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explanat ton of the benefits of promisw )ry institutions. But will theorists do 
not have recourse ro this kind of explanation, and their abstract defense 
of promising is unable to  provide an answer to this challenge. 

A final difficulty with will theories, in all their forms, is that they seem 
unable to explain the content of contract law. In one respecr they are 
superior to reliance and benefits theories, since the Hegelian contract is 
binding when made, whether or not reliance o r  benefits claims will lie. 
But for other kinds ot contract rules will theories are silent. They do not 
explain how a court might arrive a t  a set of implied terms when there is 
a gap in the express terms. For example, tvhen the contract dues not 
explicitly specify any warranties as tu quality, and rhe goods are not 
supplied on an "as-is" basis, a court will imply a warranty that the goods 
be merchantable. Such warranties might serve efficiency goals, and be 
expla~ned on an economic analysis of contract law. But since the parties 
did not come to an exprcss agreement about the implied terms, thcy must 
be an enigma to the will 

Summary 

In add~tion to law-and-economics theories, there are three rival explana- 
tions of promising and contract law: reliance, henefits and will theories. 
Reliance explanations would ground liability for the protiusor's b r e ~ c h  
a n  the promisee's detrimental reliance. However, such theories cannot 
explain why the institution of promising should exist and suggest instead 
that we should ban promising altogether. Reliance theories also suffer 
from an innbii~ty to  explain why the unrelied-on promise should be bindtng, 
and are therefore unable to account for a fundamental feature uf contract 
law. Benefits theories give promlses a restit~tionary remedy when the faith- 
less promisor retains thc herletit of a contract and omits to perform, 
himself. Once again, this suggests a reason to  ban the institution of contract 
law as a trap for the unwary. It also fails to explain why contracts are 
binding before anyone had begun to perform and no benefits have been 
conferred. Final1 y, will theories do not explain why promises and contracts 
are binding and are unable to account for basic contract law rules such 
as the law of implied terms. 

For a satisfactory explanation of these ptublcms, we must turn froin 
reliance, benefits and will theories to the law-and-economics account of 
contract law. 

3 The economic theory of 
contract law 

To bre~d  an animal capable of prornisit~g - isn't that  lust the parado?ri~,al 
task which nature has set herwlf with mankind, thc peculiar problcin rlf 

mankind ? 
Nietzschei On the Genruloh~ of Murills 

We are now in a better position tu evaluate the foundational questions 
of' contract theory and to recognize wrong curru. It is very  much a wrong 
turn to hegin by asking why promises ace binding. That is simply thc way 
that the institution works; it is what it means to promise. As John Rawls 
noted, asking why that should he the casr is like asking why barters do 
nor get four strikes.' 

Insrrnd of asking why our and contracts are binding, the first 

questtori Lor contract theory is why such institutions are valuable. Why 
might members oi 3 non-pro~uissory society wish t o  adopt them, could 
thcy somehow be given the choice? Why is contract !aw a more vnludble 
institution than. say, baseball? The answer is trust. What the institutions 
of promising and contract law crucially supply is the rlernent of trust 
which makes promises credible and whish perrnits pron~isees to rel>- on 
promisors. Without the trust created h y contract law, opport~~nitirs for 
gain from joint projests would be Iost and our society would be poorer. 

An institutional perspective is r~ecessaril y a ~onse~uential is t  one. We 
cannot evaluacr the costs and benefits uf adopting an institution withrlut 
looking a t  the consequences of doing so. Thiq is not to say that only 
narrow economic consequences count and that hroader social considera- 
tions are ruled out of order, If the matcrinl benefits from contract law 
were somehow exceeded by the social costs of a coarser and more grasping 
society, the con~e~uentralist  would oppose its adoption, as would the econ- 
omist. All consequetlces matter, even though problems of quantification 
make comparisons difficult. For now we assume that contractual rcgimes 
art- benigt~ and defer an examination of contract hw's spillover et'f'ects 
until Chapter 9. 
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The need for trust 

As we saw, Hume pioneered the institutional analysis of promising. In 
his analysis of bargaining, he was also one of the earliest economists, and 
sevcrnl of Adam Smith's key insights may be traced back to him. In partic- 
ul,~r, the discovery that specialization of trade promotes economic growth 
should be attributed to Hume, who noted that "different men are by 
nature fitted for different employments, and attain to greater perfection 
in n tiy one, when they confine themselves to it a10ne."~ With economies 
n f specialization the baker can restrict his business to bread-making; he 
can buy his flour from merchants and need not grow and mill his own 
gmin. But he cannot do  so unless he can trust the merchant to supply 
him with flour when he needs it. Without trust, the parties cannot rely 
on each other, and are driven back to producing all their own goods and 
foregoing the gains from specialization. 

To illustrate the need fur trust Hume took the example of two farmers 
who need to cooperate to exploit a bargain opportunity over future crops: 

Your corn is ripe today; mine will he so tomorrow. 'Tis profitable for 
us both, that I shou'd laholtr with you to-day, and that you shou'd aid 
tne to-morrow. I have no kindness for you, and know you have as 
little for me. I will not, therefore, take any pains upon your account; 
at~dshould I labour wit11 you upon my own account, in expectation of 
a return, I know I shou'd be disappointed, and that I shou'd in vain 
depend upon your gratitude. Here then I leave you to labour alone; 
You treat me in the same manner. The seasons change; and both of us 
lose our harvests for want of mutual confidence and s ~ c u r i t y . ~  

Thc opportunity for gain is before their eyes; yet the farmers cannot grasp 
it without the institution of contract law to solve the problcm of trust. 

Why would the parties pass up all opportunity for joint gains which 
would make them both 'better off? The answer is that what might make 
the parties jointly better uff when they cooperate might not give each as 
much as he could have withvut cooperation. That is, what is collectively 
rational mighr br indlvldu,~ll)- irrational. To see this, i t  is helpful to  model 
rhe bargaining prohlen~ as a Prisoners' Dilemma game. 

Table 3.1 The Promisor's Dilcrnmd: hrnv profitable joint opporrunicies may he lost 
brcausr of individual incentives to defect 

Player Two 
- 

Cooperate Defect 

Player On[< Coopcr~le 3,  3 - 1 ,  4 
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In the model, bargaining is seen as a two-person game, in which the 
outcome or payoff for each party is dependent not only on what he does 
but on what the other party does. The payoffs available to the parties 
are, therefore, represented as four possible outcomes in a 2 x 2 table (see 
Table 3. I ). The first figure in each box indicates the to Player One, 
and the second the payoff to Player Twu, with the numbers arbitrarily 
selected to make a point about the gains from cooperation and the ways 
these might be lost through individual incentives to hreach. 

When both partles cooperate (the upper-left hand box), each promises 
and performs his promise and each receives a payoff of 3; when both 
defect (lower right), they fail to enter into a contract and receive 0 apiece, 
Whexe Player One cooperates and P l a ~ e ~  Two defects (upper right), or 
where Player 01le  defects and Player Two cooperdtzs (lower left), rhe 
cooperating party promises and perfortns :~nd the defecting party promises 
and breaches. The seller delivers bur is not paid; or rhr buyer pays bur 
does not receive the  goods. 

Joint cooperation is the efficient (highest total payoif} solutiot~, as the 
total gains of (3 + 3 =) 6 exceed the total gains from any other strategy. 
With joint defection (0, O), the parties wasrefully pass up the bargaining 
gain. However, each party will prefer this to the siruarion where he 
prrfvrms and the other party defects. In that case, rhe performing party 
gets -1 (the "sucker's payoff") while the breaching party gets 4 (the 
"opporrunist's payoff"). 

If joint cooperarion is socially effident, why would a party defect? 
The answer is that each parry's private incrnrives are imperfectly aligned 
with their joint interests. Considered together (and summing both payoffs 
in each box), the two parties are best off when both cooperate; but 
considered individually, each is better off when he defects and gets the 
opportunist's payoff. In the upper-left box, Player One can increase his 
payoff from 3 to 4 by defecting; in the upper-right box, he can increase 
his payoff from -1 to 0 by defecting. Player Two can increase his payoffs 
in the same way through defection, moving from the upper-left to the 
upper-right box, or from the lower-left to the lower-right box. Whatever 
one party does, the other is always better off if he defects. For both parties, 
defection beats (dominates, in the language of game theory) cooperation 
in every state of the world. The logic of the game implies that the parties 
will both defect, ending up in the lower-right box where the contractual 
gains are lost.4 

The nature of the game would change if the parties could enter into 
enforceable contracts with each other to cooperate, as this would change 
the payoff structure. For example, defectors might be required to pay 
damages equal to the amount of the other party's losses, which would 
remove the temptation t o  defect (see Table 3.2). 

Table 3.2 is Table 3.1, with the difference that defectors are required 
to pay cooperator's damages of 3 for their lost profits. Here, the parties 
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Table 3 .2  The Pro~nisr,r's Dilemma aftcr private contracting: where the defector is 
liable in damages for lost profits 

Player Two 

Cooperate Defect 

Player One Cooperate 3 ,  3 2, 1 

arc always better off when they cooperate, a~td their private incentives 
are fully aligned with their joint it~terests. As such, neither will defect. 

The Prisoner's Dilemma game illusrrates how protitable joint opponu- 
nities rndy be lost when contracts are not enforced. When the buyer pays 
the price and the seller refuses to deliver, or when the seller delivers and 
the buyer rcfuses to pay, the parry in breach gets the opportunist's payoff 
and the innocent party gets the sucker's payoti. Future parties will antic- 
ipnte this and refuse to enter into agceetnents. The result is a settled 
pattern of defection and rnistrust iu which bargaining gains are aban- 
doncd, unless the parties can bi rd  themselves through enforceable bargains. 

Beneficial reliance 

Wlle~i the parties refuse to rely on each other's promises, the bargaining 
loss cJn usefully he explained rhrough the econclmist's indifference curves. 
An indifferellre mapping also highlights the deficiencies in the reliance 
and b~nefits explanatjons of contracting. 

Whrn presented with a choice between ditterenr: goods (represented along 
axes of 3 diagram), a consumer will find himself indifterent between various 
bundles of goods. He night  find that five apples nnd three oranges are just 
a5 good as  four apples a n d  fnur oranges. Or ren apples and no  oranges. The 
line that connects all t h i  points of indifference between one combination 
of goods a n d  other combinations is called an illdifference curve. 

For our purposes, let us assume that the two goods are consumption 
today and c o ~ ~ s u n ~ p t i o n  tomorrow of money. The indifference mapping 
will indicate the consumer's preferences as between present nud future 
cnnsumption. 

In Figure 3.1, the consumer is given $100 which he must spread ovcr two 
time periods. The straight line between consumption of $300 in the 
two periods is called the budget line and represents every possible combi- 
nation of present vs, det'erred consumption, given the consumer's fixed 
amount of money. The frugal ant takes 3 position at  one extreme, saving 
in the present and spellding the entirc amount in the second period; while 
the grasshopper lives solely for today and spends the entire amount in the 
present peri nd. 
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Penod I 

Figure 3.1 The saving decision 

At the point of origin the consumer has no goods of either kind. We 
assume that he always wants more goods and that he will always prckr 
to be on the highest indifference curve (the one furthest from rhe point 
of origin). Given the choice between curves I, and 1: he  would, therefore, 
prefer to be on the latter. As this lies above the budget line, however, it 
is not a feasible outcome. He simply doesn't have the money. Instead, 
curve 11, which is tangent to the budget ljnr a t  the point of intorsection, 
rep~esents the highest feasible indifference curve available to the consumer 
with a $100 budget and, as it happens, this assumes equal consumption 
in the two periods, $50 now and $50 I~ te r . '  

Charles Goetz and Robert Scott have employed an indifference curve 
model to explain how trust benefits bargainers (see Figure 3.2).h Suppose 
that our subject - call him David - begins with an endowment of $100 aud 
reaches his highest feasible indifference curve at  point A,,+ ,,, where he 
consumes $50 now and $SO later. David's Uncle Ebenezer tells David he 
wants to give him anothcr $200. If Ebenezer makes the gift in the first 
period, we assume (arbitrarily) th3r David will move to point B,,,, ,,,, again 
dividing consumption equal1 y in the two periods. However, Ebenezer does 
not have the $100 in period I ,  and can only promise to give David the 
money in period 2. If Ebenezrr promises to make the gift and subsequently 
performs, and if David rel~es on the promise by consuming his entire $100 
in period 1 and the gifr of $100 in period 2, then David will be as well 
off as he would have heen had Ebenezer made the gift in period 1. 

Now suppose that Ebe~lezer promises and David relies in period 1, but  
that Ehenezer fails to perform in period 2. David will now be at point 
C,< ,,, and worse atf than ii he had not relied. Had he refused to trust 
his uncle, he would he 011 indifference curve ll,,; instead, he is now on 


