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THE FAULT PRINCIPLE AS THE CHAMELEON
OF CONTRACT LAW: A MARKET
FUNCTION APPROACH

Stefan Grundmann’™

This Article begins with a comparative law survey showing that all
legal systems do not opt exclusively for fault liability or strict liability
in contract law, but often adopt a more nuanced approach. This ap-
proach includes intermediate solutions such as reversing the burden
of proof, using a market (“objective”) standard of care, distinguish-
ing between different types of contracts, and providing a “second
chance” to breaching parties. Taking this starting point seriously and
arguing that it is highly unlikely that all legal systems err; this Article
argues that the core question is how and when each liability regime
should prevail or how and when the regimes should be combined. It
then argues that there is no either-or, but only the question of intelli-
gent combination. When asking how best to combine the regimes, the
simple answer is that market expectation, and specifically the ability
to compare offers, should be the core criterion. This Article therefore
argues that a market function approach is needed. Such an approach
answers the question of which factors are most important in which
situations and thus helps to shape the combination. Some core crite-
ria are developed in a last, more concrete section.

INTRODUCTION

Some seventy-five years ago, Ernst Rabel came from Berlin to the
United States as director of the famous “Schloss Institutes” for comparative
and international law, the forerunner of the Max Planck Institutes. Since
Michigan became what was likely his strongest link to the United States, it
seems fitting to begin with his contributions. Rabel brought with him his
conception of comparative law as a discovery device for all countries,” and
sought to develop this international discussion into more concrete results,
namely, into a unification of sales law as the core area of contract law.’

*  Professor of Private and Business Law, German, European and International, Humboldt-
Universitit, Berlin.

1. See Ernst Rabel, Aufgabe und Notwendigkeit der Rechtsvergleichung, 13 RHEINISCHE
ZEITSCHRIFT FUR ZIVIL-UND PROZESSRECHT 279, 283 (1924), reprinted in 3 ERNST RABEL,
GESAMMELTE AUFSATZE 1, 5 (1967) (“In thousands of shadows, you see flickering and shimmering
the law of any developed people. All these vibrating bodies in their unity form a whole which no-
body yet has grasped and modelled.” (translation by author)).

2. Rabel initiated his work on sales law unification in 1929 with his so-called “Blue Re-
port.” 3 ERNST RABEL, Rapport sur le droit comparé en matiere de vente, in GESAMMELTE
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Moreover, when Rabel later wrote his treatises on international private law
and (comparative) sales law'—which became highly influential for the
Hague Uniform Sales Law of 1964° and subsequently the Vienna Conven-
tion on the International Sale of Goods of 1980 (“CISG”)—one of the core
questions where his new surroundings heavily influenced him® was fault. In
fact, he strongly advocated a strict liability regime, a trademark of Anglo-
American contract law, which was ultimately introduced into article 79 of
the CISG. And because of the eminence of the CISG, this regime has re-
mained on the international agenda; it is evident in more general sets of
contract law principles developed over the last decades at the Unidroit level’
and in Europe." The Principles of European Contract Law opt for a strict
liability regime in which the only permissible excuse is force majeure,” and

AUFSATZE, supra note 1, at 381. See also the announcement in 3 RABELS ZEITSCHRIFT FUR
AUSLANDISCHES UND INTERNATIONALES PRIVATRECHT 405 (1929). Rabel is considered to be the
“mastermind behind the draft uniform international sales law.” Bernhard Grossfeld & Peter Winship,
The Law Professor Refugee, 18 SYRACUSE J. INT’L. L. & Com. 3, 11 (1992). See also the contribu-
tions by Ole Lando, Ulrich Drobnig, Ulrich Magnus and also Axel Flessner in EUROPAISCHES
KAUFGEWAHRLEISTUNGSRECHT: REFORM UND INTERNATIONALISIERUNG DES DEUTSCHEN
SCHULDRECHTS (Stefan Grundmann et al. eds., 2000).

3. 1-2 ERNST RABEL, DAs RECHT DES WARENKAUFS (1958); 2 ERNST RABEL, THE
CoNFLICT OF Laws (2d ed. 1960).

4. RoNALD H. GRAVESON ET AL., THE UNIFORM LAWS ON INTERNATIONAL SALES ACT
1967 (1968); KOMMENTAR zUM EINHEITLICHEN KAUFRECHT (Hans Doélle ed., 1976); Berndt
Godenhielm, Some Views on the System of Remedies in the Uniform Law on International Sales, 10
SCANDINAVIAN STUD. L. 9 (1966).

5. United Nations Convention on Contracts for the International Sale of Goods, Apr. 11,
1980, 1489 U.N.T.S. 3 [hereinafter CISG]. For a list of the states which have ratified the convention
(seventy-one as of August 2008), see UNCITRAL, Status: 1980 - United Nations Convention on
Contracts for the International Sale of Goods, http://www.uncitral.org/uncitral/en/uncitral_
texts/sale_goods/1980CISG_status.html (last visited Feb. 22, 2009); 2007 Bundesgesetzblatt 11 690
annex B; see also CESARE M. BIANCA ET AL., COMMENTARY ON THE INTERNATIONAL SALES LAw:
THE 1980 VIENNA SALES CONVENTION (1987); JoHN O. HONNOLD, DOCUMENTARY HISTORY OF
THE UNIFORM LAW FOR INTERNATIONAL SALES (1989); COMMENTARY ON THE UN CONVENTION
ON THE INTERNATIONAL SALE OF Goobs (CISG) (Peter Schlechtriem & Ingeborg Schwenzer eds.,
2d ed., C.H. Beck 2005) [hereinafter COMMENTARY ON THE CISG].

6.  After the war, Rabel lived and split his research rather evenly between the United States
and Germany—probably more than most German emigrants. See, for instance, the most recent
report on him by Gerhard Kegel. Gerhard Kegel, Emst Rabel (1874-1955), in 1
DEUTSCHSPRACHIGE ZIVILRECHTSLEHRER DES 20. JAHRHUNDERTS IN BERICHTEN THRER SCHULER:
EINE IDEENGESCHICHTE IN EINZELDARSTELLUNGEN 17 (Stefan Grundmann & Karl Riesenhuber
eds., 2007).

7. For the influence of the CISG, see Int’l Inst. for the Unification of Private Law
[UNIDROIT], Principles of International Commercial Contracts, passim (2004), available at
http://www.jus.uio.no/lm//unidroit.international.commercial.contracts.principles.2004/portrait.pdf
[hereinafter Unidroit Principles].

8. For the influence of the CISG, see PRINCIPLES OF EUROPEAN CONTRACT LAW, PART I
(Ole Lando & Hugh Beale eds., 1995); PART II (Ole Lando et al. eds., 1999); Part III (Ole Lando et
al. eds., 2003). While the Unidroit and the so-called Lando principles are not official and are not
law, the role of the UN Convention as a model for future EC legislation is accepted also officially.
Commission of the European Communities, Communication from the Commission to the Council
and the European Parliament on European Contract Law, para. 18-20, COM (2001) 398 final (July
11, 2001), available at ec.europa.eu/consumers/policy/developments/contract_law/cont_law_
02_en.pdf.

9.  PRINCIPLES OF EUROPEAN CONTRACT LAw, PART II, supra note 8, art. 8:101.
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the breaching party bears the burden of proof.” The Unidroit Principles
share, in principle, this singular focus on force majeure," but they do so in a
more refined manner: article 5.1.4 distinguishes “obligations de resultat”
(promises of result) from “obligations de moyen” (promises of best efforts).
The addition of this distinction is important. But it should be kept in mind
that these terms could be bargained for in a contract under any regime."”

The importance of another development for which Rabel strongly advo-
cated, the introduction of the so-called German ‘“Nachfrist” into the CISG
regime, is less obvious. But in fact, this was no less influential on the cur-
rent European regime than the incorporation of the strict liability approach.
Nachfrist limits, in principle, the most onerous sanctions for breach of con-
tract to those cases where the party not only breached but also did not cure
when given a “second chance” (after an additional period of time), both in
the CISG and in the current European system."”

Several questions arise from this cross-Atlantic trip into history. The
first is whether the example of Rabel and the contract law developments he
spawned speak in favor of the superiority of a strict liability regime." The
second question is whether the core argument advanced by Rabel, i.e., that
only strict liability can mirror the promise initially given, is one that works
particularly well in sales law (and in an industrial society), but less well in
services (and in a service society). A third question is whether, instead of
following Rabel’s regime, all legal systems really follow a nuanced ap-
proach with a mixture of strict liability and fault liability elements, and
utilize other governance devices such as the “second chance” principle. Fi-
nally, a fourth question is what guidelines can be given for a satisfactory
combination of the two liability regimes.

This Article suggests that the answer to this final question is that market
expectations should be the core criterion for combining strict and fault li-
ability and that, therefore, legal scholarship and legal regimes should take a
market function approach. Part I takes a comparative law approach to show
the range of possibilities in choosing between liability regimes, and exam-
ines their relative advantages. Part II proposes a market function approach

10.  PrINCIPLES OF EUROPEAN CONTRACT LAW, PART I, supra note 8, art. 1:108.
11. Unidroit Principles, supra note 7, art. 7.1.7.

12. Some scholars interpret the Principles of European Contract Law to mirror this approach.
See Ole Lando, Non-Performance (Breach) of Contracts, in TOWARDS A EUROPEAN CIviL CODE
505, 509 (Arthur Hartkamp et al. eds., 3d ed. 2004).

13.  CISG, supra note 5, art. 64(1)(b); Parliament and Council Directive 1999/44/EC, art. 3(5),
1999 0.J. (L 171) 12, 15 [hereinafter EU Sales Directive]. For an explanation of the “second
chance” and its economic rationale, see Fernando Gomez, Introduction, in EU SALES DIRECTIVE:
COMMENTARY 13, para. 108 (Massimo C. Bianca & Stefan Grundmann eds., 2002); Stefan Grund-
mann, Regulating Breach of Contract—The Right to Reject Performance by the Party in Breach, 3
EUR. REV. ConT. L. 121, 129-37 (2007). See also Comm’n of the European Communities, Proposal
for a European Parliament and Council Directive on the sale of goods and associated guarantees,
art. 4, COM (95) 520 final (June 18, 1996), available at http://aei.pitt.edu/10267/01/
COM_(95)_520_final.pdf.

14. This Article does not speak to the merits of a strict liability regime in torts; in fact, it
gives ample justification for distinguishing between torts and contracts in this respect.
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based on these systems to balance elements of strict liability and fault
liability.

I. NUANCE AS THE COMMON DENOMINATOR
IN A COMPARATIVE LAW PERSPECTIVE

The traditional view among contract scholars is that civil law systems
opt for fault liability in contract law while common law systems opt for
strict liability. Yet this impression is the result of too much abstraction on
both sides. Upon closer inspection, the common denominator between civil
and common law systems is that all systems opt for a nuanced combination
of the two.” Contract law development in Europe now often occurs at the
European Community (“EC”) level. EC contract law is an amalgam of the
civil law and common law systems of its member states and thus provides a
valuable additional perspective.

A. The Most Important Nuances in Civil Law Systems

The nuanced approach is evident in several civil law systems. The core
breach-of-contract rule in the German Civil Code (section 276), after the
fundamental reform in 2002, reads as follows:'

(1) The obligor is responsible for intention and negligence, if a higher or
lower degree of liability is neither laid down nor to be inferred from the
other subject matter of the obligation, including but not limited to the giv-
ing of a guarantee or the assumption of a procurement risk.... (2) A
person acts negligently if he fails to exercise reasonable care. (3) The obli-
gor may not be released in advance from liability for intention."”

The practical impact of this rule is heavily influenced by the second phrase
of section 280(1), which says that, in contracts, the burden of proof for neg-
ligence is the reverse of the burden in tort law.” Therefore, absent a
provision to the contrary, the breaching party is responsible for any

15.  Because this is an American journal, explaining the civil law side is probably more nec-
essary, and I do that in some detail—but even here, the rules I have chosen are meant to be
paradigmatic and the overview is admittedly far from systematic.

16.  The German law (and more) can be found in English. E.g., CASES, MATERIALS AND TEXT
ON CONTRACT LAwW 659-63, 667-69 (Hugh Beale et al. eds., 2002); BASIL S. MARKESINIS ET AL.,
THE GERMAN LAw OF CONTRACT 444-51 (2d ed. 2006). See also Stefan Grundmann, Commentary,
in 2 MUNCHENER KOMMENTAR ZUM BURGERLICHEN GESETZBUCH (Wolfgang Kriiger ed., Sth ed.
2008) (providing a more extensive commentary on section 276). The commentary does not, how-
ever, represent the majority view in Germany in that, from a policy point of view, the country favors
strict liability in principle.

17. Biirgerliches Gestzbuch [BGB] [Civil Code] § 276, 2002 Bundesgesetzblatt I 42, trans-

lated at Bundesministerium der Justizz BGB—translation, http://www.gesetze-im-internet.de/
englisch_bgb/german_civil_code.pdf (official translation of the German Ministry of Justice).

18.  Seeid. § 280(1). The second phrase of the section says that damages are owed unless the
debtor proves absence of fault; thus the phrase is really about the burden of proof with respect to
fault. Id.
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non-conformity with the contract unless he can prove that no negligence can
be imputed to him.

The German Law is interesting in three respects here. First, it is a law
that has been reformed very recently and therefore reflects current policy,
not outdated views. For instance, C.W. Canaris, the scholar who was most
influential in the legislative process, has very strong feelings about the ethi-
cal superiority of the fault principle over strict liability.” Second,
notwithstanding Canaris’s apparent preference for fault liability, section 276
is very clear in that liability is neither entirely based on fault nor entirely
based on strict liability, but a nuanced combination of both approaches. As
section 276(1) states, German law tolerates regimes more favorable to the
breaching party—such as assigning responsibility only where there is gross
negligence or even willful conduct, or alternatively simple negligence with
the burden of proof on the nonbreaching party—but it also tolerates a re-
gime more favorable to the nonbreaching party—namely strict liability, the
so-called liability by warranty, or “Garantiehaftung””” Rules that are more
favorable to the breaching party are not commonly part of the German legal
scheme (the Code itself), but rather appear in the terms of individual con-
tracts. Conversely, rules favoring the nonbreaching party, namely those
introducing strict liability, can be found both in the Code—namely, in case
law interpreting the Code—and, most important in the context of our discus-
sion here, in an agreement between the parties either implicitly or explicitly.

Third, German law is in fact rather close to a strict liability regime even
where it formally provides exclusively for fault liability. The reversal of the
burden of proof, mentioned above, is a first factor in this regard. A second
factor is that, in fault liability, the standard of care applied is a market, or
“objective,” standard. Therefore, behavior is negligent if it does not meet the
standards that the market would expect of good contract partners—and if the
partners are professionals, by good professional partners in a particular
business sector.” A third factor is that fault is irrelevant for the duty to per-
form in the first place as well as for the availability of rescission as a
remedy.” This has repercussions for damages because restitution awards that
accompany rescission are often an equivalent to damages for breach and be-
cause, at least when the breaching party is given a second chance after
performance has fallen short of the terms of the contract, any noncompliance

19.  Canaris recently discussed his ideas on (a core feature of) the new section 276 in a long
article. Claus-Wilhelm Canaris, Die Einstandspflicht des Gattungsschuldners und die Ubernahme
eines Beschaffungsrisikos nach § 276 BGB, in NORM UND WIRKUNG: FESTSCHRIFT FUR WOLFGANG
WIEGAND 179 (Eugen Bucher et al. eds., 2005). For discussion of the argument of ethical superior-
ity, see infra Part I1.

20. BGB §276(1).

21.  Karl Riesenhuber, Damages for Non-Performance and the Fault Principle, 4 EUR. REV.
Cont. L. 119, 130 (2008). Today, such an objective standard is universally accepted in the relevant
case law. But for a critical view of this standard, see KARL LARENZ, LEHRBUCH DES
SCHULDRECHTS: ERSTER BAND, ALLGEMEINER TEIL 286 (14th ed. 1987). There is abundant case law
on the degree of education and specialization necessary for doctors and lawyers. See Grundmann,
supra note 16, paras. 110-13, 125-37.

22. BGB § 323.
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outside cases of force majeure gives rise to damages (at least if the contract
is about the supply of goods in mass transactions).” There is also a lesser-
known fourth factor that makes German contract law converge with a strict
liability regime. Despite Canaris’s opposition to strict liability, a rule slipped
into the Code of 2002 that is highly sensible but converges considerably
with the common law approach. Under this rule, a breaching party is at fault
not only if he could have done better or did not meet the market standard,
but also if he could have foreseen an extrinsic obstacle.”* While the scope of
this rule’s application is a bit disputed,” it is clearly very similar to that of
article 79 of the CISG.

Nonetheless, in one, perhaps two, highly important respects, the fault
principle is still paramount in German law. The first concerns sales of pre-
fabricated products in mass transactions. Under German law, as well as
Italian law, the seller is not responsible for the fault of a third-party pro-
ducer—although there is vicarious liability in principle.” Instead, the seller
becomes responsible and owes damages only if—after having been in-
formed by the third-party producer and given an opportunity to make
alternate arrangements—he does not act. Moreover, this implies that the
seller owes the purchaser damages only to the extent that the damages are
due to the seller’s negligence after breach by the third party. A second aspect
is not strictly about fault but has a similar effect. Article 3, paragraph 5 of
the EU Sales Directive,” which is pan-European, states that the nonbreach-
ing party can rescind a contract only after having given the breaching party
a second chance. Therefore, it is possible the breaching party faces rescis-
sion only under conditions that often may be even more protective than
those associated with fault liability. This regime also applies to damages that
stem from the rejection of performance by the breaching party, for instance
the return of the good delivered. In fact, remedies that result from the rejec-
tion of performance in kind by the breaching party typically require willful

23. In these cases, a guarantee to supply a good of the standard owed—at least on the second
try—is implied in section 276. See BTDrucks 14/6040 at 132; Grundmann, supra note 16, paras.
177-80; Hansjorg Otto, Die Grundstrukturen des neuen Leistungsstorungsrechts, 24 JURISTISCHE
AUSBILDUNG [JURA] 1, 1-11 (2002); supra note 17.

24. BGB § 311a(2) translated at Bundesministerium der Justiz, supra note 17 (“The obligee
may, at his option, demand damages in lieu of performance or reimbursement of his expenses in the
extent specified in section 284. This does not apply if the obligor was not aware of the obstacle to
performance when entering into the contract and is also not responsible for his lack of awareness.”).

25.  For an argument advocating the application of this rule to all contracts and in all phases
of formation, see Stefan Grundmann, Der Schadensersatzanspruch aus Vertrag, 204 ARCHIV FUR
DIE CIVILISTISCHE PRAXIS 569, 580-82 (2004). Other authors argue that the wording of the rule
captures only complete ex ante impossibility, and they restrict its scope of application accordingly—
even though the 2002 reforms were designed to end the splitting up of breach into many different
regimes. See, e.g., Christian Griineberg, in PALANDT, BURGERLICHES GESETZBUCH § 311a(4)
(Petere Bassange et al. eds., 66th ed. 2007).

26.  Helmut Heinrichs, in PALANDT, BURGERLICHES GESETZBUCH, supra note 25, § 278(13);
Grundmann, supra note 25, at 580 (sharply criticizing this result). The rule is already different under
French Law. See CASES, MATERIALS AND TEXT ON CONTRACT LAW, supra note 16, at 663-65.

27. See supra note 13.
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omission on the side of the breaching party. Thus, considering fault or strict
liability without the mechanism of a second chance may be questionable.

French civil law is very similar to German law (although perhaps less
explicit) in the most important respects named above. Namely, liability for
fault serves as the underlying principle, but there is a presumption that the
breaching party was negligent if the contracted-for result is not reached.” In
French law, the market standard approach is less explicit than in German
law, but as a practical matter, the situation is similar to that in Germany;
therefore, the French objective standard also comes very close to a strict
liability regime.”

French law is interesting—and even outstanding—in a different respect.
In France, there is a long-standing tradition, developed by René Demogue
early in the twentieth century, of distinguishing between “obligations de
moyens” (promises of best efforts) and “obligations de résultat” (promises
of result). The difference between article 1137 and article 1147 of the
French Civil Code served as the basis for Demogue’s distinction.” In the
“obligations de resultant,” a specified result must be reached—for instance,
construction must be finished—and there is an excuse only in case of force
majeure, while in “obligations de moyens,” only best efforts are required—
for instance, in cases where medical treatment is offered.

B. Some Striking Nuances in Common Law Systems

There is a wide swath of literature explaining fault and strict liability
in common law systems—although perhaps less so devoted solely to
British law—and this Article will not attempt duplicate this effort at great
length. Nonetheless, a few aspects of the common law norms—elements
of fault within traditional strict liability systems—are important here.

First, in stark contrast to the civil law convention whereby liability is
not accorded for the acts of third parties, the common law makes breach-
ing parties strictly liable for their own defects and for those caused by
third parties.” The core argument for this regime is that without it, the
splitting of performance between all contributing parties (e.g., producer

28. The law (and more) can be found in English. See CASES, MATERIALS AND TEXT ON CON-
TRACT LAw, supra note 16, at 663-65, 667-69; Anthony Ogus & Denis Tallon, Remedies, in
CONTRACT LAW ToDAY: ANGLO-FRENCH CoMPARISONS (Donald Harris & Denis Tallon eds., 1989).

29. See PHILIPPE MALAURIE ET AL., LES OBLIGATIONS para. 945 (2d ed. 2005) (citing the
exceptions in section 1927 Code Civil which serve as basis for an e contrario argument in the other
cases).

30. See, e.g., MURIEL FABRE-MAGNAN, LES OBLIGATIONS 418, 439-48 (2004) (specifying
that the burden of proving fault is on the nonbreaching party unless the case falls into an intermedi-
ate category called “obligation de moyens renforcée,” in which case the burden of proof is reversed);
André Plancqueel, Obligations de moyens, obligations de résultat, 71 REVUE TRIMESTRIELLE DE
Droir CrviL 334, 336 (1972).

31. Daniels v. White & Sons, Ltd., (1938) 4 All E.R. 258 (K.B.); see also Raineri v. Miles,
[1981] A.C. 1050, 1086 (H.L.) (“[FJor damages for breach of contract, it is, in general, immaterial
why the defendant failed to fulfil his obligation, and certainly no defence to plead that he had done
his best.”).
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and retailer) would lead to a situation without liability because the pur-
chaser typically does not have a contractual relationship with the
producer.”

The second point worth highlighting in this context is that some com-
mon law countries—but far from all—have a particular regime for
particular service contracts that, in many cases, subjects particular service
providers to liability only in cases of negligence or fault.” In these coun-
tries, the traditional common law strict liability regime is superseded by
statutory law for particular situations, namely, for service contracts such as
those for medical treatment. This is similar to the already-mentioned and
long-standing practice in France of distinguishing between “obligations de
moyens” and “obligations de résultat” because, like with obligations de
résultat, success is not guaranteed when particular service contracts are
breached. French law is, however, still more to the point in that it names
the core criterion directly: from a policy perspective, it is by no means
correct to assume that we should allow for a fault exception for all supply-
of-services contracts. To the contrary, it is necessary to ask separately for
each type of (service) contract whether success has been promised, albeit
implicitly, or not.

A third point worth highlighting is that the common law limits dam-
ages to those consequences that were foreseeable, or as English law puts
it, were not too remote.” This is also the rule in the CISG.” Some civil law
countries, namely Germany, have been reluctant to place such general lim-
its on damages; others, such as France, have not.”” The German solution,
according to some authors, is based on the fact that the fault principle is
enough of a limit “at the entry” to liability.” Yet, this would imply that
foreseeability should still be utilized as an “exit” limit in situations of
strict liability when in practice it is not. One point on the melding of fault
and strict liability is striking, although not often highlighted in English or
American literature: foreseeability (of a certain danger) is a classic crite-
rion for fault in civil law, albeit in another context, for establishing

32. See, e.g., GUENTER TREITEL, THE LAwW OF CONTRACT 839 (11th ed. 2003).

33.  See Supply of Goods and Services Act, 1982, c. 29, § 13 (Eng.); Wilson v. Best Travel
Ltd., (1993) 1 All E.R. 353. More generally on fault in common law, see Barry Nicholas, Fault and
Breach of Contract, in GooD FAITH AND FAULT IN CONTRACT LAw 337 (Jack Beatson & Daniel
Friedmann eds., 1995); Guenter H. Treitel, Fault in the Common Law of Contract, in LIBER
AMICORUM FOR THE RT. HON. LORD WILBERFORCE 185 (Maarten Bos & Ian Brownlie eds., 1987).

34. See., e.g., Hadley v. Baxendale (1854) 9 Exch. 341; HuGH CoLLINS, THE LAwW OF
CONTRACT 410-13 (4th ed. 2003); William Bishop, The Contract-Tort Boundary and the Economics
of Insurance, 12 J. LEGAL STUD., 241, 252-60 (1983); James Gordley, The Foreseeability Limitation
on Liability in Contract, in TOWARDS A EUROPEAN CI1VIL CODE, supra note 12, at 215.

35. CISG, supra note 5, art. 74(2). On this rule see the standard commentaries cited supra
note 5.

36. FABRE-MAGNAN, supra note 30, at 576, 583.
37. See, e.g., Riesenhuber, supra note 21, at 132, 148.
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whether precautions were necessary.” Thus a fault element slips in, i.e.,
the strict liability regime is not “pure” even in its core scope of applica-
tion. The reasons for this will be taken up after discussing strict liability
from a policy point of view.

C. Particular Refinement in European Investment Services Law

The European Parliament’s 2004 directive on investment services law
provides another approach to the combination of fault and strict liability.”
The new directive replaces an older one from 1993.* and since the rules are
so detailed on the European level, a fairly uniform standard remains even
after transposition into different national laws." One core issue motivating
this directive was the way in which investment service providers should best
execute their clients’ orders. Investment service providers typically have
many alternative markets where they can execute a client’s order; also, they
can bundle orders or execute them individually, and best execution typically
differs from bonds to shares and other securities. The EC legislature did not
feel capable of prescribing specific guidelines as a result of the wide variety
of cases. On the other hand, the legislature in the new regime did not want
to use a general clause—like “best efforts”—either. Instead, the legislature
opted for the following scheme: Each service provider has the discretion to
shape its own procedure for how it would handle clients’ orders. This proce-
dure, however, has to be made public, and the provider has to periodically
assess its performance under the procedure chosen as compared with others
and publish the results. There is no liability as long as the provider observed
the procedure and it did not have obvious flaws (which would be an extraor-
dinary case, as one would not expect clients to choose providers with highly
flawed procedures).

The EC legislature’s approach to investment services is interesting in
that it tries to tackle the problem of service contracts. In many service con-
tracts, the result reached through performance of the contract does not
indicate with sufficient certainty the quality of the provider’s efforts toward
execution. The EC directive aims to make the quality of providers’ efforts

38.  For a collection of the extensive case law, see Grundmann, supra note 16, paras. 52, 70,
142, 148.

39.  Parliament and Council Directive 2004/39/EC, 2004 O.J. (L 145) 1.

40. See generally DIRK H. BLIESENER, AUFSICHTSRECHTLICHE VERHALTENSPFLICHTEN BEIM
WERTPAPIERHANDEL (1998); EUROPEAN SECURITIES MARKETS: THE INVESTMENT SERVICES
DIRECTIVE AND BEYOND (Guido Ferrarini ed., 1998); Pierre Lastenouse, Les régles de conduite et la
reconnaissance mutuelle dans la directive sur les services d’investissement, REVUE DU MARCHE
UNIQUE EUROPEEN, 4-1995, at 79.

41.  See Clifford Chance LLP, EU legal and regulatory developments: Safeguarding of client
assets: CESR’s technical advice in relation to Directive 2004/39/EC on Markets in Financial In-
struments (MIFID), 11 DERIVATIVES USE, TRADING & REG. 67 (2005); Guido Ferrarini, Contract
Standards and the Markets in Financial Instruments Directive (MiFID): An Assessment of the Lam-
falussy Regulatory Architecture, 1 EUR. REV. CONT. L. 19 (2005); Angela Knight, The Investment
Services Directive—Routemap or obstacle course?, 11 J. FIN. REG. & CoMPLIANCE 219, 221
(2003).
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measurable nevertheless. On the other hand, there is less need for liability as
long as clients can diversify (and thus have a sample of the market) and the
incentive for providers to supply good performance is particularly high.
High incentives exist here: their performance will become highly visible,
and the future success of their business will therefore depend on these fig-
ures.

II. A MARKET FUNCTION APPROACH

A. Ethics or Economics—The Wrong Question

The majority of civil law scholars endorse the idea that the fault princi-
ple is ethically well-founded, and some scholars clearly see it as ethically
superior to strict liability.” The core argument is the following: A system
that grounds damages in fault gives the breaching party more freedom, since
he does not have to answer for developments that he could not control. In a
Kantian tradition, it is seen as an act of freedom to choose between breach
or conformity with a contract. Others, however, argue that a regime of strict
liability may also foster some level of freedom by furthering the principle of
pacta sunt servanda, that agreements must be kept"—a principle of equal
importance with freedom of will. Therefore, balancing of both principles
seems necessary. In fact, this reasoning is used to explain why most systems
include both fault and strict liability elements.*

While it is true that most systems follow a nuanced approach, the above
explanation is misguided. First, freedom and pacta sunt servanda are not of
equal importance, at least not in the context discussed here. There is actually
a clear hierarchy between them, and pacta sunt servanda is clearly more
important because of the following reason. Those who advocate the ethical
superiority of the fault principle because it gives the breaching party the
freedom to answer only for those acts and events for which he is responsible
forget one rather simple fact: there is an earlier type of freedom that allows
each party to decide what offers he makes and to which standards he wants
to bind himself, i.e., the freedom of contract. In fact, fundamental concepts
such as normative individualism or Béhm’s concept of a private law soci-
ety” are significant because they clarify one thing: the most vital tenet of

42.  LARENZ, supra note 21, at 276-79; Canaris, supra note 19, at 251; Erwin Deutsch, Die
Fahrlissigkeit im neuen Schuldrecht, 202 ARCHIV FUR DIE CIVILISTISCHE PrAXIS 889, 892 (2002);
Egon Lorenz, Schuldrechtsmodernisierung—Erfahrungen seit dem 1. Januar 2002, in KARLSRUHER
Forum 2005: SCHULDRECHTSMODERNISIERUNG —ERFAHRUNGEN SEIT DEM 1. JANUAR 2002 59
(Egon Lorenz ed., 2006).

43. Riesenhuber, supra note 21, at 145.
44,  Seeid. at 148.

45. FrRANZ BOHM, FREIHEIT UND ORDNUNG IN DER MARKTWIRTSCHAFT 105-68 (1980); see
also David J. Gerber, Constitutionalizing the Economy: German Neo-liberalism, Competition Law
and the “New” Europe, 42 AM. J. Comp. L. 25 (1994) (describing and commenting on this concept
in English); Stefan Grundmann, The Concept of the Private Law Society: After 50 Years of European
and European Business Law, 16 EUR. REv. PRIVATE L. 553 (2008); Wolf Sauter, The Economic
Constitution of the European Union, 4 CoLUM. J. EUR. L. 27 (1998); Manfred E. Streit & Werner
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freedom in modern times (and Bohm sees this time as starting with the
French Revolution and the “private law society” it installed) is the right of
each person to decide, to the greatest extent possible, which obligations to
assume. This freedom—which comes first—is disregarded if the question of
whether fault or strict liability should govern is decided, not on the basis of
the parties’ expressed or implicit intentions, but rather on the basis of an
“ethical credo” about the superiority of fault or of strict liability. If the free-
dom of the parties is taken seriously, the question is how to interpret their
intentions, not to impose on them a regime judged by scholars, legislatures,
or any other third party to foster their freedom and therefore be ethically
superior. Replacing the choice made by the parties—even if justified as fos-
tering freedom—is paternalistic. Normative individualism, on which the
economic analysis of contract law rests, has mainly ethical foundations too,
including the assumption that each individual is given the freedom of choice
as far and as early as possible.

The core question is therefore which regime best fosters the intentions
the parties had in mind when entering the contract. Does strict liability bet-
ter mirror their expectations or does fault liability? Is the answer the same
for all contracts? Does a requirement of foreseeability mirror parties’ expec-
tations? The next Section uses party and market expectation as a guideline
for answering these questions.

B. Party and Market Expectation as Guidelines

Liability in contract law is not really an issue when it comes to the recipi-
ent of goods or services. Payment is generally owed under a strict liability
rule. (Some exceptions are discussed below in Section II.C.) Liability of the
provider of goods or services, therefore, is the real issue. It is helpful to keep
in mind that liability results in compensation. Damages account for what the
recipient has bargained for but has not fully received. Thus liability in all its
forms helps to make the recipient whole if the performance he receives is
not in conformity with the contract.

However, if liability requires more than mere nonconformity, the recipi-
ent’s expectation of receiving the benefit of the contract for which he
bargained is not fulfilled in those cases where the additional requirement—
for instance, fault—is not satisfied. Therefore liability that is based exclu-
sively on nonconformity with the contract—that is, strict liability—has the
advantage of making different offers easier to compare. All costs resulting
from a certain behavior, for instance the production of the good sold in con-
formity with the contract—and the production of the good sold in
nonconformity—are calculated into the prices if liability is strict.” This is so
because the buyer either receives the benefit of the contract for which he

Mussler, The Economic Constitution of the European Community: From “Rome” to “Maastricht”, 1
Eur. L.J. 5 (1995) (emphasizing how the Economic Constitution has been influenced by Bohm’s
ordo-liberalism).

46. See ROBERT COOTER & THoMAS ULEN, Law & Econowmics 208-12 (5th ed. 2008);
Steven Shavell, Strict Liability versus Negligence, 9 J. LEGAL STUD. 1, 4-8 (1980).
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bargained or he receives full compensation without any additional require-
ment. The benefit bargained for will be received irrespective of whether
performance is in conformity with the contract (or at least something close
to the benefit when potential litigation costs are factored in).

It would seem to be a cornerstone in a model of competitive markets that
clients be put in a situation where comparability is best guaranteed. But any
requirement of fault reduces comparability: A party that bargains for a spe-
cific benefit receives the full benefit only where the other party fulfills his
contractual obligations, but a fault regime obligates him to fulfill an addi-
tional requirement before receiving the full benefit where the other party
breaches. Under strict liability (if one ignores litigation costs), nonconform-
ity does not matter. The buyer who receives performance in conformity with
the contract is just as well off as the one who does not receive performance
in conformity with the contract. Thus, strict liability reduces the influence of
nonconformity on whether the full benefit of the bargain is received, and it
increases comparability because developments in the future that the buyer
cannot foresee (namely, breach) become irrelevant for the (value of the)
benefit he derives from the contract.

An additional advantage of strict liability is related to governance. In
strict liability, the person who can best influence and assess the quality of
the performance, i.e., the provider of goods or services, carries all costs of
conformity. Therefore, no external person, for instance a judge applying the
Hand formula, has to make this assessment.”’

Comparability should again be the core criterion in the parallel question
of whether there should at least be a force majeure excuse. Common law
scholars tend to exclude such an excuse rather categorically unless there is a
contract term to the contrary, but many civil law scholars (in cases where
there is strict liability in civil law) find the contrary.”

C. Promise of Results or Promise of Best
Efforts—The Core Criteria

If strict liability better fosters freedom of contract, or freedom to bind
oneself to a standard that the other party expects, and it also fosters compa-
rability of offers, the core question is how to justify exceptions to strict
liability. As a starting point, the distinction between contracts for results or
best efforts, which is so fundamental in French law, would seem to be
highly sensible. There are promises where no result has been promised or no
such promise can be inferred from the parties’ typical interests because there
are cases in which too many other factors can obstruct a certain result. In
other words, where an obligation is such that the result can be promised

47. See Shavell, supra note 46. In the German context, see also MICHAEL ADAMS,
OKONOMISCHE ANALYSE DER GEFAHRDUNGS- UND VERSCHULDENSHAFTUNG 137-40 (1985);
ANDREAS BLASCHCZOK, GEFAHRDUNGSHAFTUNG UND RISIKOZUWEISUNG (1993).

48. Compare TREITEL, supra note 32 (common law), at 838, with FABRE-MAGNAN, supra
note 30, at 573-74 (civil law).
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because it is within the party’s control, strict liability is acceptable (and in-
deed fosters comparability and thus market and party expectations). But
where this is not the case, strict liability is just not appropriate because par-
ties would not expect a guarantee of result.

The first category, where strict liability is appropriate, includes virtually
all sales of goods and some sales of services. For example, strict liability
should typically apply to mass-production contracts. The German rule, which
would hold that the seller is not accountable for the defects caused by the
third-party producer, is clearly suboptimal in this context. This rule is not
suboptimal (only) because of the shortcomings of the fault principle. In fact, it
goes beyond fault and excludes liability if there clearly was fault on the side
of the third-party producer. One way around this result would be to design
vicarious liability differently, i.e., to make the seller responsible at least for the
fault of other members of the distribution chain (including the producer). But
strict liability provides a much easier solution: the seller’s liability would be
beyond doubt (vicarious liability would not matter) and as a result the pro-
ducer’s recourse from the seller would also be known. The effect is that
ultimately the person who caused the nonconformity is subject to liability and
not exempt for reasons such as privity of contract. Uniform international law
and its development confirm the correctness of applying strict liability to these
contracts: article 79 of the CISG, which covers sales, is the most prominent
rule in which strict liability is carried through consistently.”

The second category—where strict liability is inappropriate—is com-
prised of some, but by no means all, services. This is the really difficult
category. The distinctive feature should not be the type of contract, but
rather the question of whether reaching a certain result is within the party’s
control or more precisely, within a typical party’s control. In cases where the
answer is negative, no promise of result can be inferred from the parties’
typical interests. In these cases, a guarantee is the exception, rather than the
default, and must be proved by the nonbreaching party. The parties could
agree to a guarantee, but the law should not infer it from the typical interests
of the parties in such a case. If, however, the result is within a typical party’s
control, a promise of result can be inferred from the parties’ typical inter-
ests, because such a promise is reasonable and it fosters comparability and
thus market and party expectations. Therefore, in a contract for services, one
has to ask whether the result intended is within the control of the seller (or
within the control of the network he gathers around him). This explains why,
for instance, in the case of credit transfers there should indeed be strict li-
ability. Credit transfers constitute one of the few classes of cases on
liability—fault or strict—that the EC has decided, and indeed the legislature
decided in favor of strict liability.” The payment chain has control over

49.  On the strict liability concept and the exact shape of the exceptions in this case, see, for
example, Hans Stoll & Georg Gruber, Exemptions, in COMMENTARY ON THE CISG, supra note 5,
art. 79, paras. 10-13, 30-32, rdnr. 6-9. For its importance in the German legislative process, see
ABSCHLUSSBERICHT DER KOMMISSION ZUR UBERARBEITUNG DES SCHULDRECHTS 123
(Bundesminister der Justiz ed., 1992).

50. Parliament and Council Directive 97/5/EC, 1997 O.J. (L 43) 25. On the strict liability
model of this directive, see STEFAN GRUNDMANN, EUROPAISCHES SCHULDVERTRAGSRECHT § 4.13
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whether the credit arrives at the beneficiary’s account—within a fixed period
of time and without getting lost in the chain. Because of all this, a guarantee
can easily be given; and the EC Directive interprets the parties’ understand-
ing as implying such a guarantee. It is worth noting that this is not even a
very exceptional case in the area of services. Contracts that specifically pro-
vide for success or a particular result (so-called works’ contracts in
European terminology)”—and this is a large number of cases—fall into this
category.

Deciding whether strict liability should apply based on whether the con-
tract is within the party’s control would seem to be convincing on the side of
the recipient as well. The recipient typically just owes payment. While this
duty is a strict one and the recipient cannot simply claim he was not at fault
for a lack of money, many legal systems nevertheless accept excuses for late
payment, such as illness.” This result is justified by the fact that comparabil-
ity is not an issue. As recipients do not make offers on the market, there are
few factors that suppliers of goods or services use to compare potential re-
cipients. While solvency is certainly one, temporary illness is not. And while
a suitable contingency for coping with such “unexpected” obstacles is a fac-
tor for which a “guarantee” is expected on the side of the supplier, it is
probably not on the side of the purchaser (client). This is because illness is
not seen as being within the purchaser’s control, while the capacity to cope
with illness is seen to be within the control of a supplier enterprise, i.e., the
supplier enterprise can more easily organize his affairs to deal with illness.

Similar criteria can be applied to long-term contracts. This would imply
that one can consider a party to be able to “control” procedures which he
has to apply and therefore be held liable for gross negligence if he does not
apply these procedures. On the other hand such a party could not be consid-
ered to “control” the outcome.” The business-judgment rule in corporate
law”'—which certainly is as well grounded in the policy aspect that risk tak-
ing by managers should be encouraged—may also be explained by this idea.
In contracts, this idea has been developed only in the context of labor law,

paras. 21-26 (1999). This directive has been repealed by Parliament and Council Directive
2007/64/EC, 2007 O.J. (L 319) 1, 8; the rule discussed here has, however, not been changed. See,
e.g., DESPINA MAVROMATI, THE LAW OF PAYMENT SERVICES IN THE EU (2008); Johannes Priese-
mann, Proposal for a Directive on payment services in the internal market: Overview and initial
comments, 1 EUREDIA 15 (2006).

51. In the German context, see BGB § 631 and standard commentaries on this section. In the
French context, see, for example, FABRE-MAGNAN, supra note 30, at 418.

52.  For German Law, see Heinrichs, supra note 26, § 276, para. 28.

53. At least if it is a long-term relational contract that takes up most or all of the breaching
party’s working power for a considerable time.

54. For a definition, see 1 AM. LAwW INST., PRINCIPLES OF CORPORATE GOVERNANCE
§4.01(c) (1994). The lead case in Delaware is Aronson v. Lewis, 473 A.2d 805 (Del. 1984). For a
comparative and economic perspective, see Holger Fleischer, Die “Business Judgment Rule” im
Spiegel von Rechtsvergleichung und Rechtsokonomie, in FESTSCHRIFT FUR HERBERT WIEDEMANN
827 (Rolf Wank et al. eds., 2002); MARTIN OLTMANNS, GESCHAFTSLEITERHAFTUNG UND
UNTERNEHMERISCHES ERMESSEN: DIE BUSINESS JUDGMENT RULE IM DEUTSCHEN UND IM
AMERIKANISCHEN RECHT (2001); MARKUS ROTH, UNTERNEHMERISCHES ERMESSEN UND HAFTUNG
DES VORSTANDS: HANDLUNGSSPIELRAUME UND HAFTUNGSRISIKEN INSBESONDERE IN DER
WIRTSCHAFTLICHEN KRISE (2001).
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where it is obvious that employers should diversify or insure the risk of
breach because employees cannot do so as easily in most cases. But it could
readily be developed in other areas, and a market expectations approach
would be helpful in a discussion of how exactly the duties should be shaped
in these areas.

In summary, strict liability best fosters comparability as the core crite-
rion for party expectations by determining the parties’ will at the moment of
formation of contract. Exceptions to the strict liability regime have to be
justified by the fact that a contract involves a type of performance wherein
the result is not within the (typical) party’s control. If the contract is a long-
term one, an additional allowance, embodied by a negligence standard, for
instance, could be made for the fact that breach is likely to occur at some
point.

D. Fault, Foreseeability, and Other “Softeners” of Strict Liability

Fault is one alternative to strict liability. As discussed in the previous
section, a fault regime can be justified where a result is not within the con-
trol of the breaching party (or his partners in the chain). This control-
oriented divide works quite well where the intention of the parties is the
criterion that decides the case. In some cases, however, we look beyond the
intention of the parties and consider public policy motives. One such case is
antidiscrimination rules.” There, public policy concerns justify a strict li-
ability regime even where the party in violation cannot be seen as being in
control of the result. But there are other ways to deviate from strict liability
as well.

The first is foreseeability.” The rationale for a foreseeability requirement
is that the purchaser (client) is in the best position to anticipate exceptional
circumstances that may give rise to a loss.” Therefore he should carry the
risk of not being compensated when he does not disclose this risk when the
contract is being formed. Why this reasoning—itself a pocket of fault—
should be restricted only to strict liability regimes and not apply to fault re-
gimes is not evident at all. Thus the German regime would need correction
not only with respect to the principle (strict liability), but also with respect
to the excuse. In many cases, German law will compensate more extensively
than common law systems because, under German law, fault does not im-
pose a high hurdle (and therefore German law will provide for
compensation in most cases), while the foreseeability requirement used in

55.  The European Court of Justice also decided that the duty not to discriminate on the basis
of gender was subject to strict liability. E.g., Case C-177/88, Dekker v. Stichting Vormingscentrum
voor Jong Volwassenen (VJV-Centrum) Plus, 1990 E.C.R. I-3941, 3975. It is not just cases involv-
ing willful and particularly offensive discrimination that are subjected to liability. Given that
“indirect” discrimination can be quite tricky, the result reached by the ECJ is not easily explained by
an argument that it is “in the hands” of the employer not to discriminate; it seems more like a deci-
sion of public policy.

56.  See supra note 31.
57. CoOTER & ULEN, supra note 46, at 274.
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common law systems does restrain remedies. It must, however, be noted that
German law contains some limits as well that, in some cases, function simi-
larly to the foreseeability excuse: it opts for an approach in which
comparative negligence reduces the amount of damages owed. Thus, if the
nonbreaching party could have mitigated the damages—for instance, be-
cause disclosure of a special risk would have induced the breaching party to
apply more care—damages might be limited, albeit less stringently.” The
question of foreseeability is, however, more complex than the German ap-
proach. Because it is not always easy to prove damages, compensation for
breach is typically suboptimal as a general rule. Therefore, it may well be
that the risk of incurring liability that is not foreseeable to the breaching
party reduces his inclination to breach the contract where performance
avoids the problem of proof of damages. Therefore, when assessing the
well-foundedness of a foreseeability rule the following alternative must be
kept in mind: the criterion may well place the onus of disclosing on the
party who has better information, but it may also reduce the already subop-
timal deterrence value of damage remedies.

A second way to deviate from strict liability is the “second chance”
principle. If a breaching party faces certain remedies only after having a
chance to cure its nonconformity, then remedies are not immediately avail-
able in all cases of breach. Under European and German Law, the second-
chance principle applies not only to the nonbreaching party’s restitutionary
remedies, but also to his damages, insofar as the damages consist of the re-
turn of the defective performance and a claim for money to buy a substitute.
The requirement of a “second chance” may deviate from strict liability even
more than a mere fault requirement, because breaching parties may have a
right to a second try even if they acted in a grossly negligent—not just a
negligent—way. From a policy perspective, this deviation from strict liabil-
ity can be justified by the fact that the “second chance” postpones more
invasive remedies only if the chance is used promptly and without consider-
able hassle.” Thus this justification for deviation does not reduce the
amount of compensation, but affects only the form of compensation.

CONCLUSION

Fault or strict liability? This is too simplistic a question. Strict liability
and some fault liability is more or less the reality in all countries—with lar-
ger exceptions in the area of services. Furthermore, if the aim of the fault

58. BGB § 254. This is a rule that most authors in the American law and economics litera-
ture accept as well. See, e.g., COOTER & ULEN, supra note 46, at 346, 366, 383-86; RICHARD A.
PosNER, EcoNoMIC ANALYSIS OF Law 172-77 (7th ed. 2007).

59.  For an extensive discussion, see Stefan Grundmann, Regulating Breach of Contract—The
Right to Reject Performance by the Party in Breach, 3 Eur. Rev. Cont. L. 121, 129-37 (2007). For a
more law and economics based perspective, see Stefan Grundmann & Andreas Hoerning, Leis-
tungsstorungsmodelle im Lichte der okonomischen Theorie—nationales, europdisches und
internationales Recht, in OKONOMISCHE ANALYSE DER EUROPAISCHEN ZIVILRECHTSENTWICKLUNG
420, 44348 (Thomas Eger & Hans-Bernd Schifer eds., 2007).
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requirement is to not excessively restrict the freedom of the breaching party,
there are other—probably more appropriate—governance devices in con-
tract law to be taken into account. These include the “second chance” and
the foreseeability principles. Thus, this Article highlights two trends with
respect to the fault principle. The first trend is that there are nuances to both
general approaches. The second is the use of functionally related instru-
ments, which traditionally have not been seen in conjunction with the fault
principle but have a similar effect.
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