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1. Introduction

The literature on contract remedies treats breach of contract and discharge of contract
due to impossibility, impracticability, or frustration as completely separate problems calling
for comnpletely different solutions. Breach of contract has been analyzed as a problem in
how to use damage remedies as prices which will encourage economically efficient behavior
by the breaching party. Discharge of contract, in contrast, has been analyzed as a question
of whether or not to excuse the non-performing party without imposing any penalty at
all, with the answer often depending on which party is the superior risk bearer. I argue
in this paper that both problems should be analyzed using the theory of contract breach.
Under the theory, it would not be necessary for courts to decide whether a case involving
an unperformed contract should be treated as a breach of contract or should be discharged.
Instead, all cases involving unperformed contracts would be treated as breach of contract
cases. The courts would focus their efforts on deciding the best damage remedy, rather
than having to decide whether a contract has been breached or not. Damages would always
be levied on the non-performing party, although their level would depend on circumstances
specific to each case. In a few special cases, damages would equal zero, but I argue that
these would be rare.

The economic analysis of breach of contract is concerned with achieving economic
efficiency in three separate dimensions. These are (A) giving the promisor to a contract
an incentive to perform as promised if and only if doing so increases economic efficiency,
(B) giving the promisee to a contract an incentive to make reliance expenditures only
if they are economically worthwhile given the possibility that the contract may not be

performed, and (C) minimizing the costs of risk bearing by both parties to the contract.!

Professor of Economics and Visiting Professor of Law, University of Michigan.



(The contract is assumed to be between a seller, who agrees to perform some service or
provide some good, and the buyer, who agrees to pay for the good or service.) In the
analysis of contract breach, various damage measures are analyzed to determine how well

they perform on each of the three criteria.?

The economic analysis of whether and when unperformed contracts should be dis-
charged is due to Richard Posner and Andrew Rosenfield (cited hereinafter as P and R).?
Their analysis focuses on the question of risk bearing. They argue that the key question
is which party to the contract is the “superior risk bearer,” z.e., which is able to bear the
risk of the contract not being performed more cheaply. If the promisor is the superior risk
bearer, then P and R argue that the case should be treated under the doctrine of breach of
contract and the promisor should pay damages. If the promisee is the superior risk bearer,
then P and R argue that the contract should be discharged with no damages levied on the
promisor.

Thus P and R make efficient risk bearing the focus of their theory of contract discharge.
It is also objective (C) of the economic theory of contract breach. However, in the theory
of contract breach, it turns out always to be economically efficient for the promisor to pay
damages if the contract is not performed (although the efficient level of damages might
turn out to be zero in some special cases). Applying the theory of remedies in cases of
contract breach to the problem of contract discharge, I argue that damages should be
levied whenever the promisor fails to complete a contract. In other words, unperformed
contracts should never be discharged.

The plan of the paper is as follows. In section 2, I review relevant parts of the economic
theory of damage remedies in breach of contract cases, ignoring the possibility that the
contract might be discharged. In section 3, I review P and R’s analysis of contract discharge
and then combine it with the previous analysis of efficient damage remedics in cases of
contract breach. This is shown to result in a unified theory which treats all unperformed
contracts according to the theory of breach of contract. In section 4, I apply the analysis
to several factual situations suggested by cases of contract discharge. Section 5 is the

conclusion.



2. Risk Bearing and Breach of Contract Remedies

In many breach of contract cases, the economic analysis focuses on determining a dam-
age remedy which functions as a price for not performing the contract. This is criterion
(A) of the three objectives mentioned above. Ideally it should give the promisor an in-
centive to perform the contract if doing so increases economic efficiency, i.e., causes goods
or scrvices to be produced which have higher value than those the parties would produce
if the contract were not performed. Conversely, the remedy should give the promisor an
incentive not to perform the contract if doing so would reduce economic efficiency. The
expectation damage remedy requires that the promisor compensate the promisee for the
latter’s loss in profits when the contract is not performed. It therefore gives the promisor
an incentive to breach only when its own losses from performing the contract exceed the
profits that the promisee would make were the contract performed. Under these circum-
stances, there would be a net loss in economic efficiency from performing the contract. The
promisor has an incentive to perform the contract even when it makes losses, so long as its
losses from performing are less than the promisee’s profits. Thus the expectation damage
remedy gives the promisor an incentive to perform the contract when doing so would be
economically efficient and not otherwise.

In other cases involving breach of contract, questions of whether the contract should
have becen performed or not are not the primary focus. Instead, what is the primarily at
issue is which party is the more economically efficient bearer of risk, objective (C) of the
three efficiency criteria.? Assume that the risk of whether the contract is performed or not
must be absorbed by one of the two parties to the contract, i.e., there is no outside insurer.
Also assume that both parties to the contract are either risk neutral or risk averse.® By
setting the damage remedy for breach of contract at different levels, the risk associated
with the contract not being performed can be absorbed entirely by the promisor, or can be
transferred entirely to the promisee, or can be split in some proportion between(the two
parties. When other efficiency considerations are not relevant (ruling out criterion (A)),
economic efficiency requires that the risk be absorbed by whichever party can bear it more
cheaply. But when the probability of the contract being performed or not is affected by

the seller’s behavior, then criterion (A) is also relevant. In that case, economic efficiency
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requires that efficient risk bearing and efficient incentives for the promisor to perform or
breach the contract be balanced against each other.

These considerations can be illustrated with an example which involves both breach
incentives and risk bearing considerations. Suppose a seller agrees to produce and scll
custom-made widgets to a buyer for a price of P per unit. Some portion of the contract
price, a, is paid in advance, where a must be between zero (no payment in advance) and
one (full payment in advance). The actual dollar amount paid in advance is thus aP. The
remainder of the contract price, (1 — a)P, is assumed to be paid as soon as the contract is
performed. The seller’s normal cost of production is C per unit. All of the seller’s costs
are assumed to be variable costs.® The buyer spends S per unit on other materials which
are only useful if the widgets are delivered. Assuming that the contract is performed, the
buyer will re-sell the widgets for R per unit and will therefore make a profit of R— P — S.7
Since the contract is normally profitable for both parties, I assume that R > P + S and
that P > C. However, due to rioting in South Africa, the price of titanium, an input into
widget production, may rise. This would cause the cost of producing widgets to rise from
C to C' per unit. Assume that the cost increase, C — C’, exceeds the seller’s normal profit
from producing widgets, or C' — C > P — C. As a result, the seller would make a loss by
performing the contract when the price rise occurs. By assumption, if the contract is not
performed, the buyer has nothing to re-sell and loses the revenue, R, that would otherwise
have been earned.?

The efficiency considerations with respect to criterion (A) are as follows. Assuming
that the cost increase has occurred, it is economically efficient to perform the contract
when the profits of both buyer and seller together are higher if it is performed than if
it is not performed, and not to perform the contract otherwise. Given the cost increasc,
if the contract is performed, the seller’s profit (actually a loss) will be P — C' and the
buyer’s profit will be R— P — S. Their profits together are R— S —C". If the contract is not
performed, the seller will incur no production costs, so its profit will be a P. The buyer’s loss
will be —aP — S. Together their profits will be —S. Therefore, it is economically cfficient
to perform the contract if R — S —C' > —8§, or if R > C'. It is economically efficient

not to perform it in the opposite case, or if R < C'. Another way of putting this is that
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performing the contract is efficient when R — P > C' — P. A damage remedy which gives
the seller efficient incentives to perform or not must cause the seller to perform whenever
the buyer’s profit exceeds the seller’s loss given the higher cost level, and not to perform
otherwise. ‘

We now turn to the question of efficient risk bearing, criterion (C). To analyze risk
bearing, we need to consider whether the seller and the buyer are each risk neutral or risk
averse. There are four possible cases: (1) both seller and buyer are risk neutral, (2) the
scller is risk neutral and the buyer risk averse, (3) the seller is risk averse and the buyer
is risk ncutral, and (4) both are risk averse. Polinsky® analyzed this question and set out
what the most efficient damage remedy would be in the various cases.

Case (1), buyer and seller risk neutral. If both buyer and seller are risk neutral, then
neither cares about uncertainty per se, each cares only about his/her expected return.
Since risk bearing costs are not a consideration, then the damage remedy if the contract
is not performed can be set without regard to risk bearing considerations. Therefore the
best damage remedy is expectation damages, since expectation damages give the seller an
incentive to perform the contract when doing so would be economically efficient and not to
perform the contract when doing so would waste resources. In our example, if the contract
is not performed when costs rise, the seller must pay the buyer damages of R — (1 — a)P
per unit. Here, the buyer loses R per unit in revenue when the contract is not performed,
but saves the amount not paid in advance for the widgets, or (1 — a)P per unit. Given
these damages, the buyer’s profit is R — P — S per unit regardless of whether the contract
is performed or not, which preserves the buyer’s profit “expectations”. The seller will
choose to perform the contract or not depending on which alternative yields higher profit.
Therefore she will breach when R — P < C' — P. But this is just the criterion determining
when breach of contract is economically efficient. Thus the seller’s decision is economically
cflicient. |

In case (1), the best damage remedy when breach occurs is R — (1 — a)P, which is a
generalized form of expectation damages. To see this, note that in cases where none of the
contract price is paid in advance, then a equals zero. Then the efficient damage remedy
is R — P, which is the buyer’s profit per unit. When the entire contract price is paid in

~
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advance, a equals one and the efficient damage remedy becomes R, or the buyer’s revenue
per unit.1®

Case (2), seller risk neutral and buyer risk averse. Here the seller does not care about
uncertainty per se, but the buyer is made worse off by uncertainty and would be willing to
pay some amount to avoid it, i.e., to insure a fixed amount of profit regardless of whether
the contract is performed or not. In this case, the seller is the more efﬁcien_t risk bearer,
since the seller is not willing to pay any amount to avoid bearing risk. The seller in effect
agrees to sell both widgets and an insurance policy insuring the buyer’s profits against the
risk of the widgets not being delivered.!?

In this case, damages equal to R — (1 — a)P are again the best damage remedy when
the seller does not perform the contract. When damages are R — (1 — a)P per unit, the
buyer makes the same profit regardless of whether the contract is performed or not and
is therefore fully insured. All uncertainty is absorbed by the seller. But since the seller is
risk neutral, the seller is the economically efficient risk bearer. Therefore the expectation
damages remedy both gives the seller efficient incentives concerning whether or not to
perform the contract (criterion (A)) and causes the most efficient risk bearer to bear the
risk (criterion (C)).

Case (3), seller risk averse and buyer risk neutral. In this case, the seller prefers not
to absorb any risk and is willing to pay to transfer risk to the buyer. The buyer is the
efficient risk bearer. The damage remedy therefore must equalize the seller’s profit in the
normal case when the contract is performed, which is P — C, and in the case when the
adverse event occurs and the seller does not perform, which is aP minus damages paid.
The level of damages which makes these two profit levels equal is C — (1 — a)P, or the
seller’s normal production cost minus the amount of the contract price not paid in advance.
All uncertainty is therefore absorbed by the buyer.!?

Thus when the buyer is risk averse and the seller is risk neutral, the damage remedy
which satisfies criterion (C) equals C — (1 — a)P. However, this damage remedy does not in
general satisfy criterion (A). Damages of C' —(1—a)P are always less than R—(1—a)P, the
damage remedy which satisfies criterion (A). The level of damages that leads to efficient risk

bearing in case (3) therefore can cause sellers to have an incentive to breach contracts when
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performing them would be economically efficient. A damage level closer to C — (1 — a)P
reduces risk bearing costs in risk case (3), but increases the cost of inefficient breach
incentives, while a damage level closer to R — (1 — a)P has the opposite effect.

Case (4), both buyer and seller risk averse. In this case both parties are willing to pay
some amount to avoid bearing risk. Then the efficient outcome in terms of risk bearing
is for them to share the risk of non-performance. For example, if they are both about
equally risk averse, then the efficient damage remedy when the contract is not performed
would be for the seller to pay damages equal to the midpoint between R — (1 — a)P and
C — (1 — a)P, the efficient damage levels in cases (2) and (3). If the buyer is more risk
averse than the seller or vice versa, then it would be efficient for them to share the risk,
but unequally. Note that as in case (3), the damage remedy that satisfies criterion (C)
does not always satisfy criterion (A). If the seller has full or partial control over whether
the contract is performed or not, then any damage remedy below R — (1 — a)P gives the
seller an incentive to breach too often.

An important implication of the analysis is that the only damage remedies which share
risk efficiently between the two parties are those which fall between the damage remedies
specified in cases (2) and (3), or between R—(1—a)P and C — (1 —a)P. Within this range,
increases or decreases in the damage remedy have the effect of reducing the uncertainty
faced by one of the parties at the expense of increasing the uncertainty faced by the other.
But any damage remedy outside this range, i.e., greater than R — (1 — a)P or less than
C — (1 — a)P, increases the range of outcomes faced by both parties simultaneously and

thus increases the total costs of risk bearing.!3

3. Risk Bearing and Discharge of Contract

Now turn to the analysis of whether a contract which the promisor has failed to perform
should be discharged by the courts without penalty or found to be breached. P and R
propose a test for breach versus discharge which focuses on whether the promisor or the
promisee is the superior risk bearer.!* When the promisee is the superior risk bearer,
they argue that contracts should be discharged without penalty to the promisor. When

the promisor is the superior risk bearer, nonperformance should be treated as a breach of
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contract and the promisor should pay damages. We now investigate how P and R’s analysis
of contract breach versus discharge fits into our previous analysis of damage remedies in
cases of contract breach.

Several points should be clarified. First, P and R’s analysis of whether or not contracts
should be discharged focuses on cases in which the promisor’s decision whether or not to
perform the contract is not an important issue. This is because the event that makes
discharge a consideration in their examples is beyond the control of the performing party.
Thus the problem of setting damage remedies so as to give promisors efficient incentives
concefning whether to perform their contracts or not, our economic efficiency criterion
(A), is not the focus of their analysis.!> Instead, their focus is on efficient risk bearing, our
criterion (C).

Second, the discussion of contract discharge generally is applied in situations in which
no outside insurer is involved. Thus the parties to the contract must themselves bear the
risk and the consequences of non-performance. Third, P and R’s definition of a party to
a contract being the “superior risk bearer” embodies the same ideas as our discussion of
parties being risk averse or risk neutral. In their terminology, one party to a contract is
the superior risk bearer if that party would be willing to provide insurance against the
consequences of the contract not being performed for a lower price than the other party.
In our terminology, the superior risk bearer is either risk neutral when the other party to
the contract is risk averse or else both are risk averse, but the superior risk bearer is less
risk averse than the other party. The less risk averse person is always willing to provide
insurance more cheaply.

We showed in the previous section that regardless of whether either or both parties
to a contract are risk averse or risk neutral, the most efficient outcome is always for
the promisor to an unperformed contract to pay damages to the promisee. Thus the
analysis of the previous section implies that courts should treat all unperformed contracts
as cases of contract breach and should focus on what the best damage remedy would
be in the particular case. Courts should not spend effort deciding whether to discharge
unperformed contracts or to hold that they have been breached. Instead they should treat

all cascs involving unperformed contracts as breach cases and should focus on whether
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one party to the contract is less risk averse (or the “superior risk bearer”) and absorbed
the risk of non-performance, or whether both parties are risk averse and they shared the
risk of non-performance. Damages for breach of contract should always be levied on the
promisor, but the amount of damages should depend on which party absorbed the risk or
on whether it was shared. The best remedies from the viewpoint of risk allocation in the -
four risk cases were shown to be expection damages equal to the R— (1 —a)P in risk cases
(1) and (2), damages equal to the C—(1—a)P in case (3), and damages between these two
extremes in case (4). The best remedy from the viewpoint of providing efficient incentives
for performance was shown to be expectation damages, or R — (1 —a)P.

Suppose now that instead of finding the widget contract in our previous example to
have been breached, a court decides instead to discharge the contract, so that the seller
is excused from paying damages. We now show that this outcome would cause neither
efficient risk bearing to occur except in some special cases (criterion (C)), nor would it set
up economically efficient incentives with regard to the seller’s decision whether or not to
perform the contract (criterion (A)).

To see this, suppose that in the widget example, the contract is discharged when the cost
incrcase occurs. If the contract were discharged, the seller’s profit would be aP, while the
buyer’s loss would be —aP—S. If no cost increase occurred and the contract were performed,
their profits would be P—C and R— P — S, respectively.!® Thus discharge provides neither
party with insurance. Further, in most cases the discharge remedy actually accentuates
the total risk faced by both f)a.rties. This is because damages of zero are generally outside
the risk minimizing range of penalties.

To investigate the implications of discharge further, suppose for the moment that the
contract price has been paid entirely in advance, so a equals one. In that case the risk
minimizing range of damages extends from a maximum of R in cases (1) and (2) to a
minimum of C in case (3), and are between within this range in case (4). The range of
efficient damage remedies does not include zero. Regardless of the parties’ risk preferences,
the level of damages leading to efficient risk bearing must always be positive, and is never
zero. Any increase or decrease in the damages within the C to R range has the effect of

reducing the uncertainty faced by one party at the expense of increasing the uncertainty
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faced by the other. But any increase or decrease in the level of damages which puts
it outside this range, including damages of zero, increases the uncertainty faced by both
parties simultaneously. Thus if the contract were discharged, the risk faced by both parties
would increase.

Further, discharge in this case would not satisfy criterion (A). This means that in some
situations the seller would have an incentive not to perform the contract when perfbnning
it would be economically efficient. We showed earlier that if a = 1, then the seller has
economically efficient performance incentives when damages for breach of contract equal
R per unit. Any damage level less than R gives the seller an incentive to breach too often.
Therefore discharging the seller, which is equivalent to a damage remedy of zero, gives the
seller an incentive to breach too often.

Now suppose that none of the contract price was paid in advance. Then a equals
zero and the range of damage remedies leading to efficient risk bearing in cases (1) to (4)
becomes C'— P to R— P. While R— P must still be positive, now the lowest damage remedy
in the efficient range, C — P, must be negative. Thus a negative damage remedy shares
risk efficiently when case (3) holds, or when the seller is risk averse and the buyer is risk
neutral. The sellers’s profit when the contract is performed is P — C. When the contract
is not performed and none of the contract price has been paid in advance, the only way
for the seller to make this level of profit is for the buyer to pay the seller P — C, which is
equivalent to a negative damage remedy of C — P. Or, equivalently, the buyer could pay
the seller the contract price P and then the seller return C to the buyer as damages.

The prediction of a negative damage remedy seems counterfactual. It also seems unfair
ez post because it amounts to a subsidy being paid to the non-performing party. Probably
the reason that negative damage remedies are not observed is that a risk averse seller bar-
gaining with a risk neutral buyer would insist on being paid in advance, because the scller
would recognize how difficult it would be to enforce a damage remedy that compensated
the seller when the seller failed to perform the contract. Since the size of the efficient dam-
age remedy increases (becomes less negative) as the proportion of the contract price paid
in advance increases, we expect that where a negative damage remedy would otherwise

occur, the buyer and seller will instead specify in their contract that a high proportion of

) 10



the contract price be in paid in advance. This suggests that in practice, Courts should
not conclude that contracting parties fit the assumptions of case (3) unless their contracts
provide for most or all of the price to be paid in advance. Thus while the theory predicts
that cflicient risk bearing could lead to negative damage remedies in some situations, these
are unlikely to be observed.

Note that the damage remedy called for by efficient risk bearing in this case is again
lower than the remedy that would give the seller efficient incentives concerning whether to
perform the contract. In this case damages of R — P per unit would give the seller efficient
performance incentives. The lower damage remedy called for by risk bearing considerations
when the seller is risk averse gives the seller an incentive not to perform the contract too
~ frequently.

Suppose now that part but not all of the all of the contract price is paid in advance.
Now the risk minimizing range of damages extends from C —(1—a)P to R—(1—a)P. Since
C must be less than P, this damage range includes zero as a possible outcome. Since a zero
damage remedy is equivalent to discharge, this suggests that discharge may be consistent
with efficient risk bearing in some special cases.

To illustrate the type of special case in which zero damages lead to efficient risk bearing,
suppose that the seller is risk averse and the buyer is risk neutral (case (3)). Then the
risk minimizing damage remedy is C — (1 — a)P. This equals zero if the particular value

of a chosen by the parties, call it a,, satisfies the condition that a; = (P;C). QI_,C)

cquals the seller’s percent markup over cost. Thus if the seller is risk averse and the
buyer risk neutral and if the proportion of the contract price paid in advance equals the
seller’s percent markup over cost, then discharge would lead to efficient risk bearing. As
another example, suppose the buyer and seller are equally risk averse, which puts them
in case (4) Then they would agree on a liquidated damage remedy in the middle of the
risk minimizing damage range, or .5(C — (1 — a)P) + .5(R — (1 — a)P). But this damage
remedy could equal zero. The condition for it to equal zero is that the particular value of a
chosen by the parties, denotes a3, satisfy the condition that a; = -%[S-P—'p'gz - -(R%Pl]. This
requires that the proportion of the contract price paid in advance equal half the difference

between the buyer’s and the seller’s percent markups. If this condition is satisfied and
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if the buyer and seller are equally risk averse, then discharge would lead to economically
efficient risk bearing. This situation seems very unlikely. Finally, suppose cases (1) or (2)
apply. Then the risk minimizing damage remedy is R — (1 — a)P, which can never equal
zero. So a damage remedy of zero in this case can never satisfies the conditions for efficient
risk bearing.

We have shown that efficient risk bearing requires a non-zero damage remedy except
in some special cases. The special cases require that a relationship be satisfied between
the buyer’s and the seller’s percent markups and the portion of the contract price that
is paid in advance, where the exact relationship depends on the relative degree of risk
aversion of the buyer versus the seller. We did not calculate the exact relationship, but
we demonstrated it for two examples.!” These special cases do not seem to follow any
normal business rule of thumb and therefore would not be expected to occur except by
chance. Except in these special cases, a non-zero damage remedy is required for efficient
risk bearing, so the discharge remedy cannot lead to an efficient outcome. Further, even
in the special cases, zero damages cannot lead to efficient breach incentives, since a zero
damage level never satisfies criterion (A).

What can be said concerning the degree of economic inefficiency resulting from discharg-
ing contracts in the various cases? We showed above that the damage remedies which are
compatible with efficient risk bearing must fall within the range between R — (1—a)P and
C — (1 — a)P. But the damage remedy which causes the seller to make an efficient deci-
sion concerning whether to perform the contract always equals R — (1 — a)P, which must
always be positive. Discharging a contract and excusing the seller from paying damages at
all leads to the largest distortions when the value of the efficient penalty is highest, which
makes the difference between the value of the efficient penalty and zero greatest. The
efficient penalty itself is largest when the seller is risk neutral (cases (1) and (2)), when the
seller has a high degree of influence over whether the contract can be performed or not,
when all or most of the contract price has been paid in advance (a is near one), and when
the buyer’s profit when the contract is performed (R — P) is high. Use of the discharge
remedy leads to the smallest loss in economic efficiency when the seller has no control

over whether performance occurs or not, when the seller is risk averse and the buyer is

12



risk neutral (case (3)), when little or none of the contract price is paid in advance, and
when the buyer’s profit if the contract is performed is small. The distortion in economic
incentives is intermediate in size when both parties are risk averse (case (4)).

We have shown that the discharge remedy in general satisfies neither efficiency criterion
(A) nor (C). Discharging unperformed contracts neither allocates risk efficiently (except
in some special cases), nor does it give promisors efficient incentives concerning when to
perform or not to perform contracts. Thus judges should always treat cases involving non-
performance of contract as breach of contract cases. They should always levy damages
on the non-performing party, where the best level of damages was shown to depend on
the attitudes toward risk of the buyer and seller, on the amount of the contract price
paid in advance, and on how important is the seller’s control over whether the adverse
event occurs.. If best damage remedy appears to be negative, then the assumptions made
concerning the parties’ parties risk preferences are probably incorrect and the calculations
should probably be redone using different assumptions. Occasionally, the best damage

remedy will equal zero, but this outcome will occur only by chance.

Ejﬁcient—damages when the seller has partially performed the contract or has partially fized

production costs

In the discussion above, we assumed that the seller’s normal production costs were
entirely composed of variable costs which would be saved in full if the cost increase occurred
and the contract were not performed. But in many ca.ées, the cost increase might not occur
until several months after the contract was signed. Then the seller would probably not be
able to save all her costs if the contract were not performed. This could be because some of
the seller’s costs are fixed and are incurred regardless of whether the contract is performed
or not. Alternately, it could be because the seller has already partly performed the contract,
but has not yet produced any useful output. As an example of fixed versus variable costs,
suppose the contract is for supply of some specialized service such as catering. If the
contract is not performed, then the caterer may save his food costs, but be idle himself.
Then the saved food costs are vaﬁable costs, but the time of the caterer is a fixed cost.

Alternately, the contract might be for supply of some complicated boat made to order.
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Suppose that at the time the adverse event occurs, the boat is half completed, but half-
finished boats are worthless. Then the costs of labor and materials already expended are
fixed costs, but labor and materials not yet used whose purchase can be cancelled are
variable costs.

Suppose the seller’s costs are partly fixed and partly variable. Fixed costs per unit
are denoted Cy and variable costs per unit C,. Total costs, C, are now the sum of fixed
plus variable costs, or C = Cy + C,. When the unexpected event occurs, it raises the cost
of completing the contract from C, to C}. The damage remedies leading to efficient risk
bearing can be computed by the same method as used above.

Cases (1) and (2). Both parties risk neutral or seller risk neutral and buyer risk averse.
In this case the efficient damage remedy does not depend on the seller’s costs, so it is
unchanged from the situation already analyzed. The efficient damage remedy equals R —
(1—-a)P.

Case (3). Seller risk averse and buyer risk neutral. In this case the seller incurs costs
of Cy per unit regardless of whether the contract is performed or not. Then the damage
remedy which fully insures the seller when the contract is not performed is C,, — (1 — a)P.
Since the seiler receives part of the contract price, aP, in advance and has already spent
Cy, the seller’s profit if the contract is not performed will be aP — Cy — [C, — (1 — a)P].
But this equals P — C, which is the same as the seller’s profit if the contract is performed.
This damage remedy is smaller than the damage remedy previously calculated for the case
in which all costs were assumed to be variable. The larger the proportion of costs which
are fixed, the smaller the efficient damage remedy becomes.

Note that the damage remedy leading to efficient risk bearing may again take on neg-
ative values, when C, < (1 — a)P. Negative values are more likely to occur when more
of the seller’s costs are fixed. But then, as indicated, above, we expect that the parties
will specify a high value of @ in their contract. As above, the damage remedy leading to
efficient risk bearing may also take on a zero value in special cases. For example, if the
value of a chosen by the buyer and seller equals (P — C,)/P, then the damage remedy
leading to efficient risk bearing is zero. Also if the seller’s costs are entirely fixed and if
the entire contract price has been paid in advance, or C, = 0 and (1 — a)P = 0, then the

efficient damage remedy equals zero.
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P and R!® discuss an example of this latter situation. Suppose a farmer contracts
in advance for sale of his crop. The crop fails because of drought and the seller does not
perform the contract. Suppose also that the farmer has already incurred all his costs by the
tiine of the drought. P and R argue that such cases should be discharged because farmers
are risk averse with respect to weather, which can affect them severely because individual
farms are geographically concentrated, while buyers are risk neutral since they are dealers
who buy over a larger geographical area. The analysis here would hold such contracts to
be breached, but the efficient damage remedy could be zero if all of the farmer’s costs
were expended by the time of the drought (C,, = 0) and the entire contract price had been
paid in advance ((1 — a)P = 0). This result would be the same as that advocated by P
and R. However, an alternative interpretation would be that the farmer chose to breach
the contract by not using more irrigation water to offset the effect of lack of rainfall or by
not purchasing extra grain on the market to offset his own shortfall. In this latter case,
criterion (A) would be an issue and the efficient damage remedy should be positive and
closer to R, in order to give the farmer efficient breach incentives.

Case (4). Both parties risk averse. Efficient risk bearing requires that the damage
remedy be between R — (1 — a)P and Cy — (1 — a)? when production costs are partly
fixed. A liquidated damage penalty equal to zero is again within the range of efficient
penalties. But any remedy below the maximum of the range, R — (1 — a)P, distorts the
seller’s decision concerning whether to perform the contract or not. |

This section and the previous one suggest the range of damage penalties associated
with efficient risk bearing. They also suggest what factors the courts need to focus on
in deciding what the damage payment should be. In particular, whether the contract
price was paid in advance, whether the seller’s costs are fixed or variable, and the degree
- of control the seller has over the probability of the adverse event occurring all have an
important effect on the efficient damage remedy when the seller is risk averse, cases (3)
and (4). In general, efficient damage remedies are lower when more of the seller’s costs are

fixed rather than variable.

Are the damage remedies implied by efficient risk bearing ever the same as restitution

- damages?



One question not yet considered is whether the damage remedies leading to efficient
risk bearing might ever be the same as the restitution damage remedy, which requires
that the seller return the amount paid in advance by the buyer when the contract is not
performed. In our model, this would be equivalent to damages of aP.

The level of damages leading to efficient risk bearing in cases (1) and (2) is R—(1—a)P.
Therefore, for the level of efficient damages to equal restitution damages, we must have
R —(1— a)P = aP. This condition is only satisfied if R = P, which we assumed could not
occur since it requires that the buyer make losses when the contract is performed. The
equivalent condition in case (3) requires that C,, — (1 — a)P = aP, assuming that at least
some of the seller’s costs are fixed. This condition is only satisfied if C,, = P, which we
assumed could not occur since it requires that the seller make losses when the contract is
performed, even when the adverse event does not occur.

Finally, in case (4), damages leading to efficient risk bearing are within the range given
above. Suppose now that the buyer and seller are both equally risk averse and that they
agree on a liquidated damage remedy at the midpoint of the efficient darﬁage range, or
S(R—(1—-a)P)+ .5(C — (1 — a)P). For this to equal restitution damages requires that
aP = .5(R — (1 — a)P) + .5(C — (1 — a)P). But there is no value of a which satisfies this
expression. The only conditions under which the expression is satisfied are when C = P
and R = P, which we assumed cannot occur. Further, it is easy to show that the same
result holds for any value of the liquidated damage remedy, t.e., for any degree of relative
risk aversion on the part of the buyer versus the seller.!?

Thus we have shown that the damage remedy which leads to efficient risk bearing can

never equal the restitution damage remedy.

4. Efficient Damage Remedies in Impossibility Cases

In this section, I analyze the circumstances in several types of cases where contracts
might be discharged based on the doctrines of impossibility, impracticability or frustration.
The purpose here is both to indicate the applicability of the framework developed above

and to explore briefly some newer areas in which discharge doctrines have been applied.
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The coronation cases

The “coronation cases” are frequently cited in connection with the development of
doctrines relating to contract discharge. In these cases, lessees rented rooms from which to
view the coronation procession of Edward VII, but the coronation was cancelled because
Edward developed appendicitis. Relating these cases to the framework explored above,
the rent payment would be P, the rent payment made in advance would be aP, and an
individual lessee’s total consumer surplus or willingness-to-pay from viewing the procession,
including the amount paid in rent, would be R. (R could alternately be interpreted as the
amount that the lessee could earn by selling seats in the rooms to others to view the
procession.) The lessor’s costs consist of lost rent from displacing normal tenants and
cxpenditures to fix up the rooms for the coronation. These costs would be fixed if they
" were already incurred by the time the cancellation of the coronation was announced and
would be variable otherwise.?’ In the coronation cases, the issue of efficient incentives
for performing the contract is irrelevant, since the lessors had no influence on whether
the coronation took place or not. Also there were no significant reliance expenditures by
the lessees, so S = 0. Therefore the only economic efficiency issue is that of efficient risk
bearing.

Focussing on risk bearing, the analysis of the previous sections suggests that the eco-
nomically efficient damage remedy to be paid by the lessors (the sellers) should have been
in the range between R — (1 — a)P and C, — (1 — a), P depending on the risk preferences
of the lessors and lessees.

Given the facts of the coronation cases, it seems unlikely that the lessors were providing
insurance to the lessees. Suppose the lessees were fanatic royalists for whom a coronation
is an “event of a lifetime.” Then their total willingness-to-pay to view the procession
might have been many times larger than the rent payment, particularly if there were many
landlords competing among themselves to rent rooms with views. In these circumstances,
it seems unlikely that the lessors would be providing full insurance against cancellation
to the lessees, since full insurance would imply that the lessors agreed to pay very large

penalties in the event of cancellation. What seems more likely is that the lessors were risk
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averse and the lessees risk neutral or that the risk was shared between the parties, as in
cases (3) or (4).

The coronation cases provide an example of non-performance of contract cases in which
the courts explicitly considered the issue of whether the contract price was paid in advance
or not and also allowed for both positive and negative damages in different cases. In one
case, Krell v. Henry, a part payment had been made in advance by the lessee. The court
discharged the contract and did not require the lessor to return the advance payment.2!
This outcome, which is equivalent to a zero damage remedy, could be efficient if both
parties were risk averse, since the range of efficient penalties in the part-payment situation
includes zero. In two other of the coronation cases, Chandler v. Webster, and Blakely
v. Muller,?? the court required that the lessees pay the lessors the full amount of the
agreed-on rent even though full payment had not been made at the time the coronation
was cancelled. This payment is equivalent to levying a negative damage remedy on the
lessor, since the payment is made by the lessee to the lessor. It could also be within the
range of economically efficient damage remedies if both parties were risk averse, since the
range of efficient remedies includes negative penalties levied on the seller if no payment

has been made in advance.

Efficient damage remedies when unezpected inflation occurs or prices rise in several mar-

kets at once

Now suppose the unexpected event which might occur changes several prices and/or
costs at once. This might occur because the price and cost changes are due to generalizedv
inflation which affects many prices in the economy. Or it might occur because prices in
several markets are related.

Suppose again that when the price rise occurs, the cost of producing widgets rises from
C to C' and simultaneously the price of widgets in the market rises from P to P'. Also
the price in the market on which the buyer re-sells rises from R to R'. If a generalized
inflation causes these price changes, then all the increases would probably be in the same
proportion, i.e., P(1+7r) = P', R(1+r) = R' and C(1+ r) = C', where r is the rate of
inflation. But the price changes might alternately be at different rates without changing
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the example. S is assumed to be a fixed cost already incurred by the buyer which is not
affected by the price rise.??

An examnple of interrelated price changes would be the Suez Canal cases, a group of
cases in which the closing of the Canal in 1956 caused litigation over which party would
bear the extra costs of shipping goods around Africa. The Canal’s closing also caused the
prices of goods originating in India and East Africa, which were normally transported via
the Canal, to rise in England and other destination countries.?4 In the Suez Canal cases,
the sellers were shipowners and the buyers were owners of cargo who purchased transport.

In the Suez Canal context, C' — C would be the extra cost per ton of shipping, say,
groundnuts from Sudan to England via the Cape of Good Hope rather than via Suez.
P' — P would be the increase in the price per ton of shipping via the Cape. R' — R would
be the increase in the sale price per ton of groundnuts in England.?’ The cost and price
increases are expected to be interrelated here. The relationship between the increase in the
cost of shipping per unit and the increase in the price of shipping per unit depends on the
characteristics of the shipping industry. Assuming the industry to be fairly competifive,
then ship owners would be expected to pass on the full increase in the cost of shipping
to customers, but no more, so that P’ — P would equal C’ — C. The price of groundnuts,
R' — R, would be expected to rise by less than the increase in the price of shipping per
unit, P' — P, as long as demand for groundnuts were somewhat elastic (i.e., not perfectly
inelastic) or there were alternate sources of supply of groundnuts from countries which do
not require the Suez Canal for shipping to England, such as Brazil.

Assume that the contract between the buyer and the seller contains no price adjustment
provision, so that the contract price remains P when the Canal closes. The seller’s profit
is P — C' if the price rise occurs and the seller performs. Alternately, if the seller does not
perform the original contract, she can resell the good (cargo space) on the open market
for the higher price P’ and transport new cargo at cost C'. The seller’s profit will then be
P' + aP — C' minus damages. The buyer’s profit is R — P — S if the price rise does not
occur and the contract is performed. If the Canal closes and the contract is performed, the
buyer’s profit is R' — P — S. If the seller does not perform when the Canal closes, I assume
that the buyer covers by purchasing transport on a different ship for P’ and can sell the

groundnuts in England for R'. His profit will then be R' — P’ —aP — S plus damages.
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In this situation, criterion (A) is irrelevant, since it is equally efficient for the seller to
perform or not perform the contract once the Canal has closed. Note that the buyer’s and
the seller’s profits together are R' — C' — S if the contract is performed and are the same
if the contract is not performed. The reason for this is that the value of output produced
by the buyer and seller is the same regardless of whether the contract is performed or not.
The only difference is whether they buy or sell transport for P or P', which has offsetting
benefits and costs to each of them and is therefore a distributional effect only. Thus the
only economic consideration is that of efficient risk bearing.

Cases (1) and (2). Seller risk neutral and buyer risk averse or risk neutral. In this case,
damages leading to efficient risk bearing must equalize the buyer’s profit in the normal
situation when the Canal remains open and in the abnormal situation when the Canal
closes and the contract is not performed. The buyer’s profit when the Suez Canal remains
open is R— P —S. The buyer’s profit when the Canal closes and the seller does not perform
is ' —aP — P' — S minus damages. To insure the buyer’s profit regardless of whether the
contract is performed or not requires that damages must equal P’ — (1 — a)P — (R’ — R),
or the increase in the buyer’s payment for shipping minus the increase in the buyer’s
revenue. Note that in the Suez Canal example, the efficient level of damages would always
be positive, since we argued that R’ — R would always be less than P' — P.

One interesting feature of this case is that even the damage remedy just developed does
not completely insure the buyer. With this damage remedy, the buyer makes a profit of
R — P — S if the Canal closes and the seller does not perform, but makes the higher profit
of R' — P — § if the Canal closes and the seller does performs. No single damage remedy
can provide the buyer with full insurance in all possible outcomes.

Case (3). Seller risk averse and buyer risk neutral. Here the efficient damage remedy
must equalize the seller’s profits regardless of whether the contract is performed or not.
The séller’s profit when the Canal remains open are P — C. The seller’s profit when the
Canal closes and the seller does not perform is aP+ P' — C' minus damages. To insure the
seller’s profit regardless of whether the contract is performed or not requires that damages

equal (P'—(1—a)P)—(C'—C), or the increase in the buyer’s payment for shipping minus
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the increase in the seller’s production cost.! In the Suez Canal example, I argued that
I’' — P would approximately equal C' — C. This means that the efficient damage remedy in
case (3) must be positive as long as some advance payment on the contract price is made,
t.e., a exceeds zero.

Case (4). Both buyer and seller risk averse. In this case the damage remedy must be
within the range between those in cases (1) and (2) and those in case (3).

The efficient damage remedies in the case of interrelated price changes can again equal
zcro in special cases. These require that in risk cases (1) and (2), the level of advance

payment chosen by the parties, as, satisfy the condition that a3 = (R"R);(P =P) In

risk cases (3) and (4), the level of advance payment, a4, must equal (C'_C);(P"P). Both

conditions require that the difference between the two price or cost increases, divided by
the contract price, must equal the proportion of the contract price paid in advance. There
would seem to be no reason to expect a relationship except by chance between the payment
made in ad\;ance, the difference between two rates of price or cost increase, and the risk
preferences of the buyer and seller. This is particularly so since the rates of price/cost
increase become known only after the signing of the contract. Thus when interrelated price
changes occur, again courts should treat non-performance of contract cases according to
the doctrine of contract breach. In general, the level of damages required for both efficient

risk bearing and efficient performance incentives is positive.

Discharge in personal bankruptcy cases

Theodore Eisenberg has pointed out the applicability of risk bearing considerations to
the analysis of the bankruptcy discharge.?® Bankruptcy law allows non-corporate debtors
who file for bankruptcy to be discharged from the obligation to repay their debts as long
as they give up all assets owned over and above a specified exemption level which varies
by state. Alternately, employed debtors can obtain a discharge from debt without givitig

up any assets by agreeing to pay creditors over three years an amount equal to the value

1 With this damage remedy, the seller makes a profit of P — C if the Canal closes and the contract .is
not performed, but makes profit of P — C’ if the Canal closes and the contract is performed. However,
since P — C' < P — C, the seller will always choose to perform and will therefore be insured.
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of their assets that would otherwise have to be given up. In bankruptcy, the debtor is
the performing party and creditors are the non-performing parties. Applying the P and
R analysis of contract discharge to the bankruptcy situation, discharging debtors would
be efficient if creditors were the superior risk bearers, or if debtors were risk averse and
creditors were either risk neutral or less risk averse than debtors. It is often assumed that
creditors are the superioi‘ risk bearers because their assets, which consist of loans to many
individuals, are more diversified that those of borrowers.

However, bankruptcy is an example of a situation in which the performing party may
have a great deal of influence over whether the adverse event leading to non-performance
occurs or not. While some debtors file for bankruptcy because of events over which they
have no control, such as a serious illness; others may borrow heavily, anticipating that if
an adverse event such as becoming unemployed occurs, then the bankruptcy discharge will
in effect provide them with insurance. In situations in which the debtor has full or partial
control over the decision whether or not to perform the loan contract, discharging the
debtor’s liabilities in bankruptcy provides debtors with an incentive to borrow too much
and to default too often. Thus discharging loan contracts in bankruptcy by allowing zero
repayment is likely to generate inefficiency with respect to the debtor’s incentive to perform

the contract.??

Although the bankruptcy discharge can be argued to be good public policy
because it provides debtors with a “fresh start,” our analysis suggests that it would be
economically efficient to require debtors filing for bankruptcy to pay damages to creditors,

t.e., to require that debtors repay at least part of their debts.28

5. Conclusion

In this paper I have argued that the courts should treat all cases involving unperformed
contracts as breach of contract cases rather than as discharge cases and'that the non-
performing party should pay non-zero damages except in a few special cases. In other
words, contracts should never be discharged. Rules for determining the economically
cfficient level of damages in different types of cases were developed and were shown to
depend on such factors as the risk preferences of the contracting parties, the degrce of

control or influence of the performing party on whether the event causing non-performance
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occurs or not, the relative level of the performing party’s fixed versus variable production
costs, the proportion of the contract price paid in advance, and whether the event causing
non-performance affects a single cost item or is due to generalized inflation.

Efficient damage remedies were shown to be smallest when the performing party is risk
averse and the non-performing party is risk neutral. They are largest when the performing
party is risk neutral, regardless of the risk preferences of the non-performing party. Efficient
damage remedies are largest when most or all of the contract price has been paid in advance,
and smallest when little or none of the price has been paid in advance.

Both zero and negative damage levels were shown to occur in some situations. A
zcro level of damages—the damage remedy when contract cases are discharged—leads to
efficient risk bearing in some special cases, but these we showed to be rare and unlikely
to occur very often. A zero damage level also has the disadvantage that it always leads
to inefficiently high breach incentives on the part of the performing party. Negative levels
of damage—which imply a payment by the buyer to the seller when the seller does not
perform the contract—also can lead to efficient risk bearing in some cases. Negative damage
remedies can occur when the seller is risk averse and the buyer is risk neutral or when the
scller is more risk averse than the buyer. But the analysis showed that the damage remedy
leading to efficient risk bearing varies with the proportion of the contract price paid in
advance, for any risk preferences by the contracting parties. As more of the contract
price is paid in advance, the efficient damage remedy always increases from a negative to
a positive level. Whenever the performing party to a contract is truly more risk averse
than the non-performing party, the performing party is likely to anticipate difficulties in
collecting negative damages for non-performance, particularly if the performing party has
any control over the performance decision. Therefore, if the seller is the performing party,
the seller will insist on full or nearly full payment in advance. But when payment is
made in advance, the damage remedy leading to efficient risk bearing is always positive,
and discharging the contract is therefore inefficient. Thus the courts should always be
sceptical of arguments that the contract should be discharged because the efficient damage
remedy is zero or negative. Any performing party making this argument is likely to be

misrepresenting its risk preferences.



Thus in general, courts should treat cases involving non-performance of contract accord-
ing to the doctrine of contract breach, rather than concentrating their efforts on deciding
whether or not to discharge the contract. Except in rare cases, it is always economically

efficient for the non-performing party to pay non-zero damages.



Footnotes

*I am grateful to the Cook Fund of the University of Michigan Law School for research
support and to Richard Epstein, Roger H. Gordon, Avery Katz, A. Mitchell Polinsky,
Richard A. Posner, James J. White, and Ann D. Witte for helpful comments.

1Gee Steven Shavell, Damage Measures for Breach of Contract, 11 Bell Journal of
Economics 466 (1980), which develops criteria (A) and (B), and A. Mitchell Polinsky, Risk
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their desireable effects on the seller’s incentives concerning when to perform the contract-—-
efficiency criterion (A). This ignores criterion (B), efficient reliance, however.

I'The contract price might rise in this case because the risk averse buyer is willing to
pay more for the contract with the insurance. However if the widget industry is competitive
and all widget sellers are risk neutral, then competition would prevent the price from rising
since providing insurance does not cost the sellers anything.

12The contract price in this case might or might not be lower than P in this case, since
the seller would be willing to accept a lower price to avoid bearing risk, but competition
among buyers might prevent the price from falling since buyers can provide insurance
costlessly.

13 Another way of putting this is that if both parties were risk averse, they would never
agree between themselves on a liquidated damage penalty outside this range.

14 Supra note 3 at 88, 90-92.

15P and R recognize that in some cases, the performing party’s actions may affect the
probability that the adverse event which prevents performance will occur. They treat this
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note 3 at 90.
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risk are ignored here and in the remainder of the paper.

1"More generally, it requires that the portion of the contract price paid in advance fall
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18 Supra, note 3.
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liquidated damage remedy of ¢(R — (1 — a¢)P) + (1 — ¢)(C — (1 — a)P), where ¢ and
1 — g are weights expressing the relative degree of risk aversion of the buyer versus the
seller. Then the condition for the efficient damage remedy to equal restitution damages
is that (R — (1 — a)P) + (1 — ¢)(C — (1 — a)P) = aP. But this equation implies that
g(R— P)+ (1 —q)(C — P) =0, which is only satisfied if R = P and C = P.
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20T5) general, which costs are fixed versus variable depends on how much advance notice

there is of the event causing non-performance. The more notice there is, the more costs
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2"Eisenberg also argues that most bankruptcies do not fit the P and R criterion for
discharge, both because the debtor can affect the probability of default and because the
debtor is the superior risk bearer with respect to his own debts. Eisenberg, supra note 24,
at 981-083. '

28 Gee White, Personal Bankruptcy Under the 1978 Bankruptcy Code: Economic Con-

siderations, 63 Indiana Law Journal, 1987, for discussion.
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