including the realized contingency. She will also tend to interpret the consequences of 
her action as less likely to be real harms in need of compensation. The promisee, on the 
other hand, will tend to do the opposite, interpreting, ex post, the realized contingency 
as no legitimate reason for the promisor to breach, and the consequences of the act as 
seriously harmful. 

 Lastly, in their attempt to solve the dispute privately, parties will assess the 
moral value of breach ex post, and thus in hindsight. The hindsight bias inherent to any 
ex post judgment can lead to misperception of facts, selective recall, and a distorted 
assessment of the consequences of breach.195 The victim of breach will tend to consider, 
with the benefit of feedback, the promisor responsible for those consequences, 
convinced that the promisor knew, could know, or perhaps should have known that they 
would arise from breach. 

                                                           
193 See LEON FESTINGER, A THEORY OF COGNITIVE DISSONANCE (1957); Cognitive Dissonance,
207 SCIENTIFIC AMERICAN 93 (1962), and section II.E infra.
194 See David Messick & Keith Sentis, Fairness and Preference, 15 JOURNAL OF EXPERIMENTAL 
SOCIAL PSYCHOLOGY 418 (1979); Linda Babcock et al., Biased Judgments in Fairness Bargaining, 85 
AMERICAN ECONOMIC REVIEW 1337 (1995); Linda Babcock & George Loewenstein, Explaining 
Bargaining Impasse: The Role of Self-Serving Biases, 11 JOURNAL OF ECONOMIC PERSPECTIVES 109 
(1997), and the more detailed discussion in section II.E infra.
195 See Scott Hawkins & Reid Hastie, Hindsight: Biased judgments of past events after the 
outcomes are known, 107 PSYCHOLOGICAL BULLETIN 311 (1990); Jay Christensen-Szalanski, The 
Hindsight Bias: A Meta-Analysis, 48 ORGANIZATIONAL BEHAVIOR AND HUMAN DECISION PROCESSES
147 (1991), and section II.E infra.
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For these reasons, parties will very often disagree on whether the promisor 
should have performed or should have breached. When both parties agree that breach 
should not have occurred, the promisor might well simply compensate the promise and 
neither disagreement nor conflict emerges. In the opposite case, when both parties agree 
that breach should have occurred, then the promisee is unlikely to be aggrieved and 
hence also unlikely to retaliate or otherwise seek compensation, and yet again neither 
disagreement nor conflict emerges. But when the promisor does not believe breach is 
immoral while the promisee believes that it is so, the result is disagreement and the 
emergence of a contractual dispute. 

The parties themselves can often resolve contractual disputes through apologies 
or side-payments. These will often avoid escalation of the contractual dispute to a 
serious conflict. Still, they are not always capable of providing a final and commonly 
accepted resolution to the dispute. When the dispute acquires a strong normative 
character, with one party convinced she did the right thing and the other convinced the 
act was wrong, then the party who is convinced to be in the right is unlikely to be willing 
to apologize or to offer any compensation to the other. 

The theories of contractual obligation studied in the previous chapter are often 
unable to solve the dispute. In fact, they often conflict with each other, such as when 
the promisee believes the promisor ought to have performed because performance of a 
promise is the moral thing to do, while the promisor believes performance is only 
morally required when doing so is socially efficient. Each party is apt to advance her 
claims and assertion of rights and duties based on theories that conflict with each other 
and that thereby do not provide a definite resolution to their dispute. This acquires more 
relevance because each party will tend to advance the theory that best serves her own 
interests, in a self-serving manner.  

In case of failure of the private resolution of the dispute, the promisee that 
understands she was wronged feels aggrieved. In the absence of a public remedy, she 
will then tend to retaliate against the promisor in breach, reciprocating against perceived 
wrong in a negative fashion. The final product of unresolved contractual disputes and 
disagreement will therefore often be an act of private retaliation and punishment. 

The present chapter attempts to establish the notion of retaliation as an important 
aspect of contract law, and explains how it is the product of unresolved contractual 
dispute and disagreement. There are common patterns  studied in detail in the next 
three sections  responsible for contractual disagreement, which is caused by the factors 
described above. Section II.B studies how the incompleteness of contracts allows parties 
to disagree on whether breach should have occurred or not in any non-contracted 
contingency. Section II.C explains how parties are apt to have different individual 
understandings of the contractual obligation that conflict with other, and section II.D 
explains how even parties that understand the moral value of breach solely according to 
its consequences will also often disagree on whether breach was morally acceptable or 
not. Section II.E explains how different cognitive biases that facilitate disagreement 
make the problem more widespread and pervasive in reality than in theory.  
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The final product of such unresolved disagreement will then often be retaliation 
to breach. It is an act that goes far beyond acts of revenge and that is not restricted to 
acts of physical violence that are, in general, prohibited by the law. Retaliation acquires 
different forms in modern societies that are lawful and common, including acts such as 

in the future, shading, naming and shaming, and ostracism, among others.196 It is 
therefore an important and widespread type of behavior of high relevance for the law 
that is studied in section II.F. 

II.B. CONTRACTUAL DISPUTES AND THE INCOMPLETENESS OF CONTRACTS

When parties negotiate a contract, they bargain for performance and around the 
actions they shall take to implement the desired transaction.197 They normally do not 
bargain for a remedy, and tend not to consider the different factors that might lead to 
the failure of the transaction.198 There are different reasons for contracts to be 
incomplete.

Parties write simple contracts that do not condition the obligation to perform on 
all possible contingencies often in order to economize on transaction costs.199

Bargaining under asymmetric information, and the use of markets and contracts, causes 
haggling and inefficient trade.200 It will often be profitable for the parties to leave the 
contracts incomplete in order to economize on costs of collecting information, reaching 
an agreement and integrating it into a contract. 

                                                           
196  Similar to the forms of retaliation discussed by David Charny in commercial relationships. 
Cf. Charny, Nonlegal Sanctions in Commercial Relationships, 104 HARVARD LAW REVIEW 373, 392f. 
(1990).  
197 See Melvin Eisenberg, The Limits of Cognition and the Limits of Contract, 47 STANFORD 
LAW REVIEW
proposed performance terms, such as subject matter, quantity, and price. In contrast, at time the contract 
is made it is often impracticable, if 
198 See Eisenberg, Actual and Virtual Specific Performance, the Theory of Efficient Breach, and 
the Indifference Principle in Contract Law, op. cit. supra
p
199 See Ronald Coase, The Nature of the Firm, 4 ECONOMICA 386 (1937) (where transaction costs 
are understood as costs involved in the use of the market mechanism). 
200  For Coase, the reduction of haggling is then a major benefit of integration and a driving force 
for vertical mergers, and a reason for the use of other institutions different from contracts, and that can 
save transaction costs. Williamson developed the study on how different governance structures other than 
market contracts deal with the problem of economizing transaction costs. See OLIVER WILLIAMSON, THE 
ECONOMIC INSTITUTIONS OF CAPITALISM (New York, Free Press 1985); Williamson, The New 
Institutional Economics: Taking Stock, Looking Ahead, 38 JOURNAL OF ECONOMIC LITERATURE 595, 599
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 Another approach that attempts to explain why parties write incomplete 
contracts is bounded rationality. This approach recognizes the cost of collecting and 
processing information, and focuses on the use of heuristics in the negotiation of the 
contract. Rational parties are often unable to distinguish the possible contingencies that 
can materialize, and often do not recognize the need to specify them in the contract.201

Jean Tirole attempts to combine those two approaches and develops a model 
where parties are rationally bound and thus unaware of the limitations of the contract, 
but are aware that they are unaware. That is, they know the contract can go wrong, but 
do not know how. Parties could then spend cognitive resources to realize what can go 
wrong with the transaction  since they are aware this can happen  but since doing so 
is costly, they will often prefer to leave the contract incomplete, and save on those 
resources.202

Parties, accordingly, will tend not to consider how circumstances may change 
in all possible relevant manners that would render performance unprofitable for one 
party, or even for both of them. They tend not to specify the appropriate actions parties 
shall take in case circumstances change in those manners. Lastly, they tend not to 
specify how gains and losses shall be distributed and allocated in case of the realization 
of those contingencies. 

Still, parties may well agree that performance is required or excused in a 
contingency that would entail, most commonly, a change in the costs of performance of 
the promisor. Parties can condition the obligation to perform on the realization of a 
certain contingency. The contract may well foresee that the photographer is required to 
take pictures of the wedding that will be celebrated outside even if it rains, snows, or 
thunders, or that the photographer is not obliged to do it in some or all of those 
contingencies. 

 In that case, if parties foresaw the contingency and agreed that performance was 
required, then one can infer they did so because performance was valuable enough for 
the promisee to require a commitment from the promisor to perform even in those 

                                                           
201 See Herbert Simon, A Formal Theory of the Employment Relationship, 19 ECONOMETRICA
293 (1951) (studying when an employment contract will be preferred to a sales contract); A Behavioral 
Model of Rational Choice, 69 QUARTERLY JOURNAL OF ECONOMICS 99 (1955); HERBERT SIMON, THE 
SCIENCES OF THE ARTIFICIAL 40-41 (Cambridge MA, MIT Press 1981) (arguing that the explanation 
advanced by the New Institutional Economics approach, as developed by Williamson, for the relative 

assumes that all 
missed, Simon stresses the opportunities for decentralization of decision-making within the organization 
that depend on loyalty of employees and their identification with the objectives of the organization, which 
cannot be accounted for under the traditional assumption of self-interest). See Ann-Sophie 
Vandenberghe, Behavioral Approaches to Contract Law, in 6 CONTRACT LAW AND ECONOMICS 401 
(Gerrit de Geest ed., Cheltenham, Edgar Elgar 2011) (summarizing evidence and applications relating to 
bounded rationality in contracts). 
202 See Jean Tirole, Cognition and Incomplete Contracts, 99 AMERICAN ECONOMIC REVIEW 265 
(1999); Jean Tirole, Cognitive Games and Cognitive Traps (forthcoming) (especially the section 

-
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conditions. The promisee may want that commitment, for example, because she places 
an inestimable value upon the photographs of the wedding. The promisor, knowing that 
performance will then entail higher costs, will negotiate and require a higher price for 
the contract than in case she did not foresee the contingency. The promisor will consider 
her expected costs and will undertake the contractual obligation to perform if and only 
if she receives its monetary equivalent. In doing so, the promisor assumes a risk for 
which she is remunerated and that was voluntarily assumed because it was profitable to 
do so.

The promisor then cannot, afterwards, and in case the contingency materializes, 
refer to the possibly very high losses she would have to incur in order to deliver 
performance, for she received its monetary equivalent ex ante. The promisor is then, 
unequivocally, morally and legally obliged to perform. Breach is then never justified, 
and, while the promisor has no reason to understand that she is released from the 
obligation to perform, the promisee has every reason to understand that the promisor 
ought to have performed.  

There is no normative conflict in those cases, for there are no reasons to 
understand breach as justified and as not immoral, either by the promisor or by the 
promisee. A normative conflict does not arise when there are no grounds to deny the 
obligation to perform. If the promisor breaches in a contingency explicitly foreseen by 
the contract as requiring performance, then conflict is certain to emerge without being 
preceded by normative conflict, or by disagreement. Breach is then certainly 
immoral.203

Parties will only agree that performance is required in a certain contingency if 
the value of performance for the promisee is higher than the costs of performance for 
the promisor. Otherwise, there are no joint gains to be achieved through performance in 
the contingency, and parties will not agree on it. They may, however, either explicitly 
agree that the promisor is excused from the obligation to perform whenever such 
contingencies materialize, or leave the contract incomplete. In case they explicitly agree 
on a release clause, there is not, yet again, any ground for normative conflict in case of 
breach in that contingency, for there are no reasons for the promisee to understand 
breach as wrong, and every reason for the promisor to understand that she is not obliged 
to perform.204

                                                           
203 Cf. Shavell, Is Breach of Contract Immoral?, op. cit. supra
promise to do something in a given contingency, he has imposed upon himself a moral obligation to do 

Why Breach of Contract May Not Be Immoral Given the 
Incompleteness of Contracts, op. cit. supra,
occurs, the seller still has an obligation to clear snow (perhaps because he can readily rent snow clearing 
equipment). Then the seller is assumed to have a moral duty to clear snow even if his equipment is 

204 Cf. Shavell, Is Breach of Contract Immoral?, op. cit. supra
the seller is excused from having to clear snow if his equipment is stolen, then the seller would not have 



43_Edle BW Mittlaender.job

70
 

 Contractual disputes emerge in contingencies that were not explicitly foreseen 
by the parties or that were not included in the contract, thus in any situation where there 
was no explicit agreement on the proper course of conduct. Furthermore, in these cases, 
parties do not reach an agreement on what constitutes, for them, harm in their 
relationship, and on who should bear those harms if they materialize. These constitute 
the elements that parties must interpret in order to assess whether breach was justified 
or wrong, and thus for the emergence of a normative conflict. 

It is well known that contracts are largely incomplete.205 Common and everyday 
contracts, just as extremely complex business contracts, all certainly fail to condition 
upon all possible contingencies that may materialize. As noted by Richard Posner, 
complete contingent contracts are simply impossible.206 There are three main reasons 
advanced by the literature for this fact. 

First, unforeseen contingencies cannot be discussed, by definition, by the parties 
at the time of negotiations (for otherwise they would not be unforeseen contingencies). 
They ar
cannot refer to the agreement for a precise, univocal and convergent assessment of what 
parties ought to do.  

Second, even if the parties foresee the contingency, it may not be common 
knowledge (commonly observable). This type of asymmetry of information can occur 
between the parties, or between those and a third party. In the first case, one the parties, 
most commonly the promisee, cannot observe either the realized state of the world 
(hidden information) or the action taken by the promisor (hidden action). In the second 
case, the third party (normally courts) cannot verify the realized state or the actions 
undertaken by the parties in the realized contingency. 

                                                           
205 Cf. Jean Tirole, Incomplete Contracts, 67 ECONOMETRICA
economist would agree that actual contracts are or appear quite incomplete. Many contracts are vague or 

Unforeseen Contingencies and 
Incomplete Contracts, 66 REVIEW OF ECONOMIC STUDIES 83, 83 (1999) (same), Jean Tirole, Cognition 
and Incomplete Contracts, op. cit. supra
seminal works of Grossman, Hart, and Moore assume the existence of contingencies that cannot be 
described at the time parties contract, and that parties thus cannot make the contractual clauses a function 
of them. They will rather have incentives to renegotiate their contracts when they materialize. See Sanford 
Grossman & Oliver Hart, The Costs and Benefits of Ownership: A Theory of Vertical and Lateral 
Integration, 94 JOURNAL OF POLITICAL ECONOMY
which it is prohibitively difficult to think about and describe unambiguously in advance how all the 
potentially relevant aspects of the production allocation should be chosen as a function of the many states 

Property Rights and the Nature of the Firm, 98 JOURNAL OF 
POLITICAL ECONOMY
write detailed long-term contracts that precisely specify current and future actions as a function of every 

206 Cf. Haslund v. Simon Property Group, Inc
contingent contracts are impossible. The future, over which contracted performance evolves, is too 
uncertain. We once decided a case in which the contract exceeded 2000 pages yet the dispute that gave 
rise to the suit had not been anticipated (or, if anticipated, provided for). S.A. Healy Co. v. Milwaukee 
Metropolitan Sewage District



44_Edle BW Mittlaender.job

71
 

If the contingency is not common knowledge to the parties, but can be foreseen 
by them, then parties could, in principle, agree that the promisor is or is not obliged to 
perform in it. Parties may, for example, know that there can be a storm, but if the 
promisee is out of town, then she may be unable to observe whether the storm affected 
the street or neighborhood of the promisor. Parties could agree, ex ante, that the 
promisor is released from performance in a contingency that they know that can happen 
with a certain probability and with certain consequences, and negotiate the contract 
price accordingly. If the storm can happen with probability 0.1, entailing an increase in 
costs of performance of $100, then the promisor can give a discount of $10 for the 
promisee in exchange for the release, and both parties could be made better off. Parties 
could, in principle, complete their contract.  

This is not, however, a real possibility for the parties, and it can be, quite on the 
contrary, a receipt for opportunism and for contractual inefficiency. When the promisee 
cannot observe the realized contingency, agreeing on a clause that releases the promisor 
in such contingency leaves the promisor free to breach whenever she wants and free to 
claim, later, that the realized contingency was exactly the one releasing her. The 
promisee would not be able to do anything against it since she cannot observe the 
realized state. If the contract releases the promisor in case of a storm, and the promisee 
(or anyone else) cannot observe it, then under sun, rain, snow, or storm, the promisor 
can always breach and later claim that there was a torrential storm. 

Rational promisees will anticipate that they will not be able to discern which 
was the realized contingency, or the action undertaken by the promisor, and will not 
pay a higher price to contract performance upon its realization, nor will they accept any 
lower price to agree on a release clause in favor of the promisor. Parties are thereby 
very often prevented from completing the contract even when they can foresee the 
contingency, but when the contingency is not commonly observable. 

Moreover, even if the contingency is foreseen and observable to both parties, it 
may not be verifiable before courts.207 In this case, parties could, yet again, agree on a 
contractual clause addressing it, and later further observe the realized state. However, 
in anticipation that courts will not be able to discern the state, being thus be unable to 
enforce any contractual clause including it, parties are again prevented from contracting 
upon it.208 The promisee knows, ex ante, that the promisor may breach in the 
contingency without legal consequences, and will not pay a higher price for the 
                                                           
207  It is worth noting that the fact that the contract is incomplete does not make it unenforceable 
for indefiniteness. Cf. Haslund v. Simon Property Group, Inc
that a contract is incomplete, presents interpretative questions, bristles with unresolved contingencies, 
and in short has as many holes 
is unenforceable for indefiniteness when there is an omission of a crucial term that courts cannot supply 
through interpretation, such as the price. 
208  In effect, if parties can observe the realization of the contingency, they can assess that the 
promisor then ought to have performed. They are able to contract upon it but must rely solely on self-
enforcing mechanisms, what can be effective in relational contracts and in repeated interactions. In any 
single interaction, however, this is not a possibility for strict self-interested individuals, for there are no 
future gains from repeated interactions. 
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being unenforceable, is valueless for rational individuals. 

Third, agreeing on all possible different contingencies that may materialize 
requires time and energy, as does describing them in the agreement, and parties will 
often find it unprofitable to do so. Although they could foresee the contingency, agree 
on it, include it in the contract, and later enforce the contractual clause addressing it, 
parties are often prevented from contracting upon it because of the resource costs of 
negotiating and reducing the agreed-upon allocation of risks to a written form.209

 For any of these reasons, parties often do not reach an explicit agreement on 
what is the proper course of conduct under circumstances different from those in place 
at the time of striking the deal.210 When a non-contracted contingency materializes, 
there is no straightforward answer to the question of whether breach is immoral, not 
immoral, or perhaps even the moral thing to do.211 Parties must assess the moral value 
of breach, given the realized circumstances, by themselves.212 They can do so either in 

                                                           
209  These resource costs include furthermore the possibility that parties can err in expressing their 
mutual agreement on which of them should bear what risks in their contract. See Charles Goetz & Robert 
Scott, The Limits of Expanded Choice: An Analysis of the Interactions Between Express and Implied 
Contract Terms, 73 CALIFORNIA LAW REVIEW 261 (1985).
210  Moreover, an incomplete contract reveals that there is no agreement regarding the 
consequences of breach in non-contracted contingencies. Parties not only do not reach an agreement on 
whether performance was required or not, but also fail to specify the actions they should take in case that 
contingency materializes, including the duty and extent of compensation. That is, there is no agreement 
on who should appropriate the gains or bear the losses resulting from breach, and on what each party is 
entitled to in those cases. Parties will hence often disagree also on the amount of compensation. 
211  There is also no straightforward answer to how courts should solve the dispute, letting the 
losses lie where they fall  thus doing nothing about it , adopting an ex ante perspective and filling in 
the gaps on the basis of what parties reasonably agreed to at the time of contracting, or adopting an ex 
post perspective by imposing an equitable adjustment to the disputed contract by taking into consideration 
all the information courts have at the time of adjudication. 
212  In case of a contractual gap, performance can become, for the promisor, impossible, in which 
case the promisor is clearly neither morally nor legally obliged to perform. The concept of impossibility 
is certainly open and subject to interpretation, for performance is almost never really impossible. It may 
be, however, impractical. A painter with a broken right arm can still paint, even if this would take ten 
times longer than in case of no broken arm, and a contractor can always clear the snow from the front of 

 In Germany, the classical case of impractical performance is the case of the lost ring, promised 
to somebody else, which falls into the sea. In case performance is impossible (for the promisor or for 
anybody), then it leads to the exclusion of the primary duty to perform (Ausschluss des primären 
Leistungsanspruch), as in BGB § 275 I. In case performance is impractical, as is the case of the ring that, 
as advanced by Canaris, still can be found, then the promisor can refuse to perform, as in BGB § 275 II, 
subject to several conditions. Impracticability requires that the interest of the promisee stand in great 
disproportion to the costs that the promisor would have to incur to find the ring with divers. Cf. Canaris, 
Die Reform des Rechts der Leistungsstörungen, op. cit. supra, at 499, 501-502; Canaris, Die Behandlung 
nicht zu vertretender Leistungshindernisse nach § 275 Abs. 2 BGB beim Stückkauf, 59 Nr. 5 
JURISTENZEITUNG 214 (2004). 

 Both in case of impossibility and impracticability, even when the promisor claims she could 
not possibly hav in einem groben Missverhältnis zu 
dem Leistungsinteresse des Gläubigers steht,
argue it was possible and practical, and that the promisor should bear those costs to perform as promised. 
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a deontological or consequentialist manner, something that will often cause further 
disagreement.  

II.C. DISAGREEMENT ON THE MORAL VALUE OF BREACH

According to a deontological assessment, an act is immoral if it violates a moral 
norm.213 In case of breach of contract, the relevant moral norm is the norm of keeping 
promises.214 The norm itself, however, foresees that one is not obliged to perform under 
all circumstances, and that there are excusing conditions that, if materialized, release 
the promisor from the obligation to perform. As any proposer of promissory theories of 
contract  and any individual that understands contractual obligations in this manner 
must accept, one is not obliged to keep a promise under all possible circumstances and 
hardships that may materialize. 

There is not, however, any exhaustive and precise listing of those circumstances, 
and individuals will often disagree on whether a certain contingency amounts to an 
excusing condition or not. Therefore, even if both parties to a contract assess the 
morality of breach according to the same moral theory, in a deontological fashion, they 
will often have, in practice, conflicting views of the moral value of breach in
concreto.215

 According to a consequentialist conception, an act is moral if and only if it 

does not, thereby creating harm (act consequentialism).216 It is opposed to deontology 
in denying that the morality of an act can depend on anything else apart from its 
consequences, such as whether the individual promised to take an act. Utilitarianism, 
the best-known form of consequentialism, assesses the morality of the act according to 

                                                           
There is therefore much room for disagreement, and for parties to have conflicting understandings on the 
moral value of breach. The promisor, in a self-serving manner, will tend to claim (and understand) 
performance as impossible or impractical, while the promisee will tend to do the opposite, and conflict 
can then escalate. 
213 Cf. JOHN RAWLS, A THEORY OF JUSTICE, op. cit. supra
that either does not specify the good independently from the right, or does not interpret the right as 

214 See the discussion supra in chapter I, section B. 
215  From a deontological perspective, breach that is excused by convention does not violate the 
moral norm of keeping promises. Depending on the theory, however, this act can be either not immoral
or perhaps even moral. Under some theories, if an act is not immoral, then it must be moral, with no room 
for acts that are morally neutral. For others theories, an act that is excused by convention is not the moral 
thing to do, but solely not immoral. In this thesis, it is assumed that the party that understands breach as 
not wrong in the realized contingency considers it is simply moral.
216 roduced by Gertrud Anscombe in Modern 
Moral Philosophy, 33 PHILOSOPHY
For a review of consequentialism, its nuances and the many different consequentialist theories, see Philip 
Pettit, Consequentialism, in A COMPANION TO ETHICS 230 (Peter Singer ed. 1991). 
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its overall net benefit, described in terms of well-being or welfare. An act that does not 
maximize a certain conception of well-being or welfare creates harm, and is therefore 
immoral.

 In theory and in practice, both scholars and individuals often disagree on what 
constitutes well-being and welfare, and benefits and harms. Utilitarian philosophers 

in pleasure, happiness, satisfaction of preferences, welfare, or even wealth.217

Moreover, this plurality of conceptions is not restricted to philosophical theories.  

There is, in economic theory, a plurality of ways to rank allocations as more or 
less desirable, embedded in the different possible social welfare functions (utilitarian, 
generalized utilitarian, egalitarian, or Rawlsian).218 An act that brings about a certain 
state and that maximizes the social welfare function under one definition of welfare may 
not be the one maximizing it under a different definition. An act that creates a gain of 
$100 for A and a loss of $90 for B, compared to another one that creates a gain of $1 
for each, maximizes an utilitarian social welfare function but not an egalitarian or 
Rawlsian one.  

Therefore, even if both parties assess the morality of breach in a 
consequentialist, welfarist manner, they will often disagree on which act maximizes the 

that assess the morality of breach in a consequentialist manner will often have 
conflicting understandings of the morality of the concrete act itself. 

Still, for consequentialist theories, and independent of the question of what 
constitutes benefits and harms (studied in brief in the next section), breach that 
maximizes benefits and avoids the creation of harm is the moral thing to do (for it is the 
act that, vis-à-vis performance, maximizes net benefits, or overall social welfare). 
Breach that creates harm, when performance would not, does not maximize welfare, 
and is finally immoral. 

                                                           
217  Richard Posner famously defended the maximization of wealth as the ethical norm for social 
and political choice. See R. Posner, Utilitarianism, Economics, and Legal Theory, 8 JOURNAL OF LEGAL 
STUDIES 103 (1979); R. Posner, Wealth Maximization Revisited, 2 JOURNAL OF LAW, ETHICS AND PUBLIC 
CHOICE -maximization is achieved when goods and other resources 
are in the hands of those who value them the most, and someone values a good more if and only if he is 

Cf. Ronald 
Dworkin, Is Wealth a Value?, 9 JOURNAL OF LEGAL STUDIES 191, 191 (1980), reproduced and endorsed 
by Richard Posner in The Value of Wealth: A Comment on Dworkin and Kronman, 9 JOURNAL OF LEGAL 
STUDIES 243, 243 (1980).  

Efficiency, Utility and Wealth Maximization, 8 HOFSTRA LAW REVIEW 509 (1980); Ronald Dworkin, Is 
Wealth a Value?, 9 JOURNAL OF LEGAL STUDIES 191 (1980); Anthony Kronman, Wealth Maximization 
as a Normative Principle, 9 JOURNAL OF LEGAL STUDIES 227 (1980). There is therefore no agreement 
that an action that maximizes wealth is the appropriate one. 
218 See ANDREU MAS-COLELL, MICHAEL WHINSTON & JERRY GREEN, MICROECONOMIC THEORY 
827-829 (New York, Oxford University 1995). 
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 Table II.1 below resumes the moral value of breach according to each 
perspective. From a deontological perspective, breach is either moral or immoral. The 
table describes how different possible manners of assessing the morality of breach often 
conflict, and stresses when normative conflict is expected to emerge.  

Table II.1. Moral value of breach and the emergence of normative conflict 

Breach  Avoided harm Created Harm

Excused 
by convention

Deontologically: 
moral

Consequentialistic: 
moral

No conflict 

Deontologically:
moral

Consequentialistic:
immoral

Conflict emerges

Not excused 
by convention

Deontologically:
immoral

Consequentialistic:
moral

Conflict emerges

Deontologically: 
immoral 

Consequentialistic: 
immoral 

No conflict 

 As discussed in the last section, when the promisor breaches in a contingency 
explicitly foreseen by the contract as requiring performance, normative conflict does 
not emerge, and the conflict that is then certain to emerge is not preceded by conflicting 
normative understandings. Breach is, in that case, unequivocally immoral. In any 
contractual gap, in contrast, individuals can assess breach according to a deontological 
or consequentialist perspective, and normative conflict can at times emerge, depending 
on the combination of how each party to the contract assesses the moral value of breach, 
as depicted in the table above.  

II.D. DISAGREEMENT ON THE HARMFUL CONSEQUENCES OF BREACH

 Individuals that assess the morality of breach of contract according to its 
consequences may furthermore disagree on what constitutes harmful consequences 
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from breach.219 Breach of contract often imposes losses upon the promisee, but it may 
well bring about further consequences that do not constitute harms in the absence of a 
contract, but that can be perceived by the parties as harms when created inside a 
contractual relationship.

The contractual relation is a concrete relation where individuals are no longer 
strangers to each other, but are instead bound to each other by their contractual 
obligations.220 Each party promises something to another in exchange for a return 
promise or benefit, and they can implement the contractual objective only if both 
perform their obligations. Parties are in a joint enterprise where their common goal 
requires actions from both parties, and that can only then bring about the mutual gains 
of trade that justify, ex ante, the making of a contract and the creation of the relation.  

In such a relation, not only are individual interests present, but also the interests 
that appear as such when considering both parties to the contract. These social interests 
include the interest in maximizing aggregate gains, extensively studied by the economic 
analysis of law, and the interest in maintaining an equitable distribution of gains and 
losses for the parties to the contract, as detailed below. Violations of one or both of 
these social interests may well be perceived by a party as a harm in their contractual 

intentional and deliberate decision to 
breach. 

 Breach of contract can create three different individual harms, corresponding to 
violations of the classic individual interests protected by contract law.  

Firstly, breach of contract creates loss of previously conferred benefits when the 
promisor in breach does not return them to the promisee. This is univocally a harm to 

right to retain those benefits. The promisee never agreed to give that benefit to the 
promisor unless in case she receives what she has bargained for.221

                                                           
219 Harm is defined as a setback of an interest, and an interest can be defined as something one 
has a stake in. Cf. JOEL FEINBERG, THE MORAL LIMITS OF THE CRIMINAL LAW VOLUME 1: HARM TO 
OTHERS 33-34 (1987) In general, a person has a stake in X (whether X be a company, a career, or some 

pending on the nature or condition of X
for the present discussion, is the performance of the contract. For a broader account of harm that goes 
beyond a setback of interest, see Seana Shiffrin, Harm and its Moral Significance, 18 LEGAL THEORY
357 (2012). 
220  Charles Fried develops this argument that contractual parties stand closer to each other than 
mere members of same political community. Cf. FRIED, CONTRACT AS PROMISE, op. cit. supra, at 73 

ter care for each other than those who stand to 

of your intention, a step along the way in your plans, particularizes that person and forms a concrete 

221  In this respect, there is the need to refer to a normative concept of harm, for according to a 
simple definition of harm as loss of social resources, there is no harm in taking something from another 
person, for this does not necessarily lower overall social welfare. In effect, without reference to a norm 
or right, theft is efficient whenever the criminal values the good more than the owner (efficient theft). In 
the same manner, retention of an upfront benefit does not necessarily decrease social welfare, but is only 
a transfer of resources, being thus no harm in a non-normative sense. Any sane person, however, will 
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Secondly, breach of contract creates loss of reliance investments whenever the 
promisor breaches and does not reimburse the promisee for such losses. This is not 
univocally understood as a harm. The promisor may well understand that it was the 

own decision to make those investments in reliance on performance, a 
decision not taken by the promisor, and that the promisor could not control. She may 
thus not feel responsible for those losses.222

This is the case when parties did not discuss those investments at the time of 
striking the deal. Without information on the consequences of her act to the promisee 
(such as the losses of reliance expenses), the promisor may well understand that she is 
not responsible for them since she could not know they would result from her decision. 
The buyer of a car to be delivered upon payment next week may decide, by herself, and 
on a whim, to buy a new custom-made radio in advance, and subsequently lose its value 
in case of breach by the seller. The latter may well claim she is not responsible for that 
loss when she could not foresee or imagine that the buyer would so hastily invest in the 
car she does not yet possess. Still, these are real and material losses, and when the 
promisor knew that the promisee would invest in the contract when the deal was struck, 
then the promisee has good reasons to understand her losses as a harm resulting from 

nsible for them.  

Thirdly, breach of contract further creates an immaterial, nonmonetary loss of 
expectancy when the promisee does not earn what she expected (and was promised) to 
earn through the performance of the contract. This harm is not a necessary consequence 
of breach, for the promisee may find a substitute good or another contractor in the 
market for the very same price. In this case, she realizes, independent of breach, the 
same expected gains. Moreover, even when present, loss of expectancy may well be 
understood as no harm because, as developed by Joseph Raz, the loss of expectation, 
being hypothetical and measured only against a baseline of what might have been, is 
not a real harm.223

Loss of expectancy is still, if perceived as a harm, an individual harm created 
by breach, and one that is a harm only because of breach of a prior promise. Without 
reference to a moral norm that one ought to keep promises, which justifies the creation 

                                                           
regard that conduct as immoral as harmful, and promisees will do the same when the promisor breaches, 
does not deliver what she promised to deliver, and still keeps an upfront payment, claiming that that does 
not lower overall social welfare, creates no harm for society, and is thus not immoral. 
222  According to subjective consequentialism. According to objective consequentialism, whether 
an act such as breach is right or wrong depends only on the actual consequences, and not on the foreseen, 
foreseeable, intended, or probable consequences. See Frank Jackson, Decision-theoretic 
Consequentialism and the Nearest and Dearest Objection, 101 ETHICS 461 (1991), and Fred Feldman, 
Actual Utility, the Objection from Impracticality, and the Move to Expected Utility, 129 PHILOSOPHICAL 
STUDIES 49 (2006) for an overview.  
223 See Joseph Raz, Promises in Morality and Law, op. cit. supra, at 916; Liam Murphy, The 
Practice of Promise and Contract, (forthcoming in PHILOSOPHICAL FOUNDATIONS OF CONTRACT LAW,
Gregory Klass, George Letsas & Prince Saprai eds. 2014). 
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of promissory expectations, loss of expected gains is not different from disappointments 
one suffers every day because of actions of others that are not morally wrong.  

Consider, for example, the case where a buyer goes to a shop and inquires into 
the price of the good, and where the seller creates expectations in the buyer by telling 
her that the good costs $10. If the buyer values it at $15, then she creates expectations 
of earning $5. If they do not broker a deal at that time, then it is not necessarily wrong 
for the seller to ask for $20 tomorrow, when the buyer goes back to the shop. In this 

as wrong. In contrast, in case they had exchanged promises, and at the time of 
implementing the exchange the seller refuses to sell for the promised $10, requiring 

the loss of expected and promised gains she incurs, as wrong. 

 Breach of contract can further create social harms, or harms that appear as such 
only when the interests of both parties to the contract are concomitantly considered.  

Social harms in contractual relations are defined, herein, as harms that appear as 
such only when considering the interests of all parties to the contract, and not only the 
interests of the victim of breach. They are thus defined as harms exclusively by 

defines them. With that, they are distinct from moral harm, harm to the moral order, and 
harm to the practice of promising.224 Social harms, as understood herein, appear as 

and losses from breach of promise, and hence only by reference to the agreement parties 
entered into.  

 The first social harm is harm to the aggregate material interests of both parties. 
Breach of contract can either enable the promisor to achieve higher gains through breach 

promisor to incur lower losses through breach than the gains the promisee would make 

thing to do from the exclusive point of view of maximizing overall gains, increasing 
them vis-à-vis performance. In other words, efficient breaches avoid harm to social 
welfare, considering only material gains, and inefficient breaches create that same harm. 

 The second social harm is harm to the interests of both parties, to a fair 
distribution of gains and losses from performance or breach, or to fairness or equity. 
For the questions under study, what is a fair distribution is hardly the question, since 
what matters for the emergence of disagreement and normative conflict is that parties 

                                                           
224  In contrast, see Shiffrin, Harm and its Moral Significance, op. cit. supra
autonomy 

supposed to 
harm to the practice of promises, or its erosion, see Joseph Raz, Promises in Morality and Law, op. cit. 
supra he harms it protects against are harms to the 
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can understand a certain distribution as unfair. There is no need to provide an answer 
as to what is fair, but rather to recognize that some individuals might consider and 
perceive unequal distributions inside a promissory relation, and that were created by a 
deliberate decision of the promisor, as unfair. 

Breach of contract motivated by an absolute increase in costs of performance 

Breach motivated by an absolute increase in costs of performance may be socially 
efficient or inefficient, depending on the magnitude of the increase in costs. With 
respect to fairness, breach, in this paradigm, always realizes an equal distribution where 
nobody earns anything. The promisor that does not perform does not incur any cost and 
does not deliver any gain to the promisee. In comparison with performance, breach to 
save costs avoids the creation of non-contract inequality in the outcome.225

Breach of contract motivated by a more tempting outside offer allows the 
promisor to achieve higher profits than through performance of the original contract 
(the overbidder paradigm). Breach may be socially efficient or inefficient, depending 
on how high the outside offer is, and on how much the third-party values performance. 
Through breach, however, the promisor always earns something, given by the price paid 
by the third party, and the promisee earns nothing (and may even make a loss if she 
considers loss of pure expectancy as a real loss). In comparison with performance, 
breach to profit from an outside offer creates non-contracted inequality in the 
outcome.226

 These two social harms often present a trade-off for the promisor. She may 
choose to accept an outside opportunity in order to maximize overall gains, thereby 
creating inequality. She then creates social gains but also creates a harm in the form of 
inequality. On the other hand, she may choose not to take the outside opportunity and 
perform the original contract as promised, avoiding the creation of inequality but not 
maximizing overall possible gains. She then creates social losses but does not create a 
harm in form of inequality. 

 Table II.2 below presents the possible trade-off between efficiency and equity 
in breach of contract, depending on the magnitude of the variation in costs of 
performance and on the nature of the realized contingency (whether it consists in an 

                                                           
225  It is important to note that the issue in question is inequality from breach, or the unfairness of 
the result from breach. This is different from inequality in performance, or inequality in the agreed 
distribution of the gains from the transaction, which is contracted and consented. In case of an increase 
in costs of production not addressed by the contract, the inequality that would arise through performance 
in that contingency was never contracted and the promisor was not remunerated for those unforeseen 
costs, because there is a contractual gap. See the complete discussion infra in chapter III, section D. 
226  Again, in a contractual gap, parties never agreed that the promisor could retain the gains from 
breach, and therefore the resulting inequality is not part of the contract. From the perspective of the 
hypothetical complete contingent contract developed by Steven Shavell, one cannot know whether parties 
would have agreed that those gains would belong to one or the other party. See Richard Brooks, The 
Efficient Performance Hypothesis, 116 YALE LAW JOURNAL 568 (2006), and the complete discussion 
infra in chapter III, section D.   
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absolute increase in costs of performance or in a more profitable outside option). 
Whether breach is morally acceptable or not will depend on whether each party 
considers inefficiency and inequality as harmful consequences of breach. The table 
thereby stresses how, even if both parties assess the morality of breach in a 
consequentialist manner, they can disagree on the moral value of breach. 

Table II.2. Moral value of breach, depending on the created social harms,  
according to a consequentialist perspective. 

Degree of variation in 
costs of performance

Nature of the contingency 

Increase in costs Outside offer 

Low 
(inefficient breach) 

Breach  
creates inefficiency but 

avoids inequality

Uncertain moral value

Breach  
creates inefficiency and 

creates inequality

Breach is immoral 

High 
(efficient breach)

Breach 
avoids inefficiency and 

avoids inequality

Breach is moral 

Breach  
avoids inefficiency but 

creates inequality

Uncertain moral value

 Breach is, in some types of contingencies, and considering only social harms, 
always moral from a consequentialist perspective. In case of a very high increase in 
costs of production, where breach is socially efficient and would avoid the creation of 
inequality, breach is, from a consequentialist perspective, surely moral, for it can avoid 
both harmful consequences. On the other hand, in case the promisor breaches to profit 
from an outside offer that was minimally higher than the price in the original contract, 
then breach is socially inefficient and creates inequality, and can thereby create only 
harmful consequences. Breach is then surely immoral in a consequentialist perspective, 
for it can create only harmful consequences. 

 In the other two possible types of contingency, breach creates one social harm 
while avoiding the other one. Whether a party will consider breach moral or immoral, 
being capable o
breach individuals understand as harmful. It is an empirical question, and when breach 
involves one harmful consequence while avoiding the other, then it is uncertain whether 
individuals will consider it is wrong or not. In this case, and in conclusion, even if both 
parties assess the morality of breach according to the same moral theory, in a 
consequentialist fashion, normative conflict will still, at times, emerge. 
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II.E. COGNITIVE BIASES THAT FACILITATE DISAGREEMENT

There are reasons for why normative conflict in breach of contract is much more 

understandings would imply. Individuals have, certainly, their own prior opinions on 
what is right or wrong in breach of contract, but when they are part of a contract, they 
make that assessment subject to several cognitive biases. These can create normative 
conflict where there was none, and further reinforce and magnify it when it is present, 
making it more likely to emerge and stronger in practice than in theory. 

Firstly, individual will assess the morality of conduct, ex ante and ex post, 
subject to the self-serving bias.227 This cognitive bias works both upon individuals 
assessing the morality of breach deontologically, as well as upon those doing so based 
on the consequences of the act. 

The societal convention of promises allows for excusing conditions releasing 
the promisor from her moral obligation to perform. Since there is no exhausting and 
precise listing of those conditions, parties themselves must interpret whether the 
realized circumstances excuse and justify breach or not. Promisors, at the time of 
deciding to perform or breach, will tend to interpret them broadly and most likely 
including the realized one, for this serves, ex ante, to allow the promisor to realize 
material gains without understanding her action as wrong. Ex post, at the time of 
attempting to explain and justify her action, it serves the promisor to avoid feelings of 
guilt and cognitive dissonance (detailed below). Promisees, on the other hand, will tend 
to interpret those restrictively, for this reinforces, ex post, their claims and assertion of 
rights, and thereby their perception of blame of the promisor. 

The consequences of breach must be further understood by individuals as 
harmful or not, and promisors will consider them, ex ante and ex post, most likely as 
not real and serious harms. Promisees, on the other hand, are those that experience the 
harm, and will tend to consider certain consequences such as loss of expectancy, 
creation of inequity or loss of aggregate resources as serious and real harms when they 
are the ones that suffer from them. 

Secondly, the promisor that decides to breach will, ex post, attempt to rationalize 
and justify her conduct. She will search for justifications for her wrong in an attempt to 

                                                           
227  For the literature on the self-serving bias, see, e.g., David Messick & Keith Sentis, Fairness 
and Preference, 15 JOURNAL OF EXPERIMENTAL SOCIAL PSYCHOLOGY 418 (1979) (finding how fairness 
judgments are influenced by a bias in the direction of overpayment to oneself); Linda Babcock et al., 
Biased Judgments in Fairness Bargaining, 85 AMERICAN ECONOMIC REVIEW 1337 (1995) (predictions 
of judicial decisions are systematically biased in a self-serving manner); Linda Babcock & George 
Loewenstein, Explaining Bargaining Impasse: The Role of Self-Serving Biases, 11 JOURNAL OF 
ECONOMIC PERSPECTIVES 109 (1997) (reviewing empirical findings and their implications). There are 
also some economic models of the self-serving bias. See Matthew Rabin, Moral Preferences, Moral 
Constraints, and Self-Serving Biases, mimeo (University of California, Berkeley) (1995); Roland 
Benabou & Jean Tirole, A Cognitive Theory of Identity, mimeo (Princeton University) (2006). 
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convince herself that her conduct was not, after all, and given all the realized 
circumstances, wrong or immoral. The individual that believes, in general, that breach 
is wrong in certain circumstances, and that breaches when they materialize, commits 
the wrong in order to achieve higher material gains. She will then experiences cognitive 
dissonance, a mental stress that is unpleasant and uncomfortable, and will strive to 
eliminate it.228

An individual experiences cognitive dissonance when confronted with 
information that conflicts with and contradicts her own general beliefs. When the 
promisee claims that the promisor behaved immorally, the promisor is then confronted 
with a fact that contradicts her moral values if she understands breach as wrong, and 
may realize that she, in fact, trampled her own morality for profits. The promisor will 
then attempt to reduce dissonance firstly by changing her own belief (in the belief 
disconfirmation paradigm), thereby claiming, ex post, that she does not understand 
breach in those circumstances as wrong.229 If the dissonance is not reduced in this 
manner, it may result in misperception, rejection or even refutation of the commitment 
of the wrong, and the promisor will attempt to persuade the promisee that her action 
was not wrong.230

uphold reasons for why breach was not, in that case, wrong. Individuals that are 
confronted with information that challenges their beliefs will often strengthen their own 
beliefs.231 A promisee that is confronted with a justification for breach on the basis that 
it avoided inefficiency and an overall loss of resources, being thus the moral thing to 

escalate. 

                                                           
228 See LEON FESTINGER, A THEORY OF COGNITIVE DISSONANCE (1957); Cognitive Dissonance,
207 SCIENTIFIC AMERICAN 93 (1962); 
229 See the classic work developed by LEON FESTINGER, HENRY RIECKEN & STANLEY 
SCHLACHTER, WHEN PROPHECY FAILS: A SOCIAL AND PSYCHOLOGICAL STUDY OF A MODERN GROUP 
THAT PREDICTED THE DESTRUCTION OF THE WORLD (1956) (reporting how many followers of a sect that 
preached that the end of the world would happen, in a flood, on December 21, 1954, did not accept that 
their belief was wrong after that day but rather searched  and found  reasons for why that did not happen 
in order to maintain their beliefs). Claude Steele, differently from Festiger, advanced that individuals 
strive to maintain an overall self-image of moral adequacy, being motivated to affirm the integrity of the 
self, and will try to change their attitude to reduce dissonance in order to maintain a positive self-image 
(affirmation theory). Cf. Claude Steele, The psychology of self affirmation: Sustaining the integrity of the 
self, 21 ADVANCES IN EXPERIMENTAL SOCIAL PSYCHOLOGY 261 (1988). For a review of affirmation 
theory, see David Sherman & Geoffrey Cohen, The Psychology of Self-defense: Self-affirmation theory,
38 ADVANCES IN EXPERIMENTAL SOCIAL PSYCHOLOGY 183 (2006). 
230 See Eddie Harmon-Jones, A Cognitive Dissonance Theory Perspective on Persuasion, in THE 
PERSUASION HANDBOOK: DEVELOPMENTS IN THEORY AND PRACTICE 99, 101 (James Dillard & Michael 
Pfau eds. Thousand Oaks, Sage Publications 2002). 
231 See C. Daniel Batson, Rational processing or rationalization? The effect of disconfirming 
information on a stated religious belief, 32 JOURNAL OF PERSONALITY AND SOCIAL PSYCHOLOGY 176 
(1975); Christopher Burris, Eddie Harmon-Jones & W. Ryan Tarpley, “By Faith Alone”: Religious 
Agitation and Cognitive Dissonance, 19 BASIC AND APPLIED SOCIAL PSYCHOLOGY 17 (1997).
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Thirdly, parties assess the morality of breach ex post, after the act has taken 
place, being thus furthermore subject to the hindsight bias.232 It is a phenomenon that 
causes memory distortion and that affects how individuals recall events and facts, such 
as the realized circumstances that motivated breach, when given the benefit of feedback. 
When recalling the circumstances under which the decision to breach was taken, and 
how far the promisor could foresee the negative consequences her act, parties will 
reconstruct them, tending to avoid accepting blame (promisor) or reinforcing their 
perception of responsibility of the decision-maker for them (promisees).  

Promisors will tend to forget the details of such circumstances when recalling 
and reconstructing them.  They will recall, for example, in a distorted fashion, the 

-Your wedding? You told 
isors may recall 

the other hand, will put, ex post, much more weight on what she at the time of 
-You did what you promised 

you would have done? You told me you would have painted the whole house perfectly 

Furthermore, promisors will misconstruct, ex post, how far they knew, could 
know, or should have known, at the time of deciding, that the act would lead to the 
realized harms. Promisees will, in contrast, search for evidence and facts, with the 
benefit of feedback, that ascertain that the promisor knew, could know, or should have 
known that the consequences of breach would come to pass. They will judge the 
promisor, ex post, as most likely having been capable of preventing their occurrence, 
and thus as responsible for them. 

All three biases work to create, reinforce, or reassure the perception in the 
promisor that no wrong was committed, and in the promisee that the conduct of the 
promisor was wrong. They are thus of vital importance for the likelihood that normative 
conflict may not be solved peacefully, since normative understandings of right or wrong 
are first elements hindering such a resolution by the parties themselves. 

                                                           
232 See Scott Hawkins & Reid Hastie, Hindsight: Biased judgments of past events after the 
outcomes are known, 107 PSYCHOLOGICAL BULLETIN 311 (1990) (review of the literature listing four 
general strategies for responding to the request for a hindsight judgment); Jay Christensen-Szalanski, The
Hindsight Bias: A Meta-Analysis, 48 ORGANIZATIONAL BEHAVIOR AND HUMAN DECISION PROCESSES 
147 (1991); Ulrich Hoffrage, Ralph Hertwig & Gerd Gigerenzer, Hindsight Bias: A By-Product of 
Knowledge Updating?, 26 JOURNAL OF EXPERIMENTAL PSYCHOLOGY: LEARNING, MEMORY AND 
COGNITION 566 (2000) (empirical study followed by the argument that the hindsight bias can be 
understood the result of an adaptive process through which individuals update knowledge). 
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II.F. RETALIATION TO PERCEIVED WRONG AS THE PRODUCT OF DISAGREEMENT

 When breach occurs and parties disagree whether the promisor should have 
performed, and are unable or unsuccessful in solving their disputes privately, then 
normative conflict can escalate to a real, material conflict between the parties. In the 
absence of a public remedy, the promisee will often behave according to the norm of 
reciprocity, and will tend to attempt to redress the wrong by her own means, in a private 
and decentralized manner.  

 Retaliation is the attempt, at some cost or risk to oneself, to punish or to impose 
harm upon the perceived wrongdoer. Individuals can retaliate in a variety of forms, as 
described below, but the act is always costly to the person engaging in it, and requires 
that the person spend some time, energy, and resources in order to punish the other. For 
example, writing an online negative feedback about the seller that did not deliver a good 
on time (or not at all) costs some time and energy for the person. At the same time, any 
act of retaliation must be apt to impose a harm upon its target, be it material or solely 
immaterial, for example in form of a loss of potential clients, or reputational harm. 

 Retaliation, in this manner, does not coincide with a rational action that could 
further the goals and interests of the person engaging in it, but is rather understood as 
an act of strong negative reciprocity.233 The end pursued by rational retaliation can only 
be material gains, and such action is rather based on weak negative reciprocity.234 As a 
means to achieve an end such as ensuring future cooperation by the other party in an 
iterated social dilemma, rational acts of retaliation do equally impose a harm or loss to 
the other party while also being costly to the person that takes them.  

However, rational acts of retaliation are not caused by the perception that a 
wrong has been done, or by the moral value of breach. Rational retaliation is caused by 
the prospective individual gains that can be achieved by a certain choice of the other 
(such as to cooperate), and that is not her dominant strategy, but that can be transformed 

                                                           
233 See Herbert Gintis, Strong Reciprocity and Human Sociality, 206 JOURNAL OF THEORETICAL 
BIOLOGY 169 (2000); Ernst Fehr, Urs Fischbacher & Simon Gächter, Strong Reciprocity, Human 
Cooperation and the Enforcement of Social Norms, 13 HUMAN NATURE
feature of strong reciprocity is a willingness to sacrifice resources for rewarding fair and punishing unfair 
behavior even if this is costly and provides neither present nor future material rewards for the 
reciprocator The Evolution of Strong Reciprocity: Cooperation in 
Heterogeneous Populations, 65 THEORETICAL POPULATION BIOLOGY 17 (2004); Francesco Guala, 
Reciprocity: Weak or Strong? What Punishment Experiments do (and do not) Demonstrate, 35 
BEHAVIORAL AND BRAIN SCIENCES 1, 1 (2012) (distinguishing between models of weak reciprocity, 

models of self-interested behaviour that are typically used by evolutionary biologists and rational choice 
theori Strong Reciprocity and the Roots of Human Morality, 21 SOCIAL 
JUSTICE RESEARCH 241 (2008).  
234 Cf. Jon Elster, Norms of Revenge, 100 ETHICS 862, 872 (1990). 
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into one by acts and (credible) threats of retaliation.235 Rational retaliation is therefore 
different from an act pursuing the punishment of wrongdoers, which is, in turn, and 
from a strictly rational point of view, simply irrational. 

 Retaliation is also not an exclusively emotional act, nor an impulsive response 
against certain types of behavior, since it depends on normative understandings. The 
role of emotions when individuals act under a norm is to support judgments and 
expectations about what is the appropriate course of action in a given situation.236

Retaliation is hence only mediated by emotions, since its ultimate cause is not the state 
of mind of outrage, anger, disappointment, or elsewise, but rather the external factors 
that lead one to feel that way. 

 Its ultimate cause, therefore, consists in the elements that can be perceived by 
the individual as making the act a moral wrong. In case of breach of contract, the 
elements needed for individuals to understand it as wrong are either the violation of the 
moral norm, or any of the harms possibly created by breach of contract. Their 
perpetration provides reason for individuals to understand breach as wrong and to feel 
aggrieved by it. The type of retaliation considered in this thesis thus consists in strong 
reciprocal behavior, in its negative form, that is only mediated by emotions, and that are 
not caused by prospective future material gains.237

cost or risk to oneself, to impose suffering upon those who have made one suffer, 
becau 238 They do, as understood in here, differ in some 
ways. Retaliation is not necessarily caused only by the intentional imposition of harm 
by the other, such as revenge. Retaliation can be caused by the violation of norms 
different from the norm that one ought not harm other persons. For example, an 
individual may understand breach of contract as wrong because it violates the norm of 
keeping promises, independently of harm suffered, and can retaliate against breach of 
contract that created no harm, for example because she was able to find a substitutive 
good in the market for the same price.  

Retaliation can therefore emerge even when the promisee does not incur any 
loss from breach, and does not suffer from it. Revenge, in contrast, is caused by the 
suffering one endures, and making the other suffer is a much more straightforward harm 
than some of the possible consequences of breach of contract, such as a mere 

                                                           
235  The adjective strong thus distinguishes irrational retaliation from other forms of reciprocity 
that exclude it, such as tit-for-tat strategies, as developed by Robert Axelrod and William Hamilton in 
The Evolution of Cooperation, 211 SCIENCE 1390 (1981), and from reciprocal altruism, as developed by 
Robert Trivers in The Evolution of Reciprocal Altruism, 46 QUARTERLY REVIEW OF BIOLOGY 35 (1971). 
236 Cf. Jon Elster, Norms of Revenge, 100 ETHICS 862, 863 (1990). 
237  Although not confined to intentional acts, retaliation is normally a reaction to an intentional 
act. See HOLMES, THE COMMON LAW, op. cit. supra can hardly go very far beyond 
the case of a harm intentionally inflicted: even a dog distinguishes between being stumbled over and 

238 Cf. Jon Elster, Norms of Revenge, op. cit. supra, at 862. 
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nonmaterial loss of expectancy or the creation of inefficiency or inequality. Retaliation 
is, in brief, a broader and much more widespread phenomenon than revenge. Any act 
of revenge is an act of retaliation, but not any act of retaliation is an act of revenge.239

Moreover, retaliation to breach of contract is not restricted to the hypothetical 
situation where the law is absent. It is widespread and pervasive in our societies, even 
when the law forbids, in general, the use of force and violence by the citizens. There are 
uncountable manners through which a disappointed and aggrieved promisee might 
retaliate against a promise-breaker that are lawful and thus possible without violating 
existing law. Still, there is always also the possibility that, at times, normative conflict 
may escalate and lead a party to retaliate in a violent manner. 

 The victim of breach may retaliate in the heat of the moment, in a hot mode, 
immediately after breach by the promisor. When the seller breaches and does not deliver 
the promised good or does not perform the promised service, the aggrieved buyer may 
first of all start a sharp discussion and argument with the seller. She may do so in the 
middle of the shop, airport or restaurant, creating a long line at the cashier, or 
disturbance and discomfort for the other clients sitting in the restaurant. The buyer, 
angry and upset with breach and with the explanation provided by the seller for why 
she did it, may furthermore threaten to call the police (or in fact do it), even without a 
legitimate reason.  

After cooling down, the buyer can retaliate by spreading the word that that seller 
breaches her contracts. She may do so in an attempt to discourage others from doing 
business with her, with a deliberate intention to impose harm upon the seller by 
discouraging potential clients to buy her services.240 Alternatively, she may do so 
without any intention of imposing harm, but rather with the intention of helping others 
by informing them that the seller is simply unreliable. There is, in this respect, no need 
for the buyer to try to convince others (say, friends, family, and neighbors) of what is 
the right thing to do and that, for example, one should never breach a promise or a 
contract. Simply truly stating the fact that the seller breached may be enough for other 
persons not to engage the services of that seller in the future.

                                                           
239  There is wide empirical evidence that individuals are prone to retaliate against individuals 
that refrain from cooperating, even in the absence of a norm prescribing that behavior. See, e.g., Ernst 
Fehr & Simon Gächter, Cooperation and Punishment in Public Goods Experiments, 90 AMERICAN 
ECONOMIC REVIEW 980 (2000); Fehr & Gächter, Altruistic Punishment in Humans, 415 NATURE 137
(2002). The question whether individuals would also retaliate to breach of promise, and the reasons for 
doing so persist, since retaliation, in the form of costly punishment, has been subject to experimental tests 
only in games which do not completely capture the buyer-seller contractual relationship, and that do not 
include prior promises to cooperate or to do something. In this sense, there is no existing evidence on the 
existence, causes and consequences of retaliation to breach of contractual promises, with the exception 
of retaliation in organizations, and to breach of the psychological contract, which is however restricted 
to labor relations, and requires repeated interactions marked by the presence of the power to control. See 
n.42 supra in the Introduction. 
240  This may also happen unconsciously and without a clear intention to discourage others to 
transact with that seller, simply by chatting with neighbors and friends about people in the neighborhood.  
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 When booking an air ticket or a hotel room, or when buying goods online, 
individuals nowadays first observe the ratings and comments posted by other clients 
about the reliability of the seller or service provider. When an airline company or a hotel 
breaches a contract with a client, then this person might easily spend some of her time, 
maybe not more than a few minutes, to post a nasty review of a seller online. Such 
action may impose a serious cost to the former in terms of fewer future clients. Sellers 
that reach a low rating (that may often mean 90% of good ratings, as long as other sellers 
have ratings above 98%) simply go out of business. Buyers are not willing to buy from 
someone that is well known to fail to deliver, from an airline company that does not 
allow the boarding of some of her passengers, or to book hotels that do not provide their 
clients with the services and amenities promised in an advertisement. 

 At the same time, when a hotel or an airline company breaches because, for 
some reason beyond its control, its costs dramatically increased (such as a general strike 
in the whole city, a flood, etc.), then the promisee may be unable to blame the promisor 
for breach. She may refrain from retaliation, understanding breach in those 
circumstances as not wrong, but rather justified and excused. Alternatively, she may 
still feel aggrieved and disagree that even those events excuse and justify breach, and 
still provide a negative feedback. Other clients may be more understandable when 
reading it, and if the service provider can also react and explain, online, the reasons that 
lead her to breach, apologizing and perhaps even compensating the buyer, then her 
reputation may not be harmed.  

The buyer may also retaliate by refusing to transact with that seller in the future, 
even when doing so would be mutually profitable. One might expect that very few 
persons would again engage the services of a real-estate agent that some years ago 
promised them a house but that afterwards breached because someone else offered, 
before the day of the delivery of the keys, a slightly higher price. Similarly, few would 
ever again choose to fly with the same company that refused their boarding because of 
overbooking, or would continue to buy from a seller that did not deliver the last birthday 
gift on time, but rather only after the birthday, even if that seller has the best prices in 
town.

Finally, the buyer may retaliate by suing the seller. Being part of a legal process 
ds to further discussions about the issue, and 

on whether the action was right or wrong, legal or illegal. It may also possibly impose 
a further harm to the reputation of the seller that breached by having her brought to 
court.

Underlying all these actions are costs for the person retaliating and possibly 
quite higher costs for the victim. All these costs are socially avoidable costs, since they 
are not inevitable in every case of breach. When the law provides victims of breach 
certain and secure legal relief, then it can also fulfill the role of crowding out such acts 
of retaliation by providing an alternative way for individuals to resolve their conflicts. 
As Joseph Perillo explains, 
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-help fill the 
vacuum. On nearly a daily basis, residents of our major cities are informed by the media 

-
enforcer is usually that of debtor and creditor. Because the legal system will not aid in 
the collection of the debt formed by a criminal sale, vengeance and hostage-taking 
substitute for the law. It is not only drug-related transactions that give rise to extra-legal 
punishment or enforcement. Take the example a builder who went to a prospective 
lender for a loan. Not realizing the nature of the business of the person he was applying 

241

Retaliatory behavior is not necessarily and is always, at first sight, undesirable, 
since it rather encourages promisors to perform instead of the opposite. It thus deters 
breaches, but only at a cost for both promisor and promisee, and these costs most often 
outweigh the benefits of private punishment by inducing cooperation and, in case of 
contract, performance.242 Retaliation is, as argued in the next chapter, most often Pareto-
inferior to legal remedies because the latter do not entail such costs for the parties. 
Damages for breach only redistribute wealth between the parties, and thereby do not 
cause any loss of social welfare, as costly punishment of wrongdoers does.  

There are, for sure, costs in maintaining a system of legal enforcement, but when 
the legal remedy is certain and secure, then the promisor will anticipate the cost of 
breach with certainty and will be deterred from breaching in certain cases (depending 
on the available remedy). Retaliation is not, on the contrary, certain and secure, for the 
promisor does not necessarily, if ever, know how the promisee will assess the morality 
of breach, especially when subject to cognitive biases. The promisor can never 
anticipate with certainty how disappointed promisees will react to breach. Promisors 
are thus unable to anticipate how high losses from retaliation will be, but can with higher 

                                                           
241  CALAMARI & PERILLO, CONTRACTS, op. cit. supra, at 6. The last example comes from the 

242 Cf. Benedikt Herrmann, Christian Thöni & Simon Gächter, Antisocial Punishment across 
societies, 319 SCIENCE 1362 (2008), 1366- The detrimental effects of antisocial punishment on 
cooperation (and efficiency) also provide a further rationale why modern societies shun revenge and 
centralize punishment in the hands of See also Bettina Rockenbach & Manfred Milinski, The 
efficient interaction of indirect reciprocity and costly punishment, 444 NATURE 718 (2006) (finding social 
gains in costly punishment, but only in presence of reputation building); Anna Dreber et al., Winners 
don’t punish, 452 NATURE 348 (2008), 348 people who gain the highest total payoff tend not to use 
costly punishment: winners don't punish. This suggests that costly punishment behaviour is maladaptive 
in cooperation games and might have ; Hisashi Ohtsuki, Yoh Iwasa & Martin 
Novak, Indirect Reciprocity Provides a Narrow Margin of Efficiency for Costly Punishment, 457 NATURE

ieties where 

 Differently, Simon Gächter, Elke Renner and Martin Sefton, The Long-Run Benefits of 
Punishment, 322 SCIENCE 1510 (2008) (presenting evidence that on longer repeated interactions, the 
costs of punishment are outweighed by the increased gains from cooperation). However, see evidence of 
spiteful punishment present in different societies in Joseph Henrich et al., Costly Punishment Across 
Human Societies, 312 SCIENCE
range of human populations and emerges in a patterned fashion in each population. In every population, 
less-equal offers [in an ultimatum game] were punished more freque



53_Edle BW Mittlaender.job

89
 

certainty anticipate how much they will have to pay to the promisee through damages 
for breach.  

Retaliation further serves, in deterring breach of (contractual) promises, to 
reinforce the moral norm of keeping promises, and thus perhaps morality itself. This is 
a function of retaliation that, in case of breach of contract, is subject to a severe 
criticism.

In retaliating, one may well apply his or her own understanding of what is the 
moral thing to do against those that break promises. This reaction is taken by the person 
that feels wronged and that sees herself as a victim, and is not guided by an impartial 
assessment, nor is she restricted by any precise and general guideline. As Atiyah pointed 
out,
encouraging too great a degree of respect for the rule that promises must be kept; the 
law may overshoot the mark also, but given the discretionary and mitigating techniques 
used 243

Since not all members of the society share the same moral understanding, an 
attempt to enforce what one perceives as the moral thing will often be no more than the 
sole exercise of power. The victim of retaliation, in case she holds a different moral 
understanding, will most often engage in counter-retaliation, and feuds and vicious 
circles of retaliation are expected to emerge, as empirically attested.244 And this is, for 
sure, undesirable and pernicious to any society. 

 Ultimately, the law allows individuals to contract in peace, knowing that, in case 
they commit an action that may be understood as wrong by the other, arousing in the 
former a feeling of aggrievement and an urge to react, this conflict can, if needed, be 
solved by courts. Individuals are not left alone to solve their conflicts by themselves, 
but are all entitled to legal relief to settle the dispute and conflict. Citizens have the right 
to a legal solution of a conflict from an independent third-party that will apply the law, 
utopically blindly, to the concrete case, providing the same solution independent of the 

                                                           
243  ATIYAH, PROMISES, MORALS, AND LAW op. cit. supra, at 137. 
244 See Francesco Parisi, The Genesis of Liability in Ancient Law, 3 AMERICAN LAW AND 
ECONOMICS REVIEW (2001) (acts such involuntary imposition of harm on others or mistakes in blaming 
somebody for a transgression may be enough to induce mutual aggression) and experimental evidence 
from Nikiforakis et al., Normative Conflicts and Feuds, op. cit. supra
likely to trigger counter-punishment and start a feud when there is a normative conflict, than it is in a 
setting in which no such conflict exists. While the possibility of a feud sustains cooperation, the cost of 
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II.G. CONCLUSION

 Conflict is not a necessary consequence of breach of contract. There is always 
the chance that both parties to the contract will agree that the promisor should not have 
performed in the realized circumstances, and that no contractual dispute or normative 
conflict arises in the concrete case. Alternatively, there is always the possibility that the 
promisor in breach may understand her own conduct as wrong, and will be willing to 
apologize and perhaps even voluntarily compensate the promisee for the loss sustained. 
There is, in effect, evidence that in economic exchange relations, compensation can 
restore trust and often preserves cooperation in future interactions.245

 Often, however, the promisor herself will understand breach as right while the 
promisee will understand it as wrong. If the promisor is not convinced to be in the right, 

attempt to solve the dispute through apologies and side-payments. But when the 
promisor is convinced she did the right thing, given the incompleteness of the contract 
and her own understanding of what is right or wrong in breach of contract, then she will 
neither be willing to apologize nor compensate the promisee. 

In this case, the normative conflict that emerges is unlikely to be resolved by the 
parties themselves, and will often escalate to a real conflict where the promisee will 
attempt to redress her own wrong. The promisee that feels aggrieved from breach will 
behave according to the norm of strong reciprocity. She will retaliate against what she 
perceives as wrong. This behavior is socially costly and is not in the interest of society 
itself.

The next chapter studies the behavioral tendency to retaliate to breach of 
contract in detail. It examines in the existing empirical evidence on costly punishment 
some of the possible causes for individuals to feel aggrieved and tempted to retaliate. It 
then studies how those individuals interact with the promissory commitment that is 
present in any contract, and that is often absent in experiments involving costly 
punishment. Finally, it studies, in the contractual model developed in the Economic 
Analysis of Law, how both retaliation and legal remedies can induce socially optimal 
behavior by the promisor. 

 Legal remedies can induce performance of contracts and crowd out socially 
costly acts of retaliation in providing, ex post, relief for victims of breach. There are 
several compensatory remedies that can be awarded by courts, and they can fulfill that 
crowding out role in either discouraging breach, or in compensating for some of the 

                                                           
245 See Pieter Desmet et al., On the Psychology of Financial Compensations to Restore Fairness 
Transgressions: When Intentions Determine Value, 95 JOURNAL OF BUSINESS ETHICS 105 (2010); Pieter 
Desmet et al., In Money we Trust? The Use of Financial Compensations to Repair Trust in the Aftermath 
of Distributive Harm, 114 ORGANIZATIONAL BEHAVIOR AND HUMAN DECISION PROCESSES 75 (2011); 
Pieter Desmet et al., Trust Recovery Following Voluntary or Forced Financial Compensations in the 
Trust Game: The Role of Trait Forgiveness, 51 PERSONALITY AND INDIVIDUAL DIFFERENCES 267 (2011). 
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harms created by breach, including individual and social harms. The capacity of 
expectation damages to achieve, concomitantly, both goals of inducing performance by 
the promisor and in crowding out retaliation by the victim is then subject to 
experimental investigation in the subsequent empirical chapter.  
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CHAPTER III. RECIPROCITY AND LEGAL RELIEF
                           IN BREACH OF CONTRACT

III.A. INTRODUCTION

III.B. RETALIATION AND PUNISHMENT IN EXPERIMENTS
III.B.1. Retaliation in Experimental Games 
III.B.2. Retaliation to Breach of Contract 

III.C. RETALIATION IN THE CONTRACTUAL MODEL

III.D. AGGRIEVEMENT FROM BREACH AND POSSIBLE CAUSES OF RETALIATION
III.D.1. Loss of Expected and Promised Gains 
III.D.2. Inequality from Breach 
III.D.3. Inefficiency in Breach 

III.E. SOCIAL WELFARE AND RETALIATION TO BREACH 
III.E.1. Social Costs and Benefits of Retaliation under  
            Perfect Legal Enforcement  
III.E.2. Social Costs and Benefits of Retaliation under  
            Imperfect Legal Enforcement 

III.F. CONCLUSION

 The previous chapter discussed several different reasons why a promisor might 
fail to perform in situations when the promisee expects performance. Firstly, contracts 
are incomplete and fail to specify an agreed course of action in all possible 
contingencies. Secondly, cognitive biases lead to errors in the assessment of content of 
the agreement, cognitive dissonance, and selective recall. Thirdly, different theories of 
the contractual obligation often conflict with each other: while the promisee may expect 
performance because keeping a promise is the moral thing to do, the promisor in breach 
may understand that breach is justified when breach is the efficient thing to do.  

All these factors are apt to create disagreement between the parties to the 
contract. Parties will normally try to renegotiate the contract, and to solve their dispute 
privately. Still, apologies and side-
If the promisee is convinced that the promisor ought to have performed, then she will 
not be willing to accept anything less than the value of the promised performance until 
one considers the costs and uncertainty of litigation. On the other side, if the promisor 
in breach is convinced she was not obliged to perform in the realized circumstance, she 
will not be willing to voluntarily compensate the promisee. She may refuse to offer 
compensation to the promisee, and rather leave her with the only alternative to resort to 
courts for a remedy for breach.  
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In case of failure of the private resolution of the dispute, the promisee will feel 
a sense of grievance; in the absence of public remedy, she will attempt to redress what 
she perceives as wrong by herself, retaliating against the promisor in breach. This type 
of behavior, as detailed below, is not in the interest of society itself. While apt to deter 
breaches of contract, retaliation may overshoot the mark, and deter efficient breaches. 
Most importantly, this type of behavior is socially costly, creating a loss of welfare for 
the person engaging in it, as well as for the victim. 

 This chapter studies the elements present in breach of contract that may lead 
promisees to feel aggrieved from breach of contract and thereby tempted to retaliate. 
There are different reasons why promisees might feel aggrieved depending on the type 
of the realized contingency. The question is what it is in breach of contract that creates 
aggrievement leading to retaliation. The chapter focus on the consequences of breach 

(ii) the unfairness of the resulting outcome (inequality), and (iii) the loss of expected 
and promised gains endured by the promisee (loss of expectancy). 

The chapter reviews the empirical literature that studies private retaliation and 
punishment, and attempts to identify why parties might tend to retaliate to breach of 
contract. For that, it reviews (i) the possible causes of costly punishment and retaliation 
in appropriate strategic interactions, (ii) the behavioral effect of retaliation in deterring 
conduct such as breach, and (iii) its impact on overall social welfare. It then considers, 
in the traditional model of contractual behavior developed in the Economic Analysis of 
Law, how both private retaliation and legal damages can induce performance by the 
promisor. It explains how damages for breach can achieve that very goal without the 
social losses that private retaliation entails, being therefore a Pareto-superior 
enforcement mechanism.  

In the end, the chapter explains how an award of remedies of breach of contract 
can achieve the goals of inducing performance by the promisor and of reducing 
retaliation by the promisee. Under perfectly implemented expectation damages, only 
efficient breaches are expected to occur, and the crowding out function is necessary to 
prevent retaliation to efficient but unfair breaches. Under perfectly implemented 
expectation damages, imperfect rationality, or imperfect information, efficient breaches 
are expected to be committed in equilibrium, and the need of remedies to crowd out 
retaliation to breach is even more pervasive. Because of that, damages for breach must 
still fulfill, in our present societies, both functions to crowd out the human tendency to 
retaliate to perceived wrong in breach of contract and to provide optimal incentives for 
performance. 

III.A. INTRODUCTION

Contractual relations are created by agreement. They are formed, in common 
law systems, by the giving of promises with consideration; in civil law systems, by the 
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making of corresponding declarations of will.246 Not all agreements, however, give rise 
to a contractual relationship, since the law, as explained in the first chapter, enforces 
only those agreements that create legal obligations for the parties. Contract law is 
primarily concerned with exchanges, and does not ordinarily enforce agreements unless 
the parties, through the agreement, extract a benefit from the other, such as the 
immediate payment of a price, or the obligation to pay a price in the future.247

 Contracts, moreover, extrapolate the present moment in entailing a commitment 
to a future act. Contract law only enforces agreements that relate to the future, and the 
barter exchange, for example, hence does not create a contractual relationship.248

Contractual parties commit to take some action in the future, with the aim to implement 

the dispute is one over a promise  249

A commitment, in game-
interaction with other agents that signals to the other agents the intention to perform a 
particular action later in 250 In contracts where both parties incur an 
obligation to perform in the future, then the type of commitment in question is 
bilateral.251

the condition that the other agent commits to perform another action and the 

                                                           
246 See the discussion supra in chapter I, section A. 
247  In common law systems, contract law enforces only promises given with consideration, or 
bargained-for promises through which the promisor extracts something in return from the promisee, 
either in form of a present benefit or a return promise. See RESTATEMENT (SECOND) OF CONTRACTS § 3 

for a performance or t -for promise 

The law, therefore, does not enforce gratuitous promises, or promises for which there was no 
bargain. Cf. FARNSWORTH ON CONTRACTS 53. The function pursued by contract law through the refusal 
to enforce gratuitous promises is cautionary, to prevent ill-conceived and impulsive gifts. Cf. Fuller, 
Consideration and Form, op. cit. supra, at 812 (gratuities do not present a pressing case for legal 
intervention because there is no reliance and no unjust enrichment). See further Richard Posner, 
Gratuitous Promises in Economics and Law, 6 JOURNAL OF LEGAL STUDIES 411, 416-417 (1977) (the 
general rule that gratuitous promises are not enforceable is economically sound, especially because the 
administrative costs of enforcement would outweigh the utility gain from enforcement to the promisor); 
Eric Posner, Altruism, Status, and Trust in the Law of Gifts and Gratuitous Promises, 1997 WISCONSIN 
LAW REVIEW 567 (1997) (considering other motives for the making of gratuitous promises than gift-
giving). 
248 Cf. FARNSWORTH ON CONTRACTS 4 (

exchanges 

249 Id.
250  Vincent Buskens & Lambèr Royakkers, Commitments: A Game-Theoretical and Logical 
Perspective, 1 COGNITIVE SCIENCE QUARTERLY 1, 3 (2000). 
251  Bilateral contracts, in legal terms, are agreements in which both parties undertake an obligation 
to perform in the future. Unilateral contracts, distinctively, entail a commitment from one party to perform 
in the future, undertaken in exchange for a present act of the other party such as an upfront payment. 
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commitments become effective if both agents agree on the combination of 
252

Individuals can commit to a future course of action by signaling their intentions 
to perform in the future. They may exchange declarations of intentions and announce 
to the other person that their present intentions are to trade in the future. This often 
suffices to implement the desired transaction since individuals tend to behave 
consistently with their previous announcements in order to avoid cognitive 
dissonance.253

person to do it when the future date arrives. 

However, an individual that solely states her intentions is in fact reserving for 
herself the right to change her mind. There is nothing wrong in not doing what one 

254 The person might 
well change her mind because of the realization of a certain event, or of a regret 
contingency. An individual that tells another that she intends to meet another on a 
certain date, but that later is asked by her boss to work overtime that day, may honestly 
change her mind. The person commits no wrong when she calls the other one and 
withdraws from the appointment.255

                                                           
252  Buskens & Royakkers, Commitments: A Game-Theoretical and Logical Perspective, op. cit. 
supra, at 5. 
253 See the discussion in chapter II, section D supra
future does create commitment since individuals tend to behave consistently in order to avoid unpleasant
cognitive dissonance, following the strand of Psychology that departs from Fritz Heider, Attitudes and 
Cognite Organization, 21 JOURNAL OF PSYCHOLOGY 107 (1946) and LEON FESTINGER, A THEORY OF 
COGNITIVE DISSONANCE (Stanford University Press, 1957). An alternative explanation is that 
communication entailed in an agreement creates identification between the individuals who were 
strangers to each other, but who are not anymore after entering into an agreement. Identification induces 
individuals to behave more cooperatively or even altruistically towards the other. See, e.g., Roderick 
Kramer and Marilynn Brewer, Effects of group identity on resource use in a simulated commons dilemma, 
46 JOURNAL OF PERSONALITY AND SOCIAL PSYCHOLOGY 1044 (1984). Based on such behavioral 
tendencies, there are thus rational grounds for an individual to rely on a commitment that does not go 
beyond a statement of intentions or desire, and to believe that the person will do what she said she 
intended to do even in the absence of external enforcement. 
254

to the other person because it induced reasonable reliance by the other, then it is wrong not to compensate 
the other for the harm endured. It gives rise to a reliance-based obligation, as discussed in chapter I, 
section C supra. See further FRIED, CONTRACT AS PROMISES, op. cit. supra, at 9-11. If the other did not 
make any investment in reliance on the statement of intentions, then there is nothing wrong in not doing 

 This was already advanced by ADAM SMITH, in LECTURES ON JURISPRUDENCE 87 (R. Meek et 
al. eds. Oxford, Liberty Fund 1982) 
an obligation. It means no more than that is the present design of the person who makes such a declaration 
to do so and so; and all that is required of him to make such a declaration lawful is sincerity, that is, that 
it be really his intention at that time to do as he said. If he should afterwards be induced by circumstances 
to alter his intention, we could not say that he had violated an obligation  The only thing that can make 
an obligation in this manner is an open and plain declaration that he desires the person to whom he makes 
the declaration to have a dependence on what he promises. The words in which we commonly make such 

255  If, in the communication of intentions or desires, the party never intended to perform, or never 
desired the transaction, then the party commits a moral wrong of lying  a wrong that is committed at the 
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In contrast, the person that promises something to another loses the right to 
change her mind, since she thereby undertakes an obligation.256 It is then wrong not to 
do what one promised to the other. Similarly, an individual that makes a declaration of 
will goes well beyond the one that solely makes a declaration of intentions, since she 
then in effect becomes bound by it and obliged to perform. 

In entering into a contract, parties incur what is, for many individuals, a moral
obligation to perform.257

and the promisor is not necessarily free to break the promise whenever a regret 
contingency materializes, as she is free to reconsider her intentions or desires.258 Rather 
than a philosophical theory, this is, arguably, how individuals understand promises. As 

instilled in members of society and serves a valuable function in channeling behavior 
259

 In effect, there is a widely-held view by ordinary individuals that there is 
something wrong in breach of promise and contract, and that breach is, at first sight, an 
immoral act. Several different empirical studies attest this fact.260 However, there are 
different reasons that can lead the promisor to breach, and promisees do not understand 
all breaches in every possible circumstance as equally wrong. No individual believes 

                                                           
time of the utterance. Cf. FRIED, CONTRACT AS PROMISE, op. cit. supra
myself to the truth of my utterance, but when I promise I commit myself to act
256 Id.
change my mind, as I am not f
257 See, e.g., DAVID PARRY, THE SANCTITY OF CONTRACTS IN ENGLISH LAW 1-5 (London: Stevens 
& Sons, 1959) RESTATEMENT (SECOND) OF CONTRACTS ch. 16, 
introductory note at 100 (1981); FRIED, CONTRACT AS PROMISE, op. cit. supra, at 17. For a careful 
analysis of the role of pacta sunt servanda in the German legal system, see WELLER, DIE 
VERTRAGSTREUE, op. cit. supra.

On the immorality of breach in contingencies explicitly foreseen by the agreement as requiring 
performance, see  Shavell, Is Breach of Contract Immoral?, op. cit. supra

or her contractual obligations, is widel Why Breach of Contract May Not Be 
Immoral Given the Incompleteness of Contracts, op. cit. supra
provides explicitly for a contingency, then the moral duty to perform in that contingency is governed by 

258 Cf. FRIED, CONTRACT AS PROMISES, op. cit. supra, at 10-11. 
259  Kaplow & Shavell, Fairness versus Welfare, op. cit. supra, at 1147. 
260  See Wilkinson-Ryan & Baron, Moral Judgment and Moral Heuristics in Breach of Contract, 
op. cit. supra
that people are quite sensitive to the moral dimensions of a breach of contract); Wilkinson-Ryan and 
Hoffman, Breach is for Suckers, op. cit. supra rdinary people think that breach is morally 

-
Ryan, The Commonsense of Contract Formation, STANFORD LAW REVIEW 1
document a series of situations in which misunderstandings have limited practical repercussions, because 
even parties who believe that legal obligation is about formalities take seriously the moral obligations 
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that promises and contracts ought to be kept under any possible circumstance and 
hardship that can materialize.  

The question that requires further investigation concerns which elements present 
in breach of contract are apt to lead promisees to perceive breach as a wrong, thereby 
feeling aggrieved and consequently tempted to retaliate. The chapter seeks to identify 
those possible elements in the existing empirical literature on private retaliation and 
punishment. However, since contracts create obligations for the parties, there is the need 
to consider how the violation of the norm of keeping promises, or of the norm that pacta 
sunt servanda, interact with the reasons consistently identified in the experimental 
literature for the emergence of retaliation.  

III.B. RETALIATION AND PUNISHMENT IN EXPERIMENTS

There is presently pervasive and widespread evidence that individuals engage 
in costly and irrational punishment of others in several different types of social 
interactions. Evidence of punishing behavior is recurrently observed in public good and 

ator and ultimatum games. Individual 
behavior in these games permits the identification of some of the possible causes of
retaliatory behavior. Moreover, it shows some of the possible effects of retaliation, both 
in inducing a change in behavior of individuals subject to punishment, and in providing 
net gains or net losses of social welfare. The first subsection reviews the existing 
evidence and seeks to identify possible causes and effects of retaliation in experimental 
games. 

As explained before, retaliation to breach of contract is different from retaliation 
observed in those games. Contracts create commitment and establish an obligation to 

recurrently absent in the existing experimental evidence involving costly punishment. 
There is therefore the need to identify how those elements responsible for the emergence 
of retaliation in the absence of an obligation are also apt to induce retaliation in its 
presence, and thus in contractual relationships.  

As explained below, they indeed acquire different contours when the individual 
subject to punishment is also obliged to behave in a certain manner because she 
voluntarily and autonomously agreed and consented to the contract. The second 
subsection develops this study, which is later included as possible causes of 
aggrievement and retaliation in the traditional model of contractual behavior adopted in 
the Economic Analysis of Law, and finally subject to experimental scrutiny in the next 
chapter.
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III.B.1. Retaliation in Experimental Games 

Starting perhaps with the studies of Yamagishi and Ostrom, Walker and 
Gardner, retaliation against those that do not cooperate was always repeatedly and 
consistently observed in experiments i
games.261 In these games, individuals can either cooperate and jointly achieve a socially 
optimal outcome, or defect in order to maximize their own individual gains. When the 
possibility to retaliate and punish is introduced, individuals punish those that do not 
cooperate but rather defect and free ride on the contribution of others, thereby punishing 
socially inefficient behavior.262

Retaliation against non-cooperators has been studied at length in public good 
games. In this game, individuals can contribute any share of their endowments to the 
public good, and each contribution delivers gains of social welfare in being multiplied 
by a factor larger than one. It is therefore socially optimal to contribute to the public 
good, since that act delivers net gains of social welfare.  

individual contribution, and each member receives, in the end, only a fraction of her 
own contribution. The group is better off if all members contribute, but each member is 
better off if she does not contribute, retains her endowment for herself, and only shares 
into the contributions of the others. The individual strictly dominant strategy is not to 
contribute any amount, but rather to free ride, and this type of behavior is socially 
undesirable.263

The possibility of the members of the group to punish does not alter the 
equilibrium of the game, which is also under costly punishment not to contribute any 
amount. Punishment is costly for the individual engaging in it, and each member of the 
group is better off by not punishing those that do not cooperate, and leaving the 
implementation of punishment for the other members of the group. This is the second-
order social dilemma involved in punishment of non-cooperators, and rational 

                                                           
261 See Toshio Yamagishi, The provision of a sanctioning system as a public good, 51 JOURNAL OF 
PERSONALITY AND SOCIAL PSYCHOLOGY 110 (1986); Elinor Ostrom, James Walker & Roy Gardner, 
Covenants with and without a Sword: Self-Governance is Possible, 86 AMERICAN POLITICAL SCIENCE 
REVIEW 404 (1992). 
262 See, however, the discussion below on the existence of anti-social punishment, and how 
individuals also engage, at times, in punishment of those that cooperate. 
263  Individuals provide contributions, in the traditional public good game, halfway between the 

riding) in one-shot games or in the first periods of a repeated game (that usually consists of 10 rounds). 
Cf. John Ledyard, Public Goods: A Survey of Experimental Research, in THE HANDBOOK OF 
EXPERIMENTAL ECONOMICS 111, 121 (John Kagel & Alvin Roth eds., 1997). In a more recent meta-
analysis of public good games, Zelmer finds a slightly lower average contribution of 37%. Cf. Jennifer 
Zelmer, Linear Public Goods Experiments: A Meta-Analysis, 6 EXPERIMENTAL ECONOMICS 299, 306 
(2003). Average contributions decline over time, if the game is repeated with the same group members, 
and in the final rounds is usually close to zero. 
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individuals must anticipate that other rational individuals will never punish them in case 
they do not cooperate. Individuals that contribute but do not punish fare better than 
those that punish. Punishment is therefore not predicted to emerge according to strict 
rational theory. 

Still, punishment is pervasive and individuals consistently engage in it.264

Among the causes of retaliation and punishment of free riders, negative emotions 
toward defectors are often considered to be the proximate cause of that type of 
behavior.265 Individuals that contribute positive and sizeable amounts feel angry and 
annoyed with free riders. Still, as scholars express when advancing emotions as the 
cause of observed behavior, negative emotions are just the proximate cause; they cannot 
be the ultimate cause, since something else is responsible for the arousal of those 
negative emotions. 

The violation of an accepted social norm is proposed as the cause of punishment. 
Social norms are standards of behavior on how individuals ought to behave in a given 
situation that are based on beliefs shared by the members of a group, community, or 
society.266 The social norm underlying cooperation in social dilemmas is the norm of 
conditional coopera
also cooperate, whereas the defection of others is a legitimate excuse for individual 
defection. The norm is violated if an individual defects even though the other group 
members cooperated 267 The violation of that norm, or of the belief that individuals 
ought to cooperate when others cooperate, triggers the arousal of negative emotions that 
may lead one to retaliate.  

sible 
for a loss of social welfare. It is inefficient not to contribute and to free ride in a public 

dilemma. Therefore, the ultimate cause of punishment of those that violate the social 
norm of conditional cooperation may lie in the loss of welfare that deviating behavior 
causes. As explained below, punishment of breach of contract may be caused by the 
social inefficiency of breach, and in this case, it is only expected to emerge when breach 
is, in the realized circumstances, indeed socially inefficient. 

                                                           
264 Cf. Ernst Fehr & Simon Gächter, Cooperation and Punishment in Public Goods Experiments,
90 AMERICAN ECONOMIC REVIEW 980 (2000); Fehr & Gächter, Altruistic punishment in humans, 415 
NATURE 137 (2002). 
265 Cf. Fehr & Gächter, Altruistic punishment in humans, op.cit. supra,
cause strong negative emotions among the cooperators and these emotions, in turn, may trigger their 
willing Emotion expression in human 
punishment behavior, 102 PROCEEDINGS OF THE NATIONAL ACADEMY OF SCIENCES 7398 (2005); Astrid 
Hopfensitz & Ernesto Reuben, The Importance of Emotions for the Effectiveness of Social Punishment,
119 ECONOMIC JOURNAL 1534 (2009).   
266 See Ernst Fehr & Urs Fischbacher, Social Norms and Human Cooperation, 8 TRENDS IN 
COGNITIVE SCIENCES 185, 185 (2004). 
267 Id. at 186. 
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The behavioral effect of costly punishment is to induce cooperation and to deter 
defection and free riding. Differently from strict rational choice predictions, individuals 
anticipate irrational retaliation and the losses they will suffer by punishment. The 
possibility of costly punishment largely increases contributions of individuals and leads 
to the achievement and maintenance of very high or almost full cooperation by the 
members of the group.268

dilemmas.269 Other forms of punishment, such as threats of expulsion from the group 
(ostracism) have been also been found to increase contributions to almost 100%.270

The welfare effect of punishment and retaliation was subject to different 
experiments in the most recent literature. Punishment has its own social costs. 
Whenever there is defection or free riding and punishment is implemented, the 
individual retaliating bears the cost of retaliation and its victim suffers the loss from 
punishment. These are social losses, and they are responsible for a decrease in social 
welfare, and must be weighed against the welfare gains from higher cooperation in order 
to assess its net welfare effect. 

Experimental evidence that considered both the welfare gains of retaliation in 
inducing socially desirable behavior and its social costs commonly find a total net 
negative ma games.271

welfare is further reinforced by the presence of anti-social punishment. Individuals may 
punish socially undesirable behavior, but they may also punish those that are simply 
doing better than themselves or that are undertaking actions they personally do not agree 
with, or personally do not believe are morally required. Hermann, Thöni and Gächter 
developed an empirical study in different societies and found that the presence of anti-

                                                           
268 Cf. Fehr & Gächter, Cooperation and Punishment in Public Goods Experiments, op. cit. supra;
Fehr & Gächter, Altruistic punishment in humans, op. cit. supra. Moreover, when subjects can choose 
more freely how much to punish, the result is that the less one contributes, the higher the average 
punishment received. See Nikos Nikiforakis & Hans-Theo Normann, A Comparative Statics Analysis of 
Punishment in Public-good Experiments, 11 EXPERIMENTAL ECONOMICS
are more severely punished the lower their contribution is compared to that of the
269 See Dreber et al., Winners don’t Punish, op. cit. supra (punishment indeed induces quite higher 

270 See Matthias Cinyabuguma, Talbot Page & Louis Putterman, Cooperation under the Threat of 
Expulsion in a Public Goods Experiment, 89 JOURNAL OF PUBLIC ECONOMICS 1421 (2005).  
271 Cf. Elinor Ostrom, James Walker & Roy Gardner, Covenants with and without a Sword: Self-
Governance is Possible, 86 AMERICAN POLITICAL SCIENCE REVIEW 404 (1992) (sanctions alone, in the 
absence of covenants, decrease group earnings because of the costs of sanctioning); Martin Sefton, Robert 
Shupp & James Walker, The Effect of Rewards and Sanctions in Provision of Public Goods, 45 
ECONOMIC INQUIRY 671 (2007) (direct costs of sanctioning outweigh the beneficial effect of increased 
contributions); Martijn Egas & Arno Riedl, The Economics of Altruistic Punishment and the Maintenance 
of Cooperation, 275 PROCEEDINGS OF THE ROYAL SOCIETY BIOLOGICAL SCIENCES 871 (2008) (altruistic 
punishment leads to an overall loss individual and group welfare); Anna Dreber et al., Winners don’t 
Punish, op. cit. supra, (while punishment increased cooperation, it did not increase average payoff). An 
exception is Simon Gächter, Elke Renner & Martin Sefton, The Long-Run Benefits of Punishment, 322 
SCIENCE 1510 (2008) (punishment decreased welfare in a public good game repeated 10 times, but 
increased welfare when the game was repeated 50 times). 
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social punishment is pervasive. Moreover, the higher the rate of anti-social punishment 
in a society, the lower the increase in cooperation induced by the possibility to punish.272

The possibility to punish those that engage in anti-social punishment reduces 
this type of behavior, but yet again creates second-order inefficiency, and was found 
not to enhance welfare.273 Only when punishment is implemented collectively, and 
when members of the group manage to reach an agreement on whether to punish, is 
anti-social punishment rarely observed.274

costly and irrational punishment is pervasive, and that it is most often directed against 
those that behave in socially undesirable manners, not taking the actions that would lead 
to a maximal welfare (although not always, as in case of anti-social punishment). It has 
its beneficial effect of inducing cooperation and in creating the associated gains of 
welfare, but it also has its own costs, given by the losses incurred by the person that 
punishes and by the person that suffers punishment. Existing evidence attests that the 
costs of punishment most often outweigh its benefits. Decentralized, private punishment 
of non-cooperators can hence rarely benefit the group, community, or society. 

Moreover, retaliation is not restricted to social dilemmas and not induced only 
by deviations from a norm of conditional cooperation and by socially inefficient 
behavior. Perceived unfairness in the behavior of others is also well apt to induce 
aggrievement and resentment, and to lead individuals to retaliate. This type of behavior, 
or retaliation to perceived unfairness, has also been extensively studied in experiments. 

Retaliation to perceived unfairness is observed in the behavior of subjects in 
ultimatum games. In the ultimatum game, a player (the proposer) offers to another 
player (the responder) a stake in an amount given by the experimenter, and the offer is 
not negotiable (being therefore an ultimatum).275 If the responder accepts the offer, each 
player earns the amount corresponding to offer of the proposer. If the responder rejects 
the offer, then they both go empty-handed.  

Rejections of strictly positive offers in the ultimatum game are a form of costly 
punishment, since the receiver sacrifices the offered amount (that she would earn) in 

                                                           
272 See Benedikt Herrmann, Christian Thöni & Simon Gächter, Antisocial Punishment across 
Societies, 319 SCIENCE 1362 (2008) (the higher antisocial punishment in a society, the lower the rate of 
increase in cooperation). 
273 Cf. Matthias Cinyabuguma, Talbot Page & Louis Putterman, Can Second-Order Punishment 
Deter Perverse Punishment?, 9 EXPERIMENTAL ECONOMICS 265 (2006). 
274 Cf. Nynke van Miltenburg et al., Implementing punishment and reward in the public goods 
game: the effect of individual and collective decision rules, 8 INTERNATIONAL JOURNAL OF THE 
COMMONS (2014) (noting how reaching an agreement between the members of the group on punishment 
was scarce). 
275  Werner Güth, Rolf Schmittberger & Bernd Schwarze, An Experimental Analysis of Ultimatum 
Bargaining, 3 JOURNAL OF ECONOMIC BEHAVIOR & ORGANIZATION 367 (1982). 



60_Edle BW Mittlaender.job

103
 

order to impose a loss on the proposer (equal to the amount the proposer would earn).276

On average, proposers offer around 40% of the amount at stake and keep 60% to 
themselves (with a modal offer of 50%).277

to accept any strictly positive offer, irrespective of how low or unfair it is. Preferences 
are non-satiable and money is a good, and therefore earning something is always better 
than earning nothing. When faced with an unfair division of the stake, however, 
responders very often reject low, although positive offers, punishing what they perceive
as unfair.278

This behavior is pervasive across societies and cultures. It is observed among 
students that are normally used as participants in laboratory experiments, but also 
among other different types of participants, and occurs when the amount at stake is low 
but also when it is very high.279 Although it is present in all countries and continents,280

and in the most different native tribes and communities from Peru to Mongolia and from 
Tanzania to Papua New Guinea, it is worth noting that average rates of rejection 
(punishment) vary across those.281

The cause of punishment in ultimatum games is not the violation of the norm of 
conditional cooperation, as mentioned above, since the ultimatum game does not 
involve cooperation. There is no welfare gain from offering a higher share of the 
endowment. This act is pure redistribution, and redistribution, by itself, does not 
increase social welfare.  

The social norm that is violated, in ultimatum games, by low offers is a norm of 
fairness. Low offers are perceived by individuals as unfair and induce feelings of 

                                                           
276  Fehr & Gächter, The Nature of Human Altruism, op. cit. supra

277 Cf. Werner Güth & Reinhard Tietz, Ultimatum Bargaining Behavior: A Survey and Comparison 
of Experimental Results, 11 JOURNAL OF ECONOMIC PSYCHOLOGY 417 (1990); Colin Camerer & Richard 
Thaler, Anomalies: Ultimatums, Dictators and Manners, 9 JOURNAL OF ECONOMIC PERSPECTIVES 209 
(1995); Alvin Roth et al., Bargaining and Market Behavior in Jerusalem, Ljubljana, Pittsburgh, and 
Tokyo: An Experimental Study, 81 AMERICAN ECONOMIC REVIEW 1068 (1991). 
278 See, e.g., COLIN CAMERER, BEHAVIORAL GAME THEORY 43-44, 48-55 (Princeton: Princeton 
University, 2003) (reviewing the existing experimental evidence). 
279 See Lisa Cameron, Raising the Stakes in the Ultimatum Game: Experimental Evidence from 
Indonesia, 37 ECONOMIC INQUIRY 47 (1999) (endowment equivalent to three months wages); Robert 
Slonin & Alvin Roth, Learning in High Stakes Ultimatum Games: An Experiment in the Slovak Republic,
66 ECONOMETRICA 569 (1998) (endowments ranging from 60 to 1500 Slovenian crowns). With much 
higher stakes, however, individuals reject offers with a slightly lower probability, and participants are 
somehow less willing to reject unfair offers 
280 See Hessel Oosterbeek, Randolph Sloof & Gijs van Kuilen, Cultural Differences in Ultimatum 
Game Experiments: Evidence from a Meta-Analysis, 7 EXPERIMENTAL ECONOMICS 171 (2004) (finding 
no statistically significant difference between continents and countries, with the sole exception of 
Western U.S.A., where participants rejected offers with a quite lower frequency).  
281 See Joseph Heinrich et al., In Search of Homo Economicus: Behavioral Experiments in 15 Small-
Scale Societies, 91 AMERICAN ECONOMIC REVIEW 73 (2001). 
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aggrievement and negative emotional arousal in the responder, thereby leading the latter 
to retaliate and punish the proposer.282

The behavioral effect of retaliation driven by the perceived unfairness is to 
induce proposers to offer higher, fairer amounts to the responder. A comparison 
between average offers in ultimatum games with average offers in dictator games shows 
how the possibility of punishment induce some change in behavior. In dictator games, 
the responder does not have any possibility to reject the offer, and thus to punish 

punishment by the responder. The result is that, instead of an average offer of around 
40% of the amount at stake, proposers offer around 28% of the amount when they 
cannot be punished.283

Still, individuals may not feel obliged to share anything with a stranger. In 

own resources with unrelated individuals. In contractual relationships, in contrast, as 
argued below, fairness is expected to acquire a very different role, for the individuals 
bound by the contract are not strangers to each other anymore. Moreover, unfairness in 
breach of contract arises through the commitment of a wrong, the wrong in breaking 
promises and contracts, and is thus expected to acquire a prominent role in inducing 
retaliation by the promisee.  

The welfare effect of retaliation against perceived unfairness is to lower overall 
social welfare. Whenever the proposer offers an amount perceived as unfair by the 
responder, and the responder retaliates, both parties lose the entire amount at stake, and 
thereby do not maximize social welfare. While apt to induce fairer offers, retaliation, 
whenever implemented, decreases total social welfare. 

Evidence from ultimatum and dictator games reveals that individuals retaliate 
against unfairness, because in those games there is no gain from cooperation to be 
achieved and no socially inefficient behavior to be punished. Retaliation induces fairer 
offers, but cannot bring about an overall gain of welfare. Its welfare effect is then solely 
negative, although it can induce fairer offers.  

                                                           
282  Different models of social preferences consider unfairness, understood as inequality, in the 
utility of individuals, and predict that individuals that in effect have that type of preference will at times 
retaliate when faced with inequality. See Ernst Fehr & Klaus Schmidt, A Theory of Fairness, Competition 
and Cooperation, 114 QUARTERLY JOURNAL OF ECONOMICS 817 (1999) (modeling disutility from 
payoff-inequality when individuals compare their earnings with the earnings of each other individual 
separately) and Gary Bolton & Axel Ockenfels, ERC: A Theory of Equity, Reciprocity, and Competition,
90 AMERICAN ECONOMIC REVIEW 166 (2000) (same, but where each individual compares her own payoff 
with the average payoff of other individuals in a relationship). 
283 See Christoph Engel, Dictator Games: A Meta Study, 14 EXPERIMENTAL ECONOMICS 583 (2011) 
(considering 129 different articles and 616 reported or constructed treatments, Engel estimates an average 
transfer of 28.35% of the pie in calculating a grand mean, and 28.3% in implementing a random-effects 
meta-analysis; the author carefully excluded all studies that gave any kind of power to the receiver 
precisely because of the fact that, in doing so, those experiments come close to ultimatum games). 
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In general, across 15 different societies studied by Joseph Heinrich and co-
authors, estimates of rates of rejection in ultimatum games range from 15% to 60%, and 
deliver substantial variability across societies and across how unfair and unequal the 
offer was. On average, 56.5% of responders plainly rejected most unfair offers of only 
10% of the pie, and the lower and unfair the offer, the higher the rate of rejection.284

The question that remains concerns whether individuals retaliate to unfair offers 
because of their expectations, or because of the inequality of the result. 

Elizabeth Hoffman and co-authors developed different experiments presenting 

Proposers in ultimatum games offer lower shares when they earn the right to be in that 
position by a contest (a general knowledge quiz) and hence when one party had an 
entitlement.285 Responders, however, did not punish depending on whether the 
entitlement was earned or not.286 The authors hence argue that proposers offered on 
average less when entitled to be a proposer because they anticipate (correctly) that 
responders are more willing to accept lower offers (and hence to refrain from punishing) 
when the proposer was entitled to be in that position.287

This evidence thus suggests that entitlements  and the expectations they induce 
in subjects  lead to a change in behavior. Other studies attest how responders in the 
ultimatum game are more prone to reject unfair offers when primed with expectations 
of fairness.288 Individuals bound by contract are capable of feeling entitled to a certain 
course of action, and their reactions to perceived unfairness are expected to differ when 
they feel entitled to the outcome of promised performance than when they do not have 
such promissory expectations.   

Individuals punish deceptive actions, and observed rates of costly punishment 
were twice as high when the subject had received a previous deceptive message from 

                                                           
284 See Joseph Heinrich et al., Costly Punishment Across Societies, 312 Science 1767, 1769 (2006). 
285 See Elizabeth Hoffman & Matthew Spitzer, Entitlements, Rights and Fairness: An Experimental 
Examination of Subjects Concepts of Distributive Justice, 15 JOURNAL OF LEGAL STUDIES 254 (1985) 
(reporting substantially lower average offers when the proposer earned the right to be in that position 
than under random assignment); Elizabeth Hoffman et al., Preferences, Property Rights, and Anonymity 
in Bargaining Experiments, 7 GAMES AND ECONOMIC BEHAVIOR 346 (1994) (similar findings, also 
reporting lower average offers when the game was presented in a sale context than when presented as a 
divide context). 
286  Elizabeth Hoffman et al., Preferences, Property Rights, and Anonymity in Bargaining 
Experiments, 7 GAMES AND ECONOMIC BEHAVIOR 346 (1994). 
287 Id.
offers as we shifted treatments eliciting lower offers. It is therefore appropriate to say that in these 
treatments the self-interests of first movers were served not only in offering less, but also in their 

See also Elizabeth Hoffman, Kevin 
McCabe & Vernon Smith, On Expectations and the Monetary Stakes in Ultimatum Games, 25 JOURNAL 
OF GAME THEORY 289 (1996) (similar findings but with quite higher stakes of 100 dollars). 
288  Alan Sanfey, Expectations and Social Decision-Making: Biasing Effects of Prior Knowledge on 
Ultimatum Responses, 8 MIND & SOCIETY 93 (2009). 
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the other one before than in the absence of a deceptive message.289 Part of this behavior 
can be explained by the part
emotions, but the majority of participants still punish and reject unfair offers even when 
they could express their feelings through a separate channel.290 The desire to express 
negative feelings and emotions cannot hence explain, by itself, why subjects punish at 
a personal cost. 

Sanfey and co-authors associated punishment through rejection of unfair offers 
in ultimatum games with increases in activity in areas of the brain that are traditionally 
associated with feelings of anger and disgust (the anterior insula).291 They thereby 
interpreted their results as providing evidence that anger motivates costly punishment, 
and their hypothesis received further support in subsequent studies.292

De Quervain and co-authors argue distinctively that punishment is rewarding. 
They deliver evidence that individuals derive satisfaction from punishment, and that 
most people seem to feel bad if they observe that norm violations are not punished, 

and they seem to feel relief 293 They 

punishment of those that did not reciprocate trust. Their different treatments distinguish 
between situations where the trustor could  (i) have a desire and opportunity to punish, 
(ii) have a desire to punish but not the opportunity to do so (because the possibility to 
punish was symbolic and did not impose material harm), and (iii) not even have desire 
to punish (because she knew that the decision to punish would be randomly 
implemented by the computer). In the last two (when the trustor could not effectively 
punish, or could not feel a desire to punish), punishment could not deliver personal 
satisfaction to the trustor. In those treatments where subjects could desire punishment, 
brain regions associated with the processing of rewards were activated, delivering 

relief and satisfaction to the punisher.294

                                                           
289  Jordi Brandts & Gary Charness, Truth or Consequence: an Experiment, 49 MANAGEMENT 
SCIENCE 116 (2003). 
290 See Erte Xiao & Daniel Houser, Emotion Expression in Human Punishment Behavior, 102 
PROCEEDINGS OF THE NATIONAL ACADEMY OF SCIENCES 7398 (2005) (rates of rejection in ultimatum 
games were lower when participants responders could express their feelings through other channels). 
291  Alan Sanfey et al., The Neural Basis of Economical Decision-Making in the Ultimatum Game,
300 SCIENCE 1755 (2003). 
292 See Elise Seip, Wilco van Dijk & Mark Rotteveel, Anger Motivates Costly Punishment of Unfair 
Behavior, 38 MOTIVATION AND EMOTION 578 (2014) (participants experiencing induced anger punished 
more often in public good and sequential trust games). When investigating whether individuals punish in 
order to deter future offenses or to impose punishment upon a moral wrong committed, Carlsmith et al. 
found that punishment was almost exclusively driven by the just deserts rationale, and not by the 
deterrence rationale. See Kevin Carlsmith, John Darley & Paul Robinson, Why Do We Punish? 
Deterrence and Just Deserts as Motives for Punishment, 83 JOURNAL OF PERSONALITY AND SOCIAL 
PSYCHOLOGY 284 (2002). 
293  Dominique de Quervain et al., The Neural Basis of Altruistic Punishment, 305 SCIENCE 1254, 
1254 (2004). 
294 Id. Moreover, the study distinguished between the costly and costless punishment. When 
punishment is costly, the trustor faced a trade-off between the monetary costs of punishment and the 
personal satisfaction to be achieved after punishment is implemented, therefore after taking that decision. 
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Singer and co-authors consistently found that men experience increased 
activation of the reward circuitry of the brain when they saw participants that have 

physical stimuli.295 Moreover, less equal offers are rejected more often than fairer offers 
in ultimatum games implemented in several human populations.296 Claudia Civai, based 

inequality, even when it means sacrificing available resources, could be interpreted as 
a default response that occurs when there is no other reason to choose otherwise. 297

III.B.2. Retaliation to Breach of Contract 

 Contractual relationships, as detailed above, involve the norm of keeping 
promises or the norm that contracts should be kept. It entitles parties to the promised 
and contracted performance. This entitlement 
dilemma games, as well as in dictator and ultimatum games. Individuals may well 
expect, in those games, other group members to cooperate and to offer fair shares; there 
is not, however, any norm that requires others to do exactly what they voluntarily and 
autonomously undertook to do.  

Individuals have expectations to earn something in those games, but they are 
entitled neither by morality nor by law to receive what they expect. One may expect 
others to cooperate because of the norm of conditional cooperation, or expect others to 
offer fair shares because of the fairness norm. They may well feel angry and 

                                                           
Dealing with that trade-off requires integrating two distinct cognitive processes, consisting in weighting 
costs and anticipated satisfaction. Their results show that brain regions associated with that integrative 
operation were activated when punishment was costly, but not when it was costless, presenting evidence 
that punishing is a goal-directed, rewarding behavior.  
295  Tania Singer et al., Empathic Neural Responses are Modulated by the Perceived Unfairness of 
Others, 439 NATURE 466 (2006). 
296 See Joseph Heinrich et al., Costly Punishment Across Societies, 312 SCIENCE 1767 (2006). 
297  Claudia Civai, Rejecting Unfairness: Emotion-driven Reaction or Cognitive Heuristic?, 7 
FRONTIERS IN HUMAN NEUROSCIENCE ARTICLE 126, 3 (2013) In conclusion, our findings support an 
account that considers the rejection of inequality as a cognitive heuristic, a psychological anchor, which 
is a useful starting point that can be easily adjusted when salient contextual cues enter the environment 

See Claudia Civai et al., Are irrational reactions to unfairness truly 
emotionally-driven? Dissociated behavioural and emotional responses in the Ultimatum Game task, 114 
COGNITION 89 (2010) (mechanisms different than negative emotions can better explain rejections in the 
ultimatum game, as for example inequality-aversion); Claudia Civai et al., Equality versus self-interest 
in the brain: Differential roles of anterior insula and medial prefrontal cortex, 62 NEUROIMAGE 102 
(2012) (proposing that the default social norm is equal treatment, and that rejection of unfair offers 
reflects the effort to overcome the default rule of equal treatment in favor of individual benefits); Claudia 
Civai, Raffaella Rumiati & Aldo Rustichini, More equal than others: Equity norms as an integration of 
cognitive heuristics and contextual cues in bargaining games, 144 ACTA PSYCHOLOGICA 12 (2013) 
(similar). 
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disappointed when the other does not live up to their expectations. Still, these are only 
expectations, and not promissory expectations, for the other never promised and 
contracted that she would cooperate in the social dilemma and never promised or 
contracted that she would offer any specific amount in the bargain. 

 Retaliation to breach of contract, on the other hand, often involves those same 
elements present in non-contractual relations. Independent of contractual commitment, 
it is often socially inefficient to break a promise and a contract just as it is socially 
inefficient to free ride and to defect: neither is the socially optimal course of conduct. It 
is also often unfair to breach a contract and to retain all the profits from breach for 
oneself, just as it is unfair to retain all the amount at stake: neither is necessarily 
perceived as a fair act.  

While these elements acquire a different character in contracts, as detailed 
below, they provide reasons and motives for promisees to feel aggrieved and tempted 
to retaliate against the promisor in breach. Additionally, when individuals are bound to 
each other by a contractual obligation, then they may feel entitled to receive exactly 
what they bargained for. This legitimate entitlement that derives its fundament of 
validity from an autonomous and voluntary promise is absent in the games above. It 
however provides another possible cause for retaliation to breach of contract. 

Firstly, when the promisor breaches a contract, the promisee does not receive 
what she was entitled to receive. In public good games, it is uncertain what each 
individual expects to earn in the interaction, and different individuals may expect to 
earn, when making their contributions, very different amounts. In contractual relations, 
in contrast, each party can expect to earn exactly what she bargained for. The contractual 
party thus loses not only expected gains, but also promised and contracted gains. The 
norm that prescribes that one ought to keep promises and ought to respect contracts 
specifies an action that ought to be taken by the promisor because of the promise. The 
promisee is therefore entitled to receive the promised performance, or, at least, its 
monetary equivalent.  

The promisee that does not receive what she legitimately understands as her 
entitlement feels harmed, and a person that believes she was unjustly harmed feels, as 
advanced by Jon Elster, anger.298 The action tendency of a person that feels anger is to 
cause suffering on the person responsible for it.299 In other words, she will tend to 
retaliate and punish the one that created the harm, i.e. the contract-breaker. 

The question that remains, in breach of promise and contract, is whether pure 
loss of expectancy is perceived by promisees as a harm and injury, leading the victim to 
feel anger and to engage in retaliation to an act that cause no more than loss of 
expectancy. As mentioned by Fuller and Perdue, losing something one does not have, 

                                                           
298  Jon Elster, Indeterminacy of Emotional Mechanisms, in ANALYTICAL SOCIOLOGY AND SOCIAL 
MECHANISMS 53 (Pierre Demeulenaere ed., Cambridge, Cambridge University 2011). 
299 Id. at 57. 
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but only would earn from performance of the promise, cannot be immediately equated 
to a harm.300 It is rather an empirical question of whether promisees perceived it as a 
harm capable of inducing retaliation. 

 Secondly, breach of contract is, at times, socially undesirable from a welfare 
point of view. Breach can be either socially efficient or inefficient in any given 
contingency. When the costs of performance are higher than its gains, then performance 
is socially inefficient and undesirable. In contrast, when the costs of performance are 
lower than its gains, then performance is socially efficient and desirable, and is the 
action that maximizes the welfare of the group, or of the parties to the contract.  

Punishment of socially inefficient breach of contract is therefore similar to 
emma or of free riding in a public good game. 

It is, however, socially undesirable behavior that does not provide for a maximal welfare 
only in certain contingencies. If individuals feel aggrieved because the promisor did not 

ts when making her decision to perform, then the fact that 
breach was socially inefficient may lead to retaliation in contingencies where 
performance is socially efficient, but not in those where it is not. 

The action of not undertaking the socially optimal course of conduct does not 
depend on the presence of promissory commitment. Not doing so when one was obliged 
to perform might be perceived as a different, more serious wrong. It involves disrespect 

ne voluntarily and autonomously 
entered into. As argued by Charles Fried, those that are bound by mutual promises stand 

obligation to share unexpected benefits and losses in the case of an accident in the 
301 The empirical question that remains is whether individuals 

retaliate more to inefficient behavior when inside a promissory relationship then in its 
absence. 

 Thirdly, breach of contract can cr
and is an act that can be perceived as unfair by the victim. Unfairness in breach of 
contract, however, is quite different from unfairness in ultimatum and dictator games. 
In those games, parties never agreed or consented to undertake any specific actions. 
There is no previous agreement between the involved individuals, as there is in any 
contractual relationship.  

 In this respect, it is crucial to note that unfairness in breach of contract concerns 
inequality from breach and not inequality from performance. One party may well 
capture most of the gains from the transaction in the negotiation of the contract, and 
contract for a price that is much more advantageous for herself than for the other party. 
If the contract is performed, the resulting distribution of gains from trade will be 
                                                           
300 See Fuller & Perdue, The Reliance Interest in Contract Damages, op. cit. supra In 
actuality the loss which the plaintiff suffers (deprivation of the expectancy) is not a datum of nature but 

301  FRIED, CONTRACT AS PROMISE, op. cit. supra, at 72-73. 
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unequal: one party will capture most of the gains. This is not, however, inequality from 
breach. It is rather inequality from performance, caused by unequal bargaining power, 
and concerns the questions of what is a fair price and the adequacy of consideration. It 
is not what is meant by inequality from breach. 

 Inequality from breach of contract arises only in case one party does not keep 
her part of the deal, independent of how fair the deal was. It is not defined with respect 
to a fair distribution of the possible gains from the transaction, but rather only with 
respect to the realized distribution after breach. The wrong in question that may lead to 
retaliation is breach of contract. In case of performance of the contract, it is not 
consubstantiated.

if the implemented outcome is very unequal, then the resulting inequality concerns 
inequality that the parties consented and agreed to in the negotiation of the price. 
Inequality from breach, in contrast, does not depend on how the gains from trade are 
divided through the negotiated price. It depends, on the contrary, on the reasons that 
lead the promisor to breach.  

When the promisor breaches in order to avoid incurring absolute losses from 
performance, then the promisor earns nothing while the promisee receives nothing, and 
breach leads to an equal outcome. When faced with a spike in costs of production that 
would lead to high losses in producing the good promised to the buyer, the seller that 
does not produce the good and does not deliver it to the promisee earns nothing, 
avoiding the consubstantiation of inequality by breaching the promise.  

In contrast, when the promisor breaches to profit from a higher outside offer, 
then the promisor earns something by breaching while the promisee does not receive 
what she was promised and earns, in the absence of damages, nothing. Consequently, 
the resulting distribution is unequal. In this case, the promisee might understand the 
action as unfair and feel tempted to retaliate. 

Promisees may understand that breaches to profit from a substitutive transaction 
 own wrong. It is not 

wrong, on the other hand, to profit from a deal, as long as one keeps her word, for there 
is nothing wrong in buying or selling something for a good and advantageous price. 
Breaching a promise is, for many individuals, perceived as wrong.302 Doing so to 
achieve higher profits, in contrast, is another wrong. The empirical question that 
remains is whether promisees retaliate more to inequality from breach of promise than 
against inequality in the absence of a promise. 

                                                           
302 See the empirical literature attesting that individuals perceive breach as wrong supra n.111. 
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III.C. RETALIATION IN THE CONTRACTUAL MODEL

 Consider the relationship between a promisor (seller) and a promisee (buyer) to 
a wholly executory contract, i.e. a contract where both parties must perform in the 
future. The seller must incur costs to deliver performance while the buyer must make 
the payment of the price. Both parties exchange promises to perform the actions 
necessary to implement the future transaction, and agree on the object, date of delivery, 
and price. The seller promises to produce and deliver the good to the buyer at the agreed-
upon date and the buyer promises to make the payment of the price at that same date. 
Both parties thereby undertake an obligation to perform in the future in order to 
implement the desired, mutually profitable transaction. 

 Given the necessary lapse of time between the agreement and the time when 

variations according to the realized state of the world. The analysis focuses on this risk 
rather than other circumstances that may change. Parties know the possible 
contingencies and their probabilities of occurrence, but the contract is incomplete and 
does not condition on all possible contingencies, for any of the reasons discussed in the 
second chapter.303

The promisee promises to pay upon delivery, and her valuation of performance 
does not depend on the realized state. Therefore, whenever the promisor performs, it is 
a strictly dominant strategy for the promisee to make payment in order to receive the 
promised performance, since the promisee necessarily values performance more than 
the price.304 Further standard assumptions include: parties are not able to renegotiate the 
price, face no wealth constraints, information is symmetric and buyers are indifferent 
between receiving performance as promised and the monetary equivalent of their 
valuation of performance. All these assumptions are standard assumptions in models of 
contractual behavior developed by the Economic Analysis of Law.305

 The timeline of events is resumed in figure III.1 below: 

                                                           
303  At the time of negotiating an agreement, parties most often depart from the assumption that the 
other party will perform, and thereby are much more likely to agree on the terms of performance rather 
than on what would be the consequences of default and breach in possible contingencies. Parties bargain 
for performance and not for a remedy, and if bargaining for a remedy becomes central, then parties will 

unwillingness to perform. See e.g. Melvin Eisenberg, The Limits of Cognition and the Limits of Contract,
47 STANFORD LAW REVIEW 211, 227 (1995). 
304  Otherwise the promisee would not have entered the contract in the first place, implying that 
trade was not mutually profitable ex ante. 
305 Cf. Kaplow & Shavell, Fairness versus Welfare, op. cit. supra, at 1118-19, 1130-31. 
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Figure III.1. Timeline of events 

     Date 1           Date 2   Date 3               Date 4  

Agreement stage Resolution of risk         Performance stage Enforcement stage 

_____|_________________|__________________|__________________|________ 

   Parties meet Nature draws the      Promisor decides to Promisee can, if the 
   and exchange contingency,      perform or breach; promisor breaches, 
   promises determining the      Promisee pays in retaliate, claim 

      case of performance damages, or both  

At date 1, parties enter into the contract and thereby undertake obligations to 
perform at the future date 3 by exchanging promises given with consideration. At date 
2, Nature draws the state of the world  from the compact set  and determines the 

 of the good 
and on the net gains  from a substitutive transaction possible only through breach. 
At date 3, the seller makes the decision to perform or to breach, represented by , with 

 equal to unit in case of performance. At date 4, and only in case of breach 
by the seller, the buyer receives damages for breach  and decides to retaliate or not 
against the seller in breach, represented by , which is equal to unit in case of 
retaliation. 

The different possible contingencies involving either an increase in costs of 
production  or a more profitable outside option  distinguish between the 

-
for the perceived unfairness in breach of contract, as explained and detailed below.306 It 
serves to distinguish between breaches that avoid the creation of inequality (and that 
can be perceived as fair) from breaches that create inequality (and that can be perceived 
as unfair), respectively.  

Moreover, the increase in costs of production or the outside offer can result in 
costs of performance being lower than the valuation of performance for the promisee, 
in which case performance is socially efficient, and would still create a gain of social 
welfare. Alternatively, the increase in costs of performance can be high enough to 
render performance socially inefficient.  

In case of breach by the promisor, the promisee can react
by personally retaliating against the promisor in breach and by legally enforcing the 
contract, thereby claiming the available remedy for breach. Through private retaliation, 

                                                           
306 See Eisenberg, Actual and Virtual Specific Performance, The Theory of Efficient Breach, and 
the Indifference Principle in Contract Law, op. cit. supra
present the theory of efficient breach in very generalized terms, the theory can only be understood and 

The
Disgorgement Interest in Contract Law, op. cit. supra, at 571 (similar). 



65_Edle BW Mittlaender.job

113
 

the promisee must incur costs in order to impose a loss upon the promisor in breach, 
that is, she can engage in costly punishment of the promisor. In case of expectation 
damages for breach, legal enforcement of the contract implements a transfer of 
resources from the promisor in breach to the breachee, where the amount transferred 
depends on the measurement of damages prescribed by the law. 

 Let  and 

 is the contract price; 

discussed below);  

  is an individual parameter representing the monetary equivalent of the 

eliminate one unit of aggrievement); 

 is the amount of losses imposed by the promisee upon the promisor at 
own costs ; and 

 is the amount of damages for breach claimed by the promisee and paid 
by the breacher. 

307

   (III.1) 

 The seller earns, in case of performance of the contract ( ), the promised 
price minus the costs of production of the good. In case of breach ( ), the seller 
earns net gains  from any substitutive transaction (if existent) but pays damages for 
breach  to the buyer and bears the losses  from retaliation. 

    (III.2) 

                                                           
307  The model departs from Hart & Moore, Contracts as Reference Points, op. cit. supra, but relies 

aggrievement in contractual breach and in (ii) endogenizing the effect of remedies for breach, absent in 

related, and do not analyze, in their model, how moral understandings interact with the behavioral 
tendency to retaliate to breach. They rather assume that promisees will shade on performance whenever 
they do not receive what they felt entitled to, what is determined by the ex ante contract signed by the 
parties at date 1. Their focus, consonantly, was neve
the contract is to embody and anchor entitlements, the fact that the contract is legally binding is perhaps 
of secondary importance. Much of our analysis goes through if the contract is viewed as a nonbinding 

Id. at 12. 
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 The buyer earns, in case the seller performs and delivers the good, her valuation 
of the good minus the price paid for it. In case the seller breaches and does not deliver 
the good, the buyer earns damages for breach  but bears experienced aggrievement 
from breach  that she will attempt to minimize by punishing the seller in breach, as 
explained below.  

 The seller will rationally decide to perform if and only if her individual gains 
from performance are higher than her individual gains from breach, or according to the 
following rule: 

 which corresponds, after substituting from equation (III.1), to 

     (III.3) 

 The seller will perform as long as net gains from performance, given by the price 
 paid by the buyer minus costs of production , are larger than net gains from 

breach, given by the net gains from a substitutive transaction  minus losses  from 
private retaliation and  from the payment of damages.  

Private retaliation, just as damages for breach, can induce performance by the 
seller. They both impose costs on breach, making breach less profitable and 
performance more attractive. They are therefore different enforcement mechanisms that 
can both induce performance of the contract, both serving to make promisors keep their 
word.

Under expectation damages, damages for breach are measured by the 
. The seller will then perform 

as long as overall gains from performance are larger than the overall gains from breach, 
according to the following rule: 

   

 which is given by, after simplifying,    

     (III.4) 

This corresponds to the well-known result from the literature that states that 
expectation damages induce breach if and only breach is socially efficient, but not 
otherwise (and, conversely, induce performance if and only if performance is socially 
efficient). The seller will perform, under expectation damages, if and only if overall 
gains from performance  are positive and higher than the losses from 
retaliation. The model, moreover, explicitly distinguishes between the overbidder and 
loss-avoidance paradigms, and endogenizes the loss from retaliation as capable of 
deterring breach.  
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The buyer, on her turn, will decide to retaliate in order to maximize her own 
utility (or, equivalently, to minimize the utility loss from experienced aggrievement), 
and will do so according to the following rule: 

    (III.5) 

 The buyer will retaliate against the seller in breach if and only if her utility gains 
from retaliation are higher than her utility loss from retaliating, given by the costs of 
retaliation . This is leaving an unfair act unpunished 

308

The victim of breach will then, in the absence of a public remedy for breach, attempt to 
minimize her own experienced aggrievement by private acts of retaliation, and will do 
so only if she has the power and means to do so, captured by the costs of retaliation 

.

In case it is individually optimal for the promisee to retaliate (to minimize the 
utility loss from experienced aggrievement), then the buyer bears the costs of retaliation 

 and possible further remaining aggrievement . In the opposite case, 
where it is not optimal for the promisee to retaliate, given the costs she must incur to do 
so, then the buyer bears in equilibrium all aggrievement  but incurs no 
personal cost from retaliation. In this case, the victim 

 Damages for breach are apt to reduce, in equation (III.5), retaliation by 
providing legal relief to victims of breach, and can therefore perform the function of 
crowding out private retaliation in substituting for private redress.309 Damages thereby 
provide fundamental gains in social welfare by saving both costs  of retaliation and 
losses  imposed upon the breacher. 

III.D. AGGRIEVEMENT FROM BREACH AND POSSIBLE CAUSES OF RETALIATION

 Until now aggrievement was a black box, resulting in a utility loss for the 
promisee in case of breach of contract, and capable of inducing retaliation aimed at 
offsetting that loss. Disappointed promisees, however, do not retaliate, in reality, 

                                                           
308 Cf. Ernst Fehr & Colin Camerer, Social Neuroeconomics: The Neural Circuitry of a Broken 
Promise, 11 TRENDS IN COGNITIVE SCIENCES 419, 421 (2007). 
309  This assumes that the promisee is capable, after the occurrence of breach, of anticipating the 
effect of the legal remedy, and behaving accordingly, thereby not completely driven by her emotions in 
the heat of the moment. Note that breach is committed at date 3, and that at date 4 the promisee can do 
nothing to prevent it. The consequences of breach include monetary ones and further non-pecuniary ones 
such as the creation or avoidance of inefficiency and inequality, being thus different from injuries created, 
for example, by crimes. Crimes are much more likely to prompt retaliation at the heat of the moment, 
with prospective legal relief having a smaller role in crowding out retaliation to harm from crime. 
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indiscriminately against any breach. They retaliate only if they perceive breach as 
wrong in the realized circumstances, something that can depend on the elements 
previously discussed: loss of expectancy, the fairness of the result from breach, and its 
social benefits or costs.  

Breach of promise is, according to the convention of promises discussed in the 
first chapter, often understood as justified or excused. Therefore, even individuals that 
understand the contractual obligation as a promissory obligation requiring performance 
of the precisely promised act will not feel aggrieved and tempted to retaliate against any 
type of breach. Individuals that understand the wrong in breach of contract in a 
deontological manner will also consider the motives that lead the promisor to breach, 
and the circumstances under which that decision was taken. When the promisee does 
not understand breach as wrong in the realized circumstances, then she will feel neither 
aggrieved nor tempted to retaliate against an act that was excused by the convention of 
promises, and that is therefore not immoral.310

On the other hand, individuals that understand the moral value of breach 
depending on its consequences, in a consequentialist fashion, will consider them before 
assessing the moral value of the concrete breach. The consequences of the act that can 
consubstantiate the wrong are not restricted to a loss of overall social welfare, in a strict 
sense, but can, rather, also include the realization of inequality or, perhaps, exclude both 
of them and be circumscribed only to the loss incurred by the promisee herself.311

There can be several other elements responsible for the understanding of breach 
as wrong and for the arousal of feelings of aggrievement. In this thesis, only those with 
consequences inside
consequences of breach, such the harm that it imposes upon the practice of promising 
itself, are not considered.312

 Moreover, even the Holmesian understanding of contractual promises does not 

simply an accepted assurance that a 

wrong 
in breach without compensation for the promisee.313

                                                           
310 See the discussion supra in chapter I, section B (promissory theories of the contractual 
obligation). 
311 See the discussion supra in chapter II, section D (disagreement on the negative consequences of 
breach). 
312 See Joseph Raz, Promises in Morality and Law, op. cit. supra, at 928. This shall not be 
interpreted as advancing that these other consequences are not relevant, but that they are simply not 
studied in the present thesis. 
313 Cf. HOLMES, THE COMMON LAW, op. cit. supra, at 265. 
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Breach followed by payment of compensatory damages is not wrong because it 
amounts to performance of the contractual obligation. The promisor promises to 
perform or pay damages, and if she breaches and pays damages, then she performs the 
contractual obligation, as per Holmes.314 But breach not followed by compensation for 
loss created is wrong. Therefore, even under such understanding, there is something 
wrong in breach, even if the wrong consists only in the causing of loss of expectancy 
upon the promisee. 

retaliation to breach is irrational and a strictly dominated strategy for victims of breach 
in single interactions.315 They implicitly or explicitly assume that the moral wrong in 
breach has no behavioral impact. The hypothesis on human behavior implied by strict 
rational choice models, which is subject to experimental scrutiny in the next chapter, 
and that will serve as the null hypothesis against which the following ones can be tested 
empirically, is stated as follows: 

HYPOTHESIS 0: promisees will not retaliate against breach by the promisor. 

 The hypothesis that individuals will not alter their behavior because retaliation 
is costly and hence irrational does not depend on the realized contingency, on the 
motives that lead the seller to breach, and on the consequences of the act. The buyer 
will never, according to strict rational choice theory, engage in individually costly 
retaliation to breach, if the interaction is not repeated. 

III.D.1. Loss of Expected and Promised Gains 

Aggrievement from breach of promise can be caused by the loss of expected and 
promised gains from trade, and from the fact that the promisee does not receive what 
she bargained for. Promisees can feel entitled to the promised performance (or, at least, 
to its monetary equivalent) because of the moral norm that individuals ought to keep 
promises and that contracts ought to be kept. In case of breach, the promisee does not 
earn that amount she expected to earn, and moreover does not receive what she was 
entitled to because of the previous promise and contract. 

                                                           
314  For a recent revitalization of the theory, and its defense, see Markovits & Schwartz, The Myth 
of Efficient Breach, op. cit. supra (defending 
315  Unless the interaction between the parties is infinitely repeated, and, perhaps, when parties do 
not know when it will end. This is not the case of the vast majority of trade relations, from building a 
house to having your car repaired, and is therefore not considered herein. 
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When the promisor makes a promise to the promisee in exchange for a return 
benefit, then the promisee creates a feeling of entitlement to the promised reward. As 

promises to give an other five pounds, this naturally 
creates an expectation that he will receive five pounds from him at the time 

316 In case of breach of promise, the promisee suffers a loss of expected and 
promised gains, and is thereby apt to feel aggrieved because of that loss.

This injury is not among the ones more likely to trigger retaliation by its victim, 
at least when compared to injuries done, for example, by torts or crimes. Still, as argued 
by Smith, it does require some form of satisfaction, or a legal remedy that provides 

possible; at least the slightest on
the promisee cannot recover her expectancy through legal relief, she may be tempted to 

very quietly and without any open violence. They may indeed provoke the injured 
person to revenge 317

If promisees feel aggrieved and injured from loss of expectancy, then they are 
liate, in the absence of a legal remedy, 

in any case of breach of the promisor. The sole exception would be the case in which 
the promisee could find a ready-made substitute good in the market for the very same 
price, thus inevitably realizing the same amount of gains in case of breach or 
performance (not discussed in this thesis). Whenever this is not available, loss of 
expectancy occurs in all cases of breach by the promisor, and it does not depend on the 
circumstances, causes, and motives that lead the promisor to breach, or on the realized 
contingency. It is, in sum, always present in breach of contract.  

This conjecture delivers the first hypothesis on the possible causes of retaliation 
to breach of contract, subject to empirical examination in the experiment presented in 
the next chapter: 

HYPOTHESIS 1: Promisees will retaliate more often to breach when they do not 
receive what they were promised, when compared to the situation where no 
explicit promise was made, independent of the realized contingency. 

If loss of expectancy triggers retaliation, then victims shall retaliate more often 
to breach whenever they do not earn their promised award, or its monetary equivalent. 
This does not depend on whether the promisor breached to avoid losses, to make higher 
profits from an outside offer, or neither. In any of those cases, the promisee equally 
loses her expectancy, and is expected, under this alternative hypothesis, to be tempted 
to retaliate in case she loses her expectancy. 

                                                           
316  ADAM SMITH, LECTURES ON JURISPRUDENCE, op. cit. supra, at 12. 
317 Id, at 87.
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III.D.2. Inequality from Breach 

Aggrievement from breach of promise can depend upon the inequality created 
by breach. As discussed above, inequality from breach arises only in case of breach of 
contract, and not in case of performance. It depends on the commitment of perceived 
wrong in breach, and not on individual preferences that consider any type of inequality 
in the outcome. 

Inequality in the outcome appears as a determinant of individual utility in 
models of social preferences that do not consider what one is entitled to earn and to 
receive. In models of social preferences, individuals derive disutility from the inequality 
in the realized distribution, without reference to an obligation that entitles individuals 
to a certain distribution. Extended models consider intentionality of the person that 
creates inequality, but not entitlements that derive their legitimacy and fundament of 
validity upon a voluntarily undertaking of an obligation, or mutual consent.

There is by now plenty of evidence that individuals retaliate against unequal 
outcomes even at a personal cost, even in single, one-shot interactions between 

that rejecting inequality, even when it 
means sacrificing available resources, could be interpreted as a default response that 
occurs when there is no other reason to choose otherwise. 318 Individuals retaliate to 
unequal, intentionally chosen outcomes, punishing the person responsible for it in 
situations where self-interest alone would require no punishment at all. This type of 
retaliation is not, however, equivalent to retaliation to inequality from breach, or 
inequality resulting from wrongful behavior.

Inequality from breach abstracts from and does not consider inequality in the 
original deal, or the inequality in the distribution of the gains from the transaction. 
Individuals bargain for a price and consent to it by agreement. Each party earns 
something from the transaction, and the total gains from the transaction may well be 
unfairly distributed, with one party, the one in a better position in the negotiation, 
capturing most of them. A car dealer that, for example, buys a car for $30,000 and sells 
it immediately afterwards to a buyer that values it at $60,000 for a negotiated price of 
                                                           
318  Claudia Civai, Rejecting Unfairness: Emotion-driven Reaction or Cognitive Heuristic?, 7
FRONTIERS IN HUMAN NEUROSCIENCE art. In conclusion, our findings support an account 
that considers the rejection of inequality as a cognitive heuristic, a psychological anchor, which is a useful 
starting point that can be easily adjusted when salient contextual cues enter the environment and influence 

See also Claudia Civai et al., Are Irrational Reactions to Unfairness Truly Emotionally-
driven? Dissociated Behavioural and Emotional Responses in the Ultimatum Game Task, 114 
COGNITION 89 (2010) (mechanisms different than negative emotions can better explain rejections in the 
ultimatum game, for example inequality-aversion); Claudia Civai et al., Equality versus Self-interest in 
the Brain: Differential Roles of Anterior Insula and Medial Prefrontal Cortex, 62 NEUROIMAGE 102 
(2012) (proposing that the default social norm is equal treatment, and that rejection of unfair offers 
reflects the effort to overcome the default rule of equal treatment in favor of individual benefits); Claudia 
Civai, Raffaella Rumiati & Aldo Rustichini, More equal than others: Equity Norms as an Integration of 
Cognitive Heuristics and Contextual Cues in Bargaining Games, 144 ACTA PSYCHOLOGICA 12 (2013) 
(similar). 
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$59,000 captures the largest share of the gains from trade. This type of inequality, which 
inquires into the adequacy of consideration, is brought to place only when the contract 
is performed as agreed, because it is inequality in the original agreement. It is inequality 
most often caused by unequal bargaining power, and is different from the inequality 
brought about by breach of contract. 

Inequality from breach is realized, on the contrary, when the contract is not 
performed, and hence when the parties do not earn what they were entitled to. If the 
seller performs the contract, in the example above, then there is inequality in the realized 
outcome of $28,000, created in the result ($29,000, $1,000). This type of inequality and 
unfairness of bargains may well induce further retaliation, but it is not studied in this 
thesis, which focuses on breach and its consequences. Inequality from breach, in 
contrast to inequality in the deal that was struck, is realized only in case of breach, while 
the latter is realized only in case of performance of the unfair deal.  

If the seller breaches in order to avoid incurring the costs resulting from an 
increase in costs of production (for example, selling the car would require now paying 
additional late taxes in total of $40,000), then neither the seller nor the buyer earns 
anything in case of breach. The good is not delivered, payment is not made, and the 
inequality from breach in the final outcome (0,0) is zero. If, in contrast, the seller walks 
away from the deal because another buyer offered $70,000 for the car, then the 
inequality from breach in the final outcome ($40.000, 0) is equal to $40,000. 

Let  resume the profits from the seller and  the profits from the buyer. 
Inequality from breach ( ), in the present model, is then given by 

profits from breach are equal to her net gains from the substitutive transaction, and 
. The buyer does not receive what she was promised, but also does 

not make any payment for the seller and earns nothing, with .

 In case of an increase in costs of production, or in the loss-avoiding paradigm, 
e zero. Faced with higher costs of production that 

render performance individually unprofitable, the seller prefers to not produce the good 
and to earn nothing, foregoing the opportunity to trade. The buyer, who does not receive 
the promised performance but also does not make any payment to the seller, also makes 
zero profits. 

 Inequality from breach is therefore simply given by 

.

 Therefore, while breaches in the overbidder paradigm create non-contracted 
inequality, breaches in the loss-avoiding paradigm avoid it. From the point of view of 
fairness in breach, the first type of breach can be perceived as unfair by the promisee, 
and the second one as fair. 
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The second hypothesis on the possible causes of retaliation to breach is as 
follows:

HYPOTHESIS 2: Promisees will retaliate more often against breaches that create 
inequality than against breaches that avoid the creation of inequality. 

        

 The buyer is predicted to retaliate against breaches that create inequality, and 
thus only in the overbidder paradigm. Breaches that avoid the creation of an unfair 
distribution, or breaches in the loss paradigm, are not predicted to trigger retaliation 
under this alternative hypothesis for the causes of retaliation to breach. 

III.D.3. Inefficiency from Breach 

 Aggrievement from breach can, lastly, be caused by the fact that breach is not 
the socially optimal course of conduct, but rather the action responsible for an overall 
loss of welfare. Individuals may understand that it is wrong to breach a promise and a 
contract without considering the consequences of breach upon the interests of both 
parties, on aggregate. This is especially true when the parties are in a promissory 

This is different from the case where parties are not bound to each other by the 

individuals may well believe that there is a social norm of conditional cooperation, and 
that the promisor ought to perform as long as performance is socially efficient. 
Individuals are not, however, bound to each because of a voluntary and autonomous 
promise given with consideration.  

aggregate outcomes may be perceived as wrong because of the relationship parties 
consented to enter into. Inefficiency from breach of contract, more strongly than the 
sole creation of social losses, may be more apt to create aggrievement, and to induce 
retaliation by the promisee. The conjecture is that individuals have additional reasons 
to retaliate to the loss of welfare when they are bound to each other because they 
voluntarily and autonomously chose to do so. 

 The loss of resources caused by the seller

,

 which simplifies to 
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 In the loss-avoidance paradigm, total inefficiency from breach is given by 
, and is equivalent to the value of the good to the promisee minus its costs of 

production for the promisor. The price of the contract simply divides those gains 
between the parties, and is irrelevant for the total amount of welfare that the transaction 

breach is socially inefficient, with the amount of inefficiency given by that difference. 

and inefficiency is zero. 

 In the overbidder paradigm, similarly, total inefficiency from breach is given by 
, and is equivalent to the value of the good for the promisee minus the value 

of the good to the third party.319

of performance, breach is socially inefficient, with the amount of inefficiency given by 

efficient and inefficiency is zero. 

 The third hypothesis, which is subject to empirical investigation in the next 
chapter, is stated as follows. 

HYPOTHESIS 3: Promisees will retaliate more often against socially inefficient 
breaches than against socially efficient breaches. 

       

 As discussed below, if promisees tend to retaliate only to socially inefficient 
breaches, then under perfectly implemented expectation damages, retaliation would not 
arise in equilibrium, for expectation damages deter all socially inefficient breaches. 
Thus, if alternative hypothesis 3 for the causes of retaliation is correct, and all other 
ones prove to be incorrect, then expectation damages, if perfectly implemented, deter 
all inefficient breaches and thereby avoid retaliation of promisees.  

III.E. SOCIAL WELFARE AND RETALIATION TO BREACH 

 The impact of the tendency to retaliate to breach upon social welfare depends, 
ultimately, on the causes of that type of behavior and on the remedy in place. Under 
perfectly implemented expectation damages or specific performance, the promisee is 
compensated for her lost expectancy, and retaliation is rarely expected to emerge 
because there is neither a loss incurred by the promisee, nor the commitment of socially 
inefficient breaches in equilibrium. There are, however, efficient breaches committed 
in equilibrium to profit from an outside offer, and they will still trigger retaliation driven 

                                                           
319  Note that the assumption is that the third party offers a price equivalent to her whole valuation 
of the good for the seller. 
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by the unfairness of the result. The first section below accordingly discusses the need 
of legal relief to crowd out retaliation under perfectly compensatory remedies. 

Under imperfectly compensatory remedies, imperfect rationality, or imperfect 
information, inefficient breaches and undercompensatory damages will be implemented 
in equilibrium, and the need of legal remedies to crowd out retaliation to breach is then 
pervasive. Promisees that feel aggrieved by the loss they still endure under 
undercompensatory damages will tend to retaliate, and promisors that anticipate 
undercompensatory remedies will not perform whenever it is efficient to do so. As 
discussed in the second section below, under such imperfections, the need of remedies 
to crowd out retaliation is then not restricted to unfair breaches, but is rather expected 
to be pervasive. 

Social welfare, in the model, is given by  

and (III.2), to 

Considering the case where promisees have the means to retaliate, thereby being 
capable of eliminating experienced aggrievement by transferring it all back to the 
perceived wrongdoer, then social welfare resumes to 

 In monetary terms, remedies for breach only redistribute, ex post, wealth from 
the party in breach to the breachee, and thereby do not contribute, ex post, to social 
welfare. They are therefore absent in the total amount of welfare generated by 
performance or breach. The bare fact that money change hands in a legal suit, after the 
occurrence of breach, is considered in itself of no consequence for social welfare.320

Their impact upon social welfare occurs through their ex ante effects upon the behavior 
of parties.  

III.E.1. Social Costs and Benefits of Retaliation under Perfect Legal Enforcement  

Under perfect legal enforcement, expectation damages induce performance if 
and only if performance is socially efficient, as in equation (III.4) above. Retaliation to 
breach has no role to play in inducing socially efficient performance, since legal 
damages already completely fulfill that social function. They are therefore not 
complementary enforcement mechanisms if legal enforcement is perfect, since there is 

                                                           
320 Cf. Kaplow & Shavell, Fairness versus Welfare, op. cit. supra, at 998 n.73. 
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nothing to complement. Moreover, there are no social welfare gains from retaliation to 
breach of contract, but only losses, as explained below. 

Breach of contract, however, is predicted to emerge whenever breach is socially 
efficient. Three different inferences can be made concerning social losses from 
retaliation to breach under perfect legal enforcement. 

Firstly, promisees that feel aggrieved from loss of expectancy will never have a 
reason and motive to retaliate to breach under perfectly implemented and compensatory 
expectation damages, since they are always compensated for the whole loss of 
expectancy. They can always recover their expectancy through the remedy of 
expectation damages, and until one considers the costs involved in litigation, the 
promisee is put is the position she would have been in had the promisor performed.  

Secondly, promisees that feel aggrieved from inefficiency from breach will also 
never have a reason and motive to retaliate to breach, since socially inefficient breaches 
of contract never arise. The legal remedy of expectation damages, when perfectly 
implemented, deters all possible socially inefficient breaches. 

Thirdly, and in contrast, promisees that feel aggrieved from the unfairness of the 
outcome of breach have a reason and motive to retaliate whenever the promisor 
breaches to achieve higher profits from a substitutive transaction. The legal remedy 
implements an unequal outcome, where the net gains from breach , after the 
payment of expectation damages, are appropriated by the breacher in their entirety. 

Therefore, under perfect legal enforcement of contracts, social losses from 
retaliation to breach of contract arise only because of the unfairness of breach. They are, 
however, predicted to be real and existent, since, under expectation damages, efficient 
breaches to profit from an outside offer are in fact encouraged. When they happen, non-
contracted inequality is implemented, and the buyer may disagree that the seller is 
entitled to all those gains. She will feel tempted to retaliate, and the legal remedy of 
expectation damages does not allow her to recover any of those profits. 

 The possible behavioral effect of retaliation to breach is then solely to induce 
performance of contracts in case breach would create an unfair result. Since retaliation 
can still arise when breach is unfair, it still has a deterrent effect. Promisors are already 
induced by expectation damages to perform when breach is unfair and socially 
inefficient. They are not, however, induced to perform when breach is unfair but 
socially efficient. On the contrary, they are predicted by theory to breach in this type of 
contingency, pay expectation damages, and retain all profits from the substitutive 
transaction for themselves, something that can be perceived by the promisee as unfair. 

 If the seller anticipates that buyers will retaliate, she may perform inefficiently. 
She could, of course, attempt to buy- oluntarily 
allow the buyer to share in the net profits from breach, in which case the cause of 
aggrievement and retaliation would disappear. While some sellers, in reality, may do 
so, many others will not. The law allows them to retain those profits, and, feeling 
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entitled to them, many are unwilling to give to the buyer something the buyer does not 
have a right to. 

 The possible welfare effect of retaliation, in deterring unfair but socially 
efficient breaches, is then negative. Promisors that fear retaliation will refrain from 
breaching efficiently, and will not realize the gains of welfare possible from the 

possibility to renegotiate, if that assumption is relaxed. The last chapter of this thesis 
investigates social welfare under expectation damages, in the absence and presence of 
renegotiation, in detail. 

III.E.2. Social Costs and Benefits of Retaliation under Imperfect Legal Enforcement  

 Social losses stemming from private retaliation are restricted to unfair breaches 
only if the legal remedy for breach can perfectly induce socially optimal levels of 
performance. However, this requires that promisors perfectly anticipate that they will 
have to pay an amount of damages that 
valuation of the promised performance. Only under such a perfect, highly idealized and 
hypothetical legal system would losses from retaliation be necessarily circumscribed to 
that single case where promisees retaliate because of perceived unfairness of the 
outcome from breach. 

 Legal enforcement is, in reality, imperfect for several different reasons. Courts 
are often unable to measure the loss of expectancy incurred by the promisee accurately, 
and are well known to h
the promised performance. It is, in most cases, subjective, and therefore not readily 
available for courts, which most often award undercompensatory damages. In this case, 
promisors will not perfectly internalize the negative externality of breach, and will 
breach when breach is not necessarily socially efficient. In reality, damages most often 
do not compensate the promisee for her whole valuation of performance, and are usually 
undercompensatory for several different reasons.321

Firstly, courts often exclude losses that are hard to measure in the amount of 
damages to be paid. Secondly, the doctrine of foreseeability limits damages to those 
that could be reasonably foreseen by the promisor. Thirdly, they do not always fully 

compensate for legal costs, or only compensate for some of them, depending on the 
jurisdiction in question. 

                                                           
321 Cf. Eisenberg, Actual and Virtual Specific Performance, the Theory of Efficient Breach, and the 
Indifference Principle in Contract Law, op. cit. supra, at 990-95; Shavell, Why Breach of Contract May 
Not Be Immoral, op. cit. supra, at 1575.  
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Under undercompensatory damages, there will be strictly positive levels of 
socially inefficient breaches in equilibrium, and in this respect retaliation may have, 
from the exclusive point of view of inducing performance by the promisor, positive
effects upon social welfare. Retaliation and damages for breach can then be 
complementary in inducing performance by the promisor.  

Retaliation, as from equation (III.4) (reproduced below for convenience), 
imposes another cost on breach by the promisor, and therefore can further induce 
performance that was not induced by undercompensatory damages. It can, however, 
achieve that very same goal at the danger of high social costs. Consider the optimal 
decision of sellers: 

     

 The behavioral effect of retaliation to breach of promise is that the seller, in 
anticipation of retaliation, is induced to perform by considering her prospective losses. 
If the promisor anticipates irrational retaliation by the victim of breach, then she will 
often decide not to breach in the first place.  

Retaliation is thereby often not implemented because promisors can anticipate 
it. Therefore, it could, at first sight, induce optimal levels of performance, just as 
damages for breach, and without the materialization of the social losses it entails 
whenever it is implemented. If promisors anticipate it, then they will not breach in the 
first place, and there will be, consequently, no retaliation. Perhaps even with a crucial 
advantage of not requiring courts or social investments in the maintenance of courts. 
There are, however, several problems involved in decentralized private enforcement of 
promises.

The first problem is that whenever a seller contracts with a buyer that has a very 
strict understanding of the morality of promises, understanding breach as almost always 
immoral, then the seller may fear retaliation even when breach is socially efficient, and 
will therefore be induced to perform in situations where performance is socially 
inefficient. Performing in fear of retaliation when performance is socially inefficient is 
not, by definition, socially optimal, with its direct negative impact upon social welfare. 

 The second problem is that sellers, in most interactions, do not know how the 
buyer they contracted with understands the morality of promissory obligations, or how 
the buyer will react in case of breach. This is especially true in market interactions 

of the buyer, thus not gathering information they could use in future interactions. Sellers 
then can only rely on average expectations of such understandings that they may have 
built in their daily interactions with many different buyers.  

Reliance on averages, however, implies that sellers will be at times matched 
with buyers with a more strict understanding of the morality of promises than the 
average, and at times with buyers with a less strict understanding. Equation (III.4) 
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above, which gives the optimal decision of sellers to perform or breach, is, under 

,

 where 
average that sellers can estimate through their interactions with many other different 
buyers. 

 Whenever the seller, in not expecting retaliation in a certain contingency, given 
her expectation based on averages, breaches a contract with a buyer with a very strict 
understanding, then retaliation will be implemented. And when it is implemented, the 
social losses given by  are realized, and social welfare is impaired. 

 Legal enforcement, while requiring costs of maintenance of a judicial system, 
does not cause this type of loss since whenever damages are awarded, there is just 
redistribution of resources, resulting in no loss in social welfare. Moreover, legal 
enforcement is not based on compassion for the victim of breach, but is, rather, the same 
for all citizens, thereby not requiring from sellers an estimation of averages that will not 
always correspond to the implemented amount.  

The ultimate consequence is that sellers are more encouraged to enter into 
mutually profitable arrangements independent of the distribution of moral 
understandings on what is right or wrong in breach of contract. 

 The third problem that arises with decentralized private enforcement of 
promises is that promisees do not always have the power and means to retaliate against 
certain types of sellers. Spreading the word in the neighborhood that the mechanic next 
door, or the usual painter responsible for painting most houses in the block, simply 
breaches her contracts may lead to serious loss of profits by the contractor in losing 
clients. The same is not always true with respect to, for example, large firms that have 
their clientele dispersed and not easily reachable.  

This fact acquires higher relevance when the firm enjoys monopoly power in 
the market. Telling friends, family, and neighbors that the mobile phone company cuts 
its services and leaves clients without a line whenever its costs rise, even if minimally, 
may not lead anybody to change company if no other is present, and if people need their 
mobile phones. Even in the presence of some few other companies, if they all behave 
equally or coordinate, then the disappointed customer can do nothing to retaliate against 
the company by harming its reputation in the market.322

                                                           
322  She could go to customer service and make a complaint or cause a scandal, but that is often very 
costly and ineffective in imposing a loss to the company. She could further complain in newspapers, in 
an attempt to reach more potential or existing customers, but this will also prove ineffective unless 
customers have a decent number of alternatives to choose from. All these options further require the 
absence of switching costs, since in their presence customers can do nothing to retaliate against abuse of 
market power by a monopolist. 
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A last and perhaps more serious problem with reliance on private retaliation to 
induce promisors to perform is that it implies the imposition of the moral understanding 
of the majority of the population upon others. This may coincide with the legal standard 
or not. If it does not, then private retaliation will implement an equilibrium that may be 
more strict than the one intended by the law. It may then overrides minority rights, or 
at least the right of a minority to be free from being victim of private, decentralized 
retaliation as long as they follow the legal standard.  

overshoot the mark in encouraging too great a degree of respect for the rule that 
promises must be kept; the law may overshoot the mark also, but given the discretionary 

323 For some, it 
may be desirable that citizens, through their free actions, implement an equilibrium that 
reflects the understanding of the majority, even it does not correspond to the one 
intended by the law  a question open to debate, and not tackled in this thesis. 

Perhaps worse, it is often the case that a minority may impose its own moral 
standards upon the majority if the minority has more power than the majority. Guala 

beneficial strategies, simply because they depart f
324

pursue their own goals as long as one does not harm others.325 If the majority 
understands breach of contract in itself as not morally wrong, but is forced to keep 
promises at all costs simply because a minority understands that breach is 
fundamentally, and most often morally, wrong, and has more power to impose such 
understanding upon othe
social norms, have their own limits.326

Under present law, promisors are not forced by the law to perform under all 
costs, as implied by the default remedy of expectation damages that limits the amount 
of damages to be paid in case of breach to the loss of expectancy. In civil law systems, 
where the default remedy for breach is specific performance, there are several different 
circumstances, foreseen by the law, that release the promisor from the obligation to 
perform. This is intended in the law, where 

327

                                                           
323  ATIYAH, PROMISES, MORALS, AND LAW, op. cit. supra, at 137. 
324  Guala, Reciprocity: Weak or Strong?, op. cit. supra, at 4. 
325 See
developed in chapter I, section B. 
326 Cf. Jeffrey Rachlinski, The Limits of Social Norms, 74 CHICAGO-KENT LAW REVIEW 1537 
(1999). 
327  FARNSWORTH ON CONTRACTS 730 § 12.1. 



73_Edle BW Mittlaender.job

129
 

III.F. CONCLUSION

 The human tendency to retaliate against perceived wrong, based on the norm of 
(strong) reciprocity, has been consistently observed in a large body of empirical 
literature. It is apt to have its own beneficial role in influencing the behavior of the 
parties to a contract, deterring certain actions such as breach of promise or of contract. 
Retaliation, however, acquires different contours when individuals are bound by 
promises they voluntarily and autonomously entered into. While retaliation may, in this 
context, share many of the characteristics of costly punishment observed in 
experimental games, it is a form of punishment of what the victim of breach herself 
might perceive as a wrong. 

 There are three consequences of breach that are hypothesized to create 
aggrievement and hence to lead victims to retaliate. They are given by loss of 
expectancy, inefficiency, and unfairness in the distribution of gains and losses from 
breach. When the promisee derives disutility from any of those gains and losses, she 
will retaliate, in the absence of a legal remedy and of compensation, in order to 
minimize her own loss of utility from experienced aggrievement from breach, imposing 
a loss upon the promisor in breach even at a personal cost. 

 Retaliation can induce promisors to perform, and hence substitute or 
complement the legal enforcement of contracts when the former one is absent or 
ineffective. It has its own beneficial effect in inducing parties to implement agreed 
exchanges, and possibly gains of social welfare. It can only achieve this, however, 
imperfectly and subject to several undesirable social consequences. 

The main disadvantage of decentralized punishment as an enforcement 
mechanism is given by the losses that punishment imposes upon the person punishing 
and upon its victim whenever it is implemented. Decentralized punishment can also 
deter efficient breaches, for nothing guarantees that victims will retaliate solely against 
inefficient breaches. Moreover, legal enforcement of contractual promises can achieve 
those same goals through incentives and ex post redistribution. Reliance on private 
enforcement mechanisms such as retaliation and punishment is hence Pareto-inferior to
legal enforcement, especially through expectation damages, since the last achieves the 
same goal that the second one can achieve without the social loss of resources that 
private retaliation occasions.  

 In the presence of perfect legal enforcement, retaliation has only a minor role to 
generate gains of welfare since expectation damages, just as specific performance, 
already induce promisors to perform. It is circumscribed, in this case, to retaliation to 
perceived unfairness in breach of contract, and only expected to emerge when breach 
leads to the realization of non-contracted inequality that the promisee can perceive as 
unfair. Retaliation is therefore still expected to exist even in our present modern 
societies where the law, in general, prohibits the use of private punishment by the 
individuals themselves and compensates the promisee for lost expectancy.  
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The welfare benefits that retaliation can deliver in inducing promisors to 
perform are already exhausted by the legal remedy. Retaliation still can, however, deter 
efficient breaches that promisees may possibly perceive as unfair. Both in deterring 
socially efficient breaches, and in creating a deadweight loss when efficient breach 
occurs and the victim retaliates, retaliation can only prevent the maximization of social 
welfare under expectation damages. Undercompensatory damages not only fail to create 
optimal incentives for promisors to perform, but can also fail to eliminate retaliation by 
those that feel aggrieved by socially inefficient breaches, and by the loss of expectancy 
they endure. 

Legal enforcement is surely not, in reality, perfect, and courts are often unable 
to measure damages accurately, and to perf
promised performance. Undercompensatory damages have in this case two distinct 
negative effects upon social welfare.  

In not deterring all socially inefficient breaches, social welfare is not maximized, 
as is well known in the Economic Analysis of Law. In not providing satisfactory 
compensation, they encourage parties to attempt to reduce their own experienced 
aggrievement from breach privately, through acts of punishment of perceived 
wrongdoers. In other words, undercompensatory damages do not, firstly, induce 
socially efficient levels of performance, and therefore leave gains from trade unrealized. 
Secondly, they do not effectively crowd out retaliation to breach in leaving losses 
uncompensated, and therefore do not minimize losses from retaliation.

While expectation damages are optimal to induce socially optimal performance, 
they fall short of providing satisfactory relief for victims of breach since they do not 
fully account for realized inequality between the parties to a promissory relationship. 
They limit the losses incurred by promisors, in case of increases in costs of production, 
but they not correct for inequality from breach to achieve higher profits from a substitute 
transaction with a third party. While the experiment presented in the next chapter aims 
firstly at studying the functions of legal redress to induce performance by the promisor 
and to reduce retaliation by the promisee, it also inquires into the causes of retaliation 
to breach. It thereby seeks to identify which of those three elements often present in 
breach can indeed lead disappointed promisees to retaliate, and attempts to specify the 
circumstances under which breach is most likely to trigger retaliation by the victim. 
This study can then inform the discussion on how damages for breach should be better 
designed to minimize retaliation while still providing incentives for promisors to 
perform efficiently, as developed in the last chapter of this thesis. 
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CHAPTER IV. RETALIATION, REMEDIES, AND CONTRACTS
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          IV.D.3. Analysis of Social Welfare 
IV.E. CONCLUSION

The present chapter presents the empirical study, firstly, on the behavioral effect 

the latter, the experiment further attempts to investigate the circumstances and types of 
contingencies where promisees in effect are most tempted to retaliate to breach, and it 
thereby tests the theoretical hypotheses on the causes of retaliation to breach developed 
in the previous chapter. Secondly, the empirical study focuses on the behavioral effect 

or breach, net of the effect of the moral force of keeping promises, and then on the 

IV.A. INTRODUCTION

An award of remedies for breach of contract is justified, on social welfare 
grounds, because of the ex ante incentives it creates for parties to behave in socially 
desirable manners. Promisors anticipate the prospect of the payment of damages  the 
cost of breach  and change their behavior accordingly, responding rationally to the 
incentives created by law. Most importantly, by imposing a cost on breach that is equal 

 promisors 
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to perform when performance is, in any contingency, socially efficient, thereby 
providing for maximal social welfare.328

Economic theories of contract law have, however, largely ignored one specific 
effect of an award of compensatory damages upon 
incentives created by damages identified in the literature, no reference is made to the 

wrong in breach of contract. In the absence of reliance investments, optimal remedies 
for breach require only that promisors internalize all losses created by breach. They do 
not need to provide relief for the promisee to redress breach, and economic theories 
have difficulties providing a justification for compensation for the victim.329

 For legal scholars, on the contrary, compensation is without doubt the goal 
pursued by an award of damages for breach.330 Also, in existing positive law, the goal 

                                                           
328 See Barton, The Economic Basis of Damages for Breach of Contract, op. cit. supra, at 282; 
Birmingham, Breach of Contract, Damage Measures, and Economic Efficiency, op. cit. supra, at 284, 
and the detailed discussion supra in chapter I, section D. Remedies for breach further provide incentives 
for individuals to enter into mutually profitable contracts, for parties to rely on promises and to take 
precautions to avoid breach, among others. See Shavell, Damage Measures for Breach of Contract, op.
cit. supra and The Design of Contracts and Remedies for Breach, op. cit. supra (introducing incentives 
for reliance investments); Cooter, Unity in Torts, Contracts, and Property: The Model of Precaution, op. 
cit. supra (introducing incentives for precautions). 
329  See, e.g., Craswell, Instrumental Theories of Compensation: A Survey, op. cit. supra, at 1139 

of compensation does n
of compensation can be dispensed with entirely, whereas in corrective justice theories that concept is 

Steven Shavell mentions two different justifications for why there could be value in 
compensation for promisees. Firstly, the promisee must earn something through a lawsuit in order to 
report breach. This, however, does not explain why the promisee is entitled by law to recover all lost 
expectancy. Secondly, compensation could provide implicit insurance for promisees. This, however, 
requires that promisees be risk-averse, more risk-averse than promisors, that the risk to be bear is 
detrimental and monetary, and that insurance markets concomitantly fail. See SHAVELL, FOUNDATIONS 
OF ECONOMIC ANALYSIS OF LAW, op. cit. supra, at 311 (in the presence of functioning insurance markets, 

on supra in chapter I, section D. 
330 See 2 BLACKSTONE, COMMENTARIES ON THE LAWS OF ENGLAND, op. cit. supra, at 226-227 

the law gives redress by a
SEDGWICK, A TREATISE ON THE MEASURE OF DAMAGES, op. cit. supra, at 34

o give 
ANSTON, PRINCIPLES OF THE ENGLISH LAW OF CONTRACTS AND OF 

AGENCY IN ITS RELATION TO CONTRACT, op. cit. supra
WILLISTON, THE LAW OF CONTRACTS, op. cit. supra, at 2392-2393 

FARNSWORTH ON 
CONTRACTS rinciple for the measurement of those damages [for breach of contract] is 

Cooter & Eisenberg, Damages for 
Breach of Contract, op. cit. supra expectation damages, 
are so ingrained in contract law as to seem self-
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is to provide compensation, and legal relief aims at placing the victim of breach in the 
position she would have been in had the promisor performed.331

Accordingly, compensation is the fundamental principle in the enforcement of 
contracts, both in legal theories and in the law.332 Its goal and function is arguably to 
substitute private for public redress, thereby providing its own contribution to the 
welfare of society.333

the rules of law that provide for the giving of damages for breach of contract. One of 
the ends to be obtained is, without doubt, the keeping of the peace. The party injured by 
the breach has a sense of grievance. In the absence of a public remedy, he would do his 
best to redress his own wrong. This means private war, with all of the resulting harm 

334

                                                           
331 See RESTATEMENT (SECOND) OF CONTRACTS
traditional goal of the law of contract remedies has not been compulsion of the promisor to perform his 

U.C.C. § 1-305 cmt. 1 
(explaining that the central purpose of contract damages is to provide compensation for disappointed 
promisees). 
332  At common law, the principle of compensation shaped the legal rule according to which 
damages must put the promisee in the position she would have been in if the contract had been performed, 
and thereby the protection of the expectation interest. See Robinson v. Harman 1 Exch. 850 at 855 (1848), 

of contract, he is, so far as money can do it, to be placed in the same situation, with respect to damages, 
as if the contract had b

of contract, the party complaining should, so far as it can be done by money, be placed in the same 
position as he would have been in if the contract had been performed. (...) That is a ruling principle. It is 

The principle and the legal rule it defines is equally found in the American law of contracts. Cf.
Jaquith v. Hudson, 5 Mich. 123, 133-

v. McGee, 84 N.H. 114, 146 A. 641 (1929) 

333 Cf. JHERING, GEIST DES RÖMISCHEN RECHTS, op. cit. supra Die ersten unausbleiblichen 
Regungen des verletzten Rechtsgefühls bestehen in der gewaltsamen Reaktion gegen das zugefügte 
Unrecht, in der Selbsthülfe und Rache; mit Selbsthülfe und Rache hat daher ein jedes Recht begonnen. )
(
inflicted wrong, in self-help and revenge; every right thus began with self-
transl.); HOLMES, THE COMMON LAW, op. cit. supra
the various forms of liability known to modern law spring from the 
WEBER, WIRTSCHAFT UND GESELLSCHAFT, op. cit. supra Die ökonomische Rationalisierung 
des Rechts begünstigte die Entstehung der Vorstellung, dass die Sühnehaftung nicht sowohl Abkauf der 
Rache (die ursprüngliche Auffassung) wie Ersatz des Schadens sei. Nichterfüllung eines Kontrakts konnte 
nun ebenfalls als sühnepflichtige Schädigung qualifiziert werden.
the law favored the rise of the conception that liability for composition was not only buying off of 
vengeance (the original conception) but also compensation for harm. Nonperformance of contract could 

334  5 CORBIN, A COMPREHENSIVE TREATISE ON THE RULES OF CONTRACT LAW, op. cit. supra, at 
30-
however, one that is equally important as the first, is the prevention of similar harms in the future. The 
fact that damages must be paid tends 
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In effect, the human tendency to reciprocate to perceive wrongful and unfair 
behavior is a well-established type of behavior repeatedly documented in a large body 
of empirical literature, and often with its own beneficial effect, for it is apt to induce 
cooperation by the potential victim.335 In case of contracts, retaliation can possibly deter 
violations of the moral norm of keeping promises, or of pacta sunt servanda, if
promisors fear and anticipate acts of retaliation by promisees. It is, however, most often 
unable to provide a net contribution to welfare, since whenever implemented, retaliation 
entails costs for the individual retaliating as well as for the victim. As several empirical 
studies repeatedly identify, its social costs most often outweigh the benefits, and the 
result is a loss of welfare.336

Moreover, in the presence of legal enforcement, retaliation is not necessary to 
induce promisors to perform, for the prospect of the payment of damages fulfills that 
very same function. Damages for breach consist in a transfer of resources from the party 
in breach to the breachee, and thus do not create the same loss of resources that 
retaliation creates when they are implemented.337 Legal relief is thereby well suited to 
substitute private for public redress efficiently, and to induce performance of contracts 
while crowding out the tendency to retaliate to breach of contract, thereby avoiding the 
loss of welfare it occasions.338

                                                           
335  Retaliation and costly punishment induce cooperation in social dilemmas, as observed in the 
existing literature detailed in the previous chapter. See, e.g., Fehr & Gächter, Cooperation and 
Punishment in Public Goods Experiments, op. cit. supra (costly punishment of free-riders leads to almost 
universal cooperation in a game where defection was rational, and maintains cooperation stable in 
repeated interactions); Fehr & Gächter, Altruistic Punishment in Humans, op. cit. supra (similar); Dreber 
et al., Winners don’t punish, op. cit. supra (costly punishment more than doubles the amount of 

); Rockenbach & Milinski, The Efficient Interaction of Indirect 
Reciprocity and Costly Punishment, op. cit. supra (interaction between punishment and reputation 
building further increases cooperation in public good games); Casari & Luini, Cooperation Under 
Alternative Punishment Institutions: An Experiment, op. cit supra (punishment under consensus by 
members of the group induce higher levels of cooperation than individual punishment). See also the 
detailed discussion in the review of the literature on costly punishment and retaliation presented in chapter 
III, section B. 
336 See Ostrom, Walker & Gardner, Covenants with and without a Sword: Self-Governance is 
Possible, op. cit. supra (sanctions alone decrease group earnings because of the costs of sanctioning); 
Sefton, Shupp & Walker, The Effect of Rewards and Sanctions in Provision of Public Goods, op. cit. 
supra (direct costs of sanctioning outweigh the beneficial effect of increased contributions); Egas & 
Riedl, The Economics of Altruistic Punishment and the Maintenance of Cooperation, op. cit. supra
(costly punishment leads to an overall loss in individual and group welfare); Dreber et al., Winners don’t 
Punish, op. cit supra (while punishment increased cooperation, it did not increase average payoff in 

See, however, Gächter, Renner & Sefton, The Long-Run Benefits of Punishment,
op. cit. supra (punishment decrease welfare in a public good game repeated 10 times, but increased 
welfare when the game was repeated 50 times). Moreover, spiteful anti-social punishment aimed at those 
that cooperate also exists and is responsible for lower average rates of cooperation. See Herrmann, Thöni 
& Gächter, Antisocial Punishment across Societies, op. cit. supra (the higher antisocial punishment in a 
society, the lower the rate of increase in cooperation). 
337 Cf. Kaplow & Shavell, Fairness versus Welfare, op. cit. supra
money may change hands in a lawsuit in certain circumstances, thereby changing how a loss is divided 

338  Under expectation damages, breach is predicted to occur whenever it is, in the realized 
contingency, socially efficient. When it occurs, the victim might feel aggrieved and tempted to retaliate 
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This conjecture has not yet been subject to empirical investigation.339 The 
existing literature has not examined whether disappointed promisees in fact retaliate to 
breach of bargained-for promises responsible for no more than loss of expectancy. 
Moreover, no experimental evidence exists either for the effect of expectation damages 
to induce performance if and only if performance is socially efficient, or for the role of 
legal relief to crowd out retaliation to breach of promises given with consideration. 

 This chapter seeks to fill in this gap in the literature by developing an 
experimental study into these two functions of damages for breach, and it attempts to 
provide empirical evidence for the welfare benefits of legal relief through both channels. 
To achieve those goals, it investigates, firstly, the function of expectation damages to 
induce efficient levels of performance. Secondly, it investigates the function of 
compensatory remedies to crowd out retaliation to breach by the victim. Lastly, it 
compares the estimated gains of social welfare provided by each of these two functions 
of damages for breach in order to discuss how far, and under what circumstances, 
compensation is necessary for the maximization of social welfare. 

 In order to investigate those questions empirically, the experiment distinguishes 
between different situations in which the promisor can breach. These take the form of 

incomplete and does not condition upon those, as most real-life agreements. The 
different contingencies distinguish between socially efficient and inefficient breaches, 
and between breaches committed to avoid losses resulting from an increase in costs of 

-av
breaches committed to achieve higher profits from another 

340

                                                           
if she is not entitled to a legal remedy. Therefore, even if promisors anticipate the prospect of payment 
of damages perfectly, and only efficient breaches are committed, the function of legal relief to crowd out 
retaliation is still necessary for maximal social welfare. Moreover, under imperfect information, 
imperfect cognitive abilities, or imperfect legal enforcement, breach of contract may arise even it is when 
not socially efficient (as it in fact happened in the experiment), and is hence expected to be more often 
committed in reality than in theory. Under any of those imperfections, the need to crowd out retaliation 
is then even more pervasive. 
339 See, however, the discussion in the next section (existing empirical studies on contractual 
behavior).
340 -
developed by Melvin Eisenberg, who argues that it is in the context of the second one that the theory of 
efficient breach is most inaccurate. Cf. Eisenberg, Actual and Virtual Specific Performance, the Theory 
of Efficient Breach, and the Indifference Principle in Contract Law, op. cit. supra, at 997; Eisenberg,
Disgorgement Interest in Contract Law, op. cit. supra, at 
the theory of inefficient breach is incorrect for three reasons: (1) it rests upon incorrect factual predicates; 

ROBERT COOTER &
THOMAS ULEN, INTRODUCTION TO LAW AND ECONOMICS 238, 241 (3rd ed., Reading:  Addison Wesley 
Longman 2000). 
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 Moreover, both functions of damages for breach operate inside a relationship in 
which parties are bound to each other by contractual obligation. Damages provide 
monetary incentives for promisors to perform when the promisor is already committed 
to perform. This commitment, established by the giving of a promise with consideration, 
can already induce promisors to perform, independently of the material incentives 
provided by the legal remedy. At the same time, breach of that commitment provides a 
reason and motive for the promisee to feel aggrieved and thereby tempted to retaliate. 
The experiment does not neglect those, but, quite on the contrary, explicitly studies how 
far promissory commitment, independent of damages for breach, can by itself induce 
performance by the promisor, and how far breach of promise can trigger retaliation by 
the promisee.  

In sum, the experiment investigates the role of promises given with 
consideration to (i) induce performance by the promisor and (ii) instigate retaliation to 
breach by the promise. It then studies the role of expectation damages to (iii) induce 
efficient performance by the promisor and (iv) crowd out retaliation to breach by the 
promisee. All these four effects are captured in different types of contingencies that 
distinguish between the efficiency and inefficiency, and the fairness and unfairness of 
breach. With that, the experiment provides estimates for the behavioral and welfare 
effects of expectation damages to induce performance only when performance is 
socially efficient, and of compensatory remedies for breach to crowd out retaliation in 
circumstances where breach of promise may in fact induce retaliation. 

The next section presents the individual contractual behavior examined in the 
experiment and the related existing literature. The third section explains the design of 
the experiment, describes the trade game that subjects played in the different treatments, 
the content of each treatment, predictions from rational choice theory, alternative 
hypotheses, and the details of the experimental procedure. The fourth section reports 
the obtained results and the statistical analysis, and the last section concludes. 

IV.B. PARTIES BEHAVIOR UNDER INVESTIGATION AND RELATED LITERATURE

 The behavior of contractual parties that is subject to investigation involves the 
sion to retaliate. They can both 

be influenced by the two duties created by the contractual obligation: the primary duty 

and to compensate the promisee in case of breach. Both duties can influence the 
behavior of both parties, thus delivering four different effects under empirical 
scrutiny.341

                                                           
341  Additionally, the experiment studies the effect of the prospect of retaliation by the promisee 

with the alternative hypothesis in section 
II.D infra.
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The primary duty to perform arises with the giving of a promise with 
consideration, and creates an obligation for the promisor to undertake the promised act. 
In establishing that obligation, promissory commitment is apt to induce, by itself, 
performance by the promisor. In case it is breached, a wrong is committed, which is apt 
to instigate retaliation by the promisee.  

 There is evidence that individuals often keep their promises even at a cost for 
themselves.342 There is still, however, a wide and unresolved debate on the causes of 
such behavior, or on why individuals keep promises. Two main explanations put 
forward in the literature are guilt aversion and moral commitment.  

According to the theory of guilt aversion, individuals feel guilt when they let the 

that act.343 According to the theory of moral commitment, individuals have preferences 
for keeping promises per se, and derive disutility from behaving inconsistently.344 While 
there is some evidence for the existence of guilt aversion, there is perhaps, under the 
current state of the art, more evidence in favor of the commitment explanation.345

Existing evidence that individuals keep promises relies, however, on a modified 
version of the trust game, and is thus obtained where the promisee incurs real monetary 
losses in case of breach by the promisor. Existing experimental studies, therefore, do 
not present evidence that individuals keep promises when breach would cause no more 

                                                           
342 See Gary Charness & Martin Dufwenberg, Promises and Partnerships, 74 ECONOMETRICA 1579 
(2006); Christoph Vanberg, Why do People Keep their Promises? An Experimental Test of Two 
Explanations, 76 ECONOMETRICA 1467 (2008); Charness & Dufwenberg, Bare Promises: An 
Experiment, 107 ECONOMIC LETTERS 281 (2010); Tore Ellingsen et al., Testing Guilt Aversion, 68 
GAMES AND ECONOMIC BEHAVIOR 95 (2010); Charness & Dufwenberg, Participation, 101 AMERICAN 
ECONOMIC REVIEW 1213 (2011).  
343 See Charness & Dufwenberg, Promises and Partnerships, op. cit. supra, at 1580, 1583 (stressing 

is, an individual only experiences guilt if she believes her behavior falls short on the expectation of the 
other). For the formal model, see Pierpaolo Battigalli & Dufwenberg, Guilt in games, 97 AMERICAN 
ECONOMIC REVIEW, PAPERS AND PROCEEDINGS 170 (2007); Battigalli & Dufwenberg, Dynamic 
Psychological Games, 141 JOURNAL OF ECONOMIC THEORY 1 (2009). 
344 See Tore Ellingsen & Magnus Johanesson, Promises, Threats and Fairness, 114 ECONOMIC 
JOURNAL 397 (2004) for a formal model and initial empirical evidence, and Ying Chen et al., Selecting 
Cheap-Talk Equilibria, 76 ECONOMETRICA 117 (2008) for a model of belief-independent costs of 
inconsistency. 
345  Charness & Dufwenberg, Promises and Partnerships, op. cit. supra, presents initial evidence in 
favor of guilt-aversion. Vanberg, Why do People Keep their Promises? An Experimental Test of Two 
Explanations, op. cit. supra, presents a subsequent study with evidence that favors the commitment 
explanation. Charness & Dufwenberg, Bare Promises: An Experiment, op. cit. supra, presents further 
results with a modified version of their initial experiment and provide only limited support for both 
explanations. Ellingsen et al., Testing Guilt Aversion, op. cit. supra, presents results concerning the 
existence of guilt-aversion in different games (dictator game, and two versions of a trust game, with 
complete and incomplete information) and find very scarce support for a theory of guilt-aversion. Lastly, 
Charness & Dufwenberg, Participation, op. cit. supra, presents a more recent experimental test and 
concl
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than loss of expectancy, as in case of breach of wholly executory contracts studied in 
the experiment.  

 There is pervasive evidence that individuals engage in costly punishment against 
those that violate a norm of cooperation in social dilemmas, or a fairness norm in 
bargaining games.346 Quite remarkably, there is very little evidence on the existence of 
retaliation to breach of promise, and, similarly to existing evidence of the effect of 
promises, existing evidence is obtained in games where the promisee suffers material 
losses because of breach, and not only a loss of expectancy.347

In the present study, the question examined experimentally is whether promisees 
retaliate to breach of promise when no more than the expectation interest is at stake, 
and why they may do so: because of (i) the loss of expectancy they endure, (ii) the 
unfairness of the resulting distribution, or (ii) the inefficiency of the result. In 
distinguishing between different contingencies where breach of promise arises, and 
where only some lead to an unfair or inefficient result, the experiment inquires into the 
circumstances where retaliation to breach of promise is most likely to arise. 

The secondary duty to pay damages, in turn, arises only if the promised event 
does not come to pass, and it creates an obligation for the promisor to compensate the 
promisee. In imposing a monetary cost on breach, expectation damages are apt to induce 
efficient levels of performance by the promisor. In providing compensation for the 
promisee, they are apt to crowd out retaliation.  

expectation damages in effect induce performance of contractual promises if 
performance is socially efficient, and not otherwise.348 Expectation damages make the 
promisor internalize the negative externality of breach, given by the amount the 
promisee does not earn because of breach, and are predicted to induce only socially 

                                                           
346 See the discussion supra in chapter III, section B for evidence that individuals retaliate in social 
dilemma games. Punishment in ultimatum games is pervasive across societies and cultures, as attested 
by Joseph Heinrich et al., In Seach of Homo Economicus: Behavioral Experiments in 15 Small-Scale 
Societies, 91 AMERICAN ECONOMIC REVIEW 73 (2001). 
347 See Olivier Bochet & Louis Putterman, Not just babble: Opening the black box of 
communication in a voluntary contribution experiment, 53 GAMES AND ECONOMIC BEHAVIOR 309 (2009) 
(finding evidence of retaliation to breach of promise in a public good game, thus where the individual 
that promised induced the other to contribute to the public good, and hence to incur a real monetary loss 

 and not just loss of expectancy  in case of breach). 
348 See Iris Bohnet, Bruno Frey & Steffen Huck, More Order with Less Law: On Contract 
Enforcement, Trust, and Crowding, 95 AMERICAN POLITICAL SCIENCE REVIEW 131 (2001) (experiment 
with a trust game that included expectation damages but where breach could never be efficient, and where 
the promisee could not decide whether to claim damages or not, since the promisor was held liable 
according to some exogenous probabilities); Ben Depoorter & Stephan Tontrup, How Law FramesMoral 
Instuitions: The Expressive Effect of Specific Performance, 54 ARIZONA LAW REVIEW 673 (2012) 
(experiment that included, among others, the possibility for parties to claim the equivalent of expectation 
damages, but with very different research questions).  
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behavior further implies that social welfare will be maximal under expectation damages 
and is subject to empirical examination. 

 Expectation damages further provide relief for promisees to redress breach, and 
can thereby provide their own contribution to social welfare by crowding out the 

e
private for public redress, thereby avoiding a loss of welfare. If promisees perceive 
breach of contractual promises as a wrong in need of redress, and in effect tend to 
retaliate against it, then damages for breach are well apt to crowd out retaliation. This 
requires that legal enforcement of contracts go beyond the imposition of a price on 
breach and further provide relief for promisees to redress breach, as it in fact does.  

Lastly, the experiment investigates whether legal relief to promisees to redress 
breach has its own beneficial impact upon social welfare not only by inducing efficient 
performance, but also by reducing welfare losses from retaliation.349 In order to estimate 
the welfare gains from inducing promisors to perform, there is the need to subtract from 
those gains the possible gains that promises themselves deliver, independent of 
damages, in inducing performance. On the other hand, in order to estimate the welfare 
gains from reducing retaliation by promisees, there is the need to subtract the gains 
created by retaliation in deterring breach from the social costs of retaliation, so that the 
total net effect upon social welfare captures both the benefits and costs of retaliation.350

By comparing those net estimated social welfare effects, the welfare functions of legal 
redress are examined. If legal redress indeed provides net gains through both channels, 
then compensation for breach of promise can be, on social welfare grounds, justified in 
the law of remedies for breach.  

IV.C. THE EMPIRICAL STUDY

 The experiment attempts to investigate the effects of contractual promises, 
expectation damages, and retaliation to breach on individual behavior in a controlled 
environment. This approach permits a more careful analysis of causal relationships 
betw
and rewards are real and material. It attempts to abstract from, and to control for, all 

viding 
                                                           
349  This does not imply that social losses from retaliation will be minimal under expectation 
damages, since while expectation damages provide compensation for all lost expectancy, they do not 
establish a final equal distribution of gains between the parties. The seller that breaches to profit from an 
outside transaction retains all extra profits possible only through breach, and inequality persists. The next 
chapter explores this point in detail, together with the discussion on how damages for breach could be 
designed to better fulfill the function of crowding out retaliation while maintaining optimal incentives for 
promisors to perform. 
350  As explained before, retaliation induces cooperation and other forms of socially desirable 
behavior, but it does so only at a cost, and this is the reason why its net effect upon social welfare must 
consider both. 



78_Edle BW Mittlaender.job

140
 

evidence for the effect of the institutions under study, and their interactions, in 
isolation.351

This does not mean that other factors present in real contractual relationships 
are irrelevant for the behavior of the parties. Trust, custom, commercial good manners, 
reputation, and several others elements all play their role upon contractual behavior. 
Empirical research, however, must control for the factors outside the scope of the study 
in order to investigate the effect of any specific institution upon individual behavior, 
and this guided the design of the study.  

The experimental design attempts to establish such a controlled environment 
first through the implementation of a control group. It aims at capturing the influence 
of other factors on part
damages net of those. Moreover, the experiment followed the orthodox procedure in 
economics, ensuring anonymity, the absence of external communication between 
subjects, monetary rewards for individual choices (incentive-compatibility), no 
deception, and the precise same amount of information provided to all subjects. 

IV.C.1. The Implemented Trade Game 

 Subjects played, in all treatments, a trade game that resembles the interaction 
between a seller and buyer. In it, sellers take the role of promisors and buyers of 
promisees. The seller could produce and deliver one unit of a good to the buyer, who in 
return makes the payment of its price. The trade game consisted of four different phases, 

the control group, where parties could not communicate, and were then only matched 
with each other). At date 2, the state of the world, which might imply some unexpected 
contingency for the seller, was realized, and both parties were informed of it. At date 3, 
the seller decided to perform or to breach. At date 4, and only in case of breach by the 
seller, the buyer could retaliate (in the treatments with retaliation) and concomitantly 
claim damages for breach (only in the treatment with contracts).  

After the realization of the state of the world, at date 2, both parties observed the 
realized state, and the buyer observed the decision of the seller at date 3. Consequently, 
the seller was always well aware of the consequences of her decision upon her own 
earnings and upon the earnings of the buyer, as well as of the efficiency and fairness of 
the result of her decision. The seller knew that the buyer also observed the realized state 
and her decision to perform or breach, and that the buyer could thus take the motives 

                                                           
351 Cf. VINCENT BUSKENS, BETWEEN HOBBES LEVIATHAN AND SMITH S INVISIBLE HAND, op. cit. 
supra, as well as CHRISTOPH ENGEL, LEGAL EXPERIMENTS: MISSION IMPOSSIBLE?, op. cit. supra
(discussing the value and method of experimental studies in the Law). 
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and consequences of breach into consideration before deciding to claim damages and 
to retaliate (in the treatments including those actions).  

The timeline of the game is resumed in figure IV.1 below: 

Figure IV.1. Timeline of events 

     Date 1          Date 2  Date 3        Date 4  

Agreement stage   Resolution of risk       Performance stage  Enforcement stage 

______|_________________|__________________|__________________|________ 

Subjects are   The state of the        Seller decides to Buyer decides, in 
matched and   world is realized,        perform or breach;   case of breach, to 
can enter into   determining the        Buyer pays in case   retaliate and claim           
an agreement              damages 352    

 and the price in the 
agreement was . The in the performance of the agreement
was hence always equal to 10. The seller
on her costs of production  and on her net gains  from breach to profit from a 
substitutive transaction, where  denotes the realized state of the world, with 

.

Under the status quo  were equal to 10, and 
the seller had no outside option. She thereby earned, just as the buyer, 10 through 

,
or the seller was offered an outside option and could breach in order to make net profits 
of .353

The trade game, in the absence of any type of enforcement possibility, was as 
follows:

                                                           
352  The buyer could not actively decide to pay or to default on payment, as detailed below, since 
this would create uncertainty in the seller, who could then decide to breach because of fear of default by 
the buyer. Since this is not the object of the study, there is the need to control for such effect, and therefore 
payment by the buyer was implemented automatically whenever the seller delivered the good to the 
buyer, and automatically not implemented whenever the seller decided not to deliver. 
353  Note that the third-party was not, in the experiment, a real person but a mere offer that the seller 

Moreover, it is assumed that the third-
corresponding to her whole valuation of the good.  
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Figure IV.2. The trade game 

    do not agree     
              

Buyer and        performs 
Seller 354           

    agree on a deal Nature     Promisor 
 (seller)   

        breaches 

 There were five different possible contingencies that could be drawn at date 
2. The status quo (state 0) was maintained in half of the interactions. In the other half, 
Nature selected one out of four possible contingencies (states 1 to 4). These included a 
low and a high increase in costs of production, and an outside price offer that was 
slightly or considerably higher than the price in the original contract. They thereby 
distinguish socially efficient from socially inefficient breaches, and breaches committed 
to achieve higher profits (the ones that create inequality, or unfair breaches) from 
breaches committed to avoid incurring losses (the ones that avoid inequality, or fair 
breaches), as resumed in table IV.1 below: 

Table IV.1.

Higher costs of production 

(fair breach) 

Higher outside offer 

(unfair breach) 

STATE 1 ( )

Inefficient breach that is fair
(avoids inequality)

STATE 2 ( )

Inefficient breach that is unfair
(creates inequality)

STATE 3 ( )

Efficient breach that is fair
(avoids inequality)

STATE 4 ( )

Efficient breach that is unfair
(creates inequality)

                                                           
354  More precisely, if either the buyer or the seller do not agree to exchange promises to perform, 
then they cannot trade and realize any gain from trade or loss. The seller would not incur costs to produce 
the good if the buyer does not promise to come back to pick it up and pay for it, and the buyer will not 
come back to pick up the good if the seller does not promise she will produce it. If they both agree to 
exchange promises, or on a contract, then the game proceeds.   
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More precisely, the contingencies were as follows: 

, the status quo, with  and no outside offer     

, increase in costs of production by 15 and no outside offer, 

, outside price of 25 and cost of production remain as in ,

, increase in costs of production by 25 and no outside offer, 

, outside price of 35 and cost of production remain as in ,

For convenience, the final payoffs of the seller and of the buyer, in each 

behavior. 

IV.C.2. Experimental Treatments 

The experimental design consisted of three main treatments (trade, promises and 
contract), all implemented with and without the possibility of retaliation, and hence in 
six treatments. In all of them, subjects took the role of a buyer or a seller and played a 
series of single anonymous trade games. The parameters of the game described above 
and the different possible contingencies were constant across all treatments, which 
differed only in the possibility to exchange promises before playing the game and in the 
possibility to retaliate or to claim damages after the game. 

In the first treatment “trade” (the control group), subjects played the trade 
games without any previous communication between them, and hence in the absence of 
any form of promissory commitment. They were, in each interaction, only randomly 
allocated with another participant in the opposite role at date 1, and took no decision or 
action at that moment. They subsequently observed the state of the world at date 2, and 
at date 3 the seller decided to produce the good and deliver it to the first buyer in 
exchange for payment of the price or not.  

In the second treatment “promises,” subjects were matched at date 1 and could 
enter into an exchange of promises. It stated that the seller promises to produce the 
good and trade it with the current buyer, while the buyer promises to pay the price of 

355 If the seller and the buyer both promised, then 
the state of the world was realized at date 2, and the seller decided to keep the promise 
at date 3. Apart from the promises, all other remaining elements of the game were 
identical to the control group.  

                                                           
355  As in the instructions of the experiment. Their precise contents are all detailed below in section 
IV.C.5. 
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In the third treatment “contract,” subjects were matched at date 1 and could 
enter into a contract. The contract consisted in an exchange of promises with the precise 
same content as in treatment promises, but also included a clause allowing the buyer to 

amount of damages the buyer was entitled to claim in case of breach was measured by 
her loss of expectancy, equal to 10. Apart from this clause and the related possibility to 
claim damages in case of breach, all remaining elements were identical to treatment 
promises.

Each main treatment was implemented with and without the possibility of 
retaliation by the buyer. Retaliation was implemented in the traditional form of costly 
punishment, meaning that the buyer could spend 2 points to deduct 10 points from the 
earnings of the seller. Each subject played in just one main treatment (trade, promises, 
or contract), in the presence and absence of the possibility to retaliate (the details of the 
procedure are presented below). The experimental design is depicted in table IV.2 
below:

Table IV.2. Implemented treatments

Seller’s 
decision to perform 

Buyer’s 
decision to retaliate 

Treatment trade 

no commitment,
no enforcement 

Treatment trade with 
retaliation

no commitment, 
retaliation 

Treatment promises 

promissory commitment,  
no enforcement 

Treatment promises with 
retaliation

promissory commitment,  
retaliation 

Treatment contract 

promissory commitment,  
expectation damages 

Treatment contract with 
retaliation

promissory commitment, 
retaliation,  

and expectation damages  
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Although subjects actively decided to enter into the exchange of promises, or 
into the contract, as well as, only in treatment contract, to claim damages for breach, the 
treatment variables under study are performance and retaliation.356 In treatments 
without retaliation, depicted in the first column of table IV.2, the focus lies on the effect 
of promissory commitment (between treatments trade and promises) to induce 
performance by the promisor, and of the material and pecuniary incentives created by 
expectation damages to induce performance net of the effect of promises (between 
treatments promises and contract). In treatments with retaliation, depicted in the second 
column, the focus lies on the effect of breach of promise to trigger retaliation by the 
promisee (between treatments trade and promises), and of expectation damages to 
crowd it out (between treatments promises and contract). 

The function of treatment trade in the experiment is to control for the effect of 
other factors beyond promissory commitment and damages on the behavior of the 
parties. For example, the seller may want to keep the promise because of her individual 
preferences against the inequality that would result from breach. The buyer may, in turn, 
desire to retaliate to breach because of the resulting inequality, independent of the 
presence of promissory commitment. With the control group, the estimated difference
in behavior across treatments excludes those effects, which are captured inside the 
control group, and can then be attributed solely to the effect of promises and damages 
for breach. 

 Considering all treatments, the complete version of the game is described as 
follows.

 Let  

 be the decision variable of the seller to produce the good 
and deliver it to the buyer, equal to unity in case of 
performance;  

 be the decision variable of the buyer to retaliate against 
the seller by imposing a loss of  at own personal 
costs , and 

 be the decision variable of the buyer to enforce the 
contract and claim the equivalent of expectation 
damages, given by .

                                                           
356  All three treatments equally involved a seller and a buyer of a good, who only in treatments 

the exchange of promises). In the present text, these terms are used interchangeably. In the experiment, 
differently, parties were always called seller and buyer in all treatments in order to avoid possible demand 
effects, as explained below in the section that explain the experimental procedure.  
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The profits of sellers and buyers, represented respectively by  and , are as 
follows:

   

 The seller earns the price of 20 minus costs of production  if she decides 
to perform, minus possible increases  in those. If she breaches, then she makes 
net profits  from the possible outside transaction (  if no outside offer 
materializes), loses 10 if the buyer decides to claim damages, and loses another 10 if 
the buyer decides to retaliate. 

 payoff:   

    

 The buyer always earns her expectancy of 10 in case of performance by the 
seller. In case of breach, the buyer neither earns nor loses anything in the absence of 
retaliation and damages. Only her expectancy is at stake in the game. In the treatments 
that include enforcement possibilities, the buyer incurs the costs of retaliation equal to 
2 if she decides to retaliate, and earns damages for breach equal to 10 if she decides to 
enforce the contract. For convenience, the pa

with the predictions from strict rational choice. 

The complete game-tree takes the following form: 
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Figure IV.3. Complete game-tree 

Agreement present only in treatments promises and contract 

   Date 1   Seller    Buyer 
Agreement stage 

           does not agree          agrees       agrees     does not agree 

           Nature           

   Date 2         
   Resolution of risk     draws the state of the world 

 Seller 
Date 3

   Performance stage        performs     breaches 
                                  

   Buyer 

   Date 4            
   Enforcement stage    

    claims damages   claims damages and retaliates  retaliates no reaction 

 Damages for breach present only in treatment contract    

       
                                  Possibility to retaliate only in treatments with retaliation 

Entering into the agreement was individually profitable for both parties 

contracts. A promisor that for moral reasons planned to keep promises under all 
circumstances had an expected utility of 5 by entering into the agreement and 
accordingly performing in all contingencies: 
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IV.C.3. Strict Rational Choice Predictions 

contingency, are resumed in table IV.3 below. In the absence of retaliation and damages, 

there denoted with the star. 

promises (stars indicate equilibrium behavior and outcomes) 

related payoffs 
(seller,buyer) 

Consequence 
of breach  

for the seller 

Consequence 
of breach  

for the buyer 

Consequence 
of breach  
upon SW

Consequence  
of breach  

on inequality 

State 
0

*perform* 
breach

*(10,10)* 
(0,0) 

does not 
earn 10

does not 
earn 10

 20 none 

State 
1

perform 
*breach* 

(-5,10) 
*(0,0)* 

avoids
loss of 5 

does not 
earn 10

 5 
avoids 

 inequality of 
15 

State 
2

perform 
*breach* 

(10,10) 
*(15,0)* 

gains 
extra 5

does not 
earn 10  5 

creates
inequality of 

15 

State 
3

perform 
*breach* 

(-15,10)
*(0,0)* 

avoids
loss of 15 

does not 
earn 10 + 5 

avoids 
 inequality of 

25 

State 
4

perform 
*breach* 

(10,10) 
*(25,0)* 

gains 
extra 15 

does not 
earn 10 + 5 

creates
inequality of 

25 

The seller is predicted to perform, in the absence of damages, only under the 
status quo (state 0). In all other states, it is individually optimal for the seller not to 
trade, but rather to breach, since by doing so the seller maximizes her individual gains. 
The third column summarizes the consequences of breach for the seller herself. These 
are calculated with respect to the gains or losses that the seller would make through 
performance, and reflect the distinction between gain-seeking and loss-avoiding 
breaches. Although there is no difference, in economic terms, between breach in states 
1 and 2, and between breach in states 3 and 4, the distinction is of relevance for the 
creation or avoidance of an unequal final distribution between the parties. 

are, under strict individual self- ion of 

contingencies. The fifth column reports the consequences of breach for aggregate social 
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welfare, and the last column the consequences of breach for the disadvantageous 
inequality in the final payoffs experienced by the buyer.  

In the absence of promises and damages for breach, strict rational choice 
predictions are clear and univocal. As explained in the following paragraphs, these do 
not change in the presence of promises nor in the presence of retaliation, but only in the 
presence of expectation damages. Additionally, the buyer is never predicted to retaliate, 
either in the absence or in the presence of promises.   

Consider first the seller’s decision to keep promises. According to standard 
rational-choice models, promises, in the absence of an effective enforcement 

payoffs.357 They 
cannot induce a change in the behavior of the seller between treatments trade and 
promises. Sellers are hence predicted not to change their behavior because of a prior 
promise, but are rather, on the contrary, predicted to behave equally in treatment trade 
and in treatment promises, keeping their promises only under the status quo, and 
breaking them in all other states. 

Rational-choice models also do not predict buyers to retaliate, since costly 
punishment is a strictly dominated strategy in single and anonymous interactions. It 
cannot deliver any material gain to the individual, either present or prospective. The 

perceived wrong in breach by the seller is irrelevant for self-interested behavior that 
requires no investment in retaliation by the buyer. Buyers are hence predicted to behave
equally in the absence or presence of prior promises, never retaliating against the 

358

                                                           
357  The only equilibrium in any game with cheap-
communication and promises do not alter individual behavior. Cf. Joseph Farrell & Matthew Rabin, 
Cheap Talk, 10 JOURNAL OF ECONOMIC PERSPECTIVES 103, 107-108 (1996) (because of common 
knowledge of rationality, cheap-
utterances need not be correlated with her private information or true intentions, such that the other player 

ess. The refined argument 
for talk being cheap is in Robert Aumann, Nash Equilibria are not Self-Enforcing, in ECONOMIC 
DECISION MAKING: GAMES, ECONOMETRICS AND OPTIMISATION 201 (J. Gabszewicz et al. eds, 
Amsterdam: North-Holland 1990) (communication will 

See Ying Chen et al., Selecting Cheap-Talk 
Equilibria, 76 ECONOMETRICA -
equilibrium outcome in which the Sender's message contains no information, and, on the equilibrium 

Vincent Crawford, A Survey of 
Experiments on Communication via Cheap Talk, 78 JOURNAL OF ECONOMIC THEORY 286, 287 (1998) 

-talk] message cannot convey any useful 

uninformative and is ignored by the Receiver. This is the grain of truth in the cheap-
a criticism on the conception of cheap talk, see David Sally, Can I say “bobobo” and mean “There’s no 
such thing as cheap talk”?, 57 JOURNAL OF ECONOMIC BEHAVIOR AND ORGANIZATION 245 (2005). 
358  Notice that promises, in the present experiment, do not consist of information passed by an 
informed party to an uninformed decision-maker, as in the seminal model of Vincent Crawford and Joel 
Sobel, Strategic information transmission, 50 ECONOMETRICA 1431 (1982). Here, although it is the case 
that one party makes a decision that affects both

same party who made a promise conveying her intention and 
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The conjunction of both predictions from strict rational-choice models delivers 
the prediction concerning the seller’s decision under retaliation. Rational sellers must 

Sellers are hence predicted never to alter their behavior because of the possibility of 
costly punishment. They are predicted to take the very same decisions in treatments 
trade, promises, trade with retaliation and promises with retaliation, never deciding to 
trade except in state 0, the only case where trade and promise-keeping is individually 
profitable. 

Predictions do change when the agreement is legally enforceable. In the 
treatment contract, damages for breach do change the equilibrium of the game, as the 
contract allows buyers to claim damages whenever the seller breaches the contract. In 
the experiment, this action was a real choice of the participant in the role of a buyer, 
and one that did not entail any cost for her. The buyer is hence predicted to claim 
damages whe
Sellers, accordingly, must anticipate the choice of buyers when making their ex ante 
optimal decision to perform or breach in the first place.  

Table IV.4 below resumes the final payoffs of the parties whenever the seller 
breaches the contract and the buyer claims damages for breach. In case the buyer opts 
not to claim damages, then payoffs are exactly as the ones reported in the previous table 
IV.3.  

Incentives created by expectation damages induce performance under the status 
quo but also in states 1 and 2, as reported in the second column of table IV.4 below. In 
the game, expectation damages induce performance if and only if performance is, in the 
realized contingency, socially efficient. In contingencies where performance is socially 
inefficient, i.e. in states 3 and 4, expectation damages do not induce performance, but 
rather give incentives for the seller to breach and pay damages. The prediction is that 
sellers will perform in states 1 and 2 and will breach in states 3 and 4, when breach and
payment of damages is the individual strictly dominant strategy. 

                                                           
commitment to trade that must make that decision. Therefore, promises made by the promisor create only 
a promissory commitment upon the person making the promise, and fulfill no role to convey information 
to the other party that could be relevant for future decision-making (the other party makes no future 
decision), apart from encouraging the other individual to enter into the agreement in the first place. 

Promises, in the present game and experiment, also cannot, according to refined economic 
theory, signal
intentions because they are, first of all, costless. Secondly, even if they were costly utterances, they would 
further need to be negatively correlated with what they would be signaling, otherwise everybody would 
invest in the signal equally and the signal would then not distinguish between types (such as moral, 

assumption in his canonical model of signaling (in the labor market). Cf. Michael Spence, Job Market 
Signaling, 87 QUARTERLY JOURNAL OF ECONOMICS a signal will not effectively 
distinguish one applicant from another, unless the costs of signaling are negatively correlated with 
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The buyer, as reported in the fourth column, never suffers any loss in treatment 
xpectation damages make the buyer 

game. The fifth column reports the consequences of breach for overall social welfare, 
and the last column reports the consequences of breach for inequality between the 
parties. The only contingency where breach of contract followed by the payment of 
expectation damages still creates disadvantageous inequality (of 5) for the buyer is state 
4, as reported in the last column of table IV.4 below. 

contract (stars indicate equilibrium behavior and outcomes) 

related payoffs 
(seller,buyer) 

Consequence 
of breach 

for the seller 

Consequence 
of breach 

for the buyer 

Consequence 
of breach 

for total SW 

Consequence 
of breach 

on inequality 

status
quo 

*perform* 
breach

*(10,10)* 
(-10,10) 

loses 20 - - 20 
creates

inequality  
of 20 

State
1

*perform* 
breach

*(-5,10)* 
(-10,10) 

loses 5 - - 5 
increases 
inequality  

by 5  

State
2

*perform* 
breach

*(10,10)* 
(5,10) 

loses 5 - - 5 
creates

inequality  
of 5 

State
3

perform 
*breach* 

(-15,10) 
*(-10,10) 

avoids  
losing 5 

- + 5 
avoids

(disadv.) 
inequality of 5 

State
4

perform 
*breach* 

(10,10) 
*(15,10)* 

earns  
5 extra 

- + 5 
creates

(disadv.) 
inequality of 5 

Note that although damages for breach do alter the equilibrium of the game, they 
do not alter in any manner the maximal possible gains of social welfare that parties 
could realize in any contingency  as well as the overall maximal gains from trade in 
the game as a whole. That is, the same total social welfare is equally achievable in 
treatments trade, promise and contract, with and without retaliation.  

Table IV.5 resumes the predictions from strict rational choice models for the 

treatments: 
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Table IV.5. Predictions from strict rational choice models  

Seller Buyer 

Treatment  
trade 

Perform under the status quo ,
refuse to trade in other contingencies 

Never retaliate against any 
type of refusal to trade 

Treatment 
promises

Perform under the status quo ,
breach in other contingencies

Never retaliate against any 
type of breach of promise 

Treatment  
contract 

Perform when efficient ( ), 
breach the contract otherwise ( )

Never retaliate against any 
type of breach of contract, 

always claim damages 

IV.C.4. Alternative Hypotheses 

The first hypothesis is that promisors will perform more often in the presence of 
promissory commitment than in its absence. According to the design, sellers are 
hypothesized to perform more often in treatment promises than in treatment trade, 
where there was no obligation for sellers to take any specific course of action. Except 
in the status quo, performance is individually costly while breach is the action that 

However, individuals may feel morally obliged to undertake the promised act even 
when circumstances change and performance becomes individually unprofitable, and 
hence to keep their promises for moral reasons. 

The second hypothesis is that disappointed promisees will retaliate more often 
in the presence of promises than in their absence. In the design, it corresponds to 
hypothesized higher rates of retaliation in treatment promises than in treatment trade, 
where the seller, in deciding not to implement the exchange, does not break any 
promise.359 Moreover, this effect may depend or not on the type of the realized 
contingency.  

                                                           
359  Individuals with social preferences may have a tendency to retaliate against the decision of 
the seller because of the inequality or inefficiency it creates. Between treatments trade and promises, 
however, inequality and inefficiency are held constant by design, and therefore cannot explain any 
difference in behavior between treatments, and in the same contingency. If buyers retaliate more often 
against the seller in treatment promises than in treatment trade, then this is caused by the presence of 
promissory commitment. 
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There are three possible causes, distinguished by the different contingencies, for 
the buyer to retaliate. If loss of expectancy causes retaliation, then buyers are expected 
to retaliate more often in all contingencies because they equally lost their expectation 
in all of them. If inefficiency from breach causes retaliation, then buyers are expected 
to retaliate more often only in the contingencies where breach is inefficient, and hence 
only in states 1 and 2. If the realization of inequality from breach of promise causes 
retaliation, then buyers shall retaliate more often only in states 2 and 4, where the seller 
creates inequality through breach. 

The third hypothesis is that expectation damages induce performance when 
performance is socially efficient, and breach when breach when is socially efficient. In 
the design, it corresponds to the inducement of performance only in the contingencies 
where performance is socially efficient. These are, as detailed above, states 1 and 2, or 
those in which performance can generate overall gains of welfare. In states 3 and 4, in 
contrast, expectation damages are predicted to induce breach. 

The fourth hypothesis is that the availability of expectation damages reduces 
retaliation by the promisee, in effect fulfilling the function to substitute private for 
public redress. Promisees are expected to retaliate less often in treatment contract, 
where they can claim expectation damages in case of breach, than in treatment promises, 
where this possibility is absent. If promisees perceive breach of bargained-for promises 
as a wrong in need of redress, and in effect retaliate more often against breach of 
promise than mere refusals to trade, as in hypothesis 2, then damages for breach are 
predicted to crowd out retaliation to breach.  

A last and fifth hypothesis is that promisors will perform more often whenever 
promisees can retaliate. This hypothesis relates the impact of retaliation to breach, if 
existent, up
anticipate irrational retaliation and decide to keep promises and contracts in order to 
avoid possible losses from retaliation by buyers. Sellers are hypothesized to perform 
more often in treatments where the buyer has the option to retaliate than in those where 
the buyer does not have it.  

IV.C.5. Experimental Procedure 

There were six experimental sessions, and each session included three parts. 
Participants were randomly allocated to the role of either buyer or seller at the beginning 
of the session and kept the same role throughout the whole session. Each subject 
participated in only one session. In each, subjects played only one of the main three 
treatments, and in the different parts of the session, that main treatment was 
implemented with and without retaliation, as described in table IV.6 below.  
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Table IV.6. Order of implementation of treatments 

Session Main
Treatment 

Part 1 Part 2 Part 3 

 1 Trade Trade Trade + retaliation Trade + retaliation 

2 Trade Trade + retaliation Trade Trade + retaliation 

3 Promises Promises Promises + retaliation Promises + retaliation 

4 Promises Promises + retaliation Promises Promises + retaliation 

5 Contract Contract Contract + retaliation Contract + retaliation 

6 Contract Contract + retaliation Contract Contract + retaliation 

In each part, participants played a series of eight trade games. They played four 
games in which the status quo was maintained and one game where each of the four 
different contingencies materialized.360 Sellers received feedback on whether they were 
punished or not only at the end of each treatment. With three parts in each session, 
participants played in total 24 games that were simple, brief and easily understandable, 
and each complete session took only about one hour. 

After each game, subjects were randomly rematched and played the next game 
with another subject, and hence only single interactions were implemented throughout 
the whole experiment. It is worth emphasizing that only one-shot interactions are 
analyzed and studied. By abstracting from repetition and other factors, and controlling 

promissory commitment, retaliation, and damages for breach in isolation, developing a 
ceteris paribus analysis. Therefore, prospective gains from cooperation that could be 
induced by punishment in the form of tit-for-tat or grim-trigger strategies, reputational 
concerns, signaling, and self-selection all cannot
experiment. All such factors are isolated, abstracted from, and kept constant by design.

Written instructions were distributed at the beginning of each part and subjects 
were not informed about the content of each part until the beginning of that part. For 
example, subjects in session 1 first played treatment trade without any knowledge of 
the content of the subsequent parts, and only in part 2 received new instructions 
explaining that they would participate in another part that included the possibility of 
retaliation. Another treatment with retaliation was implemented in part 3 of each session 
                                                           
360  The order in which the contingencies materialized was not known to participants but rather 
pseudo-randomized. It was not simply random only because of the need to have each contingency 
materialize once in each treatment, and a random ordering could lead to a certain contingency never being 
implemented. This was the reason for the pseudo randomization of the order of realization of the different 
states of the world. Subjects were informed that the status quo would occur in half of the eight 
interactions, and that each of the other contingencies would occur in one out of every eight interactions, 
as in fact implemented.  
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only be observed when the seller effectively breached, and were expected to be fewer.361

agreement to trade, and therefore were only randomly matched at date 1. Accordingly, 
in the experiment, subjects in the control group read on the first screen:  

In treatment promises, subjects read the exact same sentence above, but were 
also presented with the possibility to agree to enter into an exchange of promises with 
the following content:  

In the exchange of promises, the seller promises to produce the good and trade it with 
the current buyer, while the buyer promises to pay the price of 20 points to the seller 

In treatment contract, the agreement was complemented with a damages clause 
that

362

Both parties were then informed of the realized state in that game. The seller 

always informed of the earnings that she and the buyer would make depending of her 
decision. The seller was also informed of the possibilities that the buyer would have 
depending on her decision. With that, subjects did not have to engage in the (very 
simple) calculations needed in order to make a well-informed decision in each state of 
the world, and also did not have to remember the buye
their decision.363

In all three treatments, sellers equally read:  

If you choose yes, you earn < 

                                                           
361  The reader that worries with ordering effects and with the possibility that the treatment 
implemented in part 3 could not deliver unbiased observations in that part can relax. Tests of hypotheses 
are implemented with all data as well as without data from part 3 (the last ones are presented in footnotes 
since results are mostly consistent). Moreover, regressions considering data collected only in part 1, in 
part 1 and part 2, and in all three parts are all developed and concomitantly presented in the tables of 
results, and controls for ordering effects are also included.   
362  The only difference in the way both agreements were stated was in how they were called: an 
exchange of promises in treatment promises, and a contract in treatment contract. All the remaining 
wording was exactly the same. Therefore, in trea
contract, the seller promises to produce the good and trade it with the current buyer, while the buyer 
promises to pay the price of 20 points to the seller for the good. The contract allows the buyer to claim 

363  Moreover, subjects had in the written instructions a table with payoffs of both decisions in 
each state. 
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Since payoffs of not doing so depended on the realized contingency, sellers read 
in the status quo and in all contingencies involving increases in costs of production 
(states 0, 1 and 3) that  

In contingencies involving an outside option (states 2 and 4), sellers read instead 

 > points while 
364

In treatment contract, sellers were always informed that, if they chose not to 
deliver the good to the original buyer, then  

In all treatments with retaliation, sellers were informed that if they made that 
choice, then 

The experiment was implemented in the Experimental Laboratory for Sociology 
and Economics at Utrecht University between April and May 2013. A total number of 
160 participants participated in the experiment. All interactions were anonymous and 
participants did not know the identity of other participants they interacted with. The 
computer program was written with the software z-Tree and all the implementation of 
the experiment was fully computerized.365 Average earnings per participant were of 12 
Euros, and each session lasted around one hour. There was no instance of any anomaly 
and subjects understood the game extremely well, as documented by several types of 
decision subjects consistently made, as described in the outset of the next section. 

IV.D. RESULTS

IV.D.1. Descriptive Results 

Initial aggregate findings, presented in table IV.7 below, reveal that subjects 
understood the game well. Firstly, there were 994 observations of the decision to 

                                                           
364  Note that the third party was not, in the experiment, a real person but a mere offer that the 

experiment). Moreover, it i
an offer corresponding to her whole valuation of the good, in the hope to induce the seller to sell to her 

365 See Urs Fischbacher, z-Tree: Zurich toolbox for ready-made economic experiments, 10 
EXPERIMENTAL ECONOMICS 171 (2007). 
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perform under the status quo in all different treatments, as reported in the first row. In 
993 cases, sellers did choose to implement the exchange, to keep the promise, or to 
fulfill the contract under the status quo (state 0), as always expected.  

Table IV.7. Initial aggregate findings 

Trade 
Trade
with
ret. 

Prom.
Prom.
with
ret. 

Cont. 
Cont.
with
ret. 

Average performance 
in the status quo ( )

1 1 0.99 1 1 1

N 104 208 96 194 112 230

Proportion of decisions 
to enter into agreement 

0.985 0.98 0.98 0.99

N 400 800 464 928

Proportion of decisions 
to enforce the contract 

0.99 0.98

N 136 220

Secondly, the number of successful agreements is extremely high in all 
treatments that included them (promises and contract), as reported in the second row. 
This was predicted since entering into the exchange of promises, enforceable or not, 
was always profitable even for an individual who planned to keep her word under all 
circumstances. There were 2553 observed instances of participants deciding to enter 
into the agreement out of a total of 2592 observations of that decision.  

Thirdly, there were 356 instances where buyers could claim damages, following 
breach by the seller, as seen in the last row. In 350 of them, disappointed buyers actively 
chose to do so, as predicted from theory, since this decision could deliver only benefits 
for the buyer. 

In sum, whenever there were no reasons or arguments for deviations from 
strictly rational behavior, subjects behaved far and away as predicted in theory. In 
virtually all instances, (i) sellers chose to perform whenever doing so was individually 
profitable and circumstances did not change (in 99.89% of the cases), (ii) subjects opted 
to enter into the mutually profitable agreement (in 98.49% of the cases), and (iii) buyers 
decided to claim compensation for breach (98.31%).   
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Observed results concerning the behavior of sellers, or the decision to perform 
and to keep promises and contracts, in the absence of retaliation, are largely in 
accordance to the predictions delivered by strict rational choice. Table IV.8 below 
presents the frequency of breach in the three main treatments implemented without 
retaliation.  

The only difference between treatments trade and promises is the presence of 
promissory commitment, and observed differences in rates of breach between them, in 
the same contingency, are attributed to the behavioral effect of promises, providing 
estimates for the test of hypothesis 1. Analogously, the only difference between 
treatments promises and contract is the availability of damages for breach, and observed 
differences in rates of breach between those treatments are attributed to the material 
incentives created by expectation damages, net of the effect of promise-keeping, hence 
providing estimates for the test of hypothesis 2. 

Table IV.8. Frequency of breach (treatments without retaliation) 

Characteristics of 
breach Trade Promises Contract 

State 0 0 % 
(N=104) 

1 % 
(N=96) 

0 % 
(N=112) 

State 1 Socially inefficient, 
avoided inequality 

96 % 
(N=26) 

96 % 
(N=23) 

28 % 
(N=29) 

State 2 Socially inefficient, 
created inequality 

88 % 
(N=26) 

84 % 
(N=25) 

28 % 
(N=29) 

State 3 Socially efficient, 
avoided inequality 

100 %
(N=26) 

100 %
(N=25) 

100 %
(N=28) 

State 4 Socially efficient, 
created inequality 

92 % 
(N=26) 

96 % 
(N=25) 

92 % 
(N=26) 

Total
(excluding 
status quo)

94 % 
(N=104) 

94 % 
(N=98) 

61 % 
(N=112) 

   

Firstly, there is clearly no difference in observed rates of breach between 
treatments trade and promises. Descriptive results thus deliver no evidence that 
promises induce performance when performance becomes individually unprofitable, 
and when breach caused no more than loss of expectancy for the promisee. Promissory 
commitment alone, in states 1 to 4, did not lead sellers to perform, and average rates of 
breach in those states in treatments trade and promises are virtually identical. 
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Secondly, there is a pronounced difference in observed rates of breach between 
treatments promises and contract, and promisors performed, under expectation 
damages, significantly more often than in absence. In total, 94% of them breached in 
the absence of damages while only 61% did so in their presence. Moreover, expectation 
damages induced performance only when it was socially efficient, and not otherwise.
These differences, observed only in states 1 and 2, are not only very pronounced but 

 Still, 
expectation damages did not induce all sellers to perform whenever performance was 
socially efficient. In fact, 28% of them (8 out of 29) behaved irrationally and breached 
when breach was individually and socially unprofitable. 

Table IV.9 below presents frequencies of breach in the main treatments 
implemented with the possibility of retaliation by the buyer. As the comparison of 
average rates of breach without retaliation, in table IV.8, with average rates of breach 
with retaliation reveal, the possibility of irrational retaliation can be a powerful force 
driving the decision of the seller, inducing sellers to perform, to avoid retaliation, in 
situations where sellers would not be willing to trade.   

Observed frequencies of breach reveal that retaliation induced a change in 
behavior of the seller in all treatments in states 1 and 2. The possibility of being 
punished by the other party reduced the frequency of breach by approximately half, 
providing evidence for hypothesis 5 and for the fact that sellers did change their 
behavior when faced with the possibility of irrational punishment by the buyer.  

In treatment trade, sellers that would virtually never trade in the absence of 
retaliation (and that rather breached in around 90% of cases) changed their behavior in 
order to avoid punishment by the buyer, and refused to perform much less often when 
they could suffer losses from retaliation. Similarly, in treatment promises, promisors 
kept their promises around half of the times when the promisee could retaliate to breach, 
remarkably more than in the absence of retaliation, when sellers almost never kept their 
promises. Retaliation induced a change in behavior of sellers, but the effect of retaliation 
to breach of promise is not different from the effect of retaliation against a mere refusal 
to trade, as sellers did not anticipate higher retaliation to breach of promise. 

In treatment contract, retaliation further contributed to induce performance by 
the seller beyond expectation damages. In states 1 and 2, expectation damages already 
provided incentives for sellers to perform, and should have lead to full compliance. 
They however fell short in achieving that goal by 28%, corresponding to observed rates 
of breach in those states under expectation damages. Retaliation contributed to induce 
efficient performance beyond that level, decreasing rates of breach from 28% to 5% 
(state 1) or 14% (state 2), thereby contributing to social welfare in inducing efficient 
behavior, and in deterring inefficient breaches.  
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Table IV.9. Frequency of breach (treatments with retaliation)366

Characteristics of 
breach Trade Promises Contract 

State 0 0 % 
(N=208) 

0 % 
(N=194) 

0 % 
(N=230) 

State 1 Socially inefficient, 
avoided inequality 

64 %
(N=52) 

50 %
(N=48) 

5 % 
(N=56) 

State 2 Socially inefficient, 
created inequality 

50 %
(N=52) 

49 %
(N=49) 

14 %
(N=57) 

State 3 Socially efficient, 
avoided inequality 

100 %
(N=52) 

96 %
(N=48) 

89 %
(N=57) 

State 4 Socially efficient, 
created inequality 

90 %
(N=52) 

91 %
(N=45) 

84 %
(N=57) 

Total
(excluding 
status quo)

76 %
(N=208) 

71 %
(N=190) 

51 %
(N=227) 

                                                           
366  Considering only data collected in parts 1 and 2 of the experiment, and excluding all data 
collected in part 3, rates of breach were quite consistent, as table IV.9.b reveals. 

Table IV.9.b. Frequency of breach (excluding data from part 3) 

Characteristics of 
breach Trade Promises Contract 

State 0 0 % 
(N=104) 

0 % 
(N=95) 

0 % 
(N=115) 

State 1 Socially inefficient, 
avoided inequality 

54 % 
(N=26) 

57 % 
(N=23) 

7 % 
(N=28) 

State 2 Socially inefficient, 
created inequality 

38 % 
(N=26) 

46 % 
(N=24) 

14 % 
(N=28) 

State 3 Socially efficient, 
avoided inequality 

100 % 
(N=26) 

96 % 
(N=24) 

86 % 
(N=29) 

State 4 Socially efficient, 
created inequality 

92 % 
(N=26) 

86 % 
(N=21) 

82 % 
(N=28) 

Total (without 
state 0) 

71 % 
(N=104) 

71 % 
(N=92) 

41 % 
(N=113) 
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concerning the behavior of the seller (at least in the absence of the possibility of 
retaliation) much less in line with the strict rational choice hypotheses. They reveal that 
costly punishment of wrongdoers, even if irrational and predicted not to emerge, is a 
strong behavioral tendency. Table IV.10 below presents the frequency of retaliation by 
disappointed buyers in each treatment and contingency.  

Table IV.10. Frequency of retaliation to breach367

Characteristics of 
breach Trade Promises Contract 

State 0 .
(N=0) 

.
(N=0) 

.
(N=0) 

State 1 Socially inefficient, 
avoided inequality 

36 %
(N=33) 

50 %
(N=24) 

0 % 
(N=3) 

State 2 Socially inefficient, 
created inequality 

31 %
(N=26) 

58 %
(N=24) 

12 %
(N=8) 

State 3 Socially efficient, 
avoided inequality 

21 %
(N=52) 

17 %
(N=46) 

20 %
(N=51) 

State 4 Socially efficient, 
created inequality 

29 %
(N=47) 

49 %
(N=41) 

23%
(N=48) 

Total
(excludes 
state 0) 

28 %
(N=158) 

40 %
(N=135) 

20 %
(N=110) 

                                                           
367  The reader concerned that ordering effects may have driven these results can consult the 
following table, which excludes all data obtained in part 3 of the experiment (the repeated treatment, as 
described in table IV.6 supra): 

Table IV.10.b. Frequency of retaliation to breach (excluding data from part 3) 

Characteristics of 
breach Trade Promises Contract 

State 0 .
(N=0) 

.
(N=0) 

.
(N=0) 

State 1 Socially inefficient, 
avoided inequality 

43 % 
(N=14) 

38 % 
(N=13) 

0 % 
(N=2) 

State 2 Socially inefficient, 
created inequality 

20 % 
(N=10) 

73 % 
(N=11) 

0 % 
(N=4) 

State 3 Socially efficient, 
avoided inequality 

15 % 
(N=26) 

13 % 
(N=23) 

24 % 
(N=25) 

State 4 Socially efficient, 
created inequality 

25 % 
(N=24) 

56 % 
(N=18) 

39 % 
(N=23) 

Total (without 
state 0) 

24 % 
(N=74) 

40 % 
(N=65) 

28 % 
(N=54) 
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Average rates of retaliation should, under strict rational choice hypotheses, be 
equal to zero in all treatments, and in all possible contingencies. Observed rates of 
retaliation reveal, however, that retaliation is present in all treatments. They are, 
moreover, much higher when the seller had promised to perform, in some specific 
contingencies (states 2 and 4). Lastly, they are substantially lower when the buyer is 
entitled to claim damages for breach. 

In effect, individuals engage in costly punishment of sellers that did not 
implement the exchange in all contingencies already in treatment trade, differently from 
what strict rational choice models predict. There are different possible reasons for this 
behavior even in single interactions, and in the absence of any form of agreement and 
commitment. Inequality-averse individuals have a reason to retaliate in states 2 and 4, 
since selling the good to the third party in those states realizes an unequal outcome 
where the seller earns something while the buyer does not. Individuals that care for 
social welfare have a reason to retaliate in states 1 and 2, since not implementing the 
exchange in those states did not maximize welfare. The implemented control group 
captures those effects, as this was its function by design. 

Firstly, individuals retaliate more often 
mere refusal to trade. The total rate of retaliation, reported in the last row of table IV.10, 
is substantially higher in treatment promises (40%) than in treatment trade (28%). 
Statistical tests for the equality of proportions, reported in the next table, reveal that this 
difference is significant (p=0.047). It delivers supporting evidence for hypothesis 2 that 
breach of promise induced retaliation by the victim.

However, higher rates of retaliation to breach of promise are restricted to some 
specific contingencies, revealing that promisees did not punish all breaches equally, and 
did not punish all violations of the moral norm of keeping promises indiscriminately. 
Punishment of breach of promise depended on the consequences of breach, and the 
planned design of the experiment allows for that identification. In fact, in state 3, where 
breach of promise was efficient and fair, buyers did not retaliate more often than in 
treatment trade. When breach joined both desirable consequences of avoiding 
inefficiency and avoiding inequality, breach of promise was not punished. 

In contrast, in states 2 and 4, where breach of promise created an unfair result, 
breach of promise was punished significantly more (the results of the statistical tests are 
presented in the next table IV.11). These breaches conjoin two different negative 
elements, the wrong in breaking promises and the unfairness of the resulting outcome. 
Results reveal that retaliation to breach of promise committed to achieve a higher profit 
from an outside transaction is more pervasive than sole retaliation to breach or sole 
retaliation to unfairness. 

Secondly, in the presence of damages for breach, observed rates of retaliation to 
breach of promise were substantially lower (in total, p=0.001). This is observed in all 
states except for state 3, where retaliation to breach of promise in fact did not emerge, 
since breach there was not unfair, and did not create any inequality in the final payoffs. 
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These differences rely on fewer observations but are still highly significant (p=0.041 in 
state 2, and p=0.014 in state 4). There is hence supporting evidence for hypothesis 4 
that compensatory remedies in effect crowd out retaliation to breach.

retaliation. The first test, reported in the fifth column, concerns the hypothesis that 
differences in rates of retaliation between treatments trade and promises is due to the 
presence of promissory commitment. It provides evidence that individuals retaliate to 
breach of promise more often than they retaliate to a mere refusal to trade, and that this 
effect occurs only when there was breach of promise and the creation of inequality (in 
the overbidder paradigm). 

The second test, presented in the last column, delivers results of that same test 
of hypothesis between treatments promises and contract. It reveals that observed 
differences are statistically significant, and hence due to the effect of expectation 
damages, thereby providing evidence that damages in fact crowd out retaliation to 
breach. This effect is, as expected, observed only in those contingencies where breach 
of promise induced retaliation, revealing how compensation crowds it out in those 
states.

Compensation seems to be necessary when the promisor breaches in order to 
profit from an outside transaction, but not when the promisor breaches in order to avoid 
incurring losses because of a spike in the costs of production. In this case, breach 
avoided the creation of inequality, and can arguably be perceived as the fair thing to do. 
It did not induce retaliation, and promisees possibly did not perceive it as a wrong in 
need of redress. It is in the case of outside offers, when the promisor profits from her 
own wrong, so compensation is necessary to crowd out the observed tendency to 
reciprocate to perceived wrongful behavior. 
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Table IV.11. Frequency of retaliation to breach368

Characteristics 
of breach Trade Promises exact Promises Contract exact 

State 
0

.
(N=0) 

.
(N=0) 

.
(N=0) 

.
(N=0) 

State 
1

inefficient, 
avoided  

inequality 

36 % 
(N=33) 

50 % 
(N=24) p=0.416 50 % 

(N=24) 
0 % 
(N=3) p=0.230 

State 
2

inefficient,  
created

inequality 

31 % 
(N=26) 

58 % 
(N=24) p=0.086 58 % 

(N=24) 
12 % 
(N=8) p=0.041 

State 
3

efficient,  
avoided 

inequality 

21 % 
(N=52) 

17 % 
(N=46) p=0.800 17 % 

(N=46) 
20 % 
(N=51) p=0.800 

State 
4

efficient, 
created  

inequality 

29 % 
(N=47) 

49 % 
(N=41) p=0.082 49 % 

(N=41) 
23 % 
(N=48) p=0.014 

Total 28 % 
(N=158) 

40 % 
(N=135) p=0.047 40 % 

(N=135) 
20 % 

(N=110) p=0.001 

                                                           
368  Excluding data from part 3 of the experiment, results are consistent with the exception of the 
crowding out effect in state 4, which is not significant when excluding half of the observations. The 
crowding out effect of retaliation in state 2 is still significant, with p=0.026. 

Table IV.11.b. Frequency of retaliation to breach (excluding data from part 3) 

Characteristics of 
breach Trade Promises Fis

exact Promises Contract exact 
State 0 .

(N=0) 
.

(N=0) 
.

(N=0) 
.

(N=0) 
State 1 Socially inefficient, 

avoided inequality 
43 % 
(N=14) 

38 % 
(N=13) p=1.000 38 % 

(N=13) 
0 % 
(N=2) p=0.520 

State 2 Socially inefficient, 
created inequality 

20 % 
(N=10) 

73 % 
(N=11) p=0.030 73 % 

(N=11) 
0 % 
(N=4) p=0.026 

State 3 Socially efficient, 
avoided inequality 

15 % 
(N=26) 

13 % 
(N=23) p=1.000 13 % 

(N=23) 
24 % 
(N=25) p=0.470 

State 4 Socially efficient, 
created inequality 

25 % 
(N=24) 

56 % 
(N=18) p=0.059 56 % 

(N=18) 
39 % 
(N=23) p=0.360 

Total 24 % 
(N=74) 

40 % 
(N=65) p=0.067 40 % 

(N=65) 
27 % 
(N=54) p=0.180 
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IV.D.2. Regression Results 

The first regression analyzes the effect of promissory commitment, expectation 
damages, and the possibility of retaliation on the behavior of sellers. That is, interest 
lies in the determinants of performance, and on whether promises, damages, and 
retaliation can induce sellers to perform. The analysis distinguishes these effects 
according to the consequences of 
inequality.  

Since subjects made the same decision multiple times in each session, standard 
errors are clustered by subject. Moreover, different controls for possible ordering effects 
due to the treatment having been implemented in later parts of each session are also 

, otherwise 
.

Accordingly, the parametric model has the following form: 

where 

  is an indicator for the creation of losses for both parties 

unity only in states 1 and 2; 

earnings as a consequence o
only in states 2 and 4; 

  is an indicator for promissory commitment, equal to unity in 
case both parties agreed to the exchange of promises (present in 
treatments promises and contract); 

  is an indicator for the possibility of buyers to claim expectation 
damages to breach promise, equal to unity whenever parties 
agreed to the enforceable exchange of promises (present in 
treatment contract); 

 is an indicator for th
unity if the observation was collected in a treatment with 
retaliation. 
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Regressors for the different treatments are resumed in table IV.12: 

Table IV.12. Regressors 

Main Treatment Without retaliation With retaliation

Trade 
Promises = 0 
Contract = 0 

Retaliation = 0 

Promises = 0 
Contract = 0 

Retaliation = 1 

Promises
Promises = 1 
Contract = 0 

Retaliation = 0 

Promises = 1 
Contract = 0 

Retaliation = 1 

Contract
Promises = 1 
Contract = 1 

Retaliation = 0 

Promises = 1 
Contract = 1 

Retaliation = 1 

Different regressions with observations collected only in part 1, in part 1 and 
part 2, and in all three parts of each session are all reported in the three columns of table 
IV.13 below. 

Consider first the isolated impact of inefficiency and inequality. The fact that 

the absence of any form of commitment or enforcement. This reflects the same findings 
reported in tables IV.8 and IV.9 above, where in state 3 (the contingency in which 
deciding not to perform created neither inefficiency nor inequality), sellers in fact never 
decided to perform (frequency of breach was 100% in the absence of retaliation, and 
96% in its presence).  

In all other states, sellers at times decided to trade even when doing so was 
individually unprofitable, thereby avoiding the realization of those negative 
consequences. The magnitude of the estimated impact of inefficiency and inequality on 
that decision is quite comparable, and the probability of trade was, on average, around 
20 percentage points higher when trade was socially efficient or fair. 
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Table IV.13. Regr

DEP. VARIABLE:
SPECIFICATION 

(average marginal effects reported) 
Probit
Part 1 

Probit
Parts 1,2 

Probit
Parts 1,2,3 

Inefficiency   0.25*     0.21**   0.18* 
(0.14) (0.09) (0.10) 

Inequality     0.17**     0.15**      0.18*** 
(0.07) (0.06) (0.06) 

Promises 0.06 0.04 0.05
(0.09) (0.07) (0.06) 

Promises  inefficiency -0.11 -0.04 0.02
(0.08) (0.07) (0.07) 

Promises  inequality 0.02 -0.01 -0.05
(0.09) (0.07) (0.06) 

Contract 0.11     0.14**   0.12* 
(0.08) (0.07) (0.06) 

Contract  inefficiency     0.32**      0.39***      0.34*** 
(0.15) (0.12) (0.10) 

Contract  inequality -0.08  -0.09* -0.05
(0.08) (0.05) (0.05) 

Retaliation     0.15**      0.15***      0.14*** 
(0.07) (0.05) (0.05) 

Retaliation  inefficiency 0.16     0.15**     0.16** 
(0.12) (0.07) (0.08) 

Retaliation  inequality -0.10 -0.05 -0.08
(0.06) (0.04) (0.05) 

Controls none for part 2 for part 2 
and part 3 

Observations 306 623 939
Pseudo R2 0.382 0.433 0.425

2 (degrees of freedom) 120.3 (11) 264.2 (23) 773.7 (41) 
p 0 0 0
Number of clusters 80 80 80

NOTES: Controls for part 2 include an indicator variable for that part and 
its interaction with all regressors, controlling for possible general ordering 
effects as well as for specific ordering effects. Controls for part 3 are 
equally defined and further include an indicator variable for part 3 
implemented immediately after another part with retaliation, as well as its 
interaction with all regressors, controlling for possible effects of 
implementing retaliation immediately after retaliation (vis-à-vis 
implemented after no retaliation). Stars notation: *** p<0.01, ** p<0.05, * 
p<0.1 (two-sided tests). All standard errors corrected for clustering by 
Subject.
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reported in tables IV.8 and IV.9. Rates of trade in the absence and presence of promises 
were virtually identical, and regression results confirm that there is no evidence 
supporting hypothesis 1 (promises induce trade in the absence of any type of 
enforcement mechanism). In comparison to other empirical studies that attest the 
existence of that effect when breach of promise caused a material loss of resources for 
the promisee, the experiment provides no evidence for the existence of that same effect 
when breach of promise caused only loss of expectancy. 

Damages for breach induced performance by the promisor, and this effect is 
mostly concentrated when performance was, in the realized contingency, socially 
efficient. The effect of expectation damages to induce efficient performance is 
statistically very significant and the strongest one leading to the implementation of the 
transaction. There is therefore strong evidence supporting hypothesis 3 (expectation 
damages induce efficient levels of performance). Promisors were on average around 35 
percentage points more likely to perform when performance was socially efficient than 
when it was not, which can be summed with 10 to 15 percentage points induced by 
damages independent of efficiency, making promisors on average twice as likely to 
perform in those circumstances. 

Retaliation further induced performance by the promisor, although to a lower 
extent than damages. There is a general effect of retaliation that does not depend on 
efficiency or equality, and a specific one, through which retaliation induced higher rates 
of performance when performance was socially efficient (except when considering only 
data from part 1). There is hence support for hypothesis 5 (fear of irrational retaliation 
induces a change in behavior of sellers). 

The second set of regressions analyzes the determinants of retaliatory behavior 
in contractual relationships. The effect of breach of promise and of expectation damages 
is again distinguished according to the motives and consequences of breach. The 

separately with data from part 1, parts 1 and 2, and all three parts is the following: 

where regressors are defined as in table IV.12 above. 
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Table IV.14. 

DEP. VARIABLE:
SPECIFICATION

(average marginal effects reported) 

Probit
Part 1 

Probit
Parts 1,2 

Probit 369

Parts 1,2,3
Probit

Parts 1,2,3

Inefficiency   0.28** 0.15   0.10**   0.10** 
(0.14) (0.09) (0.05) (0.05) 

Inequality 0.14 0.02 0.04 0.04
(0.11) (0.09) (0.06) (0.06) 

Promises 0.02 -0.07 -0.03 -0.03
(0.13) (0.10) (0.07) (0.07) 

Promises  inefficiency     -0.16 0.13   0.13**   0.14** 
(0.11) (0.09) (0.06) (0.06) 

Promises  inequality   0.35**    0.40***   0.20**   0.20** 
(0.17) (0.12) (0.10) (0.09) 

Contract (promises  damages) 0.07 0.13 0.00 -0.00
(0.17) (0.13) (0.09) (0.09) 

Contract  inefficiency Not estimable because of lack  
of variance 370

   -0.24*** 
(0.08) 

Contract  inequality  -0.19**  -0.20**   -0.20***   -0.18** 
(0.09) (0.09) (0.07) (0.07) 

Controls for part 2 for part 2 
and part 3 

for part 2 
and part 3 

Observations 105 187 392 403
Pseudo R2 0.159 0.147 0.171 0.178

2 (degrees of freedom) 29.5 (7) 81.2 (15) 3175 (31) 3311 (32) 
p 0.0001 0 0 0
Number of clusters 43 80 80 80

NOTES: Controls for part 2 include an indicator variable for that part and 
its interaction with all regressors, controlling for possible general ordering 
effects as well as for specific ordering effects. Controls for part 3 are 
equally defined and further include an indicator variable for part 3 
implemented immediately after another part with retaliation, as well as its 
interaction with all regressors, controlling for possible effects of 
implementing retaliation immediately after retaliation (vis-à-vis 
implemented after no retaliation). Stars notation: *** p<0.01, ** p<0.05, * 
p<0.1 (two-sided tests). All standard errors corrected for clustering by 
Subject.

                                                           
369  As seen in the descriptive results, there was one instance where the buyer decided to retaliate 
to breach in state 2 with data from all three parts. Therefore, it is possible to estimate the effect of damages 
to crowd out retaliation with all data, but given the few observations for that, the table distinguishes both 
types of regressions.  
370  As reported in the descriptive results, there was no observation of retaliation to breach, under 
expectation damages, in states 1 and 2 when not considering data from part 3. 
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There is evidence that buyers retaliate more often against sellers that did not 
undertake the socially optimal course of conduct (the coefficient of inefficiency, 
considering only data from parts 1 and 2, has a p-value of 0.1). There is no evidence 
that inequality-aversion, by itself, leads to retaliation in the designed trade game. 

 The main factor driving retaliatory behavior is unfairness in breach of 
promise, or breach that created an unequal distribution of gains between the parties. 
Promisees retaliated substantially more against sellers that profited from their own 
wrong. There is therefore supporting evidence for hypothesis 2 (breach of promise 
induce retaliation by the promisee), restricted however to breaches responsible for an 
unequal distribution. 

 Lastly, there is considerable evidence for the effect of compensatory damages 
to crowd out retaliation to breach by promisees. This effect is found exactly under the 
same circumstances where promises induced retaliation, namely when breach created 
inequality. This presents supporting evidence for hypothesis 4 (damages for breach 
crowd out retaliation by promisees), although the scope of this effect seems to be 
restricted to breaches to profit from a higher outside option. 

 Regression results are hence all consistent with results of the different test of 
hypotheses implemented in the previous sections. Promises did not induce a change in 
behavior of sellers, but both expectation damages and the possibility of retaliation by 
the buyer did so. While the latter lead to rates of breach that were roughly half of those 
observed in the absence of any enforcement mechanism, expectation damages proved 
to be much more effective in deterring breaches, and deterred not half of all inefficient 
breaches, but around three quarters of them. 

 Promises, on the other hand, induced a substantial change in the behavior of 
buyers, and breach of promise lead to rates of retaliation that were around twice as high 
as the ones observed in the absence of commitment. Additionally, this effect was 
restricted to those contingencies where the seller breaches to realize higher profits from 
an outside transaction, profiting from the act of breach. Compensatory remedies such 
as expectation damages were then capable of substantially reducing those rates, as both 
tests of hypotheses and regression analyses confirm. 
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IV.D.3. Analysis of Social Welfare 

Once established that damages for breach not only induce performance by the 
promisor, but also reduce retaliation by victims of breach  at least when breach created 

, the question that arises 
concerns the gains of social welfare provided by each of these functions of legal relief. 
Overall social welfare was given by 

In case of trade, realized social welfare was equal to the value of performance 
to the buyer minus the costs of production of the seller. In case of breach, it was given 
by the net gains of trade with the outside party, minus the loss that seller and buyer 
incur in case of retaliation to breach. For the chosen parameters, it corresponds to 

Trade was always expected to take place in state 0, independent of promissory 
commitment or of any type of enforcement mechanism, and is therefore excluded from 
the analysis. In all other states, sellers were, in the absence of damages, always 
predicted not to trade with the buyer and to break their promises. This, however, does 
not mean that the predicted gains from trade were zero, since in states 2 and 4 the seller 
earns all the gains from trade by selling the good to the outside party, and breach to 
profit from an outside option does contribute to social welfare. 

Expectation damages are predicted to create gains of welfare by inducing 
performance in states 1 and 2. In those, gains from trade are expected to be foregone in 
the absence of damages (in treatments trade and promises), and under expectation 
damages are predicted to be exhausted. This is the predicted contribution of damages 
to social welfare in inducing performance of contracts.  

Table IV.15 presents the expected social welfare in each treatment. 
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Table IV.15. Expected social welfare in each treatment 

Treatment 

Contingency

Trade and promises Contract

Predicted 
choice

Resulting 
outcome

Predicted 
choice

Resulting 
outcome

State 1 (efficient trade) Breach Performance 

State 2 (efficient trade) Breach Performance 

State 3 (inef. trade) Breach Breach 

State 4 (inef. trade) Breach Breach 

Total expected SW 10 12.5 

Graph IV.1, where data collected only in parts 1 and 2 of each session is used, 
presents the realized social welfare depending on the type of commitment, and on 
damages and retaliation.  

Graph IV.1. Social welfare by treatment 

The graph further reveals that retaliation caused heavy losses of welfare. In the 
absence of promises, it created a loss of almost 0.9 in welfare. In the presence of 
promises, that loss was more than three times higher, of more than 3. In the presence 
of damages, it was minimized, and losses from retaliation to breach were almost all 
eliminated, being brought back to levels similar to those observed in treatment trade.  

For the investigation of the social welfare function of legal redress, there is the 
need to consider the possible gains created by retaliation in inducing performance and 
not only its social costs. Table IV.16 presents those in detail, and separately. 
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Table IV.16. Social Welfare (SW) generated by promises, damages and retaliation 

Treatment  Without 
Retaliation With Retaliation 

Trade SW = 10.1

SW = 9.17 

Total gains from trade induced by ret. = 11.25 (net 1.15) 
Losses from ret. = 2.08 

Net welfare effect of retaliation = - 0.83 

Promises SW = 10.4

SW = 7.26 

Gains from trade induced by ret. = 10.65 (net 0.25) 
Losses from ret. = 3.39 

Net welfare effect of retaliation = - 3.14 

Contract SW = 11.5

SW = 11.5 

Gains from trade induced by ret. = 11.73 (net 0.23) 
Losses from ret. = 1.59 

Net welfare effect of retaliation = - 1.36 

Welfare 
created by 
damages in 

inducing 
performance = 1.1 

Crowding out retaliation to breach of promise  
by disappointed promisees = 1.78 

Retaliation did deliver some gains of social welfare by inducing performance 
by the seller, and thus often leading to trade by itself, without the need for legal 
enforcement. Sellers traded more often with retaliation than without retaliation, as 
reported in the descriptive and regression results above. In treatment trade, accordingly, 
retaliation generated gains from trade of 1.15, but at a social cost of 2.08, thus 
delivering an overall loss of social welfare of 0.83. 

In treatment promises, retaliation was, as described before, more pervasive but 
did not induce higher rates of performance by the seller than it did in the absence of 
promises. Retaliation to breach of promise delivered therefore minor gains of only 0.25 
in inducing performance by the seller, and only at a very high social cost of 3.39. It 
delivered a major net loss of welfare of 3.14. 

In treatment contract, retaliation did induce higher rates of performance of 
contracts than in its absence (and sole presence of damages), but provided by itself a 
minor gain of social welfare of 0.23. Since the buyer was entitled to compensatory 
damages, retaliation was lower in treatment contract than in treatment promises, and 
was responsible for social losses of 1.59, considerably lower than the 3.39 observed in 
treatment promises. Retaliation still caused a loss of welfare, in the presence of 
compensation, of 1.36, which is, because of the crowding out function of legal redress, 
much lower than the observed 3.14 in treatment promises. 
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In conclusion, promises alone provided for almost no gain of welfare. 
Expectation damages, in inducing socially efficient performance, delivered a net gain 
of 1.1. In crowding out retaliation, expectation damages avoided a net loss of 1.78. At 
a minimum, both functions were, in the parameters of the implemented trade game, 
equally important for the maximization of social welfare. There is evidence that the 
function of damages to substitute for private redress can be, at times, as under the 
parameters of the game, even more important than the function of damages to induce 
socially efficient performance. 

IV.E. CONCLUSION

The experimental study provided evidence that contractual parties do not 
behave exclusively based on their own material self-interest, and that deviating 
behavior is attributable to the behavior of promisees in the presence of the possibility 
to retaliate. Promisors in fact behaved, in the absence of retaliation, much in line with 
predictions from rational choice, and did not keep their promises whenever doing so 
was individually unprofitable. They however clearly anticipated the payment of 
damages for breach when deciding to perform or breach.  

Accordingly, obtained results do not provide support for hypothesis 1 (promises 
induce performance), and there is no evidence for the acceptance of that hypothesis 
when breach caused no more than loss of expectancy. This result differs from the 
existing experimental studies on promise-keeping because those studies investigated 
whether individuals keep their promises when the promisee suffered a real monetary 
loss from breach. When only the expectation interest is at stake, the moral force of 
keeping promises was not enough to induce promisors to keep their deals.  

In contrast, results deliver strong evidence for hypothesis 3 (expectation 
damages induce performance if and only if performance is socially efficient). The 
implemented tests of hypotheses and the obtained regression results favor its 
acceptance. It is worth noting that expectation damages did not induce all sellers to 
perform whenever socially efficient, and an estimated 28% behaved irrationally and 
still breached the contract in those circumstances. The reason underlying that decision 
lies possibly in their belief that buyers would not claim damages, somehow condoning 
breach, perhaps because sellers knew buyers did not really lose their own money 
because of breach. 

Buyers, in turn, very often behaved irrationally with respect to the predictions 
derived from strict rational-choice theory, and did not abstain from costly punishment 
even in one-shot, single interactions with anonymous counter-parties. Obtained results 
show that retaliation, in treatment trade, and thus in the absence of promissory 
commitment and damages for breach, was 
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inefficient. 

Sellers anticipated irrational retaliation by the buyer (yet again, differently from 
the strict rational choice prediction) and rates of trade were substantially higher in the 
presence of the possibility of ex post retaliation. Sellers anticipated that reaction mostly 
in contingencies where trade was socially efficient. There is some support for 
hypothesis 5 (the possibility of irrational retaliation induces a change in behavior of 
sellers, and leads sellers to trade even when unprofitable). 

Results present supporting evidence for hypothesis 2 (breach of promises 
induces higher rates of retaliation), even when controlling for the unfairness and 
inefficiency of the result, present in treatment trade. Higher rates of retaliation in 
treatment promises were not driven by inequality-aversion or by a desire to punish 
behavior that did not maximize social welfare, since these were captured in the control 
group, and do not explain differences between treatments. 

Retaliation to breach of promise was concentrated in situations in which breach 
created inequality in the final distribution, and in which the promisor profited from it. 
There is no evidence that promisees retaliate against any type of breach of promise, as 
average retaliation to breach of promise when breach was socially efficient and avoided 
the creation of inequality (in state 3) was virtually equal to average rates of retaliation 
in the absence of promise. On the other hand, whenever the promise-breaker profited 
from her wrong, rates of retaliation were twice as high as in the absence of promissory 
commitment.

Lastly, the experiment delivers evidence that supports hypothesis 4 (damages 
for breach crowd out retaliation), and damages for breach do fulfill the function to 
substitute for private redress and to crowd out retaliation by victims of breach. This 
effect in concentrated in those situations where breach in fact induced retaliation, in 
states 2 and 4. As the estimated impact upon social welfare reveals, this function is, at 
times, neither secondary nor marginal, for its contribution to overall social welfare was 
more important, in the experiment, than the well-known contribution of damages to 
induce efficient performance.  

Of course, these experimental results do not allow for a generalized conclusion 
that one function is, in reality, more important than the other. They do allow, however, 
for the claim that the function of legal relief to substitute for private redress has its own 
contribution to social welfare, and is therefore justified even under strict economic 
terms. Compensation for victims of breach shall be taken seriously into consideration 
among the functions of remedies for breach, and, even if only for reasons of social 
welfare, is in fact fundamental in the law of remedies for breach.  
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CHAPTER V. IMPLICATIONS AND NORMATIVE ANALYSIS OF 
REMEDIES FOR BREACH

V.A. INTRODUCTION

V.B. DAMAGES FOR BREACH 

 V.B.1. The Protection of the Expectation Interest in Common and  
                Civil Law Systems 
 V.B.2. Social Welfare under Expectation Damages 
 V.B.3. The Protection of the Disgorgement Interest in Common and  
                Civil Law Systems 
 V.B.4. Social Welfare under Disgorgement Damages in the  
                Absence of Renegotiation 
 V.B.5. Social Welfare under Disgorgement Damages in the  
                Presence of Renegotiation 
V.C. SPECIFIC PERFORMANCE

 V.C.1. Specific Performance in Common and Civil Law Systems 
 V.C.2. Limits of a Claim to Specific Performance 
 V.C.3. Social Welfare under Specific Performance in the  
                 Absence of Renegotiation 
 V.C.4. Social Welfare under Specific Performance in the  
                 Presence of Renegotiation 
V.D. NORMATIVE ANALYSIS

 V.D.1. The American Insistence on Expectation Damages 
 V.D.2. The French Expansion of Specific Performance with Astreinte
 V.D.3. The German Junction of Specific Performance, Expectation and    
                 Disgorgement Damages 
 V.D.4. The British Acceptance of Partial Disgorgement  
                (Hypothetical Bargain Damages) 
V.E. CONCLUSION

V.A. INTRODUCTION

An award of a remedy for breach of contract can be justified, in economic 

to the welfare of s
behavior both in its capacity to induce efficient levels of performance as well as to 
crowd out the human tendency to retaliate to breach. Moreover, the need of legal redress 
to suppress retaliation is restricted to those cases where the promisor in breach profits 
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from her own wrong, and is hence responsible for an outcome that the promisee can 
perceive as unfair.  

In order to provide a superior contribution to social welfare, remedies for breach 
should attempt to implement a final distribution of gains and losses that is more likely 
to be perceived as fair by the parties, and that does not allow the promisor to profit from 
breach without respect for the interests of the promisee. In doing so, legal relief can 
provide for a higher social welfare, inducing efficient levels of performance by the 
promisor while and concomitantly being capable of effectively crowding out socially 
costly forms of retaliation by the promisee. 

Promisees tend to retaliate to breach, as observed in the experiment, in situations 
captured into what Melvin Eisenberg denotes the overbidder paradigm, or those where 
the promisor profits from breach.371 Expectation damages do not deter breaches to profit 
from a more profitable substitutive transaction, but rather encourage them whenever 
breach is socially efficient, and hence capable of exhausting all possible gains from 
trade. Legal remedies should also implement a fairer distribution of those profits in 
order to effectively crowd out retaliation by the victim while concomitantly allowing 
the realization of all possible gains from trade through efficient breaches. 

Moreover, retaliation is not an action that only victims of breach can undertake. 
Certain remedies for breach lead to results that can be perceived as unfair by the 
promisor. Disgorgement damages, for example, allocate all profits from breach to the 
promisee, and prevent the promisor from earning any minor share of those. It is then 
the promisor who may perceive that result as unfair and be tempted to retaliate, thereby 
causing a deadweight loss. She may, for example, prefer to perform inefficiently and to 
forgo the opportunity to breach efficiently if she knows she will not earn any share of 
its profits. Alternatively, she may breach efficiently but later retaliate in other manners 
discussed before, for example attempting to harm the reputation of the promisee, that 
do not allow her to receive any share of those profits. 

This possibility acquires higher relevance when parties renegotiate contracts. 
Remedies for breach entitle parties either to substitutive or injunctive relief, and thereby 
put either the promisor or the promisee in a better position to renegotiate. Specific 
performance, in particular, allows the promisee to force the promisor to perform, except 
for the cases where performance is impossible or impractical, and thus permits the 
promisee to exploit and extort the promisor that faces hardship and very high unforeseen 
costs to perform. Retaliation to the perceived unfairness of exploitative renegotiation is 
expected to be high, just as its social cost, as consistently observed, for example, in 
experiments involving ultimatum bargaining.372

                                                           
371 See supra n.27, n.304, n.337, and the accompanying text. 
372 See the discussion supra in chapter III, section B. 
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This chapter develops both a positive and a normative analysis of the usual 
remedies for breach of contract awarded in different legal systems. It analyzes, from a 
positive perspective, existing remedies according, firstly, to the incentives they provide 
for promisors to perform efficiently, and hence for the exhaustion of possible gains from 
trade in any type of contingency. Secondly, it analyzes how those remedies distribute 
gains and losses between the parties, being thereby more or less apt to crowd out the 
individual tendency to retaliate to the perceived unfairness of the result, and hence for 
the minimization of social losses from retaliation. In certain conditions, these coincide 
and the promisor may opt to retaliate by performing inefficiently, in which case losses 
from retaliation are those from foregone gains from trade. 

From a normative perspective, it argues that remedies shall not allow one of the 
parties to appropriate all the profits from breach, in case of an unforeseen higher outside 
offer, because this can lead the other party to retaliate, and in that case social welfare is 
not maximized. Moreover, remedies shall not allow promisees to exploit the promisor 
that faces severe hardship to perform, in an unfortunate contingency, for this would lead 
the promisor to retaliate, and yet again prevent the maximization of social welfare. 

The desirability of different remedies for breach, in the absence of reliance 
investments, is still largely based, in the Economic Analysis of Law, on the theory of 
efficient breach.373 The theory relies on two main assumptions: parties can renegotiate 
their agreements once economic conditions change without transaction costs, and 
parties do not make reliance investments. Its conclusion is that, as explained in previous 
chapters, expectation damages are the best remedy because of their capacity to induce 
only efficient performance in any possible contingency. 

It was, however, an unsound conclusion.374 The theory, in fact, fails to explain 
why the law enforces contractual promises through substitutive or injunctive relief, or 
indeed through any specific remedy.375 Under its assumptions, parties will always 
bargain around performance once circumstances change, and any legal remedy will 
induce performance if performance is socially efficient, and not otherwise. One party 
will either buy performance or sell the right to breach in exchange for a monetary 
payment, and just mutually beneficial transactions are implemented. Social welfare 

                                                           
373  The original version of the theory stems from Barton, The Economic Basis of Damages for 
Breach of Contract, op. cit. supra, at 277 and Birmingham, Breach of Contract, Damage Measures, and 
Economic Efficiency, op. cit. supra, at 273. The term efficient breach theory was introduced by Goetz & 
Scott in Liquidated Damages, Penalties and the Just Compensation Principle, op. cit. supra, at 554.   
374  See Eric Posner, Economic Analysis of Contract Law After Three Decades: Success or 
Failure? , op. cit. supra, at 834-  
375  See Ian Macneil, Efficient Breach of Contract: Circles in the Sky, op. cit. supra, 
therefore, illogical to conclude that either a right to specific performance or a right to expectation damages 
will lead to such a result [induce performance if and only if performance is socially efficient] in the real 
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hence does not depend on the type of the available legal remedy, and the theory lives, 
as mentioned by Markovits and Schwarz, in a theoretical vacuum.376

According to the authors, there are two potential explanations that can rescue 
the theory from this theoretical vacuum.377 The first one is to relax the assumption that 
parties can renegotiate without transaction costs in order to develop an explanation for 
why these costs are higher under certain remedies, as the authors in fact do.378 The 
second one is to relax the assumption that parties do not make relationship-specific 
investments that lose value in case the promisor does not perform.379

The chapter attempts to explain the advantages and disadvantages of different 
remedies for breach, in terms of social welfare, without relaxing any of the assumptions 
of theory of efficient breach result that is 
fair and allows a party neither to capture all gains from breach, nor to exploit the other 
with a threat of specifically enforcing the contract, then it is possible to justify certain 
remedies as superior to others, in social welfare terms. 

 This chapter argues that expectation damages are superior to specific 
performance, as advanced by the theory of efficient breach, even when parties can 
renegotiate the contract without transaction costs, although only in the loss-avoidance 
paradigm. Secondly, it argues that specific performance is superior to expectation 
damages, in opposition to the theory of efficient breach, again assuming costless 
renegotiation, but only in the overbidder paradigm. Thirdly, it argues that disgorgement 
damages can be superior to both of them, especially when they are measured by the 
hypothetical bargain gains that the promisee foregoes because of breach by the 
promisor, as recently accepted, under certain circumstances, by the House of Lords, in 
English law.380

Throughout the chapter, two paradigmatic hypothetical cases involving different 
types of contingencies that can render performance individually and socially 
unprofitable are considered. 

                                                           
376 See Markovits & Schwartz, The Myth of Efficient Breach, op. cit. supra, 

377 Id. at 1945. 
378

introduce selec
while ignoring countless other transaction costs of equal or greater pertinence in the real world  yielding 

Cf. Macneil, Efficient Breach of Contract: Circles in the Sky, op. cit. supra, at 

that approach, see Gregory Klass, To Perform or Pay Damages, 98 VIRGINIA LAW REVIEW 143 (2012). 
379  For this approach, see, e.g., William Rogerson, Efficient Reliance and Damage Measures for 
Breach of Contract, 15 RAND JOURNAL OF ECONOMICS 39 (1984); Shavell, The Design of Contracts and 
Remedies for Breach, op. cit. supra.
380 See the discussion infra in section D. 
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The first case is a variation of the Murmansk case, initially proposed by Picker, 
and later complemented by Canaris.381 It is the case of an absolute increase in costs of 
performance, and encompasses contingencies that involve an increase in costs of 
production, just as states 1 and 3 of the experiment from chapter IV implemented. It is 
hence a paradigmatic case of breach to avoid losses, involving an unfortunate 
contingency: 

Seller enters into a contract with the buyer for the sale of a car for $10,000 at a 
future date. Before that date, the car is stolen, without fault of the seller. It is 
subsequently found in the port city of Murmansk, in the extreme northwest part 
of Russia, above the Arctic Circle. The costs for returning the car to the parties’ 
city are $15,000 (alternative 1) or $25,000 (alternative 2). The buyer values the 
car at $20,000, and the seller places no value on it. 382

$10,000. If costs of performance are $15,000, then performance is still socially efficient 
because it would lead to an overall gain of $5,000. If costs of performance are $25,000, 
then performance is socially inefficient because it would create social losses of $5,000. 
In case of breach by the seller, neither party earns or loses anything until the legal 
remedy is considered. 

The second case is the analogous version of Murmansk where a third party offers 
a higher price for the car after the promisor had already contracted for its sale to the 
original buyer. It corresponds to states 2 and 4 of the experiment, where breach was 
comm

Doppelverkauf) described by Dieter Medicus, referred in what follows simply as 
the outside offer case:383

                                                           
381 Cf. Eduard Picker, Schuldrechtsreform und Privatautonomie, 58 JURISTENZEITUNG 1035 
(2003); Claus-Wilhelm Canaris, Die Behandlung nicht zu vertretenden Leistungshindernisse nach § 275 
Abs. 2 BGB beim Stückkauf, 59 JURISTENZEITUNG 214, 216 (2004). 
382 Cf. Picker, Schuldrechtsreform und Privatautonomie, op. cit supra. In the original case, the 
buyer did not immediately value the car at $20,000, but rather found another person interested in the car 
and entered into a contract with this third person for the sale of the car for $20,000. It is therefore 
equivalent to assuming that the buyer values the car at that same amount.  

More importantly, in the original case, Picker assumed that the costs of returning the car were 
only $10,000. This was a quite unfortunate choice, as mentioned by Canaris, since with that value, 
performance or breach followed by the payment of damages would lead to the same result for the seller 
(and, although not mentioned by Canaris, also to the same social welfare). See Claus-Wilhelm Canaris, 
Die Behandlung nicht zu vertretenden Leistungshindernisse nach § 275 Abs. 2 BGB beim Stückkauf, 59 
JURISTENZEITUNG Zweite Abwandlung: höhere Rückführungskosten.”) In order to 
distinguish the effects of specific performance and damages, the costs of returning the car, or the costs of 
performing specifically, are assumed in the present version of the example to be either $15,000 or 
$25,000, and not only $10,000. 
383  MEDICUS & LORENZ, SCHULDRECHT I, op. cit. supra, at 208 Rn. 432. 
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Another buyer approaches the seller, before the date of delivery, and offers 
either $15,000 (alternative 1) or $25,000 (alternative 2) for the already 
promised car, equivalent to her whole valuation of the car. The second buyer is 
unaware that the seller had contracted for its sale with the first buyer at a 
previous date. The seller agrees to sell the car to the second buyer. 

the original contract is socially efficient if the outside offer is $15,000 because it would 
create overall gains of $20,000 while breach only $15,000. If the outside offer is 
$25,000, then performance is socially inefficient because it would prevent the 
realization of further gains of $5,000 that are achievable only through breach. The 
difference lies in the fact that, in case of breach and sale of the car to the third party, 
and before the legal remedy is considered, the seller earns $15,000 or $25,000 while the 
buyer earns nothing. 

This chapter contrasts injunctive and substitutive remedies for breach, and both 
expectation and disgorgement damages from a welfare perspective. Section B studies 
the welfare consequences of an award of damages, and considers, firstly, the default and 
common remedy of expectation damages (exécution par équivalent, and Schadensersatz 
statt der Leistung). Under it, renegotiation is a moot issue, and results do not change in 
the presence or absence of renegotiation. It then studies disgorgement damages, reviews 
the circumstances under which they are awarded in different jurisdictions (including, 
especially, the claim on the surrogate Anspruch auf das stellvertretende Commodus 
in Germany), and then distinguishes the welfare consequences of the remedy in the 
presence and absence of renegotiation (which is under a disgorgement rule not a moot 
issue).

Section C studies specific performance and reviews, firstly, when promisees 
indeed have that claim in common law and civil law systems (distinguishing between 
obligations to do and obligations to give). Secondly, it explains the limits for an award 

promisor in the renegotiation, and thereby restrict possible losses of social welfare 
caused by retaliation. Lastly, it studies the impact of the remedy in the presence and 
absence of renegotiation. 

Section D summarizes the welfare effects of those remedies and analyses the 
recent trends in the enforcement of contracts in four different legal systems. It reviews 
the insistence on an award of expectation damages in the U.S.; the expansion of specific 
performance even to obligations to do in French law, especially after the codification of 
the astreinte in 1992; the availability of specific performance side by side to 
disgorgement damages, at least in the overbidder paradigm, in German law, after the 
reform of 2002; and the English expansion of disgorgement damages, both in form of 
total disgorgement (Blake’s damages) and in form of hypothetical bargain damages 
(Wrotham Park damages), especially after the decision of the House of Lords in the 
Hendrix Experience case in 2003.  
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V.B. DAMAGES FOR BREACH 

Damages for breach, or substitutive relief, consist of an award of a monetary 
payment for the victim of breach in lieu of the promised performance. They thereby 
allow promisors to breach without the need of renegotiation and consent by the 
promisee. The promisor must solely pay the amount of damages prescribed by the law, 
and determined by courts, to the disappointed promisee, and damages consequently 
redistribute wealth between the parties.  

Economic theories consider that such redistribution has no consequence for 
social welfare. Following Kaplow and Shavell, this type of redistribution is situational:
it refers to the allocation of a particular gain or loss between the disputing parties, and 
not to the overall distribution of income in society as a whole.384 Since possible gains 
of welfare from a more equal distribution of income in the whole society are not 
considered, then situational redistribution based on fairness is of no consequence for 
social welfare.385

Welfare economics, however, should be concerned with redistribution in this 
situational sense because the implementation of a distribution that is perceived as fair 

y to retaliate, and consequently 
on overall social welfare. In other words: as defended by Kaplow and Shavell, welfare 
economics is not concerned with the fairness of the distribution of gains and losses 
between the parties per se. But in triggering or suppressing socially costly retaliation, it 
does have consequences on social welfare, and because of that is taken into account.  

Different measurements of damages for breach implement different distributions 
of gains and losses from breach, and are thereby more or less apt to crowd out 
retaliation, and to provide for the maximal well-being of society. There is, in the 
traditional measures of damages for breach, a strong convergence between the default 
measurement at common law and at civil law. In effect, both systems, as detailed in 
what follows, aim at protecting the expectation or positive interest of the promisee.386

                                                           
384  Kaplow & Shavell, Fairness versus Welfare, op. cit. supra, at 998. 
385  Unless one can assume that one of the parties is risk-averse (or, better stated, one is more risk-

well-being, the bare fact that money change hands in a lawsuit in certain circumstances, thereby changing 
Id. at 

998, n.73. 

As explained in detail in chapter III supra, unfairness in breach of contract considers exclusively 
the resulting inequality after breach, and not after performance. In other words, it refers to the unfairness 
of the allocation that results from breach, and not to the unfairness in the negotiated distribution of gains 
from trade. The last one refers to a fair deal, inquiries into the adequacy of consideration and is excluded 
from the scope of this thesis.  
386  For the concept of the positive interest, see Rudolf von Jhering, Culpa in Contrahendo oder 
Schadenserstaz bei nichtigen oder nicht zur Perfektion gelangten Verträgen, in 4 JAHRBÜCHER FÜR DIE 
DOGMATIK DES HEUTIGEN RÖMISCHEN UND DEUTSCHEN RECHTS 1 (1861). For the translation of the 
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V.B.1. The Protection of the Expectation Interest in Common Law and Civil Law 
Systems 

The default and common remedy for breach of contract at common law is an 
award of expectation damages. The fundamental principle of remedies for breach is 
compensation, and the goal pursued by award of damages is to compensate the 
promisee, who ought to be made whole. The law favors expectation damages because 
they are apt to achieve that purpose, and to provide adequate satisfaction to the victim 
by putting her in the position she would have been in had the promisor performed.387

Accordingly, sales contracts are generally enforced by expectation damages. 
The exceptions that allow the promisee to seek injunctive relief (explained in detail 
below) include mainly cases where the promised good is unique, such as 18-year-old 

unique. Service contracts, even more strictly, are almost never enforced by injunctive 
relief, with disappointed promisees entitled only to an award of damages in case of 
breach.388

In civil law systems, specific performance is certainly the default remedy, but a 
remedy of damages is also available for the disappointed promisee. She may prefer to 
receive a monetary award instead of insisting on receiving performance as promised, 
and civil law systems allow, in general, the promisee to seek the remedy she prefers.389

Moreover, there are several different legal norms and doctrines that bar the promisee 
from seeking injunctive relief, as described in the next section, in which case the 
promisee must content herself with a monetary payment in lieu of performance in kind.  

it is widely recognised 
among modern comparative lawyers that in the actual practice ... the claim to specific 

                                                           
notion into the expectation interest, see Fuller and Perdue, The Reliance Interest in Contract Damages,
op. cit. supra, at 54 et seq.

Jhering, but is already found in Mommsen, as argued by HELGE DEDEK, NEGATIVE HAFTUNG AUS 
VERTRAG 161 (Tübingen, Mohr Siebeck, 2007) Jhering hingegen gibt dem Kind einen Namen, und dies 
in besonders einprägsamer und geschickter Weise.
387 See RESTATEMENT (SECOND) OF CONTRACTS rest

his interest in having the benefit of his bargain by being put in as good a position as he would have 

388 See, however, the discussion infra in section C concerning the availability of injunctions in 
obligations not to do. 
389  However, the promisor often has the right to cure in case she delivers defective performance 
(Recht zur zweiten Andienung). The promisee must give her the second chance to perform without defect, 
and, for example, to repair the delivered defective good or to deliver a new good without defect (at the 
choice of the buyer) before claiming damages for breach, as detailed below.  
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performance does not have anything like the significance attached to it in theory."390

Qui
391 The promisee will often 

prefer to claim damages than to insist on specific performance, and will often have no 
access to specific performance, being then entitled only to an award of damages 
according to the measure prescribed by the law. 

In France, damages for breach, or dommages et intérêts, comprise the loss of 
gain and the loss sustained by the promisee, as foreseen by the Code Civil:

Art. 1149. Damages due to a creditor are, in general, for the loss which he has 
suffered and the gain which he has been deprived of, subject to the exceptions and 
modifications below.392

Loss sustained is characterized by the fact th
393

the value of his assets of which the obligee is deprived as the result of the failure to 
394 Had the promisor performed, then the promisee would have 

earned what she had bargained for, and the expectation interest is therefore protected 
by the legal norm. 

exécution par équivalent). The principle is that of integral or total 
reparation.395 Damages are calculated by reference to the benefit that the promisee 
would derive from performance of the obligation.396 They are, however, limited to those 

                                                           
390  Reinhard Zimmerman, Savigny's Legacy: Legal History, Comparative Law, and the 
Emergence of a European Legal Science, 112 LAW QUARTERLY REVIEW 576, 591 (1996).  
391 Cf. Huber, Schadensersatz statt der Leistung, op. cit. supra Unter diesen 
Rechtsbehelfen nimmt der Anspruch auf Schadensersatz die zentrale Position ein Unter den 
Rechtsbehelfen des Gläubigers ist der Anspruch auf Schadensersatz statt der Leistung praktisch 
wichtiger als der Anspruch auf Erfüllung in Natur under the remedies of the creditors, the claim for 
damages for breach is effectively more important than the claim for specific ;
ULRICH HUBER, 2 LEISTUNGSSTÖRUNGEN, op. cit. supra, at 138. 
392 Les dommages et intérêts dus au créancier sont, en général, de la 
perte qu'il a faite et du gain dont il a été privé, sauf les exceptions et modifications ci-après
393  4 JEAN CARBONNIER, DROIT CIVIL: LES OBLIGATIONS n°206 (22nd ed., Paris, PUF, 2000). 
394  YVES-MARIE LAITHIER, ÉTUDE COMPARATIVE DES SANCTIONS DE L NEXECUTION DU 
CONTRAT, n. 106, at 172 (Paris, LGDJ, 2004). 
395 See Christian Deschamps, La Réparation du Préjudice Économique pur en Droit Français,
50 REVUE INTERNATIONALE DE DROIT COMPARE 367, 368 (1998) le principe de réparation intégrale 
demeure un dogme du droit français.
396  YVES-MARIE LAITHIER, ÉTUDE COMPARATIVE DES SANCTIONS DE L NEXECUTION DU 
CONTRAT, op. cit. supra, n°106, at 165. 

Cf. BÉNÉDICTE FAUVARD-COSSON & DENIS MAZEAUD, EUROPEAN CONTRACT LAW 293 

exécution par équivalent.
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that were foreseen, or could have been foreseen at the time of the contract,397 and in 
general exclude consequential damages.398

perform, and it entitles the promisee to seek different remedies at her choice, including 
damages for breach, provided that the promisee fix a reasonable time limit for the 
promisor to perform late, and that the period elapses without performance (BGB § 281 
I 1).399 In case of sales contracts, the seller that does not deliver the good violates the 
primary duty to deliver (BGB § 433 I 1), and the buyer must then fix a reasonable time 
limit for the seller to perform. If the seller still does not perform, then the buyer has 
different options, among which is a claim of damages for breach (Schadensersatz statt 
der Leistung) instead of specific performance, if she prefers (BGB § 281 I 1 combined 
with § 280 I and III). 

In an award of damages, the principle is the natural restitution 
(Naturalherstellung), as explicitly defined by the BGB after the reform of 2002:  

§ 249 I. A person who is liable in damages must restore the position that would exist if 
the circumstance obliging him to pay damages had not occurred.400

The promisor in breach must put the victim of breach in the position in which 
she would have been in case the seller had performed. Damages must hence cover the 

Erfüllungsinteresse, or the 
Äquivalenzinteresse in bilateral contracts), and hence also protect the expectation 
interest.401

                                                           
397 Cf. Le débiteur n'est tenu que des dommages et intérêts qui ont été 
prévus ou qu'on a pu prévoir lors du contrat, lorsque ce n'est point par son dol que l'obligation n'est 
point exécutée. )
398 Cf. Dans le cas même où l'inexécution de la convention résulte du dol 
du débiteur, les dommages et intérêts ne doivent comprendre à l'égard de la perte éprouvée par le 
créancier et du gain dont il a été privé, que ce qui est une suite immédiate et directe de l'inexécution de 
la convention. )
399  Which is dispensable in case the promisor decisively and definitively refuses to perform, or 
under special circumstances (BGB § 281 II). 

 In case of defective performance of a sales contract, the buyer may freely choose between 
specific performance (Nacherfüllung), rescission (Rücktritt), reduction of the price (Minderung) or 
damages for breach (Schadenserstaz) (BGB § 437), but must first fix a reasonable time limit for the 
promisor to repair the defect or to deliver a replacement (according to § 439 I, the buyer can choose 

See Ulrich Schroeter, 
Das Recht zur Zweiten Andienung im System des Schuldrechts, 207 ARCHIV FÜR DIE ZIVILISTISCHE 
PRAXIS 28 (2007). 
400  Own transl. In original: Wer zum Schadensersatz verpflichtet ist, hat den Zustand 
herzustellen, der bestehen würde, wenn der zum Ersatz verpflichtende Umstand nicht eingetreten wäre.”
401 See BASIL MARKESINIS, HANNES UNBERATH & ANGUS JOHNSTON, THE GERMAN LAW OF 
CONTRACT: A COMPARATIVE TREATISE 442 (2nd. ed., Portland, Hart 2006) 
that the aim of the remedy of damages for breach of contract is to protect the expectation interest 
(Erfüllungsinteresse MEDICUS & LORENZ,
SCHULDRECHT I, op. cit. supra, at 165 Rn. 352. 



102_Edle BW Mittlaender.job

187
 

V.B.2. Social Welfare under Expectation Damages 

Expectation damages are justified, according to economic theories, firstly 
because of the optimal incentives they create for promisors to perform without the need 
of renegotiation. They allow the promisor to breach without the need to obtain consent 
from the promisee, and hence without the need to renegotiate.402 They induce efficient 
performance and, at the same time, encourage efficient breach without transaction costs, 
and this is one explanation for its superiority with respect to other remedies. As noted 
above, there is no justification, if renegotiation is costless, for why the law should 
enforce contracts through an award of expectation damages rather than through other 
legal remedies, as under the assumptions of the theory of efficient breach. 

Secondly, expectation damages redistribute wealth between the parties, 
compensate the promisee for loss of expectancy, therefore undoing that individual harm 
endured by the promisee, and are well suited to crowd out retaliation triggered by loss 
of expectancy. Specific performance, however, also compensates the promisee for lost 
expectancy, and clearly puts the promisee in the position she would have been in had 
the promisor performed. With respect to retaliation by the promisee, both remedies can 
achieve the same result.403

There is, however, another effect of expectation damages that can justify its 
superiority with respect to specific performance in certain types of contingencies, and 
that favors specific performance in other types of contingencies: expectation damages 
limit the redistribution of wealth between the parties to the promisee’s loss of 
expectancy. This has positive and negative implications, depending on the type of 

e to perceived unfairness in the 
allocation implemented by expectation damages. In this respect, there is the need to 
distinguish between the two paradigmatic types of contingencies that may render breach 
individually unprofitable.  

In the loss-avoidance paradigm, exemplified in the Murmansk case, the promisor 
will prefer to breach and pay expectation damages whenever she can save resources by 
doing so (instead of incurring costs to produce and deliver the good). If the costs of 
returning the car to Germany were $50,000, then the seller will not bear them, but 

expectancy, independent of how high the absolute costs of performance are. In the final 
outcome, the seller loses at most $10,000, and the buyer always earns $10,000.  

                                                           
402  As observed in the experiment, and in the absence of renegotiation, promisors did not perform 
whenever doing so was socially efficient in the absence of expectation damages, independent of the 
presence of promissory commitment. They in effect provided gains of welfare that were not foregone in 
the absence of those incentives. 
403  This of course assumes that promisees are indifferent between receiving performance in kind 
or its monetary equivalent. 
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This amount the promisor in breach must pay to the promisee is compensatory.
It is not the result of exploitation by the promisee, but rather just remuneration and 
indemnification. It is hence rather unlikely that the promisor in breach will tend to 
retaliate because she has to pay expectation damages that in fact compensate the 

liberate decision. 

In the loss-avoidance paradigm, expectation damages are well apt to contribute 
to social welfare. Since they induce efficient performance and encourage efficient 
breaches, there is no social loss from inefficient trade. Since the remedy does not allow 
the promisee to exploit the promisor in hardship, the distribution implemented by 
expectation damages is fair, and losses from retaliation are expected to be minor, if 
existent.  

In the overbidder paradigm, in contrast, whenever the seller receives a higher 
outside offer and it is profitable to breach, pay expectation damages, and retain all 
profits from breach, then the seller will do so. The promisee receives only expectation 
damages, and there is disagreement on who should earn the extra gains from breach. 
Parties never agreed that those extra profits would belong either to the promisor or to 
the promisee.   

In the outside offer case, if the third party offers $50,000 for car, then the seller 
will breach, pay expectation damages of $10,000, and appropriate all the remaining 
$40,000. Parties never agreed that the seller was entitled to all the profits possible only 
through breach, and disagreement emerges. Expectation damages do not limit the profits 
the sellers can appropriate, but rather allow her to retain all of them.  

This outcome implemented by expectation damages can be easily perceived as 

own wrong, and individuals that are simply inequality-averse will retaliate, and thereby 
cause a loss of welfare. As observed in the experiment, this is in fact the case, as more 
than half of promisees retaliated against breaches to profit from an outside offer. 
Moreover, the higher the profits from breach, the higher the inequality from breach, and 
the higher the expected losses from retaliation. Therefore, while expectation damages 
lead to the exhaustion of possible gains from trade, they will often lead to losses from 
retaliation by the promisee. 

Table V.1 resumes the welfare effects of expectation damages. 
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Table V.1. Social welfare under expectation damages 

Increase in costs of production Higher outside offer 

Expectation 
Damages 

Promisor will breach and pay 
damages 

- No inefficient trade 
- Fair result  no retaliation

Social welfare is maximal 

Promisor will breach, pay damages, 
and appropriate all remaining profits 

- No inefficient trade 
- Unfair result promisee retaliates 

Loss of welfare from retaliation 

The possibility of renegotiation, under expectation damages, does not alter in 
any manner these results. It is a moot issue under expectation damages, for there is no 
reason for the parties to bargain around performance.404 In case of an increase in costs 
of production, the buyer cannot extract any amount from the promisor, who will simply 
breach in order to avoid any higher loss. In case of a higher outside offer, the buyer 
cannot extract any share of the profits from breach from the seller, since the seller is 
free to breach as long as she pays expectation damages without the need to obtain the 
assent of the buyer, and does not have incentives to allow the buyer to share in those 
gains. 

V.B.3. The Protection of the Disgorgement Interest in Common Law  
           and Civil Law Systems 

Disgorgement damages put the promisor in breach in a position as good as the 
one she would have been in if she had performed. It is the mirror image of expectation 
damages, putting the promisor  and not the promisee  in that position.405 The promisor 
that earns higher profits through a substitutive transaction must disgorge the profits 
from breach to the promisee and thereby earns exactly what she would have earned if 
she had kept the promise. Accordingly, the disgorgement interest can be defined as the 

rest in requiring the promisor to disgorge a gain that was made possible 
406

                                                           
404 See Steven Shavell, Specific Performance versus Damages, 84 TEXAS LAW REVIEW 831, 843 
(2006). 
405 Cf. ROBERT COOTER & THOMAS ULEN, LAW & ECONOMICS 234 (3d ed. 2000). 
406  Eisenberg, The Disgorgement Interest in Contract Law, op. cit. supra, at 560-561. 
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In the U.S., disgorgement damages are awarded in a very limited number of 
circumstances. The Restatement does not mention the protection of the disgorgement 
interest as one of the purposes of an award of damages for breach, and this omission 
was arguably deliberate. As noted by Melvin Eisenberg, there are two possible reasons 
for it. The drafters of the Restatement believed this was dictated either by positive law, 
or by normative considerations.407

Allan Farnsworth, one of its reporters, famously argued in a leading article that 
while courts do award disgorgement damages in a few categories of disputes, its 
extension beyond those cases would be undesirable.408

hence arguably motivated by normative considerations, and not by positive law. The 
main reason advanced by Farnsworth against the expansion of the disgorgement 
principle
the realized profits and, especially, the absence of harm created for the promisee when 
the promisor pays expectation damages.409

normative position can be criticized on similar grounds as the 

the legal enforcement of contracts, and of the protection of the expectation interest.410

While it is true that when the promisor compensates the promisee for the loss sustained, 
there is no individual harm, there is still the possible social harm that often follows 
breach of contract. When parties disagree, feel aggrieved and tempted to retaliate, there 
is the social harm that retaliation creates for the interest of society and for the overall 
welfare of society.    

From the point of view of positive law, promisees do have a cognizable claim 
on the profits from breach in certain circumstances. Outside the strict domains of 
contract law, and for example in the law of fiduciary obligations, the fiduciary must 
disgorge any gains achieved through the use of her position to the beneficiary even 
when the former does not suffer any loss through that act.411 When the parties to a 
contract compete with each other, and one of them has given to the other an exclusive 
license to sell or produce, then courts will usually consider the gains from breach as 

                                                           
407 Id. at 564. 
408 See E. Allan Farnsworth, Your Loss or My Gain? The Dilemma of the Disgorgement Principle 
in Breach of Contract, 94 YALE LAW JOURNAL 1339, 1342-43 (1985). 
409 Cf. Steve Thel & Peter Siegelmann, You do Have to Keep your Promises: A Disgorgement 
Theory of Contract Remedies, 52 WILLIAM AND MARY LAW REVIEW 1181 (2011).  
410 See the discussion supra in the first chapter, section B. 
411 See United States, Snepp v. United States, 445 U.S. 507 (1980); Eisenberg, The Disgorgement 
Interest in Contract Law, op. cit. supra, at 563; Ernst Weinrib, Punishment and Disgorgement as 
Contract Remedies, 78 CHICAGO-KENT LAW REVIEW 55, 71 (2003). 
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412 In these cases, profits from breach, and not 
lost expectancy, are used as the measure for damages.413

These cases, however, require more than breach of contract for the recovery of 
the profits from breach. They are not purely contractual claims. In case of an outside 
bidder, and in the absence of those other wrongs such as breach of a fiduciary duty or 
infringement of a property interest, courts do not award disgorgement damages for 
disappointed promisees.414

English courts have been slowly departing from the strict traditional view that, 

415 The House of 
Lords recently recognized, in Att-Gen v. Blake
breach of contract may be measured by the benefit gained by the wrong-doer from 
breach. The defendant must make a reasonable payment in respect of the benefit he has 

416

There are two bases for recovery of profits from breach. The promisee may 
recover hypothetical bargain damages and receive an award of partial disgorgement, 
discussed in section D.4 below. In contrast, she may recover all profits and receive an 
award of total disgorgement in exceptional circumstances, discussed herein. 

Until Att-Gen v. Blake in 2000, cases where courts would deliver an award of 
disgorgement damages were similar to those in the U.S., mainly where the disappointed 
promisee could enforce a fiduciary obligation or had an interest in property used by the 
promisor without her permission.417 In other words, the promisor had to breach the 
contract and concomitantly (i) infringe a property right or (ii) commit a breach of 
confidence.418

In Blake, the defendant entered the British secret service (the MI6) and signed 
the Official Secrets Act of 1911 requiring him not to disclose any information about the 
MI6 under his contract. He was, however, a double agent working for the Soviet Union, 
was caught and imprisoned in England, but later escaped to the Soviet Union. There he 

s information he had, and the 
Crown brought an action for the profits from the sales of the book. 

                                                           
412 See John Dawson, Restitution or Damages?, 20 OHIO STATE LAW JOURNAL 175, 189 (1959).
413 See Weinrib, Punishment and Disgorgement as Contract Remedies, op. cit. supra, at 71. 
414 See FARNSWORTH ON CONTRACTS 824. 
415 Sotiros Shipping Inc v Samiet Solhot (The Solhot)
416 Attorney General v Blake, UKHL 45 (2000), 1 A.C. 268 (2001), at 283-284. 
417 Cf. Joseph Chitty & Hugh Beale, CHITTY ON CONTRACTS 26-045 (31st ed. London, Sweet & 
Maxwell 2013) [hereinafter CHITTY ON CONTRACTS]. 
418 Cf. CHITTY ON CONTRACTS, 26-051. 
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For an award of disgorgement damages, those strict requirements were partially 
relaxed in Blake tional 

relevant factors for that. Chitty mentions: firstly, the moral character of breach, in being 

information; thirdly, an analogy not to 
akin

the book, the information was already public knowledge).419

German law recognizes that disappointed promisees may have a claim for 
disgorgement damages in form of the claim on the surrogate (Anspruch auf das 
Surrogat, or the claim on the stellvertretendes commodum).420 The BGB allows the 
promisee to recover any surrogate that the promisor received from a third party when 

§ 285 I. If the debtor, as a result of the circumstance by reason of which he, under 
§ 275 I to III, has no duty to perform, obtains reimbursement or a claim to 
reimbursement for the object owed, the creditor may demand return of what has been 
received in reimbursement or an assignment of the claim to reimbursement.421

A promisor who is relieved of his obligation to perform because of the 
impossibility of the performance has to transfer to the promisee whatever she has 
acquired as a substitute for the object he was obliged to deliver. In case performance is 
insuperably impossible (BGB § 275 I), factually impossible (BGB § 275 II), or 

y to perform 
is either excluded (in case of insuperably impossibility) or the promisor can refuse to 
perform (in the latter two options). In all these cases, the disappointed promisee can 
require that the promisor in breach disgorge all profits achieved through breach. 

The leading casebook example covers the case of the accepted higher outside 
offer (the Doppelverkaufs).422 When the seller sells the same object that she had 
promised to the first buyer to another buyer for a higher price, and transfers it to the 
second one, then the delivery of that same object to the first buyer becomes impossible, 
unless the second buyer is willing to sell it.  

                                                           
419 Cf. CHITTY ON CONTRACTS, 26-054. 
420  In Latin, commodum 
421 Erlangt der Schuldner infolge des Umstands, auf Grund dessen er 
die Leistung nach § 275 Abs. 1 bis 3 nicht zu erbringen braucht, für den geschuldeten Gegenstand einen 
Ersatz oder einen Ersatzanspruch, so kann der Gläubiger Herausgabe des als Ersatz Empfangenen oder 
Abtretung des Ersatzanspruchs verlangen
422 See MEDICUS & LORENZ, SCHULDRECHT I, op. cit. supra, at 208 Rn. 432. 
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The promisee has then a claim to recover the profits from breach achieved by 
the promisor, according to the prevailing view in the literature, because § 285 I 

commodum ex negotiatione 
cum re. The plain wording of § 285 I, however, would not allow for that claim. The 
profits achieved by the promisor are not achieved by the delivery of the good to the first 
buyer, but only by the contract with the second buyer. A literal interpretation of the 
norm would hence bar a claim for disgorgement of those profits.423 The prevailing 
opinion in the literature, however, interprets the norm as comprising that case.424

The claim from § 285 I is a way to balance unjustly distributed benefits.425 This 
was the goal of the norm according to German courts, and later accepted by the BGH.426

Although it could be interpreted as punishment for t
that was already promised to the first buyer, rendering performance impossible and 

arguably, the underlying rationale of the norm. Instead, the aim of the norm is often 
understood be the restoration of fairness between the parties.427

V.B.4. Social Welfare under Disgorgement Damages in the Absence of Renegotiation 

Disgorgement damages can deter, in theory and in idealized conditions, and in 
the absence of renegotiation, efficient breaches of contract. In putting the promisor in 
the position in which she would have been in case of performance, perfect disgorgement 
makes the promisor indifferent between performance and breach.428 It is then uncertain 
whether the promisor will prefer to perform, realize the gains from breach and 
subsequently transfer them to the promisee, or breach and simply forego them. 

                                                           
423 Id Den Verkaufserlös hat er [der Verkäufer] aber nicht aufgrund dieser Übereinigung [an 
den ersten Käufer] sondern allein aufgrund des Kaufvertrages mit K2 [der zweite Käufer] erzielt. Nimmt 
man § 285 beim Wort, hätte der K1 [der erste Käufer] keinen Anspruch auf Herausgabe dieses Erlöses
424 See MEDICUS & LORENZ, SCHULDRECHT I, op. cit. supra, at Die h.M. läßt aber 
auch einen bloß wirtschaftlichen Zusammenhang genügen … so daß auch der Erlös, den der Schuldner 
aus einem Rechtsgeschäft mit der Sache erzielt, von § 285 erfaßt wird. ); BASIL MARKESINIS, HANNES 
UNBERATH & ANGUS JOHNSTON, THE GERMAN LAW OF CONTRACT: A COMPARATIVE TREATISE 443 
(2nd. ed., Portland, Hart 2006) transaction with a third party the 
price paid by that third party to the promisor may then be claimed by the promisee. (The issue is 
controvertial, see Münchner Kommentar 
425 See FELIX HARTMANN, DER ANSPRUCH AUF DAS STELLVERTRETENDEN COMMODUM 7.  
426 Id.
427 Id. Other legal provisions with that same goal are present, for example, in the German 
Copyright Law. See Christoph Engel & Michael Kurschilgen, Fairness Ex Ante and Ex Post: 
Experimentally Testing Ex Post Judicial Intervention into Blockbuster Deals, 8 JOURNAL OF EMPIRICAL 
LEGAL STUDIES 682 (2011). 
428  ROBERT COOTER & THOMAS ULEN, LAW & ECONOMICS 234 (3d ed. 2000) 
disgorgement is perfect, the injurer is indifferent between doing right, on the one hand, or doing wrong 
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There are good reasons to assume that promisors will prefer to breach, sell to 
the outside bidder and realize those further gains. In doing so, the promisor earns the 
very same amount she would earn in case of performance, and concomitantly provides 
a benefit to another person at no cost for herself. If the promisor cares, even if 
minimally, for the well-being of other persons, then she will prefer to breach efficiently. 
In this case, disgorgement does not cause a loss of welfare from inefficient trade. 

If the promisor so breaches efficiently, then the promisee is entitled, under a 
disgorgement rule, to all those gains if disgorgement damages apply. The promisor may 
attempt to convince the promisee to allow her to share in some of those gains from 
breach, so that both parties profit from the extra surplus from the substitutive 
transaction, but the promisee has the right to all those gains. She is not obliged to deliver 
any share to the promisee, and since she is entitled, by law, to those profits, she will not 
be willing to give any sizeable share of them, after the promisor breached, unless for 
altruistic reasons.  

Disgorgement does not undo, ex post, unfairness and inequality in the 
distribution of the profits from breach, but only inverts its direction. In receiving all the 
gains from the substitute transaction, the promisee is better off than the promisor. This 
may crowd out retaliation by the promisee, for she then earns those profits, but it leaves 
the promisor in breach in a worse position than the promisee after the payment of such 
damages.  

It is then that the promisor, obliged to disgorg
from the substitute transaction, may perceive the implemented allocation as unfair. 
Parties never agreed that neither the promisor nor the promisee is entitled to those gains, 
and the contract is silent about that issue. The promisor may feel entitled to a fair share 
of those, and will feel aggrieved from the implemented unequal distribution of those, 
and thereby tempted to retaliate. 

This is, however, restricted to the overbidder paradigm, for disgorgement 
damages coincide with expectation damages in any case where the promisor breaches 
to avoid losses. In the latter, there are no profits from breach, and the amount to be paid, 

In the opposite case where the promisor that is indifferent between performance 
and breach decides to perform inefficiently, disregarding the welfare of the other, then 
she does not realize all possible gains from trade in that type of contingency. The 
promisee earns the expected and promised gains, and nothing more, and there is a loss 
of gains from trade. The outcome is, however, one where each party earns exactly what 
they bargained for, and it is likely to be perceived as fair.429

                                                           
429  The promisee, in this case, may be tempted to retaliate, for the seller could have breached and 
with that action provided the promisee a higher gain for no cost. 
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In sum, if the promisor that is indifferent between performance and breach 
decides to breach efficiently, and must then deliver all gains from breach to the 
promisee, then she realizes all gains from trade but is likely to retaliate because of the 
perceived unfairness of the result. If she decides to perform inefficiently, then the extra 
gains from the substitutive transaction are foregone, and the loss of welfare is restricted 
to the loss of gains from trade. Table V.2 resumes the welfare effects of disgorgement 
damages. 

Table V.2. Social welfare under disgorgement damages  
in the absence of renegotiation 

Increase in costs of production Higher outside offer 

Disgorgement 
damages 
without
renegotiation 

Promisor will breach and pay 
damages 

- No inefficient trade 
- Fair result  No retaliation

Social welfare is maximal 

Promisor will perform 
inefficiently or breach 

efficiently, pay damages and 
disgorge all profits 

- Inefficient trade or 
- Unfair result promisor

retaliates 

Loss of welfare either from 
inefficient trade or retaliation 

V.B.5. Social Welfare under Disgorgement Damages in the Presence of Renegotiation 

Disgorgement damages will deter socially inefficient breaches only if parties 
cannot renegotiate. In contrast to expectation damages, renegotiation is not a moot issue 
under a disgorgement rule. Such a rule will encourage the promisor to negotiate with 
the promisee for a share of the profits from breach in order to realize expectation 
damages, and thereby to deliver higher gains to the promisee. It is plainly possible to 
secure efficiency with disgorgement damages just as expectation damages do if parties 
can renegotiate.430

The promisor that receives a higher outside offer will contact the promisee, 
explain the situation, and bargain for a share of the profits from breach. It is important 
to note that although the promisee is entitled to all those profits, they are realized only 
if the promisor breaches, and their realization thus depends on the decision of the 
promisor. If the promisor performs as promised, and delivers the good or service to the 
                                                           
430 Cf. Richard Brooks, The Efficient Performance Hypothesis, 116 YALE LAW JOURNAL 568 
(2006). 
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promisee, then she commits no wrong and realizes only the originally foreseen and 
contracted gains. The promisee, in that case, also does not realize any gains beyond 
those that were originally foreseen and contracted. 

The promisee that has an interest in breach will rationally offer a share of those 
profits for the promisor in order to induce the latter to breach. According to rational 
choice theory, any share the promisee offers will suffice. The promisor will have 
incentives to breach efficiently, earning that strictly positive share, and the promisee 
will appropriate all remaining non-contracted profits. 

Both parties have bargaining power in this renegotiation. The gains are only 
realized if the promisor breaches, but the promisor is only entitled to any share of the 
gains if the promisee consents. Parties will agree on some distribution of them, and in 
the absence of any type of asymmetry of information, then they will probably agree on 
an equal split. 

The possible problem with renegotiation under disgorgement damages is that 
the promisee is entitled by law to all the profits from breach. The promisee may, because 
of the legal entitlement, also feel personally entitled to all of them, or to a major share, 
and may be unwilling to offer a share that the promisor perceives as minimally fair and 
acceptable. Moreover, strictly rational promisees must anticipate that rational promisors 
will accept any minute share in order to breach, and may, in effect, offer no more than 
such a minor share. If the promisee makes a take-it-or-leave-it offer on that basis, then 
there is the serious risk that the promisor will punish the promisee. 

The situation where parties can bargain around efficient breach in the overbidder 
paradigm, under disgorgement damages, thus resembles the one in the ultimatum game. 
The promisee is not endowed with those gains, as in the ultimatum game, for she must 
induce the promisor to breach in order to receive them. The rationale, however, is 
similar: the promisee that believes that the promisor is strictly rational must anticipate 
that any share will do; the promisor that derives disutility from offers perceived as unfair 
will reject unfair offers and will punish the promise in one of two different manners. 

She may punish the promisee that behaves unfairly by performing inefficiently.
In this case, possible gains from trade are foregone, and social welfare is impaired. In 
the overbidder paradigm, performing the contract as promised is a form of retaliation 
and costly punishment against the promisee that offers unfair amounts to the 
promisor.431 The promisor foregoes minor gains (thereby incurring, in economic terms, 
minor costs) in order to impose a higher loss upon the promisee that treats her unfairly. 
There is, as detailed in the review of the evidence from hundreds of ultimatum 
bargaining experiments, a consistent and pronounced tendency of individuals to do 
so.432 In this case, it is the promisor who retaliates and who does so by performing, 

                                                           
431  Compare with the definition of retaliation in chapter II, section F supra.
432 See the discussion supra in chapter III, section B. 
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inefficiently. The loss of welfare is therefore a loss arising from inefficient trade that is 
a form of retaliation and punishment of perceived unfair offers in the renegotiation. 

The promisor that feels aggrieved from an unfair offer may retaliate in a second 
manner. She may breach efficiently, earn a minute share of the profits, and deliver most 
of them to the promisee, thereby being free from legal liability because of the 
renegotiated agreement. In this case, there is no loss of welfare from inefficient trade 
but there may be losses from socially costly retaliation in other forms different from 
performing inefficiently. She may engage, after breaching efficiently, in any of those 
acts described before, for example by refusing to transact again in the future with the 
promisee, by harming the pro 433

In sum, if the renegotiation is fair, then disgorgement damages, in the presence 
of renegotiation, will induce efficient breaches and will not lead to retaliation. If the 
renegotiation breaks down because of perceived unfairness, then the promisor may 
punish the promisee by performing inefficiently, or by breaching efficiently but later on 
retaliating against the promisor. Table V.3 resumes the welfare effects of disgorgement 
damages under renegotiation:  

Table V.3. Social welfare under disgorgement damages  
in the presence of renegotiation 

Increase in costs of production Higher outside offer 

Disgorgement 
damages with 
renegotiation 

Promisor will breach and pay 
damages 

- No inefficient trade 
- Fair result No retaliation 

Social welfare is maximal 

Promisor will breach, pay 
damages and profits from breach 

are split  
(if renegotiation is fair)

- No inefficient trade 
- Fair result No retaliation 

Social welfare is maximal  
(if renegotiation is fair) 

V.C. SPECIFIC PERFORMANCE

Specific performance, or injunctive relief, consists in an order by a court that the 
promisor must specifically perform the contracted obligation, or face jail, fines, or 
contempt. Clearly, only an order from a court may not be enough to lead the promisor 

                                                           
433 See the discussion supra in chapter II, section F. 
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to perform if no sanction is attached to it. Different legal systems adopt different 
instruments to implement specific performance.  

Among the most commonly used ones, courts will request that the bailiff or 
sheriff directly seize the thing that the promisor refuses to deliver (in the enforcement 
of obligations to give), or will impose monetary sanctions on the promisor until she 
performs (in obligations to do). They have different consequences on the outcome of 

ation, and thus also on the fairness of the result, and are reviewed 
in the next section. 

When the promisee has a claim for specific performance, then the promisor is 
not free to breach whenever breach is individually profitable, as long as she 
compensates the promisee, for she must obtain the consent of promisee to do so. The 
promisor must bargain around performance and pay the amount required by the 
promisee, and is only then free to breach without legal consequences.  

Specific performance, just as expectation damages, also put the promisee in the 
position in which she would have been had the promisor performed.434 In ordering that 
the promisor perform the contract as promised, courts attempt to implement the same 
effect as if the contract had been performed.435 Specific performance thereby undoes 
loss of expectancy, and crowds out retaliation caused by that type of loss. It will, 
however, have other consequences and will lead to unfair outcomes in some types of 
contingencies. The resulting allocation of gains and losses depends crucially on whether 
parties can renegotiate the contract, and on the moment they can do so.  

V.C.1. Specific Performance in Common and Civil Law Systems 

In common law systems, specific performance may be granted where 
expectation damages would be inadequate.436 Courts in equity developed specific relief 
in order to supply deficiencies of the common law, but the remedy in equity was always 

test.437 At this day, and according to the Restatement, substitutive relief is inadequate 
when (i) damages cannot be proven with reasonable certainty, (ii) substitute 
performance cannot be obtained in the market, or (iii) damages cannot be collected from 
the party in breach.438

                                                           
434 See Farnsworth, Legal Remedies for Breach of Contract, op. cit. supra, at 1151. 
435  This may require, for example, that the promisor, apart from performing late, also pays 
damages for the losses incurred by the promisee for not having received performance on time. 
436  RESTATEMENT (SECOND) OF CONTRACTS § 359 (1). 
437 See FARNSWORTH ON CONTRACTS 739-743. 
438  RESTATEMENT (SECOND) OF CONTRACTS In determining whether the remedy in 
damages would be adequate, the following circumstances are significant: (a) the difficulty of proving 
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The critical factor for determining whether an award of damages is adequate is 
whether the promisee can buy a substitute for the promised performance in the 
market.439 If this is possible, then an award of damages is generally considered to be 
adequate to compensate the promisee. However, the promisee often cannot obtain a 
substitutive performance in the market, as when the promised good is unique, as works 
of art or tracts of land are.440 Equally unique are patents or copyrights, as well as shares 
of stocks that cannot be bought in the open market. 

If damages are inadequate, then the promisee may obtain an injunction. In this 
case, if the promise is to deliver an existing good and to convey property, then the court 
will order that the promisor delivers the good to the promisee, and order the bailiff to 
seize it if she does not comply. If the promised thing is a tract of land, the bailiff will 
evict the promisor from the land and allow the promisee to enter in its possession.  

Courts will not order a performance that becomes impossible, impractical, or 
unlawful. They will also not award those injunctions if performance is personal in 
nature, as is often the case in service contracts. They will not, for example, order a singer 
to specifically perform the contract.441 The promisor that has to do something for the 
promisee cannot be compelled to take the due act.  

However, the promisor that has to refrain from doing something is subject to an 
injunction ordering her not to do it. This is the case when, similarly to sales of unique 
or particular goods, the contracted person possesses special skills or special knowledge 

Wagner, niece of Richard Wagner, entered into a contract to sing exclusively in 

means of compelling her to sing, but she has no cause of complaint if I compel her to 
442

                                                           
damages with reasonable certainty, (b) the difficulty of procuring a suitable substitute performance by 
means of money awarded as damages, and (c) the likelihood that an award of damages could not be 

439 See FARNSWORTH ON CONTRACTS 748. 
440  RESTATEMENT (SECOND) OF CONTRACTS § 360 cmt. b (listing examples of unique 

 family treasures and works of art that induce 
a strong sentimental attachment. Examples may also be found in contracts of a more commercial 

duplication by the use of any amount of money. Furthermore, the value of land is to some extent 
speculative. Damages have therefore been regarded as inadequate to enforce a duty to transfer an interest 

441  RESTATEMENT (SECOND) OF CONTRACTS § 367 (1); FARNSWORTH ON CONTRACTS 781 § 12.7 

442 Lumley v. Wagner, 42 Eng. Rep. 687, 693 (Chap. 1852). In most cases, the purpose of the 
injunction is to prevent the promisor from working for a competitor of the original promisee. Cf. Shubert 
Theatrical Co. v. Rath, 271 F. 827 (2d. Cir. 1921) (where the manager of a theater was granted an 
injunction against acrobats that later contracted with a rival manager in a rival theater). This requirement 
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Under French law, obligations to give, which include contracts to convey 
property, are generally enforced by specific performance, unless in exceptional cases 
such as when delivery is impossible. The reason for that, peculiar to French law, lies in 
the fact that sales contracts already transfer the property of the good. Therefore, the 
unperformed contractual obligation to give boils down to an obligation to deliver 
(obligation de livrer), and is specifically enforceable whenever the seller refuses to do 
it.

As in common law systems, if the good is movable, it is apprehended by a 
seizure, and is handed to its rightful owner.443 If the promised thing is immovable, 
restitution of possession of the property to the owner is obtained by the eviction and 
expulsion of the occupier.  

In contrast, obligations to do, which have as object a work or service, i.e. an act 
or series of acts, were traditionally understood not to permit specific performance.444

nemo præcise cogi potest ad 
factum, meaning that nobody can be coerced to act. This was so since ancient Roman 
law, under the ius commune.445

The reasons underlying the principle are given, from a practical point of view, 
by the fact that doing so would lead the promisor to usually deliver a performance of 
poor quality; from a legal point of view, it would require the use of violent means that 
are contrary to individual liberties.446 Because of that, the Code Civil stipulates that 

The promisee can, in case of breach of an obligation to do, obtain equivalent 
performance (dommages-intérêst). Alternatively, she can procure substitutive 
performance at the expense of the promisor, who must then compensate the promisee 
for the costs of substitutive performance (Code Civil, Art. 1144).  

Specific performance of obligations to do (and not to do) is further achieved, 
under French law, through the institute of the astreinte. It consists of a penalty imposed 
by the court on the promisor in breach until she performs, and that is, moreover, 
increasing over time, thereby making it completely irrational for the promisor not to 
perform, independent of how costly it is, in the realized contingency, to do so. It is, as 
exposed by Josserand, a very effective system to force the promisor to perform:   

                                                           
is not however absolute. Cf. Mission Indep. School Dist. v. Diserens, 188 S.W. 2d 568 (Tex. 1945) 
(declining to restrict injunctive relief to cases where parties were competitors).  
443  In effect, in France, the disappointed promisee is the owner of the good, for the contract 
already translated its property.  
444 See 2 MARCEL PLANIOL, TRAITE ÉLEMENTAIRE DE DROIT CIVIL 61 (4th ed., Paris, Libraire 
Générale de Droit & Jurisprudence, 1907). 
445 See ZIMMERMANN, THE LAW OF OBLIGATIONS: ROMAN FOUNDATIONS OF THE CIVILIAN 
TRADITION, op. cit. supra, at 810-811. 
446 See 2 MARCEL PLANIOL, TRAITE ÉLEMENTAIRE DE DROIT CIVIL, op. cit. supra, at 62. 
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The astreinte … tends to overcome the resistance of the debtor of an obligation to do, 
(and) to exert pressure on the will: because of the escalation that characterizes it, this 
system is of an efficiency, and of a security foolproof; there is no wealth that is able to 
withstand such continuous pressure constantly accentuated; the patient's capitulation 
is fatal; it was because of his resistance, and without exercising violence on his own 
person: it is his goods that are taken; it is his property, his material resources that are 
intended 447

French courts can impose astreintes even without request by the plaintiff.448

Astreintes do not depend on the amount of damages that promisor may have to pay, 
since they have the aim to compel the promisor to perform, and not to compensate the 
promisee.449 Their implications are discussed below in section D.2. 

Under German law, performance in species is the general remedy for breach of 
contract, as long as performance is possible.450 The types of injunctions are not very 
different from the ones described above, except for the specific enforcement of 
obligations to do, which is, in fact, different from French law. 

In case the promised performance is the delivery of a good, if the promisee 
insists on performance as promised, requiring Nacherfüllung, and the promisor refuses 
to perform, then the court can request the bailiff or the marshal to (i) take away the 
moveable good from the promisor by force and give it to the promisee (ZPO § 883 I), 
or (ii) eject the promisor from the possession of land or ship and put the promisee in its 
possession (ZPO § 885 I). In case the promised performance involves other actions, 
then the promisee can obtain an authorization from the court to undertake the actions 
necessary for performance at the expense of the promisor (ZPO § 887 I). For example, 

                                                           
447  2 LOUIS JOSSERAND, COURS DE DROIT CIVIL POSITIF FRANÇAIS n° 594 (1932-1933) 
( L'astreinte est une condamnation pécuniaire qui est prononcée à raison de ‘tant’ par jour, par semaine, 
par mois ou par année de retard, et qui tend à vaincre la résistance du débiteur d'une obligation de faire, 
à exercer une pression sur la volonté: grâce à la progressivité qui le caractérise, ce système est d'une 
efficience, d'une sûreté à toute épreuve; il n'est pas de fortune qui soit à même de résister à une pression 
continue et sans cesse accentuée; la capitulation du patient est fatale; on a raison de sa résistance, et 
cela sans avoir exercé de violence sur sa personne même : c'est à ses biens que l'on s'en prend; c'est sa 
fortune, ses ressources matérielles que l'on vise. )

See also MARCEL PLANIOL, TRAITE ÉLEMENTAIRE DE DROIT CIVIL, op. cit. supra, at 74 ( On 
appelle ‘astreinte’ une condamnation pécuniaire (…) destinée à obtenir du débiteur l’exécution d’une 
obligation de faire par la menace d’une peine considérable, susceptible de grossir indéfiniment. Ce qui 
caractérise l’astreinte est donc l’exagération du chiffre de l’indemnité. )
448 See Law n. 91-650 of 9 July 1991 (Loi portant réforme des procédures civiles d'exécution),
Art 33 Tout juge peut, même d'office, ordonner une astreinte pour assurer l'exécution de sa décision. ),
modified by Law n. 92-644 of 13 July 1992, Art. 3 (JORF 14 July 1992). 
449 See Law n. 91-650 of 9 July 1991, L'astreinte est indépendante des dommages-
intérêts. ) Astreintes have some compensatory nature. They provide to the promisee a certain 
compensation for the recalcitrant promiso
450 See HANNES UNBERATH, DIE VERTRAGSVERLETZUNG 276 (Tübingen, Mohr Siebeck, 2007) 
( Voraussetzung dafür, den Primäranspruch ungeschmälert bestehen zu lassen, ist, daß der Schuldner 
genau die Leistung versprochen hat, die noch möglich ist.
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in the Murmansk case, the buyer can herself contract for the car to be brought back to 
Germany and these costs must be borne by the promisor in breach. 

German law distinguishes between the case where performance can be 
performed by a third party (vertretbare Handlung) and when it is unavailable (ZPO § 
887 I). When performance cannot be undertaken by a third party (unvertretbare 
Handlung), and depends on the will of the promisor, then the promisee can obtain from 
the court the imposition of a fine similar to the astreinte (Zwangsgeld) upon the 
promisor in case she refuses to perform (ZPO § 888 I 1). 

It has, however, fundamental differences. The fine is not increasing over time 

in case of service contracts (ZPO § 888 III). Moreover, the amount is not directed to the 
disappointed promisee, but rather to the state, and hence Zwangsgeld has absolutely no 
compensatory character, being solely an instrument of execution. 

V.C.2. Limits of a Claim to Specific Performance 

As noted above, courts will not award an injunction when performance becomes 
impossible or impractical, but rather only rescind the contract, and put parties in the 
position they were before the contract was made. These doctrines (at common law) or 
the legal rules that foresee these limitations (in civil law systems) have an important 
welfare effect in limiting the amount that the promisor can extract from the promisee or 
that she can be forced to perform specifically, depending on the will of the promisee. 
They are thus briefly reviewed in this chapter, before the disadvantages of specific 

unforeseen hardship to perform, are discussed. 

Under German law, the promisor is released from the primary duty to perform 

ility (BGB § 275 II), 
personal unreasonableness (BGB § 275 III) and the case of economical impossibility. 

Performance is truly impossible because of physical reasons, as when the 
promised object is destroyed (for example, the Ming vase to be delivered next week is 
struck by a lightning bolt), or by legal reasons, as when supervening law makes 
performance illegal (for example, the sale of a chemical compound is later on defined 
by law as a prohibited drug).451 Most importantly, perhaps, is the fact that the sale (and 
delivery) of the promised good to another buyer in good-faith renders performance of 
the first contract impossible, since the second buyer becomes the proprietor of the good. 
                                                           
451 See MEDICUS & LORENZ, SCHULDRECHT I, op. cit. supra, at 196-199, Rn. 413-419. 
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The consequence is the duty to perform is excluded ipso jure, and independent of fault 
by the promisor. The promisee is then only entitled to a claim of damages for breach or
to a claim at the surrogate, as explained above.  

Performance is only practically impossible when the costs of the promisor to 
perform stands in gross dis
imprecisely formulated: performance must cost plainly more for the promisor than its 

452 It therefore does not encompass any case of inefficient 
performance: it must be substantially inefficient to perform. The promisor is not allowed 
to refuse to perform in kind simply because the costs of performance exceed the 
expectation interest of the promisee.453 The classical case is the case of the promised 
ring that falls into the bottom of the sea.454 It is possible to recover the ring with, for 
example, specialized divers, but this is practically impossible. It is not enough that the 
costs of performance outweigh the benefits for the promisee, as required by the theory 
of efficient breach: the latter must substantially outweigh the former.455

Performance is economically impossible when an unforeseen risk, which was 
not allocated to any of the parties to the contract, materializes and makes performance 
as promised for one of the parties unreasonable.456 The promisor is, in this case, not
released from the duty to perform, but is only entitled to claim the revision of the 
contract (Vertragsanpassung) (BGB § 313 I). Only if this is impossible or unreasonable 
can the promisor withdraw from the contract and rescind it (BGB § 313 III 1). 

These different limits to a claim of specific performance work to prevent the 
promisee, who is, in principle, entitled to require that the promisor perform specifically 
under very high and unreasonable costs, from exploiting the promisor in the 
renegotiation process in getting more than what she had contracted for. However, given 
their strictness and restricted scope of application, they only impede such exploitation 

s costs of performance are larger 

promisor is released because of impossibility, in any of its forms, or because the 
promisor is entitled to the restoration of the contractual parity.  

                                                           
452  MEDICUS & LORENZ, SCHULDRECHT I, op. cit. supra, at 201, Rn. 424. 
453 Cf, e.g., Hector MacQueen, Barbara Dauner-Lieb & Peter Tettinger, Specific Performance 
and the Right to Cure, in THE COMMON EUROPEAN SALES LAW IN CONTEXT: INTERACTIONS WITH 
ENGLISH AND GERMAN LAW 627 (Gerhard Dannemann & Stefan Vogehauer eds., Oxford, Oxford 
University, 2013). 
454  According to Canaris, the example was first introduced by Heck, in GRUNDRIß DES 
SCHULDRECHTS §28, at 5 (1929). See Canaris, Die Reform des Rechts der Leistungsstörungen, op. cit. 
supra, footnote 25.
455 Cf. Canaris, Die Reform des Rechts der Leistungsstörungen, op. cit. supra, at 457. 
456 See MEDICUS & LORENZ, SCHULDRECHT I, op. cit. supra, at 256 Rn. 529 et. seq.
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V.C.3. Social Welfare under Specific Performance in the Absence of Renegotiation 

Specific performance, from the point of view of optimal incentives to perform, 
has, in the absence of renegotiation, the well-known disadvantage of inducing 
performance in contingencies where performance is socially inefficient. It is, however, 
important to distinguish between absence of communication between the parties at the 
moment the promisor decides to perform or breach, and absence of communication 
afterwards, when the promisee seeks to enforce her rights. The latter is very rarely (if 
ever) present, and this distinction is often not fully considered in the existing discussion 
of the disadvantages of specific performance vis-à-vis damages for breach. 

In effect, promisors do not always have the possibility to renegotiate with the 
promisee, as the promisor might need to make a decision on the spot without the 
possibility of contacting the promisee.457 Often, the promisor does not have the 
information necessary to contact the promisee, and her business might involve 
deliveries to several hundred different clients, and she may not collect their telephone 
numbers when closing each and every contract.458 In these cases, parties cannot 
renegotiate the contract at the time the promisor must decide to perform or breach.

However, ex post, parties can most often renegotiate. When the promisee sues 
the promisor, parties become embroiled in a legal process, so they meet and can hence 
always renegotiate. It is mainly only in cases where performance is of value for the 
promisee by a certain date that parties cannot renegotiate and bargain around 
performance or breach. The law, in fact, actively encourages parties to settle their 
disputes privately, and some jurisdictions even mandate that parties attempt to 
conciliate before being able to proceed with the legal suit, in a prior procedural phase.  

Therefore, even when the promisor cannot contact the promisee at the time of 
deciding to perform or breach efficiently, the promisor knows that she can always 
renegotiate for a release of the obligation to perform afterwards. She will take into 
consideration, when deciding to perform or breach without the possibility of contacting 
the promisee at that moment, that the promisee will have incentives to renegotiate 
before asking for an injunction.  

Without contact to the promisee at the first moment, the promisor must 
anticipate what the promisee will do after breach. As discussed above, the promisee 
can, in general, choose between (i) renegotiating with the promisor, (ii) requesting that 
the promisor perform specifically, or (iii) claiming damages for breach. 

                                                           
457 See Steven Shavell, Specific Performance Versus Damages for Breach of Contract: An 
Economic Analysis, 84 TEXAS LAW REVIEW 831, 838 (2006). 
458  For example, a business that delivers custom-made birthday or wedding cakes may not collect 
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The promisor knows that the promisee is indifferent between (ii) receiving 
performance in kind and (iii) its monetary equivalent, and has no rational reason to 
specifically enforce the contract if she can earn more by (i) bargaining for an amount 
higher than expectation damages. Whenever breach is efficient, the promisor knows she 
will save resources by breaching and renegotiating afterwards, and that the promisee 
also has in interest in doing so. There will be, in the absence of problems of information, 
no inefficient performance.459

Consider, for example, the Murmansk case. The buyer values the car at $10,000, 
and the seller knows that the buyer will prefer an amount higher than $10,000 instead 
of the car. When the costs of performance are $25,000, then the seller has no reason to 
perform inefficiently and to incur those costs, since she knows that she will be able to 
renegotiate afterwards and that there is room for a mutually profitable agreement even 
if only when the promisee sues the promisor.  

expectancy and what the seller can save by paying that amount plus something more. 
The promisee thereby earns more than she bargained for, and earns more than what she 
would earn through performance of the contract just because the promisor is, in the 
realized contingency, in a moment of hardship. The promisor will breach efficiently, 
but will later be exploited, and will then tend to retaliate to such exploitation.  

The possibility of being exploited under specific performance is, however, 
restricted to the loss-avoidance paradigm. If the seller sells the promised good to another 
buyer in good faith, performance of the first contract becomes, as explained above, 
impossible. The buyer cannot then specifically enforce the contract because the seller 
cannot deliver the promised good.  

In this case, the buyer only has a claim of damages for breach. The seller that 
breached must compensate the promisee for her lost expectancy, since she cannot 
deliver the good that is with a third party to the first buyer, and can retain for herself all 
the gains from breach, and the buyer does not receive any share of those.460 In the 
absence of renegotiation, there is no loss of gains from trade, but the remaining profits 
from breach are all appropriated by the seller. The resulting outcome is an unequal one, 
and the promisee might perceive it as unfair and feel aggrieved from the implemented 

                                                           
459  One case in which the promisor might perform inefficiently is when she anticipates that the 
promisee will use an injunction to punish the promisor that breached for a violation of norm of keeping 
promises, or that pacta sunt servanda. In other words, the promisee may use the legal remedy of specific 
performance to enforce her own understanding of how individuals ought to behave, i.e. keeping their 
promises and deals. If the promisor is certain that the promisee will require performance for moral (or 
perhaps even spiteful) reasons, and is unable to contact the promisee at time of the decision to perform, 
then she may perform inefficiently. This is, however, an irrational action, for if the promisee can earn 
more by renegotiation, rational promisees will prefer higher earnings. 
460  In Germany, which combines specific performance with the possibility of a claim on the 
surrogate in case performance becomes impossible, the result is different, as explained above, and 
discussed below in section D.3. 
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allocation, being thereby tempted to retaliate. While gains from trade are exhausted, 
there will be losses from retaliation by the promisee. 

The next table resumes the welfare effects of specific performance without the 
possibility to renegotiate at the moment of the decision to perform. It does not consider 

discussed in section D.3 below. 

Table V.4. Social welfare under specific performance in the absence of renegotiation 
at the moment of the decision to perform or breach 

Increase in costs of production Higher outside offer 

Specific 
performance 
without
renegotiation 

Promisor will breach efficiently, 
bargain for a release and be 

exploited 

- No inefficient trade
- Unfair result promisor

retaliates 

Loss of welfare from retaliation 

Promisor will breach efficiently, 
pay damages and appropriate all 

profits 

- No inefficient trade 
- Unfair result promisee

retaliates 

Loss of welfare from retaliation 

V.C.4. Social Welfare under Specific Performance in the Presence of Renegotiation 

When parties can renegotiate at the moment the promisor must decide to 
perform or breach, the results above change. In case of an increase in costs of 
production, the promisor will attempt to buy her way out of the contract by offering 
some side-payment to the promisee. The promisee can force the promisor to perform 
unless the realized contingency made performance impossible or impractical, or the 
realized costs of performance allow for a claim on the restoration of the contractual 
parity. As discussed above, although these in fact limit the scope of specific 
performance, they do not include all cases of inefficient performance.  

The promisee that can require an injunction can force the seller to perform and 
to incur net losses from performance. Although the promisee is indifferent between 
performance or expectation damages, she can use her power to specifically enforce the 
contract and request a higher amount than expectation damages in order to release the 
seller. 

Parties will settle on a side-payment that will allow the promisor to save some 
of the costs she would incur by performing specifically and will give some windfall 
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gains to the promisee. They may settle, in the Murmansk case, when costs of 
performance are $25,000, on around $12,500. The promisee is better off through this 
renegotiation than through performance, and the promisor equally so. In the final 
allocation, the promisor loses $12,500 and the promisee earns that amount.  

This result might easily be perceived by the promisor as utterly unfair, for the 
promisee is using the legal remedy available to her in order to extract more from the 
promisor than what she bargained for, and is thereby asking in the renegotiation to be 
put in a better position than she would have been in case of performance. In contrast to 
the case where parties cannot renegotiate at the moment of deciding to perform or 
breach, the promisor will feel exploited when attempting to buy her way out of 
performance, and thus before she decides to perform or breach.

The exploited promisor will tend to retaliate. She may do so (i) by performing 
inefficiently, incurring high losses but thereby preventing the exploitation, or (ii) by 
accepting the negotiated price, saving resources, but later engaging in those other forms 
of retaliation discussed before. For example, she may, later, after being exploited, 

fuse ever to transact with her 
again, etc. 

In the first case, there will be social losses from inefficient trade. In the second 
case, the promisor breaches efficiently and the loss of welfare is restricted to the losses 
from retaliation. In both cases, the promisor is in fact punishing the promisee that 
attempts to exploit her, and specific performance will often lead to a loss of welfare 
even when parties can renegotiate the contract without transaction costs.

In case of a higher outside offer, the result is substantially different. Since the 
profits from breach do not belong, by the contract, to either party, neither the promisor 
nor the promisee will tend to feel aggrieved or exploited by having to negotiate around 
them. Promisor and promisee can achieve a higher payoff from breach than from 
performance as long as they successfully bargain around performance.  

and knows that, by doing so, neither party earns any share of those gains. The promisee 
can require that the promisor specifically perform and knows that both parties will then 
equally forego those gains. The expected result of renegotiation, in case of a higher 
outside offer, is hence an equal split of net profits from breach. All possible gains from 
trade are realized, and the final outcome is a fair one. In the end, there will be no loss 
of welfare either from inefficient trade or from retaliation. 

Table V.5 below resumes those results: 
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Table V.5. Social welfare under specific performance with renegotiation 

Increase in costs of production Higher outside offer 

Specific 
performance 
with
renegotiation 

Promisor will perform 
inefficiently or bargain for a 

release, be exploited and 
retaliate  

- Inefficient trade or
- Unfair result promisor

retaliates 

Loss of welfare from inefficient 
trade or from retaliation 

Promisor will breach, 
compensate promisee for lost 

expectancy, and all profits from 
breach are equally split

- No inefficient trade 
- Fair outcome no retaliation 

Social welfare is maximal 

V.D. NORMATIVE ANALYSIS

Different remedies for breach, adopted by different legal systems, have different 
impacts upon overall social welfare both through the incentives they create for 
promisors to perform, with or without the need to renegotiate, and through the 
implementation of an allocation that can be perceived as more or less fair by the parties.  

Unfair allocations arise, in the absence of renegotiation, because of the 
distribution of all gains from breach to just one of the parties, leaving the other one with 
a sense of grievance, and thereby tempted to retaliate. In the presence of renegotiation, 
unfairness arises either because of exploitative renegotiation or because one party does 
not give a fair share in the profits from breach to the other one. In both cases, it will 
often lead to retaliation, and to a loss of welfare.  

The promisor can punish what she perceives as unfair either by performing 
inefficiently, or by retaliating ex post. Even when parties can renegotiate without 
transaction costs, the promisor has reasons to perform, at times, inefficiently, because 
of the unfairness of the result. The promisee, on the other hand, can only engage in ex 
post retaliation, since she is the one responsible for the decision to perform.  

Table V.6 resumes the welfare effects of all the remedies for breach of contract 
studied above in their capacity to maximize gains from trade and to minimize losses 
from retaliation.
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Table V.6. Social welfare under different remedies for breach of contract 

Increase in costs of production Higher outside offer 

Expectation 
Damages

- No inefficient trade 
- Fair result  no retaliation

Social welfare is maximal 

- No inefficient trade 
- Unfair result promisee retaliates 

Loss of welfare from retaliation 

Disgorgement 
damages 
without
renegotiation 

- No inefficient trade 
- Fair result  No retaliation

Social welfare is maximal 

- Inefficient trade or 
- Unfair result promisor retaliates 

Loss of welfare either from 
inefficient trade or retaliation 

Disgorgement 
damages  
with
renegotiation 

- No inefficient trade 
- Fair result No retaliation 

Social welfare is maximal 

- No inefficient trade 
- Fair result  No retaliation

Social welfare is maximal if 
renegotiation is fair 

Specific 
performance 
without
renegotiation 

- No inefficient trade
- Unfair result promisor retaliates 

Loss of welfare from or retaliation 

- No inefficient trade
- Unfair result promisee retaliates 

Loss of welfare from or retaliation 

Specific 
performance 
with
renegotiation 

- Inefficient trade or
- Unfair result promisor retaliates 

Loss of welfare from inefficient 
trade, retaliation, or both 

- No inefficient trade 
- Fair outcome no retaliation 

Social welfare is maximal 

With these results, an analysis of different recent trends in the U.S., France, 
Germany, and England is undertaken in what follows. 

V.D.1. The American Insistence on Expectation Damages 

There is a strong resistance, in the U.S., against the expansion of disgorgement 
damages. The Restatement, as argued above, does not mention the protection of that 
interest, and this was arguably dictated more for normative considerations than by 
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positive law. Up to this day, the instances where American courts award disgorgement 
damages all involve non-contractual wrongs such as the infringement of a property right 
or the violation of a fiduciary duty. 

In those cases, a claim for disgorgement is not a truly contractual claim. In the 
absence of those different, additional wrongs, promisees are not entitled to 
disgorgement of profits, but only to expectation damages that compensate for no more 
than lost expectancy. Therefore, in the overbidder paradigm, promisees are not entitled 
to recover profits from the substitutive transaction, possible only through breach, and 
courts have been very reluctant to allow that.461

It is important to note that the promisee can, whenever entitled to recover the 
profits from breach through disgorgement damages, choose between recovering her lost 
expectancy and claiming disgorgement damages. She will always prefer expectation 
damages when they are higher than the profits from breach (and assuming she can prove 
them), and the promisor thereby internalizes all the losses that the promisee will incur 
because of breach. The promisor will hence never breach inefficiently, and the promisee 
will always earn at least her expectancy. 

When breach is efficient and can lead to higher profits, however, an award of 
expectation damages does not maximize welfare. It implements a result that can be 
perceived by the promisee as unfair in allowing the promisor to retain all profits from 
breach. Since parties never agreed who would be entitled to those gains, there will often 
be disagreement. The promisor, not required by law to allow the promisee to share in 
those profits, is unlikely to offer any share of those to the promisee, who will tend to 
retaliate. The result will often be social losses in an amount, as estimated in the 
experiment, possibly quite higher than the gains from trade that expectation damage 
induce through incentives to perform efficiently. 

Allowing promisees to recover those profits, under disgorgement damages, will 
encourage the promisor to bargain with promisee for a share of those. The promisor can 
always perform as promised and thereby prevent the promisee from earning those gains. 
The promisee will always have, if breach is socially efficient, incentives to offer a share 
to the promisor, and disgorgement can thereby lead to efficient breaches as well as to a 
fairer distribution of the gains from breach. 

Moreover, disgorgement of profits is clearly a moot issue in the loss-avoidance 
paradigm. In that type of contingency, the promisor will always breach, under a 
disgorgement rule, whenever breach is socially efficient, without the need to renegotiate 
and without being exploited by the promisee. In that type of contingency, an award of 
expectation already maximizes social welfare, and there is no reason to change existing 
law.

                                                           
461 Cf. FARNSWORTH ON CONTRACTS
the party in breach has obtained as a result of opportunities that would not have been available but for 
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The possible disadvantage of disgorgement damages is the unfair allocation of 
gains when the parties cannot communicate at the time of the decision to perform. The 
promisor may perform inefficiently or breach efficiently and earn no share of them. In 
the first case, gains from possible substitutive transactions are foregone. In the second 
case, losses from retaliation by the promisor may emerge. However, an award of partial 
disgorgement can overcome these two disadvantages, as explained below (in the 
discussion of recent developments in English law). 

V.D.2. The French Expansion of Specific Performance with Astreintes

The astreinte is an institute created by courts (a praetorian development), not 
initially explicitly foreseen in positive law, and only recently codified. After 1972, and 
especially after the Law from July 9, 1991, they were introduced in French positive law, 
and are now explicitly foreseen in the Code des Procédures Civiles d’Exécution, in 
article L131- Any judge can, even ex oficio, order an astreinte to secure the execution 
of her decision 462

The promisee is now free to decide if she prefers the equivalent execution 
(exécution par équivalent, or damages for breach) or forced execution in kind (exécution 
forcée en nature) also of obligations to do.463 Even obligations to do that have a personal 
character are now possibly enforced through the use of astreintes, unless doing so would 
conflict with some fundamental rights such as freedom of expression or conscience.464

The tendency is that, as defended recently, the astreinte should be in general applicable 
even to obligations to do of a personal character.465

                                                           
462 Tout juge peut, même d'office, ordonner une astreinte pour assurer 
l'exécution de sa décision. See further Law n. 91-650 of 9 July 1991, and Decree n. 92-755 of 31 July 
1992 (Articles 51 to 53).  
463 See REMY CABRILLAC, DROIT DES OBLIGATIONS 470 (11th ed., Le juge 
peut prévoir une astreinte pour contraindre à l’exécution de toute obligation: donner, faire ou ne pas 
faire … Les deux seules limites à l’astreinte sont l’impossibilité de l’exécution …, ou l’exécution d’une 
obligation très personnelle, mettant en jeu la liberté du débiteur.
an astreinte to compel the performance of any obligation: to give, to do, or not do ... The sole two limits 
to the astreinte are the impossibility of performance ... or the execution of a very personal obligation 

464  For example, an artisan that promises to fabricate furniture can be coerced to perform. See. 3
JACQUES FLOUR, JEAN-LUC AUBERT & ÉRIC SAVAUX, DROIT CIVIL: LES OBLIGATIONS n° 164 (8th ed., 
Paris, Dalloz, 2013) (Le Rapport d’Obligation). See also the precedent footnote, and how the astreinte is 
understood to be inapplicable only upon obligations to do of a very personal character.  
465 See Aubrey Lebois, Les obligations de faire à caractère personnel, 47 LA SEMAINE JURIDIQUE 
EDITION GENERALE I, at 210 (2008) Malgré la lettre de l'article 1142 du Code civil, il est admis que le 
créancier peut obtenir l'exécution forcée en nature des obligations contractuelles de faire. Selon la 
jurisprudence et la doctrine, échappent toutefois à ce principe les obligations à caractère personne … 
Pour respecter le droit du créancier à l'exécution forcée, il convient d'adopter une conception très 
restrictive des obligations de faire à caractère personnel et de déterminer, dans chaque cas, si l'exécution 
en nature est effectivement impossible. )
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Denis Mazeaud recently declared, as a consequence of this development, the 
death sentence of the Roman principle nemo præcise cogi potest ad factum:

Aujourd'hui, et depuis des lustres d'ailleurs, il est acquis que l'article 1142 du 
Code civil est désactivé et que le principe de l'exécution forcée en nature 
s'applique à toutes les obligations contractuelles inexécutées, qu'elles soient de 
donner, de faire ou de ne pas faire 466

The rationale and economic consequences, as mentioned by Mazeaud, are 
remarkable: 

Faut-il s'en féliciter ?  

‘Oui!’, parce que ce principe illustre à merveille l'idée que le droit est une 
science profondément humaine et que notre droit des obligations repose sur des 
principes qui sont dépourvus parfois de rationalité, économique notamment ; il 
est fondé sur des principes qui sont dotés d'une charge symbolique, morale, 
spirituelle. Ainsi, il est exact que, pas plus que le principe moral, sinon religieux, 
du respect de la parole donnée dont il constitue «la mise en force», le principe 
de l'exécution forcée en nature n'est plus performant économiquement, ni plus 
pertinent, ni plus efficient que l'exécution par équivalent… 

Le principe de l'exécution forcée en nature est un signe de résistance du modèle 
contractuel au diktat de la loi du marché, parce qu'il véhicule d'autres valeurs, 
morales, sociales, spirituelles, que celles que prône l'analyse économique du 
droit 467 

personal character, can be specifically enforced does not have a sound economic 
rationale, differently from the ancient Roman principle. In the absence of renegotiation, 
specific performance leads to losses of welfare in both types of contingencies (as in 
table V.6 above). In its presence, it maximizes social welfare only in the overbidder 
paradigm, and only in the presence of fair renegotiations.  

Specific performance requires only, if the good is already produced, that it can 
be seized and handed over to the promisee. The promisor does not have, in any 
obligation to give, to do anything for the promisee apart from delivering the good (la
livraison). The only loss of welfare, under specific performance, arises in the loss-

                                                           
 In English: Notwithstanding the letter of Article 1142 of the Civil Code, it has been 

recognized that the obligee may obtain execution in kind of contractual obligations to do. However, 
according to the jurisprudence and the doctrine, escaping always from this principle obligation of a 

appropriate to adopt an extremely narrow scope for the obligations to do of a personal character and to 
determine, in each case, whether the specific performance is in fact impossible.  (own transl.) 
466  Yves-Marie Laithier & Denis Mazeaud, La Nature de la Sanction: Satisfaction du 
Bénéficiaire par des Dommages-intérêts ou Primauté de l’Exécution en Nature?, 2 REVUE DES 
CONTRATS 681, 681-682 (2012). 
467 Id.
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avoidance paradigm, and is because of the possibility of the promisee to exploit the 
buyer in the renegotiation.  

However, in obligations to do, the good needs to be produced, or the service 
performed. There is another loss of welfare, in this case, because forcing the promisor 
to do something for the promisee, after the relationship breaks down, and aggrievement 
and animosity is running high, will most likely lead to further aggrievement and 
stronger retaliation. Beyond that, the promisor is likely to retaliate by delivering a 
performance of very poor quality, thereby imposing further losses upon the promisor 
beyond those discussed before. 

The application of the astreinte was, under the principle previously consecrated 
ts

expected to lead to additional losses of welfare. It can increase aggrievement, obliging 
the promisor to do something for another perhaps just because the other is being spiteful, 

this principle is sacred, is willing to compensate the promisee in order to breach, but is 
then forced to perform specifically, under the threat of high and increased sanctions, 
then aggrievement and retaliation may reach another level.  

In effect, as explained before, the legal remedy may be used as a way to enforce 

prevent individuals from maximizing welfare, without harming others. Guala speaks 

strat
468

It in effect, as Mazeaud and Laithier advance, the principle that one shall be 
bound by her word no matter what happens has even a religious basis. Josserand, for 
example, fiercely defended the use of the astreinte, writing in the 1930s, and 
exemplified how the astreinte obligation qui incombe à la 
femme mariée d'habiter avec son mari: l'astreinte obligera la fugitive à réintégrer le 
domicile conjugal, tellement elle rendra ruineuse une indépendance contraire à la 
loi 469

reintegrate the conjugal domicile, and how happy and prosperous the marriage would 
be. She will tend to feel aggrieved and retaliate, for example, by refusing to cooperate 
with the husband in the future, but is now moreover obliged, because of will of the 
other, to stay inside the relationship, without any chance to break free. It is not enough 

                                                           
468  Francesco Guala, Reciprocity: Weak or Strong?, op. cit. supra, at 4. 
469  2 LOUIS JOSSERAND, COURS DE DROIT CIVIL POSITIF FRANÇAIS n. 595 (Sirey, 1932-1933). 
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to pay the astreinte, or to compensate the promisor. The astreinte will just increase day 
after day, until the promisor performs specifically.  

V.D.3. The German Junction of Specific Performance, Expectation,  
           and Disgorgement Damages 

As discussed above, under German law, specific performance is the default 
remedy for breach, but the promisee is entitled to claim the surrogate if the promisor 
breached, transferred the good to the outside bidder, and thereby rendered performance 
in kind impossible. In contingencies involving absolute increases in costs of 
performance, the promisee can choose between specific performance and expectation 
damages, subject to the rules described above. In contingencies involving outside offers, 
the inclusion of disgorgement damages in the remedies available to the promisee 
presents a combination peculiar to the BGB. 

It is a wise solution. The promisor, when deciding to perform or breach in the 
overbidder paradigm, is thereby encouraged to attempt to negotiate with the promisee. 
If she does not, and sells the good to another buyer, thereby making performance 
impossible, then she must disgorge all profits to the promisee, who will rationally claim 
the surrogate. Since she will earn nothing else by doing so, the possibility of the 
promisee to claim the surrogate encourages negotiation. 

If she attempts to renegotiate, then the parties always have incentives to agree 
on a division of those profits that makes both parties better off, and the outcome is 
necessarily fairer than the one under expectation damages. In the overbidder paradigm, 
the outcome implemented by the combination of specific performance and 
disgorgement damages is the same as under disgorgement damages with renegotiation, 
as in table V.6 above, which is superior to the one under expectation damages because 
of the fairness of the result. 

The sole disadvantage of that solution, in that paradigm, is that if the promisor 
cannot contact the promisee at the moment of the decision to perform, then she is 
indifferent between performance or breach, because she knows that, once she performs, 
the promisee will claim all the profits from breach. If she performs, then gains from a 
substitutive transaction are foregone. If she breaches, then the promisee does not need 
to allow the promisor to share in any of those gains, and the result is unfair, leading 
promisors to retaliate, and ultimately to a loss of social welfare. 

In the loss-avoidance paradigm, however, the disadvantages of specific 
performance exist. The promisee can exploit the promisor. The different norms that bar 
an injunction mitigate the problem, for they release the promisor from the obligation to 
perform, and thereby implement the result that expectation damages implement. That 
result, in the loss-avoidance paradigm, maximizes welfare. 
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However, the restrictive requirements adopted by German law, as in § 275 BGB, 
justified commonly on the basis that the principle is that pacta sunt servanda, release 
the promisor from the duty to perform only in extreme circumstances.470 These should, 
in order to provide for a maximal social welfare in that paradigm, and to avoid 
exploitation and thereby retaliation, be less strict and, perhaps, determined more by the 
fact that performance is more costly for the promisor than its benefits for the promisee 
than by the principle that pacta sunt servanda.

V.D.4. The British Acceptance of Partial Disgorgement (Hypothetical Bargain 
Damages) 

English courts have departed from the plain rejection of disgorgement in 

from breach. There are two different bases for recovery of profits, leading to two 
different measures of disgorgement damages. 

In the first case, the promisee has a remedy on the account of profits that 
encompasses all profits from breach, as explained above. It is, nowadays, in England, 
not restricted to cases involving a true infringement of a property interest, or a true 
breach of a fiduciary obligation. Courts require, after Blake, only an analogy of that last 
violation, or a quasi-fiduciary violation where the promisee has interest that is akin to a 
fiduciary one.  

In Blake, for example, the former secret agent did not have a fiduciary obligation 
to keep the information secret anymore, since it had fallen into public knowledge. The 
Crown still had an interest that Blake keep his obligation not to reveal any information 
about the secret service, even if it had fallen into public knowledge, that is akin to a 

-making activity and, hence, in depriving 
him of his 471 Blake damages, or total disgorgement, is however still restricted 
to very limited circumstances.  

On another basis for recovery, English courts have allowed recovery of part of 
the profits from breach on the fundament that, through breach, the promisee lost the 
value of a bargaining opportunity. She may have a claim on hypothetical bargain 
damages 

472 It is, 

                                                           
470 See, e.g., Canaris, Die Reform des Rechts der Leistungsstörungen, op. cit. supra, at 499. 
471 Cf. CHITTY ON CONTRACTS, 26-054. 
472 Cf. CHITTY ON CONTRACTS, 26-050. 
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473 They were first awarded 
in Wrotham Park, and are still being developed.474

This type of damages does not require infringement of property interests, breach 
of confidence, or a claim of specific performance. Hypothetical bargain damages, also 
often denoted Wrotham Park 
those very exceptional circumstances required by total disgorgement, but their scope of 
application is still very unclear.475

In Experience Hendrix, the Court of Appeals used the factors for an award of 
disgorgement damages for an award of hypothetical bargain damages.476 These included 
(i) that the promisor did not do what she promised to do, (ii) that knew she was not 
doing it, (iii) that she breached deliberately, and (iv) that she was in flagrant 
contravention to her obligations.477 Moreover, hypothetical bargain damages are not 
restricted to cases where the promisee had a claim of specific performance.478

In assessing the amount of hypothetical bargain damages, Lord Walker 
mentioned in the Pell Frischmann 

assumed to act reasonably, so that the fact that one or other would have refused to make 
479

This is a sound development. It always allows the promisor to breach efficiently 
and does not induce inefficient performance. Moreover, it implements a fair allocation 
and thereby is well apt to crowd out retaliation. The outcome of a hypothetical bargain 

under total disgorgement. They will bargain, whenever breach is socially efficient, for 
mutual gains from breach. Social welfare is expected to be maximized. 

                                                           
473 Experience Hendrix LLC v. PPX Enterprise Inc and Edward Chaplin, EWCA Civ 323 (CA) 
(2003), at 45. 
474 Wrotham Park Estate Co Ltd v. Parkside Homes Ltd., 1 W.L.R. 798 (CH) (1974). 
475

an identifiable financial loss is a precondition for the award. For a positive answer, see WWF-World Wide 
Fund for Nature v World Wrestling Federation Entertainment Inc. EWCA Civ 286 (2007), 1. W.L.R. 
445 (2008), reiterated in Abbar v Saudi Economic & Development Co. (SEDCO) Real Estate Ltd., EWHC 

476 Experience Hendrix LLC v. PPX Enterprise Inc and Edward Chaplin, EWCA Civ 323 (2003). 
477 See CHITTY ON CONTRACTS, 26-050. 
478 Cf. Giedo van der Garde BV v. Force India Formula One Team Ltd., EWHC 2373 (QB) 

advanced no claim for an injunction or specific performance, or the fact that there would have been no 

Act in lieu of an injunction; (iii) the fact that the claim is not based on a breach of a restrictive covenant; 

479  CHITTY ON CONTRACTS, 26-053. See Pell Frischmann Engineering Ltd v. Bow Valley Iran 
Ltd., UKPC 45 (2009), B.L.R. 73 (2010). 
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The advantage, when compared with disgorgement damages, is to allow the 
promisor to breach without having to renegotiate with the promisee in order to earn a 
share of the profits. When only required to disgorge some of those gains, later on, 
through a lawsuit, efficient breaches will happen in all types of contingencies with 
certainty. The promisor does not need to negotiate with the promisee for a share of those 
gains  in that case, parties may not be able to reach an agreement, for example because 
of problems of information or moral considerations, and the promisor may perform 
inefficiently. If she can breach without obtaining consent of the promisee, but being 
certain that she is entitled to some of the profits from breach, just as the promisee is 
entitled to some of them too, than the result will be efficient breaches and a fairer 
outcome.

V.E. CONCLUSION

A comparison of the welfare effects of expectation damages, disgorgement 
damages, and specific performance, in the presence of renegotiation (even if only after 
the decision to perform or breach), reveals that both expectation damages and 
disgorgement damages maximize social welfare only in the loss-avoidance paradigm. 
Specific performance, in that type of contingency, allows the promisee to exploit the 
promisor and will lead to retaliation and to lower welfare. 

Specific performance and disgorgement damages, when parties can renegotiate, 
are superior to expectation damages in the overbidder paradigm. They require that the 
promisor who finds another buyer that values performance more than the original one 
offer a share of the extra profits from breach to the promisee in order to be released 
from the obligation to perform specifically, or from the duty to disgorge all those profits.  

Optimal remedies for breach should combine elements from both. They should 
allow the promisor to breach whenever costs of production rise, as long as she pays 
expectation damages and make the promisee whole, preventing any type of exploitative 
renegotiation. On the other hand, they should let the promisor breach efficiently as long 
as the promisee shares in the profits from a substitutive transaction. 

At common law, the remedy of expectation damages was the default and 
common one, but courts in equity developed injunctive relief for certain cases. These 
always excluded obligations to do, especially when of personal character, and where 
restricted to obligations to give. In this case, the promised good or the tract of land can 
simply be seized and handed over to the promisee. Parties are not obliged to stay in a 
relationship they do not want, and the sole reason for aggrievement and retaliation is 
given by the unfair allocation of profits from breach. There is no aggrievement from 
being forced to stay in the relationship, for the promisor does not have to do anything 
to the promisee beyond transferring the good.   
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Specific performance of obligations to give, in case of a higher outside offer, 
performs well. In this case, if the promisor still can make profits from breach, then she 
will contact the promisee, bargain for a release, and the result is efficient and fair. 
Specific performance of obligations to give does not lead to losses of welfare in 
obligations to give, as long as renegotiation is fair. The historical development of 
injunctive relief is hence well grounded in social welfare terms. The sole disadvantage 
in when parties cannot renegotiate at the moment of the decision to perform or breach. 

In obligations to do, the promisor may also receive a better offer, but is then not 
obliged to keep her promise and perform for the original buyer. There is no specific 
performance of obligations to do, expect for obligation not to do. In this case, the 
promisor is not obliged to perform specifically, but only to refrain from accepting the 
outside offer. The promisee is only entitled to a negative injunction that would prohibit 
the promisor from accepting the outside offer. If breach is socially efficient, then this 
rule encourages parties to bargain, so that the promisor will release the promisee in 
exchange for a share of those profits. It is again a sound historical development of 
injunctive relief for obligations not to do. The result is fair and efficient, as long as 
renegotiation does not break down. 

In civil law systems, the remedy of specific performance was the default and 
common one, but the law evolved and came to encompass more and more cases where, 
in the loss-avoidance paradigm, the promisor is released from the obligation to perform 
specifically. These include impossibility, impracticability, and change of 
circumstances. When faced with much higher costs of production, specific performance 
does not lead to a maximal social welfare, since the promisor may exploit the promisee 
that faces unexpected hardship, thereby leading to unfairness and retaliation. Those 
rules that bar injunctions avoid that result, and provide for a fairer outcome. It was a 
sound development to depart from a strict observance of pacta sunt servanda in cases 
where performance becomes much more costly, in absolute terms, and hence only in 
the loss-avoidance paradigm. 

In the overbidder paradigm, at least in German law, the claim on the surrogate 
avoids the unfairness that would result from letting the promisor appropriate all profits 
from breach after compensating the promisee for her lost expectancy. The seller that 
deliberately sells the promised good to somebody else makes performance impossible, 
and would be allowed to retain all profits from breach, since the promisee would then 
have a claim only of damages for breach that protect the expectation, or positive interest. 
The combination of both remedies encourages renegotiation, and provides a fairer 
result. It was a sound development, capable of minimizing aggrievement and retaliation. 
Its sole disadvantage is that parties may behave unfairly in the renegotiation, and when 
this one breaks down, then the promisor may retaliate by performing specifically and 
foregoing the possible further gains from trade, or breaching efficiently but later on 
retaliating in other manners. 
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Lastly, the movement towards hypothetical bargain damages, or partial 
disgorgement, in English law, is very sound. Those damages provide incentives for 
promisors to perform if and only if performance is socially efficient, and also allow the 
promisee to share in the profits from breach. Since it is substitutive relief, it does not 
require renegotiation. If the promisee attempts to exploit the promisor that has a better 
trading opportunity, offering unfair shares of those profits, or simply insisting on 
specific performance for moral reasons, then those social welfare gains will not be 
foregone, for the promisor is free to breach, efficiently, knowing that she will profit 
from it. The promisee, ex post, has a claim on a share of those profits, and her 
aggrievement can thereby be minimized, crowding out her tendency to retaliate.480 And 
this will happen without any transaction cost: even if renegotiation is costly, perhaps 
very costly, under partial disgorgement there is no need to renegotiate in order to breach 
and to implement a fair result. Transaction costs are also minimized. It is therefore a 
sound movement in social welfare terms.  

                                                           
480  Note that the promisee is free to choose to claim expectation damages if these are higher than 
disgorgement damages, and hence the promisor does internalize the negative externality of breach. The 
promisee will only claim the surrogate, or partial disgorgement, if they are higher than expectation 
damages. 
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CONCLUSION

The principle of compensation, considered fundamental in the law of remedies 
for breach of contract both in legal scholarship and in existing law, finds its justification, 
in promissory and reliance theories, on moral considerations and on the dictates of 
corrective justice.481 Economic theories, however, have not addressed the social welfare 
function that compensation has in providing legal relief for disappointed promisees to 
redress breach, and accordingly consider compensation as an accessory, secondary, or 
even disposable principle and purpose in the legal enforcement of contracts.482 The 
objective of this thesis was to provide one justification and reason for why 
compensation is, and should be, fundamental in the law of remedies for breach of 
contract. 

Legal scholars have long since 
483 Remedies that allow promisees to 

redress breach are apt to have their own economic justification in effectively crowding 
out private forms of redress that are socially costly, and thus responsible for a 
deadweight loss whenever implemented.484 Compensation, in contrast to private 
redress, does not cause the same loss of welfare that retaliation causes whenever it is 
implemented, for it consists only in a transfer of resources from the party in breach to 
the disappointed promisee, and hence does not necessarily lower social welfare as acts 
of private retaliation and punishment do.485

While the maintenance and operation of a legal system aimed at providing 
compensation for promisees requires social resources, certain and secure legal 
enforcement imposes a cost on the decision to breach that promisors anticipate, and 
hence create incentives that are predicted, in economic theories, to deter breaches of 
                                                           
481 See n.2 supra for scholars that considered compensation as the fundamental principle of the 
law of remedies from breach, ranging from, at the common law, if not from Blackstone himself, at least 
from Sedwick and Anston to Farnsworth and Fried, through Williston and Corbin. The First and Second 
Restatements of Contracts, as well as the U.C.C., adopted the same view. See n.3 supra, and the 
discussion in the introduction and in sections I.A and IV.A. 
482  Recall Craswell, Instrumental Theories of Compensation, op. cit. supra
economic theories the concept of compensation can be dispensed with entirely, whereas in corrective 
justice theories that concept is a
483 See n.29-32 supra and the accompanying text (discussing several different ways through 
which victims of breach may retaliate and punish promise and contract-breakers even in modern legal 
systems that, in general, prohibit the use of violence by the citizens, as discussed by David Charny, Oliver 
Hart, and John Moore, among others). 
484 See supra sections IV.D.1 and IV.D.2 (empirical evidence attesting how an award of damages 
for breach in fact fulfill those functions in affecting parti
485  Recall Kaplow & Shavell, Fairness versus Welfare, op. cit. supra
that money may change hands in a lawsuit in certain circumstances, thereby changing how a loss is 
divided between the two parties, is of no cons
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contract.486 This is achieved, in case of perfect enforcement, without the need of legal 
intervention, ex post, for the promisor must anticipate that she will have to pay damages 
to the promisee, or perform specifically, in any case of breach.487 She will prefer to 
compensate the promisee whenever she breaches than breach without doing so, be sued 
and ordered to compensate the victim by courts, thereby having to bear further costs 
from the legal process.488

Compensatory remedies and a well-functioning legal system are hence, in 
theory, and in the absence of legal imperfections, well apt to create incentives for 
promisors to perform, and to compensate the promisee in case of breach. Only in case 
of failures in the legal enforcement must the promisee in fact recur to courts for a final 
resolution of the dispute and conflict. Compensatory remedies are expected to 
contribute to the welfare of society both in deterring inefficient breaches and in 
crowding out retaliation by victims of breach with lower social costs than private forms 
of redress.  

situations where promisors are already committed to perform, and where the promisee 
is apt to perceive the act of breach of that commitment as a wrong in need of redress. 
The thesis thereby investigated, firstly, the role of the primary duty to perform and to 

 first 
research question: how does promissory commitment (the primary duty to perform) 
affect both parties’ contractual behavior?

The main theories of contract and contract law studied in the first chapter stress 
how parties, in exchanging promises given with consideration, and thereby by entering 
into contracts, incur a legal obligation that is, because of its structure, apt to carry 
normative significance for the parties themselves.489 According to promissory theories, 
parties ought to perform contracts since contracts are promises, breach of contract 
amounts to breach of promise, violates the convention and norm of keeping promises, 
and is thereby a transgression in need of redress.490 For reliance theories, differently, 
parties ought not to cause harm upon those they induce to rely upon their promises, and 
                                                           
486 See supra section I.D.4. Expectation damages, as detailed in there, are predicted to deter only 
socially inefficient breaches, and to encourage socially efficient ones. 
487  As discussed supra in chapter V, in case performance becomes impossible or impractical, 
then the promisee is released from the obligation to perform, and courts will, in general, rescind the 
contract. In this case, damages are generally not measured by the expectation interest, nor is injunctive 
relief an available remedy. 
488  In legal systems where each party must bear some of the costs of the legal process, there may 
be instances where the promisor may breach in anticipation that the promisee will not claim the available 
legal remedy. If the costs of claiming the legal remedy, for the promisee, are higher than the benefits she 
will receive from the remedy, then the promisee will not claim the remedy. The promisor, anticipating 
this, can then behave in opportunistic manners, and breach knowing that she will not bear any cost by 
doing so. In this case, moreover, remedies will not have the effect of inducing performance by the 
promisor as predicted in economic theories. 
489 See supra section I.A.  
490 See supra section I.B. 
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breach of contract, when capable of causing a real and material harm upon the promisee, 
is a wrong that justifies legal relief.491 And for Holmes, who understood the contractual 
obligation as an obligation to perform or to pay damages, in a disjunctive structure, 
breach followed by the payment of damages amounts to performance of the obligation, 
and is hence not wrong. Still, breach not followed by the payment of damages is, even 

492

As further argued in the first chapter, the different theories of the contractual 
obligation do not provide a definite and univocal answer to the question whether breach 
of promise and contract is, in any concrete case, wrong or otherwise morally acceptable. 
Quite on the contrary, they instead often conflict with each other, as for example when 
the promisor breaches in a certain contingency where breach is socially efficient and, 
in doing so, violates the moral norm of keeping promises, or the principle that pacta 
sunt servanda. The promisee might perceive breach as wrong because of the violation 
of the moral norm, in a deontological fashion, while the promisor might perceive it as 
otherwise morally justified, for example because of the overall gains of welfare it 
delivers, in a consequentialist assessment of the morality of the act.  

The second chapter discussed how disagreement between parties on whether the 
promisor should have performed or breached is a pervasive and widespread 
phenomenon, and how disputes that follow breach might often escalate to a serious and 
real conflict most often responsible for a loss of social welfare.493 There are several 
different possible reasons for why the promisor might fail to perform in a situation 
where the promisee expects performance.  

Contracts are incomplete and do not specify the appropriate course of action that 
parties should take whenever a contingency that was not explicitly discussed in the 

494 Parties may then 
hold different and conflicting understandings of the morality of the act of breach in
concreto, considering it as excused or not, in the realized circumstances, by the societal 
convention of promises.495 They can further perceive its consequences, including the 
loss of expectancy, the unfairness of the result, or the inefficiency as capable of 
justifying breach or not.496 Moreover, parties are, in that type of assessment, subject to 
several different cognitive biases that facilitate disagreement, and that can hinder the 
private settlement of the dispute.497 In cases where parties are unable to solve their 
dispute privately, through apologies or renegotiation, and the dispute acquires a 

                                                           
491 See supra section I.C. 
492 See supra section I.D. 
493 Supra section II.A. 
494 Supra section II.B. 
495 Supra section II.C. 
496 Supra section II.D. 
497 Supra section II.E. 
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normative character, then the final expected product will be, if the victim is not entitled 
to a public remedy, an act of retaliation based on the norm of strong reciprocity.498

The third chapter studied the behavioral tendency of individuals to retaliate to 
what they perceive as wrongful behavior in the presence of promissory commitment, 
but in the absence of compensation, and how breach of promise might provide unique 
reasons for promisees to feel aggrieved and wronged from the act of breach.499 As 
consistently observed in experimental studies, individuals tend to retaliate and to punish 
those that do not take the socially optimal course of action (as in public good games) 
and that behave unfairly (as in ultimatum games).500 This tendency to retaliate has its 
own social benefits, for it is apt to induce others to cooperate in fear of being punished 
by the other, just as it is apt to induce others to behave more fairly in different 
situations.501 It has, however, its own social costs, since retaliation is costly both for the 
person implementing it and for the victim. Its costs, as observed in several different 
recent experimental studies, most often outweigh its benefits of inducing others to 
cooperate, and costly punishment is rarely apt to improve social welfare.502

Retaliation is subsequently endogenized, in the third chapter, and in the 
canonical model of contractual behavior developed in the Economic Analysis of Law, 
not as mere irrational behavior that cannot be understood in any systematic manner.503

The victim of breach has a sense of grievance responsible for a loss of utility, and acts 
of retaliation can mini

504 Retaliation is a reaction of an individual who feels wronged 
from breach, derives disutility from that state of affairs and, in having the opportunity 
to retaliate, will tend to punish breach.505 The victim will do so if the costs of retaliation 

506 When the victim of breach feels aggrieved, for any of the possible reasons 

                                                           
498 Supra section II.F. 
499 Supra section III.A. 
500 Supra section III.B. 
501  With respect to the capacity of retaliation and costly punishment to induce cooperation (costly 
punishment lead to quite higher cooperation in public good games), and to induce fairer behavior (offers 
in dictator games are substantially lower than offers in ultimatum games, where rejection is a form of 
costly punishment in the last one), see the discussion supra in chapter III, section B. 
502 See supra section III.C. 
503 See supra section III.D. 
504  Dominique de Quervain et al., The Neural Basis of Altruistic Punishment, op. cit. supra, at 
1254. 
505  This same idea underlies the model of contractual behavior developed by Oliver Hart and 

organizational form it is essential to depart from a world in which Coasian renegotiation always leads to 
ex post 

Contracts as Reference Points, op. cit. supra, at 3.  
506  Hart & Moore, Contracts as Reference Points, op. cit. supra, at 8. 
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507

Individuals can always, in modern legal systems, resort to courts for a final and 
definitive resolution of their disputes. The thesis thereby investigated, secondly, the role 

behavior.508 It then addressed the second research question: how does the legal remedy 
(the secondary duty to pay damages for breach) affect both parties’ contractual 
behavior?

In the presence of legal enforcement, private enforcement and retaliation are not 
necessary to induce promisors to keep promises, and to deter breaches of contract, for 
legal remedies fulfill that very same role in imposing a cost on the decision to breach.509

Retaliation is not efficient to induce optimal levels of performance unless legal systems 
do not function well and promisors cannot well anticipate the duty to pay damages, and 
promisees the right to receive them. 
depends on how each individual perceives breach in the each concrete case, possibly 
depending on the different consequences of the act in concreto.510 Compensatory 
remedies, in contrast, only redistribute wealth between the parties, ex post, and are 

hence better anticipated than acts of retaliation.511

The experiment presented in chapter IV developed an empirical study into four 
different decisions that promisors and promisees often face in contractual relationships. 

ts under 

legal remedy. The theoretical conjectures and predictions developed in the previous 
chapters were thereby subject to empirical scrutiny, and the gains of welfare provided 
by the two functions of legal remedies were, under the parameters of the implemented 
trade game, further estimated and compared.  

In its first part, the experiment investigated the behavioral effect of promissory 
commitment to induce, per se, and independent of legal remedies, promisors to keep 
promises, and promisees to retaliate to breach of promise. The first two hypotheses 
subject to experimental scrutiny hence tackled, from an empirical perspective, the first
research question, and inquired into the role of the primary duty to perform. 

                                                           
507  5 CORBIN, A COMPREHENSIVE TREATISE ON THE RULES OF CONTRACT LAW, op. cit. supra, at 
30-31 § 1002. 
508  While the focus relied on damages for breach, injunctive relief and the different incentives it 
provides for promisors and for promisees are discussed in chapters I and V. 
509 Supra section III.C. 
510 Supra section III.D. 
511 Supra section III.E. 
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The first hypothesis is that individuals tend to keep promises even when doing 
so becomes individually unprofitable because of the moral norm of keeping promises. 
There was, however, no evidence that promises induced a change in behavior of those 
that promise in a game where the only interest at stake, for the promisee, was the 
expectation interest.512 When parties did not promise anything to each other (and did 
not have the possibility to communicate with each other in any manner), the vast 
majority of individuals (94%) decided not to go through with an exchange that was, 
after the realization of the state of the world, individually unprofitable. Virtually 
identically, when parties promised to each other they would implement the exchange in 
the future, almost no promisor kept the promise, and the vast majority of the promises 
remained unfulfilled (94%).  

of care is indeed valuable. This piece of empirical evidence shall not be interpreted as 

experimental studies on whether (and why) individuals keep promises, and they do find 
evidence for the existence of promise-keeping behavior.513 They do not, however, study 
the situation where the expectation interest is the only interest at stake, and where the 
only loss that the promisee incurs because breach is a loss of expected and promised 
profits.514 They also do not implement different contingencies where, in most of them, 
keeping the promise was individually profitable, and where only in some of them, 
keeping the promise was, after the realization of the state of the world, individually 
unprofitable.515

The second hypothesis is that promisees tend to retaliate to breach of promise 
even at a personal cost for themselves, in single and anonymous interactions where 
reputational concerns, signaling, deterrence, and tit-for-tar or grim-trigger strategies all 
cannot explain that type of behavior. There was substantial evidence for the existence 
of pure retaliation to breach of promise, or retaliation beyond the levels observed in the 
absence of promissory commitment. When parties never promised to other to go 
through with the exchange, average retaliation to a refusal to do so was of 28%, and this 
behavior can be motivated by several factors such as inequality-aversion, preferences 
for a maximal social welfare, or even spite. When parties exchanged promises to 
perform in the future, however, and under the exact same payoffs, this average was of 

                                                           
512  Recall that in the experiment, the promisor was the seller, and the promisee the buyer. Herein, 
those terms are used interchangeably, but also recall that in the experiment they were always, in all 

513 See supra section IV.A and IV.B. 
514 See supra section IV.B.  
515  Additionally, it is rather a negative result, where no evidence supporting the hypothesis was 
found. Still, while the implemented voluntary exchanged of promises did not induce a change in the 
behavior of promisors, it did induce a substantial change in the behavior of promisees, and the 
implemented method of inducing promissory commitment in the laboratory was arguably salient and 
capable of inducing a change in behavior of participants 
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40%, and this difference is statistically significant (p=0.047) and not due to all those 
factors. 

This aggregate result does not, however, shed light on the causes of retaliation 
to breach, and on the elements present in breach of promise that in fact lead to the 
observed increase in rates of retaliation between those treatments. In the inquiry into 
the possible causes of retaliation, or into the circumstances where it is most likely to 
emerge developed in the model of the third chapter, three main different reasons for 
why promisees might feel aggrieved and tempted to retaliate to breach were 
identified.516 These involve the violation of the moral norm of keeping promises, the 
unfairness of the result of breach of promise, and the inefficiency resulting from that 
act.517

In circumstances where breach was efficient and fair, but was still a violation of 
the moral norm of keeping promises, breach of promise did not induce disappointed 
promisees to retaliate, a result that points to the fact that the violation of the norm of 
keeping promises did not cause retaliation to breach of promise in the experiment.518

When breach was socially inefficient but fair, observed rates of retaliation were higher 
in the presence of promises than in their absence, but this difference is not significant.519

In contrast, in all contingencies where breach was unfair and favored only the promisor 
in breach, promises induce a substantial increase in rates of retaliation, and often more 
than half of promisees punished the promise-breaker, and this effect was statistically 
significant.520

The experiment therefore delivers one piece of empirical evidence that 
individuals retaliate to breaches that create unequal and unfair outcomes that deviate 
from the promised one, and where the promisor in breach profits from her own wrong. 
It also points to the fact that promisees do not retaliate against all breaches, 
indiscriminately. They rather consider the consequences of breach, and seem to condone 
                                                           
516 See supra section III.D. 
517 See supra sections III.D.1, III.D.2, and III.D.3. 
518  In the absence of a prior promise, average retaliation was of 21% (N=52), and 17% (N=46) 
in the presence of promises. This is, however, a negative result, and means firstly that there was no 
supporting evidence for the explicit hypothesis. However, the promise and the experimental manipulation 
that failed to produce any change in behavior in state 3 produced substantial changes in other states, and 
was real and perceived as such by subjects that, in fact, reacted to it in some specific states of the world 
519  The observed rate of retaliation in the presence of prior promises was of 50% (N=24), and 
thus higher than the rate of 36% in its absence (N=33), but this difference is not significant (p=0.41). The 
experiment hence does not provide supporting evidence for retaliation to inefficient breaches, but it does 
not exclude the possibility that this effect exists, for its size is small. In this case, there is the need of 
further investigation to be able to ascertain whether the observed difference is due to sampling or is, in 
effect, an existing effect. 
520

unfair and inefficient as well as when breach was unfair but efficient. In the absence of promises, only 
31% (N=26) of subjects retaliated when the act was unfair and inefficient, and only 29% (N=47) retaliated 
when it was unfair but efficient. When the promisor had promised to go through with the exchange, 58% 
(N=24) of promisees retaliated to unfair and inefficient breaches (p=0.086), and 49% (N=41) did so 
against unfair but efficient breaches (p=0.082). 
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breaches that are committed to avoid an unfair and unequal outcome, but not breaches 
committed to achieve higher profits. This finding in not in line with promissory theories, 
where breach is, because of the violation of the norm of keeping promises, a moral 
wrong that does not depend of the efficiency and fairness of the result of breach. 

In its second part, the experiment investigated the effect of legal enforcement, 
in the form of expectation damages, on the behavior of the parties. With respect to the 
behavior of promisors, the interest lies in the effect of expectation damages to induce 
performance if performance is socially efficient, and breach if breach is socially 
efficient, net of the effect of promissory commitment. With respect to the behaviors of 
promisees, the interest lies in the effect of expectation damages to crowd out retaliation 
by the promisee, and the conditions in which compensation is most likely to be 
necessary to achieve the last goal. The third and the fourth hypotheses hence tackled, 
from an empirical perspective, the second research question, and inquired into the 
secondary duty to pay damages for breach. 

The third hypothesis is that expectation damages induce promisors to perform 
when performance is socially efficient and, moreover, to induce promisors to breach 
when breach is socially efficient. This is the univocal prediction derived from economic 
models. And in effect, the legal remedy substantially affected individual behavior and 
deterred breaches. While promisors almost never kept their promises in the absence of 
damages, promisors performed quite more often in the presence of expectation 
damages.521 More importantly, the experiment provides evidence that while expectation 
damages induce performance if performance is efficient, they do not induce 
performance when performance is socially inefficient, thereby providing empirical 
support for the prediction from Economic Analysis of Law in its entirety. Whenever 
breach was socially efficient, rates of breach fell from around 90% in the absence of 
damages to a much lower 28% in the presence of damages, and these differences are 
statistically extremely significant (p=0.000 in both cases). In contingencies where 
breach was socially inefficient, in contrast, rates of breach remained virtually unaltered. 

The fourth hypothesis, lastly, is that expectation damages crowd out the 
observed tendency of disappointed promisees to retaliate to breach. The experiment 
provides supporting evidence for this effect of an award of damages for breach that has 
not been adequately considered in economic models. Average retaliation fell from 40% 
in the absence of legal redress to a much lower 20% in its presence, and this difference 
is highly significant (p=0.001). They fell sharply precisely in those same contingencies 
where breach of promise in fact induced retaliation by victims of breach.522

                                                           
521  While average breach in the absence of the availability of expectation damages was 94% 
(N=98), it was a quite lower 61% (N=112) in their presence. 
522  When breach was efficient but unfair, retaliation fell from an average of 49% (N=41) in the 
absence of legal relief to a much lower 23% (N=48) in its presence, reducing average retaliation by more 
than half, and this difference is statistically significant (p=0.014). When breach was inefficient and unfair,
average retaliation fell from 50% and 58%, in the absence of damages, to almost zero in the presence of 
damages, but there are few observations of the decision to retaliate when breach was socially inefficient. 
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Compensatory remedies, such as expectation damages, in effect crowd out the observed 
tendency of promisees to retaliate to breach of contractual promises. 

The unfairness of the result from breach was, as observed in the experiment, the 
main factor driving retaliation to breach. And the unfairness of the outcome is not 
completely eliminated by an award of expectation damages, since they allow the 
promisor to retain all remaining profits from breach after the payment of expectation 
damages. Expectation damages, in encouraging efficient breaches, allow the contract-
breaker to profit from her own wrong.523

The fifth chapter developed a study aimed at improving the understanding of the 
functions of legal relief dispensed to promisees to redress breach that considers the 
function of remedies to crowd out retaliation. It further developed a normative analysis 
of different existing remedies for breach. It thereby tackled the third research question: 
How can remedies for breach be designed to provide optimal incentives for promisors 
to perform while effectively crowding out retaliation, thereby delivering a superior 
contribution to social welfare than the one delivered by expectation damages and 
specific performance?

As argued in the last chapter of the thesis, different legal remedies implement 
different distributions of losses and profits from breach, and are therefore capable of 
better or worse crowding out retaliation depending on the fairness of the result they 
implement. It studied how legal relief could better achieve the goal of crowding out 
retaliation while still providing incentives for promisors to perform when performance 
is socially efficient, and to breach otherwise, thereby exhausting all possible gains from 
trade while minimizing losses from socially costly forms of retaliation. 

Firstly, full disgorgement can provide for a fairer result for the promisee in 
entitling her to recover all profits from breach. However, it can only revert the direction 
of the unfairness, and of the inequality created by breach.524 The expected result will 
often be retaliation by the promisor who is stripped off of any share of those profits. 
Moreover, in putting the promisor in breach in the position in which she would have 
been in case she had performed, full disgorgement makes the promisor indifferent
between performance and breach and might, if the promisor places no value in the 
welfare of the promisee, deter efficient breaches.525 When parties can renegotiate 
without substantial costs, full disgorgement can minimize or perhaps completely 
eliminate retaliation by both parties while also inducing efficient breaches. However, 
when renegotiation fails, or is rather a costly or uncertain enterprise, then full 

                                                           
The reason being that expectation damages already induced 72% of promisors to perform, in those 
circumstances, and hence there were fewer instances of inefficient breach of contract. 
523 See supra section V.B.1 and V.B.2. 
524 See supra section V.B.3. 
525 See supra section V.B.4. 
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disgorgement is not apt to provide for a higher social welfare than expectation 
damages.526

Secondly, specific performance can eliminate that type of unfairness that 
expectation damages cannot only when parties can renegotiate the contract, and 
moreover only in fortunate contingencies, in case of a higher outside offer. The 
promisee must then offer a share of the possible profits from breach to the promisor in 
order to induce the latter to breach efficiently and to realize all possible gains from 
trade.527 Injunctive relief may lead, however, to an unfair result whenever the promisor 
faces an unfortunate contingency, as in case of unforeseen hardship and much higher 
costs of production, and must then renegotiate with the promisee in order to be released 
from the obligation to perform.528 In this type of contingency, even when parties can 
renegotiate the contract, the promisee might exploit the promisor by requiring more than 
what she bargained for in order to release the promisor, and retaliation by exploited 
promisors is expected to be high.529

Thirdly, partial disgorgement, or hypothetical bargain damages, as recently 
accepted by the House of Lords, in English law, is a remedy capable of inducing 
performance if and only if performance is socially efficient because the promisor has 
incentives to breach, efficiently, both when she can retain all profits from breach, and 
when she can retain only a share of them.530 Moreover, they provide a fairer distribution 
of the profits from breach in allowing both parties to profit from efficient breaches. And 
even more, they do not require parties to renegotiate in order to realize those further 
gains from trade, for the promisor knows that she cannot be exploited in the 
renegotiation just as the promisee knows that she will always earn something from the 
breach. Hypothetical bargain damages induce performance if and only if performance 
is socially efficient, and implement a result that is fairer to the interests of both parties 
without any need to incur costs in renegotiation, being thereby Pareto-superior to 
expectation damages.  

The thesis studied the behavioral tendency to retaliate to perceived wrong in 
breach of contract in perhaps the hardest context to capture that effect. After all, as 
discussed in the first chapter, it is not at all clear why breach of contract, in a situation 
where the promisee suffers no more than loss of expectancy, is a wrong in need of 
redress.531 Simple answers involving the wrong in breaking promises, or the harm 

                                                           
526 See supra section V.B.5. 
527 See supra section V.C, especially V.C.3. 
528 See the discussion supra in section V.C.2 on the doctrines that release the promisor from the 
obligation to perform, creating then only the obligation to pay damages and to put the promisee in the 
same position she was before the making of the contract, i.e. by rescinding the contract. 
529 See supra section V.C.4. 
530 See supra section V.D. 
531  As mentioned by Fuller and Perdue, losing something one does not have, but that one would 
only earn by performance of the promise cannot be immediately equated to a harm. Cf. Fuller & Perdue, 
The Reliance Interest in Contract Damages, op. cit. supra In actuality the loss which the plaintiff 
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suffered by the promisee do not, by themselves, satisfy. The convention of promises 
itself foresees excusing conditions that release the promisor from the obligation to 
perform, but there is no specification, in promissory theories, of what defines those 
conditions. Moreover, the harm incurred by the promisee is not the only harm created 
by the act of breach, since breach can create social harms, or harms to the interest of 
society itself, and to overall social welfare in instigating private punishment, and 
therefore creating a deadweight loss.  

The protection of the reliance interest may present a more pressing case for legal 
redress than the protection of the expectation interest. In situations where the promisee 
in fact suffers a real and material harm because of breach by the promisor, aggrievement 
and retaliation are expected to be much higher. When the promisee suffers a loss of 
reliance, she is expected to be substantially more likely to feel aggrieved and tempted 
to retaliate against the promisor that imposes upon her, in a deliberate act, a real and 
material harm.532

The protection of the restitution interest, much stronger, as advanced by Fuller 
and Perdue, presents an even more pressing case for legal intervention than the 
protection of the reliance interest. In situations where the promisee suffers a loss of an 
upfront benefit because of breach by the promisor, and this benefit is not restituted to 
the promisee, then the promisor in breach profits at the expense of the promisee, who 
loses the benefit that the promise-breaker appropriates. In case of loss of reliance, the 
promisee suffers a real loss, but the promisor in breach does not appropriate the same 
amount that the promisee loses. In case of lost benefit, the promisor acquires a benefit 
that should be restituted to the promisee, who never agreed to give something to the 
promisor unless in exchange for a performance.  

Yet again, this famous conjecture from Fuller and Perdue has not been subject 
to empirical investigation, and still lacks a social welfare justification. It can, however, 

benefit than to loss of reliance or loss of expectancy. This conjecture could be 
investigated, empirically, in future research, in order to provide a justification for why 
contract law does not always allow promisees to recover lost profits, but always allows 
promisees to recover lost benefits. Even in case of impossibility and impracticability of 
performance, courts will rescind the contract, and put the parties in the position they 
were before the contract was made. The study of retaliation to breach in case of a lost 
benefit may provide an economic justification, on social welfare grounds, for why 
rescission is pervasive, while recovery of lost profits is at times dispensable.533

                                                           
suffers (deprivation of the expectancy) is not a datum of nature but the reflection of a normative order. It 

532 tion of the party 
who suffers a diminution of his assets in reliance on a promise, and a person who suffers no such 

Contracts, Promises and the Law of Obligation, op. cit. supra, at 203. 
533  The obtained experimental evidence already points to the fact that, with respect to the 
tendency to retaliate, recovery of lost expectancy is dispensable when the promisor breaches to avoid 
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reliance on the promise, and to take precautions, another specific function of legal 
enforcement of promises was not studied in the thesis. As advanced by Joseph Raz, 

distinctive mark of contract law is that the harms it protects against are harms to the 
534

The practice of promising, mentioned by Raz, has its own welfare benefits in 
facilitating trade and exchanges with low costs of negotiation, and without the need to 
reduce agreements to a written form. Breach is possibly capable, if widespread and 
disseminated, and encouraged by the default remedy, at the common law, of expectation 
damages, of eroding the practice and its benefits. This conjecture can be subject to 
experimental investigation in repeated and dynamic trade games, and the protection of 
the practice itself, by contract law, as advanced by Raz, may also have its very own 
justification on social welfare grounds. It also remains as an object for future studies.  

The introduction of retaliation in the economic model of contractual behavior, 
in the absence of remedies for breach and of any type of legal enforcement, as developed 
by Oliver Hart and John Moore, allowed for insightful new advances in the analysis of 
the hold-up problem and of the theory of firm.535 Its introduction, in the economic 
analysis of remedies for breach of contract, shed light into the function of the legal 
remedy to crowd out retaliation, and into its social welfare function. It may also, in 
further future research, provide new insights for the role of punishment in criminal law, 
and into the value of compensation in tort law. 

  

                                                           
high losses, and an unfair and unequal outcome. It is, however, fundamental when the promisor breaches 
to achieve higher profits from a substitute transaction, and profits from her own wrong. With respected 
to the need to induce performance and deter breaches, however, there is still the need to protect the 
expectation interest in order to induce socially optimal levels of performance, as discussed in chapter V.
534 Promises in Morality and Law, op. cit supra, at 938. 
535 See Oliver Hart, Hold-Up, Asset Ownership, and Reference Points, 124 QUARTERLY JOURNAL 
OF ECONOMICS 267 (2009); Oliver Hart & Bengt Holmström, A Theory of Firm Scope, 125 QUARTERLY 
JOURNAL OF ECONOMICS 483 (2010). 
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Summary

While legal scholars and positive law consider compensation a fundamental principle in the 

law of remedies for breach of contract, the economic bases of the principle of compensation 

have not been fully articulated. They are considered, in economic theories, as secondary, 

accessory, or even dispensable, for the bare fact that money changes hands in a lawsuit is of no 

consequence for overall social welfare. This thesis advances one reason and justification for 

why compensation is, and should be, indeed fundamental in the law of remedies for breach on 

social welfare grounds.

In order to achieve its objective, this thesis studies, firstly, the nature of the contractual 

obligation and the justifications for the legal enforcement of contracts according to the main 

promissory, reliance, and economic theories. It then inquires into the reasons for the emergence 

of contractual disputes, and how they can, in the absence of legal relief, escalate to a real 

conflict and to acts of retaliation that are socially costly and not in the interest of society itself. 

It includes the individual tendency to retaliate to perceived wrong in breach of contract in the 

canonical model of contractual behavior developed by Law & Economics and identifies 

different reasons for why victims might feel aggrieved and wronged from that act, and the 

circumstances in which retaliation is most likely to emerge. 

It subsequently reports results from an economic experiment that investigated how promises 

and the primary duty to perform can induce promisors to perform, and how breach of promise 

can induce retaliation by disappointed promisees under certain specific circumstances. It 

further investigates how remedies for breach and the secondary duty to pay expectation 

damages can induce promisors to perform if and only if performance is socially efficient, and 

how legal relief dispensed to promisees to redress breach can crowd out the victim’s tendency 

to retaliate in socially costly manners. The welfare gains from both functions of remedies for 

breach, under the parameters of the implemented trade game, are then compared. 
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Lastly, this thesis develops a positive analysis of different remedies for breach in their capacity 

to effectively crowd out retaliation by promisees and to efficiently induce performance by 

promisors. It then assesses, from a normative perspective, different recent trends in the legal 

enforcement of contract in the U.S., France, Germany, and England. Lastly, and in reliance on 

the discussed theory and obtained experimental results, it advances how partial disgorgement 

damages, or hypothetical bargain damages, can provide a superior contribution to the welfare 

of society than expectation damages.
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Samenvatting

Hoewel schadevergoeding in de rechtswetenschap en het positief recht als een wezenlijk 

beginsel van het rechtsmiddelenrecht bij het niet nakomen van overeenkomsten wordt 

beschouwd, zijn de economische grondslagen van het beginsel van schadevergoeding minder 

duidelijk. Zij worden in economische theorieën van secundair, bijkomend of zelfs ondergeschikt 

belang geacht vanwege het enkele feit dat rechtsgedingen die in een financiële schikking 

eindigen, geen gevolgen hebben voor het algemeen maatschappelijk welzijn. Dit proefschrift 

beschrijft en onderbouwt één reden waarom schadevergoeding om redenen van maatschappelijk 

welzijn daadwerkelijk een wezenlijke rol behoort te vervullen in het rechtsmiddelenrecht ten 

aanzien van de het niet nakomen van overeenkomsten.

 

Daartoe wordt in dit proefschrift eerst gekeken naar de aard van de verbintenis uit overeenkomst 

en de rechtvaardigingen voor handhaving in rechte van overeenkomsten volgens de belangrijkste 

theorieën over beloften en vertrouwen en economische theorieën. Vervolgens worden de 

aanleidingen onderzocht voor het ontstaan van geschillen over overeenkomsten en de wijze 

waarop zij bij ontbreken van juridisch af te dwingen compensatie kunnen uitgroeien tot een echt 

conflict en tot kostbare vergelding met hoge maatschappelijke kosten, die niet in het belang van 

de samenleving zijn. Het proefschrift behandelt de individuele neiging tot vergelding van 

vermeend onrecht bij het niet nakomen van overeenkomsten in het canonieke model van 

gedragingen rondom overeenkomsten dat de juridische en economische wetenschappen kennen, 

en besteedt aandacht aan een aantal redenen waarom slachtoffers zich daardoor gegriefd en 

benadeeld voelen, maar ook aan de omstandigheden waaronder vergelding meestal plaatsvindt.

Vervolgens beschrijft het proefschrift resultaten van een economisch experiment waarbij werd 

onderzocht hoe overeenkomsten en de primaire verplichting om deze na te komen de 

contractpartijen ertoe kunnen brengen om hun overeenkomst na te leven, evenals de wijze 

waarop het niet nakomen van een overeenkomst onder bepaalde omstandigheden kan leiden tot 

vergelding door de gedupeerde wederpartij. Verder wordt onderzocht hoe de rechtsmiddelen die 

openstaan als een overeenkomst niet wordt nageleefd, en de secundaire verplichting om schade 
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van de gedupeerde wederpartij te vergoeden, contractpartijen ertoe kunnen bewegen om hun 

overeenkomst uitsluitend en alleen na te leven als dat maatschappelijk nuttig is, en hoe 

vergelding met zijn hoge maatschappelijke kosten kan worden beperkt als benadeelden 

beschikken over juridische mogelijkheden om contractbreuk aan te pakken. Vervolgens wordt 

de welvaartswinst van beide functies van rechtsmiddelen bij contractbreuk in de gangbare 

handelspraktijk vergeleken.

Tot slot toetst dit proefschrift de verschillende rechtsmiddelen die bij contractbreuk openstaan 

op hun vermogen om vergelding door gedupeerden daadwerkelijk te beperken en om de naleving 

van overeenkomsten doelmatig te waarborgen. Vervolgens worden in het proefschrift vanuit een 

normatief perspectief verschillende recente trends besproken op het gebied van de 

rechtshandhaving van overeenkomsten in de V.S., Frankrijk, Duitsland en Engeland. Ten slotte 

wordt op basis van de behandelde theorie en de experimenteel verkregen bevindingen betoogd 

op welke wijze teruggave van onterecht verkregen voordelen of hypothetische schade door 

schikkingen, een hogere bijdrage kan leveren aan de welvaart van de samenleving dan schade 

door niet ingeloste verwachtingen.


