The Theory of Contract Law

Although the law of contract is largely settled, there is at present no widely ac-
cepted comprehensive theory either of its main principles and doctrines or of
its normative basis. Contract law theory raises issues concerning the relation
between law and morality, the role and the importance of rights, the connection
between justice and economics, and the distinction between private and public
law. This collection of six full-length original essays, written by some of the
most eminent scholars in the field, explores the general theory of contract law
from a variety of theoretical perspectives.

The volume addresses a wide range of issues, both methodological and sub-
stantive, in the theory and practice of contract law. While the essays build upon
past theoretical contributions, they also attempt to take contract theory further
and suggest new and promising ways to develop the theory of contract law.

The Theory of Contract Law represents one of the most ambitious attempts
to date to advance the general theory of contract law. It will be of interest to
professionals and students of law and philosophy.

Peter Benson is Professor of Law at the University of Toronto.
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Introduction

PETER BENSON

Although the six essays that comprise the present collection may differ widely
in approach, they are all animated by a shared belief in the possibility and in
the importance of a theory of contract law that aims to be comprehensive in
scope and normative in character. They are intended as contributions to the
ongoing elaboration of such a theory. All the essays have been specifically pre-
pared for this volume and appear now for the first time in print. In keeping with
the goals of the Cambridge Law and Philosophy Series, the contributors have
been encouraged to present their ideas and arguments in as fully developed and
detailed a manner as possible. Each essay stands on its own as a sustained effort
to explore a distinct theoretical point of view via an engagement with specific
aspects of the law of contract. Before introducing the contents of the individual
essays, however, I should say something about prior theoretical discussions that
form their immediate intellectual backdrop. The following remarks are neces-
sarily brief and selective.

In the twentieth century, it may be fairly said that theoretical writing about
the common law of contract is inaugurated by one piece: Lon L. Fuller’s 1936
article “The Reliance Interest in Contract Damages.”! It is only a slight exagger-
ation to say that all subsequent efforts either take up and elaborate lines of ar-
gument suggested by this essay or attempt to forge an alternative approach in
response to it. In one way or another, it has dominated the course of theoretical
discussion since its publication.

What is the article’s primary theoretical contribution on the basis of which
it may be said to have inaugurated common law contract theory in the twentieth

1. (1936) 46 Yale L.J.52. I should say that although the article is co-authored by Fuller and his re-
search assistant William Perdue, Jr., I take, as do others, Fuller to be the writer of the article and
certainly of its theoretical parts. For recent discussions of the article, see T. Rakoff, “Fuller and
Perdue’s The Reliance Interest as a Work of Legal Scholarship” (1991) Wis. L. Rev. 203;
D. Friedmann, “The Performance Interest in Contract Damages” (1995) 111 Law Q. R. 628; P. Ben-
son, “Contract” in A Companion to Philosophy of Law and Legal Theory, ed. D. Patterson (Oxford:
Blackwell); and R. Craswell, “Against Fuller and Purdue” (2000) 67 Univ. Chic. L. Rev. 99.
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century? It is not, as one might think, Fuller’s well-known specification of the
three interests — expectation, reliance, and restitution — which, he argues, con-
stitute the three principal purposes that may be pursued in awarding contract
damages.? Nor is it his effort to show that courts protect the reliance interest in
ways that are not ordinarily recognized or acknowledged. Although these as-
pects of the article undoubtedly have exercised wide influence, particularly in
legal scholarship, they do not go beyond ordinary legal classification and analy-
sis. In themselves, they do not pose a question that goes to the very basis and
intelligibility of contractual obligation. The article’s theoretical contribution lies
elsewhere.

On the very first page of the article, Fuller refers to the basic, perhaps the
most basic, principle of contract law that a plaintiff is entitled to receive as com-
pensation for breach of contract the value of what he or she was promised and
that in giving such damages the law aims to protect the “expectation interest,”
that is, to put the plaintiff in the position that he or she would have been in had
the defendant performed as promised. It is not by chance that Fuller refers here
to Samuel Williston’s statement of the principle. Williston’s A Treatise on the
Law of Contracts represents the most systematically and carefully worked-out
presentation of the legal point of view that culminates several decades of in-
tensive and highly sophisticated efforts by such masters of the common law as
Pollock, Holmes, Langdell, Ames, Holdsworth, Salmond, and Leake, to bring or-
der and internal consistency to the law of contract.® These writers, and Willis-
ton in particular, were remarkably successful in achieving this aim. For all that,
however, their work remains untheoretical: They simply presuppose the prem-
ise that the expectation remedy is a form of compensation without exploring its
normative basis and they stipulate the existence of a deep connection between
the expectation principle and the basic doctrines of contract formation without
explaining its necessity.

The reason why twentieth-century contract theory begins with Fuller’s article
is precisely because it in contrast to the work of these other scholars, does not
simply take the expectation principle as the fundamental principle of compen-
sation but clearly and decisively questions it. In doing so, Fuller challenges the
coherence of contract on a point that goes to its very core. For the first time in
the twentieth century, contract scholarship must ask at a fundamental level what
is the normative basis of contract.*

2. This division was already suggested by Fuller’s contemporaries. See, for example, G. Gardner,
“An Inquiry into the Principles of the Law of Contract” (1932) 46 Harv. L. Rev. 1.

3. Their writings are collected in one remarkable volume, Selected Readings on the Law of Con-
tracts, The Association of American Law Schools, ed. (New York: The Macmillan Company,
1931). This monumental volume, which is more than one thousand three hundred pages in
length, is, in the present writer’s opinion, the single most important collection of essays ever
published on the common law of contract.

4. In The Death of Contract, Grant Gilmore sees the work of Fuller, Corbin, and others as causing
the “general theory of contract” developed by such jurists as Langdell, Holmes, Pollock, and
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To elaborate a little, Fuller suggests that the expectation remedy “seems on
its face a queer kind of compensation™ because it gives the promisee some-
thing that he or she never lost. Now if breach of an executory contract does not
as such deprive the promisee of anything, it plainly follows that the promisee
never had anything to lose in the first place. In other words, an executory con-
trat does not as such give the promisee anything that can count as a legally pro-
tected interest against the promisor. This must be Fuller’s underlying premise.
Yet, the idea of compensation in private law presupposes just that the defendant
has injured something which belongs to the plantiff by exclusive right as against
the defendant. On Fuller’s view, the expectation remedy cannot be a form of
compensation because contract is not a mode of acquiring such entitlements.
This represents Fuller’s theoretical challenge at its deepest level.

Accordingly, on Fuller’s view, the expectation interest presents a lesser claim
in justice to judicial intervention than do the reliance and restitution interests.
Whereas protection of the latter interests restores a disturbed equilibrium and
so exemplifies corrective justice, enforcement of the former “brings into being
a new situation™® and represents an exercise of distributive justice. From the
standpoint of corrective justice, Fuller contends, it is by no means clear “why
a promise which has not been relied on {should] ever be enforced at all.”” Thus
the expectation remedy, the so-called normal measure of recovery for breach
of contract, appears anomalous from the standpoint of private law itself. Yet it
is precisely the availability of the expectation remedy for breach of a wholly
executory contract that is the distinctive hallmark of contract law.

Despite Fuller’s view that the expectation principle is “as a matter of fact
no easy thing to explain” and a problem that “throws its shadow across our
whole subject,”® he thinks himself obliged to provide a satisfactory rationale for
this settled rule of law. Fuller’s answer that expectation damages cure and
prevent reliance losses as well as facilitate general reliance on business arrange-
ments would appear to be the only justification available once breach of an

Williston to “come unstuck.” G. Gilmore, The Death of Contract (Columbus: Ohio State Uni-
versity Press, 1974), p. 102. This assessment is wrong, I think, in at least two respects. First, it
mistakenly attributes to these writers a general theory of contract, whereas, as I have already in-
dicated in the text above, these jurists did not so much develop a theory as systematically pres-
ent the legal point of view by clarifying the definitions of contract principles and doctrines and
by exploring, within limits, their implications and their conceptual interconnections. Second, far
from coming unstuck, their work still represents to date the most sophisticated and successful
effort to present the legal point of view in one integrated compass. Of course, insofar as contract
law has developed in certain ways since they wrote — I am thinking here primarily of the full re-
ception of a doctrine of unconscionability — this presentation would have to be revised. Fuller’s
challenge does not so much undermine their work as require an elaboration and a defence of the
conception of contract that informs it. And what we chiefly lack at present is just such a theory
that attempts this. For an instructive and careful discussion of Gilmore’s assessment of the work
of these contract scholars, see J. Gordley, Review of Grant Gilmore The Death of Contract, in
(1975) 89 Harv. L. Rev. 452, esp. pp. 4571f.
5. Supra note 1 at p. 53. 6. Ibid. 7. Ibid., at p.57. 8. Ibid.
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unrelied-upon promise is seen as causing no injury to the plaintiff and the ex-
pectation remedy is characterized as an exercise of distributive justice. On this
rationale, reliance becomes the Archimedian point in the understanding of con-
tractual liability and the instrumental relation between contract and economic
efficiency becomes a central consideration.

The first major wave of theorizing after Fuller, which takes place during the
late 1970s and early 1980s, consists of writers who, almost without exception,
either elaborate one or more facets of his answer or, where they propose an al-
ternative vision of contract, do so in ways that attempt to answer his challenge.
Thus, the idea that protection of the reliance and restitution interests provides
a more secure normative foundation for contractual liability is developed with
subtlety and richness in the work of Patrick Atiyah.? Anthony Kronman, among
others, takes seriously Fuller’s suggestion that the normal remedy for breach
of contract comes under distributive justice and proposes that contract law as a
whole, including its core notion of consent, can only be understood in terms of
distributive justice; if contract rules are to have any moral acceptability, they
must be framed, Kronman argues, so as to promote a fair division of wealth and
power among citizens.!? Already during this first wave, the most detailed and
comprehensive theoretical approach is the economic theory of contract. With the
appearance in 1979 of The Economics of Contract Law,!! a collection of pre-
viously published essays edited by Kronman and Richard Posner, the economic
approach takes up Fuller’s embryonic thesis that contract law is explicable as a
means of facilitating and supporting efficient economic relations and demon-
strates that it can be developed with sophistication to illuminate an unprece-
dented range of substantive issues in contract law. With certain notable excep-
tions, economic analysis during this period focuses exclusively on the question
of the efficiency of carrying out the promises that form an agreement. Contract

9. The central theoretical works are his essay “Contracts, Promises, and the Law of Obligations”
(1978) 94 Law Q. R. 193, reprinted with revisions and additions in P. Atiyah, Essays on Con-
tract (Oxford: Clarendon Press, 1986), pp. 10-56, and P. Atiyah, Promises, Morals, and Law
(Oxford: Clarendon Press, 1981).

10. See A. Kronman, “Contract Law and Distributive Justice” (1980) Yale Law J. 472 and A. Kron-
man, “Paternalism and the Law of Contracts” (1983) 92 Yale Law J. 763.

11. A.Kronman and R. Posner, eds. The Economics of Contract Law (Boston: Little, Brown and
Company, 1979). I should add here that, throughout the first and second waves of contract the-
ory and even at present, the economic analysis of contract is the dominant theoretical approach
and economic writing is by far the most prolific, although much of this writing is “normal sci-
ence” rather than inquiry self-counsciously engaged in exploring and reshaping the theoretical
premises and claims of the economic approach. I will not even attempt here to give an ex-
haustive list of the articles and works that are of special theoretical interest. That being said, in
addition to the economic writing to which I refer in the text, two recent collections might be
noted: They are Foundations of Contract Law, R. Craswell and A. Schwartz, eds. (Oxford: Ox-
ford University Press, 1994) and The Fall and Rise of Freedom of Contract, F. H. Buckley, ed.
(Durham and London: Duke University Press, 1999).
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law is to be judged in light of the principle that voluntary exchanges move re-
sources toward their most valuable uses.?

Arguably the most important, and certainly the most discussed single work
of this first wave of contract theorizing is, however, Charles Fried’s Contract
as Promise.'3 It is the only book-length presentation of a theory of contract that
systematically explores the normative foundation of contract and that attempts
to explain the main contract doctrines on a unified moral basis. Fried challenges
all the previously discussed approaches on the ground that they do not provide
a normative basis for contract that is morally acceptable and that brings out its
unity. Invoking the distinction between the right and the good, Fried argues that
if, as is generally supposed, contractual obligation is self-imposed as well as
legally enforceable, it must not entail the imposition of a conception of the
good, as this would violate individual autonomy. Fried proposes instead the
“promise principle,” which he presents as Kantian in inspiration, as the moral
basis of contractual obligation. At the same time, he emphasizes that, while cen-
tral aspects and doctrines of contract law may be understood on this basis, there
are others that either require additional and distinct principles or that are flatly
in tension with the promise principle and so must be rejected. For instance, in
Fried’s view, the law of implied terms and conditions cannot be explained on
the basis of the promise principle alone but requires other principles, whether
of fairness, risk allocation, or custom. Moreover, endorsement of the promise
principle requires, he argues, rejection of the doctrine of consideration and the
objective test for contract formation. To date, Contract as Promise remains the
one systematic effort to explain contract on the basis of a conception of Kantian
moral autonomy.

The second wave of contract theory, which dates from the late 1980s, begins
with and builds upon a criticism of the principal first wave theories. Neither the
autonomy-based nor the economic approach, this criticism maintains, is able
by itself to provide a comprehensive theory of contract.

This second wave is firmly established with the appearance of Richard Cras-
well’s influential piece, “Contract, Default Rules, and the Philosophy of Promis-

ing”!* which argues that autonomy-based theories, and Fried’s in particular,

12. Ibid., pp.1-2.

13. C.Fried, Contract as Promise: A Theory of Contractual Obligation (Cambridge, MA: Harvard
University Press, 1981).

14. (1989) 88 Mich. L. Rev. 489. In connection with the start of the second wave, two earlier ar-
ticles should be mentioned. First, there is Roberto Unger’s essay “The Critical Legal Studies
Movement” (1983) 96 Harv. L. Rev. 561, 616-648. Unger challenges globally the claims of
first wave theorists — autonomy, reliance, and distributive justice theorists — by arguing that
while each of their principles may be at work in contract law, none of them accounts for the
whole of it. To the contrary, contract law, he contends, is a unstable conjunction of principle
and counter-principle. The second is Randy Barnett’s important article “A Consent Theory of
Contract” (1986) 86 Col. L. Rev. 269. Bamett’s piece may be viewed as part of this second
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cannot explain the substance of a party’s contractual obligations. Although the
moral duty to keep a promise may be relevant in determining what Craswell calls
“agreement rules,” namely, those rules, such as offer and acceptance, that de-
fine the kind of voluntary assent that is necessary for contract formation, it has
no implications for the content of “background rules” which, among other
things, specify the conditions under which nonperformance is excused and de-
termine the legal sanctions applicable in case of breach. Contract as promise,
Craswell argues, is indeterminate with respect to these matters. To fill the gap,
there must be recourse to substantive values, such as efficiency or distributive
justice, in addition to the formal principle of individual autonomy. On this view,
the promise principle is not the distinctive or principal normative basis of con-
tract but merely one element — and not necessarily the most important — in the
normative account.

James Gordley'> takes this challenge to the self-sufficiency of the principle
of autonomy one step further: The difficulty, he argues, lies in the fact that this
principle seeks to ground obligation in human choice alone. Unless some rea-
son is given other than the mere fact that a promisor has willed to be bound, we
cannot explain why the law enforces certain choices or commitments and not
others. Although contract is undoubtedly consensual, the promise principle is
mistaken in attempting to conceive consent in detachment from the ends that
give it point and value. It is only via an examination and a specification of those
ends that we can account for the fundamental premise of contract law that only
certain acts of consent give rise to a contractual obligation.

Gordley also challenges the economic approach on similar grounds.'® The
satisfaction of individual preferences, he says, cannot in and of itself be nor-
matively compelling. In any case, the legal enforcement of contracts results in the
satisfaction of only some preferences and not others. Preference satisfaction as
such is therefore an insufficient normative basis upon which to found a theory
of contract. We need to specify a set of purposes that determines which prefer-
ences are to be satisfied.

But it is Michael Trebilcock, himself a law and economics scholar, who per-
haps poses the most fundamental challenge to the self-sufficiency of the eco-
nomic theory of contract.!” According to Trebilcock, the strongest welfare claim

wave, especially in view of the fact that it anticipates the kinds of criticisms of previous
autonomy and welfare approaches that are characteristic of it. Barnett proposes an autonomy-
based approach that, in contrast to Fried’s, founds contractual obligation, not on the moral duty
to keep one’s promises, but rather on a rights-based analysis of contract as a voluntary transfer
of entitlements.

15. In J. Gordley, The Philosophical Origins of Modern Contract Doctrine (Oxford: Clarendon
Press, 1991). See in particular Chapter 9.

16. Ibid.

17. In M. Trebilcock, The Limits of Freedom of Contract (Cambridge, MA: Harvard University
Press, 1993). See for example his discussion at pages 244-249. I should add that in this book
Trebilcock critically evaluates in detail and in depth a range of theoretical approaches includ-
ing autonomy theories such as Fried’s and Kronman’s distributive justice approach.
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that can be made by the economic approach is that the enforcement of contracts
is Pareto efficient. Pareto superiority holds only where a party has given actual
consent. But every contract contains within itself the possibility of what Tre-
bilcock calls the “Paretian dilemma,”'® which arises in the following way. Sup-
pose that a party regrets his or her initial decision to enter a transaction because,
when the time for performance comes, new opportunities have arisen or for
some reason the party’s preferences have changed. Whether the transaction is
Pareto superior will depend upon which of the two sets of preferences, the ear-
lier or the later, is taken into account. If anything, it seems more rational to re-
fer to the party’s last revealed preferences. But, in any case, the Pareto criterion
does not itself decide between them. On the contrary, it applies only on the
premise that a selection has already been made. Trebilcock argues that on an
economic approach this determination can only be made on the basis of Kaldor-
Hicks efficiency. The latter, however, makes hypothetical not actual consent the
relevant consideration and it requires a comprehensive assessment of the costs
and benefits of a transaction for both contracting and third parties. In adopting
this framework, the economic approach can no longer make a strong welfare
claim on behalf of the enforcement of contractual transactions. The conclusions
reached, Trebilcock contends, will typically be highly speculative and incon-
clusive, if not indeterminate. In light of the ever-present possibility of regret,
the economic approach does not possess the normative resources to explain the
general enforceability of contracts.

In light of this apparent insufficiency of either an autonomy or an economic
approach to contract theory, the question becomes whether comprehensive nor-
mative theorizing about contract law is still possible. One response might be
to try to combine the principles of autonomy and efficiency (or welfare) on the
supposition that together they may be able to provide what each by itself can-
not: a satisfactory comprehensive account of contract. But this is possible only
if the two approaches can be suitably integrated. Whether they can be so com-
bined or, if not, whether there can be an alternative normative framework that
explains contract law becomes a central problem for contract theory. Hence-
forth, writing that does not take this problem seriously cannot hope to advance
the theory of contract.

In this respect, the representative comprehensive work of this second wave
is Trebilcock’s The Limits of Freedom of Contract'® which, after exploring the
strengths and limits of autonomy and welfare approaches across a wide range of
contract issues, concludes that only a pluralist conception of contract theory —

18. An illuminating earlier critique of the indeterminacy of efficiency, which proceeds on a basis
that is similar to the Paretian dilemma but which develops and generalizes the argument so as
to show the necessity of supposing the conceptual priority of rights, is provided by Jules Cole-
man. See J. Coleman, Markets, Morals, and the Law (New York: Cambridge University Press,
1988), Chapter 3.

19. Supra note 17.
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one that makes reference to autonomy, welfare, and distributive justice values —
can hope to provide a satisfactory account. According to Trebilcock, the most
promising combination is that of welfare-maximizing background rules quali-
fied by a right, rooted in autonomy, to contract around them. But even this, he
argues, is an unstable equilibrium. Conclusions dictated by efficiency unavoid-
ably conflict with the implications of autonomy. Trebilcock concludes that on
various central normative issues pertaining to freedom of contract the claim of
convergence between autonomy and welfare is tenuous. Without attempting to
provide a meta-theory that weighs or ranks the different values, he nevertheless
proposes what he calls a pragmatic response at a lower level of abstraction that
identifies the institutions or mechanisms that are best fitted to vindicate them.
In keeping with this conclusion, he outlines an appropriate institutional division
of labour for advancing the values of autonomy and efficiency.

The other major work of the second wave, Gordley’s The Philosophical Ori-
gins of Modern Contract Doctrine,?® suggests a second kind of response to the
apparent insufficiencies of the autonomy and welfare approaches. Gordley ar-
gues that what is needed is a differently conceived teleological framework which
preserves the insights of the autonomy and efficiency approaches but which at
the same time corrects their deficiencies and is able to explain the content of
contract law on a morally satisfactory basis. He proposes a pluralist theory that
integrates conceptually, and not merely pragmatically, the distinct Aristotelian
values of liberality, commutative justice, and distributive justice. Gordley ar-
gues that the many aspects of contract doctrine, including the principles of con-
tract formation, implied terms, mistake and frustration, and unconscionability,
can be suitably accounted for on this basis. I will leave further discussion of
Gordley’s views, however, to my presentation of his essay along with the oth-
ers that make up this collection — to which I now turn.

These six essays may be viewed as efforts to deepen the kind of contract the-
orizing that characterizes the second wave. Thus none of the essays assumes the
self-sufficiency of the earlier formulations of the autonomy and welfare theories.
To the contrary, all take seriously the criticisms of these approaches and, even
more important, they attempt constructively to advance theories of contract that
are not vulnerable to those criticisms. It is worth noting, finally, that three of
the essays (those by Gordley, Thomas Scanlon, and the present writer) ex-
pressly take up and try to answer Fuller’s challenge to the expectation principle,
in this way coming full circle to the central question that inaugurates modern
contract theory.

For the purposes of presentation, I have placed the essays in the following
order. First, there are the two essays by Craswell and by Trebilcock and Steven
Elliott which explore the economic approach and are consequentialist in char-
acter. Following these are the two essays by Scanlon and myself which are

20. Supra note 15.
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non-consequentialist in character and try to understand contract in terms of
what one party owes another as a reasonable implication of their interaction. Fi-
nally, there are the two essays by Melvin Eisenberg and Gordley which advance
two different pluralist theories that are teleological in character. I will now
briefly discuss each essay in turn.

The essays by Craswell and by Trebilcock and Elliott explore the conceptual
resources and the explanatory reach of the economic approach. Fully cognizant
of the point that efficiency alone may not be able to provide a comprehensive
account of contract, they nevertheless wish to bring out its conceptual richness
and scope. Whereas Craswell explores the theoretical implications of two dif-
ferent approaches to the efficiency of contract enforcement, Trebilcock and El-
liott show that the economic theory of contract can illumine a set of issues
ordinarily thought to be particularly inhospitable to this approach.

In “Two Economic Theories of Enforcing Promises, 2! Richard Craswell ar-
gues that it would be a mistake to equate the efficiency of enforcing promises
with the efficiency of carrying out promised actions, as is largely presupposed
during the first wave of contract theory. In contrast to this first approach, con-
temporary economic analysis, he notes, recognizes that legal enforceability
triggers a much more complex set of effects. For example, enforceability may
influence not only whether the promise is carried out, but also whether the
promise gets made at all, how carefully the promisor thinks before making it,
or how much the promisor spends on precautions to guard against accidents that
might leave him or her unable to perform in the future (to list just a few of the
possible effects). The efficiency of legal enforceability depends upon the com-
bined or net efficiency of all these consequences. This is the conception of ef-
ficiency that underpins the second economic theory. This theory, Craswell
contends, fits better with other non-economic approaches and provides a more
complete and a more determinate account of contract.

More particularly, Craswell argues that there is a fit between the second eco-
nomic theory and three other conceptual views of contract that are most often
associated with non-economic perspectives. “Relational” contract theorists, for
instance, recognize that there is more to most promises than just the eventual
acts of performance and that the parties’ actions leading up to that performance
may be just as important as the performance itself. In this respect at least, this
approach fits better with the second economic theory than with the first. The
same is true of the view that contracts are a form of privately enacted regula-
tion. On this view, by entering an enforceable contract, parties subject them-
selves to an entire set of rules that are provided by both the contract and the
legal system and that will govern their relationship into the future. This view
supposes, then, that every enforceable contract gives rise to an entire set of le-
gal constraints that alter the parties’ incentives. It calls for a full analysis of these

21. See pages 19-44 of this book.
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incentives, which the second economic theory provides, and not an analysis
limited just to eventual performance, as the first economic theory gives. Finally,
Craswell notes that the second economic approach fits better with the view of
contract as a transfer of property, which focuses on the entitlements that parties
acquire at contract formation. Under the second economic theory, it is precisely
the change in entitlements at the time of formation that gives rise to all of the
interim incentives.

Craswell also shows in detail how the adoption of the second economic the-
ory has important implications for a number of issues in contract law, altering
the way these issues are viewed and changing the underlying argument of their
appropriate analysis. For example, he argues that whereas the first economic
theory (which justifies enforcement solely on the basis of the efficiency of per-
forming the promised actions) cannot easily explain the enforcement of con-
tracts in cases where changed circumstances have made performance no longer
efficient, this is not true of the second approach: Even if performance itself is
no longer efficient, it may still be efficient to hold the promisor liable, because
in this way the promisor is given an incentive to decide whether it is still worth-
while to perform. Or take the question of paternalism, whether courts or the
parties themselves should decide if enforcement of a promise would be effi-
cient. Many of those who advocate efficiency believe that affected individuals
are usually the best judges of their own welfare and that those individual judg-
ments will usually be less imperfect than those of courts or of other third parties.
Craswell contends that on the first economic theory, the correctness of this
belief is debatable. Once, however, efficiency is taken to mean more than just
the efficiency of the actual performance, and once there is the corresponding
recognition that many effects must be considered in any assessment of effi-
ciency, the case for judicial second-guessing becomes weaker.

A third set of issues which Craswell thinks is illumined by the second eco-
nomic theory concerns the significance and role of detrimental reliance. Here,
among other things, Craswell discusses the relation between the second eco-
nomic approach and Atiyah’s theoretical writing, casting interesting and novel
light on the latter. Craswell argues that whereas the first economic approach is
necessarily at odds with the reliance argument, the gap between reliance the-
ory and the second economic theory, which takes into account the effect of en-
forceability on the promisee’s incentives to rely, is much narrower. At the same
time, he notes that the second economic theory, no less than the first, can an-
swer the challenge that contracts should be enforced only in cases of detri-
mental reliance.

In “The Scope and Limits of Legal Paternalism: Altruism and Coercion in
Family Financial Arrangements,”?? Michael Trebilcock and Steven Elliott test
the resources of the economic approach to illuminate and to resolve particularly

22. See pages 45-85 of this book.
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intractable questions of legal paternalism that arise in family financial transac-
tions. Commonwealth contract law already recognizes the need for a measure
of paternalism in a number of ways. Family financial transactions, the authors
argue, raise uniquely difficult questions about the scope and limits of legal pa-
ternalism. For they bring together two phenomena that have proven especially
problematic in contract law: altruism and coercion. Many family commitments
are motivated by altruism and characterized by high levels of trust. At the same
time, the intimate and dependent nature of many family relationships raises
risks that one family member has been coerced or misled by another. Tension
between these polarities has been highlighted in the burgeoning Commonwealth
case-law concerning family sureties. This case-law, however, exhibits sharply
different and often inconsistent approaches to determining the validity of these
transactions. This is an area of the law that calls out for a consistent and cogent
ordering principle.

Trebilcock and Elliott argue that the economic method contains the resources
to make sense of certain paternalistic interventions in the family financial set-
ting. Building on the methodology of Trebilcock’s The Limits of Freedom of
Contract, they challenge the view that neo-classical economics must be anti-
thetical to paternalism and they show that it can yield insights even with respect
to transactions that are motivated at least in part by altruism. They do this by
working out fully and in detail a principled analysis of the family surety cases —
one that provides guidance in resolving the various particular issues that con-
front the courts — and they conclude that a requirement of independent legal
advice in cases of what they call “suspect family financial transactions” is jus-
tified. A lender, in order to ensure the validity of the security that it is taking,
must require that the family surety obtain such advice as to both the legal and
business implications of the suspect transaction. Once this advice has been
obtained, the paper argues, the preferences of the family member as to whether
to enter the transaction should be respected.

At the same time, Trebilcock and Elliott highlight the limits of the economic
approach. Whereas economic analysis takes individuals’ revealed preferences
as the basic normative reference point, paternalistic interventions are often ne-
cessitated by defects in those preferences. As economic analysis has no theory
of how preferences are formed, it cannot justify overriding preferences that
many would consider to be problematic. Still, where the reason for paternalis-
tic intervention is not that a vulnerable contractor’s preferences are defective but
rather that some condition is causing the contractor to make choices that are in-
consistent with those preferences, actual preferences remain the basic reference
point and economic analysis applies. The authors argue that in any comprehen-
sive approach to contract failure in the family setting — which must, they say,
make reference not only to welfare but also to other values such as autonomy —
an economic analysis along the lines they have proposed will play not merely
an essential but also an organizing role.
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In “Promises and Contracts,”?3 T. M. Scanlon uses the contractualist proce-
dure he has developed for moral theory to provide distinct, albeit related, ac-
counts of the moral principles that govern promises and of the legal principles
that govern the enforcement of contracts. Scanlon’s presentation of his account
of moral principles for promises largely follows the approach taken in his ear-
lier piece “Promises and Practices,”?* although, it should be noted, he includes
here certain significant changes to and expansions of this argument as well as
responses to objections. His account of the moral permissibility of contractual
enforcement is, however, wholly novel. This is the first occasion on which
Scanlon has applied contractualism to justify principles of private law.

Scanlon’s contention is that promise and contract arise in response to and are
shaped by some of the same underlying values, in this respect being parallel
ideas. Both the moral duty to keep promises and the moral permissibility of the
legal enforcement of contracts are to be justified on the basis of a set of prin-
ciples that no one, suitably motivated, could reasonably reject. These are
principles that people have reason to want because they enshrine certain values;
for example, to name three of the most important, the values of reliance, of as-
surance, and of choice (discussed below). At the same time, promises and
contract respond to these values in different ways and are independent notions,
neither of which is properly seen as based on the other. Given limits of space,
I shall focus on Scanlon’s discussion of the legal enforcement of contracts.

In taking up the questions of the enforceability of contracts and the legiti-
macy of certain remedies for breach, Scanlon declines to take an approach that
founds these either directly on moral requirements, such as the duty to keep one’s
promises, or on the basis of a rights analysis, such as Randy Barnett’s.> Instead,
Scanlon proposes a two-stage analysis: first, one shows that parties have good
reason(s) to want a certain principle entailing the moral permissibility of coer-
cive legal enforcement through specified remedies; and second, one shows that
the parties — in particular, the defendant — could not reasonably reject or object
to that principle. On this basis, Scanlon justifies two main principles.

The first, Principle EL,26 holds that it is morally permissible (ot morally re-
quired) for a legal system to enforce compensation for reliance losses sustained
by one as a result of reliance upon expectations that another has intentionally
or negligently led the first to form about what the second is going to do. Scan-
lon identifies the reasons individuals have for accepting EL — such as the need
to rely on other’s representations and reasons for wanting to avoid significant
reliance losses when these representations prove false — and shows that EL could
not be reasonably rejected from the point of view of those whom the law would

23. See pages 86117 of this book.

24. (1990) 19 Philosophy and Public Affairs 199

25. See reference to Barnett in supra note 14.

26. “L” refers to a “Principle of Loss Prevention,” “E” to the enforceability of this principle.
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require to pay compensation. And although EL may certainly apply in cases of
breach of contract, it also applies where no promise or contract is involved.
Scanlon characterizes EL as a tort-like basis for recovery.

The second, Principle EF,?7 goes beyond a strictly reliance-based liability
and holds that when certain conditions obtain it is morally permissible (not re-
quired) for a legal system to enforce a contract by way of expectation damages
or specific performance. According to Scanlon, the justification for EF answers
Fuller’s question “Why should the law ever protect the expectation interest?”
and provides a ground for recovery that is unique to contracts: an independent
basis of purely contractual obligation. Scanlon anchors the first stage of this
justification in the value of assurance, that is, in the value of being able to rely
on agreements even when one has not actually relied on them. Promisees, he
says, have reason to want to receive, and promisors to provide, such assurance;
and both sides also have reason to want their agreements to be legally enforce-
able as a means of supporting this value. As for the second step, Scanlon argues
that promisors could not reasonably reject EF because it incorporates a number
of reasonable conditions: the remedy must not be excessive; promisors must in-
dicate that they understand themselves to be undertaking a legal obligation to
promisees and must be able to foresee at contract formation the remedy to
which promisees would be entitled; and so forth. Scanlon discusses the impli-
cations of his two-part justification of EF for a number of basic issues in con-
tract theory including the availability of non-default remedies and the legiti-
macy of default remedies, the necessity of a requirement of consideration, and
Fuller’s contention that the expectation remedy must be “quasi-punitive” in
character and not compensatory.

In the concluding section, Scanlon develops an account of the moral signif-
icance of choice and voluntariness for contract. Scanlon’s main point is that
the relevant notion of voluntariness is not an idea specifiable independently of
the argument for EF but, to the contrary, is given shape by being incorporated
in that argument. Principle EF incorporates a notion of voluntariness by in-
cluding specific conditions that reflect “the value of choice,” that is, the value
of having what happens to one (including the obligations one incurs) depend
upon how one responds to a set of alternatives under certain conditions. Scan-
lon compares and contrasts this view with those of efficiency theorists such as
Craswell and of distributive justice theorists like Kronman. The discussion is
intended to address concerns raised by Atiyah, among others, that promise-
based principles of liability take an exaggerated and absolutist view of the
value of freedom of choice because they fail to recognize the case for pater-
nalistic restrictions and ignore the fact that due to superior resources some are
more able than others to take advantage of freedom choice. Scanlon argues that

27. “F” refers to a “Principle of Fidelity,” “E” to the enforceability of this principle.
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the understanding of voluntariness that informs his account of promissory lia-
bility under Principle EF avoids these difficulties.

In “The Unity of Contract Law,”?® I develop an account of contract law that
is presented, in Rawls’s terms, as part of a public basis of justification. I try to
show that the general idea of a public basis of justification, which Rawls has
specified for the particular case of political justice and public (constitutional)
law, also applies to what may be called “juridical” justice and to private law.
Although in general terms both instances of justification qua public will share
certain common elements, such as a conception of the person, an idea of a rel-
evant form of social relation, notions of the reasonable and the rational, and so
forth, the contents of these elements will differ depending upon whether they
are specified for the domain of the political or for that of the juridical. My aim
in this essay is to present a public basis of justification for a particular part of
the juridical: the law of contract.

To this end, I try to bring out the conception of contract that is implicit in the
main doctrines of contract law and that is therefore latent in our public legal
culture. The overriding aim of the public justification is to show just how these
doctrines fit together in one conception and that this conception is reasonable
and plausible from a juridical point of view. In keeping with the general idea of
apublic basis of justification, however, this account of the main doctrines of con-
tract law does not attempt to provide, although it certainly does not deny the pos-
sibility of giving, a deeper moral foundation for them, whether the foundation
be Kantian autonomy, utility, welfare, or virtue. It leaves this question to a fur-
ther stage of theoretical reflection that, strictly speaking, does not belong to the
public basis of justification. The justification of contract on a public basis is just
one step removed from the judicial formulations of the basic principles and doc-
trines of contract law. It elucidates the legal point of view, but at a higher level
of abstraction through the conception of contract that is implicit in them. This
conception of contract, I argue, must be the starting point for all other theoret-
ical endeavours from whatever perspective. This is an essential condition of any
theory’s being a theory of law.

More particularly, I argue that if, contra Fuller, the expectation principle is
indeed a principle of compensation as the law holds it to be, we must suppose
that contract formation itself gives parties entitlements of the kind reflected in
an award of expectation damages. Contract must be viewed as a mode by which
parties can acquire proprietary rights from and against each other. And cru-
cially, this right must vest at formation, that is, prior to and independent of ac-
tual performance. This conception of contract I call “contract as a transfer of
rights.” I explain why, from a juridical point of view, this conception is coher-
ent and reasonable. In this connection, I discuss how the rights acquired by
contract, although they are “personal” as distinct from “real” and though they do

28. See pages 118205 of this book.
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not depend upon actual physical possession of the object of the right, are never-
theless fully proprietary in character. Moreover, I set out the basic logic, that is,
the necessary and sufficient fundamental premises, of the conception of con-
tract as a transfer of rights.

The main object of the essay is, however, to demonstrate that the logic of a
transfer of rights is in fact reflected in the main doctrines of contract law. Thus, I
argue at length and in detail that first with the doctrine of offer and acceptance,
then with the requirement of consideration, and finally with the doctrine of un-
conscionability, one can show, step by step, how these doctrines are mutually
complementary and how together they completely fill out a conception of con-
tract that satisfies fully the logic of a transfer of rights. This conception of
contract, it turns out, is entirely indifferent to considerations of distributive jus-
tice. Through this elucidation of contract as a transfer of right, I try to give inter-
connected answers to the three central issues of modern contract theory: first, the
justification of expectation damages for breach of a wholly executory contract;
second, the role of and the rationale for consideration; and third, the compatibil-
ity between contractual liberty, as embodied in the traditional principles of con-
tract formation, and contractual fairness, as reflected in the more recently devel-
oped doctrine of unconscionability. I conclude the essay by noting three limits of
the public justification as I have presented it and sketch how it might be brought
to completion, culminating in a public justification of private law as a whole.

The last two essays, those by Eisenberg and Gordley, present systematic
critiques of both autonomy and welfare theories of contract. Each sets out in
detail an alternative pluralist theory that aims to be comprehensive in scope.
They illustrate the reach of their theories by showing how they can generate and
explain important parts of contract law.

In “The Theory of Contracts,”?® Melvin Eisenberg begins with a compre-
hensive critical examination of the main kinds of theories of contract. He con-
siders each of the following in detail and with a wide variety of illustrations:
“axiomatic” theories which hold that fundamental doctrinal propositions are es-
tablished on the ground that they are self-evident; “deductive” theories which
view doctrinal propositions as logically deduced from other, more fundamen-
tal doctrinal propositions; “interpretative” theories that proceed by identifying
principles that meet some standard of fit with and that best justify or rational-
ize doctrine as a whole or significant areas of doctrine; and “normative” theo-
ries that select a set of principles on the ground that they are desirable or morally
compelling and determine what legal doctrines may be generated by those prin-
ciples. After a detailed critical analysis of these theories that considers both
their content and presuppositions as well as their power to explain contract law,
Eisenberg concludes that a satisfactory theory of the best substantive content of
contract law must be normative.

29. See pages 206—264 of this book.
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Eisenberg then goes on to examine the two main kinds of normative theo-
ries that have been formulated thus far: single-value autonomy or welfare the-
ories. Each of these approaches turns out to be unsatisfactory as a basis for un-
derstanding and justifying fundamental aspects of contract law. In this critical
part of the essay, Eisenberg develops a wide range of objections against auton-
omy and welfare-based theories, including many of the objections raised dur-
ing the second wave of modern contract theory. To my knowledge, this is among
the most concentrated yet comprehensive presentation of such criticisms to
date. He argues that in general a single-value theory cannot do justice to the
phenomenon of contract law. Accordingly, a pluralist theory is needed.

The constructive portion of the essay outlines just such a pluralist theory. He
proposes what he refers to as the “basic contracts principle” that should deter-
mine the content of contract law. This principle makes reference to diverse
moral and policy principles and it is to be applied by a fully informed ideal Leg-
islator (whose capacities and roles are defined and who differs from a judge in
that he or she is not bound by precedent). The Legislator must give each prin-
ciple proper weight and craft a rule that is the best vector of all such principles.
Many kinds of choices must be made by the Legislator under the basic contracts
principle. Among these are whether, when moral norms are relevant, the Leg-
islator should choose norms on the basis of critical or social morality; whether
the Legislator should assume that actors know the rules of contract law;
whether the Legislator should base rules of contract law solely on rational-ac-
tor psychology or should also take into account limited-cognition psychology;
and whether the rules of contract law should reflect considerations of distribu-
tive justice. Each of these issues is examined with references to different as-
pects of contract doctrine and practice. Eisenberg concludes by returning to
Fuller’s theme in a discussion of why, under the basic contracts principle, cer-
tain kinds of promises should be legally enforceable and the extent to which
they should be enforced.

In “Contract Law in the Aristotelian Tradition,”3° James Gordley presents
comprehensively in one place both his criticisms of prevailing theories and his
own proposed alternative. In this essay, he goes even more deeply into the roots
of contemporary theories than he has done previously and he defends his own
approach against a range of objections that have been raised from a variety of
recent theoretical standpoints. This essay represents the most exhaustive and
theoretically self-conscious defence and development of his views to date.

To begin, Gordley argues that despite their apparently marked differences,
contemporary autonomy and efficiency theories rest on a common presuppo-
sition: Both are voluntaristic in the sense that they place a value on choice that
is independent of the value of what is chosen. He contends that such theories
are inherently unable to explain contract law. Gordley examines in some de-

30. See pages 265-334 of this book.
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tail the deeper philosophical expressions of autonomy and welfare theories,
namely the philosophies of Kant and Hegel on the one hand and utilitarianism
on the other. More particularly, he considers whether these two philosophical
approaches, either as originally formulated or as more recently interpreted,
can satisfactorily account for the fact that the law in general respects the
choice of contracting parties but in certain definite instances does not. He ar-
gues, in both cases, that they cannot. Gordley organizes his discussion around
the need to resolve three basic problems in contract theory. The first problem
is the normative justification for enforcing contracts. The second is explain-
ing the content of a contractual obligation. A third problem concerns the con-
sequences that should ensue when a contract is breached. In relation to each
problem, Gordley investigates the normative and conceptual resources of the
two main theoretical approaches and argues that they do not — and cannor -
provide answers.

The constructive core of Gordley’s argument is that, in contrast to the vol-
untaristic theories, an Aristotelian approach not only leads to satisfactory theo-
retical solutions to these problems but also explains the basic rules of modern con-
tract law in both common law and civil law jurisdictions. Gordley’s discussion
is unusually rich and comprehensive in scope. He shows in detail how the Aris-
totelian tradition has the normative principles and resources to illumine both
agreement and background rules, to use Craswell’s terms. In doing so, he ad-
dresses a wide range of substantive aspects not only of the common law of con-
tract but of the civil law as well. Moreover, here for the first time, Gordley ex-
pressly answers Fuller’s challenge to the expectation measure. Interestingly, his
solution — the idea of a transfer of right — is similar to the one proposed in my
piece. A major difference is that, unlike my own, Gordley’s analysis of transfer
is embedded in a teleological theory, not a rights-based approach.

Gordley’s theory is pluralist because it makes reference to and combines the
different Aristotelian virtues of liberality, commutative justice, and distributive
justice. According to Gordley, each of these elements is necessary because each
is needed to resolve the three main problems of contract theory mentioned above.
It is worth noting that in this paper that Gordley clarifies the role of distributive
justice and its relation to commutative justice in the theory of contract. More-
over, he explains more fully why contract in both the common law and the civil
law must presuppose a distinction between gift and exchange contracts. In this
connection, Gordley revisits the views he first advanced in his seminal article,
“Equality in Exchange.”>! Gordley takes pains to clarify certain aspects of the
argument, answering objections to it and bringing out its strengths in relation
to competing explanations.

It is now time to bring this Introduction to a close. At the end of The Death
of Contract, Grant Gilmore famously muses that despite “the dismantling of the

31. (1981) 69 Cal. L. Rev. 1587.
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formal system of the classical theorists,”>?> somewhere a contemporary
Langdell may already be at work, raising a new general theory of contract out
of the ashes of the old. Yet some twenty-five years later and notwithstanding the
range and richness of the efforts to theorize the common law of contract, it is
difficult to disagree with Gordley that “[tJoday, we have no generally recog-
nized theory of contract.”3® This failure stands in sharp contrast with the fact
that the basic doctrines and principles of contract law are now well settled and
contract law is now widely viewed as complete. Indeed, it is increasingly rec-
ognized that the organization of the law of contract and its larger concepts are
now similar throughout nearly the entire world. But perhaps this very contrast
gives grounds for optimism. For now, probably for the first time, the law of
contract, being a fully articulated and generally accepted body of doctrines, is
suitable for formulation in terms of a general theory. The public legal culture
itself invites this elaboration. As well, the very existence of a multiplicity of
richly developed yet competing theoretical accounts calls out for a general the-
ory to order their different perspectives and to settle their various claims. These
six essays are offered with the hope that they will contribute to and hasten the
establishment of such a theory. If they stimulate and assist further efforts in that
direction, their appearance will be amply justified.3*

32. Supra, note 4 at p. 103. 33. Supra, note 15 at p. 230.
34. I wish to thank Daniel Batista and Sophia Reibetanz for their help with editing this Introduction.
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Two Economic Theories
of Enforcing Promises

RICHARD CRASWELL

The question, “Why should promises be enforced?” has received many different
philosophical answers. One set of answers, of course, comes from the utilitarian
tradition. In legal scholarship, these are the answers most often advanced (or
presupposed) in the subfield of law and economics.

The purpose of this essay is to distinguish two rather different economic the-
ories (or possible theories) within that tradition. The first theory treats enforce-
ment as equivalent to the eventual performance of the promised actions. On this
theory, enforcing the promise is efficient just in case performing the promised
actions would be efficient. By contrast, the second theory treats enforcement as
altering the parties’ incentives, by changing the relevant payoffs from those the
parties would face in the absence of an enforceable obligation. Under the sec-
ond theory, enforcing the promise is efficient just in case the new set of incen-
tives is, on balance, efficient.

Although the second of these theories is the one held by most economists
today, the first theory (or some version of it) is sometimes attributed to econo-
mists in the noneconomic literature. Accordingly, Sections II and III of this es-
say set out the two theories and explain the differences between them. The
fourth and final section discusses the implications these differences could have
for several issues of interest to contract theory: (1) whether to enforce a prom-
ise even if circumstances have changed, so that performance would no longer
be efficient; (2) whether to presume the efficiency of enforcement simply from
the fact that the promise was agreed to voluntarily; (3) whether to enforce a
promise if nobody has yet relied on the promise; and (4) whether (or when) to
impute a promise to a party who has not promised explicitly.

1. Preliminary Matters

Any theory that turns on efficiency — either the efficiency of performing the
promised action, or the efficiency of creating some larger set of incentives —
must have a definition of “efficiency” by which those effects can be evaluated.
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Indeed, many criticisms of economic criteria for legal rules have focused on
the shortcomings of one or more of the possible definitions. As is well known,
the choice of any particular definition can have significant normative conse-
quences.

In this essay, however, my goal is not to defend any particular definition of
“efficiency,” or even to take up the criticisms that might be raised. Instead, my
analysis is entirely internal — internal, that is, to some definition of efficiency.
My focus, thus, is not on the propriety of taking efficiency (however defined)
as a goal; but merely on the difference between assessing the efficiency (how-
ever defined) of carrying out a promised action, on the one hand, and the effi-
ciency of creating a broad set of incentives, on the other. To be sure, some of
what I have to say about this difference may have implications for external
critiques of economic analysis, and I will note those implications as they arise
(especially in Section IV). But in order to focus on the narrower or internal dis-
tinction, I will remain deliberately agnostic on most of the questions about how
“efficiency” ought to be defined.

For example, I take no position on the question of how one party’s well-
being is to be balanced against another’s, in any case where one party would gain
and the other would lose from actually carrying out the promise. In many con-
tractual settings, this issue does not even arise, for often both parties will gain
from the promised actions. For instance, if A has promised to sell her car to B
for $6,000, A may be better off with the money and without the car, and B may
be better off with the car and without the money. But it is easy to imagine situ-
ations where one party would lose from carrying out the promise (e.g., A’s
position has changed and she would now be better off keeping her car), so any
overall assessment of efficiency would have to somehow balance B’s gains
against A’s losses.

One way of making this balance invokes the Kaldor-Hicks test, which asks
if B would still gain if he paid A enough that she would no longer lose. How-
ever, the Kaldor-Hicks test is not universally accepted (even among economists),
and there are many other methods of balancing B’s gains against A’s losses that
could also be used.! And though the conclusions about which exchanges are
efficient may well change depending on which method of interpersonal com-
parison is used, for purposes of this paper it is unnecessary to specify any par-
ticular method. In effect, I am really considering an entire class of theories that
vary in how they make interpersonal trade-offs, but that are otherwise similar
in their rationale for enforcement. The theories in the first section of this paper
all hold that the efficiency of enforcing a promise depends on whether the prom-
ised actions will increase overall welfare under some method of balancing gains
to one party and losses to another.

1. For a discussion of possible methods see, for example, A. Sen, Choice, Welfare, and Measurement
(Cambridge, MA: MIT Press, 1982).
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For similar reasons, it is also unnecessary to specify here how any individ-
ual’s welfare is to be judged. Most theories of efficiency do not limit themselves
to monetary values, so we can still speak of the efficiency of exchanging a car
for a beautiful painting, or for anything else that contributes to a party’s non-
monetary well-being. Nor are these theories limited to cases of exchange, at
least as that concept is ordinarily understood. If A promises her car to a favorite
nephew without asking him to give anything in return, we can still ask whether
having the car will improve the nephew’s welfare, and whether this improve-
ment of her nephew’s welfare is more important to A than is her own continued
ownership of the car. All that is required to make such judgments is that there
be some metric by which the welfare of A and her nephew can be judged. But
that metric does not need to be money: It could just as easily be subjective util-
ity, or (indeed) any other criterion of well-being. And although any conclusions
as to which exchanges are efficient could again vary depending on which cri-
terion of well-being is chosen, in this paper I abstract from that choice as well.

Indeed, for much of the paper I will not even limit my focus to subjectivist
theories, or theories that equate individual well-being with a party’s own assess-
ments of his or her welfare. Instead, much of my analysis would apply equally
to theories that use any method of assessing an individual’s welfare, including
assessments based entirely on external or paternalistic criteria. For example, it
would be possible to judge the efficiency of the sale of A’s car by asking whether
A in fact would be better off having $6,000 but no car (according to some ob-
jective criterion), and whether B in fact would be better off with a car but no
$6,000. It would then be possible to argue that the promise should be enforced
if and only if this transfer would be efficient, in the sense of increasing A’s and
B’s welfare, with their welfare assessed according to these external or objective
criteria.? In other words, the hallmark of this class of theories is simply that they
rest the case for enforcing a promise on some method of assessing the efficiency
of the promised actions — as opposed, say, to some deontological commitment
that did not depend on the effects on individual welfare.

11. Enforcement as Performance

I can now turn to the distinction that interests me, between two distinct kinds
of theories that might both justify the enforcement of promises on efficiency
grounds. The first theory, discussed in this section, derives the efficiency of en-
forcing a promise from the efficiency of the promised behavior. For example,
if A has promised to sell her car to B for $6,000, this theory rests the efficiency
of enforcing the promise on the efficiency (or likely efficiency) of actually ex-
changing A’s car for B’s $6,000.

2. The potential administrative problems with external criteria of welfare will be discussed below
in Section ILA.
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I should emphasize that, as far as I know, no economist actually holds this
theory, at least today. However, there are passages in some of the early literature
that are not inconsistent with this theory, so the resulting confusion about what
economists believed is entirely understandable. Indeed, the early development
of the economic theories played a large role in creating this impression, so it
may be useful to trace that history here.

A. The Theory of Efficient Breach

Briefly, the modern economic analysis began in the early 1970s, with articles
that did indeed focus on the efficiency of the promised actions.? These articles
emphasized two points. First, there were some circumstances in which it might
not be efficient to perform a contract. Second, contract law could be seen as
encouraging nonperformance in precisely those circumstances, by allowing a
nonperforming party to choose to breach and pay damages (rather than trying
to compel performance by injunctive remedies, or by the threat of more puni-
tive sanctions).

The idea that nonperformance might be justified on grounds of inefficiency
was, of course, controversial. Although traditional scholars had always acknowl-
edged that sufficiently exzreme difficulties might justify nonperformance, it was
quite another matter to assert that nonperformance might be justified merely by
an increase in the cost of performance, or by any other change that made per-
formance inefficient. As a result, this “theory of efficient breach” (as it came to
be known) was attacked on a number of different grounds. In part because of
the resulting controversy, this theory came to be associated — at least in the minds
of many noneconomists — as the essence of what economics had to say to con-
tract theory.

Although many of the criticisms that were raised are only tangential to my
concerns here, one criticism does deserve further mention. If, as the economists
said, the inefficiency of performance could justify a party who chose not to per-
form, it might be wondered why such a party should be liable for any damages
at all? In other words, if the inefficiency of performance could be established
in court, why shouldn’t that constitute a complete defense to any liability for
breach of contract? If the defendant’s behavior was justified, why should she
have to pay any damages at all?

To be sure, the economists had not themselves argued that the inefficiency
of performance should be a complete defense. Instead, the economists had ar-
gued for something closer to strict liability, in which a breaching party would
have to pay damages whether or not her nonperformance was justified. Their

3. The earliest expositions of this theory were R. L. Birmingham, “Breach of Contract, Damage
Measures, and Economic Efficiency” (1980) 24 Rutgers L. Rev. 273; and J. H. Barton, “The
Economic Basis of Damages for Breach of Contract” (1972) 1 J. Legal Stud. 277.
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argument was that the threat of having to pay such damages — especially if those
damages were set at the proper level — would give the nonperforming party the
proper incentive to choose between performance and breach. For example, un-
der this system the nonperforming party would not have any incentive to breach
unless doing so would save her more than she would have to pay out in dam-
ages to the nonbreaching party. But this is precisely the situation in which a
breach would be efficient (or so the argument ran): when the savings from not
performing exceeded any damages that nonperformance could inflict on the
other party. Thus, the economists did not need to argue that breaching parties
should be excused from liability entirely. In their model, breachers could be
held strictly liable for all breaches and still have the correct incentives.*

Nevertheless, even though the economists themselves were recommending
that breaching parties should have to pay damages, this recommendation was not
strictly required by the theory of efficient breach. In that theory, proper incen-
tives to perform or breach could also have been attained by something closer to
a negligence rule, in which breachers (a) were made to pay damages if their
breach was found to be unreasonable (i.e., inefficient), but (b) were excused from
liability if their breach was found to be reasonable (i.e., efficient). Under this rule,
too, breachers would gain by breaching if and only if their breach was efficient,
so this would have been another way to give breachers the correct incentive.

Indeed, it is not entirely clear why economists of the time did not consider
the possibility of a “complete excuse” or “negligence” type of rule. Granted, a
“complete excuse” rule would require a court to decide, in every case, whether
the breach was efficient; and it might have been objected that this would add
unreasonably to the cost of trying each case. But that same objection had also
been raised in the debate between strict liability and negligence in tort law,
where there was already a thriving (though inconclusive) economic analysis of
both of the competing rules.> For some reason, though, it was only much later
that economists began to see the fundamental correspondence between the choice
of liability rules in contract law and the choice of liability rules in tort.®

In any event, to noneconomists during this early period — and especially to
those noneconomists who believed that behavior that was justified normally
should not incur legal liability — it could easily have seemed that the economists’

4. The summary in the text ignores the possibility — extensively canvassed in the earlier literature —
that the parties might renegotiate to bribe the promisor to perform when she might otherwise
choose to breach, or to bribe the promisee to accept nonperformance when the promisor might
otherwise feel compelled to perform. For purposes of the discussion here, though, the possibility
of renegotiation is largely irrelevant. For a survey and critique of the earlier literature on renego-
tiation, see R. Craswell, “Contract Remedies, Renegotiation, and the Theory of Efficient Breach”
(1988) 61 S. Cal. L. Rev. 629.

5. See, for example, G. Calabresi, The Cost of Accidents (New Haven: Yale University Press, 1970);
J. P. Brown, “Toward an Economic Theory of Liability” (1973) 2 J. Legal Stud. 323.

6. See, for example, R. Cooter, “Unity in Tort, Contract, and Property: The Model of Precaution”
(1985) 73 Cal. L. Rev. 1.
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theories should lead to a complete excuse for any efficient breach.” More im-
portant, this debate seemed to confirm the impression that economists were con-
cerned only with whether it was efficient actually to carry out the promised ac-
tions, and that an analysis of this issue was all that economics had to contribute
to contract law. Moreover, this impression may have been further confirmed by
other arguments I discuss below.

B. The Presumptive Efficiency of Voluntary Promises

The economists’ analysis of the efficiency of performance might also have had
implications for another debate, about which promises ought to be enforced.
For example, if most promisors are capable of assessing their own interests
properly, then it might be argued that any promise that was voluntarily entered
into must necessarily be one whose performance will be efficient. After all, if
A and B have freely agreed to the sale of A’s car, it would normally follow that
carrying out that promise would (at least presumptively) improve both parties’
welfare. Similarly, if A has promised to make a gift of her car to her nephew, it
could usually be presumed that the gift’s contribution to A’s own welfare must
exceed the value of the car to her: otherwise, why would she have made the prom-
ise? Thus, if the only concern of economic analysis is whether performance it-
self will improve the parties’ welfare, this might seem to imply that all voluntary
promises ought to be enforced.

Indeed, this analysis might seem to justify not just the positive conclusion
that most voluntary promises should be enforced, but also the negative conclu-
sion that most promises induced by fraud or duress should nor be enforced. That
is, if A or B did not consent knowingly or voluntarily, the inference of an im-
provement to that party’s welfare would no longer be as strong, so the case for
enforcing the promise would (on this theory) be weaker. As Richard Posner once
put it:

Even when nothing has happened since the signing of the contract to make performance
uneconomical, discharge may be permitted where the presumption that performance would
produce a value increasing exchange is rebutted, as when it is shown that the promisee
induced the promise by a lie.8

In this debate, too, then, the economists’ focus on whether performance
would be efficient (or whether it would produce a “value-increasing exchange”)
seemed to justify an important conclusion about which promises should be en-
forced. Passages such as these thus provided further support for the impression

7. For an example of this criticism, see R. E. Barnett, “A Consent Theory of Contract” (1986) 86
Colum. L. Rev. 269, 277-81. As I discuss below, the second economic theory is much more con-
sistent with Barnett’s own position (see the text infra at note 34).

8. R. A. Posner, Economic Analysis of Law (Boston, MA: Little, Brown & Co., 4th ed. 1986), 109
(emphasis added).
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that economic analysis made every issue turn on the efficiency, or likely effi-
ciency, of actually carrying out the promised actions.

C. The Effect of Changed Circumstances

Finally, a focus on the efficiency of the promised actions might also justify an
economic analysis of the various legal doctrines (such as impracticability, mis-
take, and frustration) that excuse promisors in severely altered circumstances.
Although this connection is more tenuous, and does not at all correspond to
what economists were actually writing at the time,” it could help explain the
persistence of the belief that economists care only about the efficiency of the
eventual performance.

Briefly, circumstances other than force or fraud can also alter the efficiency
of the promised actions. For example, if B promised to buy A’s car, but now B
has taken a job in another city and no longer needs a car, it might not be effi-
cient (under any definition of efficiency) for the sale to be consummated. Thus,
changes in circumstances, no less than fraud or duress, can also negate any con-
clusion that “performance would produce a value increasing exchange.” If the
promised exchange was no longer efficient, then the simple theory under consid-
eration here would appear to hold that the promise should not be enforced.

Of course, the introduction of administrative costs might alter this conclusion.
As noted earlier, it will often be difficult for a court to decide whether perform-
ance would be efficient in any given case. Indeed, this was one of the potential
arguments for a system of strict liability, in which all breachers must pay dam-
ages no matter how inefficient performance has become. !° If individuals are usu-
ally the best judges of their own welfare, and if conditions do not very often
change so drastically as to make an efficient transfer inefficient, it might even be
possible to defend a fixed rule of always enforcing voluntary promises. Although
a fixed rule would admittedly err by enforcing some transfers that were no longer
efficient, the costs of the occasional error of this type might be less than the costs
of requiring courts to evaluate the efficiency of every transfer on a case-by-case
basis. In effect, a fixed rule (“always enforce voluntary promises”) could be seen
as the rule-utilitarian analog of the simpler act-utilitarian regime (“enforce prom-
ises if and only if performance is found to be efficient”) described above,!!

However, a more refined analysis might support an even more refined rule-
utilitarian regime, while still focusing only on the efficiency of the eventual

9. See, for example, R. A. Posner and A. M. Rosenfield, “Impossibility and Related Doctrines in
Contract Law: An Economic Analysis” (1977), 6 J. Legal Stud. 83.

10. See the discussion supra in Section ILA.

11. Note that, since we are talking about rules to be followed by courts and other legal decision-
makers, many of the usual objections to rule-utilitarianism do not apply. For a further discussion
of this point, see C. Fried, Contract as Promise: A Theory of Contractual Obligation (Cam-
bridge, MA: Harvard University Press, 1981), 16.
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performance. That is, if courts are at least sometimes able to judge the effi-
ciency of the promised actions, the best rule might be to “enforce all voluntary
promises unless conditions have changed in a way that is both dramatic and
easily verifiable by the courts.”!? Indeed, such a rule might at least roughly ap-
proximate the current legal defenses, which excuse a nonperforming party not
whenever performance seems inefficient, but only in cases of extreme imprac-
ticability or frustration of purpose. Seen in this way, a simple focus on the ef-
ficiency of performing the promised actions (when combined with suitable
assumptions about administrative costs) might seem to support the implied ex-
cuse doctrines as well.

In short, there are a number of simple economic arguments that can be de-
veloped in connection with a very simple theory, in which the only goal is to
encourage the performance of efficient actions and the nonperformance of in-
efficient ones. Because these arguments are so simple, they are easily reproduced
(and also easily criticized), so it is not surprising that they continue to loom
large in much of contracts scholarship. In the first-year casebook that I teach
from, for instance, the only discussion of economic arguments comes in a chap-
ter dealing with the theory of efficient breach.'?

In point of fact, though, most economists have long since moved on to a
much more complex analysis of efficiency and contract law. The remaining sec-
tions of the paper will summarize this theory and discuss some of its possible
implications.

II. Enforcement as Incentives

As noted earlier, even those economists who developed the “theory of efficient
breach” were not recommending that promises be enforced only when perform-
ance was still efficient. Instead, they analyzed a form of strict liability in which
promises would be enforced in all cases, regardless of the efficiency of actual
performance. Their argument was that enforcing a promise would not necessar-
ily lead to actual performance, for the promisor could always choose to breach
and pay damages. Instead, they argued, enforcing the promise in all such cases
(even those in which the promisor chose not to perform) would give promisors
the right incentive to choose whether to perform or breach.

Put slightly differently, the early economists exploited the fact that “enforc-
ing” a promise need not entail carrying out the promised actions. Instead, “en-
forcing” can take the form of inflicting a monetary penalty, whose main sig-

12. For a defense of a somewhat similar rule (though not on exactly the lines discussed here), see
A. Schwartz (1992) “Relational Contracts in the Courts: An Analysis of Incomplete Agreements
and Judicial Strategies,” 21 J. Legal Stud. 271.

13. C. M. Knapp, N. L. Crystal and H. G. Prince, Problems in Contract Law: Cases and Materials
(Boston, MA: Little, Brown & Co., 4th ed. 1999), 1078-85.
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nificance is that it represents a threat that alters the promisor’s incentives in var-
ious ways. Significantly, this form of enforcement is rarely considered in the
philosophical literature on promising, which usuvally assumes that promises must
either (1) oblige the promisor to perform the promised actions, or (2) have no
moral force at all.!#

The form of liability considered here thus represents an intermediate level
of moral force, in which a promisor can choose not to perform but cannot es-
cape her liability for damages. The classic statement of this view is, of course,
Oliver Wendell Holmes:

The only universal consequence of a legally binding promise is, that the law makes the
promisor pay damages if the promised event does not come to pass. In every case, it
leaves him free from interference until the time for fulfilment has gone by, and therefore
free to break his contract if he chooses.!>

To be sure, this intermediate form of obligation has often been criticized in
the legal literature, on the grounds (among others) that this is not how the con-
cept of a “promise” ought to be understood. ¢ Significantly, though, no critic has
argued that the intermediate form of obligation would be positively immoral,
or that nobody in our society would ever wish to create such an intermediate
obligation. A more defensible position is the one taken by Thomas Scanlon,
who suggests that many people would be better served by an obligation to per-
form (rather than an obligation to perform-or-pay-damages), but who does not
claim that the stronger form of obligation is the only morally legitimate one.!”
Indeed, in his contribution to this volume, Scanlon is quite explicit in his posi-
tion that parties could also accept an obligation either to perform or to pay some
other agreed-upon measure of damages.'® On this view (which I share), we
could still reserve the word “promise” for the stronger obligation to perform ab-
solutely, but that would be merely a stipulation about terminology. At most, it
would show that we need some other term to describe the perfectly legitimate
commitment to an intermediate obligation to perform-or-pay-damages.!®

In any event, my purpose here is not to defend this theory of monetary dam-
ages, but to show how far it has taken economists beyond the simple theory

14. A noteworthy exception in the prior literature is T. M. Scanlon, “Promises and Practices”
(1990) 19 Phil. & Pub. Aff. 199, 205 (discussed infra at note 17). See also T. M. Scanlon,
“Promises and Contracts” (elsewhere in this book).

15. O. W. Holmes, The Common Law, ed. by M. deWolfe Howe (Boston, MA: Little, Brown &
Co., 1963}, 236.

16. See, for example, D. Friedmann, “The Efficient Breach Fallacy” (1989) 18 J. Legal Stud. 1;
P. Linzer, “On the Amorality of Contract Remedies — Efficiency, Equity, and the Second Re-
statement” (1981) 81 Colum. L. Rev. 111, 138-9.

17. Scanlon, “Promises and Practices,” supra note 14 at 205.

18. Scanlon, “Promises and Contracts,” supra note 14 at 107.

19. Idevelop this argument at more length in R. Craswell, “Contract Law, Default Rules, and the Phi-
losophy of Promising” (1989) 88 Mich. L. Rev. 489, 506-8. See also R. Craswell and A. Schwartz,
eds., Foundations of Contract Law (New York: Oxford University Press, 1994), 54-5.
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discussed earlier. Once it is recognized that the threat of having to pay damages
can alter a promisor’s incentive to perform or breach, it is a short step to real-
ize that the threat of having to pay damages can also alter a good many other
incentives. Indeed, most of the history of contract economics since around 1980
has consisted of a gradual adding to the list of incentives that might be affected
by remedies for breach. As the following sections will discuss, economists are
now concerned with far more than the effect on the promisor’s incentives ac-
tually to carry out the promised actions. In a nutshell, whenever a party to a
contract must make a decision about something, there will be a corresponding
economic analysis of how the incentive to make that decision might be altered
by various remedies for breach.

A. The Incentive to Rely

For example, often one or both of the parties must decide how heavily to rely on
the promised performance. If A has promised to give B her car, B may have
various steps he could take before the car is delivered (taking driving lessons,
leasing parking space, and so on). If B is confident that the car will be deliv-
ered, taking those steps in advance may increase the benefit he derives from
the car — but if he takes those steps and A fails to perform, then some of his ef-
fort or expenses may be wasted (e.g., a nonrefundable deposit on the lease of
a parking space). Of course, B’s reliance could also take the form of refraining
from certain actions. For example, if B is confident that A will deliver the car
he might refrain from making alternative plans (buying a season-long bus pass) —
but this decision, too, could have negative consequences if A fails to perform her
promise.

As these steps in reliance on the promise all involve potential benefits as well
as potential harms, we can speak of the efficiency or inefficiency of each step.
Roughly speaking, the efficiency of any step depends on the balance between
its potential upside (its enhancement to B’s welfare if A does perform) and its
potential downside (the loss if B relies and A fails to perform), with each factor
weighted in some fashion by the probability that A will or will not perform. To
be sure, at this point the theory must be combined with a particular conception
of efficiency in order to evaluate the potential gains and losses, and to decide
how to balance the risks (e.g., should B be assumed to be risk-averse?). For my
purposes, however, the particular concept of efficiency that is used is less impor-
tant than the actions whose efficiency is being assessed. In the more complex
theory under consideration now, we have moved from assessing the efficiency
of the ultimate performance of the promise (the delivery or nondelivery of the
car) to assessing the efficiency of B’s reliance on A’s promise, at a time when
he is still awaiting delivery.
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Significantly, much of the recent economics literature has focused on just
this issue: on how enforceability affects the efficiency of the parties’ reliance.2°
Clearly, making A’s promise enforceable will increase B’s incentive to rely in one
respect, since enforceability will usually increase the probability that A will per-
form (thereby reducing the probability that B will be left in the lurch). But the
exact effect on B’s reliance incentives may depend not only on enforceability
vel non, but also on the exact nature of the enforceability, including the meas-
ure of damages B will collect if A fails to perform. For example, if B knows that
he is guaranteed compensation for all of his reliance expenses (lease deposits,
driving lessons, etc.), he will clearly have more of an incentive to rely than if
A’s promise is “enforceable” but B is guaranteed only some token payment in
compensation. In other words, enforceability is really a matter of degree rather
than an all-or-nothing matter — and the effect on B’s reliance incentives may
depend on the exact form that enforceability takes.

Indeed, this reliance argument has long been part of the instrumental case
for enforcing promises. An early version of the argument can be traced to Thomas
Hobbes, who emphasized the importance of enforceability whenever perform-
ance was to take place in sequence. Under Hobbes’s account, enforceability
might be unnecessary if the goods or services could be exchanged simultane-
ously, but without enforceability nobody would be willing to perform first, for
fear that the other party would not give whatever he or she had promised in re-
turn.?! But advance performance is simply one particular form of reliance on a
promise, so the modern economists’ treatment of reliance is really a generaliza-
tion of Hobbes’s concern. For example, even if the actual performance of the
promise is to take place simultaneously by both parties (so Hobbes’s concern
would be satisfied), one party might still have to rely on the promise by mak-
ing specialized investments in advance, in order to be in a position to carry out
her end of the deal. If the promise is legally enforceable, that party will be much

20. Relatively accessible, nontechnical discussions include A. M. Polinsky, An Introduction to Law
and Economics, 2nd ed. (Boston: Little, Brown & Co., 1989), 34-7; C. J. Goetz and R. E. Scott,
“Enforcing Promises: An Examination of the Basis of Contract” (1980); 89 Yale Law J. 1261;
Cooter, supra note 6, at 11-19; L. A. Kornhauser, “An Introduction to the Economic Analysis
of Contract Remedies” (1986), 57 U. Colo. L. Rev. 683, 700-02. Goetz and Scott anticipated
one theme of the present paper when they said, ibid. at 1264: “It is critically important to re-
alize that a promise is conceptually distinct from the actual transfer that it announces.”

For a sampling of the more technical economic literature on the incentives for efficient
reliance see, for example, S. Shavell, “Damage Measures for Breach of Contract” (1980), 11
Bell J. Econ. 466; W. P. Rogerson, “Efficient Reliance and Damage Measures for Breach of
Contract” (1984); 15 Rand J. Econ. 39 (1984); T. Chung, “Incomplete Contracts, Specific In-
vestments, and Risk Sharing” (1991) 58 Rev. Econ. Stud. 1031; and A. S. Edlin and S. Re-
ichelstein, “Holdups, Standard Breach Remedies, and Optimal Investment” (1996) 86 Am.
Econ. Rev. 478.

21. T. Hobbes, Leviathan, ed. by E. Curley (Indianapolis: Hackett Publishing Co., 1994), 84-5.
For a modern restatement of this argument, see Posner, supra note 8, at 89-90.
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more willing to make such an investment, just as (in Hobbes’s example) enforce-
ability will make one party willing to perform first.

Of course, the goal of the modern economic theory is not to encourage the
greatest possible amount of reliance, but rather to encourage an efficient amount.
Even promisors with the best of intentions will occasionally find themselves
unable to perform, so (under any conception of efficiency) there will usually be
some acts of reliance whose combination of upside and downside potential
makes them clearly inefficient. For example, even if A has promised to deliver
her car exactly at noon on the first of next month, it would normally be ineffi-
cient for B to depend on that promise so heavily that several lives would be lost
if the car were to be delivered an hour late. One goal of an economic analysis,
then — and one focus of the recent economic literature — is to identify those
forms of enforceability that will give parties an incentive to rely efficiently, but
no further.??

In addition, once the incentives for reliance are added into the calculus, it is
possible for conflicts to arise between the form of enforceability that would
optimize the incentives to perform and the form of enforceability that would op-
timize the incentive to rely.?? In that case, the efficiency of any given form of
enforceability will depend on its combined effect on each of the two relevant
incentives, so some trade-off may have to be made between slightly better ef-
fects on the incentive to perform and slightly worse effects on the incentive to
rely (or vice versa). In that event, the exact concept of efficiency being used would
no doubt be crucial in determining how the offsetting effects should be balanced.

Still, all that matters for my purposes is that — whatever concept of efficiency
is used — the resulting assessment rests the efficiency of any form of enforce-
ment on the efficiency of the resulting incentives. In effect, we have now moved
even further away from the simpler theory discussed above, which held that the
efficiency of enforcement depended solely on the effect of enforcement on the
decision to perform or breach.

22. Since the efficiency of any reliance decision depends in part on the probability that A will per-
form, and since that probability in turn depends partly on whether A’s promise is enforceable,
it might be thought that the efficiency of any reliance decision cannot be assessed without first
deciding whether the promise is enforceable or not, thus making it circular to decide the en-
forceability question by reference to the efficiency of the resulting reliance. (For an analogous
argument that it is circular to decide the enforceability question by reference to the reasonable-
ness of any reliance decision, see L. L. Fuller and W. R. R. Perdue Jr., “The Reliance Interest
in Contract Damages” (1936) 46 Yale Law J. 52, 85.) However, this circularity can usually be
avoided by solving both issues simultaneously — that is, by comparing the combined or total
efficiency of (1) the likely probability that A would perform, and the level of reliance B would
likely choose, if A’s promise were enforceable; with (2) the likely probability that A would per-
form, and the level of reliance B would likely choose, if A’s promise were not enforceable. For
a discussion of this point in economic terms, see Jim Leitzel, “Reliance and Contract Breach”
(1989) 52 L. & Contemp. Prob. 87.

23. Much of the technical literature cited supra in note 20 deals with exactly this conflict.
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B. Other Interim Incentives

Moreover, once we have broadened our focus from one set of incentives to
two, we might just as well proceed to three and beyond. For one thing, enforce-
ability can also affect each side’s incentives to take various precautions that
might affect their ability to perform. For example, if A has promised to deliver
the car in good condition, her ability to do so might depend on how well she
treats the car in the weeks before she is due to deliver it to B. If she parks the
car in construction zones, or fails to perform even the most routine maintenance,
then the odds that the car will still be in good condition will be much lower than
if she is assiduous in taking care of the car. Moreover, her incentive to take these
precautions may depend in part on whether her promise is enforceable — as well
as on the extent of its enforceability, including how much she will have to pay
if the car is not in good condition when she delivers it.?*

Once this effect is recognized, we can expand the economic theory in a man-
ner exactly analogous to the expansion discussed in the preceding subsection.
Just as in the case of reliance, it is possible to have too many precautions (chang-
ing the oil three times a day), so one goal of an economic theory is to induce an
efficient level of precautions. But since enforceability can affect the level of
precautions that the parties choose, this means that the efficiency of enforcing
promises must now depend on three effects: (1) the effect on the incentive to
perform, (2) the effect on the incentive to rely, and (3) the effect on the incen-
tive to take interim precautions. As before, it is entirely possible for some of
these effects to be positive and others negative, so the concept of efficiency that
is used will have to balance the offsetting effects to come up with an overall as-
sessment. However that balancing is accomplished, though, it is clear that the
efficiency of enforcing promises will now depend on the combined effect of
three sets of incentives.

Nor is there any reason to stop here. The parties may also have decisions to
make at any of several stages before the promise is ever made — for example,
decisions about which parties to transact with (and at what price),?> or about
how much time and effort to spend searching for better transacting partners,?®

24. For discussions of this effect see, for example, Cooter, supra note 6; Craswell, supra note 4,
61 8. Cal. L. Rev. at 646-50; L. A. Kornhauser, “Reliance, Reputation, and Breach of Contract”
(1983),26 J. L. & Econ. 691. As Cooter’s article emphasizes, this effect is closely analogous
to the effect of tort law in creating incentives to take precautions against accidental injury.

25. This is an important aspect of many recent game-theoretic models involving pooling and sep-
arating equilibria. See, for example, P. Aghion and B. Hermalin, “Legal Restrictions on Private
Contracts Can Enhance Efficiency” (1990) 6 J. L., Econ., & Org. 381; I. Ayres and R. Gertner,
“Filling Gaps in Incomplete Contracts: An Economic Theory of Default Rules” (1989) 99 Yale
Law J. 87, 108-132; Lucian Ayre Bebchuk and Steven Shavell, “Information and the Scope of
Liability for Breach of Contract: The Rule of Hadley v. Baxendale” (1991) 7 J. L., Econ., &
Org. 284.

26. See P. A. Diamond and E. Maskin, “An Equilibrium Analysis of Search and Breach of Contract,
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or how carefully to evaluate the proposed transaction (including their own po-
tential inability to perform) before committing themselves to a promise,?” or
how much to tell the other party prior to the contract.?® Each of these decisions
can either promote or reduce efficiency — for example, it is possible to spend
either too much or too little time investigating the proposed transaction — and
the enforceability of the promise (including the potential penalties for breach)
may well affect the parties’ incentives on each of these decisions. But once we
add these four effects to the three identified in the preceding paragraph, the
desirability of enforcement must now be seen to turn on the combined effect
of seven different incentives. And even this list is not complete, for other items
could be added for every possible decision that parties to a transaction might
conceivably have to make.

Indeed, there is at least one other effect that should be mentioned, which is
the effect of enforceability on the allocation of risk. If the risk of nonperformance
cannot be completely eliminated — that is, if even promisors who have taken all
reasonable precautions will at least occasionally be unable to perform — then
the losses resulting from nonperformance must (under a system of private liti-
gation) fall on one or the other of the two parties to the promise. Roughly speak-
ing, a rule of non-enforceability puts all of those losses on the promisee, while
arule of enforceability shifts some of the losses to the promisor, with the amount
of the shift depending on the measure of damages that enforcement entails. This
shifting of losses might seem to be a pure transfer from one party to the other,
with no consequences for overall efficiency. However, if either of the parties is
risk-averse, that party’s interim welfare can be reduced simply by bearing the risk
of an eventual loss. And if the two parties differ in their degree of risk-aversion,
there may be net gains from a regime of enforceability (or nonenforceability)
that puts more of the losses on the party who is least risk-averse.?® This adds
an eighth item to the list of possible effects that must be considered under the
broader economic theory sketched here.

C. Some Noneconomic Analogies

The final section of the paper will discuss the significance of this broader eco-
nomic theory for various philosophical issues of interest to contract law. Before

I: Steady States” (1979) 10 Bell J. Econ. 282; P. A. Diamond and E. Maskin, “An Equilibrium
Analysis of Search and Breach of Contract, II: A Non-Steady State Example” (1981) 25 J.
Econ. Theory 165; D. T. Mortensen, “Property Rights and Efficiency in Mating and Racing
Games” (1981) 72 Am. Econ. Rev. 968.

27. See R. Craswell, “Precontractual Investigation as an Optimal Precaution Problem” (1988) 17
J. Legal Stud. 401.

28. See R. Craswell, “Performance, Reliance, and One-Sided Information” (1989) 18 J. Legal
Stud. 365.

29. See, for example, A. M. Polinsky, “Risk Sharing Through Breach of Contract Remedies” (1983)
12 J. Legal Stud. 427.
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doing that, however, it may help to see how this broader theory fits with three
other conceptual views of contracts — views that are more often associated with
noneconomic perspectives, but which cohere quite nicely with the second eco-
nomic theory presented here.

The first view sees most contracts as essentially “relational,” in that they in-
volve an entire set of relationships rather than a single discrete transaction.3?
Relational analysis thus recognizes that there is more to most promises than just
the eventual acts of performance, and that the parties’ actions leading up to that
performance may be just as important as the performance itself. To be sure, re-
lational theorists often adopt normative goals other than efficiency, and thus
could in theory differ from economists in their conclusions about what forms of
enforceability are best.3! Still, since relational analysis focuses on more than just
the ultimate act of performance, it clearly fits better with the second economic
theory than with the first.

A second theoretical approach views contracts as a form of privately enacted
regulation.32 After all, by entering into a legally enforceable contract, the parties
subject themselves to an entire set of rules — some spelled out in the contract; oth-
ers supplied by the legal system - that will govern their relationship in the future.
Moreover, violations of those rules can be punished by the coercive power of the
state, in much the same way as violations of any public law. To be sure, many of
those who adopt this view do so to argue for greater state control over this “pri-
vate regulation,”>3 but the accuracy of the metaphor can be separated from this
alleged normative implication. (The normative implication would be inseparable
from the metaphor only if one believed that describing something as “‘regulation”
automatically justified greater state control.) For present purposes, what is im-
portant about this metaphor is its insistence that every enforceable contract gives
rise to an entire set of legal constraints, and that these constraints then alter the
parties’ incentives in the same way as any other regulatory regime. A full analy-
sis of these incentives — as opposed to merely analyzing the eventual performance
of the contract — is also what is emphasized by the second economic theory.

Indeed, the same could be said of a third view, which sees contracts not
as precursors of some action to take place in the future, but rather as instantly

30. See, for example, I. R. Macneil, “Economic Analysis of Contract Law: Its Shortfalls and the
Need for a ‘Rich Classificatory Apparatus’” (1981) 75 Nw. U. L. Rev. 1018; I. R. Macneil,
“Contracts: Adjustment of Long-Term Economic Relations Under Classical, Neoclassical, and
Relational Contract Law” (1978) 72 Nw. U. L. Rev. 854; R. W. Gordon, “Macaulay, Macneil,
and the Discovery of Solidarity and Power in Contract Law” (1985) Wis. L. Rev. 565.

31. I'say “in theory” because relational theorists sometimes endorse something close to efficiency
as their goal. See R. Craswell, “The Relational Move: Some Questions from Law and Eco-
nomics” (1994) 3 S. Cal. Interdisc. L.J. 91, 99-108.

32. W. D. Slawson, “Standard Form Contracts and Democratic Control of Lawmaking Power”
(1971) 84 Harv. L. Rev. 529; see also T. D. Rakoff, “Contracts of Adhesion: An Essay in Re-
construction” (1983) 96 Harv. L. Rev. 1174, 1206-1215.

33. For example, Slawson, ibid.
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effective transfers of a set of legal entitlements. On this view, if A promises to
sell B her car then A has as of that date transferred certain rights in her car to
B. Of course, many of the rights thus transferred will be contingent ones, which
may not spring to life until a certain date has arrived, or until B first tenders the
price of the car, or until some other condition of the contract has been satisfied.
But if all of the contingencies are met, A’s subsequent delivery of the car can
be seen not merely as the performance of a promise, but as the handing over of
what is now B’s car. On this view, then, the obligation to perform a promise can
be seen as one aspect of the obligation to respect others’ property rights.34
This property-rights perspective might seem to fit slightly less well with the
second of the theories discussed here, since it emphasizes an instantaneous
transfer of rights rather than an ongoing set of relationships. But the “property
rights” perspective does at least shift the focus away from the very last step in
the process — the eventual consummation of the promise — to the change in legal
relations that is effected the very day the contract is made. Moreover, the “prop-
erty rights” metaphor (like the “private regulation” metaphor discussed above)
makes it easier to see that it is a bundle of rights that has been transferred: that
more has changed hands than just the good or service that will eventually be
bought or sold. In this respect, both metaphors fit much better with the second
or more complete economic theory than they do with the first. Under the sec-
ond economic theory, it is precisely the change in entitlements at the time the
promise becomes binding that gives rise to all of the interim incentives.

IV. Implications of the Distinction

For some purposes, very little turns on the distinction I have drawn here. That
is, if we judge the efficiency of enforcement not simply by the efficiency of the
promised actions, but rather by the efficiency of the set of incentives that are
created by the promise, many of the same questions arise in an only slightly al-
tered form. For example, those who believe that individuals are the best judges
of their own welfare could still argue that most voluntary promises ought to be
enforced, on the ground that any set of incentives chosen by the individual parties
will probably be an efficient one. Similarly, it can still be argued that this pre-
sumption should be reversed in the case of promises induced by fraud or duress,
on the ground that it can no longer be presumed that the incentives created by
the promise must have been efficient. Thus, although the earlier quotation from
Richard Posner questioned whether performance should be presumed to be ef-

34. For two (very different) recent statements of this view, see Barnett, supra note 7, at 291-300;
and Peter Benson, “The Unity of Contract Law” (elsewhere in this book). Some commentators
have traced this view back to medieval law; for a discussion and critique of these historical
claims, see A. W. B. Simpson, A History of the Common Law of Contract (Oxford: Clarendon
Press, 1975), 75-80.
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ficient (if the promise was induced by fraud),3> he could just as well have ques-
tioned whether the entire package of incentives created by the promise can be
presumed to be efficient in cases of fraud. In short, once we view the effect of
a promise as transferring an entire set of entitlements, not just the ultimate per-
formance, many of the same arguments can still be made.

In some cases, though, a switch to the broader economic theory alters the is-
sue or changes the underlying argument. In the remainder of this essay I discuss
the implications of the broader theory for several issues that have interested
contracts scholars: (1) whether to enforce a promise even if circumstances have
changed, so that performance would no longer be efficient; (2) whether to pre-
sume the efficiency of enforcement simply from the fact that the promise was
agreed to voluntarily; (3) whether to enforce a promise if nobody has yet relied
on the promise; and (4) when to impute a promise to a party who has not made
any sort of explicit commitment.

A. The Problem of Changed Circumstances

As noted earlier, the first economic theory, which justified enforcement by the
presumed efficiency of the promised actions, had difficulty with cases where
circumstances had changed so that performance was no longer efficient. If the
promised actions were no longer efficient, the first theory could imply that the
promise should no longer be enforceable, so the promisor should be released
with no liability at all.3¢

By contrast, the second or broader economic theory has a much easier time
with this sort of case. Even if performance itself would no longer be efficient,
it could still be efficient to hold the promisor liable, to give her an incentive to
decide whether it was still worthwhile to perform. It might also be efficient to
hold her liable to preserve her incentives to take the optimal level of precautions
against just this sort of mistake, or to optimize the other party’s incentive to rely
on these contracts, or to allocate the consequences of this sort of mistake in ac-
cordance with the parties’ relative risk-bearing abilities (to list just three of the
possible reasons). In short, the fact that performance is no longer efficient does
not in itself give any reason for believing that the combination of incentives cre-
ated by the promise is no longer likely to be efficient.3” This is why the second
economic theory has much less difficulty justifying enforcement of a promise
even after circumstances have changed.

35. See supra note 8 and accompanying text.

36. See the discussion above in Section I.B.

37. As Michael Trebilcock puts it, “an exchange of contractual rights may be Pareto superior (in-
cluding agreed risk allocations) even if the subsequent exchange of the promised performance
is not.” M. J. Trebilcock, The Limits of Freedom of Contract (Cambridge, MA: Harvard Uni-
versity Press, 1993), 127.
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To be sure, the second economic theory is not completely immune from the
problem of changed circumstances. That is, there might still be cases in which
circamstances had changed so drastically that the entire set of incentives created
by the promise, though perfectly efficient at the time the promise was made, is no
longer efficient — for example, if there were a dramatic change in the parties’
relative risk-aversion, or in their relative ability to take precautions to minimize
certain risks. After all, even when the efficiency of enforcement is seen to turn
on an entire set of incentives (as the second theory holds), it is always possible
for the circumstances relevant to those incentives to change after the promise
was made. At some level, then, the switch to the second theory does not free us
from having to deal with the problem of changed circumstances.

There are, however, two reasons why this problem is quantitatively different
under the second theory. First, the number of cases in which circumstances
change enough to upset the entire balance of incentives is likely to be small, at
least in comparison to the number of cases that could arise under the first the-
ory, where all that needed to change was the efficiency of the promised actions.
Indeed, if the circumstances change sufficiently to upset the entire balance of
incentives, the promisor may well be excused under existing law — either com-
pletely excused, as in cases of impracticability or frustration;3® or partially re-
lieved from responsibility, as under the various mitigation doctrines.>® In this
respect, the second economic theory may provide a closer fit with current doc-
trine than the first.

Second, courts may also be less able to recognize cases where the entire bal-
ance of incentives is no longer efficient.#? Under the first theory, where the only
concern was whether it was still efficient to perform the promise, it was easy to
imagine situations where even a judge (acting with the benefit of perfect hind-
sight) could see that performance was no longer efficient. Consider, for example,
cases in which the promisor has made a slight mistake that would now be hugely
expensive to correct (e.g., a building that is built one foot smaller than it should
have been), and where the cost of correcting the mistake exceeds any plausible
estimate of the importance of the problem to the promisee. Although it might
be hard to measure the damage award needed to compensate the promisee, few
would argue that such a promise should be completely unenforceable (imply-
ing that damages should automatically be zero), especially if the mistake that
led to the increased cost was the promisor’s own fault, thus negating any defense

38. For analyses of the impracticability defense that are broadly in keeping with this approach, see
Posner and Rosenfield, supra note 9; M. J. White, “Contract Breach and Contract Discharge
Due to Impossibility: A Unified Theory” (1988) 17 J. Legal Stud. 353; A. O. Sykes, “The Doc-
trine of Commercial Impracticability in a Second-Best World” (1990) 19 J. Legal Stud. 43.

39. See, for example, C. J. Goetz and R. E. Scott, “The Mitigation Principle: Toward a General
Theory of Contractual Obligations” (1983) 69 Va. L. Rev. 967.

40. This drawback of impracticability and the other excuse doctrines was emphasized by Schwartz,
supra note 12, and by Sykes, supra note 38. See also A. Kull, “Mistake, Frustration, and the
Windfall Principle of Contract Remedies” (1991) 43 Hastings L.J. 1.



Two Economic Theories of Enforcing Promises 37

of impracticability. Significantly, though, liability in such a case is harder to
defend under the first economic theory. If performance is clearly and verifiably
inefficient, and if the the only justification for enforcing the promise is to make
sure the performance decision is efficient (as the first theory would hold), why
should a clearly inefficient performance ever be enforced?

Under the second theory, though, where the relevant question is whether the
entire set of contractual incentives is still efficient, it is less likely that there will
be many cases where courts can easily tell that the efficiency of those incentives
has been reversed. As this point is closely related to the issue of whether indi-
viduals or courts should be deemed to be the best judge of individual welfare,
I turn now to that issue.

B. The Problem of Paternalism

Section II.B introduced the question of whether the efficiency of enforcement
can be inferred from the fact that a promise was made knowingly and volun-
tarily. The concept of efficiency, standing alone, does not imply anything about
how efficiency should be identified in any given case, or about what institution
should be charged with that task. Still, many of those who advocate efficiency
do believe that the affected individuals are usually the best judges of their own
welfare, and that those individual judgments will usually be less imperfect than
the judgments of courts or of other third parties. If this belief is correct, it might
make sense to adopt an absolute rule barring courts from ever second-guessing
the knowing and voluntary judgments of the contracting parties.*!

The key question, of course, is whether this belief is correct. I suggest that,
if the only dimension of efficiency that is relevant is the efficiency of perform-
ing the promise (as the first economic theory would have it), the correctness of
that belief is at least debatable. Even if individuals have better knowledge of
their own wants and needs, courts sometimes have the advantage (as noted ear-
lier) of better knowledge of events subsequent to the promise. And even when
nothing has changed since the promise was made, there also may be cases where
one of the individuals simply was not very good at evaluating the promised per-
formance, and where this mistake or error will be obvious to a more competent
court. If an expensive English-language encyclopedia has been sold to a child-
less couple that does not even speak English, or if fifty years” worth of dance
lessons have been sold to an eighty-year-old widow, it is difficult to argue that —

41. I abstract here from the admittedly difficult question of how one ought to define “knowing”
and “voluntary” for purposes of this argument. For a thoughtful discussion of the latter issue,
together with a survey of the extensive literature, see A. Wertheimer, Coercion (Princeton:
Princeton University Press, 1987). My own views are set forth in R. Craswell, “Property Rules
and Liability Rules in Unconscionability and Related Doctrines” (1993) 60 U. Chi. L. Rev. 1;
and R. Craswell, “Remedies When Contracts Lack Consent: Autonomy and Institutional Com-
petence” (1995) 33 Osgoode Hall L.J. 209.
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at least in these cases — a court could not make a better judgment than that made
by the individuals involved.

To be sure, granting courts the power to block such exchanges is not a fool-
proof solution, for the courts themselves will at least occasionally err. And if
courts were never (or hardly ever) better at judging such matters than were the
parties themselves, a flat rule prohibiting this sort of second-guessing might
well be justified on the grounds that it would minimize the total number of likely
errors. But as long as the only relevant issue concerns the efficiency of actually
performing the promise (as the first theory would have it), it simply is not clear
that courts are hardly ever good at making such judgments, so it is at least a close
question whether we might get more efficient results by allowing a defence to
enforceability in any case where the inefficiency of performance were extreme
and obvious. In effect, such a defence would correspond to a purely substantive
version of the unconscionability doctrine, in which the unfairness or inefficiency
of the terms themselves could be ground for setting the contract aside.

Indeed, even Richard Epstein — a staunch defender of freedom of contract —
once defended a functionally equivalent role for the unconscionability doc-
trine.*? To be sure, Epstein argued that obviously inefficient contracts should be
taken as presumptive evidence of some underlying problem such as incapacity
or fraud, so technically Epstein was urging that enforcement be blocked be-
cause of the (likely) underlying problem, not because of the inefficiency of the
contract itself. But since Epstein did not require any direct evidence of the un-
derlying incapacity or fraud — indeed, his argument was precisely that incapac-
ity and fraud are sometimes too hard to prove directly — the practical effect of
his proposal would have been to justify courts in refusing to enforce contracts
whenever the contracts themselves seemed clearly and obviously inefficient.
Such arule is defensible only if we think the courts are reasonably good at rec-
ognizing such cases.

Once it is seen that there is more to efficiency than the efficiency of the ac-
tual performance, however, the case for judicial second-guessing becomes
weaker. Even in cases where it is obvious that actually selling the product or
service would be inefficient, allowing a defense to enforcement would also have
a number of other effects, and these may be harder for a court to evaluate. For
example, denying enforceability in such cases might also change sellers’ in-
centives to seek out certain kinds of customers, or to raise the price charged to
an entire class of customers who might later be released by the courts.*> And
though it is possible for these combined effects still to be positive on balance,
that judgment is obviously more complicated, and therefore harder for courts

42. R. A. Epstein, “Unconscionability: A Critical Reappraisal” (1975) 18 J. L. & Econ. 293, 293—
301.

43. As Epstein himself recognized (ibid.). For another discussion of this aspect of the uncon-
scionability doctrine see A. Schwartz, “A Reexamination of Nonsubstantive Unconscionability”
(1977) 63 Va. L. Rev. 1053, 1076-82.
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to get right. Admittedly, these additional effects of an enforceable promise may
also make it harder for individuals to judge whether a given promise is in their
own interests, so it might be thought that there would be no net effect on the
relative abilities of courts and individuals. But to the extent that the attraction
of judicial second-guessing depends on there being clear or easy cases where
enforcement would obviously be inefficient, that attraction can no longer be
claimed once the full range of efficiency consequences is recognized.

C. The Problem of Detrimental Reliance

The broader economic theory also sheds some light on the relationship between
the enforceability of a promise and the promisee’s reliance. Some philosophers
and some lawyers have argued that the case for enforcement is weaker, or per-
haps even nonexistent, if a promisor changes her mind before the other party
has relied on her promise in any way. In essence, these authors see the obliga-
tion to keep a promise as simply a specific instance of the obligation not to cause
harm. And if the promise is withdrawn before anyone has changed his or her
position, they argue, then the promise can be broken without harming anyone,
and so the obligation to keep the promise loses its force.**

Of course, on one view of this reliance argument, the economic theories
discussed here have nothing to say to it. The reliance theory starts from the
premise that one should not cause harm, and if this principle is taken to be an
absolute, nonconsequentialist command, then nothing that economics can say
will be of any relevance. Many advocates of the reliance theory, however, do
not attempt to ground the harm principle in any particular moral theory, and thus
are not necessarily opposed to any form of consequential analysis. Indeed, since
the goal of not causing harm fits very easily into any consequentialist frame-
work, it should not be surprising that some of the conclusions of the reliance
theory appear in the second economic theory as well.

In particular, we have already seen that the second economic theory counts,
as one of the factors that could justify enforceability, the effect of enforceabil-
ity on the promisee’s incentives to rely.> To be sure, this factor played no role
in the first economic theory (whose only goal was ensuring that the choice
between performance and breach was made efficiently), so that theory would
indeed be at odds with the arguments of the reliance theorists. But because the

44. In the legal literature, examples of this position include P. S. Atiyah, Promises, Morals, and Law
(Oxford: Clarendon Press, 1981) [hereinafter Atiyah, Promises, Morals, and Law]; and Fuller
and Perdue, supra note 22 at 53-7. Examples in the philosophical literature include N. Mac-
Cormick, “Voluntary Obligations and Normative Powers” (1972) 46 (Supp. Vol.) Proc. Aris-
totelian Soc’y 59 at 62—7; and O. Hanfling, “Promises, Games and Institutions” (1975) 75 Proc.
Aristotelian Soc’y 13 at 15-18. For criticisms of the reliance argument see, for example, Fried,
supra note 11, at 10-11; Barnett, supra note 7, at 274-7; J. Raz, “Promises in Morality and
Law” (1982) 95 Harv. L. Rev. 916, 924-5; T. M. Scanlon, Promises and Contract.

45. See Section II1.B above.
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second economic theory counts the effect on reliance as one of the principal
reasons for the enforcement, the gap between the reliance argument and this
second economic theory is much narrower.

Of course, this does not mean there is no gap at all. For one thing, the goal
of the second economic theory (insofar as reliance is concerned) is to induce an
efficient level of reliance, and the reliance theorists do not necessarily accept
efficiency as their goal. Indeed, some of the reliance theorists seem to take the
promisee’s level of reliance as given — that is, they frame the question, “Should
we enforce this promise?” at a time when the promisee already has (or has not)
relied, and thus do not even address the effect of their answer on the promisee’s
ex-ante reliance incentives.

Nevertheless, most reliance theorists recognize that they do not want to en-
courage any and all forms of reliance on a promise, and that some method must
therefore be found for separating legitimate from illegitimate reliance. Patrick
Atiyah, for example, regarded the question of whether a promisor should be re-
sponsible for any particular act of reliance as a complex question of social pol-
icy, which must ultimately depend on a social judgment about what kinds of
reliance ought to be encouraged.*® But Atiyah did not make it his goal to spell
out the exact social policy that ought to be employed, so his position is at least
potentially consistent with the economists’ social policy of encouraging only
efficient reliance.

In short, it is a mistake to assume that there is any necessary or inherent con-
flict between reliance theories, on the one hand, and the second economic the-
ory, on the other. Individual reliance theorists may of course differ — both with
economists, and with each other — but the extent of their differences will de-
pend on how each answers Atiyah’s more specific policy question, about just
which kinds of reliance ought to be encouraged. And any differences that do
result should be attributed to their different stance on this policy question, not
to their initial choice of a “reliance” or an “economic” perspective. On this is-
sue, then, the devil really is in the details, and the choice of initial perspectives
determines much less than is usually supposed.

The same might be said of another possible conflict, concerning which prom-
ises ought not to be enforced. As noted earlier, some reliance theorists believe
that, if a promise has not yet been relied upon, the promise should not be en-
forceable. This conclusion does seem to be at odds with the second economic
theory, for under that theory reliance was merely one of several factors that
might bear on the efficiency of enforcement. Thus, under the second economic
theory, it might still be efficient to enforce a promise that had not yet been
relied upon if enforcement would induce a more efficient level of precautions

46. Atiyah, Promises, Morals, and Law, supra note 44, at 65-69. The need for some kind of social
or policy judgment is also emphasized by J. M. Feinman, “Promissory Estoppel and Judicial
Method” (1984) 97 Harv. L. Rev. 678, 712-716.
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against accidents (for example), or if enforcement would make for a more effi-
cient allocation of risks.

On closer examination, though, there is no reason for a reliance theorist to
be commiitted to the idea that protecting reasonable reliance is the only possible
justification for enforcement. Again, Patrick Atiyah can serve as a convenient
counterexample. Atiyah discussed only one of the other possible economic ef-
fects of enforcement — the effect of enforceability on the allocation of risk — but
he was quite explicit that a contract designed to shift risks could justifiably be
enforced, even if it had not been relied upon.*” For Atiyah, then, the effect of
enforceability on reliance is one possible reason for enforcing promises, but it
is not the only one. Exactly the same is true under the second economic theory
discussed here. If reliance theorists differ with economists on this issue, then, it
will be because of how they answer this secondary question (what other grounds
for enforcing promises are justifiable?), and not because of anything inherent
in reliance theory itself.

Still another possible conflict concerns the role of freedom of contract. The
economic theory discussed here accords a relatively large weight to the individ-
ual parties’ own judgments about efficiency, on the ground (as discussed in the
preceding subsections) that individuals usually know their own circumstances
better than judges will. By contrast, Atiyah is usually identified with a position
that is much less supportive of freedom of contract.*8

On this issue too, however, Atiyah’s actual position does not diverge from
the economic theory nearly as much as might be expected. As noted earlier,
Atiyah believes that the question of whether any particular promisor ought to
be liable is a question of social policy, which may require a balance between
any number of conflicting factors.*® But once he has framed the issue in terms
of the balance of social policy, Atiyah then suggests that an explicit promise by
a promisor should often be treated as an admission that the balance of social
policy, at least in this case, justifies enforcement. Since this is an admission
against the promisor’s own interests (assuming that the promisor is now in court
contesting enforcement), Atiyah argues that the admission ought at least to
be presumptive on the question of enforceability, and in many cases ought to be
conclusive.>® Thus, in the end Atiyah is willing to give priority to the individ-
ual’s own knowledge of her own circumstances, rather than to allow courts to
second-guess the desirability of enforceability in every case. Of course, other
reliance theorists might take a different position on this issue, which would lead

47. Atiyah, Promises, Morals, and Law, supra note 44, at 208-9 (discussing contracts of insurance,
and other pure risk-shifting contracts).

48. See especially P. S. Atiyah, The Rise and Fall of Freedom of Contract (Oxford: Clarendon
Press, 1979) at 56 [hereinafter Atiyah, Freedom of Contract]. See also the discussion below
in Section IV.D.

49. See supra note 46 and accompanying text.

50. Atiyah, Promises, Morals, and Law, supra note 44, at 184-202.
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them into more of a conflict with economists. My point is simply that differ-
ences of this sort will stem from their answers to this narrower institutional is-
sue — whose decision should decide whether enforcement is justified on social
grounds? — and not from anything required by reliance theory itself. Here, too,
the choice of initial perspective determines much less than is usually supposed.

D. The Problem of Imputed Promises

The popular view of reliance theory as somehow hostile to freedom of contract
may stem from the views of some reliance theorists on the question of when the
law should infer an enforceable promise. For example, Atiyah points out that the
law often infers such promises when the other party has relied in some way on
the putative promisor’s behavior. In these cases, he suggests, it is really the re-
liance itself that justifies the imposition of liability, and the implied “promise”
is merely a legal fiction that could easily be dispensed with.’! He then argues
that this sort of imputed promise is at least potentially in conflict with the idea
of freedom of contract:

As soon as liabilities come to be placed upon a person in whom another has reposed trust
or reliance, even though there is no explicit promise or agreement to bear that liability, the
door is opened to a species of liability which does not depend upon a belief in individ-
ual responsibility and free choice. Not only is the party relied upon held liable without
his promise, but the party relying is relieved from the consequences of his own actions.
The values involved in this type of liability are therefore closely associated with a pa-
ternalist social philosophy, and a redistributive economic system.>2

Although this view might seem to be quite at odds with the economic argu-
ments, here, too, the divergence is more apparent than real. The key to the rec-
onciliation is that, in the cases now at issue, the putative promisor has not clearly
said whether she has or has not made a binding promise. That is, if one party were
to explicitly disclaim any responsibility — I think I will probably do x, and you
may well want to rely on my doing so, but I warn you that I'm not actually prom-
ising that I'll do it, so you should rely only if you're willing to accept the risk
of being disappointed” — if the speaker has made such an explicit disclaimer,
few if any reliance theorists would hold the speaker liable.> The hard case,

51. Ibid. at 173-176.

52. Atiyah, Freedom of Contract, supra note 48, at 6-7. The view that reliance-based lability is
inconsistent with freedom of contract can also be found in G. Gilmore, The Death of Contract
(Columbus: Ohio State University Press, 1974) at 88—-103. This view has also been accepted
by some critics of the reliance doctrine — for example, R. E. Barnett, “Contract Scholarship and
the Reemergence of Legal Philosophy” (1984) 97 Harv. L. Rev. 1223, 1240-41.

53. Scanlon, “Promises and Practices,” supra note 14 at 209, 211 note 9, considers just such a case
and takes it as obvious that the speaker has discharged any responsibility by such a warning at
the time he makes the promise. His argument (and mine) assumes, of course, that the disclaimer
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then, is when the speaker has neither expressly assumed nor expressly denied any
sort of obligation. To decide such cases, the law must perforce adopt a default
rule or default interpretation.

There is, of course, a large and growing literature on the choice of default
rules, which I will not try to summarize here.>* Still, as long as whatever rule
the law adopts is merely a default rule — that is, as long as the speaker is free to
opt out of the rule by clearly specifying an intention to do so — it is hard to
argue that the rule interferes in any way with the speaker’s freedom of contract.
True, any such rule may to some extent burden the speaker’s freedom, since any
default rule will require at least some parties (those who would prefer a differ-
ent rule) to take whatever steps are required to opt out of the default. But if this
is enough to count as an infringement of freedom of contract, then freedom of
contract is doomed from the start, since the law must always have some default
rule (to have no default rule at all would mean the case could not be decided),
and thus will always impose such a burden on at least some contracting parties.
As long as the steps required to opt out of the default are not unduly burden-
some, I would argue that every possible default rule (including Atiyah’s) is just
as consistent with freedom of contract as any other.>>

Indeed, even if one believes instead that freedom of contract requires default
rules that match whatever most parties intend,>® it may still be the case that
Atiyah’s default rule meets this test. Default rules that correspond with what most
parties intend (sometimes called “majoritarian” default rules) do at least reduce
the number of parties who will have to opt out of the default, so they might be
thought desirable whether or not they are seen as more consistent with freedom
of contract. But if we ask when most parties would want their tentative or po-
tential plans to be legally enforceable, one answer is: Whenever enforceability
would increase the total expected value of the project, by encouraging the other
party to choose an efficient level of reliance.>” If this is correct, then it is not
surprising that the law often imputes an enforceable obligation in just those

is obvious (e.g., not buried in the fine print of a long document), that the other party is ca-
pable of understanding the disclaimer, and that there are no other imperfections of the sort that
would invalidate any mutual agreement regardless of its terms. Compare M. Pettit Jr., “Mod-
ern Unilateral Contracts” (1983) 63 Boston U. L. Rev. 551, 574-81 (discussing cases where
disclaimers that had not been adequately brought to the other party’s attention were not given
legal effect).

54. See, for example, Ayres and Gertner, supra note 25; and the symposium published at 3 S. Cal.
Interdisc. L. J. 1 (1993).

55. 1develop this argument at more length in R. Craswell, “Philosophy of Promising” supra note
19 at 514-28.

56. See, for example, R. E. Barnett, “The Sound of Silence: Default Rules and Contractual Con-
sent” (1992) 78 Va. L. Rev. 821, 875-85.

57. See, for example, R. Craswell, “Offer, Acceptance, and Efficient Reliance” (1996), 48 Stan. L.
Rev. 481; A. Katz, “When Should an Offer Stick? The Economics of Promissory Estoppel in
Preliminary Negotiations™ (1996) 105 Yale Law J. 1249; Y. Che and D. Hausch, “Cooperative
Investments and the Value of Contracting” (2000) Am. Econ. Rev., forthcoming.
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cases where it is desirable for the other party to rely. Far from indicating that
the law has rejected freedom of contract, it may simply show that the law is se-
lecting (or trying to select) the most efficient default rule.

Again, there is room for differences on this point — either differences about
what default rule most people in fact would want, or differences about whether
default rules should even be selected on that basis. My claim is simply that
differences on issues such as these do not depend, in any necessary way, on
whether one starts with some version of reliance theory or with the second eco-
nomic theory discussed here. On this issue, too, there is no inherent conflict
between reliance theory and economics.

V. CONCLUSION

There are, of course, many other grounds for disagreeing with the economic
theory described here. There are many disagreements that are entirely internal
to the theory (““all things considered, which measure of damages is in fact the
most efficient?”), or about the issues I have elided here (how should individual
welfare be judged? how should interpersonal comparisons be made?). There is
also room for external disagreement about whether efficiency should be the goal
of contract law. Nothing I have said in this essay even begins to address these
other, more interesting disagreements.

Instead, my goal here has been the more modest one of clarifying just what
the economic theory is (and is not). Although some authors occasionally speak
as though efficiency, as applied to contract law, meant nothing more than en-
forcing all contracts whose performance is still efficient — a theory that would
indeed be starkly opposed to most other perspectives — most modern economic
writers hold a theory that is much richer and more complex. It is this theory,
and not the simpler one-dimensional version, that should be on the table in fu-
ture debates.>®

58. I am grateful to Peter Benson, Barbara H. Fried, Martha C. Nussbaum, Eric A. Posner, and
participants at a Stanford workshop for helpful comments; and to the Lynde and Harry Bradley
Foundation and the Sarah Scaife Foundation for financial support when I was a faculty member
at the University of Chicago Law School.
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The Scope and Limits
of Legal Paternalism

Altruism and Coercion in
Family Financial Arrangements

MICHAEL J. TREBILCOCK AND STEVEN ELLIOTT

I. Introduction

A. The Analytical Problem

The regulation of family business financial arrangements has become a major
problem for contract lawyers in Commonwealth jurisdictions. While the com-
munality of family life and the informality and trust that it engenders are often
rightly celebrated, they can also permit dominant family members to impose fi-
nancial risks on other members that they would not otherwise choose. A recur-
rent example involves family homes being used as security for business ventures
being undertaken by family members. Wives are sometimes induced by their
husbands, who operate small businesses that are in financial difficulties, to en-
ter into a mortgage of the jointly owned family home to secure the business’s
line of credit. The business subsequently fails and the bank moves to foreclose
on the mortgage. Similarly, parents are sometimes induced by adult children to
enter into security transactions to obtain credit for the child’s business. Not un-
derstanding the legal implications of the transaction or appreciating the risks of
the venture, wives and elderly parents can be led to stake their interest in their
home in what they ought to view as a poor investment. When these risks mate-
rialize, courts are asked to allocate the loss from the venture as between the un-
sophisticated family members and the lender holding the security. The principles
upon which courts make these allocations determine the terms upon which
lenders will advance credit to many small businesses. Lord Browne-Wilkinson
has articulated a dilemma raised by these facts:

... it is important to keep a sense of balance when approaching these cases. It is easy to
allow sympathy for the wife who is threatened with the loss of her home at the suit of a
rich bank to obscure an important public interest viz., the need to ensure that the wealth
currently tied up in a matrimonial home does not become economically sterile. If the
rights secured to wives by the law render vulnerable loans granted on the security of

45
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matrimonial homes, institutions will be unwilling to accept such security, thereby reduc-
ing the flow of loan capital to business enterprises.!

The volume of litigation raising variants on the basic family home fact pattern
evinces the difficulties Commonwealth courts have had in articulating a fair and
efficient governing regime.2 Markedly different approaches have been taken to
delineating the legal relationships of the parties to these arrangements. In re-
cent years English courts have been especially active in developing the law in
this area. The House of Lords has treated the problem in a trilogy of cases cul-
minating in Barclays Bank plc v. O’Brien in 1993.3 Their lordships pressed the
slumbering doctrines of undue influence and constructive notice into service in
protecting the interests of vulnerable transactors. Barclays Bank plc v. O’Brien
marks a trend towards increasingly paternalistic regulation of family surety
transactions. The English Court of Appeal has now in Royal Bank of Scotland
v. Etridge issued a major restatement of the law, which is of particular interest
for its detailed discussion of the independent advice requirement.* The same
year saw major decisions by the Australian High Court and the New Zealand
Court of Appeal in Garcia v. National Australia Bank Limited and Wilkinson v.
ASB Bank Ltd. respectively.”> Underlying these legal doctrines are important
questions about the limits of private ordering in the family setting. The commu-
nality, informality, and trust characteristic of family life can generate agency
costs that subvert or outweigh the conventional benefits of free contracting. This
poses special problems for designers of legal regimes intended to regulate the
behaviour of family members and financial institutions.

This paper explores the nature of family financial contracting in an attempt
to clarify the regulatory issues that arise out of the basic family home fact pat-
tern and its variants. The primary focus is on the contractual relationship be-
tween family sureties and lenders. Several possible legal regimes are examined
in light of a proposed analysis of the typical contract failures they ought to
address. The aim is to specify the inefficiencies associated with each possibility
in order to make comparative evaluations. While each of the possible regimes
we examine entails error and transaction costs, there are better and worse con-
tenders. For expository purposes this study concentrates on spousal and parent

—

. Barclays Bank plc v. O’Brien [1994] 1 AC 180 at 188 [hereinafter Barclays Bank].

2. See the Table of Cases in B. Fehlberg, Sexually Transmitted Debt: Surety Experience and English
Law (Oxford: Clarendon Press, 1997) at xv—xxii [hereinafter Sexually Transmitted Debt].

3. National Westminster Bank plc v. Morgan [1985] 1 AC 686 [hereinafter Morgan]; CIBC Mort-
gages plc v. Pitt [1994] 1 A.C. 200 [hereinafter Pitf]; O’Brien, supra note 1.

4. Royal Bank of Scotland v. Etridge (No 2) [1998] 4 All ER 705 (CA) [hereinafter Etridgel;
Etridge is curently under appeal to the House of Lords and is scheduled to be heard in summer
2000. See also Barclays Bank v. Boulter [1999] 1 W.L.R. 1919 (H.L.).

5. Garcia v. National Australia Bank Limited (1998) 72 A.L.R. 1243 (H.C.) [hereinafter Garcial;

Wilkinson v. ASB Bank Ltd [1998] 1 N.Z.L.R. 674 (C.A)) [hereinafter Wilkinson].
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surety cases.® Similar problems sometimes arise between cohabitants, siblings,
and even friends, and the analysis applies mutatis mutandis in these cases.

We argue that the optimal approach is to insist that vulnerable contractors
proposing to enter potentially disadvantageous arrangements be independently
advised as to their nature and risks. Vulnerable contractors who have been prop-
erly advised should be held to their bargains. The enforceability of a lender’s se-
curity ought to be contingent on its ensuring that vulnerable contractors are so
advised. While protecting wives and elderly parents from being taken advantage
of in certain ways, this proposed rule respects their ultimate choices and enables
them to organize their affairs according to their own best judgment and inclina-
tions, including altruistic inclinations. In view of the potential for exploitation
in family life, we argue that not stipulating that vulnerable contractors be inde-
pendently advised when they are proposing to enter into potentially disadvan-
tageous arrangements foregoes real welfare gains. Independent advice in these
circumstances increases the likelihood that agreements will be Pareto superior.
We also reject more interventionist and paternalistic regulation as working
against the best interests of the very people it is intended to protect. In this re-
spect we take issue with those who hold that the risks of exploitation in the fam-
ily setting call for governance with a heavy judicial hand.” The approach we pro-
pose is also sensitive to the importance of credit to family-centred businesses.®

B. Theoretical Orientation

John Stuart Mill famously argues in his essay, On Liberty, that people should
be free to make choices concerning their own lives subject to their not harming
others. He writes that there is no basis for interfering with a person’s conduct:

6. The usual fact pattern considered in this study involves a lender, a primary borrower, and a
surety. In most cases the primary borrower is male and the surety is female. In the interest of
clarity we have elected to use the female pronoun to identify all sureties and similarly placed
persons, and the male pronoun to identify lenders and primary borrowers.

7. For example, D. Otto, “A Barren Future? Equity’s Conscience and Women’s Inequality” (1992)
18 Melbourne U. L. Rev. 809; although not discussing the family setting, P. Burrows makes a
similar call for greater judicial intervention in contractual relations: “Contract Discipline: In
Search of Principles in the Control of Contracting Power” (1995) 2 Eur. J. L. & Econ. 127 [here-
inafter Burrows, “Contract Discipline”]; see also M. Richardson, “Protecting Women Who Pro-
vide Security for a Husband’s, Partner’s, or Child’s Debts: The Value and Limits of an Economic
Perspective” (1996) 16 Legal Stud. 368.

8. Compare Sexually Transmitted Debt, supra note 2 at 281. Special mention needs to be made to
two books that form the intellectual backdrop to this study and are referred to extensively. The
first is M. Trebilcock, The Limits of Freedom of Contract (Cambridge, MA: Harvard University
Press, 1993) [hereinafter Limits], in which one of us explores at a general level some of the the-
oretical problems engaged in this study. The second is Fehlberg’s valuable study, Sexually Trans-
mitted Debt, supra note 2. Our evaluations draw on empirical evidence Fehlberg gathered on
the experiences of spousal sureties in England.
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... when that conduct affects the conduct of no persons beside himself or need not af-
fect them unless they like (all the persons concerned being of full age, and the ordinary
amount of understanding). In all such cases there should be perfect freedom, legal and
social, to do the action and stand the consequences.®

Despite the strong terms in which Mill states this anti-paternalist doctrine, he
acknowledges early in his essay that “it is, perhaps, hardly necessary to say that
this doctrine is meant to apply only to human beings in the maturity of their fac-
ulties.”'? In the quoted passage he confines the proposition to persons of full
age and the ordinary amount of understanding. Moreover, Mill contends that
voluntary enslavement contracts are inconsistent with basic notions of indi-
vidual self-fulfilment — an individual should not be free to agree not to be free.!!
These are notable qualifications to Mill’s anti-paternalism. There is no denying
the necessity of qualifications such as these. Even the committed laissez-faire
liberal Milton Friedman is forced to concede that “there is no use pretending
that problems are simpler than in fact they are. There is no avoiding the need
for some measure of paternalism.”!?

Legal restrictions on contractual capacity of minors and mental incompetents
reflect Mill’s qualifications on the anti-paternalism principle. These are com-
plicating restrictions, as the legal categories of minors and mental incompetents
can be arbitrary. Law makers may choose a particular age of capacity for prag-
matic reasons, but maturity of judgment is not a discontinuous or binary state,
completely absent at one moment in time and fully realized in the next. The
legal category of minors is consequently both over and under-inclusive. Mental
incompetence is also distributed unevenly. Individuals display different degrees
of mental competence in relation to different kinds of interactions with others.
In extreme cases of infancy or insanity individuals may lack the capacity to form
a stable or coherent preference structure as their wills are unformed or paral-
ysed, but many other cases are not so clear.'3

Individuals with stable and coherent preference sets may nonetheless make
choices that are inconsistent with those preferences. Coercion or information
failure are both conditions under which this may occur. In these circumstances
the individual’s existing preferences remain the basic reference point. Some
scholars favour a broader scope for paternalistic intervention. For example,
Sunstein argues for a substantial role for legal paternalism, reflecting a majority
of the population’s preferences about preferences, or second order preferences
at the expense of first order preferences, by way of analogy with the story of
Ulysses and the Sirens, in which Ulysses asked to be bound to the mast in or-

9. J.S. Mill, On Liberty (Northbrook, IL: AHM Pub. Corp., 1947) at 76 [hereinafter On Liberty].
10. Ibid. at 10. 11. Ibid. at 104.
12. M. Friedman, Capitalism and Freedom (Chicago: University of Chicago Press, 1962) at 33-34.
13. See Limits, supra note 8 at c. 7 (“Paternalism”).
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der to avoid momentary temptations to succumb to the entreaties of the Sirens.'#
Sunstein gives examples including addiction, habit, and myopia.!>

Others argue that many preferences are endogenous or contingent and lead
to choices that individuals would make differently absent the social, eco-
nomic, legal, ideological, and other influences that have determined them.
This view has the potential to subvert traditional autonomy values. Sunstein
acknowledges that “if the ideas of endogenous preferences and cognitive dis-
tortions are carried sufficiently far, it may be impossible to describe a truly au-
tonomous preference.”’!® In order to avoid this implication, Sunstein argues
that “there is a substantial difference between a preference that results from
the absence of available opportunities, or a lack of information about alterna-
tives, and a preference that is formed in the face of numerous opportunities
and all relevant information.”!” While this qualification perhaps puts some con-
straints on the scope of legitimate paternalistic intervention, when a prefer-
ence is formed in the face of numerous “opportunities” and “all relevant” in-
formation raises far from axiomatic issues, and moreover does not directly
address the mental or emotional capacity of given individuals to evaluate
available opportunities, even if numerous, or all relevant information, even if
available to them.

Family financial transactions raise particularly difficult questions about the
scope and limits of legal paternalism. This context brings together two phe-
nomena that have proven particularly intractable in the law of contract: altruism
and coercion. Many family commitments are at least partially motivated by al-
truism. These commitments exist in the penumbra of arms-length commercial
contracts, but have always been accorded an exceptional status in the law of
contract. Family commitments are often taken by the courts as not having been
intended or understood to be legally enforceable.!® Even where family commit-
ments are otherwise legally enforceable — for example, completed gifts, clear
reciprocal commitments, or arrangements involving non-familial third parties —
the intimate or dependent nature of many familial relationships may provide a
basis for arguing that one family member was coerced by another. While al-
truism is an exalted quality, in some cases it may be symptomatic of invidious
features of family relations — domination and subjugation. The tension between

14. See J. Elster, Ulysses and the Sirens: Studies in Rationality and Irrationality, rev. ed. (Cam-
bridge: Cambridge University Press, 1985).

15. See for example C. Sunstein, “Legal Interference with Private Preferences” (1986) 53 U. Chi.
L. Rev. 1129 [hereinafter Sunstein, “Private Preferences”]; C. Sunstein, “Preferences and Pol-
itics” (1991) 20 Philosophy and Public Affairs 3.

16. Sunstein, “‘Private Preferences,” supra note 15 at 1170

17. See C. Sunstein, “Disrupting Voluntary Transactions” in J. Chapman and R. Pennock, eds.,
Markets and Justice (New York: New York University Press, 1989) at 275.

18. See Limits, supra note 8 at c. 8 (“‘Consideration™); E. A. Posner, “Altruism, Status, and Trust
in the Law of Gifts and Gratuitous Promises” (1997) Wis. L. Rev. 567.
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these polarities has been dramatically highlighted in the burgeoning case law
concerning family financial transactions, typically also involving third party
financial institutions. While family financial transactions and arrangements are
often viewed as falling outside the scope of mainstream contract law, they pro-
vide a signal opportunity to re-evaluate the scope and limits of legal paternalism
in contract law generally.

In this paper, we largely adopt a law and economics perspective on legal
paternalism, while attempting to be sensitive to the implications of other nor-
mative perspectives. Our approach accords primacy to the task of uncovering
and respecting transactors’ real preferences, and is sceptical about legal inter-
ventions that over-ride or disregard those preferences. In addition, a law and
economics perspective on contract theory in general, probably reflecting its util-
itarian foundations, tends to the view that theorizing for theorizing’s sake has
little value. Useful theorizing illuminates real-world problems that have other-
wise proven intractable. We are for this reason unapologetic in motivating our
analysis of the scope and limits of legal paternalism in contract law with a real-
world problem.

This is a study of the scope and limits of legal paternalism in a salient and
difficult context. Courts adopt a paternalistic stance when they interfere with con-
tractual relations in order to protect vulnerable family members from transactions
not in their best interests that they may choose or be induced to enter. There is
a growing literature addressing the theoretical challenges posed by paternalistic
state intervention in contractual relations.'® Scholars have noted that practically
useful analysis can only occur in close relation to the facts of particular con-
tracting contexts.2 We would note at the outset that even factually specific analy-
sis of this sort cannot, as a matter of principle, yield determinate solutions to
real world problems. Theoretical analysis can only provide the forms of argu-
ments that might justify or discredit particular paternalistic interventions. Judg-
ment and evidence are also needed, and judgments of this sort are inherently
contestable. In the last section of this paper we assess several possible govern-
ing rules in order to determine which, in our judgment, best vindicates the
welfare and autonomy values that frame our analysis.

19. G. Dworkin, “Paternalism” in R. A. Wasserstrom, ed., Morality and the Law (Belmont: Wads-
worth Pub. Co., 1971); D. Kennedy, “Distributive and Paternalist Motives in Contract and Tort
Law, with Special Reference to Compulsory Terms and Unequal Bargaining Power” (1982) 41
Maryland L. Rev. 563; A Kronman, “Paternalism and the Law of Contracts” (1983) 92 Yale
Law J. 763 [hereinafter Kronman, “Paternalism”]; R. Spergel, “Paternalism and Contract: A
Critique of Anthony Kronman” (1988) 10 Cardozo L. Rev. 593; Sunstein, “Private Preferences,”
supra note 15; P. Burrows, “Analyzing Legal Paternalism” (1995) 15 Int’l Rev. L. & Econ. 489
[hereinafter Burrows, “Legal Paternalism”]; S. A. Smith, “Future Freedom and Freedom of
Contract” (1996) 59 Modern L. Rev. 167; E. Zamir, “The Efficiency of Paternalism’ (1998) 84
Va. L. Rev. 229. There is a substantial philosophical literature on paternalism that is reviewed
in Limits, supra note 8 at c. 7.

20. For example, Burrows “Analyzing Legal Paternalism,” supra note 19 at 506-507.
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C. Organization of Paper

In Section I, we look generally at the role of private ordering in the family set-
ting. We contrast the benefits of free contracting with concomitant risks, and
point to features of family life that give rise to a need for paternalistic regula-
tion of family financial arrangements. In Section III, we define certain terms
and taxonomize the contracting problems that are prevalent in the family set-
ting. In Section IV, we consider the role of independent legal advice as a device
that is often employed to correct some of those contracting problems. We out-
line three possible functions of independent advice and assess their potential
efficacy. In Section V, we detail the gatekeeper role that lenders play in detecting
and correcting contract failure in the family setting. In so doing, we specify the
parameters of the gatekeeping duty that lenders ought to be under. We conclude,
in Section VI, with a general discussion of the scope and limits of legal pater-
nalism in this contractual setting.

II. Private Ordering and Family Financial Arrangements

Private ordering holds out the possibility for individuals to fashion life plans for
themselves and with those with whom they share intimate relationships that
meet their aspirations in a way that no standardized legal norms or expansive
judicial discretion exercised by others who are not privy to those life plans or
aspirations is likely to achieve.?! A properly structured legal regime that is re-
spectful of private contractual ordering can serve as a support for the personal
autonomy of those that it governs, and can promote their welfare by enabling them
to arrange their affairs as they see fit. Amongst family members, contractual
freedom can permit the furtherance of their mutual and several ends in accord
with their own judgments and inclinations. In relation to their financial affairs
the benefits of freedom of contract are obvious. Families often need to accu-
mulate assets in order to realize their mutual and several life plans. Particularly
where their skills lie in business, families need access to credit if they are to ac-
cumulate those assets. As credit often requires collateral it is important to many
families that they be free to borrow on the strength of their current assets, in-
cluding their family home.

Communality is a cardinal feature of family life. Whereas self-interest may
be an appropriate general characterization of motivation in the broader social
world, the presumption is reversed in familial interactions. Family members
often display interdependent utility functions. The happiness of each is to some
extent contingent on the happiness of the others. From a contracting perspec-
tive, this feature of family relations can be the source of important benefits to

21. See M. Trebilcock and R. Keshvani, “The Role of Private Ordering in Family Law: A Law and
Economics Perspective” (1991) 41 U. Toronto L. J. 533.
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family members. Apart from the mutual goods that family members may pursue,
such as child rearing, and the common goods that they may participate in, such
as companionship and emotional well-being, the interdependent utility func-
tions that family members display also help members to achieve their several
ends efficiently. Joint arrangements that promote the projects of some members
only will be willingly made if other members are confident that their happiness
is also important. There is no need to specify consideration for the contributions
of the others — what comes around, goes around. Where there is a community
of interdependent interests, members can trust that they will receive a share of
the benefits in due course. This trust or implicit reciprocity allows arrangements
to be structured informally and therefore more flexibly. Funds are made avail-
able for the education of children, and their time is in turn made available to
care for their parents when they age. Homecare is provided to enable a spouse
to devote himself or herself to a career, and the proceeds of that career in turn
secure the economic future of the homecare worker. Countless smaller advances
are routinely made on the credit of a loving bond. The informality engendered
by familial trust can yield savings in the transaction costs of negotiating formal
complete contingent claims contracts and legal enforcement. At the limit, the
unity of families is itself a costless enforcement device; or rather, it obviates the
need for enforcement.??

Although families can be of the first importance in enabling members to de-
velop and realize mutual and several life plans, feminist scholarship alerts us to
the risks of oppression and exploitation that can inhere in family relationships.
It is enough to state the communal ideal of family life to recognize that it is
rarely achieved. Particularly where families are characterized by a sharp divi-
sion of labour and a high degree of dependency between members, family fi-
nancial contracting can be rife with abuse. The law reports are replete with cases
in which a vulnerable spouse, parent, or child claims to have been taken ad-
vantage of financially by another family member concerned primarily with per-
sonal gain. It may seem rational for a family member to delegate financial de-
cision making to another family member as an efficient division of labour.
Unfortunately, having placed her financial affairs in the hands of that family mem-
ber, she may find that her interests are detrimentally ignored.

The difficulties of family contract regulation arise out of the fact that no
family is a perfect unity. Even the members of the most harmonious households
have several as well as mutual ends. These differences of interest are accentu-
ated by the possibility of family breakdown. The high incidence of divorce in
most Western societies and the prevalence of elder abandonment mean that the
prospect of breakdown should often weigh in making family financial arrange-
ments. Prudent family members will want to protect their personal positions in

22. See A. Kronman, “Contract Law and the State of Nature” (1985) 1 J. L., Econ. & Org. 5 at
30-31.
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light of this contingency. The trust and informality that result from family com-
munality can be easily abused by a member seeking to favour his own severable
interests at the expense of his family. The purpose of regulating family arrange-
ments is to put safeguards in place to reduce this risk.

The limited communality of family life raises a special problem for the
designers of a legal regime intended to regulate family financial affairs. Lim-
ited communality means that family agreements differ categorically from arms-
length commercial contracts. Whereas commercial actors can be assumed for
interpretive purposes to be actuated by self-oriented motives, family members
cannot be. Family financial arrangements should not therefore be thought of as
bargains in the strict sense. In assessing the equity of commercial agreements
courts can and variously do consider both the fairness of the substantive terms
and the process leading up to their execution.?? There is a long-standing debate
about which type of factor or combination of factors should be sufficient to
justify intervention.2* In the pre-breakdown family setting it is not possible to
assess the fairness of substantive terms without doing violence to the interde-
pendent preferences of participants. Family arrangements are opaque in that
apparent one-sidedness is not a reliable indicator of inequity. There is no prob-
able basis for inferring that gifts are disadvantageous from the point of view of
the donor because participants are as likely to be motivated by familial altruism
as by self-interest.

Judicial interference with family guarantees is sometimes said to depend in
part on whether the surety consented out of genuine familial altruism or out of
submission. Stuart-Smith LJ wrote this in Royal Bank of Scotland v. Etridge:

Legitimate commercial pressure brought by a creditor, however strong, coupled with
proper feelings of family loyalty and a laudable desire to help a husband or son in fi-
nancial difficulty, may be difficult to resist. They may be sufficient to induce a reluctant
wife or mother to agree to charge her home by way of collateral security, particularly if
they are accompanied by family pressure and emotional scenes. But they are not enough
to justify the setting aside of the transaction unless they go beyond what is permissible
and lead the complainant to execute the charge not because, however reluctantly, she is
persuaded that it is the right thing to do, but because the wrongdoer’s importunity has
left her with no will of her own.2’

This is reasonable in principle but in practice difficult to apply directly because
of the difficulty a court would face in trying to assess the surety wife’s psy-
chological state when she agreed to the security obligation. What evidence there
may be is likely unreliable. The difficulty stems in part from a moral hazard en-
demic to many family surety cases. At the time the security is given the husband

23. See P. S. Atiyah, “Contract and Fair Exchange” (1985) 35 U. Toronto L. J. 1.

24. See for example Burrows “Contract Discipline,” supra note 7; A. A. Leff, “Unconsionability
and the Code — The Emperor’s New Clause” (1967) 115 U. Penn. L. Rev. 485.

25. Etridge, supra note 4 at para 10.
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and wife may have divergent interests as the husband seeks finance for a business
that it is not in the wife’s best interests to promote. If the business fails, how-
ever, and the bank moves to enforce its security, then the husband’s and the
wife’s interests will converge. At this time it will be in both of their interests to
defeat the bank’s claim and retain possession of their home. Both the husband
and the wife have a strong incentive in these cases to misrepresent the wife’s
psychological dependence and the indicia of pressure.?” They will often be the
only witnesses to important events leading up to the wife’s execution of the
bank’s security. For this and other reasons external observers after the fact are
poorly positioned to examine whether vulnerable sureties were motivated by
genuine familial altruism or by psychological submission.

A regulatory strategy is driven by the practical difficulty of distinguishing
altruism from psychological submission to focus on the procedure by which
arrangements are made. The challenge is to specify procedural safeguards that
minimize the likelihood that Pareto inferior arrangements will be consummated.
These safeguards must not actually prevent people from acting on their own
better judgment or inclination, nor must they drive the costs of small business
finance up to unacceptable levels. Transparent and objective criteria need to be
found to trigger extraordinary protective measures, and these measures them-
selves must be carefully crafted. While ostensibly one-sided transactions may
be the legitimate product of familial altruism, the adequacy of consideration
may nonetheless serve an important purpose in flagging transactions that call
for these special measures. In Section V, we return to the details and justifica-
tion of a procedural regulatory strategy.

III. Contract Failure in the Family Setting

The primary welfarist justification of private ordering is that in free coopera-
tion all participants maximize the satisfaction of their utility functions. Con-
tracts that are not mutually maximizing are to that extent inefficient. Just as free
markets can be afflicted by various forms of market failure, free contracting can
be afflicted by contract failure.?8 A contract failure is a condition that causes a
particular agreement to be other than mutually welfare maximizing. Prominent
examples are coercion and information failure. A contract failure is then a prima
Jacie reason why a particular contract should not be enforced. Not every con-
tract failure is, however, sufficiently serious to justify judicial interference. The
notion of contract failure embraces many minor shortcomings that ought to be
tolerated as not undermining the essence of a beneficial exchange. Weak coer-

26. See discussion at pages 60-62 below.

27. This phenomenon is vividly illustrated by the facts of Goldberg v. Barnett Alexander Chart
(English Ch. D, 30 July 1998).

28. Sunstein, “Private Preferences,” supra note 15.
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cion may cause an agreement to be less than mutually welfare maximizing while
there may still be good reason to believe that it is mutually welfare enhancing.
As well, courts are ill-equipped to identify certain forms of contract failure on
a case-by-case basis. Rough justice consists in minimizing transaction costs by
selecting rules and setting standards that will uphold welfare-enhancing agree-
ments most of the time, while varying or setting aside agreements that are af-
flicted by more egregious forms of contract failure.

In this section, we identify the forms of contract failure that are commonly
associated with family contracting. Family arrangements are interesting in part
because they can implicate a complicated set of contracting problems. Before
proceeding to set out the taxonomy of common contract failures, we briefly ex-
plain the normative terminology in which our discussion is cast.

A. Welfare and Autonomy

The principal normative measure that we employ in our analysis is utility or wel-
fare as conventionally understood by economists. In our conceptual schema it
is analytically true that preference satisfaction conduces to welfare maximiza-
tion. For the purposes of our study it is necessary, however, to go beyond the
economist’s reliance on revealed preferences. As we elaborate below, cognitive
incapacities may cause people to try to satisfy preferences that do not form part
of a stable or coherent preference structure. This may be because the actor’s im-
maturity or mental incompetence prevents her from having such a preference
structure. It may also be because the actor has not reflected on her preferences
in such a manner as to form a settled view about her own best interests and the
extent to which those interests are bound up with the interests of others. In ei-
ther case, where the preferences of an actor are not stable and coherent it can-
not confidently be said that her choices are welfare enhancing. It is important to
look both at the extent to which agreements satisfy the preferences of partici-
pants and at the quality of those preferences.

Autonomy is a second concept we use in assessing regulatory regimes. We
distinguish internal from external autonomy.?® Internal autonomy involves
constraints on free action internal to the person. Cognitive incapacities such as
immaturity and mental incompetence are commonly thought to limit the sense
in which action can be said to be fully autonomous. A lack of internal auton-
omy might be described as an inability to act in a fully purposive manner; it
might also be described by saying that the actor lacks a stable or coherent util-
ity function.?® Some people may even lack an independent utility function of
any sort. Internal autonomy is not a quality that humans simply have; it is found

29. Compare A. Wertheimer, Exploitation (Princeton: Princeton University Press, 1996) at 64-65.
30. See discussions in Kronman, “Paternalism,” supra note 19; Burrows, “Legal Paternalism,” supra
note 19; and Burrows, “Contract Discipline,” supra note 7.
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in differing degrees, and can be both damaged and fostered.>! Internal autonomy
is helpfully thought of as a continuum, with fully mature and thoughtful action
at one end, and immature or mentally incompetent action at the other. The law
must of course find a point on the continuum at which it is satisfied that action
is sufficiently internally autonomous to be legally efficacious.

External autonomy is the freedom of the actor to do things in the world with-
out impediment. It is an amalgam, embracing three relevant types of external
constraint on free action.2 A first type is lack of resources such as capital or
information which can prevent an actor from freely realizing her life plans. A
second constraint is laws backed by the coercive power of the state that curtail
free action. Legal incapacities interfere with autonomy in this external sense.
Specifically, the refusal of courts to uphold agreements made by certain types
of actors (for example, dependent housewives) would interfere with their ex-
ternal autonomy. This second type of constraint overlaps with the first because
a person’s lack of resources may be perpetuated by state enforcement of prop-
erty rights. That is to say, a person’s lack of resources may be dependent upon
the existence of coercive laws. A third constraint is private coercion which limits
choice by imposing undesirable consequences on actions that would otherwise
be preference satisfying. While each of these three types of constraint operates
in a different manner upon the freedom of the actor to maximize his or her pref-
erence satisfaction, and while normative questions about their justified limits
may differ, for the purposes of our analysis the three types are helpfully gathered
together into the concept of external autonomy.

B. Forms of Contract Failure

In this section we taxonomize several forms of contract failure that are preva-
lent in the family setting. The causes of contract failure do not always yield to
discrete classification. Often the same behaviour can give rise to more than one
type of failure, or to different failures in different circumstances, that is to say,
there is overlapping and shading. For example, physical or emotional abuse may
have a direct coercive effect on a victimized spouse; abuse may also go beyond
coercion and damage the abused spouse’s psychological health to such an ex-
tent that he or she is unable to make considered and rational decisions even ab-
sent an immediate threat. The differences between the forms of contract failure
that we identify are nonetheless significant and worth highlighting.

1. COGNITIVE INCAPACITY. Cognitive incapacity occurs whenever a person
lacks the capacity to form a stable or coherent preference structure. Paradig-

31. See J. Nedelsky, “Reconceiving Autonomy” (1989) 1 Yale J. L. & Fem. 7.
32. A fourth type of external constraint that is not relevant for present purposes is actual physical
barriers.
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matic examples of cognitive incapacity are immaturity and mental incompetence.
These conditions are conventionally recognized as preventing the actor from
achieving the standard of internal autonomy the law expects of transactional
participants. There is reason to doubt that an agreement entered into by a cog-
nitively incapacitated actor will promote her welfare, and as such there is rea-
son for the law to restrict her contractual freedom. Cases decided on the basis
of undue influence often invoke notions of immaturity and mental incompetence
to justify setting agreements aside, particularly where young persons or aging
parents are participants.3?

TEMPORARY DISTORTING STATES. Some cognitively distorting states are
temporary. Powerful emotions, for example, may prevent a person from acting
on a stable and coherent preference structure, and a person in a state of high
emotion may be thought to be incapable of rationally deciding whether to enter
into contractual relations. This may be the basis of laws requiring prospective
marriage partners to wait a period of time after the issuance of a marriage licence
before marrying as well as laws that require spouses on marriage break-up to
remain separated for a minimum period before divorcing.?* These laws are
attempts to mute powerful passions that can cloud judgment. Impulsiveness,
fatigue, excessive agitation, and intoxication are other temporarily distorting
states.>> Family financial arrangements are often made in emotionally charged
circumstances. Particularly when family finances are in trouble and stress levels
run high, the intimate relations that exist between spouses and between parents
and children can give rise to ill-considered decisions. In the course of deciding
whether to enforce family financial agreements courts have often noted the
emotional state of participants at the time of execution.>®

ABSENCE OF REFLECTION. A further and important head of cognitive inca-
pacity is lack of reflection. People may have the intellectual resources needed
to understand the nature and implications of a transaction, but nonetheless act
against their best interests because they do not give their own preferences ade-
quate thought. These decisions cannot be said to spring from stable and coher-
ent preference structures. This is because the actor’s preferences are not rooted
in an appreciation of their identity and a durable life plan, and are consequently

33. For example, Powell v. Powell [1900] 1 Ch 243 [hereinafter Powell] (immaturity); Canadian
Kawasaki Motors Ltd v. McKenzie (1981) 126 D. L. R. (3d) 253 (Ont Co Ct) [hereinafter Ka-
wasaki Motors] (immaturity); Contractors Bonding Ltd v. Snee [1992] 2 NZL.R. 157 (C.A)
[hereinafter Snee] (senility); Geffen v. Goodman Estate (1991) 81 D. L. R. (4th) 211 (SCC)
[hereinafter Geffen] (mental illness).

34. Kronman, “Paternalism,” supra note 19.

35. Compare J. Feinberg, Harm to Self (1986) at 113.

36. For example, Morgan, supra note 3; Kawasaki Motors, supra note 33; Bank of Credit and Com-
merce International SA v. Aboody [1992] 4 All ER 955 (CA) [hereinafter Aboody]; Etridge,
supra note 4.
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prone to being altered by relatively contingent influences. A recurrent theme in
feminist analysis is that many women are conditioned to defer to the projects and
needs of their parents, husbands, and children.>” Not only are interdependent
utility functions inculcated, but it is commonly said that women are encouraged
not to give much thought to their own independent interests.>® Parents are also
prone to this form of contract failure in dealings with their children.>® A failure
to reflect on one’s own interests must be distinguished in principle from delib-
erate and reflective altruism arising out of familial love. Altruism is not a form
of contract failure. As we have noted, the designer of a legal regime governing
family arrangements must contend with the practical difficulty faced by external
evaluators in drawing this principled distinction.*?

PSYCHOLOGICAL DAMAGE. A more insidious and hopefully less common
form of cognitive incapacity observed in family life is the psychological dam-
age that can be done by physical and emotional abuse. There has been con-
siderable research into the psychological effects of spousal, child, and elder
abuse.*! It seems clear that abused persons may become incapable of evaluat-
ing their own preferences independently of the context of abuse, of imagining
acts that might free them from that pattern of abuse, and of anticipating a life
outside of that context.*? Victims of abuse may also have a feeling of power-
lessness that prompts them not to reflect on their preferences.** They may also
come to experience themselves as increasingly dependent on the person who ex-
erts control over them, this in turn causing heightened or continuing attachment
and loyalty (a form of cognitive dissonance).** Severe distress, depression, and

37. See, for example, C. MacKinnon, Feminism Unmodified: Discourses on Life and Law (Cam-
bridge, MaA: Harvard University Press, 1987) at 39; L. McClain, “‘Atomistic Man’ Revisited:
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of Women, 2nd ed. (London: Longmans, Green, Reader, and Dyer, 1869).
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v. Bundy [1975] 1 QB 326 (CA) [hereinafter Bundy].
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Co., 1992) at 51-71.
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1989).
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M. Seligman, Helplessness: On Depression, Development and Death (San Francisco: W. H.
Freeman, 1975).
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anger may preoccupy victims to such an extent that they are unable to function
in basic social roles. Abuse-related difficulty in concentrating may prevent vic-
tims from bringing their minds to bear on complex financial affairs. These are
judgment-impairing incapacities that reduce the internal autonomy of the victim
and constitute a form of contract failure.

I1. CHOICES THAT DO NOT REFLECT UNDERLYING PREFERENCES.
Grounds for judicial contract regulation may exist where an actor has a stable
and coherent preference structure but the choices that they make in particular
circumstances are inconsistent with that structure. This inconsistency may be
due to either coercion or information failure. Information failure consists in
problems of either availability or processing ability.

COERCION. Coercion connotes force, but a moment of reflection tells us that
coerced people generally comply willingly because of their alternatives. This,
the focus of a normative theory of coercion should not be on the psychological
state of the coerced person, but rather on the status of the decision she faces. A
person’s decision may be said to be coerced where it is structured by another
person’s threat to perform a wrongful or otherwise illegitimate act. The coerced
person’s decision to comply is determined by the risk of this illegitimate alter-
native. Absent the threat, the coerced person would have a more attractive third
option. The question is, what sorts of choices are such that no one should have
to make them? In The Limits of Freedom of Contract, one of us explores the
philosophical debate about coercion, and we do not intend to revisit it here.*3
For reasons that will become clear, it is sufficient to observe that threatening to
breach a contract may have a coercive effect if the contract cannot be effectively
enforced.

Family relations are often characterized by both overt and covert coercion.
In extreme circumstances family financial arrangements may be made under the
explicit threat of immediate physical harm.*® This is a classic duress scenario.
More commonly perhaps, relationships may be underwritten by implicit threats
of violence, perhaps made credible by periodic actualization.*” Where this is
so, the lack of an articulated threat of immediate violence if certain arrange-
ments are not made does not detract from the operation of the threat on the
decision faced by the threatened spouse, parent, or child. Psychological abuse
may also be coercive, as the threat of harm may be no less real to the victim.*8
A pattern of violence supporting an implied threat of abuse or comparable

45. Limits, supra note 8 atc. 4.
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psychological abuse may be coercive; as noted above, it may also go beyond
coercion and strip the abused of her capacity to identify her own best interests.

The spousal relationship also can give rise to coercion of a more subtle but
possibly more widespread variety. Where the well-being of a marriage is more
important to one spouse than the other, the spouse for whom the relationship is
less important can use it in bargaining to extract rents.*> Consider a marriage
characterized by a sharp division of labour. Assume that the wife is unable to
achieve the level of financial well-being alone that she can in the marriage,
while pursuing her other objectives, such as child rearing. The implicit marriage
agreement might be summarized in this way: the husband will pursue a career
and earn money for the benefit of the family; the husband will provide the wife
with financial security in her old age; the wife will not pursue a career, but will
work in the home caring for the husband and raising the couple’s children. The
wife is in the position of a first mover in this relationship and risks a defection
strategy by the husband in later stages of the relationship which will typically
impose greater costs on her than him.>°

Husbands and wives in the basic family home fact pattern often have diver-
gent interests. This point that has not always been appreciated by the courts.!
Wives can be expected to have a greater aversion to financial risk because of
the contingency of marriage breakdown. The most recent United States data
suggest that after divorce the average standard of living of women declines by
27 percent and the standard of living of men rises by 10 percent.52 This is
largely due to the fact that during marriage it has been traditional for men to
concentrate their energies on acquiring marketable human capital and for women
to acquire less marketable homemaking and child rearing skills. The post-
divorce financial security of many women is therefore more dependent on their
interest in assets accumulated during the marriage than is the security of men.
Married women who are concerned about their future well-being and alert to
the possibility of marital breakdown will choose in light of this to invest their
share of family assets more conservatively than their husbands will. The mag-
nitude of this divergence of interests in any particular case depends on how
stable the marriage is, taking into account the strains that financial crises may put
the relationship under.>3 A further divergence of interests may occur where the
husband operates the business venture in question and derives greater psychic
benefits from it than his wife because his identity and self-esteem are more closely

49. See generally A. Wax, “Bargaining in the Shadow of the Market: Is There a Future for Egali-
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bound up with the business’s success. Empirical evidence gathered by Fehlberg
confirms the reality of these divergences of interest. She notes a “distinction
between entrepreneurial debtors and financially more cautious sureties.”3*
Fehlberg found that female sureties tended to act out of motivations which pri-
oritize economic and relationship preservation above any expectation of direct
financial benefit from providing security; “sureties: supported debtors out of
loyalty, love and economic necessity, but generally expressed a preference for
a lower but more reliable income.”>3

The fact that the husband captures most of the financial and psychic bene-
fits if a family business succeeds but bears only half of the financial costs if it
fails creates an agency cost problem. This is analogous to the agency costs of
debt in a corporation where equity-holders derive all the upside gains from a
risky investment while sharing the down-side losses with debt-holders, and to
the agency costs of free cash flow where managers can employ uncommitted
cash for purposes at variance with the interests of shareholders.3¢ The husband
in family home cases has a differential incentive to convert a specific asset into
more liquid form. \

Imagine then a traditional couple in middle life, the husband wishing to
embark on a business venture that puts the family assets at substantial risk. The
husband makes an explicit or implicit threat to leave his wife if she will not con-
tribute her share of the family assets to the venture as security.>” It is a credible
threat for in the event of divorce the husband’s standard of living may rise as he
would no longer be responsible for supporting his wife into retirement. Taking
into account the limited financial settlement she can expect in the event of di-
vorce, the wife is faced with a coercive choice. She can refuse to participate in
the venture and risk a divorce which would deprive her of the considerable fi-
nancial and other benefits afforded by the marriage. Alternatively, she can
choose to participate and place herself in a financial position that, while better
than it would be in the event of divorce, is worse than the position she was in
before the venture was proposed as her assets would now be invested less con-
servatively. Fehlberg found that “most sureties considered that by signing they
could benefit to the extent that their pre-signing position would be maintained,
both financially and in terms of the relationship. Most, however, viewed it as a
neutral or negative benefit, because they were in effect sacrificing in order to
maintain their pre-security position.”>® The pressure on the wife can be emotional
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as well as financial because of the relatively low prospects of middle-aged women
remarrying.>® Lord Browne-Wilkinson observed that “the sexual and emotional
ties between the parties provide a ready weapon for undue influence: a wife’s
true wishes can easily be overborne because of her fear of destroying or dam-
aging the wider relationship between her and her husband if she opposes his
wishes.”®0 The reason that the choice in all of these cases is coercive is that the
husband is in effect structuring it by the threat of a wrongful act. He is oppor-
tunistically threatening not to perform his second mover obligations under the
implicit marriage agreement. These are obligations that the wife cannot effec-
tively enforce.5!

The prevalence of opportunistic breach in the marital setting has been noted
before.5? Our purpose here is to draw attention to the fact that its availability
can enable husbands to structure coercive choices for their wives that are de-
signed to extract financial benefits. In our view this basic fact pattern and vari-
ations on it are widespread and deserve serious attention.

INFORMATION FAILURE. Information failure occurs where a transactor either
lacks information about a proposed arrangement or lacks the ability to process
it. Information failure is a form of contract failure because agreements that are
subject to it may not be Pareto superior. The best agreements made on the ba-
sis of limited information will differ systematically from agreements made on
the basis of perfect information. By processing information we refer both to the
comprehension of complex legal and business facts and to the sorting and sift-
ing of alternatives that people perform in an effort to decide which arrangement
will best satisfy their utility functions. The lack of an ability to process infor-
mation is in a sense a form of incapacity, as some people lack the intellectual
or experiential resources needed to synthesize and make sense of financial af-
fairs. We treat this inability under the rubric of information failure rather than
cognitive incapacity because we use that term in relation to preferences and
preference structures. It is analytically and realistically possible that a person
would be able to formulate and act on a stable and coherent preference struc-
ture, and so not have a cognitive incapacity, and yet not be able to appreciate
the legal and financial implications of a mortgage or to identify which of arange
of complex choices best satisfies their considered preferences.

Three primary types of information failure afflict family financial arrange-
ments. First, parties may not understand the legal nature and effect of these
transactions. This could be because they have been misled. A recent example is
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Barclays Bank plc v. O’Brien, where Mrs. O’Brien was misled by her husband
about the extent of her liability under the guarantee that she signed.®* Lord
Browne-Wilkinson warned that the informality of business dealings between
spouses raises a substantial risk that the husband has not accurately stated to the
wife the nature of the liability she is undertaking, that is, that he has misrepre-
sented the position, albeit negligently.®* Alternately, the surety may have had
the transaction explained to her but nonetheless lacks comprehension. Many of
the reported cases involve sureties who speak English poorly or not at all, and
who would therefore find legal details particularly impenetrable.®> Alterna-
tively, the surety may have made no effort to understand the transaction because
she routinely delegates responsibility for her financial affairs to a spouse or a
child.®® Whatever the reason, if a proposed transaction is not properly understood
by the actor, to that extent she will be unable to bring her mind to bear on
whether or not the transaction accords with her utility function.

Second, information failure occurs when a party appreciates the nature and
effect of a transaction, but is not aware of alternatives that might achieve her
ends at a lower cost. This form of information failure influenced the Privy
Council’s advice in Inche Noriah v. Shaik Allie Bin Omar, a case involving an
elderly woman who gave her entire wealth to her nephew.5” Lord Hailsham
emphasised that the woman’s solicitor did not bring home to her mind “the fact
that she could more prudently, and equally effectively, have benefited the donee
without undue risk to herself by retaining the property in her own possession
during her life and bestowing it upon him by her will.”8 In surety scenarios this
form of information failure is salient because vulnerable sureties are often not
involved in negotiations with lenders. All too often familial sureties are brought
in once the details have been settled and faced with a choice of either signing
or not.%° This procedure supports the illusion that affairs cannot be structured
in another manner that may be more accommodating of the interests of the vul-
nerable surety.
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Third, information failure can consist in a lack of appreciation of business
risks. It frequently happens that a spouse or aging parent has little knowledge
of the viability of the business venture they are being asked to support. Lloyds
Bank v. Bundy is a famous example of a court acting on concerns about this type
of information failure. In the court’s view Mr. Bundy agreed to secure his son’s
overdraft against his farm without any real understanding of the likelihood that
this security would be called upon.”®

IV. The Functions and Efficacy of Independent Advice

Independent advice is a major device the law uses to correct contract failure in
family financial dealings. It is thought to be a salutary antidote for some of the
forms of contract failure that commonly afflict these contracts. Independent ad-
vice most obviously serves an informational function in helping sureties to under-
stand proposed transactions. Independent advice also can enhance the internal
autonomy of sureties in helping them to exercise their judgment in a more care-
ful and considered manner. Furthermore, under one possible legal regime the in-
dependent advisor could screen misconduct, effectively vetoing transactions
thought to be afflicted by egregious contract failures. The law employs this de-
vice by conditioning the validity of suspect transactions on whether vulnerable
participants are encouraged or required to meet with an independent advisor.

In this section, we review the functions that independent advice can perform,
and assess its efficacy in correcting the forms of contract failure that often af-
flict family financial agreements. In practice the efficacy of independent advice
in alleviating different contract failures depends on the detailed content of the
advice and the circumstances in which it is given. These matters are examined
in greater depth in Section V.d below. The present Section outlines and assesses
the functions of advice at a general level.

A. Information

The most important function of independent advice consists in informing ad-
visees of the nature and consequences of proposed financial arrangements. Re-
quiring vulnerable transactors to become informed about proposed arrangements
and realistic alternatives interferes minimally with their external autonomy, and
may yield substantial welfare gains by optimizing financial arrangements. Not
only does independent advice ensure that transactors will be in a superior po-
sition to evaluate the merits of agreements but it also prevents them from being
misled by other family members. Independent advice may also prevent contract

70. Bundy, supra note 39; see also Teachers Health Investments, supra note 57; Snee, supra note
33; Commercial Bank of Australia Ltd v. Amadio (1983) 46 A. L. R. 402 (H.C.) [hereinafter
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failure arising out of an inability to process information. The delegation of fi-
nancial decision-making responsibility within a family often occurs because the
delegator lacks the intellectual or experiential resources needed to make sense
of business affairs. Professional advisors should have the communication skills
needed to reduce complicated legal and business matters to comprehensible
basics. Independent advice can be expected therefore to correct for a substan-
tial range of information availability and processing failures.

The emphasis in the leading cases is on independent legal advice. While it
is certainly important that transactors understand the legal implications of their
actions, it can be equally important for them to understand the financial impli-
cations of such actions. In Lloyds Bank Ltd. v. Bundy, the Court of Appeal held
that Mr. Bundy should have received independent advice about the viability of
his son’s business before agreeing to commit his remaining property to it.”?
Their Lordships did not explain why his solicitor would be competent to give
this advice. Although lawyers will often be more experienced in the business
world than their non-specialist clients, they rarely have professional training in
evaluating business risks. The assistance of an accountant or investment advisor
may be more appropriate.’? It must be borne in mind, however, that increasing
the number of advisors consulted before transactions can be consummated in-
creases the cost of those transactions.

B. Internal Autonomy Enhancement

Independent advice can enhance the internal autonomy of the advisee for the
purposes of a proposed transaction. The advisor serves as a disinterested inter-
locutor who may help the advisee to sort through her own thoughts, options,
emotions, and preferences. The advisor can assist her in overcoming certain
forms of cognitive incapacity by challenging her assumptions and encouraging
deliberation. An advisee who is provoked by a detached perspective may reach
a more considered judgment.

The first type of incapacity that may be amenable to this treatment is emo-
tional disturbance. An advisor can help a vulnerable transactor to regain an
equilibrium where powerful emotions are leading her to execute an agreement
or gift. Simply sitting down with a professional advisor may impress upon the
advisee the seriousness of her affairs and encourage her to take a broader and
more dispassionate view.

The second type of incapacity that may be ameliorated by independent advice
is absence of reflection. In giving advice the lawyer takes on a role akin to that
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of a friend, guiding the advisee through her own thoughts and provoking changes
of heart by asking difficult questions. Aristotle tells us that “with friends men
are more able both to think and to act.”’7? Jennifer Nedelsky’s work illuminates
the extent to which internal autonomy grows out of interactions with other per-
sons.”* Nedelsky urges us to look at the “social forms, relationships, and per-
sonal practices that foster [autonomy]”; she writes that “if we ask ourselves what
actually enables people to be autonomous, the answer is not isolation, but rela-
tionships — with parents, teachers, friends, loved ones — that provide the support
and guidance necessary for the development and experience of autonomy.””>
Legal advisors may enhance the internal autonomy of their clients by inviting
them to emerge from the closed confines of their own cogitations and to engage
in reasoned interaction.”® Professional advisors are more and less able to serve
as effective catalysts for reflection. The advice of trusted friends would often
be more helpful, but not everyone has reliable and thoughtful friends. House-
wives and the elderly are especially prone to social isolation.

C. Screening Contract Failure

Under a possible legal regime the independent advisor could have a role in block-
ing arrangements that are not Pareto superior. That is, the law could give the
advisor a practical veto over proposed transactions, to be exercised when he
believes the vulnerable advisee’s participation is prompted by a salient contract
failure. Farwell J. advocated this rule in Powell v. Powell:

[I]t is not sufficient that the donor should have an independent advisor unless he acts
on his advice. If this were not so, the same influence that produced the desire to make
the settlement would produce disregard of the advice to refrain from eXecuting it, and
so defeat the rule; but the stronger the influence the greater the need for protection.””

A rule along these lines would effectively place advisees in the hands of their
advisors. The exercise of any advisor veto would have to be tightly circumscribed
because of the potential that would exist for interference with the external au-
tonomy of advisees. Legal advisors may often recommend sub-optimal arrange-
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ments because they are not privy to the preferences of advisees. This rule is also
infantilizing as it treats vulnerable transactors as wards of the legal system.
Nonetheless, it might be argued that the impact of certain forms of contract fail-
ure is sufficiently egregious to justify interference in some cases.

D. Summary

It has sometimes been argued that independent advice is a formal gesture that
does not address the deeper relationships of subordination that often character-
ize family life.”® It is no doubt true that family financial arrangements can be
afflicted by contract failures such as coercion that independent advice alone
cannot correct. There are nonetheless real efficiencies to be gained through the
provision of independent advice. First, it can remedy information failures, in-
cluding both availability and processing problems. Second, independent advice
may help advisees to overcome cognitive incapacities such as failures to reflect
and temporary distorting emotional states. Independent advice can in this way
enhance the internal autonomy of vulnerable actors and help them to exercise
sounder judgment than they otherwise would.

V. Specifying the Gatekeeper Duties of Lenders

The law adopts a gatekeeper strategy by pressing lenders into service to protect
vulnerable family members from exploitation. The essence of a gatekeeper strat-
egy is to impose liability on a party who is not the cause of misconduct nor a pri-
mary beneficiary, but who is in a position to prevent wrongdoing by refusing co-
operation or support.”® Familiar examples of gatekeeper strategies include
holding accountants and lawyers liable for the frauds of their clients, and hold-
ing taverns and social hosts liable for serving alcohol to impaired individuals who
subsequently injure third parties. The law gives lenders a liability incentive to en-
sure that vulnerable sureties are not imposed upon by their relatives by invali-
dating a lender’s security in the event that it was obtained by a tainted process.
Lenders may be efficient detectors and correctors of some forms of contract fail-
ure because of their direct contractual relationship with potentially vulnerable
transactors. This Section is concerned with the details and justification of such a
strategy. As with all other enforcement strategies, the advisability of imposing
gatekeeping duties on a particular relationship depends upon the balance between
the strategy’s efficacy in averting targeted conduct — for our purposes, contract
failure — and its various costs. The emphasis falls on specifying the parameters
of the gatekeeper’s duties to avert anticipated contract failure at the lowest cost.

78. See, for example, Otto, supra note 7 at 826.
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In Section V.a, “Normative Criteria,” we explain the considerations that
weigh on either side of the balance in the context of the relationship between
lenders and familial borrowers. In Section V.b, “Triggering Protective Mea-
sures,” we discuss the factors that lenders should be alert for and that should
trigger measures that protect vulnerable transactors. In Section V.c, “Immuniz-
ing the Lender’s Security,” we discuss the measures that should be taken once
the trigger has been caught — measures that must be taken to immunize the
lender’s security. We discuss several possibilities, the most important of which
are requiring lenders to recommend or insist that vulnerable transactors be in-
dependently advised. These possibilities are assessed in the light of the nor-
mative considerations described in Section V.a. In Section V.d, “Enhancing the
Efficacy of Independent Advice,” we look at ways in which the efficacy of in-
dependent advice in averting contract failure might be enhanced.

A. Normative Criteria

A socially optimal gatekeeping duty will be calibrated to achieve a welfare
maximizing balance between the avoidance of contract failure and the costs
of monitoring. As Lord Browne-Wilkinson observed in Barclays Bank pic v.
O'’Brien, our inclination to relieve vulnerable family members threatened with
the loss of their homes at the suit of rich banks should not lead us to lose sight
of the economic and social importance of credit being available to small busi-
nesses.®° Highly interventionist gatekeeping duties may be expected to prevent
a wide range of salient contract failures, but the cost may be overcorrection
by blocking welfare-enhancing arrangements as well as excessive transaction
costs. Similarly, timid gatekeeping duties may undercorrect by allowing harm-
ful arrangements to be made that could be efficiently detected.

The conventional benefits of private ordering make out a prima facie case
in favour of non-interference. Countervailing justification is needed for any legal
rule that limits the external autonomy of willing contractors because lawmak-
ers and legal administrators are not privy to the preferences and deliberations
of the people they govern, and may consequently make sub-optimal decisions
for them in many cases. This is an acute problem in the context of intimate re-
lationships because it is difficult for someone external to the relationship to
distinguish acts of genuine altruism from acts motivated by coercion or unre-
flective self-sacrifice. This is one argument against judicial review of the sub-
stantive fairness of family transactions.3! People with sufficiently robust inter-
nal autonomy are efficient choosers of their own actions due to the privileged
knowledge they have of their own interests and desires. A complementary ar-
gument against legal interference is that paternalistic laws can infantilize their

80. O’Brien, supra note 1 at 188.
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wards. The weight of this argument must not be underestimated as denial of the
law’s respect can lead to a damaging loss of self-respect.

Two types of distinctively paternalistic argument may justify a legal rule that
limits the external autonomy of willing contractors. The first relates to internal
autonomy. Paternalistic intervention may be justified where significant internal
autonomy deficiencies are common in a particular transacting context if it can
remedy those deficiencies. For example, statutory “cooling off” periods in con-
sumer law following door-to-door sales may allow purchasers to regain their
composure before being fixed with liability. These laws interfere with external
autonomy by preventing purchasers from making immediate purchases. This
restriction is thought to be justified by the fact that it leads consumers to make
better decisions. In the family setting, a law requiring that a party wishing to
enter a particular financial transaction be independently advised would restrict
the external autonomy of that party by imposing a condition on the transaction
she might not otherwise choose. One of the justifications of such a rule is that
the advisor may enhance her internal autonomy and in so doing assist her in
reaching a more considered decision.

The second paternalistic argument justifying intervention relates to the ex-
ternal autonomy of willing contractors. Freedom from legal incapacities may be
counter-productive under conditions of coercion or information failure. Where
the structure of a coercive choice forces a person to agree to unfavourable terms,
adecision to override her freedom of contract may generate a better result. Sim-
ilarly, a person who lacks critical information may make a choice that runs
against her true preferences. John Stuart Mill famously wrote that preventing
a person from crossing a bridge that she mistakenly believes to be safe is not a
real interference with her autonomy.®? Paternalistic intervention may lead to
outcomes that the contractor would have chosen if she had not been coerced or
ignorant of critical facts. In these circumstances paternalism is paradoxically
respectful of true preferences and therefore utility maximizing.

The gatekeeper duty imposed on lenders can affect the cost of credit to many
small businesses and so it is important that the duty be circumscribed with the
highest possible degree of precision.®3 The cost of ambiguity will generally be
passed on to borrowers as lenders incorporate a risk premium into their charges
to cover contingent liabilities. At the limit this cost may be prohibitive. A sec-
ond factor that affects the cost of credit are the transaction costs of a proposed
gatekeeper duty. Lenders may generally be expected to pass along the costs of
resources devoted to monitoring and detection activities. Similarly, an inde-
pendent advice stipulation would impose non-trivial transaction costs on pro-
posing contractors. For lower income transactors this cost could be particularly

82. On Liberty, supra note 9 at 89.
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onerous.®* Anecdotal evidence from Australia suggests that the costs of inde-
pendent advice on guarantees ranges from $A100 to $A400.8°

B. Triggering Protective Measures

Lenders ordinarily owe no duty to proffer explanations of proposed transac-
tions or to recommend independent advice to persons, including family mem-
bers, wishing to sign securities.®¢ Arrangements that have an unusually high
likelihood of being afflicted by contract failure fall outside of the ordinary
course and lenders ought to be given incentives to screen for them. The lender’s
gatekeeper duty first requires it to determine whether in a given case there is a
potential for serious contract failure. If there is then this ought to trigger pro-
tective measures designed to minimize that likelihood.

The definition of the trigger was set out with some care in Barclays Bank plc
v. O’Brien and further refined in Royal Bank of Scotland v. Etridge.®” Accord-
ing to these cases, whether the lender’s concern should be triggered depends on
whether it is aware of facts indicating a possibility that the surety’s consent has
been procured by illegitimate means. If the lender is actually aware that the bor-
rower has exerted undue pressure or misrepresented material facts, or where a
suspect relationship is coupled with a suspect transaction, the definition of the
trigger as set out in the cases is met.®8 A relationship is suspect where the surety
implicitly trusts the debtor and as such may be expected to have delegated fi-
nancial decision making to them. Cohabitation should be taken as a pre-
sumptive signal that the surety ordinarily delegates decision making.®® A trans-
action is suspect where it is “on its face not to the financial advantage” of the
surety or where the lender knows that the true purpose of the loan is some ben-
efit to the proposing family member alone.?® A joint loan might be superficially
beneficial to both parties but still engage the trigger because the lender knows
that the true purpose was some benefit to the proposing debtor alone, such as
payment of his personal debts.”! The Court of Appeal held in Royal Bank of
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Scotland v. Etridge that the financial disadvantage test will only be met where
“the transaction is so extravagantly improvident that it is difficult to explain in
the absence of some impropriety”.%? In the typical case, “the transaction by which
a wife is asked to provide a guarantee or collateral security for the debts of the
business from which the family derives its income cannot be said to be extrav-
agant or even necessarily improvident.*® This is because the wife stands to gain
from the business’s success. Whether the trigger is caught depends upon facts
known to the lender, and the lender has no business inquiring into the nature of
the relationship between the parties or their motives.* For reasons that follow,
the test articulated by the English Courts is too cautious and foregoes welfare
gains in the efficient aversion of contract failure.

In practice the suspect relationship part of the Barclays Bank plc v. O’Brien
trigger largely turns on whether the borrower and surety cohabit. If the borrower
and surety cohabit, as virtually all spouses do, then this part of the trigger ob-
tains regardless of whether the surety in fact ordinarily delegates financial
decision making to the borrower. The Barclays Bank plc v. O’Brien trigger is
over-inclusive as it bears on cohabitants for it would catch, amongst others,
relationships between sophisticated partners who ordinarily take financial de-
cisions together. The test is under-inclusive as it bears on non-cohabiting fam-
ily relationships, such as the relation between parents and children or between
siblings. Because the test depends on whether the lender actually knows facts
indicating that the surety habitually reposes trust in the borrower in financial
matters, and because the lender is said to have no business asking about the
specific relation between the parties, very few non-cohabiting family relations
will meet it, and then only accidentally. A deeper problem consists in the diffi-
culty that lending officials face in identifying relationships that involve a suffi-
cient degree of implicit trust. There is no bright line separating family sureties
who habitually trust and those who do not habitually trust their husbands or
children. Familial trust is a matter of degree and takes many forms. An external
observer such as a lending official or a court is poorly positioned to discern the
special dynamics of any particular family relationship. The Barclays Bank plc
v. O’Brien test for suspect relationships is then insensitive and unworkably dif-
ficult to apply in many cases. These problems seem intractable and it would be
simpler to rely on the suspect transactions part of the test alone.

The suspect transactions part of the Barclays Bank plc v. O’Brien test turns
on whether the dealing is financially disadvantageous to the surety. This part of
the test may be over-inclusive in one respect and is under-inclusive in another.
The test may be over-inclusive by catching relatively small transactions that
do not proportionally benefit the surety, imposing costly protective measures
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on them. Although the risks of contract failure are the same in transactions in-
volving small and large sums, liabilities that are small relative to the personal
wealth of the vulnerable surety do not provoke the same depth of concern. The
Court of Appeal appears to have been aiming to exclude relatively small trans-
actions from the trigger in Royal Bank of Scotland v. Etridge when it described
suspect transactions as those that are “extravagantly improvident.”

The Barclays Bank plc v. O’Brien test is under-inclusive in that many trans-
actions will be financially advantageous to the vulnerable surety on their face
while the underlying reality is that the primary beneficiary is the proposing
family member.® In the typical case finance is sought for a business primarily
controlled by the husband proposing the loan. The surety spouse may be a share-
holder or officer of the company.®® The Court of Appeal held in Royal Bank of
Scotland v. Etridge that in this typical case the surety spouse is benefited by the
secured loan facilities. If the financed venture succeeds then the spouse shares
in the augmented family wealth and may also benefit personally because of the
increased value of the company’s shares.®” This view is rooted in two unstable
assumptions. First, Fehlberg’s empirical work suggests that when family busi-
nesses are successful husbands are more likely to be in a position to decide who
will enjoy the fruits of success. Fehlberg concludes that:

. . . the discretionary nature of surety benefit was revealed in cases where profit was
being taken out of the business: debtors in practical terms controlled access and flow,
and felt most comfortable about doing so, even where the surety was an officeholder (for
example, a company director) in, or worked for, the family business. In fact, where busi-
nesses were profitable, families often lived modestly while profit was poured back into
the business by debtors who were often described as having an emotional investment in
the success of the enterprise which went beyond the welfare of the family.”®

These findings weaken the assumption that family sureties benefit proportionally
from business success. Second, where the investment payoff would benefit the
family as a unit, the risks may nonetheless be greater than the vulnerable surety
would rationally choose to bear. We have argued above that in light of the risk of
family breakdown, family members with relatively fewer marketable skills should
be more risk averse than family members more able to recover from the loss of
assets.? Fehlberg’s evidence supports this contention. She found that “sureties
supported debtors out of loyalty, love and economic necessity, but generally ex-
pressed a preference for a lower but more reliable income.” 190
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While these arguments do not refute the proposition that family business
investments generally benefit vulnerable sureties, they are sufficiently destabi-
lizing that for the purposes of the trigger the presumption should be against
surety benefit. The financial disadvantage specification in Barclays Bank pic v.
O’Brien is in these respects superficial and formalistic. Suspect transactions
should be those by virtue of which a surety commits a substantial proportion of
her personal wealth either (a) in a transaction that is on its face not financially
advantageous to her; (b) in a transaction the true purpose of which is not finan-
cially advantageous to her; or (c) as security for a business or investment largely
controlled by the family member proposing the commitment. A transaction is
financially disadvantageous to the surety on its face where she receives no di-
rect and material quid pro quo. A burden falls on lenders to determine whether
transactions are in fact disadvantageous in particular cases. Lenders should hold
interviews with family sureties at which proposing family members are not pres-
ent. At these interviews lenders should ask sureties (a) what proportion of their
personal and family wealth is being committed to the venture; (b) what the true
purposes of the loan are; (c) if the loan is being used for business purposes, what
the surety’s level of involvement in that business is.!®!

This specification of the trigger catches gifts and other transactions whereby
the benefit, if any, to the vulnerable surety is some advantage to another family
member, perhaps a child or a spouse. It does not interfere, however, with routine
transactions that alter the pattern of a person’s liabilities without substantially
altering her liability-asset ratio,1°2 and it does not interfere with transactions in-
volving a relatively small proportion of the surety’s wealth. This test does not
catch joint loans on their face beneficial to both co-signors unless the lender be-
comes aware that the true purpose of the loan is primarily advantageous to only
one of them. This result is consonant with the ruling in CIBC Mortgages plc v.
Pitt.1%3 Their Lordships there held that the lender was not fixed with constructive
notice of wrongdoing where a joint loan was taken by a couple for the ostensible
purpose of purchasing a recreational property when in fact and unknown to the
lender the husband intended to use the proceeds for stock market speculations,
which proved disastrous.

Two of the questions lenders would need to answer in order to determine
whether the trigger has been caught are not susceptible to sharp definition.
These are, first, whether a surety is committing a substantial proportion of her
wealth to a venture, and second, whether she exercises significant control over
the business for which finance is sought. Lenders may err on the side of caution
in deciding to proceed as if the trigger has been caught. This trigger may be
expected to generate higher transaction costs than the simple Barclays Bank plc

101. See Goode Durante Administration v. Biddulph {1994] 2 F. L. R. 551 at 554-555; but see Eg-
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102. See Dunbar Bank plc v. Nadeem {1998] 3 AIl E. R. 876 (C.A.).

103. Pitt, supra note 3; compare Byrne, supra note 91 at 350.
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v. O’Brien test of facial financial disadvantage. This is because lenders may
need to meet with family sureties even where dealings are ostensibly advanta-
geous to them, and because protective measures would be required in a greater
number of cases. In practice this may not generate many more costs because
the facial financial disadvantage criterion will often be met and so the lender
will not need to inquire into the true purposes of the loan nor the extent of the
surety’s involvement in the business. Some costs would be saved relative to the
Barclays Bank plc v. O’Brien test by allowing relatively minor transactions to
slip through the net. Whether any increased costs would be offset by efficiency
gains in averting contract failure depends on one’s judgment about the preva-
lence of risk in this context. In our view the Barclays Bank plc v. O’Brien test
fails to take sufficient advantage of the lender’s potential as a gatekeeper to
detect and correct salient types of contract failure, most importantly information
failure and forms of cognitive incapacity.

C. Immunizing the Lender’s Security

Once the trigger is caught, the question becomes, what must a lender do to im-
munize its security? Immunization protects the lender’s security from the risk
of being invalidated on the basis that the surety’s participation was prompted
by a salient contract failure. A lender that fails to take adequate precautions will
nonetheless be safe if the surety’s participation was not actually tainted by con-
tract failure. In legal terminology, the surety’s right to avoid the security de-
pends in part upon whether she was induced to sign by undue influence, un-
conscionability, or misrepresentation. In practice lenders should rarely hope to
rely on this line of argument. As noted above, the husband and wife will often
be the only witnesses to relevant events, and they will both have an interest ex
post in exaggerating or misstating the indicia of contract failure.!%* A lender
should also be safe if a potentially vulnerable surety approaches the lender
through a lawyer, for the lawyer is then responsible for ensuring that the surety
is adequately advised.'®?

There are a range of protective measures that the law could require lenders
to adopt once the trigger has been caught. At one extreme lenders could be for-
bidden from proceeding on pain of risking their security. This rule would in ef-
fect require that any arrangement involving a vulnerable transactor be substan-
tively fair and not for the purposes of a business controlled by the proposing
debtor. In Section II, we explained why this rule must be rejected in the family
setting. Family members display interdependent utility functions and there may
be legitimate reasons why people willingly enter apparently one-sided transac-
tions. This rule would also dramatically restrict the availability of loan finance

104. See discussion at pages 53-54 above.
105. Rayarel, supra note 65.
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to family businesses. The other extreme would be to require no special protec-
tive measures, treating signatures as sacrosanct and enforcing any agreement re-
gardless of the possibility of contract failure. This rule is crassly respectful of
private ordering but fails to take advantage of the gatekeeping potential of
lenders. Between these two unattractive poles lie several plausible measures.
Each of these alternatives must be reviewed for under- or over-correction of con-
tract failure with special attention paid to differences in likely transaction costs.
First, lenders could be obliged to ensure that vulnerable transactors under-
stand the basic legal nature and effect of proposed arrangements by explaining
these aspects in a separate interview, and to ensure that at the time documents
are executed vulnerable transactors are not labouring under obviously apparent
temporary cognitive incapacities such as emotional disturbance, intoxication, or
distraction. The corrective potential of this measure is slight. It can be expected
to overcome certain information failures, primarily failures to appreciate the
legal nature and effect of transactions. However, because point of execution ex-
planation will rarely be wide ranging, it may fail to correct for information pro-
cessing problems that cause a lack of comprehension despite appreciation of key
primary facts. Furthermore, the lender’s explanation may not correct failures to
understand the business risk of investments, which is a most important category
of information failure.!%® The explanation offered by the lender cannot be ex-
pected to give the transactor a sense of her alternatives. As well, this measure
holds out no possibility of correcting for cognitive incapacities other than tem-
porary ones. A vulnerable transactor’s internal autonomy will not be enhanced
by a lender’s explanation because the transactor will not be encouraged to de-
liberate in a detached manner. Vulnerable transactors can be expected to make
judgments about their own interests and desires as poorly as they would absent
the point of execution explanation. This measure is also unable to block coer-
cion of any sort. An important reason why point of execution explanation can
be expected to correct for such a small set of contract failures is that the lender
is often in a conflict of interest position. The lender cannot be expected to pro-
vide an objective and assiduous explanation where it hopes to benefit from the
proposed security arrangement. This condition will ordinarily hold when the
security is being used to secure capital to revitalize an insolvent business.
Second, the lender could be fixed with the additional obligation of recom-
mending to the vulnerable transactor that she seek independent advice. This
approximates the law in England in cases where the facts known to the lender
indicate that undue influence or misrepresentation is possible.'%” This measure

106. See, for example, Bundy, supra note 39; Amadio, supra note 70.

107. Where undue influence is probable, the validity of the lender’s security depends in England
onindependent legal advice actually being taken: O’Brien, supranote 1 at 197; Massey, supra
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improves on the corrective potential of point of execution explanation by im-
pressing on the vulnerable transactor the seriousness of the commitment that
she is undertaking, and hopefully by raising the possibility that she may have
interests implicated in the transaction that are distinct from the interests of the
family member promoting the arrangement. Whether she has divergent inter-
ests is ultimately for the vulnerable transactor to determine; the recommendation
will be beneficial if it encourages reflection along these lines. We are sympa-
thetic to Burrows’ criticism of this measure that “the way the recommendation
is made can minimize the likelihood of the independent advice actually being
sought, and when it is clear to the influential party that the other is not going
to follow the ‘recommendation’ the way is open again for him to indulge in
persuasion.”108

Third, lenders could be required to insist that vulnerable transactors be in-
dependently advised by lawyers on the arrangements they are proposing to make.
This rule was favoured by the Ontario Court — General Division in Mackay v.
Bank of Nova Scotia.'®® This more interventionist measure holds out the possi-
bility of correcting for contract failures that are not caught by the first measure
discussed, and may not be caught by the second. The independent advisor is in
a better position than a lending official to inform the vulnerable transactor about
the elements of a proposed arrangement and to broaden her understanding.
Good advice will also inform the transactor about the alternatives that are open
to her, including possibilities that will achieve her perhaps altruistic ends while
better protecting her personal financial position. If advice is based upon knowl-
edge of the advisee’s financial affairs and those of the family member propos-
ing the transaction then it should also give them an awareness of the business
risks they are undertaking. This is a function that explanation by a lender offi-
cial cannot easily perform given the conflict of interest.! 10 The advisor may also
avert fraud or innocent misrepresentation by carefully examining and explain-
ing the documents. Independent advice may also correct for some cognitive
incapacities. Certainly most temporary incapacities such as high emotion or dis-
traction would be addressed by a meeting with a professional advisor. More im-
portantly, the advisor may enhance the surety’s internal autonomy by engaging
her in a deliberative dialogue about her reasons for assenting to a proposed
arrangement and in examining the extent to which that arrangement can be ex-
pected to meet her goals. In requiring that advice be independent this measure
promotes more candid and objective explanation and discussion.

108. Burrows, “Contract Discipline,” supra note 7 at 140.
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To be weighed against the value of independent advice in averting some of
the foregoing varieties of contract failure are transaction costs in the form of
professional fees. These fees would increase the cost of credit to many family-
centred businesses, and would be particularly onerous to prospective low in-
come transactors. In another way this third rule may not go far enough. Inde-
pendent advice alone cannot be expected to alter the structure of a coercive
choice. A coerced transactor may fully understand the proposed transaction,
recognize that it does not meet her aspirations, but nonetheless be led into it by
virtue of a wrongful threat that the advisor cannot prevent. A possible excep-
tion is the limiting case where the threat is to commit an overt crime or tort. If
the advisee admits the threat to the advisor, the advisor may be able to recom-
mend avenues of recourse. For instance, an abused spouse may be advised about
the availability of women’s shelters and about her rights under the law to a share
in the matrimonial assets.

A variation on the second and third measures would be to recommend or in-
sist additionally that willing transactors seek the advice of professional financial
advisors.!!! As we noted in Section IV, in many cases it will be easier for the
advisee to understand the nature of the legal liability they are proposing to
accept than it will be for them to appreciate the transaction’s risks. Financial
advisors are better qualified than lawyers to determine whether a given busi-
ness venture is likely to yield positive net returns, and to recommend alterna-
tive uses for capital. For this reason financial advisors may be better able than
lawyers to alleviate certain forms of information failure. On the other hand, in-
sisting that willing contractors seek financial as well as legal advice would im-
pose a substantial additional cost on numerous transactions.

Fourth, lenders could be required to insist that vulnerable transactors be in-
dependently advised and that they not enter into arrangements they are advised
against.!'? In Royal Bank of Scotland v. Etridge, the English Court of Appeal
held that where a lawyer considers that his client is induced to stand as surety
by an “improper influence” and that the transaction is not one she could “sen-
sibly be advised to enter if free from such influence,” he must advise her not to
enter it.!13 If the client insists on proceeding then he must decline to act for her
any further and must notify the other parties, including the lender, that he has
given the proposing surety certain advice and that as a result he has ended the

111. Fehlberg argues that the law should force lenders to insist that vulnerable sureties obtain both
legal and financial information on proposed transactions: Sexually Transmitted Debt, supra
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Health Investments, supra note 57.

112. See Section IV.c above.
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retainer. Though the advisor must not tell the lender what the content of the
advice was or his reason for ending the retainer, the lender should ordinarily in-
fer that the proposed surety is ignoring warnings about the transaction. Stuart-
Smith LJ wrote that “the bank cannot afford the risk of taking a security which
it knows the wife’s solicitor has advised her she should not take.!14

On the one hand, a requirement that advice be both taken and followed would
substantially interfere with the external autonomy of vulnerable family mem-
bers as it effectively imposes a lawyer’s view of their best interests on them.
This point was emphasized by the English Court of Appeal in Banco Exterior
Internacional SA v. Thomas.1'> As advisors are not privy to the surety’s pref-
erences they may over-correct by vetoing arrangements participants legitimately
judge to best satisfy their utility functions (including altruistic motivations). On
the other hand, this measure may reduce the incidence of cognitive incapacity
as well as the likelihood of information failure. It would also protect vulnerable
family members from coercion. Threats are futile where the ultimate decision
lies with the advisor. In particular, the opportunistic threat of divorce if the other
spouse does not commit her resources to an imprudent venture would be neu-
tralized. If a wife is legally unable to commit her personal wealth as security to
finance a venture proposed by her husband, he will have no reason to ask her
to do so.

On balance we favour the third alternative, a requirement of independent le-
gal advice but not that it be followed. The first and second alternatives fail in
our view to take sufficient advantage of the potential of independent advice to
correct for common forms of contract failure in the family setting. We judge the
increased transaction costs associated with an independent advice stipulation to
be outweighed by the reduction of important forms of information failure and
cognitive incapacity. In this we go beyond the rule established by the House of
Lords in Barclays Bank plc v. O’Brien, which only requires that lenders insist
on independent advice in exceptional cases.!16 The rule that we propose is in-
stead in line with the position taken by the Ontario Court — General Division in
MacKay v. Bank of Nova Scotia.''” The fourth alternative would be attractive
if error costs were zero, but in practice the risk of over-correction is probably
too high. The scope of a veto rule would have to be restricted to cases of coer-
cion, prior abuse and extreme forms of unreflective altruism in order to mini-
mize this effect. These categories are not susceptible to bright line definition
and so there would be major uncertainties in the operation of a veto rule. These
uncertainties would translate into higher risk premiums and greater transaction
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costs. Under our proposed rule a transaction would be immunized from chal-
lenge on this basis once independent legal advice has been obtained whether the
advice is followed or not. With the assistance of an advisor people should be
free to arbitrate their own preferences.

In our assessment lenders should not be required to insist that sureties ob-
tain both legal and financial advice.''® Credit availability is not only in the
greater social interest, but also in the interests of families that need capital in
order to realize their mutual and several life plans. Families whose primary
human assets are business skills may find it difficult to take advantage of them
without affordable credit. These benefits accrue to dependent wives as well as
to entrepreneurial husbands, though not always in the same proportion. The cost
of credit is an impediment to the external autonomy of vulnerable transactors
that must be given due weight. In complex cases the legal advisor may recom-
mend that a proposing surety take separate financial advice, but it should be
their decision whether to follow that suggestion.

D. Enhancing the Efficacy of Independent Advice

While we do not consider that it would be efficient to insist that vulnerable
sureties receive both legal and financial advice, greater attention to the quality
of the advice that is given may yield real gains. Advice is too often given in a
manner that fails to capitalize on its potential to correct salient contract failures.
Stuart-Smith L.J. lamented the practices of the United Kingdom banking in-
dustry in Royal Bank of Scotland v. Etridge:

The advice which the wife has received has often been perfunctory, limited to an expla-
nation of the documents and yet inadequate to dispel her misunderstanding of the real
extent of the liability which she is undertaking, and not directed to ensure that she was
entering into the transaction of her own free will rather than the result of illegitimate
pressure from her husband or blind trust.!!?

This passage shows the Court of Appeal’s sensitivity to the potential of inde-
pendent advice both to correct information failure and to enhance internal au-
tonomy. In order to ensure that independent advice is as efficacious as possible,
certain standards and rules should be in place to ensure that legal advice is
efficacious.

First, lenders should be under a duty to disclose to advisors any information
they have about the financial status and viability of business ventures in respect
of which security is sought.!2® While legal advisors often lack the specialized
skills needed to assess complex business risks, experienced counsel should be

118. Contrast Fehlberg, “The Wife and her Signature,” supra note 69.
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able to spot outlier transactions, especially in the relatively straightforward small
business transactions that are typically involved in these cases.'2! If the matter
is complicated the lawyer should consider recommending that the surety take
independent financial advice.!??

Second, advisors should attempt to engage vulnerable sureties in cooperative
deliberation about their preferences and hopes for transactions. Advisors should
express opinions about whether or not sureties should sign. Advisors should be
particularly careful to bring home to sureties the consequences for them of busi-
ness failure in the event of family breakdown.

Third, advisors should discuss alternative arrangements with proposing
sureties, encouraging them to negotiate with proposing borrowers and lenders
for an arrangement that they are more comfortable with. Sureties are often
brought into deals after they have been negotiated, and faced with a stark choice
of either signing or not.!?3 Advisors should communicate to them the fact that
their participation is sufficiently important that these other parties might be will-
ing to adjust arrangements to accommodate the surety’s interests.!?* Stuart-
Smith L.J. in Royal Bank of Scotland v. Etridge wrote that the advisor

... should not assume that the bank’s request is on a ‘take it or leave it’ basis, or that it
has an impregnable negotiating position. In fact, its position vis-a-vis the wife is rela-
tively weak, since (i) she is not obliged to give security (ii) any security is better than
none and (iii) the bank cannot afford the risk of taking a security which it knows the
wife’s solicitor has advised her she should not give.!?3

Fourth, the interview should not be attended by the proposing borrower or
any representative of the lender.

Fifth, where possible surety agreements should not be executed, for example,
for one week after advice is given. This would allow sureties to “cool off” if
need be and to reflect on the advice they have received. This should bolster the
internal autonomy enhancement function of independent advice. Exceptions
may need to be made in emergencies, but the heightened pressure on the surety
in these situations would highlight the lawyer’s responsibility to give a thor-
ough and careful explanation.

Sixth, legal advisors should meet a high standard of independence.!2® Vul-
nerable sureties should not be advised by the proposing borrower’s lawyer nor
by his partners. The possibility of marital breakdown, especially in view of the
strains a financial crisis may add to the relationship, means that there will al-
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most always be a potential conflict of interest between the husband and wife.!?”
Advice should also not be given by the lender’s lawyer or a “tame” lawyer whose
practice substantially consists in servicing the clients of the lender and who
depends on the lender’s goodwill for continued business. There can be no ob-
jection, though, to the surety’s lawyer’s being instructed by the lender to per-
form routine tasks associated with the transaction such as checking title.!2®

Meeting these six criteria will necessarily drive up the cost of advice and
thus the real cost of credit, but in our judgment this increase should be offset by
efficient gains in the aversion of contract failure. If advice is effectively to al-
leviate information failure and enhance internal autonomy, safeguards must be
in place to ensure that it is more than a hollow gesture. It is more important for
vulnerable advisees to receive quality advice from one advisor than thumbnail
advice from two. A final point needs to be made about the consequences of ad-
vice not meeting these standards. Defective advice should not ordinarily afford
the surety a basis for setting aside the lender’s security.!?? The lender’s secu-
rity should be immune once a lawyer has certified that independent advice has
been taken. Attributing the lawyer’s failings to the lender would generate un-
acceptable uncertainty, and the surety has recourse against the solicitor in a
negligence suit.

V1. Conclusion: The Scope and Limits of Legal Paternalism

The sample is certainly skewed, but reading the large volume of reported cases
and reviewing the empirical evidence it is tempting (but no doubt unjustified)
to conclude that vulnerable sureties are systematically deprived of their per-
sonal wealth by a conspiracy of self-interested family members and studiously
inattentive lenders. Contract failure is nevertheless prevalent in intimate rela-
tionships because of the trust that family communality engenders and because
of economic and emotional dependence. Family trust often leads wives and
elderly parents to delegate financial decision-making to other family members,
who may not give their interests sufficient weight. Because they often do not
understand the details of loan transactions nor the risks they entail, and because
they are rarely involved in negotiations, vulnerable sureties find themselves
unable to assess independently whether proposed agreements promote their own
best interests. In more extreme cases vulnerable sureties are economically and
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emotionally pressured to take risks that they should eschew. In the event of fam-
ily breakdown, which has a heightened likelihood of occurring in the wake of
business failure, vulnerable sureties find that their personal wealth has been de-
pleted and that they are fixed with the consequences of these risks materializing.
Vulnerable sureties tragically tend to have less of the human capital needed to
regain financial security than the family members who have led them into the
position of financial risk.

There has been considerable interest over the past fifteen years in the possi-
bility of using contract law to temper some of the inequalities that give rise to
contract failures in the family financial setting. Before this period the gate-
keeping duties of lenders were relatively circumscribed. The prevailing view
was that people ought to be responsible for their own signatures. Banking law
was thought to hold little potential for addressing deeper imbalances between
men and women. Family sureties differ from the ideal model of arm’s length
responsibility imagined by classical contract law, however, and in the 1980s the
courts began to see that lender gatekeeper duties might be efficiently expanded.
The decision in Barclays Bank plc v. O’Brien effected a significant shift in this
direction.!3° The House of Lords mandated procedural protections designed to
minimize the incidence of certain common information failures and cognitive
incapacities. Other commentators have since urged even more paternalistic and
onerous lending procedures. There are, however, important limits to the scope
of paternalistic regulation in this context. The benefits of procedural protection
need to be balanced against the increased cost of finance that those protections
entail. The cost of credit is an important constraint on the external autonomy of
vulnerable contractors because it can impede them in the realization of their life
plans, both as individuals and as families. More onerous lending procedures,
such as advisor vetos of proposed transactions that are not thought to be in the
interests of advisees, may block genuinely welfare-enhancing transactions.

We have concluded that there is greater scope for efficient paternalistic aver-
sion of contract failure in this context that has commonly been thought by the
courts. The procedures mandated by Barclay Bank plc v. O’Brien constitute an
improvement over previous practice, but explanations by lender officials have
limited efficacy in correcting for common information failures and cannot be
expected to enhance the internal autonomy of vulnerable sureties. Where the
six criteria that we have set out in Section V.d are met, the advice of an inde-
pendent lawyer has a much greater likelihood of alleviating information fail-
ures, particularly failures to appreciate the nature and risks of transactions and
failures to consider alternatives, and holds out the possibility of appreciably en-
hancing the internal autonomy of advisees. Vulnerable sureties who have had
the benefit of advice should be better at deciding whether proposed transactions
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accord with their utility functions. This in tumn increases the likelihood that re-
sulting transactions will be Pareto superior. While insisting that independent ad-
vice be obtained in a substantial number of cases will increase the cost of
credit for family businesses, we judge the prevalence of contract failure in this
setting to be such that the efficiency gains of paternalism offset these costs.

While our study has found that there is a greater scope for efficient paternal-
istic intervention in family financial dealings than is sometimes thought, it has
also clarified the limits of efficient intervention. Contract law is not institution-
ally suited to resolving some of the underlying inequalities that give rise to
contract failure in this setting. Coercion is a notable difficulty. Independent ad-
vice cannot be expected to prevent vulnerable transactors from entering surety
agreements where they are pressured to do so either by physical threats or by
threats of economically and emotionally harmful abandonment. A vulnerable
transactor might fully understand her position and the proposed transaction,
recognize that it runs against her best interests, and still rationally choose to
comply because of the coercive alternative. Similarly, a propensity to unreflective
self-sacrifice may not yield to the cooperative deliberation that an independent
advisor should try to provoke. Family members may legitimately undertake
onerous obligations out of family altruism, but the same result may be illegiti-
mately caused by an unreflective failure to consider and promote their own in-
terests. The tools of contract law and banking regulation are inadequate to the
task of counteracting the causes of coercion and of unreflective self-sacrifice.

Extra-contractual policy instruments may be better suited to reducing the
prevalence of contract failure in the family context. Family law reform may be
an appropriate response to the extent that divergences of interest and hence of
risk preference caused by the possibility of family breakdown are a source of
agency costs in committing jointly owned family assets to secure the indebted-
ness of a family business. Equal division in the event of divorce of all business
assets acquired both before and during the marriage would better align the in-
terests of wives and husbands in decisions to commit family assets to business
investments. It would do so by enhancing the sharing of upside as well as down-
side risks, although it would raise its own set of problems. Putting these prob-
lems aside, unequal distribution of returns during marriage, the frequent diver-
gence between husband and wife in the psychic returns of family businesses,
and the differential market value of their human rather than financial capital and
remarriage prospects may still yield a real difference in their risk aversion.
These difficulties would leave the agency cost problem to some extent unre-
solved.’®! Family law reform might also favour alimony awards designed to
compensate the wife for the opportunity costs of marriage in the form of her re-
duced labour market prospects.'3? Other extra-contractual avenues of reform
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might include a variety of social policy measures intended to reduce the economic
dependence of women on male breadwinners. Economically independent
women are more able to escape from abusive relationships and to resist threats
of abandonment. They may also be less prone to the emotional dependence that
can induce unreflective compliance. A further avenue might be public education
about the risks of family financial arrangements. Public education should en-
courage caution and involvement in family affairs.!33

There are also lessons to be drawn from this study about the scope and lim-
its of the economic analysis of law. Neo-classical economic analysis is often
criticized for its reliance on revealed preferences. Liberal confidence in the ve-
racity of revealed preferences is a principal support of a more general confidence
in the efficiency of free contracting. Choices do not always reflect underlying
preferences, however, and at other times the preferences reflected in choices are
suspect. A theory of efficient contracting entails a theory of contract breakdown,
and consequently an account of legal paternalism. Relatively few economists
have examined this necessary corollary to the positive theory of the free market.
An economic theory of legal paternalism justifies public interferences with
private ordering by their capacity to prevent or rectify inefficient contracting.
Paternalistic analysis starts by identifying the forms of contract failure that pre-
vail in a given transactional setting, and moves to designing legal rules that ef-
ficiently respond to these shortcomings.

Economic analysis brings two principal strengths to bear on the study of com-
plex contracting problems. First, it assists in drawing out the pathologies of
contract failure. The economic method leads its practitioner to disagreggate the
infirmities afflicting transactions of any particular variety, mapping and sorting
the contract failures that motivate legal regulation. Legal decisions in the family
contracting area rarely distinguish the types of information failure we identify,
nor do they demonstrate an appreciation of the subtle forms of coercion that
characterize family life. Careful disagreggation of these contract failures is a
necessary first step in designing a responsive regulatory scheme.

Economic analysis has a second strength, in assisting evaluation of regulatory
prescriptions for identified transactional infirmities. In tandem with empirical
assessment and normative judgment, economic analysis assists us in com-
paring and choosing between possible legal rules. As a corollary, economic
analysis helps us to appreciate the institutional limits of contract law in re-
dressing inequality and in protecting vulnerable contractors. While other nor-

as Relational Contract” (1998) 84 Va. L. Rev. 1225; E. Scott and R. Scott, “ A Contract The-
ory of Marriage,” in F. H. Buckley, ed., The Fall and Rise of Freedom of Contract Durham N.C.:
Duke University Press, 1999).

133. B. Fehlberg advocates public education about the dangers of family surety arrangements in
“The Wife and her Signature,” supra note 69. She notes that such a campaign has been con-
ducted in Australia by the Consumer Credit Legal Service.
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mative perspectives must be given their due, the contracting failure and trans-
action cost concepts comprise a sophisticated evaluative framework.

These strengths of economic analysis highlight its own limits, one of which
is its narrowly utilitarian moral foundation. Welfare values need to be supple-
mented by considerations of equality and autonomy. Few would argue that the
economic approach contains the moral resources needed to plot a comprehen-
sive system of laws. However, even with respect to non-utilitarian values,
economic analysis can helpfully illuminate the choice of instrument in attempt-
ing to vindicate those values. Economic analysis leads its practitioner to probe
whether a given instrument in fact advances these values and at what private
and social costs, so that trade-offs between values and instruments can be more
rigorously specified.!34

134. We are indebted to Richard Craswell, Alan Wertheimer, Belinda Fehlberg, Megan Richard-
son, Rick Bigwood, Tony Duggan, Amy Wax, Clay Gillette, George Triantis, Michelle Oliver,
Martin Zelder, and participants at the Australian Law and Economics Association Annual
Conference, May, 1996, the Canadian Law and Economics Association Annual Conference,
September 1996, and a Faculty Workshop at the University of Virginia Law School, Septem-
ber 1996, for helpful comments on earlier drafts of this paper.
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Promises and Contracts

T. M. SCANLON

I. Introduction

The similarity between a promise and a contract is so obvious that it is natural to
suppose that there is much to be learned about one of these notions by studying
the other, or even that the legal notion of a contract can be understood by see-
ing it as based on the moral idea of a promise.! This article will examine some
of the similarities between these two notions. These similarities are due to the
fact that contract and promise arise in response to, and are consequently shaped
by, some of the same underlying values. They are in this respect parallel ideas.
But they respond to these values in different ways and are independent notions,
neither of which is properly seen as based on the other.

The law of contracts is clearly a social institution, backed by the coercive
power of the state and subject to modification through judicial decisions and
legislative enactments. Promising is also often seen as a social institution of a
more informal kind, defined by certain rules which are not enacted but rather
backed by moral argument and enforced through the informal sanction of moral
disapproval. Many have argued that the wrong involved in breaking a promise
depends essentially on the existence of a social practice of this kind. Hume,?
for example, maintains that fidelity to promises is “‘an artificial virtue,” depend-
ent on the existence of a convention of keeping agreements, and other accounts
of this kind have been advanced in our own day by Rawls® and others.

These analyses do not seem to me to be convincing. I do not doubt that there
is such a thing as a social practice of promising, which consists in the fact that
people accept certain norms, which they often invoke by using the words “I
promise.” I do not believe, however, that either the obligation generated by a

1. As suggested by Charles Fried in C. Fried, Contract as Promise: A Theory of Contractual Oblig-
ation (Cambridge, Mass: Harvard University Press, 1981).

2. InD. Hume, A Treatise of Human Nature, ed. by L. A. Selby-Bigge (Oxford: Clarendon Press,
1960) at Book III, Pt. II, Ch. V.

3. SeelJ.Rawls, A Theory of Justice (Cambridge, MA: Harvard University Press, 1971) at 344-350.
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promise or the wrong involved in breaking one depends on the existence of this
practice. I will argue that the wrong of breaking a promise and the wrong of
making a lying promise are instances of a more general family of moral wrongs
which are not concerned with social practices but rather with what we owe to
other people when we have led them to form expectations about our future
conduct.* Social practices of agreement-making, when they exist, may provide
the means for creating such expectations, and hence for committing such wrongs.
But I will argue that these practices play no essential role in explaining why these
actions are wrongs.

In Section II, I will present some examples of one class of wrongs that I have
in mind, formulate principles that would explain why they are wrongs, and ar-
gue for the validity of these principles within the contractualist account of right
and wrong that I have defended elsewhere.> These principles all deal, in one
way or another, with one’s responsibility for harms that others suffer as a result
of relying on expectations one has led them to form about one’s future conduct.
The task of Section III is to extend these principles to one that explains the ob-
ligation to keep a promise. In Section IV, I will take up the question of the moral
permissibility of laws that enforce obligations of the kind that these principles
describe. The two main questions to be addressed here are, first, the relation
between the existence of a moral obligation and the moral justifiability of laws
that require those who violate this obligation to compensate those to whom it was
owed, and, second, the justifiability of requiring those who violate a contract to

4. Neil MacCormick expressed similar misgivings in N. MacCormick, “Voluntary Obligations and
Normative Powers I’ (1972) 46 (Supp. Vol.) Proc. Aristotelian Soc’y 59. He goes on to offer an
account based on a general obligation not to disappoint the expectations of others whom we have
knowingly induced to rely upon us (ibid. at 68). I will set out the moral foundations of a similar
account that I hope will avoid objections such as those raised by Joseph Raz in his contribution
to that same symposium (“Voluntary Obligations and Normative Powers I’ (1972) 46 (Supp.
Vol.) Proc. Aristotelian Soc’y 79) and in J. Raz, “Promises and Obligations” in P. M. S. Hacker
and J. Raz, eds., Law, Morality and Society: Essays in Honour of H. L. A. Hart (Oxford: Oxford
University Press, 1977) 210. In the latter article, Raz distinguishes between the “intention” con-
ception of promises, according to which the essence of a promise lies in the communication, un-
der the proper circumstances, of a firm intention to act in a certain way, and the “obligation”
conception, according to which the essence of a promise lies in the intention to undertake, by that
very act of communication, an obligation to perform a certain action. In my view, which lies in
the common ground between MacCormick’s account and Raz’s, the elements of intention and
obligation are interdependent: promises are distinguished by the fact that the intention expressed
is supposed to be made credible by appeal to a shared conception of obligation, but the grounds
of this obligation lie in a principle very close to the one which MacCormick states. Judith Thom-
son presents an account of promises that is similar to mine in Chapter 12 of J. Thomson, The
Realm of Rights (Cambridge, MA: Harvard University Press, 1990).

5. InT. Scanlon, “Contractualism and Utilitarianism,” in A. Sen and Bernard Williams, eds., Util-
itarianism and Beyond (Cambridge: Cambridge University Press, 1982) 103, and in T. Scanlon,
What We Owe to Each Other (Cambridge, MA: Harvard University Press, 1998). This account
is commonly called “contractualist” because of its appeal to the idea of people trying to reach
agreement on standards of conduct. But since it does not rely on the idea that there is an obli-
gation to keep the agreements one has entered into, it does not presuppose a notion of contract
that would make it viciously circular for present purposes.
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pay “expectation damages.” Finally, in Section V, I will consider how the re-
quirement that a valid promise or contract must be voluntary arises and is jus-
tified within the moral framework I am employing.

II. Manipulation and Regard for Expectations®

As a first step toward understanding the morality of promising let me consider
the wrong of making a “lying promise” — a promise that one has no intention
of fulfilling. I maintain that this is a instance of a more general class of wrongs
that do not depend on the existence of a social institution of promising and need
not involve the making of a promise at all. Consider the following examples.

Suppose that you and I are farmers who own adjacent pieces of land, and
that I would like to get you to help me build up the banks of the stream that runs
through my property in order to prevent it from overflowing each spring. I could
get you to help me by leading you to believe that if you help me then I will help
you build up the banks of your stream. There are several ways I might do this.
First, I might persuade you that if my stream is kept within its banks, then it
will be worth my while to see to it that yours is too, because the runoff from the
flooding of your field will then be the only obstacle to profitable planting of
mine. If my stream were contained, then, simply as homo economicus, I would
have sufficient reason to help you build up the banks of your stream. Alterna-
tively, I might lead you to believe that I am a very sentimental person and that
I would be so touched by your neighborly willingness to help me that I would be
eager to respond in kind, both out of gratitude and out of a desire to keep alive
that wonderful spirit of neighborly solidarity. A third alternative would be to
persuade you that I am a devoted member of the Sacred Brotherhood of Rein-
deer, and then say, “I swear to you on my honor as a Reindeer that if you help
me with my stream I will help you with yours.” (It is assumed here that you are
not yourself a Reindeer, and it is left open whether I am or not and whether the
Sacred Brotherhood of Reindeer even exists.) Fourth, and finally, having led you
to believe that I am a stern Kantian moralist, I might offer you a solemn promise
that if you help me, I will help you in return.

Assume for the moment that in all of these cases my intentions are purely
cynical. My only concern is how to get you to help me, and I have no intention
of helping you in return. Given this assumption, it seems to me that these four
cases involve exactly the same wrong, which I will refer to as “unjustified ma-
nipulation.” The principle forbidding it might be stated as follows.

Principle M: In the absence of special justification, it is not permissible for one person,
A, in order to get another person, B, to do some act, X (which A wants B to do and which

6. Most of what I say in this section and the next is taken, with a few significant changes, from
T. Scanlon “Promises and Practices” (1990) 19 Phil. & Pub. Aff. 199.
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B is morally free to do or not do but would otherwise not do) to lead B to expect that
if he or she does X then A will do Y (which B wants but believes that A will otherwise
not do) when in fact A has no intention of doing Y if B does X, and A can reasonably
foresee that B will suffer significant loss if he or she does X and A does not reciprocate
by doing Y.

I take this to be a valid moral principle; that is to say, a correct statement about
which acts are wrong. Let me take a moment to explain what I mean by this and
why I think it is so. In my view, an action is wrong if any principle that permit-
ted it would be one that, for that reason, someone could reasonably reject even
if that person were moved to find principles for the general regulation of be-
havior that others, similarly motivated, also could not reasonably reject.” This
general account applies to the present case in the following way. Potential vic-
tims of manipulation have strong reason to want to be able to direct their efforts
and resources toward aims that they have chosen, and not to have their planning
co-opted in the way Principle M forbids whenever this suits someone else’s pur-
poses. So they have strong prima facie reason to reject a principle offering any
less protection against manipulation than M would provide. Whether it would be
reasonable in the sense in question for them to reject such principles depends
on the strength of the reasons that others have to want the opportunities that
these principles would provide. The perfectly general reasons that people may
have for wanting to be able to manipulate others whenever it would be convenient
to do so are not strong enough to make it unreasonable to insist on the protec-
tion that M provides. These general reasons are weaker than the reasons people
have to want to avoid being manipulated in part because manipulation would
undermine expectations about others’ behavior that it would be very difficult to
avoid relying on. By contrast, we generally have many means other than manip-
ulation of the kind M rules out to pursue the ends it might be used for.

Of course, there are special situations in which one has particularly strong
reasons for manipulating someone (and no alternative to doing so) or in which
the normally strong reasons for rejecting a principle that would permit manip-
ulation are weakened (because manipulation would not be contrary to the in-
terests of the person who is manipulated). The existence of such situations is
recognized by the limiting clause, “in the absence of special justification,” and
it would be reasonable to reject a principle that did not include such a clause.
Situations covered by this clause include at least the following: (1) emergency
cases, in which A, or someone else, is in danger and A cannot communicate with
B directly but can make it appear that it would be in B’s interest to do some-
thing that will help the endangered person (or will bring B closer so that A can
ask for help); (2) threat cases, such as when A (or someone else) has been kid-
napped by B and A needs to mislead B in order for the victim to have a chance

7. I elaborate and defend this account of wrongness in the works cited at supra note 5.
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to escape; (3) paternalistic cases, such as when B’s capacities for rational
choice are significantly diminished and misleading B is the least intrusive way
to prevent him or her from suffering serious loss or harm; (4) permission cases,
such as when A and B have entered, by mutual consent, into a game or other ac-
tivity which involves the kind of deception that is in question.

It would be misleading to say that these are cases in which special justifica-
tions “override” or “outweigh” the obligation specified by Principle M. Rather,
they are cases in which M does not apply because the reasons that support it in
normal cases are modified in important respects. A stricter version of M, which
did not recognize these exceptions, could therefore reasonably be rejected. In
emergency cases, for example, A’s legitimate reasons for needing to mislead B
are much stronger than normal. In threat cases, these reasons are also particularly
strong and, in addition, the force of B’s reasons for objecting to being manipu-
lated is undermined by the fact that the course of action that he is pursuing is
itself wrong — any principle that permitted it would be one that A could reason-
ably reject. In paternalistic cases and permission cases, B’s reasons for object-
ing to manipulation are also weakened, but for different reasons. In paternalis-
tic cases it is because incapacities undermine the value for B of being able to
make his or her own choices. In permission cases it is because being vulnerable
to certain restricted forms of manipulation is an essential part of practices that
we have good reason to want to engage in.

Principle M clearly does not depend on the existence of a social practice of
agreement-making. When such a practice exists, it provides one way of commit-
ting the wrong of unjustified manipulation, because it provides one kind of
basis for a person’s expectation that another person will respond to his or her
action in a certain way. But, as the above examples show, these expectations can
have other bases, and manipulating others by creating such an expectation is open
to the same moral objection whatever the basis of the expectation may be.

The examples I have described all involve wrongful deception, but this sim-
ilarity should not be allowed to obscure other respects in which these examples
are morally different from one another. I have in mind here, in particular, dif-
ferences in the degree and nature of the obligation to fulfill the expectation one
has created, and differences in the degree to which the person who forms the
expectation can be said to have a “right to rely” on it. So let me change the ex-
amples I have given by assuming that when I set out to make you expect recip-
rocal help I have every intention of fulfilling this expectation. Why would it be
wrong for me to change my mind and fail to perform once you had done your
part? To answer this question we need to appeal to a richer set of underlying
moral principles.

Principle M states one moral constraint governing the creation of expectations
about one’s behavior. There are other principles of this kind, one of which is
what I will call the principle of Due Care.
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Principle D: One must exercise due care not to lead others to form reasonable but false
expectations about what one will do when there is reason to believe that they would suf-
fer significant loss as a result of relying on these expectations.

This principle is more demanding than Principle M since it requires a degree
of vigilance beyond mere avoidance of intentional manipulation. In contrast
to M, which prohibits a specific class of actions, D does not state explicitly what
actions it requires. Its validity consists just in the fact that one can reasonably
refuse to grant others license to ignore the costs of the expectations they lead
one to form, though there is no obvious way to specify the exact nature and ex-
tent of the “‘due care” that is required. The following principle of Loss Preven-
tion is slightly more specific, and extends beyond mere care in the creation of
expectations.

Principle L: If one has intentionally or negligently (that is to say, in violation of Prin-
ciple D) led someone to expect that one is going to follow a certain course of action X,
and one has reason to believe that that person will suffer significant loss as a result of
this expectation if one does not follow X, then one must take reasonable steps to prevent
that loss.

The idea of “reasonable steps” incorporates a notion of proportionality be-
tween the steps taken and the magnitude of the threatened loss, as well as sen-
sitivity to the degree of negligence involved in creating the expectation. I take
Principle L to be valid on the same grounds as M and D: It is reasonable to re-
fuse to grant others the freedom to ignore significant losses caused by the expec-
tations they intentionally or negligently lead one to form.

Principle L does not require one always to prevent others from suffering loss
in such cases, and even when it does require this, the choice of means is left
open. One way of satisfying L would obviously be to fulfill the expectation
once one realized that the other person was relying on it. But this is not required.
L can also be satisfied by warning the other person before he or she has taken
any action based on this expectation.

If no such warning has been given, and the expectation has not been fulfilled,
Principle L can still be satisfied by compensating the person who was misled.
What level of compensation is required? It would obviously be sufficient for A
to compensate B for any loss suffered as a result of relying on this expectation.
Given that all A has done is to create an expectation in B that A will do a cer-
tain thing, it would be reasonable for someone in A’s position to reject a prin-
ciple requiring him or her to do more than restore B to as good a position as he
or she would have been in if the expectation had never been created. But this
may not always be required. In many cases, the benefits B would have reaped
if his or her expectations about A’s conduct had been fulfilled would have been
greater than the costs to B of relying on this expectation. But this is not always
the case. Suppose, for example, that B had highly unrealistic plans about how
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he or she might benefit if A did X, and that B has expended great sums either in
furtherance of this plan or in anticipation of its benefits. Most of these funds
would have been lost even if A had acted as B expected. It would be reasonable
for A to reject a principle that required A to make B as well off as he or she
would have been if none of this had occurred, that is to say, to bear the cost, no
matter how great, of B’s schemes, no matter how foolish they may have been.
It would be reasonable to reject a principle that required A, in such a situation,
to do more than make B as well off as B would have been if A had done X, as B
expected him to.

As I have said, A can satisfy the requirements of Principle L just as fully by
giving B a timely warning that A is not going to do X as by fulfilling this ex-
pectation. But the obligation to fulfill a promise is not neutral in this way be-
tween warning and fulfillment. Suppose, for example, that I promise to drive
you to work if you will mow my lawn, and that you accept this arrangement.
Then, a day or so later (but before the time has come for either of us to begin
fulfilling the bargain) I think better of the deal and want to back out. On most
people’s understanding of promising, I am not free to do this. I am obligated to
drive you to work unless you “release” me, even if I warn you before you have
undertaken any action based on our arrangement. If [ am not going to drive
you to work then it is better to warn you than not to do so, but even if I do this
I am breaking a promise.

The same can be said of compensation. If one fails to fulfill a promise, one
should compensate the promisee if one can, but the obligation one undertakes
when one makes a promise is an obligation to do the thing promised, not sim-
ply to do it or compensate the promisee accordingly. The difference between
fulfillment and compensation is made particularly salient by the fact that in per-
sonal life, as opposed to the commercial transactions with which the law of
contracts is centrally concerned, our main interest is likely to be in the actual
performance of actions that have no obvious monetary or other equivalents, and
by the fact that in the domain of informal personal morality (in contrast to the
domain of law) there is no designated third party, presumed to be impartial, who
is assigned the authority to make judgments of equivalence. The central con-
cern of the morality of promises is therefore with the obligation to perform; the
idea of compensation is of at most secondary interest.

Moreover, when compensation is in order for failure to fulfill a promise, the
considerations bearing on the level of compensation that is required are differ-
ent than in the case of L. When a person has failed to keep a promise, and not
merely disappointed an expectation, it is plausible to say that the appropriate
compensation must take the form of making the promisee as well off as he or
she would have been had the promise been kept, even if doing this is more costly
than compensating the promisee for reliance losses.

So in order to explain the obligations arising from promises it will be nec-
essary to move beyond Principle L to a principle stating a duty specifically to
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fulfill the expectations one has created under certain conditions. How might
such a principle be formulated and defended?

III. Fidelity and the Value of Assurance

The difficulty can be stated as follows. The arguments I offered for Principles
M, D, and L appealed to the reasons individuals have to want to avoid losses
that they would incur by acting on other people’s false or misleading represen-
tations about what they will do. The problem is how to extend these arguments
to support a principle that requires agents to do what they have promised even
when (as in the car and lawn example above) no “reliance loss” would result
from one’s failure to do so, since the promisee has not yet made any decision
relying on the assurance given. The key to the problem lies in noticing the nar-
rowness of the idea of reliance that I have just used in stating it. The reliance
losses that are normally thought of in this context (and those that I invoked in
arguing for Principles M, D, and L) are of two kinds: First, time, energy, and re-
sources that have been expended and are wasted or lost because the other party
fails to perform as expected; and, second, opportunities to make or look for al-
ternative arrangements that are passed up because of this expectation. Consid-
erations of these two kinds do provide reason to reject principles that would per-
mit others to act in the ways that M, D, and L forbid. But they do not exhaust
the reasons we have for wanting to be able to make stable agreements with
others about what they will do. There are good reasons for wanting to have re-
liable assurance about what others will do that do not concern the consequences
of acting on these assurances.

Suppose, for example, that George has, quite accidentally, come into posses-
sion of information about you, or about your firm, which would be damaging
if revealed. (I will assume that it is not information that he is under any obliga-
tion to reveal, such as evidence of a crime, or of a danger that people need to
be warned against, and that he would violate no duty to you by revealing it.) In
such a case you might well ask him to promise not to tell anyone what he has
learned. If there is nothing else you could do to prevent George from revealing
this information, and nothing you can do to mitigate the effects of his doing so,
then your reasons for rejecting a principle that would permit him to reveal the
information after promising not to cannot depend on reliance losses of the two
kinds I have mentioned.

As described, this is a unilateral “executory” promise, but the same point
could be made by an example of bilateral exchange. If it would be advantageous
for George to use this information in a way that would reveal it to others, you
might make a reciprocal promise to reward him in some way after five years if
he has kept his promise by not revealing the secret. Your willingness to make
this promise indicates the interest you have in his keeping the one he makes,
but the reason you would have for rejecting a principle permitting him to break
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his promise remains the same as before: Your interest in being able to make it
the case that he will not reveal the information. Reliance losses of the two kinds
mentioned above are still not an issue, since if he breaks his promise, and re-
veals the information, you will be under no obligation to reward him. This may
seem to be a special case, but I believe that it illustrates a general point: One
reason we have for wanting to be able to rely on what others tell us about what
they will do is in order to avoid losses resulting from decisions that we may take
on the basis of this information, but this is not our only reason.® I will call this
more general reason the value of assurance.

In the examples I have just discussed, your reason for wanting the other per-
son not to behave in a certain way is that this would make you worse off than
you would have been in the absence of any interaction with that person at all
(although he or she is under no duty not to injure you in this way.) The value of
assurance is equally well illustrated, however, in cases involving benefits rather
than injury.® Suppose, for example, that you want to buy my horse, and that no
other horse is as desirable to you. You make me an offer, and I promise to sell
it to you at the end of the season. In this case there is no threat of your being
made worse off than you were before I came along, but the crucial elements of
the value of assurance are nonetheless present: You have reason to want me to do
a certain thing; I am free to do this and would violate no duty by not doing it; and
you thus have reason to want to make an arrangement with me that provides as-
surance that I will act in the way in question. Unless you had some reason to
want me to do this thing you would have no interest in having this assurance.
But since, despite this reason, I am morally free to do it or not, an analysis that
bases promissory obligation on the value of assurance does not reduce promise
breaking to some independently explainable wrong.

In their influential discussion of why the law of contracts should be con-
cerned with what they call “the expectation interest” — that is, with making
promisees as well-off as they would have been had the promise or contract been
fulfilled — rather than merely with compensating promisees for losses suffered

8. Dennis Patterson has suggested that my argument mixes ideas of expectation and reliance that
are in fact incompatible. See D. Patterson, “The Value of a Promise” (1992) 11 L. & Phil. 385
at 400. I do not believe this to be the case, but some confusion may result from the fact that I
employ these notions in a different way than is common in the legal literature. “Expectation”
and “reliance” can refer to incompatible standards of remedy for breach of promise, and to in-
compatible criteria for determining whether a promise is binding (is it binding if it leads some-
one to form an expectation or only if it has been relied on?) But as I am using these terms here
they are not incompatible. The question I am addressing is the reasons people have for accept-
ing or rejecting principles of conduct regarding the expectations we lead others to form about
what we will do. The most general reason is that we want to be able to form expectations about
what others will do that we can be confident are correct. One important special case of this rea-
son is that we may need to rely on these expectations in action, and we want to avoid losses from
so acting. So our interest in reliance is one reason for caring about the expectations others lead
us to form. But it is not, as I have just argued, the only such reason.

9. T am indebted to Peter Benson for prompting me to clarify this point.
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as a result of reliance on a promise or contract that was broken, Fuller and Per-
due consider, as “perhaps the most obvious answer,” one which they label as
“psychological.”'® They refer here to promisees’ “sense of injury,” to their
“degree of resentment,” and to “the impulse to assuage disappointment.”!!

The value that I am calling the value of assurance is intended to answer a
moral analog of the question Fuller and Perdue are addressing: To explain why
morality should be concerned with “the expectation interest.” (Although what 1
am presently concerned with is why our moral obligations should reflect this
interest, not with whether it should figure in determining compensation that is
owed when those obligations are breached.) The value of assurance, as I have
described it, might be called “psychological,” since one thing the people I de-
scribe have a reason to want is a certain confident state of mind about what is
going to happen. But the value I have in mind is not merely psychological. What
you have reason to want is not merely the peace of mind of believing that some-
one will not reveal damaging information about you, or that I will sell you my
horse; you have reason to want these things actually to be the case. What I am
calling the value of assurance reflects reasons of both of these kinds, but it is the
latter that are primary.

Given the reasons that potential promisees have for wanting assurance about
what others will do, potential promisors have reason to want to be able to pro-
vide this assurance.!? In a situation in which both parties know that they have
these reasons, promisors may seek to provide assurance by saying that they will
do the thing in question unless the other person gives them permission not to.
From the point of view of both potential promisees and potential promisors,
then, there is reason to reject any principle that would permit a person who has
given such assurance to fail to perform in the way in question (in the absence
of special justification for not doing so.) If it would be reasonable to reject any
such principle, then the acts that they would permit are wrong. This result is
summed up in the following Principle of Fidelity:

Principle F: If (1) in the absence of objectionable constraint, and with adequate un-
derstanding (or the ability to acquire such understanding) of his or her situation, A in-
tentionally leads B to expect that A will do X unless B consents to A’s not doing so;
(2) A knows that B wants to be assured of this; (3) A acts with the aim of providing
this assurance, and has good reason to believe that he or she has done so; (4) B knows
that A has the beliefs and intentions just described; (5) A intends for B to know this,
and knows that B does know it; and (6) B knows that A has this knowledge and intent;
then, in the absence of special justification, A must do X unless B consents to X’s not
being done.

10. L. L. Fuller and W. R. Perdue Jr., “The Reliance Interest in Contract Damages” (1936) 46 Yale
Law J. 52.

11. Ibid. at 57, 58.

12. The importance of promisors’ interests in being able to bind themselves is pointed out by Joseph
Raz. See J. Raz, The Morality of Freedom (Oxford: Clarendon Press, 1986) at 173.
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This is a principle of the kind we have been seeking: One that goes beyond
Principle L in requiring performance rather than compensation or warning. The
reasons that potential promisees and promisors have to reject principles that
would permit the actions that Principle F rules out are sufficient to make it rea-
sonable to reject these principles, and hence to establish Principle F as correct,
unless it would be reasonable to object to this principle because of the burden
it would impose on those who create expectations in others. So we need to
consider what these burdens might be and whether they could easily be avoided.
One could, of course, avoid bearing any burden at all simply by refraining from
voluntarily and intentionally creating any expectations about one’s future con-
duct. But the availability of this option would not, by itself, be enough to rule
out reasonable objections. A principle according to which the only way to avoid
obligations that are as binding as those specified by Principle F is to avoid vol-
untarily creating any expectations at all about one’s future conduct would be too
limiting. It would mean, for example, that we could never tell people what we
intend to do without being bound to seek their permission before taking a dif-
ferent course of action.

Principle F does not have this effect, however, since it applies only when A
has acted with the aim of assuring B that A will do X unless B consents to A’s
not doing so, when A knows that B wants this assurance, and when this and other
features of the situation are mutual knowledge.!3 No one could reasonably ob-
ject to a principle that, when these conditions are fulfilled, imposes a duty to
provide a warning at the time of creating the expectation if one does not intend
to be bound — to say, “This is my present intention, but of course I may change
my mind,” or to make this clear in some other way if it is not already clear in
the context. Since the burden of such a duty to warn is so slight, and the ad-
vantages of being able to enter into binding obligations are significant, one can
hardly complain if failure to give such a warning under these conditions leaves
one open to the more stringent duty to perform or seek permission not to. But
this is just the duty stated by Principle F; since condition (1) of that principle
entails that no such warning has been given.!* Indeed, quite the opposite has
occurred, since A has acted with the aim of providing assurance that he or she
will do X that is not hedged in this way in a situation in which he or she knows

13. Inthe absence of these conditions, A might still have some obligations to B, including at least
obligations of the weaker kinds specified by Principles D and L. Since my aim is to show how
full-fledged promises can be accounted for on a noninstitutional basis, I leave aside the ques-
tion of whether F might be supplemented by a principle specifying that A has a stronger obli-
gation of the kind provided by F'if A has unintentionally given B good reason to believe that
conditions of F are fulfilled.

14. They entail this since A has led B to believe that he or she will do X unless B consents to A’s not
doing X. This is the assurance that A is said to know that B wants and that A intends to provide.
But A would not have provided this assurance if A added the rider, “But of course I may change
my mind and reserve the right to do so.”
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that the difference between an expectation qualified by such a warning and one
without that qualification is important to B.

I conclude that when the conditions of Principle F are fulfilled it would be
wrong, in the absence of special justification, for the party in A’s position not
to do X. As in the case of Principle M, this justification need not take the form
of considerations that override the obligation specified by Principle F. But there
are cases in which this term may seem more appropriate than in the four ex-
amples I listed in discussing manipulation. For example, if it turns out that the
thing one has promised to do would be improper or wrong because of the harm
it would cause to third parties, then one should not do it despite having promised
to do s0.' In such cases there might remain an obligation, of the kind specified
by Principle L, to warn the promisee that one will not perform or, if he has per-
formed first, to compensate by repaying the cost of that performance.

When the conditions of F are fulfilled, in addition to its being wrong for the
person in A’s position not to do X, the party in B’s position has “a right to rely”
on this performance: that is to say, the second party has grounds for insisting
that the first party fulfill the expectation he or she has created. This right dif-
ferentiates the case of promising (though not only that case) from some of the
other examples of expectation-creation that I have been discussing. For example,
in the first version of the story about the farmers, I spoke of one farmer persuad-
ing the other that if the first farmer’s stream were contained then it would be in
that farmer’s economic interest to help contain the neighbor’s stream as well.
We could imagine this persuasion taking place in a face-to-face encounter, al-
though it is not necessary to suppose that the encounter culminates in anything
one would call an agreement. Alternatively — and this is the possibility I want
to focus on — we might suppose that when the first farmer sets out to get the sec-
ond farmer to believe that he or she will reciprocate, this is done without ever
speaking to the second farmer directly. (The first farmer might drop broad hints
at the feed store about the problem of the stream, and give the loquacious county
agent a detailed version of the story the neighbor is supposed to hear.) In this
case it would be wrong of the first farmer to fail to perform after the second had
done so but all right to fail to perform after warning the neighbor before any
reliance had occurred. We would not say in this case that the second farmer had

15. A principle that did not recognize such a limitation would be one that third parties could rea-
sonably reject. Under the form of contractualist moral argument that I am employing, however,
these objections are to be considered one by one, not as an aggregate. That is, the question is
whether any particular third party could reasonably reject the principle in question. At least in
the first instance, then, only the harms to each individual are weighed, not the sum of such harms.
This individualistic character is a significant difference between the moral framework I am
employing and the ideas of efficiency typically employed in law and economics approaches.
See, for example, the discussion of incentives in Richard Craswell’s contribution to this volume.
The question of how aggregative harms or benefits can become morally significant is discussed
in What We Owe to Each Other, supra note 5 atc. S sec. 9.
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any right to rely on his neighbor’s reciprocation. In performing first, he or she
“goes out on a limb” morally speaking. But in order for this not to be the
case — in order for the second farmer to have “the right to rely” — it is not nec-
essary for the first farmer to have used the words “I promise.” It is enough that
the conditions of intention and mutual knowledge specified in Principle F be
fulfilled.

Principle F is not just the social institution of promising under another name.
To begin with, the principle is not itself a social institution — its validity does
not depend on its being generally recognized or adhered to. The moral force of
undertakings of the kind described by Principle F depend only on the expecta-
tions, intentions, and knowledge of the parties involved, and these can be created
ad hoc, without the help of standing background expectations of the kind that
would constitute an institution. Second, the conditions of expectation and knowl-
edge that Principle F specifies can be fulfilled in many ways other than by mak-
ing a promise. As the examples of the farmers indicate, this can be done without
invoking a social institution (or by invoking a fictitious one). Promising is a spe-
cial case, distinguished in part by the kind of reason that the promisee has for
believing that the promisor will perform.

An established social practice or “convention” can play either of two roles
in the creation of obligations of the kind described by Principle F, but neither
of these is essential. First, a linguistic convention governing the use of the
words “I promise” can provide an easy way for speakers to indicate their un-
derstanding that they are in a situation of the kind described in F and that they
intend to be offering the kind of assurance described there. But this can be
conveyed in other ways, without using these words, such as by saying “You
can count on me to do it.” Second, where a social practice of promising exists
and promise-breakers are subject to social sanctions, this can provide the
promisee with reason to believe that the promisor will behave as promised.
But this incentive is not necessary. In what I take to be the central cases of
promising, saying “I promise” expresses the speaker’s intention to offer as-
surance of the kind described in Principle F and indicates that he or she is
aware of and takes seriously the fact that if this assurance is accepted then it
would be wrong to fail to do the thing promised.!® So understood, promissory
obligations are instances of Principle F in which the first party’s awareness of

16. Insofar as it holds that saying “I promise” involves this acknowledgement that one is in a sit-
uation in which offering assurance involves undertaking an obligation, my account resembles
P. S. Atiyah’s view that a promise is an admission that an obligation exists. See P. S. Atiyah,
Promises, Morals, and Law (Oxford: Clarendon Press, 1981) at c. 7, esp. 192-193 [hereinafter
Promises). But I would not say, as Atiyah does, that the obligation in question is independent
of the promise and that the function of the promise is thus primarily evidentiary. In my view,
by saying “I promise” one can simultaneously create a new obligation and acknowledge that
one is doing so. Indeed, one can do the former in part by doing the latter.
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that principle itself is invoked as the source of motivation that gives the sec-
ond party reason to believe that the assurance offered can be relied upon. Not
every instance of Principle F operates in this way, however. Some may appeal
to other sources of motivation such as those mentioned above in my examples
of the two farmers.

The idea that a social practice of promising involves certain rules that are
conventionally established suggests another function that such a practice might
serve but I believe does not. It might be that when we are deciding whether a
given promise is binding or whether, for example, certain factors excuse the
promisor from his obligation, what we are doing is trying to determine what the
rules of our social practice are. But it seems clear to me at least that this is not
what we are doing: Whether a promise binds and what it requires are determined
entirely by the combination of general moral requirements (such as the prin-
ciples I have stated) and the content of the particular promise in question. Facts
about particular social practices are relevant only insofar as they are made rel-
evant by considerations of these primary kinds (that is to say, only insofar as they
are part of the content of the promise, or are morally relevant because, say, they
affect the costs or the significance of performance, or non-performance, for the
parties in question.)

IV. Contracts and Enforceability

Even if, as I said at the outset, there are obvious similarities between the idea
of a promise and that of a legal contract, important differences between the two
notions are also apparent. While promises do not, I have argued, presuppose a
social institution of agreement-making, the law of contracts obviously is such
an institution. Moreover, it is an institution backed by the coercive power of the
state, and one that, unlike the morality of promises, is centrally concerned with
what is to be done when contracts have not been fulfilled. In this section I will
shift my attention from promises to legal contracts, and will therefore take up
both of these questions: the question of enforceability and the question of rem-
edy. I will also address the question of how the moral permissibility of using
the power of the state to enforce contracts (or to require those who break them
to pay compensation) depends on, or is related to, moral conclusions of the kind
discussed above about what individuals should do.

This dependence might be thought to be quite direct: Because individuals are
morally required to keep their promises (Principle F), and are morally required
to compensate promisees if they do not (Principle L), the power of the state can
be legitimately used to force them to do these things. But the fact that some ac-
tion is morally required is not, in general, a sufficient justification for legal inter-
vention to force people to do it; and the rationale for the law of contracts does not
seem to be, as this account would make it, an instance of the legal enforcement
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of morality.!” There is, I believe, a connection between the morality of promises
and the legitimacy of the law of contracts, but it is not this direct.

A second account of the enforceability of promises would appeal to the idea
that while the power of the state is not legitimately used to enforce just any moral
requirement, it is properly used to enforce individuals’ rights, and it is legitimately
used when individuals have consented to its use. The enforcement of compen-
sation for breach of contract might then be justified on the grounds that promisees
have a right to compensation, and promisors, by entering into legal contracts,
have consented to their enforcement.18

I will take a different approach. Rather than beginning with specific moral
elements, such as rights and consent, I will apply the general moral framework
that I have employed above. On this view, the use of state power to enforce
contracts, or to require compensation when they are breached, is morally per-
missible if a principle licensing this use is one that no one, suitably motivated,
could reasonably reject.

I will consider first the permissibility of enforcing the compensation portion
of Principle L. That principle specified that one must take reasonable steps to
prevent others from suffering significant losses as a result of relying on expec-
tations that one has intentionally or negligently led them to form about what
one is going to do. These reasonable steps could take the form of a timely warn-
ing, or performance as expected, or compensation for the loss that the person
incurred as a result of one’s failure to act as expected. Now consider a prin-
ciple that says that if a person has led another to form expectations in the way L
describes, and has neither warned this person nor performed as expected, and
the person has suffered significant loss as a result of relying on the expected
performance, then the coercive power of the state may be used to force him or
her to compensate the other person for this loss, provided that a law authoriz-
ing this is established and applied in a system of law that is tolerably fair and
efficient. Call this Principle EL (since it concerns the enforceability of L). As I
mentioned above, what Principle L normally requires is compensation for the
person’s reliance loss — as measured by the degree to which his or her situation
has worsened as a result of relying on the expectation in question. This consti-
tutes an upper bound on what L can require but, as I pointed out above, the limit
of compensation is even lower than this in some cases. I will understand EL, in
the light of this earlier discussion, as licensing the legal enforcement of com-
pensation up to but not exceeding that required by L.

The argument for EL has two stages. The task of the first stage is to identify
the reasons for having such a principle (or, alternatively, the reasons for rejecting

17. As Joseph Raz points out in J. Raz, “Promises in Morality and Law” (1982) 95 Harv. L. Rev.
917 at 937.

18. For an account of this kind, see R. E. Barnett, “A Consent Theory of Contract” (1986) 86
Colum. L. Rev. 269.
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a principle which prohibited state enforcement of compensation in such cases.)
The second task is to consider whether, despite these reasons in favor of it, EL
could nonetheless reasonably be rejected. The prima facie reasons for accepting
EL are clear. They consist of our need to rely on others’ representations about what
they are going to do, and the reasons we have for wanting to avoid significant
losses that can result when these representations prove false. These constitute
reasons for EL because most of us would be more likely to have to bear such
costs if we were denied legal recourse of the kind that EL would permit.

The next question is whether this principle could reasonably be rejected from
the point of view of those whom such laws would require to pay compensation.
If the law were perfectly administered, and unjustified suits for damages were
never brought, then laws of the kind licensed by EL would not impinge on any-
one who complied with the noncompensation parts of Principle L: that is to say,
on people who, whenever they had reason to believe that others would suffer
significant losses as a result of relying on expectations about their behavior that
they had intentionally or negligently created, either fulfilled these expectations
or gave timely warning that they were not going to do so. One cost of laws of
the kind EL would permit (I will call it the compliance cost) would thus be the
cost of constraining one’s behavior in this way. Since legal systems are imper-
fect, however, and unjustified suits are bound to occur, even a person who
complied with the noncompensation parts of L would still be vulnerable to the
risk of bearing the cost of defending himself against unjustified suits and per-
haps paying the damages required by mistaken verdicts. Call these the error
costs of EL.

If the law is administered with reasonable efficiency, these error costs will
be much lower than the cost of being left defenseless against losses imposed on
one by violators of Principle L, as one would be in the absence of laws of the
kind described in EL. Error costs therefore do not provide grounds for reason-
ably rejecting EL. What then of the claim that compliance costs alone make it
reasonable to reject EL, even given the reasons in its favor? [ argued above that
the costs of complying with L do not provide grounds for reasonably rejecting
that principle, given the burdens that its violations impose on others. The com-
pliance costs of EL are like those of L, with the slight modification that what
one will be forced to comply with, under threat of legal sanctions, will be an in-
terpretation of L that is the outcome of some legislative and judicial process.
Given the need people have for the protection that can only be provided through
such a process, this additional cost does not make EL reasonably rejectable.

This argument for Principle EL has elements in common with the two argu-
ments mentioned at the beginning of this section, the argument involving the
legal enforcement of morality and the argument appealing to rights and con-
sent. But it does not coincide with either of these. The argument just given
relies on the conclusion of the argument for Principle L — that is to say, the
conclusion that the loss of the opportunities that L rules out does not constitute
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sufficient grounds for reasonably rejecting L given the reasons people have to
want the protection it offers. But it does not rely on the conclusion that actions
violating L are morally wrong (nor on the idea that because these actions are
wrong it is permissible to make them illegal, or to legally require people who
commit them to compensate their victims). So the case for EL is not an instance
of the legal enforcement of morality.

But even if the argument for EL does not depend on the general thesis that
if an action is immoral then it can be made illegal, it may seem to imply this
thesis. If the fact that actions of certain type are immoral means that the com-
pliance costs of a principle, P, forbidding these actions do not provide grounds
for reasonably rejecting such a principle, then, just as the argument for L led
to a defense of EL, it might seem to follow that the costs of complying with a
principle EP that permitted the legal prohibition of these acts would not pro-
vide grounds for rejecting such a principle.

This argument is mistaken on at least two counts. First, it cannot be reason-
able to reject a principle permitting actions of a certain kind unless there are in-
dividuals on whom these actions would impose burdens, and these burdens must
be appealed to in order to make even a prima facie case for the permissibility of
legally prohibiting a class of actions. But the notion of wrongness that is char-
acterized by this idea of reasonable rejection does not capture the full range of
actions commonly called immoral, since this term is commonly applied to ac-
tions, such as certain forms of sexual behavior, that have no victims.!® Objec-
tions to the legal enforcement of morality are strongest in just such cases, in
which it is plausible to say that because there are no victims with claims to be
protected, there is no need to have a mechanism for collectively defining these
forms of immorality and enforcing legal prohibitions against them. Second, even
when actions do impose costs on certain individuals, these costs may not be great
enough to justify having such a mechanism. So the argument I have offered for
EL does not entail a general conclusion about the legal enforcement of morality.

The argument for EL depends on the assumption that people have good rea-
son to want to avoid uncompensated reliance losses, and that such losses are in
this sense a morally relevant consideration. But it does not presuppose the idea
of a right to compensation. Not every morally significant interest is a right. My
argument also takes into account the fact that (errors aside) people can avoid
the costs of EL by making the appropriate choices, and it considers the costs to
them of so choosing. But it does not rely on the idea of consent as part of the
justification for legally enforced compensation. (I will consider the difference
between these two forms of argument in more detail in Section V.)

Like L, Principle EL applies to cases in which no promise or contract is in-
volved. It would, for example, support the decision in Hoffinan v. Red Owl

19. I discuss this distinction between broader and narrower notions of morality in Chapter 4 of
What We Owe to Each Other, supra note 5.
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Stores,? in which Red Owl was required to compensate Hoffman for losses re-
sulting from actions that they knew he was taking in the expectation, which they
knew to be unrealistic, that he was going to get a Red Owl franchise. Principle
EL explains why compensation can be required in such cases without appeal-
ing to the idea of an “imputed contract.”2! But it also explains why appeal to
the idea of contract might seem appropriate: Even when they do not involve
contracts, situations falling under EL are like breaches of contract in involving
responsibility for the expectations one has led others to form about one’s future
conduct.

EL also allows for legal remedies in most cases of breach of contract. If
recovery for breach of contract were confined to compensation for reliance
losses, and hence also to cases in which reliance has occurred, the moral per-
missibility of contract law would be fully accounted for by EL. But there seem
to be at least some cases in which legal enforcement of compensation for breach
of contract is permissible even though no reliance has occurred, and other cases
in which it is permissible to require specific performance or compensation for
expectation damages that go beyond reliance losses. So I want to consider
whether there is a stronger principle, analogous to Principle F, that provides for
these remedies. Identifying the moral basis for such a principle will put us in a
better position to respond to doubts about expectation-based remedies (and dis-
tinctively contractual forms of liability) such as those expressed by Fuller and
Perdue and by Patrick Atiyah, among others.>?

The principle in question would be one that, under certain conditions, per-
mitted the use of state power to enforce contracts by such means as requiring
specific performance or the payment of expectation damages even when these
go beyond losses incurred in reliance. As in the case of EL, I will proceed by
first identifying the reasons for having such a principle and then considering
possible grounds for objecting to it. Considering these grounds will help us to
formulate the principle by identifying the conditions that it must contain in
order not to be reasonably rejectable.

The situations the principle would deal with are ones like those described in
Principle F, in which one person, A, offers another, B, assurance that A will do
X unless B consents to A’s not doing it, where A has reason to believe that B wants
such assurance. As I pointed out in discussing the argument for Principle F, the
reasons that people in B’s position have for wanting assurance include the in-
terests they have in avoiding reliance loss but are not limited to these interests.
A promise can provide assurance insofar as B believes that A will be moved to

20. 133 N. W. 2d 267, 26 Wis. 2d 683 (1965)

21. Principles L and EL thus account for the phenomena Atiyah describes when he writes, “. . .
whenever promises are implied from conduct, it is often, perhaps always, the case that the con-
duct itself justifies the creation of the obligation.” Promises, supra note 16 at 174.

22. Fuller and Perdue, supra note 10; P. S. Atiyah, The Rise and Fall of Freedom of Contract
(Oxford: Clarendon Press, 1979) [hereinafter Freedom of Contract), and other writings.
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do X either by a sense of obligation or by a desire to avoid social sanctions such
as loss of reputation and the withdrawal of future cooperation. Since these mo-
tives may prove inadequate, however, people in B’s position may have reason to
want to have them supplemented by legal remedies, and when this is so A may
thus have reason to want to offer additional assurance of this kind.

On the other hand, people have good reason to want to be able to make
promises, even about things that matter a great deal to them, without making
legally binding agreements, and it would therefore be reasonable to reject a
principle that permitted a legal system to make every significant promise legally
enforceable in the ways we are now discussing. The principle I propose will
avoid this objection by requiring that A must indicate that he understands him-
self to be undertaking a legal obligation to do X.23

This is part of the more general requirement, which any nonrejectable prin-
ciple must include, that a person in A’s position must have adequate opportunity
to avoid legal liability of the kind being discussed. This means, first, that A’s un-
derstanding of his situation must not be unacceptably restricted. Obviously, per-
fect knowledge is not required: A certain amount of uncertainty is an unavoid-
able fact of life and an essential aspect of many situations in which contracts are
made. But it would be reasonable to reject a principle that allowed the law to en-
force contracts that were entered into only because of trickery or because infor-
mation that A was entitled to have was withheld. Second, a non-rejectable prin-
ciple must require that A’s alternatives not be unacceptably constrained. Again,
ideal conditions cannot be required: The point of making a contract may well be
to obtain the means for extricating oneself from a situation one would rather not
be in. But an acceptable principle must not allow the force of law to be brought
to bear to enforce agreements obtained through coercion. I will say more in the
next section about how this condition is to be understood. In stating these re-
quirements I have used explicitly normative terms — “adequate opportunity to
avoid,” “not unacceptably restricted,” and “not unacceptably constrained” — the
application of which requires moral judgment. For reasons I will discuss more
fully in the next section, I believe that this is unavoidable. (In particular, it can-
not be avoided by saying that enforceable agreements must be “voluntary.””)

The requirement that A indicate the intention to be undertaking a legal obli-
gation to do X leaves it quite open what A takes this to involve, but A can hardly

23. Since my present aim is just to establish a conclusion about the possible legal enforceability
of contracts, I leave aside the question of whether this might be replaced by the weaker re-
quirement that A do something which he knows or should know will create a legal obligation
unless he disclaims this intent, and A does not issue such a disclaimer. For similar reasons, I
will not explore the extension of the principle I am formulating to cover cases in which one
party negligently gives the other good reason to believe that a contract is being entered into.
Even in cases that do not fall under this principle or its extensions, however, recovery for re-
liance losses may be allowed by Principle EL. (compare note 13 supra). I am grateful to Richard
Craswell and Jody Kraus for calling these issues to my attention.
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be said to have had adequate opportunity to avoid legal penalties for breach of
contract if A could not fairly easily have found out what these penalties are
likely to be. B also must be able to find this out: Someone in B’s position could
reasonably object to a law that provided a remedy that was much lower than the
one he or she had reason to expect and on which B’s willingness to accept the
terms A offered was predicated.

Finally, the remedies for breach of contract that a non-rejectable principle
allows must not be excessive. “Excessive” is, again, an undeniably moral no-
tion. It cannot be eliminated, but the contractualist framework provides a struc-
ture that guides us in interpreting it. The general idea is that a penalty is exces-
sive if it is one that contracting parties do not have good reason to want to have
available given the costs of having it. The requirement that contracting parties
have adequate opportunity to avoid being bound, and thus to avoid whatever
remedy is prescribed, provides a significant degree of protection against this
cost. But this protection is not absolute. People need to make contracts, and they
may fail to keep them. We are all prone to errors in judgment, some of us more
than others, and even given “adequate opportunity” to avoid the penalties for
breach of contract, people will sometimes have to pay these penalties. A remedy
is excessive if it is grossly out of proportion to the costs and benefits that are at
stake in the contract itself. (Imprisonment for defaulting on small debts would
be a case in point.) This disproportion means that the penalties are much greater
than what is likely to be needed to overcome the conflicting motivations that
the contracts give rise to. Any advantages in assurance that they bring are there-
fore slight, and not sufficient to justify the cost of incurring them: If the threat
of a serious harm can be avoided altogether at slight cost, then arranging that it
will befall only those who choose badly does not constitute adequate protection
against it.

Bringing these considerations together, the principle we are looking for might
be formulated as follows:

Principle EF: 1t is permissible legally to enforce remedies for breach of contract that go
beyond compensation for reliance losses, provided that these remedies are not excessive
and that they apply only in cases in which the following conditions hold: (1) A, the party
against whom the remedy is enforced, has, in the absence of objectionable constraint
and with adequate understanding (or the ability to acquire such understanding) of his or
her situation, intentionally led B to expect that A would do X unless B consented to A’s
not doing so; (2) A had reason to believe that B wanted to be assured of this; (3) A acted
with the aim of providing this assurance, by indicating to B that he or she was under-
taking a legal obligation to do X; (4) B indicated that he or she understood A to have un-
dertaken such an obligation; (5) A and B knew, or could easily determine, what kind of
remedy B would be legally entitled to if A breached this obligation; and (6) A failed to
do X without being released from this obligation by B, and without special justification
for doing so.
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EF supports the permissibility of remedies such as specific performance and
the payment of expectation damages (if these damages could reasonably have
been foreseen at the time the contract was made) as long as these remedies are
not “excessive” in the sense just discussed. (And they will in general not be
excessive since they are, by definition, not disproportionate to the costs and
benefits dealt with in the contract in question.) Like EL, however, EF is a prin-
ciple about what it is morally permissible for a legal system to do, not a claim
about what such a system must do or a claim about how the law of any partic-
ular system should be understood. There may, for example, be good reasons of
policy for taking expectation as the measure of damages in some kinds of cases
and reliance losses as the standard in others. The point of considering EF is to
establish that the former is at least permissible in some cases in which the ex-
pectation value of a contract exceeds any reliance loss.

EF allows for the legal enforcement of merely executory contracts, but it
avoids a common objection to such contracts because it is restricted to cases in
which A has indicated the intention to undertake a legal obligation. It does not
seem appropriate for the law to enforce every personal promise, such as a par-
ent’s promise to a child, even when the amount involved is significant. But the
objection to such enforcement is undermined when the promisor has specifi-
cally indicated the intent to be making a legally binding commitment, and some-
thing important is gained by allowing parties to make such a commitment when
they wish to do so.

Principle EF does not include any requirement of consideration: It does not
require that B have given A anything or made any reciprocal promise in return
for A’s undertaking an obligation to do X. My account does, however, identify
several functions that consideration might be taken to serve. Consideration might,
like a seal, serve to signal the parties’ understanding that A is making a legal
contract, not merely a promise. For this purpose, however, what B gives A need
not be anything of value. A peppercorn would suffice. Alternatively, B’s giving
A something (even a token) in return for his promise might be a way of indi-
cating that the conditions of EF (or for that matter the corresponding conditions
of F) are fulfilled: that B does want assurance that A will do X and takes A to
be providing it by undertaking a legal obligation. Requiring consideration for
this reason would be a way of making certain that “threat-promises” and other
forms of unwanted assurance are excluded from the realm of enforceable con-
tracts. Third, consideration might be a sign that the matters at stake in a given
agreement are of sufficient importance to the parties to warrant the law’s atten-
tion. For this purpose, if not for the first two, what B gives A in return for his of
her undertaking to do X would have to be something of significant value.

These are three functions that consideration could serve, but each could also
be served in other ways. It can be perfectly clear in a given context, even with-
out any consideration being given, that parties understood themselves to be
making a legal contract, that the assurance offered was in fact desired, and that
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the subject matter of the agreement should not be dismissed as trivial. So, al-
though the account I have offered explains why consideration might sometimes
be relevant, it provides no moral basis for the idea that it is always required.

Principle EF requires that A indicate an intent to be undertaking a legal ob-
ligation, and that both parties know, or can easily find out, what remedies for
breach this entails. In addition to having fair notice of the remedies they are
leaving themselves open to or relying upon, however, parties to a contract may
have reason to want to be able to choose what these remedies will be. This flex-
ibility can be provided in at least two ways. If the remedy that the law provides
is the enforcement of specific performance where this is possible or, failing that,
expectation damages, then the parties can achieve the effect of A having differ-
ent remedy R if A, instead of contracting to do X, contracts to provide R if he
does not do X.

Alternatively, the law might allow parties to specify, within certain limits,
what the penalty for breach will be, perhaps by setting a “default” remedy which
parties can modify (within these limits) if they wish to.2* In this case then,
whether it is the default remedy or some alternative that applies in a given case,
this will apply only because the parties have chosen it, or at least have failed
to object to it, given adequate notice that it will apply.2>

Given this fact, it is tempting to say that in such a system the remedy is also
based on a contract: that in addition to their primary contract the parties make
asecond “remedy contract” specifying what is to happen if A fails to fulfill this
primary agreement. In my view, however, this is not a satisfactory description
of the situation. First, if the remedy contract is just another contract then the ques-
tion arises what is to be done in the event that it, in turn, is breached. (Specific
performance seems to be presupposed.) Second, while a second contract could
specify additional penalties that are to apply if the first contract is breached, it
is not clear how such a contract could lower the remedy that would be appro-
priate in this event. To do this the parties would have to exercise some legal
power other than merely making another contract.

I turn now to the argument for EF. Principle F itself provides no direct sup-
port for EF, since F deals only with what individuals should morally do, and
says nothing either about enforcement or about remedy. But, as in the case of

24. For an example of this approach, and a discussion of such remedies, see R. Craswell, “Contract
Law, Default Rules, and the Philosophy of Promising” (1989) 88 Mich. L. Rev. 489.

25. It might seem that there is a difference here between default and nondefault remedies, since
the latter must be consciously chosen while the former may hold even though one or both of
the parties has failed to consider what the remedy will be. But on the view I am presenting there
is in principle no difference here. Just as default remedies may (or may not) be arrived at by
conscious choice and deliberation, even when a nondefault remedy is specified in a written agree-
ment, one party may have failed to notice this. Just as in the default case, conscious choice is
not required: It is enough that both parties had fair notice that this remedy would apply. For
helpful discussion of this point, see J. Coleman, Risks and Wrongs (Cambridge: Cambridge
University Press, 1992) at 166-173.
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L and EL, an argument for a principle authorizing the enforcement of expecta-
tion damages may be constructed by both tracking and relying on the argument
for F.

As explained in that argument, people have good reason to want to be able to
make agreements that they can rely on even when they have taken no action in
reliance on these agreements (perhaps because there is no way for them to do
s0.) This is what I called above the value of assurance. Given that promisees have
reason to want assurance of the kind I have described, promisors have reason
to want to be able to provide it. Since the moral motives on which promises rely
often fail to move people to keep promises they have made, both promisors and
promisees have good reason to want to be able to make legally binding agree-
ments that are enforced in some way that provides this kind of assurance, and
there is thus good prima facie reason to permit the state to do this. The ques-
tion, then, is whether this use of state power is something that those against
whom it may be used could reasonably object to.

As in the case of EL, the costs of EF are of two kinds: error costs and com-
pliance costs. Error costs, the costs of wrongful accusation and wrongful judg-
ment, will be lower than in the case of EL, since the line between making and
not making an agreement of the kind described by EF is clearer than the line
drawn by Principle EL. So if EF can reasonably be rejected it would seem to be
on the basis of compliance costs.

If the law is correctly applied, would-be contractors can avoid having state
power used against them in the way that Principle EF would allow by taking ei-
ther of two courses of action: They can refrain from offering the particular kind
of assurance that the principle describes, or they can fulfill the assurances they
offer. What EF allows a state to do is to deprive them of the opportunity to
offer such assurances and then not fulfill them, even in the absence of special
justification, without fear of legal intervention.

People in A’s position may have reasons for regretting a contract and wish-
ing to be free of it. They may simply decide that they made a bad deal, or they
may have discovered a better one. But EF cannot be reasonably rejected on such
grounds. First, the main point of making a contract in the first place, both from
the point of view of the promisee and that of the promisor, is to provide assur-
ance against this kind of reconsideration, so a principle that recognized these
conditions as justifying nonfulfillment would undermine the main purpose of
contracts. Second, parties in A’s position are adequately protected against the
cost of being bound in this way by the fact that they know, or have access to,
the facts of their situation and the agreement they are making, and can if they
choose refuse to enter into this agreement. (One of the justifications for non-
fulfillment that an acceptable principle must recognize is that special features
of A’s situation may deprive A of this protection.)

A number of writers have expressed doubts about the basis for legal enforce-
ment of expectation damages that go beyond reliance losses and, in particular,
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doubts about the rationale for enforcing any remedy in cases in which there has
been no reliance. Fuller and Perdue, in their classic article, maintain that what
they call “the expectation interest” is much weaker than “the reliance interest” as
a basis for contractual liability and that this interest in turn is weaker than “the
restitution interest.”” They go on to ask the not merely rhetorical question, “Why
should the law ever protect the expectation interest?”2 In a similar vein, Atiyah
observes that the grounds for the imposition of promise-based obligations “are,
by the standards of modern values, very weak compared with the grounds for
the creation of benefit-based and reliance-based obligations.”?’

The view I have been presenting responds to these doubts in two ways.
First, the distinction between principles EL and EF acknowledges that there are

26. Fuller and Perdue, supra note 10 at 56-57. Although they regard the restitution interest as a
stronger ground for remedy than the reliance interest, they observe that the two “coincide” in
many cases. They write, “If, as we shall assume, the gain involved in the restitution interest re-
sults from and is identical with the plaintiff’s loss through reliance, then the restitution interest is
merely a special case of the reliance interest . . .” (Ibid. at 54) This involves a non-sequitur. It
may be true that the cases in which the restitution interest supports recovery will be a subset
of those in which the reliance interest does so, and the form of damages they recommend in
those cases may coincide. But this does not make the restitution interest a special case of the
reliance interest, since the two interests provide different rationales for recovery even when they
recommend the same thing.

The restitution interest applies in cases in which the defendant has received something as
advance payment for goods or services he has contracted to provide but then fails to deliver.
The rationale for recovery which this interest picks out is the idea that the defendant’s claim to
the payment received is undermined by his breach of contract, or, alternatively, the idea that it
is not a good thing for people to be allowed to keep goods they have obtained unjustly, and bet-
ter that they should be forced to return them to their rightful owners. The former interpretation
seems to me a stronger one, but, whichever way the underlying rationale for state action sup-
ported by the restitution interest is understood, this rationale depends crucially on the right-
fulness or wrongfulness of the defendant’s gain. The aim of restitution may be like the reliance
interest in being concerned to “make the plaintiff whole,” but the reliance interest is concerned
exclusively with this aim and is quite independent of the rightfulness of the defendant’s claim
to any benefits he has received or even to whether he has received any benefit at all. This ex-
plains why the range of cases covered by the reliance interest is broader, but also indicates that
where the two both apply they stem from different reasons. This also may explain why Fuller
and Perdue believe that the restitution interest gives rise to a stronger claim for judicial inter-
vention (Ibid. at 56). In cases in which the reliance interest alone applies, the defendant is to
be asked to give up goods to which he otherwise has a perfectly valid claim. So there is some-
thing that needs to be overcome by a reason for compensating the plaintiff’s loss. In restitution
cases, however, the defendant’s claim to possession is itself invalid, and the goods in question
in fact already belong to the plaintiff. This is what makes the name “restitution” appropriate:
the judge acts with the aim of restoring to plaintiffs what is already rightfully theirs. For this
reason, it is misleading to use the term “compensation” to cover what is done when acting in
service of all three of these interests. The reliance interest is an interest in compensating plain-
tiffs for the losses they have suffered. This is true as well in expectancy cases where what is
required is not specific performance but “compensation” for the failure to provide what was
promised. Specific performance, however, is fulfillment of a promise rather than compensation
for not fulfilling it, and restitution is, as I have said, a matter of giving back what rightfully be-
longs to plaintiff rather than compensating for the loss of it.

27. Freedom of Contract, supra note 22 at 4. By benefit-based obligations, he means ones arising
from some benefit received.
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different bases for legal remedy in breach of contract cases, and offers a char-
acterization of this difference. The argument for EL provides a basis for reliance
damages in breach of contract cases that is continuous with the grounds for
similar recovery in cases in which there is no contract (and even no promise.)
It expresses what might be called the underlying tort-like basis for such dam-
ages. By contrast, EF provides a ground for recovery that is unique to contracts
and could fairly be called “promise-based.”

Second, the argument for EF responds to doubts about this form of liability
by providing it with a rationale, based on the value of assurance. As I argued in
Section I11, our reasons for caring about assurance are related to our reasons for
wanting to avoid reliance losses, but are not reducible to these reasons. Assur-
ance is something that people have reason to care about, quite independent of
what the law may be, but it is also something that legal institutions can support
and protect. As I pointed out earlier, assurance is not merely a “psychological”
notion. What people have reason to want is not only a certain state of mind —
confident belief that certain things will happen — they also want to make it more
likely that these things will in fact occur.

Laws of the kind licensed by EF help to provide assurance partly because the
threat of legal enforcement of specific performance or expectation damages
provides people with an incentive to fulfill the contracts they make. This ration-
ale for these remedies thus has what Fuller and Perdue call a “quasi-criminal
aspect.” They go on to say that this makes a policy of enforcing expectation
damages analogous to “an ordinance that fines a man for driving through a stop
light when no other vehicle is in sight.”?8 But this analogy will seem apt only
if one supposes that the only interest in assurance is the interest in avoiding loss
due to actions taken in reliance. I as I have argued in section III, this does not
seem to me to be the case.?® The rationale that the idea of assurance provides
for requiring specific performance or expectation damages is not merely “quasi-
criminal,” since these remedies do not merely serve to deter promisors from
breaching contracts but also, in each of the cases in which they are applied, give
promisees what they have wanted to be assured of (or come as close to doing
this as is practically possible.)

One reason that Atiyah cites for resisting the idea of purely promissory lia-
bility is that he sees it as an expression of the emphasis on freedom of choice
that is part of the classical laissez faire moral and political outlook. Part of this
outlook, as he understands it, is the idea that there is liability for another per-

28. Fuller and Perdue, supra note 10 at 61. See also Atiyah, Freedom of Contract, supra note 22
at 3.

29. Atiyah (loc. cit.) says, in regard to the idea that a promisee whose expectations are disappointed
is thereby made worse off, that “Psychologically this may be true; but it a pecuniary sense, it
is not.” The assumption, which I am contesting, is that if the promisee is not worse off “in a
pecuniary sense” then any reason he may have for objecting to what has happened must be a
matter of psychology.
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son’s reliance loss only where the agent has chosen to accept responsibility for
this loss by giving a promise and that “if I have given no promise, you act at
your peril, not mine.”3¢ On this point, the view I have offered represents an in-
termediate position between Atiyah’s view (very nearly rejecting purely prom-
issory liability) and the view he takes himself to be attacking (nearly limiting
liability to cases where it has been consented to.) On the one hand, Principle EL
authorizes legal liability in cases where there is no contract, or even promise.
On the other, Principle EF recognizes an independent basis of purely contrac-
tual obligation.

A second ground for Atiyah’s concern about promissory liability is that the
classical laissez faire view that he associates with it takes an exaggerated and
absolutist view of the value of freedom of choice. This view, as he understands
it, fails to recognize the case for paternalistic restrictions and ignores the fact
that, due to “material resources, skill, foresight, or temperament,” some people
are more able than others to take advantage of freedom of choice.?! I believe
that my account of promissory liability avoids these difficulties. In order to see
why, we need to consider in more detail how ideas of voluntariness and choice
figure in the arguments I have offered. This is the task of the next section.

V. Voluntariness

It is generally agreed that promises and contracts are binding only if they are
entered into voluntarily. Principles F and EF endorse this truism, since the
obligations they support and allow to be enforced must be entered into inten-
tionally, with adequate understanding, and without objectionable constraint.
Taken together, these conditions amount to what would ordinarily be called a
requirement of voluntariness. In this section I want to examine in more detail
how this requirement arises, and what it involves.

There are a number of different ways of classifying actions as voluntary or
involuntary, and these classifications have different kinds of moral significance
and involve different conditions. According to one familiar conception of vol-
untariness, an action is voluntary if it is a reflection of the agent’s will, that is,
of his or her judgment about what to do in the situation in question. It is this
notion of voluntariness (or something close to it) that is the most basic precon-
dition for the applicability of moral praise and blame.32 But this idea of volun-
tariness is considerably weaker than one that is commonly invoked when we
say, for example, that a coerced promise was not made voluntarily. Even a co-
erced promise can be voluntary in this basic sense. Moreover, it can be true that

30. P. S. Atiyah, Book Review of Contract as Promise by C. Fried (1981) 95 Harv. L. Rev. 509 at
521.

31. Ibid. at 526.

32. Idiscuss this claim in Chapter 6 of Whar We Owe 1o Each Other, supra note 5.
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people acted voluntarily in this sense (true that what they did can be attributed
to them in the sense relevant to moral praise and blame) even though much of
what they believed about their actions and circumstances was mistaken. What
matters for the moral assessment of agents is how they understood their situa-
tion and what they took to be a sufficient reason for acting in a certain way in
that situation as they understood it.

A different way of assessing the conditions under which an agent acts is in-
volved in the idea that individuals are likely to be the best judges of their own
welfare, and that a person’s choices, as long as they are informed and not con-
strained, are therefore likely to be a good indication of the outcomes that are
best from that person’s point of view. It follows from this idea that if efficiency
is a morally significant goal, then it will matter morally whether agents’ choices
are voluntary in this stronger sense — that is to say, informed and unconstrained —
since it will be a good thing morally speaking to let individuals make their own
choices when these conditions are fulfilled, but not necessarily a good thing (at
least not for this reason) when they are not.3?

It is obvious why it should matter, from this efficiency-based point of view,
whether an agent is well-informed. People are likely to make better choices
among outcomes if they have the relevant information about these outcomes.
Duress, however, is another matter. The requirement that there be no duress
means that no penalties can be attached to choosing any of the alternatives.
Since attaching such penalties amounts to changing what the alternative out-
comes are, the assumption that agents are the best judges of their own welfare
would indicate that they would also be the best judges of these changed alter-
natives. But the latter choice, insofar as it was affected by these penalties,
might not be a good indication as to which of the original alternatives was best
for the agent. So the reason for ruling out duress comes down to the idea that
in order for an agent’s choice to indicate which, among a given set of alterna-
tive outcomes, is best for him, it must be a choice among those alternatives,
not some altered set.

The account that I am offering of the moral significance of choice and vol-
untariness is similar to this efficiency-based rationale but differs from it in start-
ing from the point of view of the agent. The basic idea of my account is what I
call the value of choice: that is to say, the value for an agent of having what hap-
pens (including what obligations are incurred) depend on how he or she responds
when presented with a set of alternatives under certain conditions.>* Many dif-

33. This idea is invoked in Richard Craswell’s contribution to this volume. See R. Craswell “Two
Economic Theories of Enforcing Promises” in this book, pp. 24, 37-39.

34. Idevelop this account in more detail in T. M. Scanlon, “The Significance of Choice” in S. Mc-
Murrin, ed., The Tanner Lectures on Human Values Vol. 8 (Salt Lake City: University of Utah
Press, 1988), and in Chapter 6 of What We Owe to Each Other, supra note 5. The strategy I fol-
low was laid out by Hart in H. L. A. Hart, “Legal Responsibility and Excuses,” in Punishment
and Responsibility: Essays in the Philosophy of Law by H.L.A. Hart (Oxford: Oxford Univer-
sity Press, 1968).
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ferent factors go into determining this value. These include, but are not limited
to, the values of the alternatives the agent can choose and the significance of
having these outcomes occur by virtue of his or her having chosen them. The
value of a choice also depends on whether, under the conditions in question, the
agent would be able to think clearly, and would have, or know how to get easily,
the information necessary to make a reliable choice. Usually, but not invariably,
the value of a choice is enhanced by the addition of alternatives, provided that they
are ones that the agent might want to realize. Often, the value of having a cer-
tain choice is decreased by having alternatives removed, or by duress (that is,
by the addition of penalties that make certain alternatives less attractive.) But
this is not always so: Given that we are imperfect choosers, we may have good
reason to prefer choosing in a situation in which certain alternatives with long-
range bad consequences have been made unavailable, or more immediately un-
attractive. Thus, when paternalism is justified — when it is legitimate to restrict
choices “for the agent’s own good” or to treat choices as lacking their usual
moral significance — this is so because in these cases unconstrained choices lack
their normal value for the agent rather than simply because this value is over-
ridden by other considerations.

The value of choice is not a conception of voluntariness. Nor have l appealed
to the notion of voluntariness to explain what makes a choice more or less valu-
able from an agent’s point of view. Rather, I have appealed to such things as the
value and significance of the alternatives and the influence of various condi-
tions on the choice one is likely to make. Since these are factors that play a role
in various ideas of voluntariness, a moral argument based on them may reach
the same conclusion that would be reached by appealing to one of these notions.
But, as I will now explain, it need not proceed by way of any such appeal.

So far, I have not described the value of choice in moral terms, but rather in
terms of what an individual has reasons to want. But these reasons take on moral
significance within the kind of moral argument I have been presenting because
they figure in determining the strength of the reasons that various individuals may
have for rejecting or not rejecting principles of the kinds I have listed above.
This happens in two ways.

First, because people have reason to want certain alternatives to be available
to them (under the right conditions) they have prima facie reason to favor prin-
ciples that provide these alternatives (as Principle F does, for example), and
prima facie reason to reject principles that would deny them the opportunity to
make these choices or would permit others to interfere with this opportunity.
Recognizing the value of choice in this way does not involve singling out “free-
dom of choice,” or “freedom of contract” as a paramount value that is never,
or almost never, to be interfered with. The value of choice as I understand it is
highly variable, depending on the choice in question and the alternatives under
which it is to be made. (Some choices have negative value.) Moreover, this
value is only one kind of reason among the many that figure in determining
whether a principle can reasonably be rejected.
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Second, the value of choice as a protection against unwanted outcomes can
reduce the force of individuals’ reasons to reject a principle. If a person has good
reason not to want a certain thing to occur, and a given principle would allow
others to behave in ways that would bring that thing about, then this gives that
person prima facie reason to reject that principle. But if the outcome in ques-
tion is one that the person could easily avoid by choosing appropriately (or if
the principle would license others to bring it about only if that person, chose,
under favorable conditions, to permit them to do so), then the force of this ob-
jection may be reduced or even eliminated.?” It is generally worse to be faced
with having an unwanted outcome occur whatever one does than to be faced with
having it occur only if one does not choose to prevent it.

The value of choice figured in both of these ways in the arguments I gave
above for Principles F and EF. On the one hand, positively, potential promisors
and promisees have reason to favor these principles because they provide op-
portunities to choose to give and receive assurance that they have reason to
want. On the other hand, potential promisors’ objections to being bound in ways
they would not like are greatly weakened by the fact that they will be bound only
if they choose to be so under the appropriate conditions. The value of choice
also figured in this second way in the arguments for Principles L and EL, since
it was an important part of those arguments that individuals could avoid being
obligated to compensate others by taking due care about the expectations they
create or by giving timely warnings. Thus, in one important way, the idea of
choice plays the same role in the case for the “tort-like” principle EL and the
case for the “promissory” principle EF. In this respect, the difference between
the arguments for the two principles is a matter of degree rather than a sharp
difference in kind, although the value of choice does also play a second, “pos-
itive” role in the case for EF.

As I said at the beginning of this section, this line of argument supports the
familiar conclusion that promises are binding, and can be enforced, only if they
are entered into voluntarily. But if we ask what “voluntariness” amounts to here,
it turns out that a choice is voluntary in the relevant sense just in case the cir-
cumstances under which it was made are ones such that no one could reason-
ably reject a principle that took choices made under those conditions to create
binding (or enforceable) obligations. The relevant notion of voluntariness is thus
given its shape by the argument for the principle in question rather than being
an independently specifiable notion that is appealed to in that argument. What
is appealed to in the argument, and shapes its conclusion, is not voluntariness
but the value of choice.

35. I say “may be,” since it depends on the choice in question and the conditions under which it
would be made. As we saw above in discussing “excessive” penalties for breach of contract,
the fact that an agent could avoid a certain outcome by choosing appropriately does not nec-
essarily eliminate his objection to a principle that makes it available. Given the imperfections
of choice, one may have good reason to prefer that an outcome not be available at all.
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An alternative approach would begin with a conception of when a choice is
voluntary — for example, with the idea that a choice is voluntary if it expresses
the agent’s genuine will — and with the moral principle that if a choice is volun-
tary in that sense then it confers moral legitimacy on its outcome. We might say,
for example, that a choice is voluntary in the relevant sense if it is voluntary
in the basic sense required for moral responsibility and is made under conditions
in which the agent has, and is aware of, acceptable alternatives to so choosing.
But this runs into familiar difficulties. If we say that a promise to pay a robber
is not voluntary, because the only alternative to making it was immediate, painful
death, what are we to say about a promise to pay a surgeon for an operation, the
only alternative to which is equally grim?3¢ (A similar question might be raised
about a treaty entered into at the end of a war by the defeated nation.)

On the view I am proposing, we address these questions by asking, for ex-
ample, whether it would be reasonable to reject a principle requiring one to keep
a promise to a robber, made under threat of death. The idea of the value of choice
enters into the answers to these questions in two ways. First, part of the case for
the nonrejectability of Principle E for example, lay in the fact that the obliga-
tions it imposes on promisors are ones that they can avoid by refusing to prom-
ise. In this case, the robber’s threat makes that option much less attractive, so a
principle requiring one to keep the promise to the robber would in this respect
be more open to objection. But, second, such a principle, by making it possible
to enter into a binding commitment under such conditions, also makes avail-
able an option one might very much want to have (or might want not to have,
since it gives robbers incentive to ask for such promises). It may be unclear how
these considerations balance out.?” In the case of the promise to the surgeon,
however, the result is clear: One has reason to want to be able to make such
a promise, and to have it be binding, even though when one makes it one will
“have no other choice.”

But the reasonableness (from the point of view of the promisor) of rejecting
a principle that would require one to keep either of these promises also depends
on whether potential promisees have forceful objections to the alternative prin-
ciple, which would permit these promises to be broken. Here a clear difference
between the two cases emerges. The robber has no reasonable objection to such
a principle. Since his threat violates other valid principles, he cannot object to
a principle that prevents him from gaining by making it. The surgeon, on the
other hand, could object to such a principle (at least if the fee in question is
something the surgeon is entitled to demand.)

36. The example given by Hume, supra note 2 at Book III, Part II, Sec. V., esp. at 525.

37. Deciding how they balance out is a matter of assessing the relative strength of reasons for want-
ing to have certain options be available. It is not a question about the “will” or preferences of
any particular promisor: whether I am or am not bound by such a promise does not depend on
whether I in particular would prefer to be able to make it or not.
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There are, then, at least three considerations at work in these cases: the in-
terest of promisors in being able to avoid an obligation by having an acceptable
alternative course of action; the interest of promisors in being able to make
binding commitments in some cases even when they lack such alternatives; and
the varying strength of the interests of promisees in being able to rely on as-
surances they are given. The first two considerations may cancel each other out
in some cases. Whether or not they do this in the cases we have been consider-
ing, these cases are distinguished by a decisive difference of the third kind.38

If this analysis is correct, then it is not mistaken but nonetheless somewhat
misleading to say that what we should ask in such cases is whether the prom-
ise was or was not made voluntarily. Because this same term is also used to
denote the basic condition of moral attributability, its use in this context sug-
gests that what is at issue here is simply whether the promisor’s action reflected
his or her will, and whether this will was or was not constrained by lack of
knowledge or absence of acceptable alternatives. But if voluntariness were a
matter of the agent’s will and the degree to which it is constrained by the un-
availability of alternatives then we would have to say either that the promise to
the robber and the promise to the surgeon are both voluntary (although the first
may be invalid for other reasons) or that neither is voluntary (but the second is
valid nonetheless.) But “voluntariness” is commonly used to distinguish between
such cases: a promise is called voluntary if and only if the circumstances under
which it was made do not constitute a decisive objection to taking it to be bind-
ing. I have no objection to this way of speaking as long as it is understood that
when “voluntary” is used in this way an action is voluntary just in case it was
made under conditions such that a person could not reasonably reject a principle
according to which actions made under those conditions have moral conse-
quences of the kind in question.

This is why, in stating principles F and EF, I have specified that A acts inten-
tionally, in the absence of objectionable constraint, and with adequate under-
standing of his situation (or the ability to acquire such understanding) rather than
saying that what A does is voluntary. As the examples I have just discussed in-
dicate, there is no simple way to spell out which limits of an agent’s options are
objectionable. Similar difficulties prevent us from specifying, in non-normative
terms, what constitutes “adequate’ access to information about one’s situation.
Thus, in order to defend a particular law of contracts as legitimate under EF,

38. On the account I am proposing, the ‘“‘voluntariness” of an action under given conditions de-
pends on whether it would be reasonable to reject a principle that attached certain moral con-
sequences to a choice under those circumstances, and this depends in turn on the claims of
others as well as those of the agent in question. I am thus in general agreement with the view
proposed by Anthony Kronman in A. Kronman, “Contract Law and Distributive Justice” (1980)
89 Yale Law J. 472. I would not say, however, that assessing whether an action is “voluntary”
in this sense (e.g., whether it can be taken to create a binding or enforceable commitment) is
in general a question of distributive justice.
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one must argue that the exceptions it recognizes insure that the contracts it
would hold to be binding would not include ones made under objectionable
constraint or ones in which a person’s lack of information or impaired capacity
to deliberate was being taken advantage of in unacceptable ways. This illus-
trates how the idea of the value of choice can explain the positive value and
moral significance of having a choice in a way that does not lead to absolutist
conclusions of the kind that Atiyah rightly objects to.

VI. Conclusion

In this paper I have tried to do the following things. I have presented a series
of principles governing our behavior toward others whom we have led to form
expectations about what we are going to do, and have argued for the validity
of these principles within a contractualist conception of right and wrong. The
principles I argued for explain how promises can be morally binding, and show
that promissory obligations do not require the existence of a social practice of
agreement-making. T then went on to argue, within this same framework, for
the validity of principles permitting the legal enforcement of promises and other
related obligations. Finally, I tried to explain how the requirement that promises
and contracts must be voluntary in order to be binding arises, within the con-
tractualist framework I have been presupposing, from what I have called the
value of choice. The idea of choice is often given special moral status — both in
the form of the licensing power of consent, which is often taken as a basic moral
axiom, and in the form of the idea of freedom of contract, which is taken as a
value deserving special protection. I have tried to show how the value of choice
can account for the moral significance that these notions actually have without
giving them the special status often claimed for them.3®

39. A draft of this paper was presented at the third Drum Moir conference on philosophy of law. I
am grateful to participants in the conference for their many helpful suggestions, and especially
to Jody Kraus, for his comments at that session and for subsequent correspondence and dis-
cussion, which has been extremely valuable. I also am indebted to Richard Craswell for ex-
tensive comments, and to Peter Benson for help at many stages in the process.
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The Unity of Contract Law

PETER BENSON

L Introduction

At the close of the twentieth century, the situation of contract law presents the
following contrast. On the one hand, in both the common law and civil law the
definitions of and mutual connections between the various principles of con-
tract law are for the most part well-settled and no longer subject to controversy.
Indeed, despite differences in formulation, the main elements of the law of con-
tract are strikingly similar in both legal systems, and these systems, whether di-
rectly or by derivation, prevail throughout most of the contemporary world. The
authoritative public articulation of the law of contract has achieved a certain
apparent completeness and acceptability. The same cannot be said, however, of
efforts to understand the law at a reflective level. In common law jurisdictions
at least, there is at present no generally accepted theory or even family of the-
ories of contract. To the contrary, there exist only a multiplicity of competing
theoretical approaches, each of which, by its very terms, purports to provide a
comprehensive yet distinctive understanding of contract but which, precisely for
this reason, is incompatible with the others. Moreover, we seem to lack a suit-
able criterion by which to adjudicate among them, let alone to combine them in
an ordered and integrated whole. The point has come when we appear to doubt
the value and indeed the very possibility of a coherent and morally plausible
general theory of contract, one that could gain wide acceptance. Yet, in the ab-
sence of such a theory, how can we vouchsafe the internal consistency and reason-
ableness which the law claims for its doctrines and principles? Unless we are
able to make explicit the conception of contract that underlies these doctrines
and principles, we do not fully understand them and whatever understanding
we may have of them must of necessity be partial and deficient. At a time when
the public authoritative articulation of the main elements of contract is relatively
settled and complete, this failure is particularly unsatisfactory.

Despite the wide differences in approach taken by the competing theories
of contract, it is nevertheless possible to identify at least three fundamental
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questions that have preoccupied common law contract theory as a whole during
the twentieth century. Each question refers to basic features of contract law. The
questions constitute the data, as it were, for which these theories or, for that mat-
ter, any fresh attempt at theory, must provide an account. If contract theorizing
is to move beyond its present impasse, it will have to be on a basis that can gain
wide acceptance. And this can be achieved, if at all, only if we are able to pro-
vide a set of interconnected and satisfactory answers to the three questions.

The first question asks why expectation damages and specific performance,
the so-called “normal” contract remedies, should be given for breach of a wholly
executory and unrelied-upon agreement. The second focuses on the necessity
and the centrality of the doctrine of consideration: what might be the rationale
for this long-established condition of contract formation? And the third ques-
tion asks whether contractual liberty, as embodied in the traditional principles
of contract formation, is compatible with contractual fairness, as reflected in,
say, the more recently developed doctrine of unconscionability. Let us consider
each question a little more closely.

The first question received its clearest and certainly its most influential for-
mulation in Fuller’s seminal article “The Reliance Interest in Contract Dam-
ages.”’! In the article, Fuller places this question at the center of contract theory
by challenging what was and continues to be the prevailing legal point of view:
namely, that in giving damages for breach of contract, the aim is to put the prom-
isee in the position he or she would have been had the promisor performed as
promised. According to the law, this is a ruling and a just principle of compen-
sation.? Its purpose is fulfilled by giving the promisee either money damages
equal to the value of what was promised or a specific thing where no substitute
is available on the market for purchase. Following Fuller, we shall refer to this
remedy as the expectation measure of recovery and the aim it serves as the ex-
pectation principle. Fuller objects that the expectation measure in fact gives the
promisee something that he or she never lost, with the consequence that the rem-
edy cannot qualify as compensatory in character.

A basic premise of Fuller’s objection is the accepted idea of compensation.
Compensation presupposes, first, that something belongs to the plaintiff by ex-
clusive right as against the defendant and, second, that the defendant injures or
otherwise interferes with this entitlement, thereby causing the plaintiff loss. Dam-
ages given to repair the loss are compensatory. Compensation thus postulates

1. (1936) 46 Yale Law J. 52. I discuss Fuller’s treatment of the expectation principle in P. Benson,
“Contract” in D. Patterson, ed., A Companion to Philosophy of Law and Legal Theory (Oxford:
Blackwell, 1996), pp. 24-56.

2. See, for example, the speech of Lord Atkinson in Sally Wertheim v. Chicoutimi Pulp Co. [1911]
A.C. 301 at 307 (P.C.). This is arguably the most influential judicial statement of the expecta-
tion principle in English and Commonwealth law. For an historical account of the availability
of the expectation remedy, see A. W. B. Simpson, “The Horwitz Thesis and the History of Con-
tracts” (1979) 46 U. Chicago L. Rev. 533.
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in general that the plaintiff has an entitlement which exists prior to and inde-
pendent of the defendant’s wrong. In the particular case of the expectation meas-
ure, this remedy can be compensatory if, but only if, the thing promised,3 in-
cluding its value, is itself part of the promisee’s entitlements prior to the breach.
But, Fuller objects, the promisee in an executory contract does not have the thing
promised or its value prior to performance. Fuller’s view* appears to be that a
contractually enforceable promise does not as such add anything to the prom-
isee’s legally protected assets and is not in itself a source of entitlements; at
most it creates in the promisee the expectation of something to come (whence
the term “expectation interest””) which may be either fulfilled by performance
or disappointed by breach. Since the thing promised, including its value, does
not in any sense already belong to the promisee prior to performance, he or she
cannot lose it as a result of breach. Hence Fuller’s conclusion that the expecta-
tion measure “seems on the face of things a queer kind of ‘compensation’”>

By contrast, Fuller argues that the conditions for compensation are met where
a promisee reasonably relies on another’s promise by foregoing some advan-
tage or by making some expenditure and sustains a loss as a result of the lat-
ter’s breach. In his view, protection of the reliance interest is not merely intel-
ligible as a form of compensation; it also provides a more clearly defensible
basis for the enforcement of promises. On Fuller’s view, an unrelied-upon prom-
ise should be in principle unenforceable, at least insofar as the aim is compen-
sation, not punishment. Expectation losses should be recovered only insofar as
they can be analysed as reliance losses or as surrogates for such losses. The aim
in giving expectation damages or specific performance cannot be, as the law
proposes, the protection of the promisee’s expectation interest in the fulfilment
of the agreement per se. Rather, it must be the protection of the promisee’s re-
liance interest in not being made worse off as a result of relying on the prom-
ise. The law should try to place the promisee in the position in which he or she
was prior t0 making the agreement. Reliance, not expectation, should hence-
forth supply the archimedean point for understanding contract.

This argued-for displacement of expectation in favour of reliance leads nat-
urally to the second fundamental question of modern contract theory, which

3. “Thing promised” is intended to be as inclusive as possible: It may be an external object or ser-
vice and either unique or substitutable as I explain more fully in Part II. It does not favour spe-
cific performance over an award of expectation damages or vice versa. It is what the expecta-
tion remedy gives the promisee in the form of compensation. I have borrowed the term “thing
promised” from Williston who thinks that the definition of consideration must be formulated in
this substantive way to avoid a definition that is question-begging or unreasonable. See, S.
Williston, “Sucessive Promises of the Same Performance” (1894) 8 Harv. L. Rev. 27 reprinted
in Selected Readings on the Law of Contracts [hereinafter Selected Readings] (New York: The
Macmillan Company, 1931), pp. 452461 at pp. 458-459.

4. While Fuller does not explicitly state this view, it is expressed in extracts from Durkheim and
Tourtoulon which Fuller quotes with approval. See Fuller, supra note 1 at p. 56, footnote 7.

5. Supra note 1 at 53. A similar objection had been made earlier by Salmond. See J. W. Salmond,
Essays in Jurisprudence and Legal History (London: Stevens & Haynes, 1891) at pp. 200-201.
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concerns the necessity for and the centrality of the doctrine of consideration.
Traditionally, the existence of consideration has been assumed to be an essen-
tial prerequisite for the enforcement of promises in accordance with the expec-
tation principle. The link between consideration and the availability of the ex-
pectation measure is taken to be the central and distinguishing feature of
contractual liability, in contrast to liability in tort. The upshot of Fuller’s criti-
cism is, however, that liability for breach of promise should be reliance-based.
And reliance, as a substantive basis of liability, is part of tort law. Thus Fuller
prepares the way for the subsumption of contract under tort as later advocated
by Patrick Atiyah,® among others. On this view, contract is just one form of re-
liance-based promissory liability. Thus, promissory estoppel, for example, is
treated as a competing alternative basis of contractual liability. Consideration be-
comes evidence of reliance, nothing more. It is the existence of reliance that is
the crucial factor in establishing liability, whether or not consideration has been
given. The absence of consideration should not defeat expectations generated
through reasonable reliance. Consideration is no longer a necessary or a cen-
tral condition of contractual liability.

The doctrine of consideration is also problematic from the perspective of
theories such as Charles Fried’s” which, precisely in reaction to the threatened
collapse of contract into tort, attempt to reinstate autonomy and voluntary in-
tention — and with these the expectation principle — as the fundamental and
distinctive basis of contractual liability. According to this view, contract is to
be founded upon the moral obligation to keep one’s promises, and this obli-
gation is conceived as arising independently of reliance. The crucial factor is
said to be the intentional assumption of promissory responsibility. But this
need not depend upon or be evidenced by the existence of a consideration.
Here again, consideration is neither a necessary nor a central feature of con-
tractual obligation.

Both the reliance and promise-based challenges to the traditional under-
standing of the role of consideration call for a fresh examination of its possible
rationale. The question is whether there is a necessary relation between the
availability of expectation damages and consideration, and if so, whether this
relation makes contract irreducible to tort. In undertaking this examination, we
must see whether, contra Fuller, a link of this kind can be established within a
conception of contract in which the expectation principle functions as a prin-
ciple of compensation, in keeping with the legal point of view.

6. P. S. Atiyah, Essays on Contract (Oxford: Clarendon Press, 1986), Ch.1 at pp. 40-42. For the
sake of completeness, I should add that, for Atiyah, contractual liability can be either reliance-
or benefit-based. Consideration is thus evidence either of reliance or of the receipt of a benefit.
Tort and unjust enrichment become the substantive bases of contractual liability. I discuss
Atiyah’s account of the basis of contractual obligation in Benson, supra note 1 at pp. 29-32.

7. C.Fried, Contract as Promise: A Theory of Contractual Obligation (Cambridge, MA: Harvard
University Press, 1981). The discussion of consideration is at pp. 28-39.
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In challenging the centrality and the compensatory character of the expecta-
tion principle, Fuller also raises the question of its justice.® Invoking Aristotle’s
distinction between corrective and distributive justice, Fuller argues that because
damages given in accordance with the expectation principle do not heal a dis-
turbed status quo but rather bring into existence a new situation, they come un-
der distributive justice. Fuller’s characterization of the expectation interest in
terms of distributive justice directly challenges the traditional understanding. For
traditionally it was always supposed, even if only rarely stated explicitly, that
contract law, like other parts of private law, comes under corrective justice, not
distributive justice. Indeed, even on Fuller’s view, the characterization of the
expectation interest as coming under distributive justice makes it anomalous, as
evidenced by the fact that he takes both the reliance and restitution interests to
be corrective. Now given that certain basic doctrines of contract law — I am think-
ing here of the principles of contract formation, for example — seem on their face
to be non-distributive in character, Fuller’s distributive turn raises the specter
of a basic tension at the very core of contract law between such apparently cor-
rective features and those which are viewed as coming under distributive justice:
How can contract law be conceived as a coherent and integrated whole?

This challenge lies at the heart of the third fundamental question of modern
contract theory, namely, the relation between contractual liberty and contractual
fairness. For, with very few exceptions, writers have assumed that notions of con-
tractual fairness as embodied in, say, the doctrine of substantive unconscion-
ability, come under distributive justice, not corrective justice. The prevailing
view among scholars is that the non-enforcement of agreements on a basis that
goes beyond the traditional procedural defences of duress, mistake, misrepre-
sentation, or fraud must be grounded on considerations of distributive justice.
In the face of this assumed link between substantive contractual fairness and
distributive justice, two sorts of theoretical responses have emerged.

One approach is to banish from contract proper considerations of fairness
that go further than the traditional contract defences.® On this view, the moral
basis of contract does not itself incorporate such concerns about substantive
fairness. Contract law is the realm of liberty, possibly limited but not consti-
tuted by norms of substantive fairness which themselves derive from some other
moral basis. This approach is, however, in tension with the legal standpoint
which treats the principle of unconscionability as part of contract law and which
views a finding of unconscionability as preventing a contractual obligation from
arising unless the transaction is affirmed by the disadvantaged party.

8. Supranote 1 at p. 56.

9. See, for example, Fried, supra note 7 at pp. 103—-111. According to Fried, non-enforcement
of certain transactions on the basis of substantive unfairness reflects a “duty of humanity” — dis-
tinct from the promise principle that underlies contractual obligation — which is owed others in
circumstances where the ordinary established institutions of justice and of civil society are im-
paired or broken down.
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Other writers, endorsing the idea that principles of substantive fairness are in-
deed part of contract, have sought to generalize the assumption that such con-
siderations are distributive by suggesting that other aspects of contract law — and
perhaps contract law as a whole — should also be understood as distributive. On
this view, contract is a mode of ordering that is indistinct from public law insti-
tutions of distributive justice such as taxation.!° The very legitimacy of contract
is thought to depend directly on whether it promotes, and is part of, a just distri-
bution of resources and power. The difficulty with this approach, however, is that
it is achieved at the cost of forcing an interpretation on certain essential aspects
of contract that either distorts, or simply fails to preserve, the way these are un-
derstood at law and even according to common intuition. Thus, the analysis of
consent — and, in particular, the principles of contract formation, the liberty to
contract or not as one sees fit, and so forth — do not seem immediately amenable
to characterization in terms of distributive justice. These aspects seem to reflect,
rather, a conception of liberty that is indifferent to distributive concerns.

The perceived failure of both of the above approaches has encouraged the
more far-reaching conclusion that contract law is riddled with unresolvable yet
basic antinomies that invite the fundamental transformation of contract law as
it now exists, however widely accepted and well established its main doctrines
may be.!! Yet, precisely because these doctrines are so widely recognized, we
should not too readily dismiss the possibility that there is in fact latent in the
law an intelligible and integrated conception of contract, one which unifies its
main doctrines. A first task of theory must be to see whether it can uncover such
a conception. In particular, it should also investigate whether there is an inter-
pretation of contractual fairness that fits with the apparently non-distributive
aspects of contract. And this may require questioning the assumption that any
substantive notion of fairness going beyond the traditional defences of duress,
fraud, and so forth, must be distributive. The possibility of a non-distributive
conception of unconscionability must be explored.

The principal aim of this essay is to work out in detail a conception of contract
that is latent in the main contract doctrines. In so doing, I hope to provide con-
sistent and interconnected answers to the three questions of modern contract
theory. The mode of justification employed will be public and non-foundational,
in a sense that I will now briefly explain. In virtue of its being public, the jus-
tification can provide, I argue, the first step in advancing contract theory beyond
its present impasse.

A theory or, more specifically, a basis of justification is public!? insofar as
it presents and elucidates its unifying conception as implicit in the public legal

10. This is the view proposed in A. Kronman, “Contract Law and Distributive Justice” (1980) 89
Yale Law J. 472.

11. A systematic presentation of this view is R. Unger, “The Critical Legal Studies Movement”
(1983) 96 Harv. L. Rev. 561 at pp. 616-633.

12. As used here, “public” does not refer to public law as opposed to private law. Indeed, the par-
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and political culture. In the particular case of a public justification of contract,
the relevant public legal culture is the domain of private law principally consti-
tuted by the doctrines, principles, and rules that are articulated in authoritative
judicial opinions and that are analysed and interpreted in certain widely accepted
works of legal scholarship. First and foremost, a public justification of contract
tries to show that there is a conception of contractual obligation that is implied
by, and that in turn holds together in one whole, the basic doctrines of contract
law. Which doctrines are basic, and what the definition of their content is, will
be provisionally suggested by the law itself. Ideally, the selection of these doc-
trines and the specification of their content should be as uncontroversial as pos-
sible, at least from a legal point of view. The doctrines should also have been
the focus of extensive judicial and scholarly discussion. The main doctrines
selected for the purposes of this essay are four: the expectation remedy, offer
and acceptance, consideration, and unconscionability.

A public theory begins, therefore, with what is widely settled in the public
legal culture. It seeks the public reason latent in the law. The fact that the au-
thoritative public articulation of the doctrines and principles of contract is now
settled and appears complete makes possible for the first time a public basis of
justification. Moreover, this same fact gives rise to the need for a theory that elab-
orates a conception of contract on this basis. For in articulating the conception
of contract that is latent in the public legal culture, such a theory simply attempts
to bring out explicitly the systematic and complete character which the legal
point of view purports to have.

It should be noted here that however much competing contract theories may
differ among themselves, they all purport to be theories of contract law. They
presuppose, therefore, the existence of the legal point of view. Indeed if a the-
ory were to ignore and not to take up, even provisionally, the standpoint of the
law, the law would rightly dismiss it as extraneous and hence irrelevant to its own
concerns and analysis — however internally coherent, sophisticated, or other-
wise valid that theory might be. The theory that I outline here attempts to take
the legal point of view seriously. It does so by making explicit the conception
of contract that informs this standpoint and by answering the three questions of
contract theory via the systematic elucidation of this conception. The concep-

ticular public basis of justification that I present here is worked out for, and is intrinsic to, an
area of private law, namely, the common law of contract. Rather, “public” qualifies the mode
of justification and reasoning that is appropriate to settle the fair terms (enforceable by coer-
cive law) of interaction and cooperation among persons. A public justification is framed to ad-
dress these persons viewed solely as reasonable participants in such interaction or cooperation.
The modern locus classicus of this idea as applied to constitutional law and political justice is
Rawls. See, in particular, J. Rawls, Polirical Liberalism (New York: Columbia University Press,
1993) and J. Rawls, “The Idea of Public Reason Revisited” (1997) 64 U. Chicago L. Rev. 765,
reprinted in J. Rawls, Collected Papers (Cambridge, MA: Harvard University Press, 1999),
Ch. 26. I discuss more fully the general character and features that make a justification of
contract law public in “The Idea of a Public Justification for Contract” (1995) 33 Osgoode
Hall L. J. 273 at pp. 305-334 ([hereinafter Public Justification].
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tion of contract that it articulates is but one step removed from the formulations
of the positive law. Because the conception makes explicit what the legal point
of view implies, it must be presupposed, even if only provisionally, by anything
that purports to be a theory of contract law. A public theory therefore represents
the first step in working out a philosophically satisfactory and complete account
of contract. A philosophical account — one that presumably relates contract law
to utility, to Kantian freedom, or to some other more fundamental grounding —
must take the conception of contract as its provisional starting point and jus-
tify its proposed grounding via an exploration of this conception — or else be
open to the charge of irrelevance from the legal point of view.

Accordingly, in contrast to a philosophical account of contract, a public the-
ory is non-foundational in the sense that it does not present the conception of
contract and its organizing idea as founded upon or as part of a more compre-
hensive normative principle or framework, such as freedom or maximum util-
ity. As public, the theory does not try to go beyond or under the conception it-
self. While it certainly does not deny the possibility of doing so, it limits itself
to seeing whether the basic doctrines of contract law fit together within — and
through — this conception. Doctrines “fit together” if each can be shown to be-
long to the same organizing idea and to contribute in an essential way to its
full articulation. Viewed from within the conception of contract, the doctrines
are both individually necessary and mutually supportive. Accordingly, the role
of any one doctrine cannot, strictly speaking, be defined or even understood
in isolation from the others. No single doctrine, taken by itself, is treated as
foundational in relation to the others. At the same time, a public basis of jus-
tification views these doctrines, when understood in this way, as capable of
having a certain intrinsic acceptability and reasonableness, even if provision-
ally.!? It should be emphasized that in this public theory, the conception of
contract, like the doctrines it informs, will be thoroughly juridical in charac-
ter, even where it is presented in somewhat abstract terms and does not coin-
cide with the explicit formulations in judicial decisions. Such abstraction is
unavoidable and results from the effort to bring out the unity implicit in the
legal formulations.

I present the public justification of contract in two steps. In Part II, I set out
the logic, that is, the necessary conceptual premises, of a transfer of ownership
or of right'* from one person to another. Briefly stated, the need for and the role

13. 1 take the term “ intrinsic reasonableness” from Rawls who writes: “Intrinsic reasonableness
... means that a judgment or conviction strikes us as reasonable, or acceptable, without our
deriving it from, or basing it on, other judgments. Of course, that a conviction strikes us as
reasonable may indeed turn out to depend on our other beliefs or convictions, but that is not
how it strikes us. On due reflection we may affirm the conviction as having a certain reason-
ableness, or acceptability, on its own.” J. Rawls, Justice as Fairness: A Briefer Restatement (un-
published manuscript, 1990), p. 25, footnote 14.

14. As I will explain in Part II, the entitlements or rights that are transferred by contract are es-
sentially proprietary in character. Thus, as I understand them, “transfer of right,” “transfer of
entitlements,” and “transfer of ownership” are all equivalents.
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of this logic in my argument are as follows. Once we take the expectation prin-
ciple as a principle of compensation (as is contemplated by law), it is neces-
sary, as I have already intimated and will more fully explain in Part II, to sup-
pose that parties acquire entitlements at and through contract formation. It must
be possible to think of contract formation as effecting and embodying a trans-
fer of entitlements from one party to the other. The logic of a transfer of right
represents the essential premises that allow us to conceive of such a transfer.
Now while this logic does not exist apart from, and is actual only as it animates,
a variety of definite legal relations (including, we shall see, contract), it can be
presented at an abstract level without reference to doctrines and principles of
contract law. And this is what I do in Part II. In Part III, I try to show in detail
how, from the legal point of view, the main doctrines of the common law of con-
tract actually fit together in one single conception of contract and I argue that
this conception of contract embodies the logic of a transfer of ownership set out
in Part II. By first examining the idea of a transfer of ownership on its own and
in terms of its necessary character, we are enabled to see that the conception of
contract that informs the common law is more than merely internally consis-
tent. It also possesses a certain intrinsic reasonableness and plausibility, and
indeed necessity, from a juridical point of view.

To close this Introduction, I should say something about the relation be-
tween the account of contract presented here and other writing on this topic.
My overriding aim in this essay is positive and constructive: to lay out as care-
fully as possible a definite conception of contract rather than critically to eval-
uate alternative accounts.'> Where I do discuss other approaches, this is only
to clarify, by way of contrast, the one that I am trying to elaborate. This being
said, the present theory attempts to complete as well as articulate at a higher
level of abstraction the analysis of modern contract law that is elaborated (al-
beit with differences in formulation and detail) in the writings of Langdell, Pol-
lock, Holmes, Leake, and, perhaps most satisfactorily, Williston. Their analy-
sis of contract suffers, however, from two main deficiencies which I have
attempted to correct. First, it lacks a distinct account of contractual fairness.
This is not surprising since, at the time they wrote, the modern doctrine of un-
conscionability had yet to be explicitly articulated and incorporated into the
law of contract. Secondly, while these writers treat the expectation principle as
both fundamental to and distinctive of contract law, they do not make explicit
the understanding of the contractual relation which this principle implies. To
vindicate the idea that the expectation principle is a ruling and a just principle,
it is necessary to make explicit this conception of contract and to show that it

15. In several earlier pieces, I discuss the main alternative views in some detail. See, for example,
“Public Justification,” supra note 12 at pp. 274-314; “Contract,” supra note 1; and “Abstract
Right and the Possibility of a Nondistributive Conception of Contract: Hegel and Contempo-
rary Contract Theory” (1989) 10 Cardozo L. Rev. 1077 at pp. 1092~1147 [hereinafter Abstract
Right].
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indeed holds together the main doctrines of contract law, including uncon-
scionability. This essay attempts to complete their work by outlining the chief
structural features of the conception of contract that is implicit in it. It is this
conception that best accords with the principal doctrines of the law and that
provides consistent and interconnected answers to the three main questions of
modern contract theory.

II. The Logic of a Transfer of Ownership

A. The Need for a Logic of Transfer: The Expectation
Principle as a Principle of Compensation

Our starting point is the long and well-settled rule that expectation damages, or,
in the alternative, specific performance, are available for breach of contract. The
plaintiff is given the thing promised, including its value, either by money dam-
ages where the thing is available on a market or by receipt of a specified thing
where it is unique. We provisionally assume with the law that the purpose of
this remedy is to realize the expectation principle and that the latter is a prin-
ciple of compensation. We also suppose that a wholly executory and unrelied-
upon agreement can be so enforced. We do this so that we can see clearly
whether there is in fact an intelligible principle of compensation that is inde-
pendent of reliance. What we are seeking is a conception of contract that is co-
herent with this principle.

Taking Fuller’s challenge to heart, we say that there can be a conception
of contract in which the expectation principle functions as a principle of com-
pensation if, but only if, prior to the breach and therefore before the time for
performance, the promisee has an entitlement to the thing promised, including
its value,'® whether or not the latter also figures as a reliance loss. This is the
interest that must be legally protected by the expectation principle if the latter
is to qualify as a principle of compensation. It provides the baseline against
which expectation loss is both conceived and measured. Specifying a little more
exactly the manner in which the promisee must have this pre-performance
entitlement, we say that the promised thing, including its value, must belong to
the promisee as a matter of exclusive right vis-a-vis the promisor and, for this
reason, must count as the exclusive property of the promisee as against the
promisor. This is a necessary condition of the expectation principle’s being a prin-
ciple of compensation.

16. The law distinguishes three aspects of the entitlement: possession, use, and value. So far as the
law of contract damages goes, loss of possession as such is reflected in nominal damages; im-
paired use is rectified by damages for so-called consequential loss; and lost value is remedied
by expectation damages which give the plaintiff the difference between the contract price and
the market price at the time of breach.
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If we must suppose that prior to performance the substance of the promise
belongs to the promisee by exclusive right, the next question is how he or she
can acquire it. To begin, it is clear where we must locate the source of this en-
titlement: It must be in the contract itself, effected by contract formation. Con-
tract formation, therefore, must itself constitute a mode of acquisition; it must
give the promisee the requisite entitlement. More specifically, at and through
formation, the promisee must acquire this entitlement from the promisor with
his or her consent. Unless this is so, the expectation principle cannot qualify as
a principle of compensation. Contract, then, must be intelligible as a transfer of
owndership from one party to the other. The possibility of the idea of a transfer
of right is presupposed. To achieve clarity of view, we should therefore try to
elucidate the essential and necessary premises, that is, the logic, of a tranfer of
right. To bring out this logic, which I have already said does not exist apart from
the legal relations it animates, I will first consider its operation in an uncontro-
versial example of acquisition through another’s consent, namely, in a present,
fully executed transfer of property, and then show that this logic can apply in
principle to contract as well.!”

B. The Logic of Transfer in a Simple Case:
A Present Physical Transfer of Property

Take, then, a present transfer of property whereby I physically give you my
watch which you in turn physically take. I may do so either gratis or for a stip-
ulated equivalent which you physically transfer to me. Before the transfer, [ own
the watch; at the end, you do. No one doubts that persons can acquire owner-
ship from each other in this way. Since we suppose in such cases that ownership
is transferred with delivery of the object or objects, there is no agreement to be
performed, no temporal gap between agreement and performance, and so no
contractual obligation as such. What are the essential premises of such a pres-
ent transfer of ownership?'®

First, the transfer must embody or express the decision of the initial owner
to part with his or her property. A merely physical transfer cannot as such pro-
duce any juridical effects. In particular, the first party must, without reservation,
give up ownership and confer it upon the second. Unless the first party alienates
his or her property, it is not available for appropriation by the second.

The first condition of a transfer is, then, the initial owner’s consent. But,
while this condition is absolutely necessary, it is not by itself sufficient to trans-

17. This strategy is suggested and pursued by Grotius, among others. See H. Grotius, De Jure Belli
ac Pacis (trans. EW. Kelsey, 1925) Bk. II, Ch. X1, i & iv. Corbin discusses the differences be-
tween a present transfer of property and contract in A. Corbin, Corbin on Contracts: One Vol-
ume Edition (St. Paul: West, 1952), Ch.1, sect. 4 at pp. 6-8.

18. The following discussion of the necessary conditions of a transfer of ownership draws from
previous accounts of contract in the philosophical tradition, particularly those of Duns Scotus,
Grotius, Hobbes, Kant, and Hegel.
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fer property. Its immediate juridical consequence is simply the cessation of the
first party’s ownership, not a transfer of ownership to the second. To confer
ownership, a second decision is also necessary. The second party must express
without reservation a decision to take up or to accept the object as his or her
own. In the circumstances of an immediate transfer of property, this decision
is expressed in (physically) taking the property. Thus, in addition to alienation
by the first party, there must be appropriation by the second. To be compatible
with the rights of ownership of the first party, the second decision must come
after and must be in response to the decision to alienate. Only in this way can
the second party acknowledge and respect the first’s initial right of property in
the thing.

A transfer of ownership requires, then, two temporally sequenced assents.
Moreover, since this double assent consists in acts of alienation and appropria-
tion, there can be, in formal terms, but two fundamental categories of transfer:
first, where the acts of alienation and appropriation are apportioned between the
parties — so that only one alienates and the other appropriates — there is gift;
where, by contrast, each of the parties both alienates and appropriates, there is
exchange. A transfer of ownership must be either a gift or an exchange and both
require temporally sequenced double assents.

The foregoing conditions of a transfer of ownership are straightforward. There
is, however, a further requirement which is not so obvious but which nevertheless
is absolutely crucial to the very possibility of a transfer of ownership. Following
Kant, I shall refer to this further requirement as the “principle of continuity.”!®

A transfer of ownership implies that the second party’s acquisition is not
only with the first party’s consent, but also through it: The acquisition of one is
from the other. Now suppose we were to conceive of a transfer as composed of
two wholly separate acts: abandonment of ownership by the first party followed
in time by appropriation by the second. The instant the property is abandoned
by the first but before it is taken up by the second, it becomes ownerless. In this
condition, the thing belongs to no one and may be appropriated by anyone. Con-
sequently, at that moment both the first party’s initial entitlement to the thing
and his or her decision to confer it on the second party (and not on someone
else) are irrelevant. If the second party appropriates it, it will not be through the
first party’s consent and entitlement; rather, it will be on the basis of a principle
such as the right of first possession which holds that one who with the requisite
intention brings a presently unowned thing under his or her physical control is
its owner, relative to all others who come afterward.

19. It is Kant who first sets out this third requirement. See I. Kant, The Metaphysics of Morals in
Practical Philosophy, M. Gregor, ed. and trans. (Cambridge: Cambridge University Press,
1996) at p. 424. In the following discussion, I draw on Kant but, in addition, I interpret the re-
quirement in light of Hege!’s account of contract in The Philosophy of Right, trans. T. M. Knox
(London: Oxford University Press, 1967) at paras. 71-80. At certain points, my presentation
departs from that of Kant.
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Accordingly, for there to be a transfer of ownership from one person to an-
other, the second party must appropriate the object in the condition of being
owned by the first party. This is the fundamental import of the requirement of con-
tinuity. Now alienation is an aspect of ownership, in that property can be alien-
ated only by its owner; by alienating his or her property, an owner exercises his
or her right of ownership over it. Appropriation by the second party in accordance
with continuity implies, therefore, that the thing is appropriated at the same time
the owner exercises his or her right of ownership by alienating it. For both gifts
as well as exchanges, it must be possible to represent the two acts of alienation
and appropriation as absolutely co-present and simultaneous. Quite literally, the
first party’s exercise of the power of alienation is taken to be accomplished in, and
identified with, the second party’s appropriation: The latter’s appropriation is the
mode by which the former alienates, hence exercises ownership over, his or her
thing. In Hegel’s words, “my will as alienated is at the same time another’s will”2°

In addition to this identification between and simultaneity of acts of will, the
requirement of continuity implies that these acts of will have as their object one
identical thing which belongs to both parties at the same time. This follows
from the fact that the object of transfer cannot cease to be the first party’s with-
out already belonging to the second. It must be possible to represent both gift
and exchange as entailing an object of this kind if they are to qualify as transfers
of ownership between the parties.

This third condition of a transfer of ownership — the requirement of conti-
nuity — may seem, however, paradoxical in light of the previously discussed
need for temporally successive assents: How can the parties’ assents be con-
strued as borh successive and simultaneous? Moreover, keeping in mind that
the only kind of ownership contemplated here is individual, exclusive owner-
ship of single things which therefore presupposes the distinction between mine
and thine, how can the parties have one object at the same time? In both gift and
exchange, when one party owns the particular object of the transfer, the other
party does not, and vice versa. And even though parties to an exchange own
something both at the start and at the end of the transaction, it is not the same
thing. Given the requirement of temporal sequence, parties own the same par-
ticular thing only at different times, not at one and the same instant. What, then,
can this “identical thing” be and how can simultaneity be satisfied consistently
with the requirement of temporal sequence? I shall postpone further discussion
of this important question until Part ITI. There, an analysis of the main common
law contract doctrines will reveal the object that satisfies continuity compati-
bly with the requirement of sequence.

The idea of a transfer of ownership also implies a certain conception of the
person, which I shall call a “juridical conception of the person.” The legal analy-

20. Ibid. at para. 73.
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sis of a transfer is concerned solely with the acts (as well as the relationship be-
tween these acts) that are necessary and sufficient to constitute a transfer of
ownership. The corresponding juridical conception of the person views indi-
viduals just in their role and capacity as authors of the required acts. From this
perspective, individuals count simply as persons who have exercised juridical
powers to alienate or appropriate property. Their legal capacity to accomplish
these acts is presupposed.

Negatively, this conception of the parties abstracts from whatever is not in-
tegral to the actual exercise of these powers. Now while appropriation and
alienation are instances of purposive conduct and therefore presuppose in the
one who appropriates or alienates some reason or end which the act is intended
to realize, the question of whether one has appropriated or alienated is not de-
cided by, and does not depend upon, whether this reason or purpose is of a cer-
tain particular kind. The juridical analysis of these acts thus abstracts from the
particular content of the agent’s reasons for so acting. The agent’s interests,
needs, and ends are not in their particularity normatively relevant factors. For
this reason also, whether a party has appropriated or alienated property is not
decided by or dependent upon whether such appropriation or alienation satis-
fies the particular interests, needs, or purposes that he or she may have at a
given point in time. In this respect, the juridical analysis of the acts that trans-
fer ownership contrasts with moral or ethical evaluation which makes an
agent’s particular purposes and incentives directly and even centrally relevant
in assessing the goodness of his or her volition. Note that by abstracting from
the particularity of purpose, interest, and so forth, the juridical analysis ab-
stracts from just those factors that differentiate individuals. By implication, it
views persons as identical.

Positively, the parties’ acts of alienation or appropriation are viewed as fully
integrated parts of an interaction between them, not as separate instances of
individual conduct. This relational character also stamps the juridical analysis
of the purposive quality of the parties’ acts. Individuals are represented as
having the kind of reasons, interests, or ends that are appropriate to them as
participants in a transfer of ownership. The parties are represented as having
reasons and interests that are intrinsically relational in the right way. It follows
that such reasons and interests may not necessarily coincide with a party’s rea-
sons for transacting as viewed from his or her own standpoint. The latter per-
spective is not relevant since it is not the point of view of their relation. Once
more, this analysis contrasts with ethical evaluation which certainly takes into
account an agent’s own understanding of his or her action. At the same time
that they reflect the fact of relation, the reasons and interests that parties have
as participants in a transfer of ownership must ultimately be the same for both.
Unless this is the case, the parties cannot be identical in a way that abstracts
from their particularities.
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C. Is the Logic of Transfer Applicable to Contract?

If we must suppose that contract formation consists in a transfer of entitlement
from one party to the other — as is necessary if the expectation principle is to
function as a principle of compensation — the foregoing analysis of a transfer
of ownership in the case of an executed conveyance of property should also
apply to contract. Reflecting the logic of a transfer of ownership, it must be
possible to understand contract as constituted by two mutually related acts of
alienation and appropriation which are at once temporally successive and yet
absolutely co-present. Nevertheless, there is, as was mentioned earlier, a basic
difference between a present executed transfer of property and contract. In con-
tract, the entitlement is transferred at the moment of agreement and therefore
prior to and independent of actual physical delivery whereas in the case of a
present transfer, there is no such temporal separation or explicit distinction be-
tween the moment when ownership is transferred and performance. The specif-
ically contractual character of a right depends upon this separation. Moreover,
in contrast to the so-called right in rem which is usually thought to result from
a present transfer,?! the right in contract is aright as against the other party only
and to the other’s performance — a right in personam. It is only with actual per-
formance that this personal right against the other party becomes a real right
against the world. Do these differences between a present transfer of property
and contract preclude our understanding contract as a transfer of ownership
between the parties?

The fact that a contractual transfer of right is accomplished prior to and in-
dependent of physical delivery presents a difficulty only if in principle there
cannot be ownership or acquisition that is independent of physical detention.
But in legal contemplation, this possibility is presupposed without question.
The existence of a proprietary right does not, as such, depend upon an owner’s
having continuous physical possession of the object of the right. For example,
this pen of mine remains my property even when I put it down and no longer
have physical possession of it. Indeed, as Kant emphasized,?? it is only if the
pen can be viewed as juridically mine when I no longer physically hold it that
I have a property right in it as distinct from a right of bodily integrity. If con-
tinuing physical possession were a prerequisite of having a right in the pen, that
right could only be interfered with by touching me, and so it would become im-
possible to show that I have a property right in some external thing (the pen) in
contrast with a right of personal or bodily integrity. But the law postulates just
such property rights in external things. Consequently, owning something and
having physical possession of it need not coincide. Ownership that is independ-
ent of physical detention must be thinkable from a juridical point of view.

21. I say “usually thought” because as I suggest in note 25 infra, this understanding of a present
executed transfer may require revision.
22. Supra note 19 at pp. 401-403.
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Nor does the fact that the right vests with physical delivery in a present trans-
fer of property necessarily argue against the possibility of their separation, such
as we find in contract. In a present transfer, it is not the physical delivery as such
that confers ownership. Unless delivery expresses the requisite assents of the
parties, no change in ownership takes place. Physical delivery is just the fulfil-
ment of these assents and the mode of their existence. From a legal point of
view, delivery is significant only if expressive of assent. The latter is therefore
fully regulative with respect to the former. Contract makes this explicit by treat-
ing the parties’ assents as the central — and indeed the whole — basis of the ob-
ligation. Unless expressions of assents require physical delivery in order to be
ascertainable and effectual, the transition to contract is unexceptionable.

In this connection, it might be thought that the fact that the principle of first
possession, which governs the appropriation of unowned things, requires some
kind of initial, though not continuous, physical occupancy shows that physical
detention of some sort is a general requirement for all acquisition, so that phys-
ical delivery may also be necessary for acquisition by contract. But this is not so.
The requirement of occupancy for first possession is justified by the existence
of conditions that are peculiar to it but that do not obtain in contract.

The principle of first possession governs the appropriation of something that
is unowned and therefore formally available to anyone. The sort of things that
can be so appropriated are individuated external (corporeal) objects that are in-
dependent of those who might appropriate them. And the right acquired by first
possession is exclusive as against anyone else who comes afterward. Now, ap-
propriation in general consists in the subordination of something to one’s pur-
poses to the exclusion of others. If we suppose that private law requires that
acts of appropriation be publicly manifest to those who are excluded thereby, a
prerequisite that there be some sort of initial physical occupation and some
continuing sign of occupation seems justified in the above-stated circumstances
of first possession. For it is only by physically bringing under one’s control and
power (that is, by occupying) an object of the kind contemplated under first pos-
session that one can cancel its independence and thereby signal to others that
one has subordinated it to one’s purposes. Physical occupation of some sort is
necessary to satisfy the publicity requirement.?* By the principle of first pos-
session, whoever occupies an unowned thing first becomes its owner relative to
anyone else who comes after. And the juridically necessary act of occupation
may be accomplished by a single individual alone, that is, by his or her unilat-
eral act and choice.

By contrast, in contract the thing to be appropriated is already owned by
(and subject to the purposes of) someone and it is therefore available to no one
else. Ex hypothesi, it is already subordinated to its owner in a way that can be
apparent to a second party. This thing can be acquired by the second party,

23. This rationale is suggested in such leading cases as Pierson v. Post, 3 Cai. R. 175 (N.Y. 1805).
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not unilaterally as in first possession, but bilaterally, with and through the as-
sent of the owner. The right acquired by the former is exclusive only as against
the latter, not others. In these circumstances, the first party can transfer owner-
ship in the thing to the second party without a change in physical possession.
The second party need not occupy the thing in order to acquire it from the first.
In contract, where acquisition is effected through the parties’ interaction and the
right acquired by one is exclusive only as against the other, acquisition must be
public only as between these two parties. Thus, the publicity requirement is
fully met so long as the two parties treat the thing as subject to their wills in a way
that is mutually manifest as between them. More specifically, publicity is satis-
fied if the parties can make clear to each other their mutually related decisions
to alienate and to appropriate in a way that recognizes the first party’s initial
ownership and the second party’s acquisition. Now language is the most pre-
cise means by which the parties can signal mutual assent as between them. Ac-
cordingly, independent of any physical transfer, an agreement that enshrines the
parties’ assents in the appropriate way is in and of itself fully capable of ef-
fecting a transfer of ownership that satisfies publicity. In this respect, acqui-
sition by first possession and contract are different.

Prima facie, then, the fact that contract, unlike a present transfer of property,
separates the moment of assent from that of physical delivery need not disqual-
ify it as a possible mode of transferring ownership. One may still ask, however,
whether the fact that the right acquired at contract formation is a right in per-
sonam makes the logic of transfer inapplicable to contract? It might be assumed
that, in contrast to a real right in a thing, a personal right is not a property right at
all. This personal right is usually characterized as a right to the performance of
apromise, not a right in a thing. Whereas it is readily apparent that one can trans-
fer one’s property in a thing, the same does not seem true of the performance
of a promise: In what sense does a promisor own this performance and then
transfer a right in it to the promisee??* We must therefore determine what ex-
actly is the substance of the personal right to performance that is acquired in
contract. The better view, I will now argue, is that while this right is indeed per-
sonal because it exists only as against a definite individual, it is nevertheless
proprietary in character and therefore fully compatible with the idea of a trans-
fer of ownership.

To begin, we should recall that from the point of view of contract law the wrong
which a breach does to a promisee’s right to performance consists in the prom-
isee being deprived of the thing promised, including its value and use. This is
made evident by the expectation remedy, whether expectation damages or spe-
cific performance, which aims to give the promisee physical possession of the

24. Stephen Smith raises and discusses this difficulty in S. Smith, “Towards a Theory of Contract,”
in J. Horder, ed., Oxford Essays in Jurisprudence (Fourth Series) (Oxford: Oxford University
Press, 2000).
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thing promised, including its value at the time performance is due. Money dam-
ages accomplish this purpose where the thing promised is not unique but is avail-
able to the promisee on a market: Damages represent both the value of the thing
promised and the means of payment by which the promisee can obtain the thing,
including its value, from the market. Specific performance, by contrast, is ap-
propriate where the thing promised is for some reason unique so that it is only
by giving or doing a specified thing that the promisee can be put into posses-
sion of the thing promised, including its value. The thing promised, it should be
added, may be either an external object of some sort or a service. The aim of
the law is put the plaintiff in the position he or she would have been in had he
or she obtained physical possession of the thing promised in accordance with
the terms of the contract. In legal contemplation, then, the right to performance
consists just in a right to have exclusive physical possession of the thing prom-
ised in the manner stipulated by the contract. This right to physical possession
vests at formation. It is either honoured by performance or injured by breach.

The right is proprietary in character. When performance is due, the promisee
already has the right to possess the promised thing in accordance with the con-
tractual terms and the promisor already has no such right. Now it is axiomatic that
one who has the exclusive ownership of some thing has the right to possess it. The
right to possess is an essential aspect of ownership. And unless one retains some
right of physical possession, one ceases to be owner. The fact, therefore, that when
performance is due the promisor already has no such right as against the promisee,
and that the promisee alone does have such a right, means that the promisor has
already ceased to be owner as against the promisee and that the promisee has al-
ready become one. This change in ownership takes place at formation. Delivery
neither adds to nor affects in any way this juridical situation as between the par-
ties. By putting the promisee into actual physical possession of the thing as prom-
ised, delivery merely respects the promisee’s already existing right.

Moreover, because this right is against a definite individual — the promisor —
and, more fundamentally, because the promisee acquires it through the prom-
isor, it is a personal right. The fact that a right is personal does not entail that it
is non-proprietary but simply goes to the mode of acquiring it. In contrast to a
real right, which a person obtains by means of his or her act alone exercised
upon some thing in accordance with the principle of first possession, a personal
right supposes an acquisition that is accomplished through the combined acts of
will of two parties — in particular, appropriation of some thing by means of an-
other’s alienation of it.?

25. To elaborate, the view that I am proposing is that, by first principles of juridical right, a real
right is always and only a right in a thing that is acquired by first possession whereas a per-
sonal right is always and only a right in a thing that is acquired from another. Applied to con-
tract, at formation the promisee acquires a personal right in a thing or service as against the
promisor. Delivery does not alter in any way the relation of right as between the parties but
only gives the promisee a real right, founded upon the principle of first possession, as against
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The fact that the promisee may only take physical possession after forma-
tion and through delivery in accordance with the terms of the contract does not
argue against formation’s being the moment when ownership is transferred.
Appropriation of any kind necessarily implies the possibility of taking physi-
cal possession and any act of taking physical possession necessarily occurs at
a definite time and place and in a definite manner. This is as true of appropria-
tion of an unowned thing by first possession as it is of contract. Any difference
between them in this regard simply reflects the way in which they determine
the modalities of taking possession. In the case of appropriation by first pos-
session, the time, place, and manner of taking physical possession are decided
by a single person alone and the act of taking possession coincides with, and
indeed is a necessary condition of, appropriation. In the case of contract, on the
other hand, the modalities of taking physical possession are fixed beforehand
at the moment of formation by the promisor in agreement with the promisee:
The time, place, and manner of taking physical possession simply reflect the
particular way in which the promisor has alienated his or her property; the
promisee cannot obtain physical possession in any other way without injuring
the promisor’s right of ownership. In contrast with acquisition by first posses-
sion, one can have in contract a right to physical possession before one actually
takes physical possession, with the act of taking physical possession through de-
livery representing the exercise and fulfilment of this right. At the limit, the par-
ties can agree that the promisee may exercise the right of taking physical pos-
session instantly upon conclusion of contract formation. On this analysis, then,
what a promisee acquires at formation by way of the transfer of ownership is
either an external thing or a service, not the promised performance. Performance
merely determines the way in which the promisee gains physical possession of
the thing or service of which he or she already has rightful possession and spec-
ifies what the promisor must do or not do to avoid injuring the promisee’s en-
titlement. The promisee’s right to performance simply reflects the fact that the
promisee is owner as against the promisor. 26

all others. This analysis also applies to executed transfers of property. In the latter, as I have
already noted, it is not the physical transfer of possession as such but the fact that the transfer
embodies the parties’ mutually related assents that allows us to infer a transfer of ownership.
The cause of the transferee’s proprietary interest in the thing transferred is the parties’ assents.
It is on this basis that the transferee has a right, as against the transferor, to retain the thing now
in his or her physical possession and that the transferor can no longer assert his or her initial
property in it. This right, founded upon the parties’ wills, is, it must be emphasized, a right only
as against the transferor. It diminishes or defeats only his or her claim to the thing. It is a right
in personam. Although the transferee also has a proprietary interest in the thing transferred as
against third parties — a right in rem — this is not founded on the transfer of ownership from the
owner but on the fact that, relative to third parties, the transferee can reasonably claim first phys-
ical possession of it as something which they did not own. So, even a present transfer entails
upon analysis the distinction between personal and real rights. Contract simply makes it ex-
plicit by separating them into the two distinct moments of agreement and performance.

26. In reaching this conclusion, I am departing from Kant’s view. According to Kant, what the
promisee acquires at formation is just the promise of performance. The promise is the sub-
stance of the promisee’s personal right as against the promisor. See Kant, supra note 19 at
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The promisee’s so-called right to the promisor’s performance reflects, then,
a transfer of ownership at the moment of formation. It is a right that is at once
personal and proprietary in character. Indeed, its specific proprietary nature is
inseparable from its being a right in personam. Understood in this way, a right
in personam is no less proprietary than a right in rem. The fact that contract for-
mation gives the promisee a right to performance does not, I conclude, make the
logic of transfer inapplicable to contract.

D. Conclusion

Let me briefly gather together the main points made thus far by referring them
to the first fundamental question of modern contract theory, namely, the justi-
fication of the expectation remedy for breach of a wholly executory agreement.
Taking Fuller’s challenge to heart, we say that unless such an agreement can it-
self be a source of entitlements of the kind protected by expectation damages
or specific performance, the expectation remedy cannot qualify as a principle of
compensation —in contradiction with what is perhaps the most basic contention
of contract law. We must therefore explore the possibility of conceiving contract,
and more particularly the moment of agreement, as a mode of transferring own-
ership. In this Part, I have done this by starting with a familiar and relatively
uncontested instance of acquisition by one person from another — a present, ex-
ecuted transfer of property — and by considering next the possibility of a purely
contractual, non-physical transfer of ownership. Contract as transfer represents
a conception of contract that seems to provide the beginnings of an answer to
our first question, one that is responsive to Fuller’s objection. Briefly stated, the
logic of a transfer of ownership is an intelligible and juridically thinkable idea
which, prima facie, seems applicable to contract no less than to a present trans-
fer of property. If the law of contract can indeed be understood in terms of the
logic of transfer, the expectation remedy is the natural and distinctively contrac-
tual principle of compensation.

The aim of Part IIl is to transform this “if”” into a justified conclusion. It does
so by trying to show how the main doctrines of contract law, both individually
and in combination, embody the conception of contract as transfer. The latter
functions as their organizing idea. But, it should be emphasized, this involves
more than merely applying the logic of transfer as just presented. The organizing

pp. 424-425. On this point, my understanding of contract seems to fit better with Hegel’s ac-
count. See Hegel, supra note 19 at para. 40 (Remark) and para.79. My view immediately raises
a number of questions: Why, for example, is the risk of loss of the object during the interval
between agreement and performance ordinarily borne by the promisor when, I have argued, it
is the promisee who is owner vis-a-vis the promisor? Or why is it the case that ordinarily a
promisee cannot recover profits gained by the promisor through breach of contract when there
can be recovery of gains obtained through conversion of property? I cannot address these ques-
tions here. I think, however, that they can be readily answered from within the view that I have
set out.
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idea of contract as transfer is in fact worked out more fully and completely via
the analysis of contract doctrines. For example, at this point, while we have iden-
tified the main conditions of contract as transfer, we do not yet understand how
this conception can coherently combine the two seemingly contrary features of
temporal sequence and simultaneous co-presence in the double consent needed
to constitute a transfer. Nor have we explained how the parties can have indi-
vidual exclusive rights yet have one identical thing at the same time, as is required
by the principle of continuity. It will be through the analysis of contract doc-
trines in Part II that [ hope to explain these features, in this way deepening our
understanding of the organizing idea itself.

III. The Common Law Conception of Contract

My object in this part is to elucidate, through a detailed analysis of the doctrines
of offer and acceptance, consideration, and unconscionability, the conception of
contract that is implicit in the common law of contract. The analysis which fol-
lows orients itself by, and seeks to remain internal to, the legal point of view. It
is guided by the idea of a public basis of justification. We begin with these doc-
trines of contract law, not because we assume that in their authoritative legal
formulations they are fully true and reasonable nor because we view them as in-
controvertible data which any theory must fit. Rather, we treat the doctrines just
as provisionally fixed points for working out a conception of contract and we
begin with them because no better or more natural starting point offers itself for
the purposes of a public basis of justification. There is no guarantee in advance
that the doctrines as ordinarily formulated and understood can be so justified.
Moreover, as I emphasized in the Introduction, the reasonableness of a partic-
ular doctrine can be established only through its integration with the other doc-
trines in an intelligible and juridically meaningful whole. Finally, wherever pos-
sible, we begin with doctrines that are not only fundamental but settled and
uncontested as well, at least from the legal point of view. Once again, we do
this, not because it warrants their truth or reasonableness, but because it signi-
fies that on these matters the authoritative public reason presents itself as of one
mind and therefore provides us with doctrines and principles that can perhaps
be worked up into a public conception of contract.

A. Offer and Acceptance

The first doctrine I examine is offer and acceptance. To begin, I present a brief
summary of its main features. The description that follows will not, I believe, be
controversial. Taking this set of features as a provisionally fixed starting point
for further discussion, I then make more explicit the conception of contract
which the doctrine seems to imply and I specify its role within this conception.
Since, we shall see, promise is essential to offer and acceptance, the question



The Unity of Contract Law 139

naturally arises as to the significance of promise in the analysis of offer and ac-
ceptance. Does the presence of promise mean that contractual obligation is based
upon the moral duty to keep one’s word? After addressing this question, I end
the discussion of offer and acceptance by explaining the limits of its role within
the conception of contract and the need for other doctrines to supplement it.

1. THE MAIN FEATURES OF OFFER AND ACCEPTANCE AND ITS ROLE IN
THE CONCEPTION OF CONTRACT. Along with the doctrine of consideration,
the doctrine of offer and acceptance is traditionally thought to stipulate definite
conditions that are essential to the formation of non-formal contracts at common
law. This requirement is general. Put briefly, the doctrine of offer and acceptance
holds that formation can only result from mutually related voluntary manifesta-
tions of assent by two parties to the same identical terms. The existence of these
assents as well as the determination of their contents are decided in accordance
with the so-called objective test. By this test, it is the manifestation of assent as
it reasonably appears to the other party that is operative in bringing about for-
mation. The relevant factor is not its author’s state of mind; nor is the expression
of assent treated as evidence of his or her mental attitude. Rather, the reason-
ably construed expression of assent in and of itself, not the thought process that
produced it, is the operative factor in formation.?”

The prevailing view?® at common law is that there must be a first expression
of assent, the offer, that is followed in time by a second, the acceptance. The
offer must come before and must request the acceptance which, in turn, must be
made after and in response to the offer. Now, it is widely supposed that, to
constitute an offer, the first assent must include a promise. “An offer,” Willis-
ton writes, “necessarily looks to the future [and] gives the person to whom it is
addressed an assurance that, on some contingency at least, he shall have some-
thing."2° To qualify as an offer, then, the first expression of assent must mani-
fest a fully crystallized and fixed present decision to do or not do something in
the future, thereby creating in the offeree the reasonable expectation that the
offeror does not presently intend to change this decision before the time comes
for performance. Further, the offer must say not only what the offeror promises
to do but also what the offeree must do in return. The offer must contain all the
terms of the contract to be made and must request an acceptance that assents to
precisely the same terms.

27. On the definition and the role of the objective test, see S. Williston, “Mutual Assent in the
Formation of Contracts” (1919) 14 Ill. L. Rev. 85 reprinted in Selected Readings, supra note
3, pp. 119-127 [hereinafter Mutual Assent]

28. Corbin thought differently. See Corbin, supra note 17 at Ch.1, s. 12 (“Simultaneous Expres-
sions of Assent”). I note here that Kant takes the view that the empirical acts of assent must be
temporally successive. Kant, supra note 19 at pp. 422-423.

29. S. Williston, “An Offer is a Promise” (1928) 23 Ill. L. R. 100 reprinted in Selected Readings,
supra note 3, pp. 213-217.
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In legal contemplation, such mutually related expressions of assent in their
externality (that is, as they reasonably appear to the other party) are acts that al-
ter the legal relations between the parties in the following ways. The immedi-
ate necessary legal consequence of an offer, standing alone, is that it gives the
offeree a power — not a right — of acceptance. So long as an offer continues to
stand (and this is decided in accordance with the objective test), the offeree may
bring into existence a contractual relation, comprising contractual rights and
corresponding duties, simply by accepting the proposed terms in the manner
expressly or impliedly stipulated by the offer. It cannot be emphasized too much,
however, that a contract results from two acts of will, not one, and therefore that
unless and until there is acceptance, no contractual rights or duties whatsoever
arise between the parties.3? It follows from the fact that an offer confers merely
a power but not a right of acceptance that prior to acceptance an offer may be
revoked without infringing any contractual right in the offeree. In other words,
there is in law a liberty to revoke an as yet unaccepted offer.

There is a final feature of offer and acceptance that must be noted. The doc-
trine of offer and acceptance, we have seen, requires that the offer precedes the
acceptance in time. Absent temporal sequence, there is no contract formation.
The assents must figure as separate acts which each originate with an individual
party at a different moment in time. Temporally sequenced assents function, we
may say, as the efficient cause of contract. This, however, is not the end of the
matter. For the common law also holds that these same assents, still construed
in accordance with the objective test and functioning as the efficient cause of
contract, must be given at the same time: it must be possible to construe the as-
sents in some sense as absolutely co-present and simultaneous, in addition to
being temporally successive.3! Unless they can be so conceived, there will not
be contract formation. So viewed, the assents are treated under the rubric of the
“union or meeting of the minds.” The common law presents us, therefore, with
the apparent paradox that the assents necessary for contract formation must be
both separate in time and simultaneous.

30. It is worth noting here that the very first paragraph of Langdell’s Summary of the Law of
Contracts (Second Edition, 1880) states this basic requirement that a legally enforceable
promise must be constituted by two acts of will, not one. Langdell’s now generally derided
method, often pejoratively referred to as * logical,” “deductive,” or “axiomatic,” is nothing
but an effort to understand, and to present the analysis of contract as rooted in and as implied
by, this fundamental juridical thought. Its starting point is legal experience and it attempts to
bring out the order which governs this experience. I would have thought that this makes his
account, while not necessarily correct or satisfactory in all its details, at least systematic in the
right way.

31. This feature is supposed in the case law. See, for example, Dickinson v. Dodds, (1874) 2 Ch.
D. 463 at p. 472; Household Insurance Co. v. Grant, (1879) 4 Ex. Div. 216 at 220. A typical
statement is found in J. P. Bishop’s purely descriptive account of the positive law, The Doc-
trines of the Law of Contracts in Their Principal Outlines, Stated, lllustrated, and Condensed
(St. Louis: F. H. Thomas and Company, 1878) at p. 62: “Each [party] must consent to exactly
the same thing to which the other does, and at the same instant of time.”
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How, if at all, can these diverse features be held together? And what concep-
tion of contract do they imply? These are the main questions for discussion.

To begin, the expressions of assent that constitute offer and acceptance must
be voluntary. Generally speaking, voluntariness goes to the existence, character,
and conditions of the activity of choosing. Here, however, we seek a definition
of the voluntary that belongs to the juridical and, in particular, to the law of
contract. We need not assume that the voluntary in contract is identical with the
voluntary in other domains of moral experience. Now, according to the tradi-
tional understanding of contract law, the voluntary plays a special role in con-
tract in that it is the parties’ wills, mutually related and objectively construed,
that are in themselves the source of the parties’ contractual rights and duties. I
shall pursue this fundamental thesis and argue that each of the main doctrines
of contract — more specifically, offer and acceptance, consideration, and uncon-
scionability — contributes to the full and complete definition of the voluntary in
contract. Through an ordered examination of these doctrines, we build up this
definition step by step.

The first step in defining the voluntary in contract is provided by the doctrine
of offer and acceptance. It is first because, we shall see, it sets out the elementary
form of mutual assent that is obtained at contract formation. However, it should
be kept in mind in the following discussion that it is only the first step and does
not provide the complete elaboration of the definition of the voluntary. This it
cannot do precisely because, as I will explain in more detail, it articulates jusz the
form of mutual assent and does not specify the content which the assents must
have if they are to give rise to contractual rights and duties. Besides stipulating
formally that the parties must assent to the same terms, it does not determine what
those terms must be for there to be a contract. This latter function, I shall argue,
is performed by the doctrines of consideration and unconscionability.

The doctrine of offer and acceptance presents an extremely restricted crite-
rion of voluntariness. It categorically excludes much that is relevant to the de-
termination of the voluntary in other domains of law and morals, and perhaps
this is the chief significance of its role. Under the doctrine of offer and accept-
ance, the voluntary is simply the quality of choice that is needed for expressions
of assent to function as offer or acceptance. By this test, an expression of assent
is voluntary if it is the product of a decision or choice in given circumstances.
Here the voluntary equals purposiveness. Assent is purposive and hence volun-
tary so long as it need not be viewed as just the simple mechanical effect of some
internal or external cause, whether human or natural. For example, my signature
is not the outcome of choice and so not voluntary if it is produced by someone
else forcibly moving my hand in the necessary way. But the fact that I sign in
order to avoid an outcome which may be unwanted or even unjust does not
preclude my signature from being something chosen in response to particular
circumstances. It can still be a decision, and so be voluntary, whatever its mo-
tivation and however mistaken it may turn out to be.
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The absence of the voluntary, so understood, entails the absence of one or
both acts that are necessary for contract formation. At common law, it renders
an agreement absolutely null and void ab initio. Where, however, the assents
are the product of choice and thus purposive but are either mistaken or given
to avoid an unwanted or even an unjust alternative, this does not vitiate their ca-
pacity to function as offer and acceptance. It does not make the agreement void
ab initio. At law, it can result in the agreement being at most voidable at the
election of the party who would not have transacted in the absence of the mis-
take or unwanted circumstances, where the mistake goes to the very foundation
of the agreement or where the unwanted circumstances have been created by
the other party’s wrong. These considerations that render an agreement void-
able do not come under the doctrine of offer and acceptance. To repeat, so far
as offer and acceptance goes, the voluntary acts necessary for contract formation
can exist even where an agreement is voidable. And that is precisely why, so long
as there are offer and acceptance, the parties can decide to affirm their agree-
ment even in the face of mistake or unwanted circumstances.3?

In keeping with the objective test, the voluntary assent that is required by the
doctrine of offer and acceptance does not, however, necessarily take into ac-
count or depend upon a party’s actual particular reasons for giving assent. What
a party must reasonably ascertain is just the existence, as an external fact, of
the other party’s assent to definite terms. It bears repetition that what counts is
only what is made reasonably manifest to another and this need not coincide
with a party’s actual reasons or purposes. Further, while assent is voluntary only

32. To elaborate, if a party alleges that he or she has entered a contract on a mistaken assumption
of fact, this does not prevent contract formation. There can still be offer and acceptance, even
though the resulting obligation may be qualified by a tacit presupposition concerning the pre-
sumed existence of certain facts at the time of contract formation — facts about which one or
both parties may have been mistaken. If the contract can be reasonably construed as implicitly
founded upon such presupposition, it may be voidable at the election of the mistaken party. At
the same time, the parties may choose to enforce the contract despite the mistake — something
they cannot do if the agreement is void ab initio. Where assent has been given under the in-
fluence of another’s unlawful conduct, the latter cannot enforce the agreement, not because
there has been no consent, but rather because the agreement represents the materialization of
his or her wrong. Enforcement of the contract is something of benefit to the wrongdoer — there-
fore something which the latter should not obtain when it results from his or her wrong. But
here again the existence of duress does not prevent contract formation and the coerced party
may elect to have the agreement enforced. As for the relation between the conception of vol-
untariness in offer and acceptance and norms of substantive fairness in contract, I discuss this
in detail in the section on unconscionability, infra pp. 198ff. I simply note here that, like fun-
damental mistake or duress, unconscionability renders an agreement voidable, not void ab ini-
tio. For a helpful discussion of the distinction between void ab initio and voidable, see Corbin,
supra note 17 at pp. 10~12. For a detailed and full treatment of the relation between consent
(within offer and acceptance) and mistake, see G. E. Palmer, Mistake and Unjust Enrichment
(Ohio: Ohio State University Press, 1962). The proposed analysis of the relation between con-
sent and duress is an accord with writers of the natural law tradition such as Grotius as well as
with contemporary scholars such as Dawson. See Grotius, supra note 17 at Bk. II, Chap. X1,
v. and J. Dawson, “Economic Duress — An Essay in Perspective” (1947) 45 Mich. L. Rev. 253
at pp. 266-267.
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insofar as it is purposive, the purpose or reason which makes it voluntary must,
in accordance with the objective test, be intrinsically relational. To be intrinsically
relational, a party’s reason for making an offer must be the other’s acceptance
and vice versa. It is this — and only this — reason which is contractually relevant.
But a party’s particular reasons for transacting need not as such be relational in
the required way. Therefore the fact that a party happens to have this or that rea-
son for offering or accepting does not necessarily assure its relevance for the
purposes of contract. Through the doctrine of offer and acceptance and in par-
ticular the objective test, contract law begins the procedure of specifying the
sort of reason or purpose that is relevant to and necessary for contract formation
by not according intrinsic juridical significance or weight to the particular rea-
sons and purposes which the parties may happen to have.

The doctrine of offer and acceptance identifies voluntariness with a capac-
ity to choose that is conceived in abstraction from the circumstances of choice.
I have suggested further that the particular reason a party agrees to terms is not
in and of itself a factor that is operative in bringing about formation. Conse-
quently, the fact that a transaction does not fulfill a party’s reason for entering
it, or the fact that the party now views this reason as mistaken, does not, in it-
self, prevent or otherwise affect contract formation. Taking this analysis one
step further, one can conclude that contract formation is, by its very nature, in-
dependent of whether transactions are to the overall advantage or benefit of
one or even of both of the parties. The impact of performance on the well-be-
ing of the parties s, in itself, wholly irrelevant to the question of formation. This
indifference to particular interest and advantage as such is reflected in the (con-
tractually) unfettered liberty of a party to revoke an offer before it is accepted
or to decline, for whatever reason, to make an offer in the first place, irrespec-
tive of the impact which such decisions may have on the other party’s well-
being. In and of itself, the fact that my interests or welfare will be adversely af-
fected by your decision does not give me a claim — or even the beginning of a
claim —in contract against you. The doctrine of offer and acceptance seems at
its core to be indifferent to the very kinds of considerations that centrally con-
cern distributive justice.

The doctrine of offer and acceptance implies, then, a very bare conception
of the person. Parties are attributed a capacity for decision and purposive action
that abstracts from the circumstances in which the capacity is exercised; that is,
they are viewed as having a capacity for choice that is not determined by, but
rather is independent of, all given factors both internal and external. In chains,
we say, one can still be free. A party’s particular intentions and motives, his or
her personal features and moral qualities, and finally, his or her resources and
interests, are all, as such, irrelevant to the analysis of offer and acceptance. This
analysis does not directly take into consideration, then, the very things that
distinguish one individual from another. Viewed in abstraction from them, in-
dividuals are necessarily identical. Hence, we may say, persons are conceived
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here as free just in virtue of their having a capacity for choice that is undeter-
mined by the circumstances of choice and that they are equal just insofar as, be-
ing free, they are identical. Finally, because what matters for the analysis of
offer and acceptance is simply whether one party has acted in a way that rea-
sonably can be construed by the other as a voluntary expression of assent to
certain definite terms, parties count just in virtue of their acts. The doctrine of
offer and acceptance views them simply as free and equal agents who jointly
bring about contract formation.33

In addition to being voluntary, the parties’ assents, we have seen, must sat-
isfy certain further requirements if they are to function as offer and acceptance:
the assents must be mutually related in such way that they can be construed both
as temporally successive and as simultaneous in accordance with the objective
test. How are these aspects interconnected and what conception of contract do
they suggest?

Consider, first, the requirement that the parties’ assents must be temporally
successive. To be a valid offer, the first assent must call for an acceptance; and
reciprocally, to be a valid acceptance, the second assent must be given in re-
sponse to the first and on the very same terms. The fact that the assents must be
made in temporal sequence makes it possible for the parties themselves to bring
about contract formation in and through their interaction. Because an offer
must come first in time, it can address the other party who can then, in turn, re-
spond to it. In this way, the offer can invite the participation of the offeree and

33. This conception of the person is essentially the same as the concept of personality that Hegel,
for one, argues underlies abstract right. The difference between the two is just that the former
belongs to a public basis of justification whereas the latter is part of a comprehensive philo-
sophical account of right in which right expresses, and is constituted by, the freedom of the
will as practical reason. In the public justification, the conception of the person is presented
simply as implicit in the public legal culture — here, in the doctrines of contract law — and as
fitting both with a certain idea of legal relation — here, a contractual relation in which parties
are vested with correlative rights and duties at contract formation — as well as with the prin-
ciples of contract law. The conception of the person is not presented as the ground or as con-
stitutive of either this legal relation or these principles. In a public justification, no part is foun-
dational relative to the others; rather, the distinct parts are presented as mutually supportive and
intrinsically interconnected. In the philosophical accounts of Hegel or Kant, by contrast, per-
sonality, as freedom of the will and practical reason, is the conceptual basis and is itself con-
stitutive of definite principles of right. According to Hegel, the claim that this is, and must be,
the case can be vindicated only by viewing the account of right as one section or element in
the whole chain of systematic philosophy set out in the Encyclopaedia. See, Hegel, supra note
19 at paras. 2 and 4. The truth and deepest significance of the account of right — and therefore
of personality itself — can only be established as part of this totality. At the same time, Hegel
himself suggests that the account of right can be detached from this comprehensive context and
can be presented on its own in way that appeals to everyone’s educated self-consciousness and
moral experience. Ibid., para. 4. In this way, the elements in the philosophical account can be
presented as parts of a public basis of justification. For a more detailed discussion of the role
of the conception of the person in a public basis of justification of private law, see P. Benson,
“Public Justification,” supra note 12 at pp. 314-321. For a summary presentation of Hegel’s
conception of personality, see P. Benson, “Rawls, Hegel, and Personhood” (1994) 22 Political
Theory 491.



The Unity of Contract Law 145

be completed by it. The offer contemplates and creates the possibility of a re-
lation between the two assents and this possibility is realized by the acceptance.
No third party, such as a court, is needed to create a relation between the expres-
sions of assent. The parties do so themselves. Since the objective test applies, the
relevant point of view is always how what is said or done by one party reasonably
appears to the other in the circumstances of their interaction. And this appear-
ance the first party, as a reasonable person, is deemed to know. The cause of
contract lies, then, entirely in the interaction between the parties.

Moreover, because each of the assents must state the terms of the whole trans-
action, each side necessarily incorporates on its face the whole relation between
them. Mutual relatedness is intrinsic to each of the assents in their role as cause
of contract. Thus the manner in which the parties’ mutual assents bring about
formation through interaction is itself relational through and through. The fun-
damental and irreducible unit of contract formation is not each of the assents
taken separately and then summed together but rather these assents in their mu-
tual relatedness. They have no standing or even existence, contractually speaking,
outside of their relation. The basic form of contract is relation to another.

Unless an objective test is adopted, the expressions of assent cannot be
temporally sequenced. On a subjective test, which holds that it is actual, inner
assent to terms that is causally necessary for contract formation and that ex-
pressions of assent are merely evidence of such actual assent, the second party
is not justified in treating even a clear expression of actual assent given by the
first party at one moment as actual assent an instant later. For in the interval,
however brief, the first party’s mind may have changed. And, of course, a party
is entitled to change his or her mind unless or until there is a valid acceptance.
But there must be an interval between the offer and the acceptance, at least if
the offeree is to ascertain the existence of the offer and to give the acceptance
in response to it. So in this necessary interval, however small, between the
offer and acceptance, the continued existence of assent must be confirmed by
a fresh expression of actual assent given by the offeror. This, however, does not
do away with the difficulty since, as long as we suppose that the offeree must
respond to the this newest expression of assent, there must be a further interval
and during this interval the offeror’s intentions may have changed, requiring a
new assent. And so on, ad infinitum. To avoid this consequence, the offer must
be made at the very moment the offeree accepts. Accordingly, a subjective test
requires that offer and acceptance be initiated at the same time. Whatever is said
or done by the parties before or after that moment is irrelevant because it is as-
sent that is either no longer or not yet in existence.

A subjective test rules out, therefore, a temporally sequenced offer and ac-
ceptance. Even if the simultaneous assents happen to state the identical terms,
they do not do so as mutually related. They are just two expressions, having the
same content, that exist side by side. In giving their assents, the parties do not
themselves bring about any relation between them.
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By contrast, on the objective test, the first party’s expression of assent con-
tinues to exist as an external fact, prior to acceptance, unless or until it lapses
by its own terms or is revoked by a further separate external expression of will
by the first party. During the interval that necessarily separates the two assents,
the offeror “must be considered in law as making during every instant . . . the
same identical offer”3* to the offeree. In virtue of its continuing existence, the
first assent can be met by a second assent in response. There can be offer and
acceptance on the basis of the parties’ interaction alone.

Why, it may be asked, is it fair and reasonable for the law to impose an ob-
jective test on parties in a contractual setting? By way of an answer, a public jus-
tification of contract seeks a fit between this test and the essential character of
the contractual relation as disclosed by the main doctrines of contract law. The
doctrine of offer and acceptance teaches that contract is a certain union of as-
sents. More particularly, it presents each side as contemplating the other as nec-
essary to fulfill the very terms it proposes. Now, by making the participation of
the other side a necessary condition of the fulfillment of its own terms, each side
must reasonably acknowledge the pertinence of the standpoint of the other in con-
struing what it has said or done to engage that participation. The other-directed
orientation of the objective test mirrors the fact that each assent contemplates the
existence and the participation of — and therefore a relationship with — the other
as a condition of the fulfillment of its own terms. In addition, because the objec-
tive test abstracts from the parties’ particular preferences, purposes, inward in-
tentions and motives and makes salient just their mutually related acts, it refers
solely to the external dimension in interaction and not at all to subjective moral
factors that pertain to judgments of virtue and character. This is appropriate
where the sole question is whether the parties are subject to coercible obligations
inter se. The doctrine of offer and acceptance and the objective test are mutually
supportive in conceiving contract under the idea of relation to another.3>

On this basis, moreover, we can see why entitlements acquired at formation
must be personal, that is, as between the contracting parties only. By the ob-

34. Adams v. Lindsell, (1818) 1 B & Ald. 681 at p. 683.

35. It should be noted that this explanation does not invoke the idea of estoppel. On an estoppel
approach, if parties have actually assented to certain terms, they are bound because of their as-
sent; if, however, one of them has nor actually assented but nevertheless reasonably appears to
the other to have done 50, and the other party in accepting has reasonably relied on this appear-
ance of assent, the first party is bound because estopped from denying the foreseeable conse-
quences of such reliance. Now, in general, the kind of reliance which estoppel requires involves
a change of position to one’s detriment. And, in particular, to explain the enforceability of a
wholly executory contract, estoppel must apply just to the fact that a party has accepted an ap-
parent offer prior to and independent of any further action taken in reliance upon it. An obvious
difficulty with this approach, as Williston correctly points out, is that the mere act of accepting
an offer and the mere supposition that one has made a contract do not, in and of themselves,
amount to such detrimental reliance. See Williston, “Mutual Assent,” supra note 27 at p. 122.
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jective test, the parties’ assents are construed in accordance with their reason-
able meanings inter se. The meaning is public only as between the parties. Tak-
ing publicity as a formal requirement of the assertion of rights, a party’s con-
tractual rights can be exclusive, therefore, only as against the other party, not as
against a stranger to the contract. It is worth noting, finally, that we have reached
the conclusion that contract rights can only be personal rights through a discus-
sion of the doctrine of offer and acceptance alone, without as yet any reference
to the doctrine of consideration.

Taking the requirement of temporal succession as given, how can the law also
hold that the assents must in some sense be simultaneous? And precisely in what
sense is this further requirement to be taken?

Viewed in light of the objective test, an unrevoked offer continues to be made
up to and including the moment it is met by an acceptance. This is how the
offer must be represented if there is to be contract formation. It is also neces-
sary, we have seen, if contract formation is to result from the parties’ interaction
alone. Given this interpretation of the offer, it follows that when the offer is met
by an acceptance there is a present expression of assent to definite terms (the
offer) which is united with a second present expression of assent to the identi-
cal terms (the acceptance). In other words, to produce contract formation, there
must be two absolutely co-present and simultaneous expressions of assent. The
so-called meeting of minds, which is often stated to be an essential condition
of contract formation, is just the parties’ mutual assents viewed as simultaneous
and co-present.

It is important to emphasize here that the so-called meeting of the minds is
to be construed in accordance with the objective test and consists in this union
of assents at the same instant. In legal contemplation, this union abstracts from
the parties’ inner mental dispositions and intentions, their personal features,
needs, interests, and well-being. It is a relation between the two expressions
of assent just in their externality. Like the analysis of the assents as temporally
sequenced, their representations as simultaneous is framed in terms of the ob-
jective test. Unless the expressions of assent are appropriately detached from
the parties’ actual particular intentions and reasons, the entire doctrine of offer
and acceptance must instantly collapse.

Viewed as simultaneous and co-present, offer and acceptance are formally
identical and mutually related acts. Each is an assent to the very same terms —
the whole transaction, whatever it may be. The fact that the assents are given
by different persons is indeed a distinction; but, given the abstraction from tem-
poral sequence as well as from particularities that differentiate one individual
from another, it is a distinction that imports no difference. It is true that one
party’s right is the other’s duty, and vice-versa. But we will see that the full def-
inition of contract postulates a baseline in which the rights and duties of one
party are identical in content to those of the other and in which parties have
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rights only insofar as they have duties.>® here again, there is no difference. In
short, the union of simultaneous assents that is necessary to bring about con-
tract formation is a relation between two formally equal expressions of will.

The idea that contract formation depends upon and results from the offer
and acceptance being simultaneous and co-present follows therefore from an
analysis of contract formation that roots it in the parties’ interaction alone in
accordance with the objective test. Both representations of the assents — as sep-
arate in time and as simultaneous — belong to a single conception of contract
formation. They are two aspects of one doctrine of offer and acceptance. Viewed
in terms of when the parties actually posit or originate their acts of offer or ac-
ceptance, the assents must figure as temporally separate. When, however, these
same assents are viewed at contract formation in light of the objective test, they
are construed as co-present. But in so construing them, it cannot be the case that
the common law is saying that the parties actually give their assents at the same
time. This would directly contradict the requirement that they be made at dif-
ferent times. “‘Simultaneity” must therefore mean something other than “at the
same moment in time.” It cannot have a temporal significance. Perhaps it is on
account of this contrast with the familiar and necessary fact that the assents must
be given in time and indeed at different times that the notion of simultaneity —
including the idea that an unrevoked offer is made at each instant up to and in-
cluding the moment it is accepted — is commonly regarded as a legal fiction. I
will return to this point later.

The foregoing analysis of mutual assent in the doctrine of offer and accept-
ance seems on its face to reflect certain central premises of the logic of a trans-
fer of ownership. The doctrine requires that there be two mutually related as-
sents that are initiated in temporal sequence yet that, when viewed objectively
at contract formation, can be construed as absolutely co-present. The fact that
there must be two assents is consistent with the fundamental idea that a trans-
fer of right requires two parties and two acts of will: There must be alienation
and appropriation. The requirement that the assents must be separate in time is
compatible with their being viewed as acts of alienation and appropriation that
are sequenced in accordance with the logic of a transfer of ownership: that the
acceptance must come after the offer is consistent with the idea that appropri-
ation by one from another must acknowledge and respect the other’s initial right
and must only take place with the other’s consent. The fact that it is possible to
view the parties’ temporally sequenced assents as also simultaneous makes the
requirement of offer and acceptance compatible with the idea of continuity as
applied to the acts that constitute a transfer of ownership. Finally, the presenta-
tion of the parties in accordance with the objective test focuses just on their acts
in abstraction from the their particular interests, needs, purposes and so forth —

36. See the analysis of equality in a contract of exchange under the doctrine of unconscionability,
text at infra note 89 et seq.
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in the very way that persons are viewed as participants in a transfer of owner-
ship. In these respects at least, offer and acceptance construes the parties’ in-
teraction consistently with the logic of transfer.

2. THE SIGNIFICANCE OF PROMISE IN OFFER AND ACCEPTANCE. An of-
fer, I have said, must contain a promise by at least the offeror. The admittedly
essential presence of promise might seem to suggest that a more appropriate,
or at least an intuitively more appealing, way to view the obligation in contract
would be to understand it as rooted in the moral duty to keep one’s promise.
There is no need to invoke the more complicated idea of a transfer of owner-
ship. This, however, would be mistaken. To see why, it is necessary to identify
certain important differences between promise and contract, when the latter is
conceived on the model of a transfer of right.3? T should emphasize that in the
following discussion I consider promissory duty and contractual obligation as
they arise absent reliance.

In ordinary moral experience, one’s duty to keep a promise — let us call it a
duty of fidelity — arises just from the fact that one has made a promise: that is,
from one’s own undertaking in and of itself. Although the promise may be made
to another, for another’s benefit, or even with another’s approval, the other’s
assent is not a causally operative element in bringing the duty of fidelity into
existence. The promisor’s act alone is sufficient to give rise to a duty of fidelity.
By contrast, the obligation in contract arises only through the combined assents
of two parties, not just one.

There is a second related difference between promise and contract. Given that
the source of the duty of fidelity is in the promisor’s will alone, the determina-
tion of whether this duty exists, what it requires in particular circumstances, and
whether it has been properly discharged must take into account the promisor’s
own conscientious evaluation of the pertinent considerations. (Recall here that
what is under discussion is promissory duty that arises apart from reliance.) In
contrast with contract, it would be unreasonable to use an objective test to
determine whether someone has acted to bring him or herself under a duty of
fidelity. Here in judging a promisor’s conduct, a promisee should reasonably
consider the subjective side; the promisor’s actual intentions and motives as
well as insight into the matter are morally relevant. In coming to a decision to
promise or not in the first place, a promisor may, and morally speaking, should
reasonably take into account such factors as the legitimate particular needs, in-
terests, and responsibilities not only of him or herself and of the promisee but
also of third parties. The promisor must ascertain whether promising someone

37. The following discussion draws on distinctions between contract and promise that are sug-
gested by a number of writers including Grotius, Hobbes, and Hegel. See Grotius, supra note
17, Bk. I, Ch. XI, iv; T. Hobbes, Leviathan, ed. C. B. Macpherson (New York: Penguin Books,
1968), Part I, Ch. 14; and Hegel, supra note 19 at para. 79.
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something in particular circumstances is good, all things considered. The rele-
vant point of view must make reference to the promisor’s own conception of
the good. This standpoint governs right up to the moment of performance. The
promisor must conscientiously determine that the relevant considerations, which
existed at the time the promise was made, continue to exist when performance
is expected. And these considerations, it bears repetition, make reference to par-
ticular needs, interests, purposes, and so forth. Whether a promisor has lived up
to the requirements of fidelity is determined, at least in part, by the carefulness
and conscientiousness of the promisor’s assessment.

A third difference between promise and contract is that in making a prom-
ise, a promisor undertakes to do or give something in the future: consistent with
the promisor’s intention, the promisee does not acquire anything unless and
until this undertaking is fulfilled.>® From the standpoint of rights, everything
depends upon whether this future performance takes place and whether the lat-
ter takes place permissibly depends in part upon the promisor’s conscientious
but subjective (that is, first-person) evaluation of what the duty of fidelity re-
quires of him or her in the circumstances. In the case of contract, however, the
parties’ agreement exhaustively enshrines their full and complete present deci-
sions to transfer ownership. At the moment of contract formation, the parties’
assents have, then and there, already transferred entitlements: (at least) one
party has now given up ownership and already recognizes it as vested in the
other party who has now acquired it. As between the parties, the doing or giving
is already and completely accomplished: From the juridical point of view, noth-
ing remains to be done in the future except for the parties to act consistently
with what they have already done.

That an offer must contain a promise in order to bring about contract for-
mation may be explained in a way that is consistent with the foregoing differ-
ences between contract and promise. An offer must contain a promise, that is,
a present and fully crystallized assurance, because otherwise there is no as-
certainable juridical act or decision to which the law can attach legal conse-
quences, such as the conferral of a power of acceptance on the offeree. The fact
that the assurance must be future-oriented means that an offeree may, in accor-
dance with the objective test, take the assent to continue for a definite duration
after it has been initially given. In this way, an offer can anticipate and call forth
a second assent which, in turn, can be given in response to it and on the very
same terms. In other words, in virtue of the fact that an offer contains a prom-
ise, the parties can bring about contract formation through their interaction
alone. In performing this role, the promise does not import any obligation, con-

38. This characteristic, which, in my account, belongs to promises only so far as they give rise to
the moral duty of fidelity, Fuller attributes also to promises as they function contractually. In
this context as in others, it is of the first importance to recognize and to keep clearly in mind
the difference between the moral and the juridical. The basic flaw with Fuller’s treatment of
contract — as with Fried’s — is that it fails to do so.
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tractually speaking. It must be recalled here that the fact that an offer contains
a promise goes hand in hand with the fundamental legal proposition that a not
yet accepted offer, even if stated to be irrevocable, always remains revocable at
will for whatever reason (provided the revocation is reasonably manifest). A
promise confers only a power, not a right, upon the promisee. The fact that the
offer contains a promise does not give rise to any obligation in law but simply
determines the kind of existence which this inherently revocable assent has, ob-
jectively construed: It has a continuing existence for a certain duration.

What significance might the future-oriented form of promise have at the
moment of contract formation, when the assets are viewed as simultaneous and
co-present and when, ex hypothesi, entitlements are already transferred, leaving
nothing more for the parties to accomplish in the future? The answer, in brief,
is that the promissory element in the offer and, also, let us suppose, in the ac-
ceptance makes possible the essential contractual distinction between agreement
and performance. For intrinsic to the form of every promise is the differentia-
tion between the moment an assurance is given and the time for its fulfillment
in action. In virtue of the promissory form of offer and acceptance, contract
formation can be construed as a moment of non-physical appropriation that is
separate and distinct from the time of physical delivery, as is required if the
wholly executory contract is to be enforceable in accordance with the expecta-
tion principle understood as a principle of compensation. The fact that the prom-
ise is future-oriented does not imply that an actual transfer of rights has still to
take place. From a legal point of view, the contractual relation and its immedi-
ate juridical consequence are fully realized, making the promisor’s conscientious
evaluation of the goodness of the promise or of the performance irrelevant. To
repeat, the role of the promissory form at contract formation is that it allows the
parties reasonably to view formation as consisting of acts of will that are dis-
tinct from and prior to actual performance. The difference between contract and
promise is preserved.

3. MUST OFFER AND ACCEPTANCE BE SUPPLEMENTED BY OTHER DOC-
TRINES? The role of offer and acceptance within the common law conception
of contract may be summarized as follows: it sets forth the form of relation
which voluntary interaction between two parties must have if it is to give rise
to contractual rights and duties. There must be two assents, not one, and these
assents must be mutually related such that each can be conceived only in rela-
tion to the other. Each side postulates relation to the other as its defining feature.
Moreover, in keeping with the objective test and the idea that contract arises
through the parties’ interaction alone, the assents must necessarily be con-
ceived as empirically initiated in a temporal sequence and yet as co-present and
simultaneous in some, as yet undefined, non-temporal sense. Construed as
temporally successive, the assents are differentiated one from the other. Viewed
as simultaneous, the assents can only be identical, since there is absolutely
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nothing that might distinguish them. The parties figure simply as identical,
hence equal, participants in contract formation.

Nevertheless, precisely because the doctrine of offer and acceptance sets
out just the form of relation that is distinctive of contract, it can be only the first
step in articulating the conception of contract that takes the expectation prin-
ciple as a principle of compensation. While offer and acceptance require that
the parties must be ad idem with respect to the very same terms of the entire
transaction, what those terms must consist in aside from holding that the offer
must contain a promise remains unspecified. In other words, the doctrine does
not identify a content that is suitable to the form of contractual relation which
it sets out. Unless, however, such content is specified, the conception of con-
tract remains incomplete. In addition, the worry that it is a legal fiction to in-
terpret the parties’ assents as simultaneous in addition to their being situated in
time cannot be dispelled.

The need for a suitable content can be further explained as follows. Unless
it is possible to represent the parties as having some legally relevant reason or
cause for offering or accepting, their acts cannot count as voluntary and pur-
posive. If no such reason or cause for transacting is apparent, how can one party
reasonably conclude that the other intends to contract and if either party cannot
so conclude how can he or she reasonably expect the other’s performance? In
accordance with the objective test, the doctrine of offer and acceptance holds,
we have seen, that the parties’ actual particular reasons for wishing to contract
are in and of themselves irrelevant. However, it is not enough for the law to say
in merely negative terms that a party’s particular reasons are not relevant; it must
also specify in positive terms what does qualify as a legally relevant reason. By
requiring that there be two sides, each of which is given in relation to the other,
the doctrine of offer and acceptance implies that each party acts in order to
obtain the return act of the other. It implies, in other words, that the cause of or
reason for each side is just the other side. This implication must be made ex-
plicit as a fully articulated doctrinal requirement of contract formation. It is by
taking this further step that contract doctrine provides a suitable content for the
form of contractual relation postulated by offer and acceptance.

More particularly, this further doctrinal requirement must represent each
party as reasonably wanting the other’s act. Unless the law makes reference to
some conception of want, it cannot purport to be a doctrine of reasons for offer-
ing or accepting. It must therefore specify an object of want that can reasonably
be attributed to an offeror or offeree as a participant in contract formation.
However, this object of want — and therefore a party’s legally relevant reason
for acting — cannot be the other’s act in a merely formal sense. One does not
want another’s act as such but rather the substance of that act: the thing prom-
ised or done by the other party. Moreover, in keeping with the standpoint of the
objective test, this substance must be intrinsically relational in character. And
the elucidation of the object of want must fit with the analysis of the parties’
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assents as both temporally successive and absolutely simultaneous. It must fully
satisfy the principle of continuity and clarify both its essential character as well
as its precise fit with the aspect of temporal succession. By showing that the in-
terpretation of the parties’ assents as simultaneous can be reflected in a content
that is internal to their interaction and that makes reference to a conception
of wants, contract doctrine can vouchsafe the reality of this interpretation from
alegal point of view, thereby dispelling the suspicion that it might be a makeshift
or mere fiction.

In short, contract doctrine must further specify a content that reflects the fact
that there are two sides which, being both temporally successive and simulta-
neous, are at once distinguished from each other and identical. Only a content
of this sort can reflect the analysis of mutual assent that is set out by the doc-
trine of offer and acceptance, in this way completing it as well as the concep-
tion of contract that underlies it. In the following two sections, I argue that the
common law accomplishes this further doctrinal development in two steps, each
of which is necessary and supportive of the other: the first is via the requirement
of consideration; the second through the principle of unconscionability.

B. Consideration

No doctrine of the common law of contract is more distinctive of it or longer
and more continuously established than the requirement of consideration. The
following discussion examines the modern formulation of the doctrine that be-
came settled by the beginning of the twentieth century in American and English
decisions and scholarship — what might be called the classical doctrine of con-
sideration. According to this formulation, consideration, no less than offer and
acceptance, is a general requirement of contract formation, the absence of which
renders an agreement void ab initio. Consideration is both central and neces-
sary to contractual liability in the sense that the law postulates an intrinsic link
between this requirement and the enforceability of the wholly executory con-
tract according to the expectation principle. On this view, consideration, like
the availability of expectation damages, is definitive and distinctive of contract.
It is therefore striking, not to say unsettling, that over the last several decades
scholars have repeatedly criticized the doctrine as artificial, unnecessary, inter-
nally inconsistent, or dysfunctional — in short, as an historical accident without
rational foundation — to the point that some have reached the conclusion that
contract law’s rationality and moral acceptability would be enhanced by its abo-
lition. The doctrine of offer and acceptance, by contrast, has not been similarly
challenged. It is necessary, then, to investigate afresh the basis and the role of
consideration.

This is the second main question of modern contract theory which, it may be
recalled, asks whether there is an intrinsic connection between the requirement
of consideration and the availability of the expectation remedy for breach of a
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wholly executory contract — and whether this connection makes contractual
liability irreducible to promissory estoppel and to tort. By way of an answer,
we must see what fit, if any, there is between the doctrine of consideration and
the other main contract doctrines, when these are all viewed as aspects of a
conception of contract that takes the expectation principle as a principle of
compensation. Throughout, our inquiry is guided by the idea of a public basis
of justification.

To this end, I first present the main features of the doctrine of consideration.
Taking these features as provisionally fixed points for reflection, I then specify
the rationale and role of consideration. I do so against the background of a
critical discussion of Lon Fuller’s well-known effort to link the rationale of
consideration to legal formality and economic exchange. In contrast to Fuller’s
approach, which I find wanting from the standpoint of a public basis of justifi-
cation, I propose a rationale that can account for the main features of the doc-
trine and that brings out the fit between consideration on the one hand and
offer and acceptance on the other on the basis of a shared conception of contract.
The two doctrines, I argue, stand together; they share the same plausibility and
justification. The proposed rationale makes clear the fundamental difference
between contract and promissory estoppel and shows how the doctrine of con-
sideration reflects the logic of a transfer of ownership.

1. THE MAIN FEATURES OF CONSIDERATION. The doctrine of considera-
tion holds that at common law a promise, standing alone, is insufficient to give
rise to a contractual obligation, no matter how seriously and absolutely it may
have been intended or how carefully and deliberately it may have been made.
To be enforceable, the promise must be made for a legally valid consideration.
Thus promise and consideration, like offer and acceptance, are both necessary
for contract formation. Now consideration can be one of two things: either a
present act or a promise. Moreover, the act or promise must be done or given
in return for, and at the request of, the defendant-promisor’s own promise. As
authoritatively summarized by Patteson J. in Thomas v. Thomas: “Motive is not
the same thing with consideration. Consideration means something which is
of some value in the eye of the law, moving from the plaintiff: it may be some
benefit to the defendant, or some detriment to the plaintiff; but at all events it must
be moving from the plaintiff.”3° From a legal point of view, what conditions
must be satisfied for an act or promise to qualify as a valuable consideration
that moves from the promisee and that is irreducible to motive?

The first condition is that the act or promise must not be already owed by
the promisee to the promisor and, correlatively, the promisor must not be al-
ready entitled to the act or promise as against the promisee. In particular, where

39. (1842)2 Q. B. 851 at 859.
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a promisee has already promised the promisor under a prior binding agreement
between them the very thing which he or she now proposes again as a consid-
eration for another promise by the same promisor, this further consideration,
whether it be act or promise, does not move from the promisee and is without
value in the eye of the law. It is no consideration at all and the new agreement
is void for want of consideration. This first condition is stipulated by the “pre-
existing duty” rule.*?

Whereas the first condition is essentially negative, the second requires pos-
itively that consideration must move from the promisee. To move from the
promisee, the consideration must be independent of the promise in the follow-
ing sense.*! It must be possible to view the consideration as something that
genuinely originates with the promisee. Accordingly, it must be external to, and
not merely the effect of, the promise. A consideration is therefore neither an
aspect or condition of the promisor’s promise nor just an effect which the prom-
isor produces, as it were, in the promisee. We must therefore be able to construe
the interaction as potentially initiated by the promisee. In effect, despite the fact
that the promise comes first, it must be possible to view the substance of the
consideration as something that is with the promisee and that the promisee
might in principle have dealt with in some other way independently of and prior
to that promise.

By way of an example of something that does nof satisfy this requirement of
independence, suppose that, in response to the promisor’s promise to give the
promisee a much wanted object, the promisee puts forward as consideration his
or her feelings of satisfaction and gratitude or, alternatively, promises that he or
she will respect the promisor’s wishes by accepting the latter’s promise. In le-
gal contemplation, the promisee will be deemed to have provided nothing that
moves from him or herself. Instead, the alleged consideration will be treated as

40. As settled in Stilk v. Myrick (1809) 2 Camp. 317. Note that this rule does not apply where the
same consideration is given twice to two different persons, as held in Scotson v. Pegg (1861) 6
H. & N. 295. The pre-existing rule has been criticized by legal scholars. Recently, the English
Court of Appeal has departed from the traditional formulation and application. See Williams v.
Roffey Bros. & Nicholls (Contractors)Ltd., [1991] 1 Q. B. 1 (C.A.). In this essay, I take the tra-
ditional formulation of the rule as a provisionally fixed aspect of the doctrine of consideration
and determine what conception of contract it implies when it is taken in combination with the
other features of the doctrine. Whether the approach taken in Roffey implies the same or some
different conception of contract and whether it fits as well or at all with the other features of
consideration are not questions that I explicitly address. However, my discussion of the tradi-
tional rule in section B.(3), infra, notes 76-77 and accompanying text, would suggest that the
Roffey approach is incompatible with the common law conception of contract. For a good
analysis of Roffey in light of the traditional requirements of consideration, see M. Chen-Wishart,
“Consideration: Practical Benefit and the Emperor’s New Clothes” in J. Beatson and D. Fried-
mann, eds., Good Faith and Fault in Contract Law (Oxford: Clarendon Press, 1995) 123.

41. As this paragraph makes clear, the requirement that the consideration must be independent of
the promise does not preclude a relation between them. To the contrary, it establishes the pos-
sibility of a specific kind of relation between them: one where the promise and consideration
can each induce and, in turn, be induced by the other.
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moving from the promisor. The consideration would consist here simply in the
promisee’s evaluation of and reaction to the promise; it represents nothing more
than the effect which the promise, with its anticipated benefit, has upon the prom-
isee. It can only be viewed as coming after and as resulting from the promise.
Itis not possible to view the promisee as potentially initiating the interaction or
as potentially choosing to use or dispose of the substance of the consideration
in some other way.

Building upon the requirement that the consideration must move from the
promisee, the third condition sets out the form of relation that must obtain be-
tween the promise and such a consideration: promise and consideration must
be mutually inducing. The consideration must be requested by the promisor in
return for the promise and must be given by the promisee in response to and in
accordance with that request. More particularly, the promise must by its terms
expressly or impliedly establish, first, that the promisee is to do or promise some-
thing in return for and because of the promise; and second, that the promise it-
self is given in return for and because of this act or promise. Thus the promise
and consideration must each appear as inducements of the other; it must be pos-
sible reasonably to view each side not merely as the effect but also as the cause
of the other. In Holmes’s words, “it is not enough that the promise induces the
detriment [i.e., the consideration] or that the detriment induces the promise if
the other half is wanting.”4?

This requirement of mutual inducement is construed in accordance with the
objective test. It is not, therefore, a question of the consideration being the
promisor’s actual sufficient reason for making the promise, or even just one of
his or her actual reasons for doing so. The requirement of mutual inducement
does not invite an inquiry into the actual or even the apparent particular motives
of either party to the contract. Consideration is not the same thing as motive.
To refer again to Holmes’s statement of the requirement: “No matter what the
actual motive may have been, by the express or implied terms of the supposed
contract, the promise and the consideration must purport to be the motive each
for the other, in whole or at least in part.”** On this view, so long as it reason-
ably appears from the parties’ interaction that the promise was made in return
for and because of the promisee’s act or promise and similarly the promisee’s
act or promise was given in return for and because of the promise, that is suffi-
cient. More fundamentally, the reason for each side must be just the other side —
the other’s promise or consideration as the case may be — in and of itself and
not the purpose which a party hopes to realize through receipt of the other side.
While the law certainly does not deny the existence of such purposes and mo-
tives or their role in parties’ deliberations, it treats them, in and of themselves,
as juridically irrelevant, consistently with the objective test. Although the

42. Wisconsin & Mich. Ry. Co. v. Powers [hereinafter Wisconsin], (1903) 191 US 379 at 386.
43, Ibid.
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doctrine of consideration, we shall shortly see, does relate consideration to a
conception of the parties’ wants, it does so in a way that does not equate con-
sideration with motive.

It is important to emphasize that the requirement of mutual inducement pre-
supposes the second condition that the consideration must move from the prom-
isee and must therefore be independent in the sense indicated above. Indeed,
unless the second condition is met, the promise and consideration cannot be
thought of as mutually inducing. For the requirement of mutual inducement is
met only if the consideration is not merely the effect of the promise but can also
be its cause. And this is taken as possible only if the consideration is inde-
pendent. Thus the fact that a promisor wants or even requests something in re-
turn for his or her promise will not as such necessarily satisfy the requirement
of consideration. It must reasonably appear from the terms of the request that
the thing is requested as something that is independent from the promise and
that moves from the promisee in the required way.

Whereas the third condition of mutual inducement sets out the form of rela-
tion required by the doctrine of consideration, the fourth and final condition
specifies the aspect of content. The consideration must have value in the eye of
the law and it has value if it constitutes a legal benefit to the promisor or a legal
detriment to the promisee. What then qualifies as a legal benefit or detriment?

Here we must keep in mind that the meanings of benefit and detriment are
to be understood from a legal point of view.** Hence their characterization as
legal benefit or detriment. Their meaning, we will see, need not coincide with
benefit or detriment in fact, with economic gain or loss, or, finally, with sheer
advantage or disadvantage. Moreover, the definitions of legal benefit and detri-
ment at once presuppose and are framed by the preceding two conditions. How-
ever, while the requirement of legal benefit or detriment builds upon the previ-
ous conditions, it also adds something new. Thus legal detriment and benefit
means something more than the mere fact that the promisee can owe the con-
sideration to the promisor or that the promisor can be entitled to it as against
the promisee because it was not already promised under a prior enforceable
agreement, as required by the first condition. Similarly, detriment and benefit
are not reducible to the fact that consideration may have moved from the prom-
isee — and therefore was presumptively detrimental to him or her — as the sec-
ond condition might seem to suggest or that it may have been requested — and
thus was presumptively of benefit to the promisor — as the third condition seems
to imply. The definition of detriment and benefit presupposes all this but includes
something more as well.4

44. Williston properly emphasizes this point. See S. Williston, “The Effect of One Void Promise
in a Bilateral Agreement” (1925) 25 Colum. L. R. 857 reprinted in Selected Readings, supra
note 3, pp. 369-379 at pp. 374-375.

45. At certain points, Williston, incorrectly in my view, fails to recognize this. See his statement
of the definitions of benefit and detriment in S. Williston, A Treatise on the Law of Contracts
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The idea of a legal detriment or benefit goes to the substance of the consid-
eration. The law looks at the thing done or promised by the promisee and asks
whether, in the case of a return act, it is, or in the case of a return promise, it
will, or apparently may be, 6 either a detriment to the promisee or a benefit to
the promisor.#” There is a legal benefit to the promisor if, but only if, it is rea-
sonable to view the consideration, when executed, as something that could
serve or benefit in some way the promisor’s interests. To qualify as a legal ben-
efit to the promisor, the consideration must not be already in the promisor’s pos-
session or under his or her exclusive rights as against the promisee and it must
be something that can be wanted by the promisor quite apart from the fact that
it may be in law a necessary condition of making an enforceable agreement. A
consideration imposes a legal detriment upon the promisee if, but only if, it is
physically possible for the promisee to refrain from giving up or doing what he
or she proposes to give up or do by way of consideration*® and the considera-
tion can reasonably be viewed, when executed, as something that could be in
some way prejudicial to or a limitation upon the promisee’s interests. These
interests can have any content whatsoever so long as they reasonably appear to
be the interests of a given party, taken as an individual distinct from and inde-
pendent of the other party. Thus interests may be “altruistic” as well as “self-
regarding”. Note also that a party’s interests may be not only in things, services,
and other persons but in his or her liberty of action as well.** Finally, while a

(3rd Ed.) (Mont Kisco: Baker, Voorhis & Co., Inc., 1957) [hereinafter “Treatise”] Vol. 1, s. 102A:
“[Legal detriment] means giving up something which immediately prior thereto the promisee
was privileged to retain. . . . Benefit correspondingly must mean the receiving . . . of some per-
formance or forbearance which the promisor was not previously entitled to receive.”

46. This is Williston’s formulation to cover instances, such as conditional promises, where it turns
out that a promised performance need not take place although at the time of formation the par-
ties reasonably believe it can and may happen. See S. Williston, “Consideration in Bilateral
Contracts” (1914) 27 Harv. L. Rev. 503 reprinted in Selected Readings, supra note 3,
pp- 472491 at pp. 489-490 [hereinafter “Consideration”].

47. I suppose as a methodological and substantive principle that there is at bottom one law of con-
sideration for both unilateral and bilateral contracts. This principle is suggested early on by
Lord Holt’s statement that “where the doing a thing will be a good consideration, a promise to
do that thing will be so too.” Thorpe v. Thorpe, (1701) 13 Mod. 455. It finds support in ac-
counts of the historical development of the doctrine of consideration. See D. Ibbetson, “Con-
sideration and the Theory of Contract” in Towards a General Law of Contract, ed. J. Barton
(Berlin: Duncker & Humblot, 1990) at pp. 85-88. And it is affirmed by eminent writers. See
S. Leake, An Elementary Digest of the Law of Contract (London: Stevens and Sons, 1878),
pp. 612-613 and S. Williston, “Consideration” supra note 46 at pp. 483-488.

48. This condition is clearly stated in Williston, Treatise, supra note 45, s. 102A at p. 384.

49. This paragraph interprets the influential definition of consideration stated in Currie v. Missa
(1975) L. R. 10 Exch 153 at 162: “A valuable consideration in the sense of the law may con-
sist either in some right, interest, profit, or benefit accruing to one party, or some forbearance,
detriment, loss, or responsibility given, suffered, or undertaken by the other.” Note that the text
frames benefit and detriment with reference to distinct and separate interests of the parties.
Williston emphasizes this feature: “That the promisor desired [the consideration] for his own
advantage and had no previous right to it is enough to show that it was beneficial. If the
promisor requested the act not for his own advantage, but from a charitable desire to benefit a
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consideration ordinarily, and arguably always, will be simultaneously a benefit
to the promisor and a detriment to the promisee, a widely expressed view is that
it need not be both but can be just one or the other.>°

Whether the consideration can be viewed as a legal benefit or detriment is to
be inferred as a matter of fact from the particularities of the parties’ interaction
construed in accordance with the objective test. It should be emphasized that
this specification of the parties’ interests as part of the elucidation of benefit
and detriment is worked out within a framework that is set by the objective test
and that incorporates the previous conditions of a valid consideration enumerated
above. The thing that is a benefit or detriment must be something that is initially
independent of the promise and that moves from the promisee in response to
the promisor’s request: advantage or disadvantage is relevant only insofar as it
satisfies these other conditions. Having found that the promisor has expressly
or impliedly requested something that moves from the promisee, a court asks
whether that thing may reasonably be viewed as something the receipt of which
could be wanted by the promisor or the loss of which could be not wanted by
the promisee in the circumstances of their interaction. If the promisor has re-
quested something which reasonably may be viewed as something that could
be wanted by a reasonable person in the promisor’s particular circumstances, it
qualifies as a legal benefit to the promisor that is wanted by him or her. And the
same holds, mutatis mutandis, for the aspect of legal detriment, supposing that
the consideration moves in the required way from the promisee.

third person, it may be doubted whether there is such a benefit as the law requires. . . . If, as
consideration of his promise, A requests B to perform a legal duty which B owes to C, and B
does so, it is insufficient consideration unless A requested the act for his own advantage, not
C’s” Treatise, supra note 45, s. 102A at pp. 382-383. My one difficulty with Williston’s
statement is that it seems to require the promisor’s interest to be “selfish” or “self-interested,”
whereas, in my view, what is necessary is only that the interest be the promisor’s own, whether
it be “self-interested” or “altruistic.”

50. A case of pure detriment would be presumably one where the promisee simply restricts his
or her liberty of action in a way that does not at the same time give the promisor a service or
object that serves the promisor’s personal interests. This is how Hamer v. Sidway (1891) 27
N. E. 256 is often understood. While Hamer seems clearly to involve a detriment, is it so ob-
vious that this detriment — the promisee’s acts and omissions—could not be at the same time
of some personal interest to the promisor who, as uncle of the promisee, would, after all, have
an interest, both “selfish” and “altruistic,” in his nephew’s circumstances and development? An
instance of pure benefit is even more questionable. Williston was of the view that cases such
as Scotson v. Pegg, supra note 40, illustrate this possibility. See Williston, ‘“‘Consideration”
supra note 46 at pp. 486-487. In Scotson, the consideration promised the defendant had al-
ready been promised to another party. One judge, Martin, B., seems clearly to have viewed this
as a situation of benefit to the defendani - sithout any detriment to the plaintiffs. Ibid., at 300.
However, it is less obvious that Wild= . shared this view. Ibid., at 301. (“Here the defendant,
who was a stranger to the original contract, induced the plaintiffs to part with the cargo, which
they might not otherwise have been willing to do, and the .:clivery of it to the defendant was a
benefit to him.”) In my opinion, even in this type oi 5:iu-.tion, there may be upon analysis a
detriment to the promisee. In my discussion of the ratioaie of consideration, I suggest that si-
multaneous benefit and detriment would be more fully consistent with consideration’s role
within the common law conception of contract. See note 70, infra, and accompanying text.
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In this way, the analysis of legal benefit and detriment specifies a concep-
tion of wants that is suitably detached from and independent of the parties’ ac-
tual wants and motives. While the consideration must be something that could
be wanted by the promisor in the circumstances, this does not necessarily ensure
that it is actually wanted by him or her, let alone that it constitutes the promisor’s
actuating motive — or even a secondary motive — for making the promise. The
question of whether the parties’ actual particular interests, whether ex ante or
ex post, are satisfied falls entirely outside the legal analysis of contract. At no
point do we treat satisfaction, let alone a maximum satisfaction, of the parties’ in-
dividual and joint interests as in and of itself a condition of the existence of a
valid contract.

The foregoing presentation of the definitions of legal benefit and detriment
does not equate benefit with actual present advantage to the promisor or detri-
ment with actual present prejudice to the promisee. This would be inappropri-
ate where the consideration is a counter-promise, as distinct from a return act.
For such a promise-consideration can only be a present benefit or detriment if
the promise is already binding. But it is only upon contract formation that the
parties’ promises can be legally binding. So the promise-consideration that is
necessary for contract formation cannot consist in a present benefit or detri-
ment. The same point holds for any attempt to equate legal benefit and detri-
ment with, respectively, the legal entitlements and liabilities that accrue upon
contract formation. Thus a legal benefit, say, cannot be the entitlement which
the promisor will obtain from the promisee upon contract formation. Consid-
eration is something that is necessary fo bring about formation. The above def-
initions of legal benefit and detriment recognize this when they presuppose
only that a promise-consideration can be binding — that is, that there is noth-
ing in it which prevents it from being s0>! — and that it will or may, if executed,
affect the interests of promisor or promisee in the required way. We thereby
avoid a vicious circle.>?

51. For example, in the case of mutual promises, the promise-consideration must not, legally speak-
ing, be illusory. An illusory promise is one which, upon analysis, reserves to the one so “prom-
ising” an unconstrained power of unilateral cancellation or something similar. To carry a legal
benefit or detriment, however, a promise must represent a completed act that objectively ex-
presses an unambiguous and finalized commitment that does not leave the one promising any
liberty to choose otherwise in this respect. The fact that a promise is illusory and so void as
consideration from the legal point of view does not necessarily exclude that the promise might
nevertheless impose some moral obligation on the one who made it or that it might be ration-
ally wanted and so requested by the other party in lieu of receiving no promise at all. We see
here the divergence between the legal point of view on the one hand and morals or econom-
ics on the other hand. In this connection, I note that a parallel requirement applies to unilateral
contracts where the consideration is a present act. To qualify as a legal benefit or detriment, it
must be both genuine and completed: it must be a party’s deed, not merely his or her state of
being; the party must have been in fact able to have done otherwise; and the deed must be com-
pletely performed. Otherwise it is no consideration at all.

52. Sir Frederick Pollock defined benefit and detriment in a way that, in the case of mutual prom-
ises, gives rise to a vicious circle. He thought that unless a promise given as consideration for
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Now the common law definition of benefit or detriment has never required
that the substance of the consideration have a certain particular content or value.
In this respect, the requirement is strictly content-neutral. As early as 1587, it
was held in Sturlyn v. Albany that “when a thing is done, be it never so small,
this is sufficient consideration to ground an action.”>* By this principle, so long
as there is just something of some legal benefit or detriment, this can qualify as
valuable consideration. Indeed, the consideration need not have a determinate
market value — it may be a peppercorn, for example — and yet it may still be some-
thing of legal benefit or detriment in the eye of the law. For this, it is simply
necessary that the peppercorn, taken by itself and apart from the fact that it may
as consideration have the legal effect of producing an enforceable agreement,
be something that could be of use to the promisor or prejudicial to the promisee.
As long as it can be so viewed and it reasonably appears from the parties’ in-
teraction that the peppercorn was requested in return for the promise, it can be
a valuable consideration. The possibility of a nominal consideration is a neces-
sary implication of the principle in Sturiyn.

In fact, so far as the doctrine of consideration is concerned, the question of
the comparative values of the promise and consideration simply does not arise.
Note that in the previous paragraph I said that the peppercorn must be “in re-
turn for” and not “the equivalent of”” the promise. I want to emphasize this point
that the relation between promise and consideration is, quite literally, quid pro
quo — something for something — with no reference whatever to how much each
of these somethings is in relation to the other.

To view the promise and consideration as either actually or presumptively
equal in value would require the reduction of both to an identical qualitative di-
mension so that they could be compared in purely quantitative terms. However,
the doctrine of consideration does not do this. On the contrary, it requires that
the thing promised or done in return for and at the request of the other party’s
promise be qualitatively different from the promise.”* The express and implied

another promise is itself already legally binding and therefore already imposes a legal obliga-
tion or gives a legal right, it cannot be, respectively, either a legal detriment or a legal benefit.
Bat, at the same time, one cannot assume that the first promise is already legally binding with-
out also supposing that it does not itself need consideration to be enforceable — which it does.
The vicious circle, in short, is that there cannot be detriment without legal obligation but
equally there cannot be legal obligation without detriment. “What logical justification is there
for holding mutual promises good consideration for each other?” Pollock asked. “None, it is
submitted,” was his reply. 28 L. Q. R. 101. A number of writers, including Anson, Ames, and
Williston, criticized the circularity of Pollock’s definition of legal benefit and detriment. They
proposed an alternative definition which, broadly stated, characterizes benefit and detriment in
terms of the thing promised — not the promise as such nor the obligation which might attach to
it — and they held that there is a legal benefit or detriment where a consideration, if executed,
will or may confer a benefit upon the promisor or cause a detriment to the promisee. The text
concurs with their definition and their line of reasoning.

53. (1588), Cro. Eliza. 67.

54. The requirement that promise and consideration must be qualitatively distinct is reflected in
cases from very early on. See, for example, Ibbetson, supra note 47 at p. 73.
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terms of the transaction, reasonably construed, must present the promise and
the consideration as two qualitatively different things. They are two different
things that are related. Thus a consideration that is identical with the promise
or that differs from it only in degree or quantity and not in kind cannot consti-
tute a benefit or detriment, even if it is requested by the promisor. It is not a
valid consideration at all.

Consideration has to do, then, just with the fact that there is something that can
reasonably be viewed as either positively or negatively related to the apparent
wants of the promisor and the promisee respectively. It has to do, therefore, with
the qualitative specific usability of a concrete object or service, not its compara-
tive value relative to other things. Consequently, if one wishes to characterize
the doctrine of consideration as a “bargain theory”>> on account of its re-
quirement that the promise and consideration must be mutually induced, one
should guard against assuming the further conclusion which the idea of bargain
might be taken to imply, namely, that the doctrine of consideration postulates
the promise and consideration as equal in value or the promisor as wanting the
consideration as the equivalent of his or her promise. This it does not do.

The above four conditions define a valuable consideration that moves from
the promisee. If the parties’ assents are to bring about contract formation they
must have a form and content that satisfy these conditions. These four condi-
tions — and, importantly, whatever these conditions imply — specify the kind of
assents that can function as the efficient cause of contract formation. In legal
contemplation, assents that satisfy these conditions are mutually related as fol-
lows. On the one hand, the promise and consideration must be initiated in tem-
poral sequence. Ordinarily, consideration must be given in response to and after
the promise — and in any event after the request.>® On the other hand, the law
views the promise and consideration as absolutely simultaneous and co-present.
Indeed, it holds that unless it is possible to conceive them as being at one and
the same instant, the consideration is no consideration at all and the promise is
a nudum pactum.>” Not less than the relation of temporal sequence, the require-
ment of simultaneity belongs to the account of contract formation and is an

55. Asdo the Restatement (Second) of Contracts (St. Paul, MN: American Law Institute Publishers,
1981) at s. 71 and many, if not most writers. Williston is typical when he defines consideration
as “the exchange or price requested and received by the promisor for the promise.” Treatise,
supra note 45, s. 100 at p. 370. It is worth noting that Salmond explicitly rejects this charac-
terization. Supra, note 5 at p. 195.

56. In the so-called past consideration cases where the consideration is in fact given before the
promise, an early and continuously followed line of decisions in English law holds that the
promise is enforceable so long as the consideration is induced by a prior request on the part of
the promisor and the later promise may reasonably be viewed as in fulfillment of that request.
In these circumstances, the law views the later promise as joining with the earlier request and
as together constituting one thing made for the sake of the consideration. The seminal case is
Lampleigh v. Braithwait (1615) Hobart 105.

57. By way of example, see Nichols v. Raynbred (1615) Hobart 88 where it is stated that “the prom-
ises must be at one instant, for else they will be both nuda pacta.”
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essential characteristic of the assents that bring a contractual relation into exis-
tence. How the doctrine of consideration is able to construe the promise and
consideration as both temporally sequenced and simultaneous is a central ques-
tion that I will address shortly.>®

Taking these as the main features of the doctrine of consideration, I now turn
to the question of the rational basis and the role of consideration in the theory
of contract. By way of background and in order to set the stage for my own ex-
planation, I shall first discuss what is surely the most influential defense of the
doctrine of consideration in the twentieth century, namely, Fuller’s essay “Con-
sideration and Form.”>® Finding his approach wanting from the standpoint of a
public basis of justification, I then propose an understanding of consideration
that accounts for its main features and that brings out the intrinsic fit between
it and offer and acceptance, showing both to be mutually supportive and neces-
sary aspects of contract as a transfer of right.

2. FULLER’S RATIONALE FOR CONSIDERATION: THE CENTRALITY OF
LEGAL FORMALITY AND ECONOMIC EXCHANGE. Simply stated, Fuller’s
thesis is that only those promises that meet certain formal and substantive policy
concerns should be enforced and that by and large the doctrine of consideration
correctly identifies those non-formal transactions that satisfy this condition.
The argument is premissed upon the idea that contractual liability, in contrast
with liability in tort or in unjust enrichment, is distinctively founded upon what
Fuller calls “the principle of private autonomy.” By this “most pervasive and
indispensable”®? of the basic conceptions of contract, the law treats parties as
having a legal power to change, within limits, their voluntary legal relations inter
se. On this view, contracts are voluntary transactions which enshrine a rights-
altering function. And while Fuller presents reliance and unjust enrichment as
two other substantive bases of contractual liability, he also emphasizes that
there is no intrinsic connection between the latter and either the conception of
contract as a voluntary transaction or such central features of contract as the
objective test for formation and the availability of expectation damages as the nor-
mal remedy for breach.

According to Fuller, once contracts are viewed as voluntary transactions
through which individuals can arrange and direct their legal relations, legal form
becomes crucial because it is desirable that persons should exercise this power
under conditions that guarantee the desiderata which underlie the use of such
formalities. These desiderata are reflected in the following three functions of
form. First, the existence of a legal formality provides evidence that a transac-
tion has taken place; second, it serves as a check or caution against inconsid-
erate or impulsive action; and third, by marking off legally enforceable trans-
actions from those which are not, it offers individuals legally effective means of

58. Atpp. 172ff. 59. (1941) 41 Colum. L.R. 799. 60. Ibid., p. 806.
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channeling their intentions and thereby of accomplishing their objectives.
Where a class of voluntary transactions is not invested with a suitable legal for-
mality, the policies underlying form may nevertheless be satisfied informally
and naturally by the forces native to the situation in which the transactions arise.
In such circumstances, the guarantees that would otherwise be provided by a
legal formality are rendered superfluous.

The fact that a given class of voluntary transactions may be invested with a
legal formality, or though informal, may naturally satisfy the desiderata of form
is, however, only a necessary and not a sufficient condition of enforceability.
There are, Fuller points out, significant costs associated with the enforcement
of transactions, not the least of which is that this reduces the area of an eco-
nomically and socially valuable field of voluntary social intercourse in which
statements of intention and even assurances may be given, altered, or withdrawn
with relative facility and without incurring legal liability. Given such costs,
Fuller asks what sorts of voluntary transactions are of sufficient substantive im-
portance from a social and economic point of view to justify enforcement. In a
society whose social and economic ordering is significantly accomplished
through a private property regime and market transactions, the principle of pri-
vate autonomy furthers important social and economic goals when it is applied
to voluntary transactions that directly involve or are ancillary to exchanges of
economic value. In contrast to the purely gratuitous and wholly unrelied-upon
promise, transactions of this kind are conducive to the production of wealth, the
division of labour, and so forth. According to Fuller, then, economic exchange
is the principal type of voluntary transaction which the law should enforce — so
long, of course, as the desiderata of form are satisfied as well.

Fuller’s thesis is that the doctrine of consideration is justified just to the ex-
tent that it properly singles out those non-formal voluntary transactions that
satisfy the formal and substantive criteria already discussed. He concludes that
the doctrine can largely be defended on these grounds, especially where the trans-
action is a half-completed exchange — that is, a contract where, in return for
the other party’s promise, the promisee confers a tangible executed benefit on
the promisor.

In the half-completed exchange, the element of exchange, which in itself sat-
isfies the substantive criterion of economic and social importance and to a lesser
degree the desiderata of form, is reinforced by the factor of unjust enrichment
and by the natural formality that is involved in the surrender and the acceptance
of a tangible benefit. On this basis, Fuller contends that the half-completed ex-
change presents the strongest case for legal enforcement and he therefore des-
ignates it the contractual archetype against which all other transactions are to
be compared and evaluated. In particular, Fuller holds that the wholly executory
bilateral contract, which consists just of mutual promises, should not be put on
a complete parity with the half-completed exchange. He explicitly rejects the
well-settled principle that “where the doing of a thing will be a good consider-
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ation, a promise to do that thing will be so t00.”6! The very factors which, ac-
cording to Fuller, make the half-completed exchange paradigmatic do not apply
at all, or only apply to a much lesser degree, to the wholly executory contract.
While Fuller’s defense of consideration is based upon the principle of private
autonomy and not reliance, it challenges the centrality of the wholly executory
contract no less than his reliance-based explanation of expectation damages
brings into question the centrality of the expectation principle.

From the legal point of view, however, a half-completed exchange is simply
one possible instance of a unilateral contract where the consideration is not a
return promise but a return act. The fact that this return act confers a tangible
benefit having economic value — let alone one that is regarded by the parties
as equivalent in value to the thing promised — is in no way necessary to its being
a valid consideration. While by definition a unilateral contract must be a partly
executed transaction, it certainly need not be a partly executed exchange .52 The
definition of unilateral contract does not single out or privilege transactions that
satisfy Fuller’s main substantive criterion. More generally, while a transaction
involving the exchange of economic values may certainly satisfy the require-
ment of consideration for both unilateral and bilateral contracts, the doctrine
of consideration — far from requiring that it be an exchange — is entirely indiffer-
ent as to its being such. Conversely, the fact that parties view their interaction
as involving a mutually advantageous exchange will not necessarily give it va-
lidity from a legal point of view. The latter need not coincide with or answer to
the perspective of “commercial reality”. Thus an illusory promise or an act that
has already been promised under a prior enforceable agreement between the
parties will not be a sufficient consideration, despite the fact that the promisor
may have requested it and viewed it as a valuable benefit in the circumstances
of the parties’ interaction. For the purposes of defining, interpreting, and ap-
plying the requirement of consideration, the factor of economically valuable
exchange contributes nothing in its own right.

What about Fuller’s view of the connection between form and considera-
tion? This is a more difficult question and it requires a more nuanced treatment.
To begin, it is worth noting, as Fuller does,®? that in the historical development
of the doctrine of consideration certain judges held that the role of considera-
tion is best understood by analogy to the seal or to some other legal formality.
For them, the legal requirement of consideration could be met, for instance, by
an agreement being reduced to writing or, for example, by a “moral” consider-
ation, that is, where, on independent legal or moral grounds, the promisee ought
to have done in any case what he or she promised as a consideration. Such ex-
tensions or revisions of the doctrine would be reasonable enough on the premise

61. Ibid., p. 816. The words quoted are those of Lord Holt from Thorpe v. Thorpe, supra, note 47.
62. Salmond, for one, emphasizes this point. Supra, note 5 at p. 195.
63. Ibid., p. 799, notes 1 and 2.
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that the role of consideration is akin to that of a legal formality. The fact, how-
ever, that they were decisively and explicitly rejected and did not become part
of the classical doctrine suggests that the analogy to form may not capture the
essential role of consideration.%* Why might this be so?

The analogy to legal formalities seems to imply the following view of con-
sideration. Consideration is taken to be a legally instituted device that enables
parties to accomplish their aims by making otherwise unenforceable gratuitous
promises binding. First and foremost, it serves this channeling function. As ap-
plied to consideration, the channeling function must presupposes that parties wish
to create legally binding relations and that they request or give consideration
for the purpose of producing this consequence. Moreover, for the desiderata
underlying the cautionary function to be met, the requesting or giving of con-
sideration has to be the focus of the parties’ attention in such a way that it would
ordinarily and naturally impress upon them the legal import of their acts, thereby
discouraging hasty or inconsiderate decisions on their part. And finally, the
evidentiary function can be meaningfully satisfied only on this same supposition
that consideration is requested or given in order to achieve this legal consequence.
Evidence of a transaction that does not meet this condition must be irrelevant
so far as the principle of private autonomy is concerned.

But to so view the role of consideration is to emphasize what is merely con-
tingent and incidental in its operation and to miss what is necessary. While it is
certainly true that in given circumstances a consideration may satisfy more or less
effectively the desiderata of form, there is nothing in the definition, interpreta-
tion, or application of the requirement which is fundamentally oriented toward
its doing so. The fact that consideration performs the functions of a legal formal-
ity in certain instances plays no essential role in its definition, interpretation, or
application. This is true even in the one clear instance where parties ordinarily
request and give consideration for the very purpose of making an enforceable
promise — where the consideration is purely nominal. Let me elaborate.

The law does not suppose that parties who request or give consideration ac-
tually intend, or even generally would intend, this as a way of giving legal effect
to their wishes. This would make directly salient the parties’ particular purposes
and subjective intentions. But like offer and acceptance, the requirement of con-
sideration is defined, interpreted, and applied in accordance with the objective
test and by this test whether something qualifies, for example, as a request for
consideration is independent of the particular purpose or intention that a party
has in making it. Whereas consideration, viewed on the model of a legal for-
mality, requires that each party understand and appreciate from his or her own
standpoint the legal significance of consideration and request or give it on this
basis, the objective test finds a request when a party’s words or deeds appear to

64. It is worth noting here that the Second Restatement of Contracts rejects form as a satisfactory
rationale for the requirement of consideration. Supra, note 55 at s. 72, Comment.
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suggest one from the point of view of the other party and on this basis attaches
legal consequences to them. So long as a request reasonably may be found in
the terms of the promise interpreted in light of its surrounding circumstances,
this is sufficient. Thus a request may be merely implied by law — not something
intrinsically suited to channel intention or to focus the mind.

The same point holds for the substance of the consideration itself. A valid
consideration, we have seen, can be ever so small and economically insignifi-
cant and, given the objective test, it need not be the principal, or even an inci-
dental, object of the promisor’s actual desires or motives. If this is so, the minds
and intentions of both parties may in fact be focussed on everything but the
consideration. A valid consideration of this kind need not represent foreither party
a means of channeling his or her intentions. Nor need it put them on notice of
the legal consequences that will flow from the promise if enforced, as is nec-
essary if it is to satisfy the cautionary function. Whether a given consideration
fulfills the functions of a legal formality is a matter of contingency so far as the
definition, interpretation, and application of the requirement is concerned.%>

If the fundamental role of consideration is that it fulfills the functions of
form, the fact that parties expressly treat something as a consideration for the
shared reason of giving legal effect to their intentions should be sufficient or at
least relevant. It is neither. Indeed, unless something can count as a legal bene-
fit to the promisor or a detriment to the promisee apart from the fact that they
view it as a means of creating legal relations it will not constitute a valuable con-
sideration at all.

It is true that where consideration is purely nominal, there can be a valid
consideration which the parties may in fact have treated as a legal formality. This
seems, then, to be an instance where one might plausibly infer that it is precisely
because the parties so view the consideration that the law upholds it as valid.
Indeed this is the reason Fuller himself offers for the legitimacy of a purely
nominal consideration: “the parties have taken the trouble to cast their transac-
tion in the form of an exchange.”® But even here the fact that the parties may
have regarded the consideration as a legal formality is, as such, irrelevant. As
discussed above, the legal possibility of a nominal consideration follows simply
from the well-settled principle enunciated in Sturlyn that so long as there is
something of some benefit or detriment there can be valuable consideration,
however small or indeterminate its value may be. It must reasonably appear, how-
ever, from the parties’ interaction that the nominal consideration has been re-
quested in return for the promise and that it is something that the promisor could
possibly want or the promisee not want apart from the fact that the parties may
view it as a way of making the promise legally enforceable. If these conditions

65. Andrew Kull reaches a similar conclusion on this point. See A. Kull, “Reconsidering Gratu-
itous Promises” (1992) 21 J. of Leg. Studies 39, pp. 52-55.
66. Supra, note 59 at p. 820.
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are not met, the fact that the parties regard the consideration as a formal re-
quirement necessary for the creation of legal relations between them cannot save
it. The analysis of nominal consideration is no different than that of any valid
consideration.

The difficulty with Fuller’s invocation of form runs deeper. On the one hand,
the doctrine of consideration carefully articulates a number of requirements
which, in legal contemplation, specify a kind of relation between the promise
and consideration which make the promise qualitatively irreducible to a gratu-
itous promise. From a legal point of view, a promise for consideration is a
promise that is different in kind from a purely gratuitous promise. For example,
the former promise must be one that requests the consideration and therefore
that presents itself as just one side of a relation which is completed by the con-
sideration, whereas a purely gratuitous promise is complete standing on its
own. Yet, on Fuller’s approach, this distinction is not preserved. The gratuitous
promise that is put under seal and the promise that has a consideration count as
the same kind of promise. Viewed as a legal formality, consideration is some-
thing that is added to a gratuitous promise. Like a seal, consideration represents
a mechanism by which a gratuitous promise can be made enforceable. The fact
that Fuller’s defense of consideration is fully compatible with and indeed sug-
gests the elision of the qualitative difference between gratuitous promises and
promises for consideration means that it does not explain what is most central
to and distinctive of the doctrine.

The upshot of the preceding discussion is that neither the substantive idea
of economic exchange nor the role of legal formalities can rationalize the main
features of the doctrine of consideration. Each ground has essential implica-
tions that are out of sync with the legal point of view. This disqualifies Fuller’s
explanation as a public basis of justification.

Indeed both grounds are unsatisfactory even when viewed against Fuller’s
own objective of understanding contract law as an expression of the principle
of private autonomy. An exchange for economic value is but one instance of
a voluntary transaction. That it may have particular social or economic signif-
icance contributes nothing to its being a voluntary transaction or to its being
founded upon private autonomy. The principle of private autonomy provides no
basis for singling out the economic exchange for special recognition. Moreover,
Fuller’s invocation of form does not illuminate what he deems to be the defin-
ing feature of any voluntary transaction — namely, that it can be a rights-altering
legal relation. His invocation of form does not so much explain as presuppose
the possibility of a rights-altering transaction; it argues in favour of giving legal
effect to this possibility in circumstances where the desiderata of form (as well
as the concerns of substance) are satisfied. What we need, however, is to know
how in the first place this rights-altering function is conceivable and hence pos-
sible. We must be able to understand it in terms of the kind(s) of acts that can
accomplish it. In and of itself, a gratuitous promise does not — and in legal con-
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templation it inherently cannot — give rise to an obligation and a corresponding
right. Unless, therefore, we show how a promise and consideration, unlike a
gratuitous promise, can create entitlements and duties at contract formation, we
cannot explain the rights-altering function of voluntary transactions. We need
to explain how promise and consideration can function as the content of acts that
create contractual rights and duties. The analysis of consideration as legal for-
mality does not do this.

I will now suggest an alternative justification for the doctrine of considera-
tion that is intended to fulfil this task. In keeping with the idea of a public basis
of justification, this account should preserve and explain the doctrine’s main
features in one unified account. This account should also fit with the analysis
of offer and acceptance presented earlier. We are looking for an integrated un-
derstanding of both doctrines that makes clear and explicit the conception of
contract that underlies them. On the view that I shall suggest, the requirement
of consideration, like that of offer and acceptance, is a general requirement that
specifies the sort of voluntary interaction that is necessary to constitute a trans-
fer of right between the parties. It is essential to a conception of contract in
which the expectation principle can function as a principle of compensation.
This view gives no special place to economic exchanges in general or to the half-
completed exchange in particular. For it regards both as just possible instances
of a transfer of right. Nor does it rest content with showing that consideration
may, certain contingent circumstances obtaining, fulfill the functions of legal
formality to a greater or lesser extent. While the proposed rationale does not deny
that consideration may perform this function of form, it does not deem this
factor essential or even pertinent to understanding the requirement in the first
instance as a necessary and general condition of contract formation. Consid-
eration is not an extrinsic feature that is merely added to a gratuitous promise,
whose presence ensures that the promise, which may be morally though not
legally binding, also satisfies the desiderata of form. Instead, it specifies those
aspects of the parties’ acts as well as the relation between their acts that allow
their interaction reasonably to be construed as a transfer of rights at contract
formation.%” Contract is a rights-altering transaction because it transfers rights.
Thus, in contrast to Fuller’s own explanation, the conception of contract as trans-
fer vindicates his central claim that contractual liability is founded upon the
principle of private autonomy. That at least is what I hope now to show.

67. On the view that I am proposing, the difference between consideration and the seal is this: The
former specifies a definite kind of interaction between the parties on the basis of which it may
reasonably be inferred against both parties that they have transferred rights inter se; the latter,
by contrast, is simply a mechanism created by the positive law that produces the legal conse-
quence of a transfer. In the philosophical accounts of contract of Kant and Hegel, the seal, like
all legal formalities, presupposes civil society and the administration of justice whereas such
doctrines as offer and acceptance or consideration belong to “private right” (in Kant) or to “ab-
stract right” (in Hegel). Hegel is particularly clear and instructive on this distinction. See Hegel,
supra note 19 at paras. 213 and 217.
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3. AN ALTERNATIVE JUSTIFICATION: CONSIDERATION AS ESSENTIAL TO
A TRANSFER OF RIGHT

(i) The Negative Role of Consideration: Not a Gratuitous Promise. For the
purpose of elaborating a rationale for consideration that satisfies the idea of a
public basis of justification, no starting point is more natural or appropriate than
the elementary distinction drawn by the common law between the purely gratu-
itous promise, the nudum pactum which cannot give rise to contractual liability,
and a promise given for a valuable consideration, which can. This contrast is
conceptual and definitive of the doctrine of consideration. The contrast is mean-
ingful and illuminating because, as I have already said, a promise thatis supported
by a valuable consideration and one that is gratuitous are not identical prom-
ises distinguished just by the fact that a consideration is added to the one but
not to the other. On the contrary, they are intrinsically different kinds of prom-
ises. Each has a categorically distinctive form or structure that of necessity pro-
duces fundamentally different juridical effects.

More specifically, the law, we may say, characterizes a gratuitous promise
in terms of the following three features the first two of which pertain to its es-
sential structure while the third goes to its necessary juridical effect.

First, the operative act that constitutes a gratuitous promise and that gives
rise, we shall suppose, to a moral duty to keep it, is the promisor’s undertaking
alone. While the promise may be made to, for, or with the assent and approval
of the promisee, it is the promisor alone who makes it. In contrast to a contract,
a gratuitous promise consists in one act of will, not two. Second, although a gra-
tuitous promise may be made in response to or may itself induce a promise or
act on the part of the promisee, the two expressions of will do not in legal con-
templation form a whole. In other words, it is not possible to represent the two
as mutually inducing. One act can only be represented as coming either before
or after the other in time; the act that comes first is viewed exclusively as the
cause, and not also the effect, of the second act. The parties’ interaction, then,
is not represented in law as mutually related sides of a single transaction. Third,
a gratuitous promise does not in and of itself give the promisee any right as
against the promisor. The parties’ entitlements relative to each other remain
after the promise exactly as they were before. A gratuitous promise does not
transfer any right to the promisee. In the absence of detrimental reliance by the
promisee, breach of such promise is not actionable on any principle of com-
pensation known to the common law.

The first step in elaborating a public justification for consideration consists
in seeing whether the main features of the doctrine in fact ensure that a prom-
ise for consideration is irreducible in concept and structure to a gratuitous
promise. Ensuring this difference would be the essential function and purpose
of the doctrine, stated negatively.

In contrast to the first feature of the gratuitous promise — namely, that it is
rooted in the promisor’s act alone — the doctrine of consideration requires that
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the parties’ interaction unambiguously manifest a two-sided character. More
specifically, the promise and consideration must be mutually distinct and irre-
ducible one to the other; and further, each of the two sides, by its very terms,
must posit the other as essential to its own completion, so that in keeping with
the parties’ intentions objectively construed, neither side standing alone is suf-
ficient to form a contractual relation.

First, the requirement that consideration must be independent of the prom-
ise in the sense explained above®® ensures that the consideration functions as a
second content that moves from the promisee and that is not merely an aspect
or part of the promise. Moreover, by the terms of the agreement, the promise
and consideration must, on analysis, figure as qualitatively different from each
other. Where, to the contrary, there is merely a quantitative difference between
them, the law construes the smaller as part of and as included in the larger. In
such circumstances, it subtracts the former from the latter and leaves standing
only the one-sided remainder. In other words, it holds that the two sides are in
reality a one-sided gratuitous promise.

The requirement that a consideration must be a legal benefit to the promisor
or a legal detriment to the promisee supports and fills out the analysis of the
parties’ interaction as two-sided. A promise, we may presume, is a benefit to
and therefore something wanted by the promisee. If the promisee is to respond
with more than a mere expression of satisfaction in the promise — which can
only be viewed in legal contemplation as coming from the promisor rather than
from the promisee — the promisee’s response must consist in something that is
a detriment to, and so not wanted by, him or her. This is precisely what a con-
sideration must be. The fact that the consideration must be a detriment to the
promisee fits with the requirement that it must also be independent. At the same
time, whereas the promise represents a detriment for the promisor, the consid-
eration for which the promise is given must be a benefit — the exact contrary.
The requirement of benefit and detriment ensures that from the standpoints of
both promisor and promisee, the promise and consideration are two qualita-
tively distinct sides.

The fact that a primary function of consideration is to set up a second side in
addition to the promise justifies the rule that a sufficient consideration need only
consist in some legal benefit or detriment, irrespective of what or how much it
is. All that is necessary and sufficient to establish a second side is the existence
of some benefit or detriment. For this purpose, reference to the particular quan-
titative and qualitative features of the consideration is superfluous. The rule is
thus neither incoherent nor unreasonable, as certain writers have suggested.®®

In addition to being a second side that is distinct from the promise and that
moves from the promisee, consideration, I have said, completes the promise —

68. See note 41 supra, and accompanying text.
69. For example, see Fried, supra, note 7 at p. 29.
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and vice versa. Promise and consideration are intended as two mutually related
sides. The promise is a discrete and crystallized decision that, by its manifest
intention, is given to combine with the consideration. This is what the promise
must reasonably contemplate by its very terms, as reflected in the crucial re-
quirement that it must request the consideration as quid pro quo. The request
thereby posits the promise as just one part of a whole that is formed by the com-
bined promise and consideration. The promise is given only as a part of this
whole. And since, in turn, the consideration must be provided in response to
and on the very terms of this request, it is also given on the very same premise.
The requirement of benefit and detriment fits with and fills out this schema. In
law, no one is presumed to intend to give up a benefit or to take on a detriment
for nothing in return. Viewing the promisor’s request for consideration as being
for something that is in return for promise is in keeping with this presumption.
For since the promise and consideration represent, respectively, a detriment and
benefit to the promisor, we view the promisor as taking on a detriment for some-
thing and not nothing when we construe the consideration as quid pro quo. And
the same point applies mutatis mutandis to the promisee.

Indeed, insofar as a consideration can be viewed as both a benefit to the
promisor and a detriment to the promisee, it reflects even more fully the idea
of mutual relation. As a detriment, the consideration refers to the promisee who
provides it as a second content in return for the promise; as a benefit, the con-
sideration points to the promisor who requests it in return for the promise. A
consideration that is at once benefit and detriment thus directly embodies the
form of two-sided relation. And the same is true of the promise itself if we sup-
pose it to be a detriment to the promisor and a benefit to the promisee. Viewed
in this light, each side of the relation is itself relational in character.”®

This brings me to the second way in which the doctrine of consideration en-
sures that a promise for consideration is irreducible to a gratuitous promise. A

70. At note 50, supra, I indicated that it is very difficult to find — and implausible to expect — in-
stances of consideration that are not in fact both benefit and detriment. I am now suggesting that
there is a rational basis for favouring an interpretation of the doctrine that requires both aspects.
At the very least, this point challenges any attempt to reduce the requirement to just one of the
two aspects, as does, for example, Salmond, supra note 5 at pp. 195-196, who contends that
the requirement can and should be formulated in terms of detriment alone. I should add that
the fact that courts generally look for either a benefit or a detriment and are satisfied when they
find just one of them is not necessarily inconsistent with the view that I am now proposing.
This judicial practice is not premised upon a supposed impossibility or even difficulty of find-
ing both benefit and detriment; nor is it based upon any clear or authoritative articulation of
why it might be unnecessary or unimportant to be able to do so. To the contrary, it is perfectly
possible to view the insistence that there be either benefit or detriment as consistent with the
assumption that having found one, the other may be supposed or identified as a matter of
course. This question is to be settled in light of the most reasonable account of consideration
within the common law conception of contract. I wish to thank Daniel Batista for pointing out
to me the fit between a consideration requirement of both benefit and detriment and the two-
sided character of contract.
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gratuitous promise, I have said, can only be viewed in legal contemplation as
coming before and as the cause of the promisee’s response: The parties’ interac-
tion cannot be represented as mutually related sides of a single transaction. By
contrast, the doctrine of consideration construes the promise and consideration
as both temporally successive and absolutely co-present.

The first point is that unless a consideration is given in response to and af-
ter the promisor’s request, the two sides cannot be linked through the parties’
interaction alone. But secondly, this does not preclude the promise and consid-
eration from being construed as simultaneous. To the contrary, because the
requested consideration must be independent of the promise, there can be
nothing in it that necessitates its only going after the promise. Nor is the con-
sideration necessarily reducible to being just the effect of the promise. Being
something that the promisee might have used or otherwise disposed of irrespec-
tive of and prior to the promisor’s request, the consideration can stand on its
own and move from the promisee to meet the promise. Nothing prevents the
consideration from functioning as cause of the promise. The requirement that
promise and consideration be mutually induced fulfills this possibility. For by
this requirement, promise and consideration are each made in return for and
because of the other. Each is at once cause and effect of the other. Now insofar
as each is both cause and effect of the other, the relation between them neces-
sarily abstracts from temporal sequence; otherwise, each, as both cause and ef-
fect of the other, would have to be at once before and after the other, which is
impossible. As mutually induced, both sides must be simultaneously postulated
or neither can be. The promise exists in legal contemplation only insofar as the
consideration also exists, and vice-versa.

The doctrine of consideration and in particular its requirement of mutual
inducement confirm what we had to suppose in connection with offer and ac-
ceptance, namely, that “‘simultaneity’’ means not that the promise and considera-
tion must happen at the same instant in time — which would directly contradict
the requirement of sequence — but rather that they are construed as co-present
in abstraction from time.”! The previous analysis entails no fiction. By requir-
ing the temporally successive promise and consideration each to be the induce-
ment of the other, the doctrine of consideration stipulates that they must have a
character which makes inconsequential the distinction in time. Temporal se-
quence turns out simply to be the mode in which indifference to the temporal
is embodied.

Moreover, nothing less than a supposition of mutual inducement in some
form or another will allow the two sides that form a contractual relation to be

71. Kant was the first thinker to identify and to elucidate this feature in relation to both private law
in general and contract in particular. See Kant, supra, note 19 at pp. 401-408 and 422-423.1
discuss this aspect of Kant’s analysis in P. Benson, “External Freedom According to Kant” (1987)
87 Colum. L. Rev. 559, pp. 565-567.
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conceived as simultaneous and co-present at formation. It is minimally neces-
sary if the sides are to be linked in more than just a one-way temporal or causal
sequence. This is a general and conceptual point. And if by a “bargain” theory
of consideration is meant any view which makes central this requirement of mu-
tual inducement, then a doctrine of consideration must take this form if it is to
make possible this conceptualization of the parties’ acts at formation.

Here is the appropriate place to discuss the important question of the rela-
tion between contract and so-called detrimental reliance. Is detrimental reliance
simply an alternative basis upon which to found contractual obligation and li-
ability? As I will now explain, the requirement that promise and consideration
must be mutually induced with the consequence that they can be construed as
simultaneous as well as temporally successive sets up a fundamental structural
contrast between contract and reliance-based promissory liability. The one
cannot be reduced to the other.

Reliance-based promissory liability presupposes the following sort of rela-
tion between the parties.” First, there must be a promise or some other repre-
sentation by one party upon which the other may reasonably rely. An essential
condition of such reasonableness is that the second party must reasonably be
able to construe the first party’s intention as inviting reliance upon the promise
or representation. Reasonable reliance must be invited or induced. This estab-
lishes a relation of justified dependency of the second party upon the first. And
whether or not there has been such inducement is decided in accordance with
an objective standard that views the first party’s words and deeds, appropriately
situated, from the standpoint of the second, taken as a reasonable person. Sec-
ond, there must be actual reliance by the second party in the sense that, in re-
liance upon the promise or representation, he or she must change position to
his or her potential detriment: the second party must forego some opportunity
or incur some cost in reliance upon the promise or representation. Such change
in position must create the potential for a loss of something of value — for ex-
ample, the lost value of the opportunity foregone or of the expense if wasted.
Third, the first party, as a reasonable person, must be able to foresee the risk of
such loss if due care is not taken. While fulfillment of the promise or represen-
tation will always constitute reasonable care, something less or other than this
may also suffice, depending upon circumstances.

It follows that the relation between promise and consideration on the one
hand and that between promise (or representation) and reliance on the other

72. On the view proposed here, reliance-based liability encompasses, among other things, liabil-
ity in tort for negligent mistatement or performance arising out of a voluntary assumption of
responsibility, liability under s. 90 of the Restatement of the Law of Contracts (Second), and
promissory estoppel. I discuss the reliance principle in more detail in P. Benson, “The Basis
for Excluding Liability for Pure Economic Loss in Tort Law” in D. Owen, ed., The Philosophi-
cal Foundations of Tort Law: A Collection of Essays (New York: Oxford University Press, 1995)
[hereinafter Excluding Liability].
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differ in the following respect. Whereas the promise must request the consider-
ation as quid pro quo, this is not true of reliance-based liability. Reliance must
only be reasonable and this requires that it be induced or invited in the way just
discussed. Such inducement is not the same thing as requesting something in
return as quid pro quo. This is reflected in the fact that, in given circumstances,
reliance that is just reasonably foreseeable may be enough to imply the required
inducement to rely. More particularly, in contrast to the relation between
promise and consideration established by the request, inducement implies a link
between promise and reliance that is necessarily and exclusively sequential: The
reliance must, and can only, be conceived as coming after the promise. Other-
wise, the relation between the one who induces and the other who relies cannot
be construed as a relation of dependency of the latter upon the former. Similarly,
the idea of inducement sets up a causal relation between promise and reliance
that is one-way, not mutual. In short, the inducement that links the promise and
reliance does not imply their representation as simultaneous and co-present.
The fact that in reliance-based liability the inducement and reliance must be
temporally successive but cannot also be simultaneous means that such liability
is incompatible with an essential premise of the logic of a transfer of owner-
ship. It cannot possibly satisfy the requirement of continuity. Accordingly, it is
impossible to conceive the one who relies as acquiring an entitlement to the
thing promised or represented. The representation or promise cannot, as such,
confer upon the plaintiff anything that he or she did not already have — or could
have had — before the parties’ interaction. Reliance-based analysis cannot view
the promise or representation as one side of a transfer of rights between the
parties. Thus, there can be no intrinsic connection between reliance-based lia-
bility and the expectation principle, taken as a principle of compensation.
And this is how a claim in detrimental reliance is widely understood. The
promisor is duty bound to use reasonable care so that the second party’s reliance
does not result in his or her being made worse off as compared to the position
he or she occupied before the decision to rely. As Seavey explains, “the wrong
is not primarily in depriving the plaintiff of the promised reward but in causing
the plaintiff to change position to his detriment.”” Reliance-based liability does
not view the promisee as having a legally protected interest in the performance
of the promise or in the fulfillment of the representation as such. Rather, the
protected interest is only in the position that he or she occupied prior to relying
and therefore prior to the parties’ interaction. As a matter of fairness and reason-
ableness between the parties, the defendant must act consistently with the plain-
tiff having a protected interest in the value of this pre-reliance position: but for
the defendant’s inducement, the plaintiff would not have changed position — that
is, foregone an opportunity, incurred a cost, and so forth — and so would have

73. W.A. Seavey, “Reliance Upon Gratuitous Promises or Other Conduct”(1951) 64 Harv. L. Rev.
913 at p. 925.
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possessed a value which has now been diminished or lost as a result of the de-
fendant’s lack of due care. This pre-reliance position provides the conceptual
baseline against which injury and compensation are determined.

Detrimental reliance does not make a promise binding as such. In relation
to contractual rights, the claim here must be viewed as a shield, not a sword. So
long as the promisor takes reasonable steps, for example, to enable the promisee
to regain his or her pre-reliance position, the promisor is at liberty to withdraw
the promise or representation after he or she has made it and even after the
promisee has relied upon it. Although the appropriate measure of recovery for
loss caused by reliance may in given circumstances equal the value of the prom-
ise or representation, this is pure happenstance from a conceptual point of view.
It does not reflect an identity in the bases of liability that lead to this result.

What is often referred to as “promissory estoppel” has all the markings of
the principle of detrimental reliance applied in a contractual setting. A typical
situation in which promissory estoppel applies is where the parties are con-
tractually subject to certain terms and where one party, whether by promise or
by representation express or implied, leads the second party reasonably to
conclude that he or she may depart from those terms but then, inconsistently,
requires strict compliance to the latter’s prejudice. If, in reasonable reliance
upon the first party’s promise or representation, the second changes position to
his or her detriment, the first party may be estopped from asserting his or her
rights under the contract to the extent that justice requires. Here the detriment
may consist in the fact that by not complying with the contractual terms, the
second party would ordinarily disqualify him or herself from receiving certain
benefits under the contract which the first party is bound to provide only upon
such performance. For estoppel to apply, we must suppose that, but for his or
her reliance upon the first party’s promise or representation, the second party
would in fact have fulfilled the contract terms, thereby qualifying for the ben-
efits. Receipt of the benefits constitutes the second party’s protected interest and
provides the baseline against which liability and compensation are determined.
It represents the position which the second party must give up, that is, alter, in
reliance upon the first.

The core idea of promissory estoppel is that in the above circumstances the
first party is precluded from asserting the contractual terms as if he or she has
made no promise or representation and as if the second party’s change of posi-
tion is just his or her own decision or at his or her own risk, where this assertion
would put the second in the wrong or cause him or her a prejudice. Precisely
because the change in position has been made at the first party’s inducement
and invitation, the law will not allow this party to say to the one who reason-
ably relied: “This is your act and you are damnified by your own doing.””*

74. This formulation is taken from Cardozo’s illuminating application of estoppel in Imperator
Realty Co., Inc. v. Tull (1920) 127 N. E. 263.
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Rather, as a matter of reasonablenss and fairness as between the parties, the first
party cannot disown responsibility for the consequences of the other’s detri-
mental reliance, more specifically, for foreseeable injury to his or her protected
interest resulting from such reliance. While the first party may have the liberty
to reassert the strict contractual terms unqualified by his or her promise or rep-
resentation even after the other has changed position — in other words, while the
first party is not contractually bound by the promise but may revoke it — he or
she must do so in a way that enables the second to regain this initial position
and comply with the contractual terms without loss. Where the first party un-
reasonably fails to do this, he or she violates a duty of care owed the second in
these circumstances. On this analysis, the existence of a contractual relation
between the parties merely provides the occasion or circumstance for the oper-
ation of reliance-based liability. Promissory estoppel is not a species of con-
tractual liability. This is the meaning of the statement that it can be used as a
shield, not a sword.

Reliance-based liability, including promissory estoppel, is best understood
as a species of tort, not contractual, liability.”> Whereas tort in general presup-
poses that a plaintiff has a protected interest that originates prior to and inde-
pendent of the parties’ interaction, contract supposes an interest that arises
soley through their interaction. The role of promise in tort is categorically dif-
ferent from its function in contract. In tort, a promise makes pertinent as a mat-
ter of fairness the promisee’s position prior to the parties’ interaction but does
not as such give the promisee a protected interest. There is no intrinsic con-
nection between tort-based promissory liability and the expectation principle.
From the point of view of contract, a promise that merely induces but does not
request reliance is in form and effect simply a gratuitous promise.

I now turn to the third and last contrast between the gratuitous promise and
a promise for consideration, namely, that the latter, unlike the former, can trans-
fer rights to the promisee. I have already said that whereas a gratuitous promise
is something that can be viewed as only before or after the promisee’s own act
and so cannot possibly fit with a basic condition of a transfer of right, the re-
quirement of mutual inducement means that the promise and consideration can
be construed as “at the same time” in the sense of being represented in abstrac-
tion from temporal conditions, thereby making for an inherent connection be-
tween the requirement of consideration and the expectation principle. As I will
now explain, this connection is also implied or at least suggested by another part
of the doctrine — the pre-existing duty rule discussed earlier.

The pre-existing duty rule requires that an act or promise given by a promisee
as consideration must not have been already provided as consideration in a prior
binding agreement between the parties. In the eye of the law, a consideration

75. This is the view taken by Seavey, among others. Supra note 73. I also argue for this character-
ization in Excluding Liability, supra note 73.
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that does not meet this requirement cannot be a legal benefit or detriment and
cannot move from the promisee. According to the most influential statement of
this rule,”® it is justified, not on grounds of public policy, but simply as a direct
implication of the doctrine of consideration. It applies quite apart from whether
the promisee has subjected the promisor to undue pressure or duress which might
in law render their new agreement voidable. A consideration that runs afoul the
pre-existing duty rule is no consideration at all and, absent fresh consideration,
the new agreement is void ab initio. The fact that the consideration already
promised is requested by the promisor or that, as a matter of commercial reality,
it may be of practical benefit to the promisor to receive it rather than nothing at
all is irrelevant.

Against this view, Ames has objected”” that if the new promise can reason-
ably be understood as a fresh act of will which the promisee was not obliged
to provide and if the promisor thinks it sufficient to his or her interest to give a
counter-promise in return for this new act of will, why shouldn’t such mutual
promises be valid considerations each for the other, particularly since any dis-
parity in comparative value between them is not a bar?

In my view, there is only one answer to Ames that is available to the law con-
sistently with its own premises. Unless we are to say that what makes a return
promise valuable consideration in legal contemplation is the fact that it consists
either in the mere mouthing of words or in the mere form of an assurance divorced
from the substance of the performance undertaken — something that Ames does
not want to say — there can be no stopping short of the conclusion that a prom-
ise-consideration is valuable only if it conveys the assurance of a performance
that substantively can be a legal benefit to the promisor or a legal detriment to the
promisee. Now if, as the pre-existing duty rule holds, a promise already made un-
der a prior binding agreement between the parties cannot be given again as a valu-
able consideration despite the fact that we must suppose that this promise states
on its face a valid benefit or detriment — for otherwise it could not constitute valu-
able consideration in the prior binding agreement — it must be because the re-
peated promise cannot again convey the required substantive assurance. And this,
in turn, must be because the substance of the promise-consideration has already
been given and so already belongs to the promisor by virtue of the prior en-
forceable promise and so can no longer move from the promisee. As a matter of
rights, the promisee, having already given the substance of the consideration to
the promisor, is no longer in a position to give again what is no longer with him

76. Stilk v. Myrick, supra note 40.

77. 1. B. Ames “Two Theories of Consideration” (1899) 12 Harv. L. Rev. 515 and (1899) 13 Harv.
L. Rev. 29 reprinted in Selected Readings, supra note 3, pp. 320-343 at pp. 339-342. In my
view, Ames’s objection is the most interesting and subtle challenge to the pre-existing duty
rule. This is because it takes seriously the purported connection between this rule and the re-
quirement of consideration and it challenges the law’s understanding of that connection on its
own grounds.
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or her but is now with the promisor. While, as Ames contends, a promisee may,
in promising again, be doing a fresh act which he or she is under no obligation to
do, the act of so promising can be no better than the mere mouthing of words, be-
ing in legal contemplation wholly devoid of the substance that makes it valuable.

The pre-existing duty rule is thus defensible precisely on the premise that upon
formation and prior to performance, the substance of consideration — the thing
promised — already belongs to the promisor as by exclusive right against the
promisee. The rule reflects a conception of contract as a transfer of right. It must
be supposed if the third difference between a gratuitous promise and a promise
for consideration — namely, the fact that the latter but not the former is inher-
ently linked with the expectation principle — is to be sustained.

The doctrine of consideration, I conclude, does carve out a promise that dif-
fers in kind from the gratuitous promise in the three principal ways discussed
above. In doing so, it fulfils its negative role within the conception of contract.
This negative function in turn allows consideration to perform the positive role
of establishing the form of a two-sided relation in the medium of the parties’
legally relevant wants. As I will now explain, the doctrine thereby provides a
content for the purely formal analysis of mutual assent that is set out by offer and
acceptance.”®

(ii) The Positive Role of Consideration. By ensuring that the promise and
consideration constitute two distinct but mutually related sides — in fundamen-
tal contrast with the gratuitous promise — the doctrine of consideration clearly
fits with and preserves the form of two-sided relation that is required by offer
and acceptance. However, it goes further and fills out an aspect which, although
necessary to offer and acceptance, remains undeveloped and merely implicit in
it. In this consists the doctrine of consideration’s central and distinctive contri-
bution to the common law conception of contract. Let me elaborate.

While the doctrine of offer and acceptance implies, via the objective test, that
each side of the contractual relation must be the reason for or cause of the other
side, it does not make this explicit through a legal requirement. Rather, it only
rules out the parties’ actual particular interests and motives as legally irrelevant
reasons. Unless, however, contract doctrine contains a positive analysis of what
constitute legally relevant reasons for offering and accepting — reasons that
reflect the strictly relational standpoint of the objective test — it cannot fully elu-
cidate these acts as voluntary and so cannot provide a satisfactory account of
contract as voluntary transaction.

To fill this gap, there must be a doctrinal requirement of contract formation
that makes reference to some conception of the parties’ wants. Promises (or acts)

78. The doctrine of offer and acceptance is formal, it may be recalled, because it stipulates that
there must be two sides, that each must contain the whole transaction, that they must be mu-
tually related in definite ways, and so forth, without specifying what the two sides must be. The
doctrine simply does not address the question of content.
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are given — and so can come into existence — because parties envisage some good
which they wish to realize thereby. This also bears on the elucidation of volun-
tariness in contract. For voluntary conduct is purposive and therefore is directed
toward some good. Accordingly, the full definition of voluntariness in contract
must include the idea that contracting embodies some notion of individual ben-
efit. Only in this way are we able to view the parties as choosing to transact.
Unless, therefore, a promisee may reasonably infer from all appearances that the
promisor has some reason for promising and that this reason includes some ex-
pectation of benefit, the promisor is not entitled to regard the promise as a vol-
untary expression of will.

The contribution of the doctrine of consideration is in two steps. First, via
the requirement of mutual inducement, it establishes that each side is, and
must be, the reason for or cause of the other. At this first step, the analysis re-
mains purely formal, and in this respect it does not advance beyond the sim-
ilarly formal analysis in offer and acceptance. But it takes a second step which
is the doctrine’s central and distinctive contribution. With the substantive re-
quirement of legal benefit and detriment, it specifies the content that a side
must have to function as the reason for and cause of the other side. Viewed in
terms of benefit and detriment, a consideration relates to the separate inter-
ests of a given party, but in a way that detaches from the party’s actual par-
ticular motives for transacting. Benefit and detriment entail a conception of
wants that is specified in accordance with the objective test. Moreover, bene-
fit and detriment import a definite relation between the parties: Qua detriment
to the promisee, the consideration gives content to the fact that the consider-
ation moves from the promisee and is independent of the promise, with the
consequence that, in contrast to an expression of mere satisfaction, gratitude
or respect, it need not be viewed as the promise’s effect only but can also be
its cause and reason; qua benefit to the promisor, the consideration gives con-
tent to the fact that it moves to the promisor and at his or her request, thereby
showing the promise to be a voluntary act. Consideration is thus something
that can be given and wanted by parties just in their role as joint participants
in a two-sided relation. Here, then, is a positive analysis that specifies a con-
tractually relevant conception of wants that shows how each side may objec-
tively be construed as the reason for and cause of the other, thereby fulfilling
what is required by, but remains merely implicit in, the doctrine of offer and
acceptance.

While at first glance the requirements of the doctrine of consideration might
appear excessively conceptual or abstract, it is precisely in virtue of this ab-
stractness that the doctrine can fulfill its role in a way that is at once natural and
comprehensive in scope.

To elaborate, a contractual relation, as distinguished from an executed pres-
ent transfer of property, presupposes that at least one side of the relation is con-
stituted by a promise. This is a necessary condition of there being a contractual
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obligation upon at least one of the parties. For the purposes of the analysis of
contract, juridical acts may be divided naturally and exhaustively into the two
sub-categories of present act and promise. Now if contract, as the doctrine of
offer and acceptance supposes, is to consist in a two-sided relation that is formed
by two acts of will, it follows that at least one side must be a promise, with the
other being either an act or a promise. And if, as offer and acceptance also pos-
tulates, the two sides are to be mutually related in and through the parties’ inter-
action alone, they must, as so related, have contents that unambiguously assure
that they count as two, not one, and that each is the reason for or cause of the
other. But the requirements introduced by the doctrine of consideration, that the
second side must have a content that moves from the promisee, that is requested
by the promisor and given in response to that request, that induces the first side
just as it is induced by it, that is qualitatively different from the first side, and,
finally, that is something of benefit to the promisor and of detriment to the
promisee, together articulate in the most elementary and encompassing terms
the necessary conditions of just such a relation. And because the doctrine is ex-
pressed at a high level of abstraction, it provides a framework that can apply to
any voluntary interaction between individuals. Far from being an historical
anachronism, a peculiarity of the common law, or even a technicality of the pos-
itive law, the doctrine of consideration seems to be an utterly fundamental and
necessary feature in any conception of contract which takes it to entail a relation
of the kind required by offer and acceptance.”

It should be emphasized, finally, that these requirements of consideration,
as well as those of offer and acceptance, together articulate a conception of re-
lation that is normative through and through. It is not as if it is only the duty of
fidelity that is distinctively normative. The contractual relation is not this moral
duty enforceable with a sanction. Rather, it represents a different kind of nor-
mative phenomenon. It belongs to the juridical, that is, to a normative category
that pertains solely and strictly to a relation between two persons consisting in
correlative rights and duties enforceable by coercion. The obligation in contract
comes under the right, not the good.

How might we state the distinctive normativity of contract in intuitive terms?
Very briefly, we begin with an idea of interaction in which each party manifests
assent in such a way that the equal participation of the other is enlisted as nec-
essary to complete it. Each side reasonably intends his or her assent to function

79. Charles Fried accepts the legal requirement of offer and acceptance at the same time that he
rejects the doctrine of consideration. Supra note 7 at pp. 28-43. My account of the fit between
the two doctrines suggests that the endorsement of the first doctrine coupled with the rejection
of the second is without basis. Moreover, if, as Fried contends, the normative ground of con-
tractual obligation is the moral duty to fulfil one’s word such that there is nothing in principle
that precludes a gratuitous promise from giving rise to an enforceable contractual obligation,
offer and acceptance no less than consideration ceases to be a necessary condition of contract
formation.
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only as part of the parties’ combined assents. Now by enlisting the participation
of the other and by taking part in this interaction, each party brings him or her-
self under the principles of right that reasonably apply to the interaction. The
central claim of this essay is that contract may reasonably be viewed as entailing
a transfer of right or ownership. So far, I have suggested that the requirements
of offer and acceptance and of consideration specify a form of interaction that
satisfies certain basic premises of a transfer of ownership. Moreover, in Part II,
I argued that the logic of a transfer of ownership is no less applicable in principle
to contract than it is to a present transfer of property. Where parties have inter-
acted in a way that may be reasonably construed as a present transfer of prop-
erty, we do not think, so far as their relation inter se goes, that they can rea-
sonably refuse the legal effects of their acts. They may be reasonably held to
have transferred ownership. The same is true of interaction satisfying the re-
quirements of offer and acceptance and of consideration, supposing, of course,
that such interaction reflects the logic of a transfer of ownership. Certainly, im-
puting this legal effect to the parties’ acts must be consistent with the respect
their freedom and equality. Unless this is the case, the parties would have rea-
sonable grounds for complaint. But as I will explain in Section III, the princi-
ples of contract formation together with the principle of unconscionability ar-
ticulate a reasonable conception of the parties’ freedom and equality.

(iii) The Limits of the Doctrine of Consideration’s Contribution to the Con-
ception of Contract. In light of the foregoing analysis of the positive role of
consideration, the question naturally arises: Is the content specified by the doc-
trine of consideration all that is necessary to complete offer and acceptance,
such that the two doctrines can fully articulate a conception of contract that en-
shrines the expectation principle as a principle of compensation? Or is there a
need for a third doctrine to fulfill the very conception of contract which these
principles of formation presuppose? The short answer is that while the intercon-
nected requirements of mutual inducement and of benefit and detriment articu-
late, respectively, the form and content of a doctrine of contractually relevant
reasons for transacting, they do so incompletely when viewed in light of the
analysis of the contractual relation in offer and acceptance as well as the logic
of a transfer of right. Therefore, in addition to offer and acceptance and con-
sideration, a third doctrine is needed.

To elaborate, the doctrine of offer and acceptance postulates mutually related
assents that are not only temporally successive but simultaneous and identical
as well. In keeping with the objective test, the reason for and cause of each side
must be the other. Insofar as the sides are construed as identical, each must have
the same reason as the other. In addition, the logic of transfer includes as part
of its requirement of continuity not only that the acts of alienation and appropri-
ation be simultaneous but also that it be possible to view the object or objects
transferred as one and the same thing belonging to the parties at the same time.
Now while the doctrine of consideration, via its requirement of mutual induce-
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ment, views the promise and consideration in formal terms that are compatible
with the above features of simultaneity and identity, the same is not true of its
analysis of their necessary content. The central characteristics of this content
are qualitative difference and temporal sequence, not identity and simultaneity.
These features make for a content that is consistent with the representation of
offer and acceptance as two distinct and temporally successive sides which, as
distinct, function each as the reason for or cause of the other. But this content
cannot reflect the equally necessary representation of the assents as co-present
and identical or show how each side, viewed as identical to the other, can be the
other’s reason and cause.

Everything follows from the fact that in the doctrine of consideration the
promise and consideration count —and only count — as two qualitatively different
things. There is simply no basis for construing the parties as having the same
thing. Since the thing promised and the consideration must be qualitatively dif-
ferent, the parties can only have different things, not one and the same thing, at
the same time. Put in other words, the parties can only have the same thing at
different times. Moreover, supposing that promise and consideration are mutu-
ally induced and that they are therefore each the reason for the other, the fact
that they must be different means that each side’s reason and cause must also
be different, not the same. This standpoint of difference and temporal sequence
is also reflected in the requirement of legal benefit and detriment. The consid-
eration that counts as a benefit to the promisor cannot be the same for the prom-
isee. Rather, it must be the contrary —a detriment. Moreover, the very categories
of benefit and detriment are individual-specific and therefore single out parties
as distinct and different: “benefit,” for example, does not connote “benefit to
people in general” but benefit to a reasonable person in the particular circum-
stances of a specific party, the promisor. While a consideration that is both a ben-
efit to the promisor and a detriment to the promisee refers simultaneously to
both parties and is therefore relational to this extent, benefit and detriment, be-
ing individual-specific, are not intrinsically relational. But, in keeping with the
objective test, the doctrine of offer and acceptance requires that the promise and
consideration be precisely such.

That the doctrine of consideration through its substantive requirement of
legal benefit and detriment construes the promise and consideration as two
distinct though mutually related sides is the essential first step toward fulfilling
the bilateral character of offer and acceptance. Contract is a relation between
two wills. However, it is only the first step. The analysis of the promise and con-
sideration must reflect the fact that in the doctrine of offer and acceptance the
parties’ assents are not just different and temporally successive but identical and
simultaneous as well. It must be possible to show that the promise and consid-
eration count as two identical sides. It is necessary, then, to take a further step
beyond the doctrine of consideration. There must be a contract doctrine that re-
duces the qualitatively different contents of the promise and consideration to
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one and the same thing. It must do this as a fundamental and general require-
ment of contract formation and in a manner that, far from contradicting or even
standing in tension with the doctrine of consideration, preserves and builds
upon it. Moreover, the identical content in both sides must be intrinsically re-
lational, in this way establishing that each side has the sort of identical reason
for transacting that fully reflects the character of relation postulated by offer
and acceptance. And finally, if it is true that the expectation principle can func-
tion as a principle of compensation only if contract is explicable as a transfer
of right, this further step must also fully satisfy the principle of continuity. It is
via the doctrine of unconscionability, I shall now argue, that the common law
takes this step.

C. Unconscionability

In this section, I address the last of the three questions of modern contract theory
which I identified in the Introduction. At stake here is the relation between con-
tractual liberty on the one hand and contractual fairness on the other. In partic-
ular, we ask whether there is a reasonable notion of contractual fairness that fits
with offer and acceptance and consideration as well as with the conception of
contract that informs them.

To answer this question, I first identify a set of legal principles that articu-
lates a conception of fairness in contractual transactions. We are looking for a
doctrine which, like offer and acceptance or consideration, specifies a general
requirement for all non-formal contracts at common law, not one that holds
merely for certain categories of contracts that are distinguished by their par-
ticular subject matter, the special circumstances in which they are entered, or,
finally, the sorts of parties who make them. Interpreted appropriately, uncon-
scionability is this general principle that states a necessary condition of an en-
forceable contractual obligation as such. The next step is to explore the fit be-
tween unconscionability on the one hand and the principles of contract
formation on the other. Because the principles of contract formation are on their
face indifferent to distributive concerns, this fit is possible only if the proposed
conception of contractual fairness is also non-distributive in character. This, I
argue, is in fact the case. Indeed, as I explain, unconscionability not only fits with
but also definitively completes these principles by specifying a content that
fully realizes the form of contract set out in offer and acceptance and partially
fulfilled by consideration. With unconscionability, the form and content of the
contractual relation are fully and completely articulated. There is no need for
a further basic doctrine. I then try to show that none of the other main compet-
ing approaches to unconscionability is satisfactory. The alternative approaches
can neither fit with nor complete the principles of contract formation or the con-
ception of contract that they presuppose. Finally, I present the notion of con-
tractual liberty which is implied by the principles of contract formation and 1
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explain why there is no tension between it and the non-distributive conception of
contractual fairness that is embodied in the doctrine of unconscionability. In the
common law conception of contract, liberty and equality are reconciled.

1. The Main Features and the Role of Unconscionability

While it is now widely accepted that the law of contract does, and must, incor-
porate a doctrine of unconscionability that articulates a norm of contractual fair-
ness, different interpretations of the doctrine are to be found in judicial deci-
sions and in legal scholarship.8® In contrast to the settled doctrines of contract
formation, there is at present no single formulation of unconscionability that
has received general acceptance across all common law jurisdictions. Rather
than begin, however, by detailing and discussing the different alternatives, I will
instead present straightaway the formulation that I shall argue is, and must be,
intrinsic to contract as such. This formulation is clearly articulated in certain
leading English and Commonwealth decisions.®! Moreover, it arguably informs,
even if only implicitly, the major civil law systems.®2 And it is explored in a
philosophical tradition stretching from Thomas Aquinas and Duns Scotus through
Grotius to Hegel. I hope to show that it, and no other interpretation of uncon-
scionability, is intrinsic to contract. It alone fits with the doctrines of contract
formation because it alone can complete them consistently with their underly-
ing conception of contract.

According to this formulation, the doctrine of unconscionability holds that
a contract which otherwise satisfies the requirements of formation may be set
aside if, but only if, the following two conditions are met.

First, there must be a gross discrepancy between the comparative values of
the consideration and the promise in circumstances where, prima facie, it ap-
pears that the parties intended an arm’s length exchange transaction. Where, as
will ordinarily be the case, the subject matter of the promise and considera-
tion consists of commodities that have an exchange value on a competitive mar-
ket, the measure of the comparative values will be the relevant competitive
market prices of these commodities at the time of contract formation.

Second, in the face of a gross disparity in comparative values, a court must
ascertain the reason for the disparity. A gross disparity in values calls for an

80. For an instructive recent survey and discussion of the different conceptions of uncon-
scionability, see S. M. Waddams, “Unconscionable Contracts: Competing Perspectives” (1999)
62 Sask. L. Rev. 1.

81. The single most influential and illuminating judicial statement is still the concurring opinion
of Lord Denning M.R. in Lloyd’s Bank v. Bundy (1974) 3 Al E. R. 757 at pp. 763-766. For a
good recent judicial discussion of the principle, see Norberg v. Wynrib (1992) 92 DLR (4th)
449 (SCC) at pp. 477480 (per Sopinka J.).

82. On this point see James Gordley’s seminal essay “Equality in Exchange” (1981) 69 Cal. L.
Rev. 1587.
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explanation. It may or may not have resulted from the impoverished party’s
taking on the risk of the loss or intending to enrich the other party by this
amount at his or her own expense. If it did so result, the contract will be up-
held, despite the gross discrepancy. On the other hand, if there was no such
donative intention or assumption of risk, the contract is subject to being set
aside as unconscionable, all other things being equal. The law, it must be em-
phasized, does not presume that the disparity was the result of an assumption
of risk or donative intention. It must reasonably appear from the particular
facts of the parties’ interaction as interpreted in light of the surrounding cir-
cumstances that this was indeed the case.®? Now ordinarily, unless the im-
poverished party expressly assumed the risk of loss or manifested donative in-
tent, the existence of “impaired bargaining power” on the part of that party
will justify the inference that the reason for the disparity was rot donative in-
tention or assumption of risk, leading to a finding of unconscionability. For
the purposes of unconscionability, there is “impaired bargaining power” if the
party either did not know the going market price or knew it but reasonably
could not obtain it. Note that the party’s ignorance or necessity must be with
reference to the going market price. Even then, impaired bargaining power in
the form of ignorance or necessity is not legally significant in and of itself. It
does not as such represent an injustice, let alone an evil, to be avoided. The
ultimate question is whether or not in given circumstances a gross disparity in
values resulted from donative intent or assumption of risk (express or im-
plied). The legal significance of a finding of impaired bargaining power is just
that it can be relevant to, and sometimes dispositive of, this question of fact.

It should be emphasized that a finding of unconscionability does not depend
upon whether or not the enriched party has practised undue influence, duress,

83. Grotius’ statement of the principle is instructive: “And there is no reason why one should say
that whatever either party has promised in excess should be considered a donation. Such is not
ordinarily the intention of persons making contracts of this kind [involving consideration] and
such an intention ought not to be assumed unless apparent. Whatever, in fact, the parties prom-
ise or give, they should be believed to promise or give as on an equality with the thing which
is about to be received, and due by reason of that equality.” Supra, note 30, Bk. II, Ch. XII, at
p. 344. I should emphasize here that both in Grotius and in the accompanying text, the discus-
sion of presumed intention is from the standpoint of first principles of juridical right. In prac-
tice, perhaps because unconscionability is generally raised as a defence to a contract claim and
perhaps also because it is often reasonable to assume, at least prima facie, that there is a go-
ing market price generally known and accessible to the parties, the one who pleads uncon-
scionability may have to establish the existence of impaired bargaining power if a court is not
to conclude that the reason for the discrepancy was an assumption of risk. This may mislead
one into thinking that the law presumes as a matter of basic principle that parties intend as
equivalents whatever terms they agree to (however grossly inadequate the consideration may
be) and that when the law nevertheless sets contracts aside as unconscionable this must be be-
cause it views impaired bargaining power as in and of itself an evil to be redressed. I discuss
this view at text accompanying footnote 93, infra. where I argue that it is incompatible with
the common law conception of contract. My formulation of the significance of donative intent
and impaired bargaining power for unconscionability has benefited from discussion with
Sophia Reibetanz.
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fraud, or misrepresentation upon the one impoverished. It is not at all necessary
that the latter’s ignorance or necessity be caused by the other party. There need
not be a fiduciary relationship between them. Nor is it necessary that one party
overbears the will of the other or that the enriched party commit, legally speak-
ing, a wrong against the other. The sole jointly necessary and sufficient condi-
tions are simply that, first, there is a gross inequality in the comparative values
of the promise and consideration and that, second, this discrepancy does not re-
sult from an assumption of risk or donative intention. Finally, a finding of un-
conscionability does not result in an agreement’s being void ab initio, as does
the absence of either offer and acceptance or consideration. Rather, it renders
an agreement voidable at the sole discretion of the impoverished party. Con-
versely, despite a gross lack of equivalence, an impoverished party may still af-
firm the agreement with these disadvantageous terms and have it enforced
against the other party — something neither party may do if the principles of
contract formation have not been met.

If the doctrine of unconscionability is to be consistent with the view that a
contract is formed by the parties’ voluntary interaction alone, it must be possible
to articulate this doctrine in terms of the parties’ presumed intentions. On this
formulation, the doctrine would presume that parties to a contract intend to
transfer what is theirs on terms that are equivalent or, at least, not grossly lacking
in equivalence. This would be just the other side of the legal presumption nemo
praesumitur donare. Moreover, in the ordinary circumstance where the things
transferred are commodities, the law would impute to the parties an intention
to obtain equal value as measured by market prices. This presumption, how-
ever, would nor suppose that the parties are obliged to transact on such terms
but merely that they are enabled to do so, if they choose. Thus, the presumed
intention can be displaced by persuasive evidence, satisfying the objective test,
that, in effect, a party has waived the possibility of equivalence, whether by as-
suming the risk of impoverishment or by intending it.

The question is: On what basis might the law reasonably impute to individu-
als an intention to transact for equal value just in virtue of their role as con-
tracting parties and make this an essential condition of enforceability? My an-
swer is in two steps. First, [ explain why contracting parties may reasonably be
presumed to intend a transaction for equal value. Second, I argue that market
price is for juridical purposes a reasonable measure of equal value where the
things exchanged are commodities.

In a public justification of contract, it is essential that any imputation of pre-
sumed intention to the parties fits with the main contract doctrines and therefore
draws from the same underlying conception of contract.®* Here the presumed
intention at issue is not imputed to parties on the basis of what they may say or

84. See my previous remarks on the conception of the person in a public basis of justification,
note 33, supra.
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do on the occasion of a given interaction. Rather, it is to be imputed to them as
participants in a transfer of entitlements prior to any inquiry into these factors.
At the same time, it is crucial that the presumed intention reflects the voluntary
character of contract. It must express the juridical significance of the parties’
wills — and only this. Presumed intention is not to be viewed as an invitation to
import into the legal analysis of contract values and considerations which, how-
ever valid they may be from some other standpoint, do not belong to the eluci-
dation of the relation of will to will which the doctrines of contract formation
suppose.

What, then, can be the basis of a presumed intention to transact for equal
value? If the intention is to be imputed reasonably to the parties as participants
in a contractual relation independent of any consideration of their particular
interaction, it must pertain to some aspect of their wills that is necessary to
transfer rights from one to the other at contract formation. This aspect is con-
ceptually prior to the particulars of their interaction since, whatever the par-
ties may say or do, unless their interaction embodies the logic of a transfer of
right, it is irrelevant from the standpoint of a conception of contract that en-
shrines the expectation principle. Now the one aspect of this logic that is not
reflected in the doctrine of consideration is the requirement that the parties be
represented as having one and the same thing at the same time. As applied to
the common law, this requirement entails that the promise and consideration
be reducible to some single dimension or substance — to one and the same
thing — notwithstanding their diversity. The common law conception of con-
tract must therefore postulate a presumed intention on the part of parties to
transact on terms that allow for such a representation. This presumed inten-
tion, when further specified, is an intention fo give and receive equal value,
as I will now explain.

The explication of this presumed intention must start with and build upon
the doctrine of consideration. The latter postulates, as we have seen, two qual-
itatively distinct contents for the promise and consideration: something for
something else. Under this aspect, the promise and consideration count as
concretely different useful things: things that in virtue of their distinct attrib-
utes can possibly satisfy diverse needs and purposes. This is essential to the very
possibility of the promise and consideration being construed as legal benefit or
detriment. The positing of qualitative difference is the essential contribution and
the defining character of the requirement of consideration. Consequently, if, as
continuity requires, there is to be one identical thing that is owned by both parties,
it must be something which can be found in a relation between two different
useful things.

Value is just this. Something can have value only if it is of some possible use
to another. Moreover, the value of something is expressed, not in relation to
itself, but in relation to another thing that is qualitatively different from itself.
Value is, and can only be, embodied in a two-sided relation. When things are so
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related, they are viewed in purely quantitative terms: so much of one thing equals
some much of something else. Value must suppose, then, that the different use-
ful things can be reduced to one substance or dimension that is characterized in
purely quantitative terms. Value is the purely quantitative that at once presup-
poses and abstracts from qualitative difference.>

When, by the terms of their transaction, parties give and receive things that
are of equal value, they have at the beginning and at the end of the transaction
something that is the same. It is true that each side gives and receives things that
are different when these are viewed under the aspect of benefit and detriment.
But regarded in terms of value, there is absolutely no difference between them.
As embodiments of equal value, the promise is the same thing as the consider-
ation; one thing can be substituted for the other. There is a complete abstraction
from their particularities. Moreover, as owners of things having equal value, the
parties count in this respect as identical, notwithstanding their different inter-
ests, purposes, needs, and so forth. They figure as equal owners in abstraction
from all particularities of persons and things.

Given a two-sided relation that is formed by a promise and a qualitatively
distinct consideration, the only way in which the parties can be represented as
having one thing at the same time is if the requested consideration figures as
equal in value to the promise. The law must therefore reasonably presume on
the part of the promisor the intention to receive such a consideration in return
for his or her promise. This is what a promisor must be presumed to want as a
participant in a contractual relation. If this were impossible, the parties’ inter-
action would not satisfy continuity and so could not possibly be analysed as a
transfer of right, with the consequence that the expectation principle could not
be vindicated as a principle of compensation.

But what about market price as the measure of equal value where the objects
exchanged are commodities? Is there a juridical as distinct from an economic
basis for making this measure part of the parties’ presumed intentions?

Courts apply a going competitive market price where the subject matter of
a contract consists of commodities as distinguished from unique goods.2¢ From
the standpoint of economic analysis, an essential condition of something qual-
ifying as a competitive market price is that, while it may result from and be
realized in innumerable particular transactions, it cannot be affected by any one
of these transactions or by the particular needs, purposes, and interests of those
who transact. All must take as given the same identical price, irrespective of

85. “In property, the quantitative character which emerges from the qualitative is value.” Hegel,
supra note 19 at para. 63 (Addition).

86. Where a unique good is given in return for another, the value of each is necessarily and directly
expressed in relation to the other. The doctrine of unconscionability provides no basis for setting
aside the agreement because the requirement of equivalence is necessarily satisfied. Of course,
the agreement may be voidable for duress, misrepresentation, undue pressure, and so forth, but
these grounds are different and distinct from unconscionability as understood here.
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their differences and particularities. The competitive market price presupposes,
then, that economic agents have different preferences, interests, and purposes,
but, at the same time, it abstracts from these. Now while a competitive market
price may serve such economic functions as efficient resource allocation, we
are looking for something else — its possible juridical significance. And this
lies precisely in the market price’s indifference toward the particularities and
individual purposes of transacting agents. It is in virtue of this feature that value
can fulfill the requirement of continuity. Market price is suited by its very in-
difference to particularity to function as the measure of equal value. Homo
Oeconomicus and Homo Juridicus share the very same abstractmess from par-
ticularity. Far from being the imposition of an extrinsic or collective perspective
on the parties’ interaction, the competitive market price is a measure of value
which the law may reasonably impute to parties as part of their presumed in-
tentions.®” It is a measure of value that perfectly fulfills the contractual function
of value as the aspect under which the parties can have the same thing at the
same time.

The fact that the common law makes unconscionability depend upon gross
inadequacy of consideration (or gross lack of equivalence) rather than upon just
any degree of inadequacy however small may be explained along the following
lines. A competitive market price is an ideal notion which obtains at long-term
equilibrium. It is only approached, and never fully realized, by actually existing
market systems, even on the supposition that these are competitive. Thus for
any given commodity, supposing that we have identified the relevant market,
there will be in reality an always changing range of going market prices rather
than one unique, stable price. In addition to this dynamic aspect, the definition
of what constitutes the relevant market will itself be ordinarily indeterminate, at
least to some extent. It is reasonable to assume that parties take the risk of con-
tracting on terms that fall somewhere within this range of prices: it is always
possible that an item I purchased at a given store might be bought for less (or
more) at another store that belongs to the same, more or less extensively defined,
market. Stating the criterion in terms of gross or manifest lack of equivalence
ensures, practically speaking, that a price which is deemed unconscionable falls
outside this range and therefore that the one who receives it cannot necessarily
be assumed to have taken the risk of receiving less or paying more than the
market price.

This presumption of an intention to transact for equal value is supremely
regulative: everyone, just in virtue of his or her role as contracting party, is
presumed as a reasonable person to have this intention. At the same time, it is

87. As an historical matter, it is worth noting that from the start ~ beginning, say, with Thomas
Aquinas — when writers formulated a conception of equality in exchange, they regularly viewed
market price as the appropriate measure of equality. For a full and detailed account, see Gordley,
supra note 82 at pp. 1604-1617.
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important to emphasize, no one is legally obliged to transact for equal value. At
common law, a contract is not voidable for unconscionability if the gross lack
of equivalence has objectively been willed by a party, whether in the form of an
assumption of risk or by a donative intent. A party can waive the receipt of equal
value. This reflects the general principle that one is at liberty to abandon or to
give to another one’s own thing, so long as it is something alienable. But it is
only the owner who can decide to give his or her own away. Thus the power to
abandon the receipt of equal value presupposes that the equivalent is something
that belongs to the party. A party who has waived the receipt of an equivalent
in a particular instance is still represented as having a general capacity to re-
ceive and have equal value. The presumed intention to transact for equal value
is still regulative. It functions as the normative baseline against which the par-
ties’ interaction is construed. To qualify as a contract, a transaction must honour
each party’s capacity to receive equal value.

Given a presumed intention to receive equal value that requires a court to
ascertain whether a party has in fact reasonably waived its receipt in particular
circumstances, two fundamental categories of contractual relation fall out. Ei-
ther the terms of a contract entail an exchange of equivalents as measured by
the relevant market price, or they do not. In the former case, the transaction is
enforceable as a contract of exchange. In the latter case, it is not to be presumed
that the parties view the unequal sides as equivalents or that the disadvantaged
party intends to give a gift. To the contrary, unconscionability shows itself to
be a regulative principle by holding that the terms are enforceable if, but only if,
it reasonably appears that at the moment of contract formation the disadvan-
taged party does in fact intend the lack of equivalence: he or she must take on
the risk of this loss or willingly sustain it in order to confer a benefit on the other
party. If this can be shown, the agreement is enforceable as a contract of gift.
Otherwise, it is voidable 38

This division of contracts into gift and exchange (including some genuine
combination thereof) is comprehensive and exhaustive. Moreover, it seems to
fit with the model of contract as a transfer of right. So far as the logic of a trans-
fer of right goes, there can be only two basic categories of transfer: a gift, where

88. Note that by this definition a contract of gift is nor a gratuitous promise but a two-sided rela-
tion in which one party has accepted less than equal value. Why, it may be asked, does uncon-
scionability render an agreement merely voidable and not void ab initio, as does the absence
of consideration or mutual assent? By way of an answer, so long as there exists a two-sided
relation, the parties are free to decide the comparative values of what they give and receive. A
party is at liberty to accept less than equal value. The party may do so either at formation - in
which case there is an enforceable contract of gift — or when performance is due — in which
case the party affirms an agreement which was not originally intended as a gift contract and so
would not be enforceable against him or her, absent subsequent affirmation. However, if the
agreement does not evidence the kind of the two-sided relation required by the doctrines of
offer and acceptance and consideration, it cannot possibly qualify as a transfer of right. It is
merely a gratuitous promise which, even if repeatedly affirmed by a party, can produce no con-
tractual effects.
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one party alienates and the other appropriates, and an exchange, where each party
both alienates and appropriates. The doctrine of unconscionability ensures, then,
that every enforceable contract comes under one of the possible categories of a
transfer of ownership.

So understood, the doctrine of unconscionability is, however, non-distributive
in character. Indifferent to the parties’ particular purposes, needs, or advan-
tage, the requirement of equivalence ensures merely that parties have the ca-
pacity to receive the same value which they give. It does not assure an initial or
continuing fair distribution of resources. Rather, it just enables parties to have
at the end of transactions whatever value they happen to possess at the start.
This does nothing to mitigate differences in starting points or to even out in-
equalities in the distribution of holdings. Indeed, as Marx emphasized, equality
in exchanges between capital and labour is fully consistent with capitalist ac-
cumulation and the creation of surplus value to the relative disadvantage of
labour. Not only does the requirement of equal value not mitigate inequalities in
distribution; it is perfectly compatible with social and economic processes whose
tendency is away from equality in holdings. The principles of contract forma-
tion and the doctrine of unconscionability share the same non-distributive point
of view.

Stated in positive terms, what the doctrine of unconscionability does is to
ensure that parties can acquire rights against each other only in a way that re-
spects the other throughout as an equal owner with a capacity for rights. This
is an essential condition of it being reasonable to construe the parties’ volun-
tary interaction as a transfer of right. Indeed, the doctrine of unconscionability
implies a conception of the person that makes salient only a party’s capacity for
ownership and for voluntary action. As owners of the same value without ref-
erence to any particular features that might differentiate them, the parties count
simply as formally equal participants in a voluntary transaction. This is the equal-
ity of corrective, not distributive, justice.®° It represents the idea of fairness that
is intrinsic to contract.

The doctrine of unconscionability, via the regulative principle of equal value,
construes the relation between promise and consideration in a way that makes
the parties’ interaction fully consonant with the logic of a transfer of ownership.
Promise and consideration count as one and the same thing, and this identical
thing — value — is something that is strictly and intrinsically relational. At any
and every point in the legal analysis of the contractual transaction, hence in ab-
straction from temporal conditions in the sense of being indifferent to temporal
positions, the parties each have the same thing. Here then is a content that fully
satisfies the principle of continuity. The common law, it turns out, contains the

89. I discuss the defining features of corrective and distributive justice in more detail in “The
Basis of Corrective Justice and Its Relation to Distributive Justice” (1992) 77 Iowa L. Rev. 515,
at pp. 529-549.
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very sort of principle that the logic of a transfer of ownership suggests it must
have if contract is to be intelligible as a transfer of right. Moreover, we saw that
in light of its principle of equal value, the common law must divide contracts
into two basic types, contracts of exchange and contracts of gift, and this is in
conformity with what the logic of transfer implies. There is a final point of
congruence. Equal value is a content which, according to the doctrine of un-
conscionability, the parties may reasonably be presumed to want. By this pre-
sumption, the law represents the parties simply as identical agents who exer-
cise their rights and powers of ownership by giving and receiving equal value.
But this is nothing other than the conception of the person which is supposed
by a transfer of ownership. With unconscionability, the fundamental condi-
tions and features of a transfer of ownership are satisfied. As I will now explain,
this principle is also compatible with the doctrines of contract formation and
completes them.

First, the doctrine of unconscionability supplements consideration in a way
that builds upon and preserves it. It specifies a content that is fully relational
by viewing the distinct substances of the promise and consideration under an
aspect — value — that is intrinsically relational. The fact that promise and con-
sideration must be qualitatively distinct is taken up by the doctrine of uncon-
scionability as its first indispensable step toward construing them as expressions
of value. For it is only if the substance of the promise and the consideration
can be seen as useful to the parties that they can possibly be construed as val-
ues. In addition, only a promise and consideration that are qualitatively distinct
can possibly be conceived as equal in value: equivalence states, and can only
be understood as, a relationship between two qualitatively distinct things. The
fact that something which differs from a promise in merely quantitative terms
cannot be a valid consideration for that promise ensures, then, that this neces-
sary condition is satisfied. Moreover, the fact that the parties have equal value
at any and every point in the contractual analysis and therefore have the same
thing in abstraction from temporal differences fits with and completes the doc-
trine of consideration’s merely formal representation of the parties’ assents as
simultaneously related in a non-temporal sense, through its requirement of
mutual inducement.

So long as the role of the doctrine of consideration is limited just to speci-
fying a content that consists of two qualitatively distinct sides in complete in-
difference toward the question of their comparative values, there can be no
conflict with unconscionability. Whereas the doctrine of consideration, by being
indifferent to comparative value and in particular by recognizing a purely nom-
inal consideration, makes it possible for contracts to be two-sided relations that
are gift or exchange contracts, the doctrine of unconscionability ensures the
actuality of these categories of contract by requiring that contracts be either
genuine exchanges for equal value or genuine gift transactions that result from
donative intention or assumption of risk. On this understanding, then, there is
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a division of labour between these doctrines within the conception of contract.
Unconscionability fills the space that is unoccupied by consideration.”®

It also completes the doctrine of offer and acceptance. Offer and acceptance,
we saw, postulate a two-sided relation of which each side is intrinsically related
to the other and the two are not only temporally successive and distinct but also
simultaneous and identical. In keeping with the objective test, each side must
function as the cause of and reason for the other. Accordingly, offer and ac-
ceptance holds that the account of contractually relevant reasons must reflect
two aspects: the reason for or cause of a given side must be the other side viewed
as both different from and the same as it. Now unconscionability construes the
promise and consideration in a way that fully embodies the form of contractual
relation implied by offer and acceptance. As givers and receivers of equal
values, the parties are utterly indistinguishable and have identical rights and
duties. Whereas the doctrine of consideration requires that each side be quali-
tatively different and that, as such, it function as the reason for or cause of the
other, unconscionability shows each side to be identical to the other and, as
identical, to be the other’s cause and reason. Unconscionability makes explicit
and fulfils a conception of wants that is detached from the parties’ actual partic-
ular interests, motives, and needs, thereby completing an account of contrac-
tually relevant reasons that reflects the standpoint of the objective test. And
because the content which unconscionability specifies abstracts completely
from particularity, it embodies just the form of abstract equality that offer and
acceptance requires. Here content is form and form is content. There is a com-
plete identity of one with the other.

With the doctrine of unconscionability, we are now able to see how the
common law conception of contract integrates what are necessary yet seemingly
contradictory or at least mutually exclusive propositions, namely, that, given the
objective test, the parties’ assents must be conceived as both temporally succes-
sive and simultaneous. In offer and acceptance, the parties’ assents are repre-
sented in purely formal terms borh as initiated at different times — otherwise they
cannot bring about contract formation through their interaction alone — and as

90. The impulse to extend the reach of consideration beyond its proper limit and to use it to fill
the space that should rightly be filled by unconscionability has sometimes proved irresistible.
It is reflected in the view that defines consideration as the price or equivalent, as distinct from
the quid pro quo, of the promise. It is also reflected in a now rejected and historically suspect
understanding of the principle in Sturlyn, supra note 53, which took the latter as holding that
the doctrine of consideration bars, and is not merely indifferent toward, inquiry into the ade-
quacy of consideration. The historical perspective is discussed in Gordley, supra note 82 at
pp- 1594-1598. This impulse to extend the import of consideration is understandable. The pos-
sibility of construing the promise and consideration as equivalents is a necessary feature of a
conception of contract that is coherent with the expectation principle. Since the consideration
requirement is an essential condition of contract formation and has to do with a suitable con-
tent for the parties’ mutual assents, it is perhaps natural, though still mistaken, to think that it
also deals with the aspect of equal value. This is the case with Langdell’s view which I have
excerpted at note 92, infra.
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“at the same time,” understood in a non-temporal sense. This formal analysis
must be supplemented by a content in which it is reflected. Through the re-
quirement of benefit and detriment, the doctrine of consideration specifies a
content that sets out two mutually related sides ~ promise and consideration —
that are qualitatively distinct and temporally successive, thereby embodying the
first aspect of the analysis of mutual assent in offer and acceptance. Next, through
the principle of equal value, the doctrine of unconscionability construes the
promise and consideration in a way that shows them to be absolutely identical
and simultaneous, thereby incorporating the second aspect. Indeed, because value
can be expressed only as between two qualitatively different things and can be
realized only insofar as ownership of these things changes hands, it is a content
that preserves difference and temporal sequence while sublating them. Value is
the unity of temporal succession and simultaneity.

2. Alternative Approaches to Contractual Fairness

Having argued for the fit between unconscionability and the doctrines of con-
tract formation as well as having explained its essential role in the conception of
contract as a transfer of right, I wish now briefly to consider the main alternative
approaches to contractual fairness. My contention is that they are incompatible
with the common law conception of contract and are therefore unsatisfactory
from the standpoint of a public basis of justification.

The principal alternative approaches may be divided into two groups. At one
end is the view®! that the common law should not recognize as part of the law
of contract proper any general principle that would set aside agreements on
other than purely procedural grounds such as fraud, misrepresentation, duress,
undue influence, and so forth. None of these grounds justifies non-enforcement
on the basis of a criterion that makes directly relevant the comparative values
of the two sides of an agreement. They do not investigate, let alone require, ad-
equacy of consideration. On this view, there should simply be no inquiry into
substantive unfairness and therefore no doctrine of unconscionability as for-
mulated above. By way of justification, it is contended that there can be no
meaningful idea of equal value because “value” is nothing other than the sub-
jective and particular valuation a given individual places on an object in light
of his or her actual particular needs, interests, and purposes. Specifically, un-
less I value your object more than my own and similarly unless you value my
object more than your own, we will not exchange them. Exchange, it is therefore
argued, postulates, not equality, but inequality and difference. If, nevertheless,
it is supposed that contract requires some notion of equivalence, then this

91. Randy Barnett takes this view. See R. Barnett, “A Consent Theory of Contract,” (1986) 86
Colum. L. Rev. 269 at p. 284. As does Nozick. See R. Nozick, Anarchy, State and Utopia (New
York: Basic Books, 1974) at pp. 64-65, note 13.
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approach contends that, in the absence of misrepresentation, fraud, or duress,
parties should reasonably be taken to have exchanged equivalents simply in virtue
of the fact that they have decided to agree to these terms rather than to no trans-
action at all.®?

At the opposite end is the view®? that the aim of contractual fairness should
be to redress the inferior quality of contracts that are obtainable by those who
are relatively less advantaged in terms of resources, social class, opportunities,
power, and so forth. By way of illustration, consider an agreement of loan to a
poor person. Suppose that the poor person’s uncertain and vulnerable financial
state poses a credit risk to the lender who therefore insists on the inclusion of
terms that protect against that risk. In comparison with the terms obtainable
by arich person, this agreement gives less to and places a greater burden upon
the poor person. The view that we are now considering would hold that this
difference between the two agreements is a sufficient basis for finding the loan
to the poor person unconscionable. Differences in bargaining power are to be
corrected or evened out insofar as they lead to inequalities in individuals’ op-
portunities to contract as well as in the outcomes of their transactions. Inequal-
ity of bargaining power becomes the central concern.

Neither of these two approaches is compatible with the conception of con-
tract that underlies the principles of formation. And this for the same reason:
They give priority of place to factors that make it impossible to bring the prom-
ise and consideration under one substantive aspect or to represent the contract-
ing parties as formally identical in the way that the doctrine of offer and ac-
ceptance implies and as must be supposed if contract is to consist in a transfer
of right from one party to another.

More particularly, the first approach rules out inquiry into the adequacy of
consideration on the ground that equal value, as measured by the market price,
has no place in the analysis of contractual obligation. The principle of equal
value is not regulative. Accordingly, no distinction between contracts of ex-
change and contracts of gift is possible on this approach. The basis of its refusal
is the supposition that contract is, and can only be, understood with reference
to the parties’ particular purposes, preferences, and interests. This, however, is

92, “[T}he law has never abandoned the principle that a consideration must be commensurate with
the obligation which is given in exchange for it; that, though the smallest consideration will in
most cases support the largest promise, this is only because the law shuts its eyes to the in-
equality between them . . . [V]alue . . . is a thing which the law cannot measure; it is not merely
a matter of fact, but a matter of opinion. If, therefore, the promisor . . . is willing to give the
promise for the sake of getting the consideration, the consideration will be equal to the promise
in value for all the purposes of the contract. From this it is but an easy step to the conclusion
that, whatever a promisor chooses to accept as the consideration of his promise, the law will
regard as equal to the promise in value, provided that the law can see that it has any value,”
Langdell, supra note 30 at pp. 70-71.

93. This view is found in R. Hale, “Bargaining, Duress and Economic Liberty” (1943) Colum.
L. Rev. 603 and in Kronman, supra note 10.
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incompatible with the relational point of view taken by the objective test. It does
not fit with the analysis of the parties’ interaction as entailed by the doctrine of
offer and acceptance. It makes central a set of considerations that in and of
themselves are irrelevant. And it means that the notion that the parties can have
one and the same thing is unintelligible. So it is incompatible with the concep-
tion of contract as a transfer of right and cannot cohere with the expectation
principle being taken as a principle of compensation. Nor will this difficulty be
rectified by holding that, in the absence of misrepresentation, fraud, or duress,
the parties may be taken to have treated the objects exchanged as equivalents
simply in virtue of their decision to transact. Given its interpretation of value in
terms of the parties’ different particular preferences and interests, this view of
equivalence can at most be a purely formal stipulation that in no way entails the
idea of equal value. It does not specify a content that is intrinsically relational
and identical in the required way. The fact that parties have transacted may be
enough in the case of an exchange of unique goods where equivalence is nec-
essarily found in the actual terms of the agreement. Where, however, the trans-
action is an exchange of commodities, this fact is no longer determinative. Here,
market price must be taken as the baseline in construing the parties’ reasonable
intentions. Given the objective test, there is no other stable or fully satisfactory
criterion.

The second alternative approach to contractual fairness is also incompatible
with the common law conception of contract. On this approach, an agreement
may be unenforceable simply because it is not as good a contract as one ob-
tainable by another who is more advantaged in resources, social position, op-
portunities, and so forth. But this comparison ignores the question of whether
the terms of exchange in the less desirable transaction are, nevertheless, for
equal value. To return to the example of the loan to the poor person, the less
favourable terms obtained by the borrower may reflect the fact that he or she
poses a credit risk to the lender. Unless we are to require individuals altruisti-
cally to assume the risk of uncompensated losses which they have not caused,
the lender cannot reasonably be expected to shoulder a credit risk posed by the
poor person without obtaining something of equal value in return. Nemo prae-
sumitur donare. On the other hand, where a wealthy borrower does not pose
this risk, the lender cannot claim this return. Thus the fact that the terms of the
agreements with the poor and rich borrowers may be substantively different
may be not only compatible with but also required by the principle of equal
value. Despite the more desirable terms obtainable by the rich borrower, the
agreement with the poor borrower may be an exchange for equal value. By hold-
ing the loan to the poor person unenforceable unless the value given him or her
is the same as that obtained by a rich borrower — notwithstanding the financial
risk posed by the former alone — this version of unconscionability makes in-
equality in exchange a condition of enforceability. It therefore also makes it im-
possible to represent the parties as having one thing at the same time. And, like
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the first approach, it does this on the basis of factors, such as the parties’ par-
ticular needs, purposes, resources, and well-being, that are in themselves irrel-
evant from the relational point of view of the objective test and of the principles
of contract formation.®*

3. The Relation between Liberty and Fairness in Contract

We are now in a position to discuss the relation between liberty and fairness in
contract, which is the focus of the last of the three questions of modern contract
theory. To begin, I briefly present a view of contractual liberty which is in ten-
sion with any conception of unconscionability as a distinct principle of contract.
Explaining why this view is untenable clears the way for an understanding of
contractual liberty that is fully compatible with the notion of contractual fair-
ness that is embodied in the non-distributive conception of unconscionability
outlined above.

According to a view which was widely accepted in the nineteenth century
by writers and judges in both common law and civil law jurisdictions, the law
of contract should recognize not only that parties have a liberty to promise or
not as they wish — that is, freedom o contract — but also that they can choose
the content of their self-imposed obligations as they desire — freedom of con-
tract.>> At the same time, these freedoms entail concomitant responsibilities:
having decided to promise and on what terms, parties are responsible for their
decisions and should rightly be held to them as a matter of law. On this view,
the law should not inquire into the substantive fairness of the terms of a promise
freely made. There is no room for a doctrine of unconscionability as a distinct
principle of contract. A concern for fairness in contract must be extrinsic to, and
potentially in tension with, this view of freedom of contract. The question is
whether contractual liberty, so conceived, is implied by the common law of con-
tract and in particular by its doctrines of contract formation.”®

Certainly, the liberty to promise or not is presupposed by the doctrine of offer
and acceptance. No one is under an antecedent duty to another to make him or
her an offer. Parties are free to decline to transact with others and this liberty is
complete irrespective of the reasons they may have for so deciding. Similarly,
no one is obliged to promise or to assent to any particular terms. Others have no
right against me that I propose or agree to anything in particular. Understood in

94. For additional and related criticisms of the second approach, see Waddams, supra, note 80 at
pp. 13-16.

95. I'have taken the terms “freedom to contract” and “freedom of contract” from Unger, supra note
11 at pp. 619 and 625.

96. Charles Fried’s account of contractual obligation on the basis of the “promise principle” is the
most carefully argued contemporary example of this view. Supra, note 7. I have discussed
Fried’s theory in greater detail in “Abstract Right,” supra note 15 at pp. 1095-1117 and in “Pub-
lic Justification,” supra note 12 at pp. 288-294.
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this way, freedom to and freedom of contract are fundamental to the common
law conception of contract. Here, there is a true liberty of action against which
others cannot assert any claims of right. Notice, however, that this freedom is
strictly negative: Persons are not under any obligation to make promises or to
enter transactions nor are they duty-bound to promise or to agree to particular
terms.

The view that we are now considering does not, however, give this merely
negative import to contractual liberty. It also asserts that, in the absence of fac-
tors vitiating voluntariness, such as duress, fraud, or misrepresentation, parties
ought to be held to their decisions to promise on whatever terms they may have
chosen simply because they have so promised. Here it is no longer a question,
negatively, of not being under an antecedent obligation to promise or propose
particular terms, but rather, positively, of being under a legal duty to fulfill what-
ever one has promised. It is this positive consequence that is problematic once
freedom of contract is conceived in this way. For the notion of obligation upon
which this conception of contractual freedom rests is the moral duty to keep a
gratuitous promise. Let me elaborate.

According to this view, it is just the fact that one has voluntarily promised
something on certain terms that justifies the law in holding that one is legally
obliged to perform. One need not have so promised in the first place. But, this
view contends, once having done so (free from duress, fraud, misrepresenta-
tion, and so forth) one cannot reasonably expect the law of contract to permit
one to escape from the promise, whatever its terms: If it were to do so, the law
would fail to take seriously one’s moral power to assume self-imposed obliga-
tions; it would dishonour one’s capacity for autonomy and treat one as an in-
fant.®” This view presupposes that one can bring oneself under a contractual,
that is, a juridical, obligation through one’s own act alone. So long as this act
is voluntary, it is, in and of itself, sufficient to give rise to an obligation in con-
tract. On this view, the will that is foundational to contractual obligation is the
single will of an individual taken by itself.

On its face, this conception of contractual liberty certainly conflicts with any
principle that would set aside an agreement on grounds of substantive unfair-
ness. But more than this, it is out of sync with the fundamental character of
contractual obligation as reflected in the doctrines of contract formation and,
more generally, with the pervasive understanding of obligation in private law.

If I have tried to show one thing in my discussion of both the doctrines of
offer and acceptance and of consideration it is that these doctrines postulate a
relation between wills, and not the single will of the promisor, as the funda-
mental and the irreducible unit in the understanding of contract. By definition,
contractual liberty ends where obligation begins. The source of obligation in

97. This is how Fried explains the moral necessity of holding persons to their promises. Supra
note 7 at pp. 20-21.
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contract is this relation of will to will. One cannot bring oneself under a con-
tractual obligation by one’s act alone. Moreover, unless this relation between
wills is intelligible as a transfer of right, one cannot explain why breach of this
obligation entitles the promisee to the expectation remedy as due compensa-
tion. Accordingly, the meaning of contractual freedom or, in other words, of
voluntariness in contract must be understood in relation to a transfer of right,
not a gratuitous promise. It is therefore the liberty to choose terms that can con-
stitute a two-sided relation which can transfer entitlements from one party to
another at contract formation and independent of any detrimental reliance. It is
only an exercise of this liberty by both parties that can bring either of them under
a contractual obligation.

More generally from the standpoint of private law, as distinct, say, from that
of moral virtue, it is not true that a promisor is infantilized unless he or she is
held liable for breach of a promise that is not part of a transfer of right. To the
contrary, because the breach of a purely gratuitous promise does not injure the
rights of the promisee, it simply represents an exercise of liberty on the part of
one who, in Kant’s characterization, is his or her own master (sui iuris) and be-
yond reproach (iusti).?® In private law, it must be emphasized, the parameters
of obligation are defined by a prohibition against conduct (whether act or omis-
sion) that injures or otherwise interferes with whatever belongs to others as un-
der their exclusive rights. A juridical obligation is, and can only be, owed to
another; it proscribes injuring, not failing to confer benefits; and the interfer-
ence must be with what comes under the other’s exclusive right as against the
injurer. In private law, there can only be liability for misfeasance. But breach
of a gratuitous promise, that is, of a promise that does not and cannot transfer
rights, injures no contractual rights and so is nonfeasance.

Once freedom of contract is understood as the liberty to enter (or not) a rela-
tion with another that transfers rights, it does not stand in tension with the doc-
trine of unconscionability, as I have presented it. To the contrary, both freedom of
contract and contractual fairness turn out to be distinct but mutually supportive
aspects of the complete analysis of the same underlying conception of contract.

On the one hand, individuals are permitted but not obliged to offer and ac-
cept, to promise and give consideration, to exchange for equal value or volun-
tarily to enrich the other party. As I have emphasized, the requirement of equal
value is facilitative in that a party may certainly choose to accept unequal value.
With respect to the decision to transact or not, the common law conception of
contract gives individuals an unfettered liberty to do as they please. The parame-
ters of liberty are the rights of others and unless or until a party has done some-
thing in combination with another that transfers rights to him or her, there can
be, contractually speaking, no obligations or corresponding rights as between
them but just liberty.

98. Kant, supra note 19 at p. 394.
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On the other hand, only certain kinds of acts and only a certain kind of rela-
tion between these acts bring a contractual relation with contractual rights and
duties into existence. Parties must do something that may reasonably be inter-
preted as offer and acceptance as well as promise and consideration and the two
sides must be mutually related in the requisite manner. Absent the use of a rec-
ognized legal formality, parties cannot choose some other way to bring about
contract formation. There can be no legally significant intention to create legal
relations except as expressed through acts that satisfy the principles of contract
formation. It is uncontroversial that that common law recognizes no liberty in
this respect. The same idea holds for unconscionability. Just as there is no lib-
erty to create a contractual obligation via a route other than offer and accept-
ance and promise and consideration, so there is no liberty to do so except by an
exchange contract or a gift contract. For as I have tried to show, it is only on
this condition that the parties’ assents may reasonably be construed as part of an
interaction by which one acquires an exclusive right from and against the other.
No less than the principles of contract formation, unconscionability is an es-
sential step in defining the voluntary for the purposes of contract law. Both are
fundamental and intrinsic to the complete elaboration of the conception of will
that underlies contractual obligation.

IV. Conclusion

In this essay, I have tried to work out in some detail a conception of contract
that answers the three main questions of modern contract theory. This concep-
tion is developed on a public basis of justification. Thus, it presents the con-
ception as implicit in the main doctrines of contract law. This conception, in
turn, makes explicit the unity of the doctrines in one intelligible idea. We bring
out this conception by explaining how the doctrines fit with each other. Each
doctrine is conceptually necessary to the other. The way we verify the role of any
one doctrine is by showing that it is animated by the very same conception that
informs the other doctrines. At the same time, each of the doctrines contributes
in a distinct way to the full elaboration of the conception.

Moreover, while the doctrines are, upon analysis, fully consistent with each
other and mutually supportive, it is not just a matter of their being consistent in
a purely formal way. Rather, they together form an integrated whole that is in-
telligible and reasonable from a juridical point of view. We know this in virtue
of the logic of a transfer of ownership. For this logic articulates the necessary
conceptual premises of a relatively self-contained form of juridical relation
which, in the case of a present executed transfer of property, we think of as ef-
fective and determinative of rights and duties between persons. We do not doubt
that individuals can transfer property to others by way of executed gift or ex-
change or that such transfers can give rise to new rights and duties between
them. My basic thesis is that the logic of a transfer of ownership that animates
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present transfers of property is also instantiated in contracts and, more specifi-
cally, in the main doctrines of the common law of contract. Indeed, it is their or-
ganizing idea. Thus these doctrines articulate a kind of relation between persons
which we can also recognize as juridical: that is, as determining correlative rights
and duties between contracting parties. Contract, no less than a present transfer
of property, is intelligible and plausible from this normative point of view.

In virtue of this same logic we can say not only that the different contract
doctrines supplement each other but that, in addition, there is a certain order
and sequence whereby, cumulatively, one doctrine builds upon another until to-
gether they form a complete whole. Beginning with a conception of contract
that takes the expectation principle as a principle of compensation, we start with
the doctrine, namely, offer and acceptance, that represents the most formal
elucidation of the kind of relation which this principle supposes — a two-sided
relation that can transfer rights — and move to the doctrines, namely, consider-
ation and unconscionability, that progressively specify a content suitable for
this form. With the elaboration of the doctrine of unconscionablity, the fit be-
tween form and content is achieved and all the logical premises of a transfer of
ownership are satisfied. In this way, we can know that the public basis of justi-
fication is complete, at least insofar as the basic structure of the conception of
contract has now fully been made explicit in the doctrines of the law. These doc-
trines — the expectation principle, offer and acceptance, consideration, and un-
conscionability — constitute the four pillars of the common law conception of
contract.

To conclude this essay, I wish to note three limits of the public justification
as I have presented it here. These limits naturally suggest work that remains to
be done.

To begin, while I have tried to set out the basic structure of the common law
conception of contract, I have not discussed a number of important aspects of
contract law which, although they do not specify its basic structure, neverthe-
less fill it in or follow from it. For example, there are the many rules relating to
implied terms and conditions — the law of mistake and non-disclosure, frustra-
tion, conditions antecedent and subsequent, fundamental breach, anticipatory
repudiation, and, more generally, interpretation. There is the more controver-
sial question of the rights of third party beneficiaries as well as a range of more
specific issues having to do with remedies for breach of contract, contractual
fairness, and the relation between contract and tort. A public basis of justifica-
tion aims to be complete in the sense that, through the conception of contract,
it ideally is able to answer all or most of the questions that arise in relation to
contract formation and breach. The contention is that the conception of contract
has the necessary resources to do so. Of course, to answer these questions, it
may be necessary to supplement the basic structure of this conception with var-
ious presumptions and propositions of law. However, it is important to note that,
on the approach I am taking, the latter are not to be introduced ab extra and
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should not take us outside the conception of contract. Rather they are to be un-
derstood as implications of that conception when it is suitably specified to ad-
dress these other questions. Essential to this approach is the idea that a contract
does not admit of any gaps once it is understood in terms of the conception of
contract. The demonstration that this is indeed the case cannot, however, be
undertaken in the present essay.®® This is the first limit.

Among the sorts of questions which a public conception of contract should
also address are those that concern the constraints which may appropriately be
placed on the operation of contract principles in light of social and economic
values: issues of policy. To address these kinds of questions, a public justifica-
tion must supplement the conception of contract, which makes explicit the pure
juridical relation that is latent in contract doctrines, with an account of the role
of an actual regime of contract in civil society. Whereas the conception of con-
tract elucidates contract doctrines in terms of an idea of obligation that consists
Just in a negative prohibition against injuring what belongs to another by ex-
clusive right and refers to notions of freedom and equality that abstract alto-
gether from the parties’ actual intentions, particular purposes, needs, and well-
being, a justification of the existence of contract in civil society brings into play
the latter considerations. Contract is now viewed as a common good that goes
some way toward serving human needs and interests, both moral and material.
The actual existence of an effectively functioning contractual regime becomes
a matter of normative significance, for otherwise these needs and interests can-
not be met. For the same reason, it becomes important that the methods of
contracting be certain and publicly knowable in advance to enable individuals
to use contract to achieve their ends. Hence the importance of legal formalities
and certain legal presumptions that may not reflect the fundamental character
of the contractual relation.'% Similarly, it now becomes important that all in-
dividuals, as participants in civil society, have access to the contract regime and
s0, as a matter of public policy, the operation of the principles of contract for-
mation may be constrained to ensure that the opportunity to transact is free from
discrimination. 9!

The fact that the public justification as presented in this essay does not sup-
plement the conception of contract with an integrated account of the role of
contract in civil society is this essay’s second limit. At the same time, I wish to

99. In “Public Justification,” supra, note 12 at pp. 321-334, I sketch an argument as to why the
conception of contract need not admit of gaps and how it provides a framework for analysing
non-disclosure, mistake, and frustration.

100. This is the place for Fuller’s rationale for consideration on the basis of the functions of legal
formality and the social significance of exchange.

101. Hegel’s account of the role of contract in civil society is particularly instructive. It is found in
The Philosophy of Right, supra, note 19 at paras. 189-195, 208-210, and 213-217. Note that
this discussion builds upon but is framed in different terms than his prior analysis of contract
in Abstract Right, Ibid., at paragraphs 71-81. The conception of contract which I have pre-
sented in this essay corresponds to the latter only.
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emphasize that these two parts of a public justification of contract represent
distinct, though inter-connected, points of view with differing sets of values
and that, in analysing a given issue of contract, one must guard against intro-
ducing considerations that are irrelevant or inappropriate to the standpoint one
has taken up. Thus with respect to the elucidation of the conception of contract,
the central question is how a breach of promise can be understood as a wrong,
juridically speaking: that is, as an injury to something which comes under
another’s exclusive right. Whether the duty to perform can reasonably be under-
stood as a coercible obligation not to injure another’s right is the fundamental
problem raised by Fuller and others and it is at the heart of the three questions
of modern contract theory. [ have argued that it can be so conceived on the
supposition that contract is a transfer of right. In contrast to an account of the
role of an actual regime of contract in civil society, the proposed analysis does
not ascribe any value as such to the fact that people transact — it only prescribes
the terms which must be observed if they choose to do so — and it is indifferent
as to whether their actual individual needs and interests are served by the prin-
ciples governing formation and breach. The task of settling the question of the
juridical character of breach is nonetheless preliminary to an inquiry into the
role of an actual regime of contract in civil society.

Whereas the first and second limits apply solely within the public basis of
justification, the third concerns the relation between this form of justification
and more comprehensive theoretical treatments of contract — in particular, a
philosophical account. In the Introduction, I noted that the conception of con-
tract developed here on a public basis of justification is at most the first (and
necessarily provisional) step in theorizing the law of contract. This point merits
emphasis. As part of a public justification of contract, this conception is just one
step removed from the actual doctrines and principles of the law. It rests on and
is framed in terms of a number of premises which it takes as presuppositions.
Therefore, it does not, and cannot, purport to be the most complete, that is, the
most integrated, systematic, and comprehensive theoretical account of contract,
let alone a philosophy of contract.

The question is what might be the next step in moving toward a more com-
prehensive account? One might think that the most natural way would be to
move directly from something like the conception of contract presented here,
whether by itself or supplemented by an account of the role of contract in civil
society, to a “theoretical approach,” whether economic, utilitarian, or Kantian,
which elucidates contract from a more comprehensive standpoint. My own view
is different. It seems to me that, continuing with the idea of a public basis of
justification, we should next seek an understanding of the main areas of private
law that makes explicit their unity in terms of a single conception of obligation,
perhaps through a comprehensive notion of property and a corresponding con-
ception of the person. This would elucidate the obligation in contract at an even
higher level of abstraction. Beyond this, and still working within the framework
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of a public basis of justification, it would be but a natural step to determine
whether we can unite private law, now understood as a whole, and public law,
with its own distinctive characteristic relations of right, values, and conception
of the person. This integration of the juridical and the political at an even higher
level of abstraction would nevertheless preserve the distinctiveness of each. The
conception of contract that would find its place within this more comprehen-
sive public justification would represent the most satisfactory point that could
be reached by a public justification of contract. It would only be then that our
understanding of contract would be complete for such purposes. The business
of a philosophy of contract, as distinguished from a public basis of justification,
would be to comprehend the truth of this understanding.'0?

102. I wish to thank Jeremy Fraiberg, Malcolm Thorburn, and Ernest Weinrib for their helpful
comments on the first draft of this article. I am much indebted to Daniel Batista for his close
editing of all the drafts and for his valuable substantive suggestions; and to Gregory Bordan
for his important clarifications concerning fundamental aspects of the argument as a whole.
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The Theory of Contracts

MELVIN A. EISENBERG

I. Introduction

The purpose of this paper is to develop a theory of contracts. The enterprise in-
volved in developing such a theory needs explication, because legal theory has
many branches. One branch of legal theory concerns fundamental jurispruden-
tial issues, such as what constitutes law. Another branch concerns institutional
issues, such as the nature of adjudication. However, when we talk about the
theory of a specific area of law, like contracts, we mean a theory about the sub-
stantive content of the rules in that area. In this paper, I will use the terms the-
ory of substantive law and theory of contracts in that sense.

Even with this restriction, there are different conceptions of the tasks that a
theory of contracts may perform. For example, the theory of contracts could be
a theory of what the content of contract law is, or a theory of what the content
of contract law should be. In this paper, I take the position that the primary task
that a theory of contracts should perform is to provide a principle for estab-
lishing the best content of contract law, that is, a principle for establishing what
the content of contract law should be.

Theories of substantive law can themselves be categorized in various ways.
For purposes of this paper, I distinguish between metric and generative theories
of substantive law. Metric theories identify one or two variables that when prop-
erly applied result in determinate legal outcomes (or, under some theories, ex-
plain legal outcomes), in a manner somewhat analogous to scientific principles
that predict determinate outcomes.

In contrast, generative theories focus on the methodology that should be em-
ployed to produce the best rules of law. Unlike metric theories, which, at least
in principle, result in or explain determinate outcomes by drastically restricting
the number of relevant variables, generative theories can accommodate a large
number of variables. Indeed, it is partly the multivalue nature of such theories
that renders them generative rather than metric. Just as metric theories are
somewhat analogous to scientific principles that predict determinate outcomes,

206
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so generative theories are analogous to theories of science itself, which do not
predict specific outcomes, but instead instruct us how to do science. In this pa-
per, I will develop a generative theory of contracts.

Legal theories of all kinds are marked to a significant extent by the way in
which they relate doctrinal propositions to social propositions. By doctrinal
propositions, 1 mean propositions of legal doctrine. By social propositions, 1
mean all propositions other than doctrinal propositions. The types of social
propositions most salient to modern Western law are moral norms, policies, and
empirical propositions (propositions that describe the way in which the world
works, such as statements concerning individual behavior and institutional de-
sign, that describe aspects of the present world, such as statements concerning
the existence of a trade usage, or that describe historical events, such as state-
ments concerning how a trade usage developed). For ease of exposition, in the
balance of this paper when I refer to social propositions I mean social propo-
sitions that are relevant and meritorious and that can properly be taken into
account by a lawmaker.!

Under some conceptions of legal theory, often described as “formal,” social
propositions are irrelevant. Under axiomatic legal theories, for example, fun-
damental doctrinal propositions are established on the ground that they are self-
evident. The task of such theories consists of determining and explicating these
propositions. Similarly, under deductive legal theories many or most doctrinal
propositions are established solely by deduction from other, more fundamental
doctrinal propositions. The task of such theories consists of drawing these
deductions.

Under other conceptions of legal theory, moral norms and policies play an
important or decisive rule. For example, interpretive legal theories proceed by
determining the social propositions that are to be found in the most fundamen-
tal doctrines, or that meet some standard of fit with and best justify or rationalize
doctrine as a whole or significant areas of doctrine. These social propositions
are then used to explain the law, or to reinterpret, reformulate, criticize, or re-
ject doctrines that the social propositions do not justify or rationalize. The task
of such theories consists of determining the relevant social propositions, and
using them to explain, reinterpret, reformulate, criticize, or reject portions of
doctrine. Interpretive theories have important normative elements, but they are
not full-blooded normative theories, because the choice of moral norms and
policies that they can employ is restricted by the body of existing institutional
decisions. Under normative theories, in contrast, doctrinal propositions are
generated by moral norms and policies that are utilized because they are meri-
torious, independent of their relation to existing institutional decisions. The task

1. The analysis in Part I draws upon, but modifies and extends, portions of my book, The Nature
of the Common Law (1988). Chapters 14 of that book contain a fuller exposition of some ele-
ments of the analysis in Part I.
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of such theories consists of determining the social propositions that are appro-
priate to the formulation of doctrinal propositions, and establishing the doctri-
nal propositions that the social propositions generate.

In Part II, I examine these four kinds of theories. I will show that axiomatic
and deductive theories of law cannot be sustained; that interpretive theories can
perform important tasks, especially in the area of judicial lawmaking, but are not
adequate for the task of establishing the best rules of contract law; and that this
task can be performed only by normative theories.

In Part I1I, I examine two leading kinds of normative theories of contract law,
each of which turns on a single value — respectively, the moral value of autonomy
and the welfare value of giving effect to revealed preferences.

Finally, in Part IV, I develop a generative, multivalue theory of contract law.

II. Four Conceptions of a Theory of Contracts

A. Axiomatic Theories

Axiomatic theories of the content of law take as a premise that fundamental doc-
trinal propositions can be established on the ground that they are self-evident.
As Holmes said, disparagingly,

I sometimes tell students that the law schools pursue an inspirational combined with a
logical method, that is, the postulates are taken for granted upon authority without in-
quiry into their worth, and then logic is used as the only tool to develop the results.?

As suggested by Holmes’s observation, axiomatic theories may easily be
coupled with deductive theories. The school of thought now known as classical
contract law, which held sway from the mid-nineteenth century through the
first part of the twentieth century, was based on just such a coupling. Among
the axioms of this school were that only bargain promises have consideration,
that bargains are formed by offer and acceptance, that the measure of damages
for breach of contract is expectation damages, and that contracts must be inter-
preted objectively.

In the strictest version of axiomatic theories, like the school of classical con-
tract law, no room is allowed for justifying doctrinal propositions on the basis
of moral and policy propositions. So, for example, Langdell, speaking to the
question whether an acceptance by mail was effective on dispatch, said:

The acceptance . . . must be communicated to the original offerer, and until such com-
munication the contract is not made. It has been claimed that the purposes of substan-
tial justice, and the interests of contracting parties as understood by themselves, will be
best served by holding that the contract is complete the moment the letter of acceptance

2. O.W. Holmes, “Law in Science and Science in Law” in Collected Legal Papers (New York: Har-
court, Brace & Howe, 1920) 210 at 238.
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is mailed; and cases have been put to show that the contrary view would produce not only
unjust but absurd results. The true answer to this argument is that it is irrelevant. . . .3

Axiomatic theories of law cannot be sustained. No significant doctrinal propo-
sition can ultimately be justified either on the ground that it is self-evident or
on the basis of another doctrinal proposition. Doctrinal propositions can ulti-
mately be justified only by social propositions.*

For example, although an actor can justify an action on the ground that the
action is required by statute, the legislature itself cannot normally justify a statute
on that basis. Except in very rare and almost hypothetical cases (such as those
in which statute is constitutionally required), the legislature can justify a statute
only on social grounds.

Similarly, although a court many, under some conceptions of the theory of ad-
judication, justify a result solely on the ground that it is applying a rule laid down
by an earlier case, we can always trace the origins of a common law rule back to
a point where that justification is unavailable, and only social grounds will do.

Furthermore, in a modern Western society, doctrinal propositions can ulti-
mately be justified only by certain kinds of social grounds: namely, policies and
moral norms mediated into doctrine through empirical propositions.

So, for example, in a modern Western society doctrinal propositions cannot
be justified by historical propositions. That expectation damages have been
granted for breach of contract in the past is not alone justification for continu-
ing to grant expectation damages. That specific performance has been withheld
in certain kinds of cases in the past is not alone justification for continuing to
withhold specific performance in those kinds of cases. Of course, the continu-

3. See C. C. Langdell, Summary of the Law of Contracts, 2nd ed. (1880) at 15, 20-21.

4. It might be argued against this position that some doctrinal propositions that have the form and
substance of a definition are self-evident. Perhaps so, doctrinal propositions that would qualify
are hard to find. Many doctrines that have the form of a definition are really substantive rules,
for example, the provision of the Uniform Commercial Code that an “agreement” is “the bar-
gain of the parties in fact . . . including course of dealing or usage of trade.”

Other doctrinal definitions are simply fragments of substantive rules. This is typically the
case, for example, of defined terms in a statute whose function is to allow the legislative drafts-
man to substitute a short definition for a long term.

Even doctrinal propositions that have both the form and substance of definitions typically
need justification. If a doctrinal definition corresponds to the ordinary-language definition of the
defined term, the definition is not a doctrine, but simply part of the language. Many legal defi-
nitions do differ from the ordinary-language meaning of the same term. So, for example, Restate-
ment (Second) of Contracts §2 defines a promise as “a manifestation of intention to act or refrain
from acting in a specified way, so made as to justify a promisee in understanding that a promise
has been made.” In contrast, the dictionary defines a promise as simply a declaration assuring
that one will or will not do something. See The American Dictionary of the English Language
(New College ed., 1981) at 1047 [hereinafter The American Dictionary). Similarly, Restatement
(Second) §24 defines an offer as “the manifestation of willingness to enter into a bargain, so
made as to justify another person in understanding that his assent to that bargain is invited and
will conclude it.” In contrast, the dictionary defines an offer simply as the act of presenting for
acceptance or rejection. See The American Dictionary, ibid. at 912. In such cases the legal def-
initions are not self-evident and need justification.
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ation of an established doctrine may be justified by considerations like the pro-
tection of reliance, the desirability of stable systems, and the possibility of un-
intended consequences when changes are made. However, considerations like
these are moral and policy considerations, not historical considerations, and in
any event they will only infrequently justify doctrines that lack independent moral
and policy support. Similarly, a doctrine may be established by a historical event,
like a judicial decision or a legislative act, but in a modern Western society
such events will confer doctrinal status on a proposition only because there are
social reasons for recognizing at law doctrines established by such events.

In short, a distinction must be drawn between the justification of a doctrine
and the justification for following a doctrine. Once a doctrine has been adopted
it may be justifiably followed, either in the interest of stability, reliance, and the
like, or because of social reasons for following rules that have been adopted in
a certain way. However, those elements only justify following the doctrine, not
the doctrine itself.

In the balance of this paper, I will refer to doctrines that are justified by ap-
plicable moral norms and policies, mediated through empirical propositions, as
normatively justified, and to doctrines that are not so justified as normatively
unjustified.

B. Deductive Theories

Deductive theories take as a premise that many or most doctrinal propositions
can be established solely by deduction from other, more fundamental doctrinal
propositions. In the modern period, the explicit use of deductive theory is in-
frequent. However, deductive theory was an integral part of the school of clas-
sical contract law, whose teachings have a continuing impact on contract law.
That school conceived of contract law as a set of fundamental legal principles
that were justified on the ground that they were self-evident, and a second set
of rules that were justified on the ground that they could be deduced from the
fundamental principles.

For example, it was an axiom of classical contract law that in principle only
a bargain promise had consideration — that is, was enforceable — although ex-
ceptions were recognized for certain kinds of promises that were enforceable
on purely precedential grounds. The issue then arose whether a firm offer — an
unbargained-for promise to hold an offer open — was legally enforceable. The
conclusion of classical contract law was, no.> This conclusion was justified by
deduction alone. The major premise was that only bargains had consideration.
The minor premise was that in the case of a firm offer, the promise to hold the
offer open is not bargained for. The conclusion was that a firm offer was not
enforceable.

5. See, for example, Dickinson v. Dodds (1876) 2 Ch. 463.
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Another axiom of classical contract law was that bargains were formed by
offer and acceptance. The issue then arose whether an offer for a unilateral con-
tract — an offer to be accepted by the performance of an act — was revocable
before performance had been completed even if the offeree had begun to per-
form. The conclusion of classical contract law was, yes.® This conclusion too
was justified by deduction alone. The major premise was that an offeror could
revoke an offer at any time prior to acceptance unless he had made a bargained-
for promise to hold the offer open. The minor premise was that an offer for a
unilateral contract was not bargained for and was not accepted until perform-
ance of the act had occurred. The conclusion was that an offer for a unilateral
contract was revocable even after the offeree had begun to perform.

Langdell’s view that an acceptance can be effective only on receipt was also
based on deductive reasoning: By axiom, a bargain can be formed only by of-
fer and acceptance. By axiom, an expression cannot be an acceptance unless it
is communicated to the addressee. By deduction, an acceptance can be effective
only on receipt.

Although classical contract law coupled axiomatic and deductive theories, a
deductive theory may be utilized even when its doctrinal starting-points are es-
tablished by normative justifications, rather than on the ground that they are
self-evident. Regardless of the way in which doctrinal starting-points are de-
termined, however, deductive theories are no more sustainable than axiomatic
theories. A doctrine, even if normatively justified, may serve as a prime facie
premise in legal reasoning, but cannot serve as a conclusive premise of legal
reasoning, because all doctrines are always subject to as-yet-unarticulated ex-
ceptions based on social propositions. Such an exception may be made because
the social propositions that support the doctrine do not extend to a new fact-pat-
tern that is within the doctrine’s stated scope. Alternatively, such an exception
may be made because a new fact-pattern that is within the doctrine’s stated scope
brings into play other social propositions that require the formulation of a spe-
cial rule for the fact-pattern.

For example, suppose there is a justified doctrinal rule that bargain promises
are enforceable. A case now arises, for the first time, in which a party to a bar-
gain with a minor seeks to enforce the contract against the minor. If the appli-
cability of a legal rule to a new fact-pattern that is within the stated scope of the
rule could be justified by deductive logic alone, the minor would be liable. The
major premise would be that bargains are enforceable. The minor premise
would be that the minor made a bargain. The conclusion would be that the mi-
nor is liable. But this conclusion should not be drawn, because the social propo-
sitions that support the bargain rule do not support the application of the rule to
bargains with minors. One reason for the rule that bargain promises are en-
forceable is that actors are normally good judges of their own interests. This

6. See, for example, Petterson v. Pattberg, 248 N.Y. 86, 161 N.E. 428 (1928).
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reason for the rule does not extend to minors. Therefore, the rule should be made
subject to an exception for minors.

Similarly, suppose there is a justified doctrinal rule that donative promises
are unenforceable. A case now arises in which a donative promise was reason-
ably relied upon to the promisee’s cost. If the applicability of a doctrinal
rule to a new fact-pattern that is within the stated scope of the rule could be jus-
tified by deductive logic alone, the promisor would not be liable. The major
premise would be that donative promises are unenforceable. The minor prem-
ise would be that the promise was donative. The conclusion would be that the
promise is unenforceable. But this conclusion should not be drawn, because
a social proposition other than those that support the donative-promise princi-
ple applies to the case: When one person, A, uses words or actions that he knows
or should know would induce another, B, to reasonably believe that A is com-
mitted to take a certain course of action, and A knows or should know that B
will incur costs if A does not take the action, A should take steps to ensure that
if he does not take the action B will not suffer a loss.” This proposition is weight-
ier, in the donative-promise context, than the propositions that support the do-
native-promise rule in the absence of reliance. Therefore, an exception should
be made to the donative-promise rule when the promisee has reasonably relied
upon the promise.

Here is another, more complex example: Often an issue arises as to
whether an expression in response to an offer constitutes an acceptance. Sup-
pose there is a justified doctrinal rule that an expression by an offeree consti-
tutes an acceptance if a reasonable person in the offeror’s position would
interpret the expression as an acceptance, even if the offeree does not sub-
jectively intend his expression to be an acceptance. This rule is justified
because in the typical case a person who intends something other than the
reasonable meaning of his expression has used language carelessly, so that
the offeree is at fault for creating a reasonable expectation in the offeror that
the offer has been accepted.

The following case now arises: A makes an offer to B, and B responds with
an expression that he does not subjectively intend to be an acceptance. A rea-
sonable person would interpret B’s response as an acceptance, but A does not
sointerpret it. B does not perform. A sues B for breach of contract, falsely claim-
ing that he interpreted B’s response as an acceptance. If the applicability of a
doctrinal rule to a new fact-pattern that is within the stated scope of the rule
could be justified by deductive logic alone, B would be liable. The major prem-
ise would be that whether an expression constitutes an acceptance depends upon
the reasonable meaning of the expression. The minor premise would be that the
reasonable meaning of B’s expression is that B has accepted A’s offer. The
conclusion would be that B is liable. But B should not be liable (and will not

7. See T. M. Scanlon, “Promises and Practices” (1990) 19 Phil. & Pub. Aff. 199.
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be under American law®), because an exception for shared subjective under-
standing should be hived off from the existing rule. The existing rule is sup-
ported by norms concerning fault. However, when there is a shared subjective un-
derstanding, B may have been at fault, but his fault caused no injury to A.
Furthermore, A himself is at fault, for falsely claiming that he interpreted B’s
response as an acceptance.

These cases illustrate why a legal doctrine can never be justified solely on
the ground that it can be logically deduced from another legal doctrine, even if
the other doctrine is normatively justified. Even a normatively justified doctrine
can and should be made subject to exceptions when the social propositions that
support the doctrine do not extend to the subject-matter of a proposed excep-
tion, or other social propositions justify making an exception for that subject-
matter.® Accordingly, the applicability of a doctrine to a fact-pattern that falls
within the doctrine’s stated scope is always dependent on a conclusion that so-
cial propositions do not justify creating an exception for the fact-pattern. Cor-
respondingly, even when an application of a doctrine seems straightforward and
easy, it is straightforward and easy not as a matter of deductive logic alone, but
because social propositions do not justify the creation of an exception to cover
the case at hand.

C. Interpretive Theories.

When we think of a work of contracts scholarship as a work of contracts theory,
what we usually mean is that the author’s enterprise is to get at the root of some
area of contracts. Often, the methodology that implicitly underlies such work can
be described as interpretive, in the sense of that term developed by Dworkin.
That is, the work often proceeds by describing some area of contract law and
then determining the social propositions that are to be found in the most fun-
damental doctrines in the area, or that meet some standard of fit with and best
justify or rationalize doctrine in that area as a whole. These social propositions
are then used to explain the law governing that area, or to reinterpret, reformu-
late, criticize, or reject doctrines in the area that the social propositions do not
justify or rationalize.

A major problem presented by work that takes this form is that the author
must have a theory of substantive law to fashion the very legal materials he is
interpreting. That is, the substantive content of an area of law, A, that is exam-
ined with the objective of fashioning a theory of A can only be described by

8. See Restatement (Second) of Contracts §201(1); cf. Emor, Inc. v. Cyprus Mines Corp., 467 F.2d
770 (3rd Cir. 1972); Perry and Wallis, Inc. v. United States, 427 F.2d 722 (1970); Cresswell v.
United States, 173 F. Supp. 805 at 811, 146 Ct. Cl1. 119 at 127 (1959); Della Ratta, Inc. v. Amer-
ican Better Community Developer, Inc., 38 Md. App. 119, 380 A.2d 627 (1977).

9. See Section II.C, infra.
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having a theory of law. This problem is especially evident in areas of law, like
contracts, that are largely products of the common law. One reason why it is
impossible even to describe the content of the law of contracts without a theory
of law has already been discussed: Existing doctrine is always subject to as-yet-
unarticulated exceptions. A statement of existing doctrine in categorical terms,
without taking account of such exceptions, would be inaccurate. Since these
potential exceptions cannot be determined from doctrine itself, they can only
be determined on the basis of a theory of law that allows such exceptions to be
established even though they have not yet been officially made.

Another reason why the content of a common law subject, like contracts,
cannot be described without a theory of substantive law stems from the fact that
the relevant body of precedents in a given area will almost necessarily display
some degree of inconsistency. I need to define here what I mean by consistency
in the law. If consistency in the law meant only that when all the facts of two
cases are the same the result should be the same, then every precedent would nec-
essarily be consistent with every other precedent, because the facts of every
precedent are different. Under such a view, the concept of consistency would
have little or no meaning in legal reasoning. But consistency does have meaning
in legal reasoning, and that meaning turns on social propositions.

Thus, for purposes of legal reasoning two precedents are consistent if they
reach the same result on the same relevant facts, and inconsistent if they reach
different results on the same relevant facts. What facts are relevant, for these
purposes, turns entirely on social propositions. For example, as a matter of so-
cial propositions — and only as a matter of social propositions — it is often rele-
vant to liability for an accident that a party was intoxicated, but seldom if ever
relevant that a party was wearing a red hat. We could think of societies in which
it would be relevant that a party to an accident was wearing a red hat. For exam-
ple, it might conceivably matter in the Vatican. But under the social proposi-
tions of our society, it would not be relevant.

Whether a rule and its exceptions, or two different rules, are consistent as a
matter of legal reasoning also turns entirely on social propositions. This mean-
ing of consistency is most easily illustrated in the context of a rule and an ex-
ception to the rule. A rule and an exception are consistent if, and only if, one
of the following conditions holds:

1. The social proposition, SP1, that supports the rule does not extend to the
cases covered by the exceptions; or

2. The exception is justified by a different social proposition, SP2, and there is
good social reason, in the class of cases at hand, to allow SP2 to either trump
SP] or to figure, along with SP1, in the creation of an exception that is a vec-
tor of both social propositions.

Take the bargain rule and the exception for minors. The rule and the excep-
tion are consistent because, and only because, the social propositions that sup-
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port the rule depend in part on the respect due to a promisor’s consent, and that
respect is not due where consent is given by a minor.

In contrast, suppose a court were to hold that a bargain made by a clergyman
is not enforceable against the clergyman, even if the bargain is not religious in
nature (that is, even if it does not concern issues of dogma, or the allocation of
authority within a church, or the like). Such an exception would be inconsistent
with the bargain rule, because the social propositions that support that rule ex-
tend to clergymen as well as laymen, and no other social proposition supports
a special status for clergymen in this regard. It is easy to imagine social propo-
sitions that would support a special clergyman status for other purposes, or in
another society or time. In the middle ages, for example, there was a clergyman
exception under the criminal law: Clergymen could be prosecuted for felony only
in ecclesiastical courts, and therefore were not subject to capital punishment.!°
Even today, religious bargains made by clergymen might well be unenforce-
able. But social propositions in contemporary society would not support a cler-
gyman exception for secular bargains. That is the reason, and the only reason,
why a clergyman exception would be inconsistent with the bargain rule.

A similar analysis applies to the consistency of two rules, as opposed to a
rule and an exception. Two rules will be consistent if, and only if, one of the
following conditions holds:

1. The two rules are supported by the same social propositions;

2. Each rule is supported by different social propositions and the social prop-
ositions are not in conflict in the case at hand, because either the social propo-
sitions that support one rule have no bearing on the other, or, because they
do have a bearing but would not lead to a different rule; or

3. The two rules are supported by different social propositions that are in con-
flict in certain cases, in the sense that taken alone the different social proposi-
tions would lead to different rules to govern those cases. However, each social
proposition has a range of applicability in which it does not conflict with the
other, and there is good reason why, in those cases, either one social propo-
sition should be subordinated to the other, or one or both rules should reflect
the conflicting social propositions in different ways.

Given this meaning of consistency, although the common law will always be
moving toward internal consistency based on congruence with social proposi-
tions, some transient inconsistency in the body of the common law at any sin-
gle moment is inevitable. To put this differently, at any one time there is always
a preliminary, partially inconsistent, version of the common law that is moving to-
ward a wholly consistent version of the common law. In some cases, common
law doctrines will have been formulated at a time when the social propositions

10. See F. Pollock and F. W. Maitland, The History of English Law, vol. 1, 2nd ed. (London; Cam-
bridge University Press, 1898) at 441-457.
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that were then relevant differ from the social propositions that are now relevant,
and the courts will not have had the occasion to move the law forward. In other
cases, courts will believe that some doctrines were normatively unjustified to be-
gin with, and will riddle the doctrines with inconsistent distinctions, that is, with
exceptions that are supported by social propositions that undermine the basic
rule, as a way station toward full overruling.

For example, under the legal-duty rule a modification of a bargain is unen-
forceable if one party’s performance consists only of an act he had already con-
tracted to perform.!! This rule is not normatively justified:'? Call a party who
proposes to modify a contract so that he will receive a greater price but will not
render a greater performance, A, and call a party who agrees to such a modifica-
tion, B. Many modifications of this kind are agreed to by B on the basis of a be-
lief, shared by A and B, that as a result of some initial misapprehension or later
changed circumstance, fair dealing requires a readjustment of the contract to re-
flect either the original purpose of the contractual enterprise, or the equities as
they stand in light of the parties’ original tacit assumptions. Other modifications
are agreed to by B as reciprocity for past modifications that A has agreed toin B’s
favor, or because B expects that if he agrees to the present modification A will re-
ciprocate by agreeing to future modifications. Thus the legal-duty rule, under
which such modifications are unenforceable, conflicts with the virtues of ac-
commodation, ongoing cooperation, and fair dealing between contracting parties.

Accordingly, the courts have made a number of inconsistent exceptions to
the legal-duty rule. Under one exception, the rule is inapplicable where A’s con-
tractual duty is owed to a party other than B.!3 This exception is inconsistent
with the rule, because the exception can be supported only on the reasoning that
the grounds for enforcing bargains are applicable even when one party only prom-
ises to do what he is already contractually obliged to do. Under that reasoning,
however, the basic rule is unjustified. (If the legal-duty rule was justified on the
ground that a threat to withhold performance of a contract puts the other party
under duress, then it might matter that the duty was owed to a third person rather
than to B. Classically, however, the application of the rule did not turn on whether
the promisor was under duress.)

Under another exception, the legal-duty rule is inapplicable if the duty is to
pay a debt whose total amount is disputed, even though the performance con-
sists of paying the part that is admittedly due.!* This exception is inconsistent
with the rule for the same reason that the third-party exception is inconsistent.
Still other courts have held the rule inapplicable by concluding that in the cases
before them, the parties had “rescinded” their prior contract and then made a

11. Restatement (Second) of Contracts §73 (1979).

12. See, for example, M. A. Eisenberg, “Probability and Chance in Contract Law” (1998) 45
U.C.L.A. L. Rev. 1006 at 1034-1048.

13. Restatement (Second) of Contracts §73 comment d.

14. Ibid. at §§73 comment £, 74.
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“new” onel3 — a conclusion that can be drawn, if a court so desires, in any case
that falls within the rule. And under modern law, a modification is enforceable
if it is fair and equitable in view of circumstances not anticipated when the orig-
inal contract was madel® — an exception that is not only inconsistent with the
doctrine that performance of a legal duty is not consideration, but that probably
covers the great majority of the cases to which that doctrine purports to apply.
(The legislatures have also intervened. Many statutes provide that promises
within the rule are enforceable if in writing,!” and under the Uniform Commer-
cial Code a promise modifying a contract for the sale of goods is binding de-
spite the rule.!8)

Good reasons justify the practice of inconsistent distinguishing. It may some-
times be best for courts to move to the best rule in steps, even at the price of in-
consistency during the transition. A court may properly decide that if it is un-
certain how given conduct should be treated, it may give effect to its uncertainty
by carving out only a portion of the conduct for special treatment, on a provi-
sional basis, provided the line it carves is rationally related to the court’s purpose.
For example, a court may believe that a doctrine is not normatively justified and
yet may not be confident that its belief is correct. The court may then properly
draw an inconsistent distinction as a provisional step toward full overruling.
Alternatively, a court may properly formulate an exception at a level of gener-
ality below that necessary for the exception to be fully principled, as a provi-
sional step toward full generality. For example, a court faced with a relied-upon
donative bailment promise in the early twentieth century might have made an
exception to the rule that donative promises were unenforceable, but limited the
exception to bailment promises because it was not yet sufficiently confident to
formulate a general reliance exception.

Inconsistent distinguishing may also be used as a technique for dealing with
the problem of reliance on precedents. Inconsistent distinguishing allows the
courts to protect at least those who relied on the core of a doctrine, that is, that
part of a doctrine that cannot be even plausibly distinguished, while signaling
to the profession that the underlying doctrine has been advanced to candidacy
for overruling. Thus by using the technique of inconsistent distinguishing, a
court may simultaneously move the law toward normative justifiability, protect
past justified reliance on the core of a doctrine, diminish the likelihood of fu-
ture justified reliance, and prepare the way for an overruling that might not have
otherwise been proper.

The common law may also be inconsistent at any given moment because it
may include deeply seated organizing concepts that lead to inconsistent treatment

15. See Schwartzreich v. Bauman-Basch, Inc., 231 N.Y. 196, 131 N.E. 887 (1921).

16. Restatement (Second) of Contracts §89 (1979).

17. See Cal. Civ. Code §§1524, 1697; Mich. Comp. Laws Ann. §566.1; N.Y. Gen. Oblig. Law
§5-1103.

18. U.C.C. §2-209.
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of like transactions over long periods of time. For example, the distinction be-
tween the organizing concepts of property and contract led for a long time to
special rules for leases that were inconsistent with the general rules of contract
law. Even when this kind of inconsistency begins to break down, there will be
a transitional period in which the status of inconsistent doctrines that have not
yet been swept up in the reformation is uncertain.

Given the high likelihood of inconsistency in the common law at any given
moment, a commentator who wants to describe the law must pick and choose
between precedents, suppressing or even rejecting some while accepting and
sometimes emphasizing others. The body of precedents will not itself instruct
a commentator which precedents to reject or suppress and which to accept or
emphasize. Accordingly, the commentator must employ a theory of substantive
law, implicit or explicit, to choose which precedents will count, and of those,
which will count for a little and which will count for a lot.

A final reason why the common law cannot be described without a theory
of substantive law is that often it will often not be entirely clear just what rule a
precedent establishes. Under accepted principles of the common law, the rule of
a precedent can be deemed to be either the doctrinal proposition the court ex-
plicitly states to be the rule it adopts, or a rule that is consistent with the result
of the precedent and with those of its facts that are relevant under applicable so-
cial propositions. Often, a number of different rules are consistent with the re-
sult and the socially relevant facts of a precedent. Accordingly, in describing the
law in common law areas, the very data that is described — that s, the precedents —
must inevitably be in part a product of a theory of how to describe the data.

This is well illustrated by Julius Stone’s critique'® of Arthur Goodhart’s the-
ory?0 that the rule of a precedent is the result reached on those facts of the prece-
dent that the precedent court considered material. Stone demonstrated that it
was virtually impossible to apply Goodhart’s theory, because the material facts
in a case can often be stated at different levels of generality, and each level of
generality will tend to yield a different rule.

Stone used for his demonstration a famous British case, Donoghue v. Steven-
son.?! A friend had purchased a bottle of ginger beer for the plaintiff in a café.
The bottle was opaque. After the plaintiff drank part of the ginger beer she dis-
covered a decomposed snail in the bottle. Plaintiff suffered shock and severe
gastroenteritis, sued the manufacturer of the ginger beer, and won.

Before Donoghue, a manufacturer who negligently produced a defective
product was ordinarily liable only to its immediate buyer. It was clear that

19. J. Stone, The Ratio of the Ratio Decidendi (1959) 22 Mod. L. Rev. 597. See also A. Simpson,
The Ratio Decidendi of a Case (1957) 20 Mod. L. Rev. 413 (1958) 21 Mod. L. Rev. 155 (1959)
22 Mod. L. Rev. 453.

20. A. Goodhart, Determining the Ratio Decidendi of a Case (1930) 40 Yale Law J. 161. See
also, A. Goodhart, The Ratio Decidendi of a Case (1959) 22 Mod. L. Rev. 117.

21. McAlister (or Donoghue) v. Stevenson [1932] L. R. App. Cas. 562 (H.L.).
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Donoghue abandoned this rule, because it held the manufacturer liable although
the plaintiff was not its immediate buyer. As Stone pointed out, however, under
Goodhart’s theory it would be far from clear what rule the Donoghue court
adopted, because the various material facts in the case could be characterized
at vastly different levels of generality. For example, the vehicle of harm in
Donoghue could be characterized as an opaque bottle of beverage, a bottle of
beverage, a container of chattels for human consumption, a chattel, or a thing.
The defendant could be characterized as a manufacturer of nationally distrib-
uted goods, a manufacturer, a person working on goods for profit, or a person
working on goods. The injury could be characterized as a physical personal in-
jury, a physical personal or emotional injury, or simply as an injury. Under the
Goodhart theory, therefore, Donoghue could stand for a number of rules, con-
structed from permutations of the material facts at various levels of generality —
for example, for the rule that if a manufacturer of nationally distributed goods
that are intended for human consumption produces the goods in a negligent
manner, it is liable for resulting physical personal or emotional injury; or for the
rule that if a person working on goods for profit is negligent, he is liable for re-
sulting physical personal injury if he packaged the goods in such a way that the
defect was concealed.

Judge Cardozo’s famous opinion in MacPherson v. Buick Motor Co.%? pro-
vides a classic illustration of the way in which a precedent not only can be de-
scribed to stand for more than one rule, but can be completely transformed to
stand for a rule different than the rule the precedent stated. MacPherson grew out
of injuries suffered by the plaintiff as a result of the sudden collapse of a new
Buick the plaintiff had purchased from a dealer. One of the car’s wheels had
been made of defective wood, and the car had collapsed because the spokes of
the wheel had crumbled into fragments. MacPherson sued Buick. Buick had not
made the wheel, but instead had purchased it from another manufacturer. There
was evidence, however, that reasonable inspection by Buick could have dis-
covered the defects in the wheel. MacPherson won a jury verdict against Buick,
and Buick appealed.

Prior to MacPherson, the rule stated by the New York cases was that a man-
ufacturer who negligently produced a defective product was liable only to its
immediate buyer, unless the product was of a kind that is “imminently” or “in-
herently” dangerous, like poison. In MacPherson, Cardozo effectively adopted
a straightforward negligence rule, under which the negligent manufacturer of
any defective product is liable to any person who would foreseeably be injured
as a result of the manufacturer’s negligence, whether or not that person was the
manufacturer’s immediate buyer. However, Cardozo did not formally overrule
the precedents. Instead, he transformed the old rule by a new construction of
the facts and results of the precedents, or more accurately of the facts and

22. MacPherson v. Buick Motor Co., 217 N.Y. 382, 111 N.E. 1050 (1916).
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results he chose to emphasize. By using this method, Cardozo was able to con-
struct a rule, based on the precedents, that was contrary to the rule that the
precedents stated. The transformation of precedents by utilizing their results
and facts rather than by applying the rule they stated, is accepted by the legal
system as an entirely legitimate technique and is by no means limited to
MacPherson.

Accordingly, a commentator who seeks to describe the content of an area
of common law must first determine which precedents will stand for the rules
they state, and which precedents stand for a rule based on the results and the
facts of the precedent. In the former case, he will then have to make the fur-
ther choice which statements in the precedent to emphasize and which to sup-
press or ignore. In the latter case, he will have to make the further choice which
facts to select and how to characterize the results. These determinations and
choices can not be made without a theory of substantive law, because seldom
will the precedents themselves dictate the way the determinations and choices
should be made.

What is true of common law areas is by and large true of statutory areas.
Statutory doctrines, like common law doctrines, will often be subject to un-
stated exceptions. (The most famous example is the slayer rule, under which
a murderer is not allowed to inherit from his victim even though the relevant
statute requires such inheritance.?3) Furthermore, statutes are no more self-
interpreting than decisions. Notwithstanding the posture of strict textualists,
statutory language always needs to be interpreted in light of its context, so that
we can only know what a statute means if we have a theory of statutory inter-
pretation.

In short, one who seeks even to describe the law must have a theory of sub-
stantive law by which to choose what as-yet-unarticulated exceptions should be
recognized, to chose between inconsistent authorities, and to choose what rule
any given authority establishes. I have already shown why such a theory can be
neither axiomatic nor deductive. What alternatives are left? One possibility would
be a theory that used some kind of mechanical algorithm to make the necessary
choices. That possibility is a mirage. Another possibility would be to describe law
on the basis of what can be predicted that judges would do. That alternative, how-
ever, would in turn require a theory of how to make such predictions.?*

23. See, for example, Riggs v. Palmer, 115 N.Y. 506, 22 N.E. 189 (1889).
24. A powerful but different kind of objection, famously made by H. L. A. Hart, is that the pre-
dictive account fails to come to grips with the internal aspect of law:

[I}f we look closely at the activity of the judge or official who punishes deviation from legal
rules (or those private persons who reprove or criticize deviations from non-legal rules), we see
that rules are involved in this activity in a way which this predictive account leaves quite un-
explained. For the judge, in punishing, takes the rule as his guide and the breach of the rule as
his reason and justification for punishing the offender. He does not look upon the rule as a state-
ment that he and others are likely to punish deviations, though a spectator might look upon the



The Theory of Contracts 221

Realistically, therefore, the choices involved in describing legal doctrine, at
least in common law areas like contracts, must be guided at least in part by ele-
ments other than doctrine; in particular, by normative elements. The critical
question then arises, must these normative elements be linked to existing insti-
tutional decisions, and if so, what should be the nature of that link?

One possible theory is that the normative elements employed in describing
law should be those that are explicitly or implicitly found in doctrine. Peter Ben-
son has developed just such a theory.?> However, just as contrasting doctrinal
rules can be found in the body of doctrine, so too can contrasting normative
ideas. For example, one of the basic normative ideas that Benson identifies in
contract doctrine is that contract law is strictly objective and therefore rejects a
purely subjective test of interpretation. In fact, however, American contract law
includes purely subjective tests of interpretation. For example, under American
contract law if the parties subjectively attach the same meaning to an expres-
sion, that meaning prevails even though it is unreasonable.?¢ Objective inter-
pretation comes into play only if the parties do not share the same subjective
interpretation ~ and even then, in certain kinds of cases one party’s subjective
interpretation may trump the other party’s objectively more reasonable inter-
pretation.?” Another basic normative idea that Benson finds in contract doctrine
is that when a contract is formed, each party has a legal right to possession of
the performance promised by the other.?® If that were the case, however, a party

rule in just this way. The predictive aspect of the rule (though real enough) is irrelevant to his
purposes, whereas its status as a guide and justification is essential. The same is true of informal
reproofs administered for the breach of non-legal rules. These too are not merely predictable
reactions to deviations, but something which existence of the rule guides and is held to justify.
So we say that we reprove or punish a man because he has broken the rule: and not merely that
is was probable that we would reprove or punish him.

H. L. A. Hart, The Concept of Law 10-11. For an expanded statement of the internal perspective,
see ibid. at 8-91 (2nd ed. 1994).

25. P. Benson, “The Idea of a Public Basis of Justification for Contract” (1995) 33 Osgoode Hall
L. J. 273 [hereinafter “Public Basis™].

26. Thus Restatement (Second) Contracts §201(1) provides that “[wlhere the parties have attached
the same meaning to a promise or agreement or a term thereof, it is interpreted in accordance
with that meaning.”

27. Thus under Restatement (Second) Contracts §201(2), if A and B attach different subjective
meanings, M and N, to an expression, and A knows that B attaches meaning N while B does not
know that A attaches meaning M, B’s subjective meaning will prevail over A’s even though A’s
meaning is more reasonable than B’s.

28. “Public Basis,” supra note 25, at 317, 319, 320-24. Still a third basic normative idea that Ben-
son finds in existing contract doctrine is that there can be no liability for nonfeasance. In fact,
however, contract law provides various examples of a duty to bestir oneself. For example, if
A stands by while B renders valuable services for A’s benefit, and A knows or should know that
B expects payment, A must bestir himself or pay for the value of the services, at least if be-
stirring himself imposes no great burden. See Day v. Caton, 119 Mass. 513 (1876); Restate-
ment (Second) of Contracts §69(a) and Comment b. Similarly, if A makes an offer to B that
has no fixed duration, B has no right to accept the offer after a reasonable time has elapsed.
Nevertheless, if B accepts the offer after a reasonable time has elapsed but within a time that
B may plausibly have believed to be reasonable, A must bestir himself to inform B that his
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to a contract would be entitled not merely to damages on breach, but to specific
performance — just as if A withholds possession of property that B has a right
to possess, B is entitled to an order of replevin, not merely damages. In contrast,
under the common law specific performance will not ordinarily be granted for
breach of contract.

In short, contrasting normative ideas can be found in contract law, depending
on how doctrine is described, what features are emphasized and what features are
subordinated, and how different features are ranked in importance. Contract-
law doctrine will not tell us how to make these choices. Interpretive theories
therefore need to employ normative criteria outside doctrinal materials, both to
determine the basic normative ideas of a doctrinal area and to rank those ideas.

A second type of interpretive theory, famously developed by Dworkin deals
with this problem. Dworkin’s theory is complex and has changed somewhat
over time, but it has always involved interpretations that satisfy some desig-
nated standard of fit with prior institutional decisions and that best justify those
decisions as a coherent whole in terms of political morality.

Insofar as Dworkin’s theory seeks a best justification in terms of political
morality, it has a very strong normative component. Even Dworkin’s theory,
however, is not a theory of the best content of law. Rather, it is a theory of ad-
judication, or perhaps more accurately, a theory for determining what the law is
from a judge’s perspective. Although normative considerations play a critical
role in Dworkin’s theory, they are limited to those considerations that will fairly
fit prior institutional decisions. This constraint is inappropriate in a theory of
the best content of the law, because such a theory should reflect all moral norms
and policies that are relevant and meritorious.?®

D. Normative Theories

Accordingly, interpretive theories are no more adequate as theories of the best
content of law than are axiomatic or deductive theories. Legal rules can ulti-
mately be justified only by social propositions, and a satisfactory theory of the
best content of law, or of any given area of law, like contracts, must be based
on all policies, moral norms, and empirical propositions that are relevant and
meritorious, not just moral values that are connected in some way to prior in-

acceptance arrived too late, or else will be contractually bound. See Phillips v. Moor, 71 Me.
78 (18970); Restatement (Second) of Contracts §70.

29. It is true that the mass of available institutional decisions might often allow a court to plausibly
adduce different norms to explain past decisions, and thereby gives the courts running room in
the selection of norms. However, if the process of adjudication is to have integrity under Dwor-
kin’s theory, a court cannot be free to begin with the universe of norms that are meritorious
and then look around for institutional decisions that support those norms. Rather, a court with
integrity is required to sincerely apply some designated standard of fit even if, as a result, the
court must exclude some meritorious norms in establishing the law.
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stitutional decisions, I will call theories of the best content of law that are based
on all relevant and meritorious social propositions normative theories. The bal-
ance of this paper will concern such theories.

Much of the recent work on normative theories of contract has involved met-
rical theories based on a single social value —in particular, either the moral value
of autonomy or the welfare value of enforcing revealed preferences. The for-
mer type of metrical theory is deontological; the latter, consequentialist, These
theories are normative rather than interpetive because the metrics on which the
theories turn are employed on the basis of their merit, not on the basis of their
connection with prior institutional decisions, although commentators utilizing
these theories often seek some legitimation in the theories’ explanatory power.

In Part III, I consider autonomy and revealed-preference theories and show
that they are inadequate to the task of producing the best content of contract
law, in large part because as a result of their metrical nature they exclude a rich
range of relevant and important values. In Part IV, I develop a generative theory
of contracts, which recognizes a wide range of values in determining the best
content of contract law.

III. Two Types of Single-Value Normative Theories

A. Autonomy Theories

Autonomy theories of contract are based on the concept that allowing an indi-
vidual to freely own and dispose of property and freely exercise his will to make
choices concerning his person, labor, and property is a value that is paramount
in the moral enterprise generally, paramount in the moral obligation to keep a
promise in particular, and, therefore, paramount in contract law. As stated by
Charles Fried in his book Contract As Promise,>°

... [T]he law of torts and the law of property recognize our rights as individuals in our
person, in our labor, and in some definite portion of the external world, while the law of
contracts facilitates our disposing of these rights on terms that seem best to us. . . . And
the will theory of contract, which sees contractual obligations as essentially self-imposed,
is a fair implication of liberal individualism. . . .

& %k %k

... [M]orality requires that we respect the person and property of others, leaving them
free to make their lives as we are left free to make ours. This is the liberal ideal. This is
the ideal that distinguishes between the good, which is the domain of aspiration, and the
right, which sets the terms and limits according to which we strive. . . .

30. C.Fried, Contract as Promise: A Theory of Contractual Obligation (Cambridge, MA: Harvard
University Press, 1981).
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Everything must be available to us, for who can deny the human will the title to ex-
pand even into the remotest corner of the universe.3!

Autonomy theories of contract, with their virtually sole focus on individual
freedom, the protection of property rights, and the will, are not coextensive with
more general moral theories of autonomy that stress the concern and respect
due to others as valued human beings, as opposed to only the respect due to oth-
ers’ free exercise of their wills. Essentially, autonomy theories of contract tend
to be strong theories of individual liberalism, will theories of contract, or both.32
As used in these theories, therefore, autonomy is essentially a synonym for in-
dividual freedom and will, and in the balance of this paper I will use the terms
autonomy and autonomy theories of contract in that way.

Fried’s book is the leading exemplar of an autonomy theory of contracts, and
an examination of Fried’s argument provides a useful way to consider autonomy
theories of contract in general. Fried begins with an inquiry into why there is a
moral obligation to keep a promise. He argues that this obligation cannot be
founded in act-utilitarianism, rule-utilitarianism, or the institution of promising,
but instead must be deontologically based. The deontological basis on which
Fried centers his theory is the moral value of the respect that is due to a promisor’s
autonomy:

... [R]espect for others as free and rational requires taking seriously their capacity to
determine their own values. . . . Others must respect our capacity as free and rational
persons to choose our own good, and that respect means allowing persons to take re-
sponsibility for the good they choose. And, of course, that choosing self is not an in-
stantaneous self but one extended in time, so that to respect those determinations of the
self is to respect their persistence over time. If we decline to take seriously the assump-
tion of an obligation because we do not take seriously the promisor’s prior conception
of the good that led him to assume it, to that extent we do not take him seriously as a
person. We infantilize him . . . .33

Fried then argues that autonomy theory shows that contract law is promise-
based, morality-based, and autonomy-based. “[S]ince a contract is first of all a
promise, a contract must be kept because a promise must be kept.”** “Since
contracts invoke and are invoked by promises, it is not surprising that the law
came to impose on the promises it recognized the same incidents as morality
demands.”> “The law of contracts . . . is a ramifying system of moral judgments
working out the entailments of a few primitive principles — primitive principles

31. Ibid. at 2, 7-8.

32. As stated by James Gordley in Contract Law in the Aristotelian Tradition, at p. 278 in this
book: “Most contemporary contracts theorists who write in the Kantian tradition. . . . do not
try to show that a free and rational being would regard certain rules as binding without regard
to any purpose that such a being wants to pursue. They are Kantians only in the sense that they
place freedom or reason at the apex of their theories.”

33. Fried, supra note 30 at 20-21.

34. Ibid. at 17. 35. Ibid. at 21.
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that determine the terms on which free men and women may stand apart from or
combine with each other. These are indeed the laws of freedom.”*¢

One of Fried’s central claims is that the autonomy theory of contract explains
the remedy of expectation damages, which Fried sees as a crucial element that
distinguishes contract law from other branches of law, such as torts. Under au-
tonomy theory, he says, promises should be enforced “as such” — that is, simply
because the promise was made, not because enforcement of promises will en-
hance social welfare. In contrast, the “reliance view” of contract, which Fried
views as a tort-based competitor of the autonomy theory of contract, does not
focus on the promisor’s autonomy. Rather, the reliance view focuses on an in-
jury suffered by the promisee, “and asks if the [promisor] is sufficiently respon-
sible for that injury that he should be made to pay compensation,”3” which may
be less than the promisee’s expectation. If, however, “a person is bound by his
promise and not by the harm the promisee may have suffered in reliance on it,
then what he is bound to do is just its performance 3%

Fried’s description of contract law as promise-based is important, but not
new.3° By the nature of the subject, with few exceptions contract law cannot get
off the ground unless a promise has been made.*® If Fried claimed that every
element of contract law is promise-based, that would be new. However, Fried
does not make such a claim. On the contrary, a large part of his book concerns
issues of contract law that even in Fried’s view cannot be determined simply by
the parties’ promises, such as mistake or changed circumstances. The impor-
tance of Fried’s argument, therefore, lies not in his claim that contract law is
promise-based, but in his theory that contract law is based on, and in significant
part only on, the moral value of autonomy, which, when applicable, trumps all
other moral values.

This theory, and all autonomy theories of contract, suffers from four basic
overlapping defects: (1) An autonomy theory of contract is not a necessary pred-
icate of a promise-based contract law. (2) Autonomy theories of contract can-
not alone generate complete and desirable rule of contract law. (3) Although
respect for autonomy in its individual-freedom sense is an important moral
value, that value is too narrow to provide an exclusive basis for the morality of
promising and contract law. (4) Autonomy theories of contract are inconsistent

36. Ibid. at 132. 37. Ibid. at 4. 38. Ibid. at 19.

39. See, for example, M. A. Eisenberg, “Donative Promises” (1979) 47 U. Chic. L. Rev. 1 (“The
law of contract is for the most part the law of promises.”) [hereinafter “Donative Promises”].

40. Authors of some theories of contract law, such as relational theory, sometimes say that contract
law is not or should not be promise-based. Often these statements mean only that important parts
of contractual relationships and contract law are or should be based on elements other than the
parties’ promises — not that contract law is applicable even to parties who have not initially
established a relationship based on explicit or implicit promises. When these statements mean
more than that, they are wrong. Relationships and obligations may be based on elements other
than promises, like custom and status, but the law dealing with relationships and obligations
of that kind is and should be developed separately from the law dealing with promise-based
relationships.
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with basic principles of contract interpretation and cannot alone support the en-
forceability of promises.

I will address these issues in turn.

1. An autonomy theory of contract is not a necessary predicate of a prom-
ise-based contract law. Autonomy theories of contract argue that the law of
contracts can be promise-based and morality-based only if it is grounded in
a moral obligation that arises as a result of the promisor’s exercise of his will.
But it can be argued just as persuasively that the moral obligation to keep a
promise is based not on the promisor’s will, but on the legitimate expectation
that the objective meaning of the promisor’s expression arouses in the promisee.
Accordingly, a promise-based and morality-based contract law need not be
grounded in respecting the promisor’s will, but can instead be grounded in re-
specting the promisee’s expectation.*!

There are at least two reasons why a lawmaker could adopt a rule that prom-
ises are legally enforceable on moral grounds even if the lawmaker was uncon-
vinced by the autonomy argument. To begin with, there are varying critical ac-
counts of the moral obligation to keep a promise, many or most of which claim
that all competing accounts are unsatisfactory. A lawmaker who agreed with all
those claims might nevertheless want to impose a legal obligation to keep prom-
ises, or at least certain kinds of promises even though he has not been convinced
by any of the competing accounts. For example, such a lawmaker might want to
impose a legal obligation to keep promises, or at least certain kinds of promises,
because such an obligation will promote the general welfare. Indeed, Fried con-
cedes that although rule-utilitarianism may not support the moral obligation to
keep a promise, it can morally justify legislation to make promises enforceable:

41. Consider, in this connection, the following comment by George Fletcher on Kant’s view of the
law and morality of contract:

No particular individual has a right that I act out of duty. Of course, one might speak loosely
of the right of humanity that I act morally. But rights characteristically have a differentiating
function. The holder of the right distinguishes himself from those who do not have the per-
formance coming to them. Rights in this sense do not exist in Kant’s moral theory.

It is tempting to take [the] moral duty [to keep one’s promises] as the foundation of the le-
gal institution of contracting. After all, what is a contract but two reciprocal promises? Kant
attributes this view to Mendelssohn and squarely rejects it. His reasoning is important. In a con-
tractual relationship, each side acquires control over the choices . . . of the other. Each suffers
a restraint on his freedom by placing his capacity to act in the power of the other. Each vests
the other with a right to compel his performance. . . .

In the analysis of promising, the relevant perspective is the internal consistency of the
promisor’s willing; in contracting under law, the focus shifts to the right of the obligee to
control the choices of the obligor. The different outcomes under the moral and legal theory
highlight divergent concerns: the former with the promisor’s internal struggle and the latter with
the program of power and control between two distinct individuals.

G. Fletcher, “Law and Morality: A Kantian Perspective” (1987) 87 Colum. L. Rev. 533 at
545, 547.
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There is . . . a version of rule utilitarianism that makes a great deal of sense. In this ver-
sion the utilitarian does not instruct us what our individual moral obligations are but
rather instructs legislators what the best rules are. If legislation is our focus, then the
contradictions of rule-utilitarianism do not arise, since we are instructing those whose
decisions can only take the form of issuing rules. From that perspective there is obvious
utility to rules establishing and enforcing promissory obligations.*?

Fried explains this concession on the ground that “Since I am concerned [in
this part of my argument] with the question of individual obligation, that is,
moral obligation, this legislative perspective on the argument is not available to
me.” That explanation, however, loses its force the moment Fried turns to con-
tract law, which does involve a legislative perspective.

Alternatively, a lawmaker who is unconvinced by any of the critical accounts
of the moral obligation to keep a promise might nevertheless conclude that
promises should be enforced as a matter of social morality, and that in the area of
contracts, as a matter of critical morality, the law should follow social morality so
as to protect reasonable expectations. For either of these reasons, a lawmaker
could adopt a promise-based contract law on principled grounds without sub-
scribing to an autonomy theory of contract.

2. Autonomy theories of contract cannot alone generate complete and de-
sirable rules of contract law. The legal rules in many areas of contract law can
be superseded by agreement. For example, contracting parties can, within cer-
tain limits, change the remedies for breach of their contract and define the
kinds of changed circumstances that will constitute an excuse for nonperfor-
mance. To the extent that contracting parties can supersede contract-law rules,
contract law does indeed respect party autonomy. However, autonomy theo-
ries of contract cannot determine the content of the rules in these areas, be-
cause those rules must be based on something more than the parties’ actual
choices.*? Of course, a lawmaker who makes a default rule may be deemed to
be attentive to party choice in the sense that he seeks to make the rule that the
parties would have agreed to if they had addressed the issue. Nevertheless, the
rule will typically be one that is not actually chosen by the parties (except in
the case, probably atypical, in which both parties know the default rule, both
agree to it, and both agree to make no provision in the contract on the issue the
rule covers).

In other areas of contract law, contract disputes arise only because the prom-
ise has run out — because, for example, the parties have left a gap, or made their
contract under a mistake, or did not foresee a certain kind of event that eventu-
ally occurred and drastically affected the contract. Here again, and for the same

42. Fried, supra note 30 at 16. Ibid. at 46.
43. R.Craswell, “Contract Law, Default Rules, and The Philosophy of Promising” (1989) 88 Mich.
L. Rev. 489.
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reason, autonomy theory, taken alone, will often leave us in the dark. (Fried does
not dispute this point. Indeed, he explicitly adopts it, and more than half his book
is concerned with areas of contract law that fall into this category.)

Even in those areas in which autonomy theories could determine the content
of contract-law rules, such theories are too impoverished to alone generate
desirable rules of contract law.

To begin with, autonomy theories improperly exclude, as the basis of contract
law, all values except moral values. So, for example, Fried claims that “[t]he law
of contracts . . . is a ramifying system of moral judgments.”** However, law gen-
erally, and contract law in particular, should be based not only on moral norms,
but on considerations of policy, that is, considerations of public welfare.

That policies, like moral norms, should figure in contract-law rules is not
surprising. If l]awmakers are to establish rules to govern social conduct, it is
desirable for them to consider whether those rules will be conducive to the
general social welfare. Moreover, the relationship between morality and policy
is itself disputed. Many believe that rightness reasons ultimately depend on
general-welfare considerations. Even those who deny that dependence would
usually agree that in judging whether conduct is right or wrong, it is relevant
whether the conduct is conducive to the general social welfare.

The limits of a theory that refuses to take policies into account are well illus-
trated by simple donative promise — that is, donative promises unaccompanied
by some special element like reliance. Under an autonomy theory that is wholly
based on the exercise of will in making a promise, all promises, including simple
donative promises, should be enforceable. Fried takes this position, as he must:
There are no grounds, he says, for not enforcing such promises.*

In fact, simple donative promises are generally unenforceable under West-
ern law. That Western law takes this position does not in itself show that au-
tonomy theory is wrong. What is important is that there are a number of good
reasons for this position. One of these reasons is that simple donative prom-
ises raise serious evidentiary problems, because given the spontaneity with
which such promises are often made, a perjurious claim that such a promise was
made may be found credible by a jury despite the absence of corroborating ev-
idence. As a result, in this area the moral norm of keeping promises collides
with the policy value of preventing fraud. Enforcing simple affective dona-
tive promises would also conflict with the policy of generally leaving affective
issues within the private domain.

Contract remedies also illustrate why contract law must take policy proposi-
tions into account. Fried claims that the autonomy theory of contracts explains
contract remedies. He correctly points out that the basic remedy for breach of
contract is expectation damages. This remedy is explained by autonomy theory,

44. Fried, supra note 30 at 132.
45. Fried, supra note 30 at 37.
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he says, because under autonomy theory a promise must be enforced “as such.”
But Fried has the matter upside down. Enforcing a promise “as such” would re-
quire that the promisor be ordered to perform, not that he be ordered to pay
monetary compensation. As Scanlon points out:

If one fails to fulfill a promise, one should compensate the promisee if one can, but the
obligation one undertakes when one makes a promise is an obligation to do the thing
promised, not simply to do it or compensate the promisee accordingly. . . . The central
concern of the morality of promises is therefore with the obligation to perform; the idea
of compensation is of at most secondary interest.*

In contrast, the basic rule of the common law is that compensation is the or-
dinary remedy for breach of contract, and the courts will order performance
only in exceptional cases. The reason why contract remedies do not reflect au-
tonomy theory is that autonomy theory takes no account of policy values, and
a rule requiring specific performance of all promises, or even of all enforceable
promises, would conflict with important policy values, such as the policy in fa-
vor of mitigation of damages. Therefore, far from supporting autonomy theory,
as Fried claims, the law of contract remedies further illustrates the impoverished
nature of that theory.

3. Although respect for autonomy in its individual-freedom sense is an im-
portant moral value, that value is too narrow to provide an exclusive basis for
the morality of promising and contract law. Autonomy theories are also too
morally impoverished to alone generate desirable rules of contract law. For au-
tonomy theorists like Fried, autonomy in the sense of individual freedom is a
trumping moral value. When the freedom card is played, no room is left for other
values, because “respect [for] the persons and property of others. . . . is the ideal
that distinguishes between the good, which is the domain of aspiration, and the
right. . . ”#7 But this is t00 narrow a view of the morality of promising and con-
tract. The moral obligations owed to others, and contract law, both should and
do include due concern and respect for interests other than property and the phys-
ical person. Many examples could be adduced. I will give just two. One involves
moral reasons why simple donative promises should not be enforceable; the
other concerns promises that morally should not have been sought.

(a) The morality of virtue; donative promises. Under the limited morality
of autonomy theories of contract, simple donative promises should be en-
forceable. In fact, the almost universal rule in Western law is that they are un-
enforceable. This rule is supported not only by reasons of policy but also by
reasons of morality.

One of these reasons concerns the impact that enforceability would have on
the moral values of gifting. The world of contract is a market world, largely

46. Scanlon, Promises and Contracts, this book, at p. 92.
47. Fried, supra note 30 at 7-8.
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driven by relatively impersonal considerations, and focused on commodities
and prices. In contrast, much of the world of gift is driven by affective consid-
erations like love, affection, friendship, gratitude, and comradeship. That world
would be morally impoverished if it were to be collapsed into the world of con-
tract. Making simple affective donative promises enforceable would have the
effect of commodifying the gift relationship. Legal enforcement of such prom-
ises would move the gifted commodity, rather than the affective relationship,
to the forefront and would submerge the affective relationship that a gift is in-
tended to totemize. Simple donative promises would be degraded into bills of
exchange, and the gifts made to perform such promises would be degraded into
redemptions of the bills. It would never be clear to the promisee, or even the
promisor, whether a donative promise that was made in an affective spirit of love,
friendship, affection, gratitude, or comradeship, was also performed for those
reasons, or instead was performed to discharge a legal obligation or avoid a
lawsuit. Affective moral values are too important to be trumped by the value of
autonomy, and would be undermined if the enforcement of simple affective
donative promises was mandated by law.

There is another moral reason for not enforcing simple donative promises.
The argument for making who simple donative promises enforceable usually
focuses only on the moral obligations of the promisor. However, just as a
donative promisor has moral obligations, so too may a donative promisee. Sup-
pose, for example, that A, who has made an affective donative promise to B upon
which B has not yet relied, does not want to perform. Perhaps A has a reason
that is important to him but does not constitute an objectively satisfactory ex-
cuse. Perhaps A has simply changed his mind. It may be morally wrong for A
to break his promise, but also morally wrong for B to insist on performance, be-
cause where a simple donative promise is made for affective reasons, virtue re-
quires the promisee to generously release a repenting promisor.

An article by Andrew Kull, Reconsidering Gratuitous Promises,*® is instruc-
tive in this regard. Kull argues that simple donative promises should be enforce-
able, but also concludes that if, say, Uncle has made a donative promise to
Nephew and later changes his mind, it might well be “unthinkable” for Nephew
to sue Uncle.*® But if suit to enforce a donative promise made for affective rea-
sons is unthinkable, how can the enforceability of such promises be desirable?
The unenforceability rule prevents the unthinkable from occurring, by captur-
ing, as the value of autonomy does not, the promisee’s obligation to release a
repenting promisor from a simple affective donative promise.

(b) The morality of what we owe others; promises that morally should not
have been sought.>® Another important type of case in which moral values play
a crucial role in determining the enforceability of promises involves bargains be-

48. A. Kull, “Reconsidering Donative Promises” (1992) 21 J. Leg. Stud. 39.

49. Ibid. at 63.

50. Portions of the analysis in this section draw heavily on Michael J. Trebilcock’s brilliant book,
The Limits of Freedom of Contract (Cambridge, MA: Harvard University Press, 1993) at 78-91.
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tween two actors, A and B, in which it was morally improper for B to have sought
the promise that A made, although the bargain is not illegal and A is better off,
by his own assessment of his welfare, than he would have been if he had not
encountered B.

Take the following example:

The Desperate Traveler. A, a symphony musician, has been driving through the
Arizona desert on a recreational trip, when he suddenly hits a rock jutting out
from the sand. A’s vehicle is disabled and his ankle is fractured. He has no ra-
dio and little water, and will die if he is not soon rescued. The next day, B, a
university geologist who is inspecting desert rock formations, adventitiously
passes within sight of the accident and drives over to investigate. A explains the
situation and asks B to take him back to Tucson, which is sixty miles away. B
replies that he will help only if A promises to pay him two-thirds of his wealth
or $500,000, whichever is more. A agrees, but after they return to Tucson he
refuses to keep his promise, and B brings an action to enforce it.

Autonomy theories of contract have only limited tools at their disposal to
deal with such cases. Sometimes they try to deal with such cases through the
concepts of duress or coercion. These are concepts with which autonomy the-
ories are comfortable, because a promise that is coerced or made under duress
is not a result of an autonomous choice. However, these concepts both turn on
whether the promisee has made wrongful threats or exerted wrongful pressure.
Determining whether a threat or pressure is wrongful requires some moral scale
other than autonomy in the sense of individual freedom; otherwise, the concepts
of coercion and duress would add nothing to the concept of autonomy. In a case
like The Desperate Traveler, however, if B acted wrongfully in seeking A’s prom-
ise, that is not because B’s offer interfered with A’s autonomy, or because A had
no effective choice, but because the terms of the bargain violated the moral
norm that one person should not exploit the life-threatening situation of another
by exacting undue compensation for rescue. If B had set a fair price — for ex-
ample, a price related to his time, trouble, and expenses for losing a day in the
field and making a 120-mile round-trip to Tucson and back — B should recover
even though A had no effective choice whether to accept it.>1

The relevance of moral norms concerning what we owe others is not con-
fined to cases of life and death. Take, for example, the following cases, set out
by Michael Trebilcock:

... The chairman of a university department offers a permanent academic position to a
mediocre young female research assistant on condition that she sleep with him. An em-
ployer offers a job to a destitute woman on condition that she sleep with him . . . .>2

51. This is the position taken by admiralty law. Under that body of law a contact to salvage a vessel
in distress is enforceable, but only to the extent that the price is fair.
52. Trebilcock, supra note 50, at 90.
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In these cases too the women’s promises — the promises of sex — should be un-
enforceable; not, or not only, because the research assistant or the destitute
woman lacked autonomy or were put under duress, but because by seeking the
promises of sex the employers treated the women as means to the end of sex-
ual gratification, rather than as ends in themselves, and thereby improperly vi-
olated the women’s dignity and self-respect.>3

Moral norms that concern dignity and self-respect have a wide-ranging ap-
plication in law. For example, they help account, at least in part, for the legal rules
that prohibit selling children, sex, or body parts. Admittedly these prohibitions,
and others like them, are contestable, in part just because they limit autonomy
and in part because some believe that the social institutions to which these pro-
hibitions lead may have less desirable welfare implications than the institutions
that would be created in the absence of the prohibitions. The issue here, how-
ever, is not whether any given prohibition of this kind is, in the end, desirable
or undesirable. Rather, the issue is that in considering whether a bargain should
be enforceable, it morally counts against enforceability, in a way freedom val-
ues cannot explain, that the bargain would violate the moral obligation to have
concern and respect for the dignity and self-respect of others.

Fried distinguishes, in this regard, between what he calls the good and the
right. The good, he says, is merely aspirational. The right, which is a moral duty,
consists of leaving others “free to make their lives as we are left free to make
ours.”>* This conception of moral duties is too narrow, because the interests of
others may make legitimate moral claims. On the assumption that the women
in both cases would not otherwise have been offered jobs by the employers, in
some sense the employers left the women free to make their lives; indeed, in some
sense they added one more choice to the women’s lives. But offers that add
choices like those the employers gave the women violate the good, and prom-
ises made in response to such offers that violate the good in this way should not
be enforceable.

4. Autonomy theories of contract are inconsistent with basic principles of
contract interpretation, and cannot alone support the enforceability of prom-
ises. 1have shown that an autonomy theory of contract is not a necessary predi-
cate of a promise-based contract law; that autonomy theories of contract cannot
alone generate complete and desirable rules of contract law; and that respect for
autonomy in its individual-freedom sense is too narrow to provide an exclusive
basis for the morality of promising and contract law. In addition, autonomy the-
ories of contract are inconsistent with basic principles of contract interpreta-
tion, and cannot alone support the enforceability of promises.

53. See ibid. at 91. Here again, there may be a divergence here between autonomy theories of
contract and Kantian or post-Kantian autonomy theories of morality. The analysis in the text
takes issue with the former kind of theories but not necessarily the latter.

54, Fried, supra note 30, at7.
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(a) Autonomy theories of contract are inconsistent with the basic princi-
ples of interpretation. A basic and normatively justified principle of contract
law is that if two parties subjectively attach different subjective meanings to
an expression, one meaning is more reasonable than the other, and neither
party knows the meaning attached by the other, the more reasonable meaning
prevails.>> Under this principle, an actor may be liable for breach of contract
even though he did not choose - did not exercise his will — to make a prom-
ise. Specifically, an actor will be liable if he used an expression that he sub-
jectively believed was not a promise but that the addressee reasonably under-
stood to be a promise. The basic principles of interpretation therefore present
a fundamental dilemma for an autonomy theory that is wholly based upon the
subjective exercise of the will in making a promise. The proponent of such a
theory must either (i) stick with the theory, and conclude that the basic prin-
ciples of interpretation are wrong and that subjective interpretation should al-
ways prevail — an unappetizing choice as a matter of either morals or policy;
or (ii) give up the theory.

Fried never really confronts this dilemma. One autonomy theorist, Randy
Barnett, has sought to avoid the dilemma by simultaneously arguing for objec-
tive interpretation and what he calls a consent theory of contracts.>® Barnett’s
usage, however, varies from the normal meaning of consent. Consent is a sub-
jective, not an objective, concept. When we say that a person has consented to
something, we do not mean that he gave the appearance of consenting; we mean
he actually consented. Barnett’s theory therefore does not resolve the dilemma
any more than does Fried’s, because his “consent” theory does not require actual
consent, or more accurately, requires no consent al all.

(b) Autonomy theories of contract cannot support the enforceability of
promises. Autonomy theories of contract are built on respect for choice. In
contrast, contract law coerces actors who choose not to perform. It is true that
contract law only coerces an actor to hold to a choice that he did make at one
time; but this is a choice the actor no longer stands by. If he did, there would be
no need to invoke the machinery of the state. There may be good reasons why
the state should coerce a party to hold to his earlier choice despite the fact that
he now autonomously rejects that choice, but those reasons cannot be found
in the idea of respect for autonomy. Nothing in autonomy theory compels fa-
voring earlier choices over later choices, and coercing a contracting party to take
an action he now autonomously declines to take.>” In short, the autonomy the-
ory of contract does not support the legal enforcement of promises against the
promisor’s will.

55. See text at note 7-8, supra.

56. R. Barnett, “A Consent Theory of Contracts” (1986) 86 Colum. L. Rev. 269.

57. See P. Benson, “Abstract Right and the Possibility of a Nondistributive Conception of Con-
tract: Hegel and Contemporary Contract Theory” (1989) 10 Cardozo L. Rev. 1077 at 1115
[hereinafter “Abstract Right”].
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Perhaps for this reason, Fried adds a second string to his bow. Promises should
be enforceable, he says, not only out of respect for the promisor’s autonomy,
but also out of respect for the promisee’s trust in the promise:

The obligation to keep a promise is grounded not in arguments of utility but in respect
for individual autonomy and in trust. .. .58

[A] promise-breaker [uses] another person. In . . . promising there is an invitation to
the other to trust, to make himself vulnerable; . . . the promise-breaker then abuse(s] that
trust.>?

But this promisee- and trust-based explanation of the moral obligation to keep
a promise makes Fried’s promisor- and autonomy-based explanation unneces-
sary. Furthermore, once the spotlight is shifted to protection of the promisee, the
inquiry should not be confined to respect for the promisee’s trust. Rather, the is-
sue should be what respect does a promisor owe to a promisee generally, and how
should that respect be shown. There is no reason to conclude that the only moral
way in which a promisor can show respect for a promisee is by performing his
promise. Indeed, Fried himself strenuously asserts that a promisor is not morally
obliged to perform the promise; that payment of cash compensation suffices.

Furthermore, as Benson points out, a promisor may show his respect for the
promisee in other ways than either performing or paying compensation:

[T]he conclusion that a given breach constitutes an abuse of trust will [often] be far from
evident. We will want to consider a number of diverse and potentially conflicting fac-
tors, such as the promisor’s motives for breaching, whether in reaching the decision to
breach, the promisor gave appropriate weight to the promisee’s interests, whether the
promisor tried his or her best to perform in the circumstances, whether the promisor was
willing to compensate the promisee for reasonable reliance losses, whether the promisor
apologized for the breach or sought to justify it in some way, and so on.%°

Recall the case of the donative promise. Suppose that Uncle A has promised
to make a gift of money to Nephew B at a certain time in the future. A now ap-
proaches B and explains that his life circumstances have changed — perhaps he
has unexpectedly married late in life — and he believes that the performance of
his promise would no longer be appropriate. A asks B’s forgiveness and offers
to compensate B for any injury B has suffered in reliance on the promise. Has
not A treated B with due respect?

Moreover, respect is a two-way, not a one-way, street. For example, suppose
that in the last hypothetical, B, although he does not especially need the money,
rejects A’s overtures and insists on payment. Who is treating whom with a lack
of due respect? Or suppose that a singer who has contracted to sing a tiny role

58. Fried, supra note 30, at 17. (Emphasis added.)
59. Ibid. at 16. (Emphasis added.)
60. See “Public Basis,” supra note 25 at 291-292.
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in a regional opera is offered an unparalleled opportunity to sing a lead at the
Met on a conflicting date. The singer explains his thrilling good fortune to the
regional opera, offers to pay its expenses in finding a replacement, sincerely
apologizes for any inconvenience that will be caused, and asks for a release.
Has not the singer treated the regional opera company with due respect? Would
the opera company treat the singer with due respect if it declined to release him?

Similar cases can arise in pure commercial contexts, as where C makes a com-
mercial contract with D, suffers reverses that would make performance excep-
tionally burdensome, and tells D, with sincere apologies, that performance is no
longer economically viable for him but that he will reimburse D for any out-of-
pocket or opportunity costs that D may have suffered in reliance on the contract.

However cases like these should be morally resolved, they cannot be morally
resolved simply in terms of respect for the promisor’s free will or abuse of the
promisee’s trust. In the context of promising, mutual respect transcends both
autonomy in the sense of individual freedom and an exclusive focus on the
promisee’s trust.

B. Revealed-Preference Theories

Autonomy theories of contract are based on the moral value of respect for
choice. Another class of single-value theories of contract is also based on re-
spect for individual choices as expressed in promises. Under this class of theo-
ries, however, choice is respected not for moral reasons, but because it will
lead to Pareto or Kaldor-Hicks efficiency by giving effect to private prefer-
ences. (A transaction or an institutional decision is Pareto efficient if it makes
someone better off while making no one worse off. An institutional decision is
Kaldor-Hicks efficient if the gains to those who win as a result of the decision
are sufficient so that if the winners chose to pay the losers enough to make the
losers indifferent to the decision, the winners would still have gains left over.)
I will refer to such theories as revealed-preference theories.! Just as autonomy
theories of contract eschew welfare values, so revealed-preference theories of
contract eschew moral values. Unlike autonomy theories of contract, which
have been explicitly worked out by commentators like Fried and Barnett, re-
vealed-preference theories of contract tend to be implicit as theories of contract

61. 1use this terminology because it is conventional, but it is somewhat misleading. The term “re-
vealed preferences” implies that the preferences that an actor objectively expresses — “reveals” —
are his actual preferences. In fact, however, an actor’s objectively expressed preferences may
differ from his actual preferences. For one thing, the objective meaning of an actor’s expres-
sions may not correspond to the subjective meaning he attaches to those expressions. More fun-
damentally, as Robert Cooter has pointed out, “the inference from choices to preferences . . .
seems [both} inevitable and imperfect. The preferences of others are neither opaque nor trans-
parent to us. Rather, choices reveal preferences imperfectly. . . .’ R. Cooter, Do Good Laws
Make Good Citizens? An Economic Analysis of Internalizing Legal Values, U.C. Berkeley Law
Economics Working Paper 2000-8 at 23 (2000).
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law generally, although they are often relatively explicit in the analysis of indi-
vidual contract issues.

Revealed-preference theories are essentially applications of normative or
welfare economics to contract law. The role of welfare economics in a theory
of contracts must be distinguished from the role of positive economic analysis.
Positive economic analysis does not, in principle, take a normative position.
Rather, it instructs us about some likely consequences of adopting a given rule
in terms of the incentives and disincentives the rule will provide, and the prob-
able effects of these incentives and disincentives. Positive economic analysis
is therefore consistent with, and indeed an important tool for, any theory of
contracts that allows empirical propositions to mediate from policies and moral
norms to doctrines.

In contrast, welfare economics does take a normative position, as follows:
Respect for the preferences expressed in private decisionmaking will have the
effect of making people better off, under their own view of better off, and will
therefore lead to Pareto efficiency, Kaldor-Hicks efficiency, or both. In contrast,
collective decisionmaking, expressed in the decisions of public institutions, is
unlikely to have that effect, at least in the absence of significant market failures.

In its strongest formulation, welfare economics is viewed as a demand of
justice. So, for example, Alan Schwartz has written that one aspect of justice
“basically holds that just outcomes arise when people are permitted to do the
best they can, under the circumstances. This is because, the theory goes, people
are the best judges of what maximizes their own utility; hence, allowing them
to make unrestrained choices is most likely to maximize utility for the individ-
ual and society as a whole.”?

Welfare economics leads naturally to the following theory of contracts: In
the absence of a defect in consent, contracts are Pareto efficient, because if
both parties did not believe the contract made them better off they would not
have made it. The role of contract law, therefore, should be to facilitate mak-
ing contracts and, in the absence of defects in consent, to enforce contracts
as made.

Autonomy theories are deontological theories based on the moral value of
respect for choice. Revealed-preference theories are consequentialist theories
based on the social-welfare value of respect for choice. The differences in the
grounding of these two kinds of theories should not conceal that both theories
are single-value theories based on respect for choice. For that reason, the ob-
jections to autonomy theories of contract are largely applicable to revealed-
preference theories of contract as well. Since I have already discussed those

62. A.Schwartz, “Justice and the Law of Contracts: A Case for the Traditional Approach” (1986)
9 Harv. J. L. & Pub. Pol. 107 at 107. A second aspect of justice that Schwartz identifies is jus-
tice as fair distribution. *“This principle holds that the state has an obligation to insure that the
circumstances in which people are trying to do the best they can are not terribly unfair to them.”
Ibid. at 107.
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objections in the former context, [ will generally limit the discussion in this sec-
tion to some nuances those objections take on when applied in the latter context.

1. Revealed-preference theories cannot alone generate complete rules of con-
tract law. Revealed-preference theories, like autonomy theories, cannot alone
generate complete rules of contract law. Take, for example, those rules of con-
tract law that can be superseded by agreement. Rules that can be superseded by
agreement are often referred to as default rules, on analogy to standard settings
of computer programs that can be altered by a user to fit his individual needs,
like margin settings and line spacings. This terminology is inapt. Unlike stan-
dard margins and line spacings, legal rules guide behavior, create rights, and may
result in substantial liability, even if they can be superseded by agreement. Fur-
thermore, rules that can be superseded by agreement in theory are often not easy
to supersede in practice. For one thing, superseding them often involves sig-
nificant costs. For another, most people probably do not know contract law and
therefore will end up bound by rules that can be superseded simply because they
do not know that it is in their interest to supersede the rules.%* Analogizing le-
gal rules that can be superseded to margin settings and line spacings therefore
conceals more than it reveals. Legal rules that can be superseded by agreement
might better be characterized as defeasible, in the sense that they regulate the
rights of the contracting parties unless and until they are validly superseded.

To the extent that contract-law rules are defeasible, contract law reflects the
value of private choice, and therefore the welfare principle reflected in actual-
preference theories. But revealed-preference theories do not tell us much about
the content that defeasible rules — default rules — should have. Many commen-
tators have advanced, as an algorithm for establishing the content of default
rules, that such rules should have the content that the parties would have agreed
upon if they had addressed the relevant issue. Some of these commentators at-
tempt to shoehorn default rules established under this algorithm into revealed
preference theories by arguing that default rules involve hypothetical consent,
are contractual, or both. This argument is specious. “Hypothetical consent” is an
oxymoron like “hypothetical pleasure.” If an actor actually consents, there is
consent. If an actor does not actually consent, there is no consent.

Nor are default rules contractual, in the sense that they are rules made by
contracting parties or based on the actual revealed preferences of parties to a
contract that is to be enforced. Instead they are rules that are applied only in the
absence of a contractual provision, and they may or may not be the rules that
the parties to a given contract would have agreed to if they had addressed the
relevant issue. No one can know what rule the parties to an actual contract, with
individual differences in bargaining power, information, risk-aversion, and the
like, would have agreed to. Furthermore, different legislators and judges will of-
ten have different views on what most parties would have agreed to if they had

63. See Section IV. B.2.a, below.
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addressed a certain kind of issue. Thus even under the what-the-parties-would-
have-agreed-to algorithm, the content of default rules is established not by con-
sent, and not by party agreement, but by collective action — by government deci-
sion. (This is even more obviously true of default rules established by other
algorithms, like rules that are designed to force the sharing of information.54)
In this regard, it is an open question, little attended to by default-rule theory,
what percentage of all relevant parties must be expected would agree to a pro-
posed rule under the what-the-parties-would-have-agreed-to algorithm. Must
the Jawmaker be confident that 100 percent of all relevant parties would have
agreed to a proposed default rule if they had considered the issue? If so, few de-
fault rules would be adopted. If less than 100 percent suffices, some parties will
necessarily be subject to a default although they would not have agreed to it
if they had addressed the issue. Assuming that result is acceptable, how low can
the percentage get? Does 75% suffice? Does 51% suffice? And how is it to be
determined what percentage suffices? Whatever the answer to these questions,
it is clear that we have moved away, and perhaps vanishingly far away, from en-
forcing the revealed preferences of the actual contracting parties.

2. Although respect for revealed preferences is an important policy value,
that value is inadequate to provide an exclusive basis for contract law. Respect
for revealed preferences is an important policy value, but there are strong rea-
sons why that value, taken alone, is inadequate to generate the best content of
contract law.

First, revealed-preference theories are impoverished even on the level of
social welfare, because they exclude other important policy values, such as the
value of keeping intimate and other affective relationships free from the intru-
sion of state power.

Second, revealed-preference theories improperly exclude moral norms,
other than the value of respect for revealed preferences, as elements in estab-
lishing the best rules of contract law.5> However, significant areas of contract law
do and should turn in part on moral norms — for example, what constitutes un-
fairness in the bargaining process or improper advantage-taking, and what kinds
of promises may be properly sought in bargained-for exchanges. Furthermore,
contract law is to a significant extent about the protection of reasonable expec-
tations, and moral norms are a good indicator of what reasonable expectations
are likely to arise out of contracting behavior.%¢ The exclusion of moral norms
from the determination of the best rules of contract law can therefore frustrate
the protection of reasonable expectations.

64. See 1. Ayres and R. Gertner, “Filling Gaps in Incomplete Contracts: An Economic Theory of
Default Rules” (1989) 99 Yale Law J. 87.

65. There is often a moral subtext of libertarianism to actual-preference theories, but the subtext
is just that, and in any event it does no different work in such theories than does the concept of
respecting revealed preferences.

66. Cf. M. Friedman, “The Social Responsibility of Business is to Increase its Profits,” N.Y. Times,
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Third, revealed-preference theories depend on the universal applicability of
a rational-actor model of human psychology. This model, however, has been
shown to be unrealistic and unpredicative over a significant range of behaviors.6”

3. Revealed-preference theories cannot alone support the enforceability of
contracts. Revealed-preference theories, like autonomy theories, are unable to
alone support the enforceability of promises, and for much the same reason.
The expressed preference of a promisor when he makes the contract is to keep
his promise. The expressed preference of the promisor when the contract is sought
to be enforced is to not keep his promise; otherwise, there would be no reason
for the promisee to seek legal enforcement. Nothing in revealed-preference
theory alone can tell us which of these two preferences the law should respect.
As Benson states in his essay-review of Trebilcock’s The Limits of Freedom of
Contract:

.. . A theory that purports to be a theory of contract must, at a minimum, be able to
explain why . . . priority should be given, at least in certain circumstances, to the initial
set of preferences. . . . Moreover, given that the object of such a theory is the law of
contract, a further essential requirement is that the theory explain how it can be legiti-
mate to exercise coercion against a party who fails to comply with the contract terms
even though these no longer represent his preferences. . . .

Why the first set of preferences should ever be given priority is by no means obvi-
ous. Viewed simply as expressions of preferences, there is no qualitative difference be-
tween the decision to contract and [the decision to not perform]. There is nothing in their
origin, formation, or felt significance which distinguishes them. Each is shaped by a
similar range of factors and each represents what a party wants at any given point in time.
The only difference between them is that one happens to come before the other. Given
this temporal sequence, the challenge to finding a basis for ascribing priority to the first
set of preferences is this: if the aim is just to ascertain preferences to and to ensure their
satisfaction (as with efficiency theories), the second set of preferences and not the first
should have precedence because it represents, so far as one can tell, a party’s actual pref-
erences — what he actually wants. The first set has been superseded and replaced by the
second.%®

And as Trebilcock shows, because of the problem of inconsistent preferences
over time, priority cannot be ascribed to the original preference (that is, the
promise) on Pareto-efficiency grounds.

... [E]x ante and ex post Paretian perspectives are likely to lead to very different wel-
fare inferences. From an ex ante perspective, if both parties to a contract at the time of
entering into the agreement feel that it will make them better off, then the fact that one

Sept. 13, 1970, 6 (magazine) at 32: “[A corporate executive’s] responsibility is to conduct the
business in accordance with [the shareholders’] desires, which generally will be to make as
much money as possible while conforming to the basic rules of the society, both those em-
bodied in law and those embodied in ethical custom.”

67. See Section IV.B.2.b, infra.

68. “Public Basis,” supra note 25 at 285, 286-287.
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or both of them are subsequently disappointed following the revelation of new infor-
mation about the contract subject matter should be irrelevant. However, from an ex post
perspective, if one or both parties, subsequent to entering into a contract, find that the
contract has made them worse off relative to their pre-interaction status, we would end
up excusing most contract breaches.%®

Trebilcock calls this problem the Paretian dilemma. Because of this dilemma,
he points out, the enforcement of contracts on efficiency grounds, as opposed to
moral grounds, can be supported, if at all, only under a Kaldor-Hicks efficiency
framework. But Kaldor-Hicks efficiency entails just the kind of collective de-
cisions that revealed-preference theories purport to eschew:

If one moves from a Paretian efficiency framework to a Kaldor-Hicks efficiency frame-
work . . . to better address these dilemmas raised by the Paretian framework, a new set
of difficulties has to be confronted. In designing a set of legal rules to structure and con-
strain the contracting process in order to promote Kaldor-Hicks efficiency . . . the strong
welfare claim made on behalf of the private ordering process has been largely aban-
doned. That is, the argument that we can more confidently infer positive welfare effects
from voluntary and informed transactions or exchanges between individuals than from
collective resource allocation decisions or regimes to which all affected parties have not
unanimously consented is not central to Kaldor-Hicks efficiency. . . .70

In short, insofar as the enforceability of a given class of promises, such as
bargain or commercial promises, is supported by a welfare reason, the reason
can only be a collective decision that the general social good is furthered by
making the class of promise enforceable. That collective decision is not based
solely on deference to revealed preferences, although the fact that enforceability
is tied to preferences that a promisor once expressed is relevant in determining
the general social good.

IV. A Multivalue Theory of Contracts

In Part II1, T analyzed the two most prominent metric, single-value theories of
contract and showed that those theories cannot alone generate complete and
desirable rules of contract law. It is a reasonable conjecture that any metric,
single-value theory would suffer from the same problems. The attractions of
single-value theories are obvious. Because they are metric theories, they appear
capable of producing determinate results, and because they are single-value
theories, they appear to avoid the dissonance caused by conflicting values and
the difficulties produced if conflicting values need to be accommodated. These
advantages, however, are apparent, not real. Part of the human moral condition
is that we hold many proper values, some of which will conflict in given cases,
and part of the human social condition is that many values are relevant to the

69. Trebilcock, supra note 50, at 244.
70. Ibid. at 245.
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creation of a good world, some of which will conflict in given cases. Contract
law cannot escape these moral and social conditions. In contract law, as in life,
all meritorious values must be taken into account, even if those values may some-
times conflict, and even at the expense of determinacy. Single-value, metric
theories of the best content of law must inevitably fail precisely because they
deny the complexity of life.

Accordingly, the theory of contracts — the principle that tells us how to make
the best possible rules of contract law — must accommodate multiple values, and
therefore must be a generative rather than a metric theory. In this Part, I develop
such a theory, which I call the basic contracts principle. The basic contracts
principle has two branches. The first branch describes the content that contract
law should have, while the second describes the manner in which that content
should be determined. The two branches are related, because what the content
of a rule should be depends in part on how that content should be determined.
The principle is as follows:

1. If but only if appropriate conditions are satisfied, and subject to appropriate
constraints, the law should effectuate the objectives of parties to a promissory
transaction.

2. The rules that determine the conditions to and the constraints on the legal
effectuation of the objectives of parties to promissory transactions, and the
way in which those objectives are ascertained, should consist of those rules
that would be made by a non-self-seeking and fully informed legislator who
seeks to make the best possible rules of contract law by taking into account
all relevant moral, policy, and empirical propositions (the Legislator). When
more than one such proposition is relevant, the Legislator should exercise
good judgment to give each moral, policy, and empirical proposition proper
weight, and to either subordinate some propositions to others, or craft a rule
that is the best vector of the propositions, considering their relative weights
and the extent to which an accommodation can be fashioned that reflects
those relative weights to the fullest practicable extent.

The Legislator, rather than the judge, plays the central role in the basic con-
tracts principle because a legislator, unlike a judge, is free from an obligation
to following existing doctrine. Because the Legislator is not bound by existing
doctrinal propositions, but instead is an author of such propositions and can
re-author them at any time, his only concern is that doctrinal propositions prop- -
erly reflect social propositions. Of course, the Legislator will want doctrinal
propositions to be internally consistent, but for reasons explored in Part II that
result will follow if the Legislator establishes doctrinal rules that properly re-
flect social propositions — that is, if the Legislator applies the basic contracts
principle.

That the basic contracts principle depends on the rules the Legislator would
make does not mean that contract law should be made by the legislature. The
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theory of contracts must be distinguished from institutional theory, which ad-
dresses such issues as what are the best institutions to make different kinds of
legal rules, how should those institutions be structured to that end, to what con-
straints should those institutions be subject, and so forth. Because of institu-
tional constraints, any given body of law at any given moment of time may not
have the best content it should have over the long run. For example, one of the
constraints on courts is that they must attend to the interest of doctrinal stabil-
ity, especially, although not only, because they act retrospectively. As a result
of this constraint, the courts may for periods of time follow rules that are not
the rules that would be best if the interest in doctrinal stability were put to one
side. Similarly, and to the same effect, courts are not institutionally free to con-
sider all relevant and meritorious social propositions, but instead are normally
confined to those social propositions that have substantial social support.

It is for just these reasons that the central figure in the basic contracts prin-
ciple is the Legislator, not the courts. But in the actual world a legislature is also
subject to institutional constraints that may lead it to adopt rules that are not the
best rules, even if the legislature is disinterested and fully informed. For exam-
ple, although the legislature normally acts prospectively, and can ameliorate the
problems raised by transition costs in various ways, there are nevertheless good
institutional reasons why a legislature would take transition costs into account,
More fundamentally, there are good institutional reasons, which need not be re-
hearsed here, why a legislature would allow the courts to develop certain bodies
of law, including the body of contract law.

Accordingly, the central role played by the Legislator in the basic contracts
principle does not require that the legislature instantly adopt the best rules of
contract law, or even that contract law should be made by the legislature. That
does not mean that the central role played by the Legislator in the basic con-
tracts principle serves no function. Because the Legislator, unlike a legislature,
is free of institutional constraints in determining the best content of contract law,
giving pride of place to the Legislator instructs all members of the profession
how to generate that content. Over the short run, that instruction is more likely
to be carried out by academic members of the profession than by legislators or
courts, but this does not limit the power of the instruction over the long run.

To put this differently, the theory of contracts is the theory of the best con-
tent of contract law over the long run, not the theory of what contract law should
be at any moment of time when institutional constraints are taken into account.

There has been a basic tension in contract theory between those who argue
that promise is almost everything and those who argue that promise is almost
nothing. Those who argue that promise is almost everything claim that the con-
ditions to and the constraints on the enforceability of promises can be derived
from the promise, or at least from the will or revealed preference of the prom-
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isor. Those who argue that promise is almost nothing claim that the artillery of
contract law can be wheeled up even without a promise. The basic contracts
principle takes a path between these views. Under the first branch of the prin-
ciple, contract law normally doesn’t get off the ground unless a party has made
a statement that is or can fairly be interpreted to be a promise, or at least is set
in a promissory matrix. Under the second branch of the principle, the condi-
tions to and constraints on the enforceability of a promise, and the manner in
which a promise is to be interpreted, do not depend solely on the promise or the
will or revealed preference of the promisor, but instead also depend on all rel-
evant policy, moral, and empirical propositions.

So, for example, the fairness of the basic social structure may be a condition
to the enforcement of contracts, but that condition cannot be derived from the
parties’ promises, wills, or revealed preferences. Similarly, it is impossible to
derive the rule that simple unrelied-upon donative promises are unenforceable,
or the rules concerning mistake, or the rules concerning promises that should not
have been sought, simply from the promises, wills, or revealed preferences of
contracting parties. The same is true of constraints that should be placed upon the
effectuation of the objectives of contracting parties even when the conditions to
enforceability are satisfied. For example, the limits on the remedy of specific
performance, the limits on the enforceability of liquidated-damages and form-
contract provisions, and the obligation to mitigate damages, cannot be derived
from the promises, wills, or revealed preferences of contracting parties.

In the balance of Part IV, I will further elaborate the basic contracts principle
by considering the problems that arise under that principle when relevant social
propositions conflict; the kinds of values and empirical propositions that should
be taken into account under that principle; the role of distributive justice under
that principle; and whether and to what extent promises should be legally enforce-
able under that principle.

A. Conflicting Social Propositions and Good Judgment

An objection that might be made to the basic contracts principle is that the body
of contract law generated under that principle will be internally inconsistent be-
cause social propositions will often conflict. Of course, in many applications all
relevant social propositions will point in the same direction. For example, all
social propositions that are relevant and meritorious point toward the rules that
fraud should be a defense and that offers lapse after a reasonable time unless
otherwise provided. However, even where social propositions do conflict in
given applications, they are not for that reason inconsistent. If each of two con-
flicting moral norms has established its credentials in independent territories,
we do not want to walk away from either norm just because there are territories
where they conflict. For example, the moral norm “don’t lie” is not inconsis-
tent with the moral norm “venerate human life,” even though under certain
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circumstances venerating human life might require lying — as in lying to an as-
sassin about his victim’s whereabouts. It does not lessen our commitment to
truth-telling that we believe it is sometimes morally permissible not to tell the
truth. Goals too are not inconsistent just because they conflict in certain appli-
cations. For example, the goal of developing a fruitful and rewarding career is
not inconsistent with the goal of being a nurturing parent, although pressures
of time may lead to a conflict between the two goals in some cases.

Correspondingly, the body of contract law generated by the basic contracts
principle will not be internally inconsistent just because the social values that
the lawmaker draws upon and the goals the lawmaker tries to accomplish conflict
in certain cases, as long as each value and goal is meritorious and has a range
of applications in which it does not conflict with the others. Where conflicts do
occur, the lawmaker must make a legal rule that gives a proper weight and role
to each of the conflicting values or goals in the context at hand. The lawmaker
may accomplish this end either by concluding that in the context at hand one
value or goal trumps all others, or by crafting a rule that is a vector of all rele-
vant values and goals.”!

A related objection that might be made to the basic contracts principle is that
it provides no metric for giving a proper weight and role to conflicting social
propositions. The premise of that objection is accurate. The principle does not
provide such a metric. Instead, under that principle, when social propositions
conflict the Legislator must exercise good judgment concerning the weight and
role to be given to each proposition in the issue at hand — just as when values
or goals conflict in life, decisions must be made by exercising good judgment
concerning the weight and role to be given to each value or goal. However, the
requirement of good judgment does not confer unrestricted discretion. When
conflicting social propositions are relevant to establishing a given rule, only that
rule should be adopted that properly takes each proposition into account. To this
end, the lawmaker must determine such issues as the relative weight and degree
of relevance of the conflicting propositions and whether and to what extent the
propositions can be mutually accommodated.

B. The Kinds of Values And Empirical Propositions That Should
Be Taken into Account under the Basic Contracts Principle

Many kinds of choices need to be made by the Legislator under the basic con-
tracts principle. I will focus in this section on three of these choices: whether,
when moral norms are relevant, the Legislator should choose norms on the

71. Cf K. Kress, “Legal Indeterminacy” (1989) 77 Cal. L. Rev. 283 at 305-230, 331-336; K. Kress,
“Coherence and Formalism” (1993) 16 Harv. J. L. & Pub. Pol. 639 at 650-667.
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basis of critical or social morality; whether the Legislator should assume that ac-
tors know the rules of contract law; and whether the Legislator should base con-
tract-law rules purely on rational-actor psychology.

1. Critical Morality or Social Morality. When moral values are relevant un-
der the basic contracts principle, should the relevant values be those of critical
morality or social morality? (By critical morality I mean moral standards whose
truth does not depend on community beliefs and attitudes, except insofar as
such beliefs and attitudes are relevant to the application of the moral standards.
By social morality I mean moral standards that claim to be rooted in aspirations
that apply to all members of the community and, on the basis of an appropriate
methodology, can fairly be said to have substantial support in the community,
can be derived from norms that have such support, or fairly appear as if they would
have such support.)

In establishing common law rules, as a matter of critical morality courts should
normally be limited to the use of social morality. A basic function of courts is to
conclusively resolve disputes deriving from a claim of right that is based on the
application, meaning, and implications of the society’s existing standards. If
courts were not required to employ social morality when moral norms are rele-
vant in establishing the law, there would be no place to which a member of the
society could go to vindicate a claim based on the society’s existing standards.
Furthermore, given the removal of the courts from ordinary political processes,
the legitimacy of judicial lawmaking depends in large part on the employment of
a process of reasoning that begins with the society’s standards, rather than with
those standards a judge personally thinks best as a matter of critical morality. Re-
quiring courts to employ the society’s standards also alleviates the retroactivity
of judicial lawmaking by ensuring that decisions are rooted in standards that the
disputants either knew or had reason to know at the time of their transaction, al-
beit standards that had perhaps not been officially translated into legal rules. And
because the society’s standards are based on observable criteria, a process of ju-
dicial lawmaking that requires the courts to draw on those standards is replicable
by the profession and thereby facilitates planning and dispute-settlement.

These constraints do not apply to legislatures, which draw their legitimacy
from democratic election, which normally act only prospectively, and whose
functions include the establishment of new standards, rather than the resolution
of disputes based on the meaning, implications, and application of the society’s
existing standards. Accordingly, where morality is relevant to the establishment
of contract-law rules, a body of contract law established under the basic con-
tracts principle should be based on critical morality. However, there are several
reasons why as a matter of critical morality a lawmaker may or should take so-
cial morality into account under the basic contracts principle.

To begin with, critical and social morality probably do not differ much in the
area of contract law. To put this differently, in this area it is not easy to identify
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values that are part of social morality but are rejected by critical morality, or that
are established by critical morality but have not made their way into social moral-
ity. At the same time, social morality in this area is usually both better developed
and more accessible than critical morality. Settled philosophical analyses of the
moral issues raised in contract law are not thick on the ground. Indeed, even the
most basic moral issue in this area — the reason why there is a moral obligation
to keep a promise — is still under active philosophical debate. Therefore, one
reason for using social morality when moral values are relevant under the basic
contracts principle is that in this area social morality is more accessible than, and
can serve as a presumptive surrogate for, critical morality.

Furthermore, contract law is to a significant extent about the protection of
reasonable expectations. One kind of expectation that surrounds a contract is
that contracting partners will conform to the basic moral norms of the society
that apply to contracting behavior. Social morality may therefore be relevant to
determining reasonable expectations. Versions of this point are captured in the
economists’ disfavor of “opportunistic” behavior by contracting parties (that is,
self-seeking with guile); in the merchant’s obligation under the Uniform Com-
mercial Code to observe reasonable commercial standards of fair dealing; and
in the principle against unfair surprise.”?

In short, when moral norms are relevant, in theory under the basic contracts
principle the Legislator should be guided by critical morality. At least in the area
of contracts, however, social morality is a presumptive surrogate for critical
morality. Furthermore, given the importance of reasonable expectations in con-
tract law, the Legislator may properly believe that as a matter of critical moral-
ity contract law should reflect, or at least be highly attentive to, the morality of
the society.

The constraint on the social propositions that a court can properly employ
means that the best body of the common law of contracts may diverge from
the best content of the contract law as generated by the basic contracts princi-
ple, even without regard to the constraints on the courts that follow from the
interest in doctrinal stability. The extent of this divergence will principally be a
function of the extent to which social morality differs from critical morality. Be-
cause in the area of contract law that difference is likely to be relatively slight,
over the long run the best content of the common law of contracts is unlikely
to diverge significantly from the best content of contract law under the basic
contracts principle.

2. Fundamental choices between conflicting empirical propositions. Just as
the application of the basic contracts principle may require recurring fundamen-
tal choices between critical and social morality, so too it may require recurring
fundamental choices between certain kinds of conflicting empirical proposi-
tions. In fact, these choices are even more important than the choice between

72. See UCC §§1-203, 2-103(1)(b), 2-302, Comment 1.
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critical and social morality. That choice is more theoretical than real, because in
the subject-matter of contract law the two kinds of morality seldom differ. In
the case of empirical propositions, however, there are two areas in which starkly
different alternatives are often presented.

(a) Knowledge of the law. The first of these areas concerns the extent to
which actors know the rules of contract law. If actors know the rules of contract
law, then those rules can serve as incentives and disincentives to various kinds
of conduct and may properly be established in significant part with that end in
mind. If, however, actors do not know the rules of contract law, then the role
that contract-law rules can serve in providing incentives and disincentives will
be limited, and contract law should not be established in significant part with
that end in mind. Furthermore, if actors know the rules of contract law, reason-
able expectations can be defined in terms of the law, while if actors do not know
the rules of contract law, the law should be established on the basis of reason-
able social expectations.

This problem is pervasive in contract law, although seldom brought to the
surface. I will give three examples, drawn from the areas of consideration, dam-
ages, and offer and acceptance.

(i) Consideration— the principle of reliance. It is sometimes said that the prin-
ciple that justified reliance can make a promise legally enforceable is circular,
because reliance is justified only if the promisee believes that reliance will make
the promise legally enforceable. Thus Randy Barnett states:

. . . A prediction that a promise can reasonably be eXpected to induce reliance by a
promisee or third party will unavoidably depend upon whether the promisee or third
party believes that reliance will be legally protected. The legal rule itself cannot be for-
mulated based on such a prediction, however, without introducing a practical circularity
into the analysis. . . .

* %k K

... [W]hen we seek to discern “reasonable” (or prudent) reliance on a promise, a con-
clusion cannot be reached that is independent of the perceived enforceability of the
promise, which brings us full circle to the question of enforceability with which we
started. A theory based only on reliance cannot, therefore, answer this question.”?

This analysis holds, however, only if we believe that actors normally know
the law of consideration. If actors normally do not know that law, then the ques-
tion we want to ask is not whether reliance on a promise is justified under law,
but whether reliance on a promise would be justified under social propositions.
The answer is that reliance on a promise would be so justified. The Restatement
of Contracts defines a promise as “a manifestation of intention made in such a

73. Barnett, supra note 56 at 275, 315.
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way as to justify the [addressee] in understanding that a commitment has been
made.””* Since a promisee understands that a commitment has been made, and
since in the normal case a promisor is morally bound to keep that commitment,
a promisee is reasonable in relying upon a promise even if he does not know
that a relied-upon promise is legally enforceable. Accordingly, the rule that re-
liance makes a promise enforceable reflects relevant social propositions under
the basic contracts principle, and is not circular.

(i1) Damages — the principle of Hadley v. Baxendale. The principle of Had-
ley v. Baxendale, which cuts off full expectation damages against a breaching
party — normally, a seller — provides another example of the centrality of the ques-
tion whether actors know the law. That principle has been rationalized in dif-
ferent ways at different times, but the modern rationale is that the principle forces
buyers to reveal to sellers information concerning the damages they will incur
on breach, thereby allowing sellers to stratify prices and precautions so that low-
damages buyers do not inappropriately subsidize high-damages buyers. How-
ever, this rationale works only if buyers generally know the principle. If buyers
generally do not know the principle, they are likely to justifiably believe that
unless the contract otherwise provides, sellers will stand behind their promises
and pay full compensation for all losses proximately caused by breach. Thus the
modern rationale of the principle of Hadley v. Baxendale does not support the
principle unless actors know the law.

(iii) Offer and acceptance — overtaking repudiations. Suppose that an of-
feree mails an acceptance, but then changes his mind and repudiates the accept-
ance by a faster means of communication. The repudiation reaches the offeror
before the acceptance does, so that when the offeror receives the offeree’s
mailed acceptance he knows that the offeree does not in fact intend to accept.
The Comment to Restatement of Contracts § 63 takes the position that the mail-
box rule, under which an acceptance is effective on dispatch, is applicable in
such cases, so that the offeree is bound unless the offeror relies upon the repu-
diation. The rationale for this position is that otherwise an opportunistic offeree
could speculate at the offeror’s expense during the time required for the ac-
ceptance to arrive. However, opportunism would be possible only if the offeree
either knows or would reasonably expect the mailbox rule. If an offeree would
reasonably expect that an acceptance is effective only on receipt, he would not be
acting opportunistically in posting and then repudiating an acceptance, because
he would have nothing to gain by using a slow mode of transit for the accept-
ance. On the contrary, he would be taking the risk (as he saw the matter) that
the offeror would revoke by a fast mode before the acceptance arrived.

These examples are suggestive, not exhaustive. They illustrate two general
points: First, reasonable expectations do not depend on the law unless actors

74. Restatement (Second) Contracts §2.
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know the law. Second, a rule of contract law should not be established on the
basis of the incentives and disincentives that the rule would provide unless it is
likely that actors will know the rule. Whether it is likely that actors will know a
given rule of contract law must be determined on a rule-by-rule basis. Our ex-
perience as lawyers is that most actors do not know contract law. Indeed, if most
actors know contract law, why do we bother to teach contracts in law schools?

It might be thought that actors who regularly contract will learn the contract-
law rules that pertain to their contracting. Even if this proposition were true, its
application would be limited to contract-law rules that apply only to actors who
contract regularly, and there are few such rules. In any event, it is unlikely that
the proposition is true. Even actors who contract regularly are likely to know the
relevant rules of contract law only if they are tutored by lawyers on those rules,
get into court on a repeated basis, or are normally counseled when they make
contracts. In most cases, none of these conditions will prevail. For example,
even lawyers who regularly draft contracts for a certain client are unlikely to
tutor the client on contract law except to the extent that a given contract raises
minefield issues. This is especially true where the client is an organization and
decisionmaking power over contracts is dispersed over a large number of dif-
ferent persons in the organization.

There are some areas where it is likely that actors will either know the law
in advance or will be counseled on the law when they make a contract. In those
areas, contract-law rules can sensibly be made on the basis of the incentives
and disincentives they will provide. In general, however, the prospect that actors
will know the rules of contract law seems low, and a contract-law rule should
not be based on the incentives or disincentives that the rule will provide unless
the Legislator has good reason to believe that the rule is likely to be known —
or, perhaps, unless all other competing considerations are in balance.

(b) Rational-actor psychology or limited-cognition psychology. A second
type of recurring fundamental empirical choice that must be made under the
basic contracts principle is between rational-actor psychology and limited-
cognition psychology. Rational-actor psychology posits that an actor who must
make a choice in the face of uncertainty will rationally select the option that max-
imizes his subjective expected utility. Rationality requires, among other things,
that the likelihood of uncertain consequences be evaluated by actors without
violating the basic rules of probability theory.”> Acceptance of rational-actor
psychology tends to lead to enforcing every contract, and every provision of
every contract, as written (unless there is fraud, incapacity, duress, or the like)
on the ground that rational actors are the best judges of their own utility and
express that utility in making their contracts.

Although rational-actor psychology is the foundation of the standard eco-
nomic model of choice, the empirical evidence shows that this model often

75. See R. M. Dawes, Rational Choice in an Uncertain World (Fort Worth, TX: Harcourt Brace
College Pub., 1988) at 14, 146-163.
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diverges from the actual psychology of choice, due to limits of cognition. As
Tversky and Kahneman point out, expected-utility (rational-actor) theory
“emerged from a logical analysis of games of chance rather than from a psy-
chological analysis of risk and value. The theory was conceived as a normative
model of an idealized decision maker, not as a description of the behavior of
real people.””® In contrast to rational-actor psychology, limited-cognition psy-
chology tends to lead to heightened scrutiny of certain classes of contracts or
certain classes of provisions in which the shortfalls in the rational-actor model
are especially significant.

For purposes of contract law, three kinds of limits of cognition are especially
salient: bounded rationality, irrational disposition, and defective capability.

(i) Bounded rationality. If the costs of searching for and processing (eval-
vating and deliberating on) information were zero and human information-
processing capabilities were perfect, an actor contemplating a decision would
make a comprehensive search for relevant information, would process perfectly
all the information he acquired, and would then make the best possible sub-
stantive decision — the decision that, as of the time made, was better than all the
alternative decisions the actor might have made if he had complete knowledge
and perfect processing abilities, and that would therefore maximize the actor’s
subjective expected utility. I will call such a decision an optimal substantive
decision.

In reality, of course, searching for and processing information involves costs,
in the form of time, energy, and perhaps money. Therefore, the search will nor-
mally be limited. Furthermore, the ability to process information that is obtained
by search and to solve problems is constrained by limitations on computational
ability and on the ability to calculate consequences, understand implications,
make comparative judgments on complex alternatives, organize and utilize
memory, and the like.”” Hence, actors will often process imperfectly even the
information they do acquire, and such imperfections in human processing abil-
ity increase as decisions become more complex and involve more permuta-
tions.”® Accordingly, rationality is normally bounded both by limited informa-
tion and limited information-processing ability and capacity,’® so that even if the
actor’s search is rational®® the actor’s substantive decision may not be optimal.

(ii) Irrational disposition. Bounded rationality is not necessarily irrational,
although it may lead to suboptimal substantive decisions. However, two bodies
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of empirical evidence show that actors are often systematically irrational in cer-
tain ways — that is, often fail to make rational decisions even within the bounds
of the information they have acquired.

The first body of empirical evidence concerns actors’ dispositions. This
evidence shows that actors tend to be systematically overoptimistic. (Lawyers
do not realize this because they are trained to be systematically pessimistic.)
The dispositional characteristic of undue optimism is strikingly illustrated in a
study by Baker and Emery, appropriately titled When Every Relationship Is
Above Average.®! Baker and Emery asked people who were about to get mar-
ried to report on their own divorce-related prospects, as compared to the di-
vorce-related prospects of the general population. The disparities between per-
ceptions as to the general population and expectations as to self were enormous
and were almost invariably in the direction of optimism. For example, the re-
spondents correctly estimated that 50 percent of American couples will even-
tually divorce. In contrast, the respondents estimated that their own chance of
divorce was zero.®? Similarly, the median estimate of the female respondents
was that courts award alimony to 40 percent of women who divorce. In con-
trast, 81 percent of the female respondents expected that a court would award
them alimony if they requested it.23 Similarly, the respondents’ median estimate
of how often spouses pay court-ordered alimony was that 40 percent paid. In
contrast, 100 percent of the respondents predicted that their own spouse would
pay all court-ordered alimony.?4

(iii) Defective capability. Just as certain defects in disposition systematically
tilt actors’ judgments toward undue optimism, so certain defects in capability
systematically distort the way actors search for, process, and weigh information
and potential future scenarios. Within the last thirty years, cognitive psychology
has established that people use certain decisionmaking rules (heuristics) that
yield systematic errors, and that other aspects of actors’ cognitive capabilities
are also systematically defective. “[TThe deviations of actual behavior from the
normative model are too widespread to be ignored, too systematic to be dis-
missed as random error, and too fundamental to be accommodated by relaxing
the normative system.”®> Among the systematic defects in capability that are
particularly salient to contract law are defects associated with the availability
and representativeness heuristics, defective telescopic faculties, and defective
risk-assessment faculties.

(A) Availability. Because human information-processing ability is limited,
actors who have acquired information that is relevant to a decision, whether
through a present search or past learning, must employ heuristics to process the
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information efficiently. One of these heuristics is known as availability. When an
actor must make a decision that requires a judgment about the probability of an
event, he commonly judges the probability on the basis of data and scenarios
that are readily available to his memory or imagination. This heuristic leads to
systematic biases because the salience of data and scenarios, and therefore the
ease with which an actor imagines a scenario or retrieves data from memory, is
affected by factors other than objective frequency and probability.3¢

For example, recent occurrences are usually easier to retrieve from memory
than earlier occurrences. As Tversky and Kahneman point out, “It is a common
experience that the subjective probability of traffic accidents rises temporarily
when one sees a car overturned by the side of the road.”®7 Similarly, data and sce-
narios that are instantiated, vivid, and concrete will normally be more salient than
data and scenarios that are general, pallid, and abstract, such as statistical find-
ings and generalized probabilities.®® For example, Lichtenstein et al. asked a
large number of respondents to estimate the frequency of forty-one causes of
death in the United States. The respondents overestimated the frequency of mem-
orable and dramatic killers, like homicide, accidents, and natural disasters, and
underestimated the frequency of quiet killers, like asthma, emphysema, and dia-
betes.® In another experiment, researchers recited lists of well-known personal-
ities to groups of subjects. All the lists contained names of both men and women,
but in some lists the men were more famous than the women while in others the
women were more famous than the men. When asked to determine whether men
or women were more numerous in a list, the subjects erroneously concluded that
whichever gender was represented by a greater number of famous — and there-
fore more salient — persons was more numerous.”® In general, “{v}ibrant exam-
ples simply outweigh more reliable, but abstract base rate information.””!

(B) Representativeness. The availability heuristic concerns the manner in
which actors bring acquired data to mind and imagine future scenarios. Another
heuristic, representativeness, concerns the manner of making judgments about
the adequacy of search. As the concept of bounded rationality implies, actors
seldom collect all relevant data before making decisions. Rather, they usually
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make decisions on the basis of some subset of the data, which they judge to be
representative.”? In making that judgment, however, actors systematically and
erroneously view unduly small samples as representative. In particular, actors
systematically and erroneously take the small sample of present events as rep-
resentative, and therefore predictive, of future events.®> In this way, as Arrow
has observed, “[t]he individual judges the likelihood of a future event by the
similarity of the present evidence to it,” while ignoring other evidence, such as
prior occurrences and the quality of the sample.**

(C) Faulty telescopic faculties. Another type of defect in cognition concerns
the ability of actors to make rational comparisons between present and future
states: Actors systematically give too little weight to future benefits and costs as
compared to present benefits and costs.®> Thus Martin Feldstein concludes that
“some or all individuals have, in Pigou’s . . . words, a ‘faulty telescopic faculty’
that causes them to give too little weight to the utility of future consumption.”%®

(D) Faulty risk-estimation faculties. A defect of capability related to faulty
telescopic faculties is the systematic underestimation of risks.®” Based on the
work of cognitive psychologists, Arrow observes that “It is a plausible hypoth-
esis that individuals are unable to recognize that there will be many surprises
in the future; in short, as much other evidence tends to confirm, there is a ten-
dency to underestimate uncertainties.”® In fact, empirical evidence shows that
people often not only underestimate but ignore low-probability risks.

The choice between rational-actor and cognitive psychology, like the choice
between the proposition that actors know contract law and the proposition that
they do not, must be made on a rule-by-rule basis. The limits of cognition nor-
mally have little bearing on rules concerning the price provisions of bargained-
out contracts. However, the limits of cognition have great bearing on some
classes of contracts and some classes of contractual provisions, and the legal rules
governing these classes should reflect those limits.

One such class consists of liquidated damages provisions. Bounded ration-
ality and rational ignorance have special bearing on such provisions. At the
time a contract is made, it is often impracticable, if not impossible, to imagine
all the scenarios of breach to which such a provision may apply. Similarly, the
inherent complexity of figuring out the application of a liquidated-damages
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provision to every possible scenario of breach is often likely to exceed actors’
calculative and deliberative capabilities.

Furthermore, even on the doubtful assumption that a party could imagine all
scenarios of breach, and has the capacity to calculate and deliberate upon the
application of a liquidated-damages provision to each scenario, the benefits
of the search and information-processing required will often to be very low as
compared to the costs. For example, suppose that contracts are performed at
least 95 percent of the time — which, observation suggests, is likely — and that a
contracting party attempted to process the application of a liquidated-damages
provision to every scenario of breach. Then all the costs of searching for and
processing the more remote applications of a liquidated-damages provision
would have to be taken into account, but the benefits of such processing would
have to be discounted by 95 percent. As a result, search and deliberation efforts
can be expected to be very limited.

The problem of disposition also bears significantly on liquidated-damages
provisions. Because actors tend to be unduly optimistic, a contracting party will
probably believe that his performance is more likely, and his breach less likely,
than is actually the case. Accordingly, undue optimism will reduce even further
the amount of deliberation that actors give to liquidated-damages provisions.

Finally, defective capabilities have particular relevance to liquidated-damages
provisions. The availability heuristic may lead a contracting party to give un-
due weight to his intention to perform, which is vivid and concrete, as compared
with the abstract possibility that future circumstances may compel him to breach.
Similarly, because a contracting party is likely to take the sample of present ev-
idence as representative of the future, he is apt to overestimate the extent to which
his present intention to perform is a reliable predictor of his future intentions.
Furthermore, because actors have faulty telescopic faculties, a contracting party
is likely to overvalue the benefit of performance, which will normally begin in
the short term, as against the cost of breach, which will typically occur, if at all,
only well down the road. And because actors tend to underestimate risks, a
contracting party is likely to underestimate the risk that a liquidated-damages
provision will take effect.

As aresult of all these factors, liquidated-damages provisions should be sub-
jected to special scrutiny to determine whether the parties had a well-thought-
through intention that the provision would apply in a scenario of breach like the
one that actually occurred.

Another class of provisions on which the limits of cognition have special
bearing consists of preprinted terms in form contracts. Most preprinted terms
are nonperformance terms that relate to the future and concern low-probability
risks. Accordingly, the cognitive problems associated with liquidated-damages
provisions, including bounded rationality, undue optimism, systematic under-
estimation of risk, and undue weight on present as opposed to future costs and
benefits, apply as well to most preprinted terms.
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Of these problems, bounded rationality plays a particularly powerful role.
Call a party who prepares a form contract a form-giver, and a party who is pre-
sented with a form contract a form-taker. A form-giver typically offers a package,
consisting of a physical commodity coupled with a form contract that states the
terms on which the physical commodity is sold. The two parts of the package,
in turn, consist of a number of subparts. The physical commodity has physical
attributes, such as size, shape, and color. The form contract has both business and
legal attributes, such as price, quantity, and limitations on remedies.

To make an optimum substantive decision, the form-taker would, at a mini-
mum, carefully search through and deliberate on all the legal attributes of all
the form contracts that are coupled with all the physical commodities he is
considering. Analyzing legal attributes in this manner, however, will almost in-
variably be unduly costly. First, a form contract often contains a very large
number of legal terms. Form insurance contracts, for example, typically include
thirty, forty, or even more such terms. Moreover, the meaning and effect of the
preprinted terms will very often be relatively inaccessible to nonlawyers and
even to many lawyers. During the oral argument of Gerhardt v. Continental In-
surance Cos.”° before the great New Jersey Supreme Court of the time, Chief
Justice Weintraub looked at the insurance policy at issue and said, “I don’t know
what it means. I am stumped. They say one thing in big type and in small type
they take it away.” Justice Haneman added, “I can’t understand half of my in-
surance policies.” Justice Francis said, “I get the impression that insurance
companies keep the language of their policies deliberately obscure.””100

The bottom line is that the low probability that preprinted terms will come
into play drastically reduces the benefits of search and deliberation, while the
verbal and legal obscurity of such terms renders the cost of search and deliber-
ation very high. Furthermore, the length and complexity of form contracts are
often uncorrelated to the dollar value of the transaction. Where form contracts
involve a low dollar value, the cost of search through and deliberation on
preprinted terms — let alone the cost of legal advice about the meaning and ef-
fect of the terms — will be prohibitive in relation to the benefits. Faced with
preprinted terms whose effect the form-taker knows he will find difficult or
impossible to fully understand, which involve risks that probably will never
mature, which are unlikely to be worth the cost of search and processing, and
which probably are not subject to revision in any event, a rational form-taker
will typically decide to remain ignorant of the preprinted terms. Form-givers
understand and exploit this phenomenon. Accordingly, a preprinted term should
be unenforceable if the form-giver had reason to know that the form-taker
would not have expected the term because it undercuts the expectations the
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form-taker will have on the basis of the negotiated provisions and purpose of
the transaction.

C. The Role of Distributive Justice'©!

An important question for the theory of contracts is whether the criteria of
distributive justice should figure among the social propositions that generate
contract law under the basic contracts principle. The concept of distributive jus-
tice is expansive, but at its core it concerns the criteria for the proper distribu-
tion of wealth and other resources among members of the community.'%? The
central issue for moral philosophers who consider distributive justice is to es-
tablish such criteria. Appropriate legal institutions must then determine whether
the distribution in a given society is just in light of the proper criteria, and if not,
what kinds of legal rules should be utilized to promote a redistribution. I will first
develop the thesis that the goal of promoting redistribution normally should not
figure in generating contract-law rules under the basic contracts principle, and
then briefly discuss several qualifications of that thesis.

1. The basic issue. Anthony Kronman, for one, has argued that “consider-
ations of distributive justice . . . must be taken into account [in designing rules
for exchange] if the law of contracts is to have even minimum moral accept-
ability.”1%3 Kronman supports this normative argument with the positive claim
that various contract-law rules do serve redistributive ends. Among his examples
are laws prohibiting racial discrimination in employment and the sale of real
property, and the rule prohibiting a waiver of the warranty of habitability in res-
idential-housing leases. Kronman argues that these and other rules serve redis-
tributive ends because they have as an objective a redistribution of wealth in fa-
vor of traditionally disadvantaged groups.

Some of the rules to which Kronman points are not really rules of contract
law. Take, for example, rules prohibiting racial discrimination in employment
and the sale of real property. When a lawmaker wants to prohibit a certain sort
of conduct, it may choose to include, within the prohibition, conduct of the
relevant sort that finds expression in contracts. However, we usually do not
think of such prohibitions as rules of contract law even when the conduct to be
prohibited can find expression only in bargains, so that the prohibition con-
cerns only bargaining behavior. So, for example, we do not consider the rule
that prohibits bargains to commit a crime to be a rule of contract law. Simi-
larly, we do not consider laws that prohibit dealing in drugs to be contract-law
rules, even though for the most part the only way to deal in drugs is to make

101. On the issues discussed in this section, see, generally Benson, “Abstract Right” supra note
57, and P. Benson, “The Basis of Corrective Justice and Its Relation to Distributive Justice”
(1992) 77 Iowa L. Rev. 515.

102. See for example, ibid. at 535-36.

103. A. Kronman, “Contract Law and Distributive Justice” (1980) 89 Yale Law J. 472 at 474.



The Theory of Contracts 257

bargains for their purchase and sale. The rules that prohibit racial discrimina-
tion in contracting are no more contract-law rules than are the rules that pro-
hibit bargains to commit a crime or to deal in drugs.

On the other hand, some of the rules to which Kronman points can be char-
acterized as contract-law rules. This is true, for example, of the rule that prohibits
waiver of the warranty of habitability in residential leases, the habitability rule,
because this rule regulates specific provisions in otherwise-proper contracts,
rather than generally prohibiting a given sort of conduct. However, although the
habitability rule may indeed have been motivated in part by distributional con-
siderations, it is better justified by considerations of cognition and externalities.

There is, to begin with, a problem of bounded rationality. Residential leases
are almost invariably form contracts, and the courts may believe that form waivers
of the warranty of habitability so far undercut a residential tenant’s reasonable
expectations, and are so unlikely to be brought home to and be understood by
the tenant, that they should be unenforceable for that reason alone. Even where
such a waiver is brought home and understood it entails a cognitional problem.
Residential tenants may fail to make rational decisions concerning such a waiver
because if residential housing is in decent condition when the tenant moves in,
the present condition of the housing will be highly salient, while the effect of
the waiver is highly abstract and the risk involved in the waiver may seem ex-
tremely low. Waivers of the warranty of habitability also involve significant
externalities, because residential tenants often have families, including minor
children, who will be impacted by dangerous conditions without their knowing
consent. Although cases might be found in which a residential tenant read the
lease, understood the meaning of the waiver, made a rational decision to agree
to it, and had no minor children, the law may properly take the position that the
likelihood of such cases is so small that it can be ignored in the interest of
administrability.

Thus the empirical basis of Kronman’s positive claim that contract law
presently includes rules that serve redistributive ends is inconclusive. However,
even if the positive claim were conclusively demonstrated, it would not establish
the normative claim that contract law must serve redistributive ends. I therefore
return to that claim.

One way in which redistributional goals might be served in the context of
contract law would be through a rule that any suit based on breach of contract
is a proper occasion for judicial redistribution whenever a redistribution is ap-
propriate under the standards that should govern redistribution, wholly apart
from the contract and the breach at issue. Such a rule would be exceptionally
unappealing. Its operation would be completely haphazard. It would warrant re-
distribution even from an innocent party to a breaching party. If known, it would
considerably dampen contracting activity.

An alternative approach would be to take redistributional goals into account
in shaping rules of contract law that affected classes of contract in which one
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generic party is wealthier on average than the other. This classes-of-contracts
approach would, for example, be applicable to contracts between landlords and
tenants, or between merchants and consumers, but not to contracts between mer-
chants. This approach would be much more limited than one that allowed any
suit on a contract to be an occasion for redistribution. Nevertheless, even this
approach would license the creation of special rules of contract law for all pro-
visions of all relevant classes of contracts. For example, if the habitability rule
is indeed justified on redistributive grounds, then so too might be any other spe-
cial rule governing landlord-tenant or merchant-consumer contracts, such as a
rule that when a landlord or merchant has breached a contract, a tenant or con-
sumer has no obligation to mitigate damages.

Kronman might answer that it would indeed count in favor of such a rule,
or any given rule that affects a relevant class of contracts, that the rule serves a
redistributive goal, but that this is not decisive; whether any such rule should be
adopted would depend on whether the redistributive goal is overridden by other
values. How