
Contract Law and the State of Nature
Author(s): Anthony T. Kronman
Source: Journal of Law, Economics, & Organization, Vol. 1, No. 1 (Spring, 1985), pp. 5-32
Published by: Oxford University Press
Stable URL: http://www.jstor.org/stable/764905 .
Accessed: 01/07/2011 18:20

Your use of the JSTOR archive indicates your acceptance of JSTOR's Terms and Conditions of Use, available at .
http://www.jstor.org/page/info/about/policies/terms.jsp. JSTOR's Terms and Conditions of Use provides, in part, that unless
you have obtained prior permission, you may not download an entire issue of a journal or multiple copies of articles, and you
may use content in the JSTOR archive only for your personal, non-commercial use.

Please contact the publisher regarding any further use of this work. Publisher contact information may be obtained at .
http://www.jstor.org/action/showPublisher?publisherCode=oup. .

Each copy of any part of a JSTOR transmission must contain the same copyright notice that appears on the screen or printed
page of such transmission.

JSTOR is a not-for-profit service that helps scholars, researchers, and students discover, use, and build upon a wide range of
content in a trusted digital archive. We use information technology and tools to increase productivity and facilitate new forms
of scholarship. For more information about JSTOR, please contact support@jstor.org.

Oxford University Press is collaborating with JSTOR to digitize, preserve and extend access to Journal of Law,
Economics, & Organization.

http://www.jstor.org

http://www.jstor.org/action/showPublisher?publisherCode=oup
http://www.jstor.org/stable/764905?origin=JSTOR-pdf
http://www.jstor.org/page/info/about/policies/terms.jsp
http://www.jstor.org/action/showPublisher?publisherCode=oup


Contract Law and the State of Nature 

ANTHONY T. KRONMAN 
Yale University 

1. INTRODUCTION 

If a covenant be made, wherein neither of the parties perform presently, but trust 
one another; in the condition of mere nature, which is a condition of war of every 
man against every man, upon any reasonable suspicion, it is void: but if there be a 
common power set over them both, with right and force sufficient to compel per- 
formance, it is not void. For he that performeth first, has no assurance the other will 
perform after; because the bonds of words are too weak to bridle men's ambition, av- 
arice, anger, and other passions, without the fear of some coercive power; which in 
the condition of mere nature, where all men are equal, and judges of the justness of 
their own fears, cannot possibly be supposed. And therefore he which performeth 
first, does but betray himself to his enemy; contrary to the right, he can never aban- 
don, of defending his life, and means of living. 

-Thomas Hobbes, Leviathan 

A contract is a legally enforceable agreement, one the state will enforce by 
placing its coercive powers at the disposal of either party if the other fails to 

perform. The rules that specify when the state will do so constitute our law of 
contracts. From the point of view of the parties themselves, the law of con- 
tracts is a valuable and important institution because it enables them to har- 
ness the state's powers of coercion for their own private ends. The state may 
be thought of as a kind of machine (an enforcement machine). There is no 
other like it; within its own territory, the state possesses matchless powers of 

compulsion. If this machine were privately owned, contracting parties would 

pay for its use, and the taxes the state collects to support its monopoly of vio- 
lence in part represent disguised payments of exactly this sort. 

Suppose the state did not exist. Would people still make agreements, 
even though they could no longer make contracts? Another way of putting 
this is to ask whether people would make agreements in what philosophers 
have traditionally referred to as a "state of nature." This is a question of gen- 
eral significance that has been of interest not only to philosophers such as 
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Scanlon (1) and Nozick (3-25), who explicitly invoke the concept of a state of 
nature, but also to many economists and lawyers who do not use the term it- 
self. As examples I would mention Thomas Schelling's work on the strategy 
of bargaining (1956: 281); Oliver Williamson's analysis of transaction-specific 
capital investments as a form of economic hostage-giving (1983: 519); the ac- 
count that Klein, Crawford, and Alchian have offered of vertical integration 
as a response to certain types of contractual opportunism (1978:297); Telser's 
work on self-enforcing agreements (27); the theory of bonding costs pro- 
posed by Jensen and Meckling (305), together with its recent applications in 
corporate and commercial law (Kraakman: 857; Jackson and Kronman, 1979: 
1143; Levmore: 49); Peter Reuter's book on the organization of illegal mar- 
kets; Posner's economic analysis of primitive society (146); and Stewart 
Macaulay's well-known account of what he terms the "non-contractual" ele- 
ment in exchange relations (55). 

In style, method, and content, this is a diverse literature, but one with a 
common theme. Each of the writers I have mentioned is interested in the 
opportunities that individuals exploit, and the arrangements they invent, to 
enhance the security of their agreements where no legal remedies for breach 
exist (or where those that do are plainly inadequate). One can describe the 
work of these writers in various ways-Williamson, for example, refers to it 
as "the law and economics of private ordering" (1983: 520)-but I prefer to 
characterize it somewhat differently, as a contribution to our understanding 
of the techniques of agreement in the state of nature. This way of putting 
things, which may at first seem rather odd, has the advantages of empha- 
sizing the easily overlooked connection between a very new intellectual tra- 
dition and a much older one and of drawing our attention to the relevance 
each may have for the other. 

There is, of course, some risk in using an expression like "the state of na- 
ture," which comes with so much historical baggage and calls to mind so 

many suggestive images. It may help, therefore, if I indicate at the outset 
how I propose to use the term in the essay that follows. 

In Hobbes's classical account, the state of nature is described as a "war of 
every man against every man" and conceived as a condition of radical insecu- 
rity. The insecurity that Hobbes associates with the state of nature is of two 
different sorts. The first we might call "vulnerability of possession": in a state 
of nature, according to Hobbes, whatever an individual already happens to 

possess at any given moment is subject to attack and expropriation by others, 
so that even the things he now controls are not securely his. The second we 

might call "transactional insecurity": in a state of nature, any exchange which 

requires one party to perform before the other exposes the party who per- 
forms first to the danger that after completing his side of the exchange, he 
will be denied whatever it was he bargained for in return. In his description 
of the state of nature, Hobbes tends to treat these two forms of insecurity as 
if they were inseparable, ascribing both to the same cause (the absence of a 
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sovereign power able to enforce proprietary andl contractual claims) and rec- 

ommending for hotli an identical cure. The link between them d(oes seem, 
however, to be looser than Hobbes supposed, for relative invulnerability of 

possession may be accompained by an absence of transactional security as, 
for example, in the kind of defensive stand-off that Hobbes thought charac- 
teristic of relations between states. If two states are evenly matched in 

strength and each is well protected geographically, neither may be able to 

expropriate the possessions of the other, anld yet the transactional insecurity 
to which they are subject in their voluntary dealing need not, for that rea- 

son, be at all diminished. The same may be true of relations between small 
groups, or even individuals, depending upon their relative ability to hide, 
shield, or otherwise protect themselves; there is, in short, a range of plausi- 
ble, indeed familiar, situations in which a considerable degree of possessory 
security is accompanied by a very large measure of transactional insecurity. 
It would appear, in fact, that the two forms of insecurity which Hobbes asso- 
ciates with the state of nature are not only separable, but that the second of 
the two-transactional insecurity-is inore deeply entrenched and less eas- 
ily eliminable than the first, for it is hard to imiagine how this form of insecu- 
rity could be eliminated without eliminating the other as well (although the 
reverse, as I have just suggested, seems not to be the case). In any event, 
the situations in which I am most interested are those that combine posses- 
sory security with transactional inseclrity, and I shall define the state of na- 
ture, in a more limited way than Hobbes, to cover only situations of this sort. 

When two individuals (or groups) exchange promises and neither has the 
power to compel the other to perform, and there is also no third party pow- 
erful enough to enforce the agreement on their behalf, I shall speak of them 
as being in a state of nature vis-a-vis one another, even where both parties 
are able to protect whatever they presently possess from attack or expropria- 
tion by the other. When I say that neither has the power to compel the oth- 
er's performance, I mean that neither possesses such power on his own or 
can acquire it without the other's cooperation (for example, by the voluntary 
transfer of a hostage). In a state of nature, the parties to an agreement must 
establish, by themselves, the conditions of whatever enforcement powers 
they hope to enjoy-these powers do not exist by nature and, more impor- 
tant, they do not exist by virtue of the effective guarantees of a dominant 
third party. This last point is the one I want to stress: in "the condition of 
mere nature," as Hobbes called it, those who make covenants are not sub- 
ject to any "common power" with the "right and force sufficient to compel 
performance" (89). This characteristic, which has often been taken to be a 
symptom of the state of nature, I shall treat as its definition. 

Three points should be emphasized. First, my idea of the state of nature 
is a relational one: to say that two persons or groups are in a state of nature is 
to assert something about the relationship between them. It follows that no 
one can be in a state of nature by himself. Even Crusoe is not in a state of 
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nature, at least not until he discovers Friday and makes or attempts to make 
his first agreement with him. A state of nature is therefore not a condition of 
radical isolation, as Rousseau at times implies in his essay on the origins of 
inequality (104-11), but a social state, a condition defined by the dealings 
men have (or can have) with one another.' 

Second, the term "state of nature," as I shall use it is not intend(ed to sug- 
gest any specific level of moral or cultural development on the part of those 
to whom the term is applied. The attainment of a high level of cultural 
refinement, the existence of shared moral beliefs, and general agreement in 
matters of taste are all consistent with the absence of a "common power" 
strong enough to enlforce agreements between the parties. It would be 
wrong, therefore, to conceive the state of nature as a condition of backward- 
ness or to associate it exclusively with historically primitive societies. 

Third, my delil)erately vague definition of the state of nature is also not 
meant to imply anything about the nature or source of the "common power" 
whose absence is its distinguishing characteristic. We tend to equate this 
common power with preeminent physical force (having always before us the 
example of the modern nation state), but nothing in my definition requires 
us to do so. Suppose two villagers agree to an exchange and agree, in addi- 
tion, that any dispute between them shall be arbitrated by a village elder re- 

spected for his wisdom and regarded by everyone in the community as the 

supreme bearer of traditional authority. Though the compulsion that he ex- 
ercises over the parties is entirely psychological and rests exclusively upon 
an appeal to their convictions and beliefs, my imaginary village elder may be 
as much a "common power," from the standpoint of the parties themselves, 
as any modern state apparatus enjoying a monopoly of physical violence.2 It 
would be a mistake, therefore, to equate the existence of a state of nature, as 
I have defined it, with the absence of such an apparatus, the absence of those 
specific arrangements that we associate, both conceptually and historicallv, 
with the modern state.3 

1. For the expression of a similar idea, see Marx (84). 
2. I a)m uLIsing the concept of power in the way Max Weber did, to mean "the probability that 

one actor within a social relationship will be in a position to carry out his own will despite resist- 
antce regardless of the basis on which this probability rests" (53). 

3. If two individuals belong to a mutual protection association which is willing and able to 
enforce any agreements its inem}bers make with one another, then the individuals in question 
are not in state of nattire vis-a-vis one another (though it is obvious that they may still be in a 
state of nature with regard to nonmembers). However, if we adopt Max Weber's definition of a 
state as "a human community that (successfully) claims the monopoly of the legitimate use of 
physical force within a given territory," then the muttual protection association need not neces- 
sarily be a state. It will not be a state, for example, if it is indifferent to, or unable to control, the 
uise of physical force by nonmembers living interstitiallyv within the territory of its members. 
Nozick describes the forces that drive an association of this sort in the direction of a fully devel- 
oped Weberian state (22-25; 88-119). 
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As these remarks suggest, my concept of the state of nature is a broad 
one, broad enough to include any situation in which individuals and groups 
must arrange their transactions (if they are to transact at all) without the aid 
of an independent enforcement mechanism whose powers are significantly 
greater than their own. As I conceive it, the state of nature is neither a philo- 
sophical fantasy nor a primitive stage of life that we have permanently tran- 
scended. On the contrary-nothing could be more familiar or more real. 
Consider, for example, the predicament of two warring countries attempt- 
ing to conclude a peace treaty-or, for that matter, two friendly countries 
negotiating an arms control agreement (Schelling, 1966; Gauthier: 207-12). 
In the absence of a global sovereign capable of enforcing such an agree- 
ment, the parties remain in a state of nature and must provide for their own 
protection. To this extent, they face the same problem as the California gold 
miners who in the 1850s had to establish workable agreements to govern 
their joint projects despite the political vacuum left by the collapse of local 
Spanish rule (Umbeck: 421). The Norse invasions of Western Europe cre- 
ated comparable conditions in the early Middle Ages and the small, self- 
protective associations that emerged (which we associate with the idea of 
feudalism) represent another example of how people have dealt with the 
difficulties of establishing reliable agreements in a state of nature (Bloch: 
443). And because outlaws have had to find a way of conducting business 
without the assistance of the state, they have at all times faced similar prob- 
lems in their dealings with one another (Reuter: 119-23). 

These examples are deliberately eclectic, and I have chosen them to con- 
vey some sense of how broad a range of situations 1 mean to include within 
the scope of my discussion. It is the breadth of this approach that recom- 
mends it: widening our conception of the state of nature in the way I have 
proposed encourages us to search for the structlural features these situatiolls 
have in common and gives us a fuller appreciation of the techniques avail- 
able to those who, for one reason or another, must make their agreemlents 
without the security afforded by Hobbes's "coimmon power. 

2. SECURITY ANI INSECURITY IN TIlE STATE OF NATURE 

We ought to begin, perhaps, by noting what is obvious: even in a state of na- 
ture, two individuals will have an incentive to exchange resources whenever 
both can be made better off by the trade (the same incentive they would 
have in any other setting). Suppose I have an orange and you have an apple. 
If we each want what the other has, we can simply meet and make the ex- 
change. When the exchange is simultaneous, neither of us needs to worry 
about enforcing the other's performance. Of course, if I am worried that 
your apple may have hidden defects-that it may be rotten at tle core-the 
fact that we are trading in a state of nature will cause me greater concern. In 
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this case, I have not really gotten what I want until the apple is consumed, 
and if we simply exchange fruits and walk away I run the risk that you may 
have done me a harm I have no power to repair. This illustrates a general 
point: whenever the full performance of an exchange requires time (on one 
side or both), a situation may arise in which one party receives what he has 
bargained for before the other does, leaving the latter to rely on the promise 
of his trading partner to complete a still-unfinished job. Where one of the 
parties is put in an asymmetrically disadvantageous position of this 
sort-where the exchange cannot be made perfectly simultaneous at every 
step-the absence of a centralized enforcement mechanism increases the 
risk and hence the cost of the exchange for the disadvantaged trader. If the 
risk is great enough, it may kill the exchange entirely, even though both par- 
ties would be better off were it completed. 

There will be pressure, therefore, to make exchanges in the state of na- 
ture as simultaneous as possible (even if this must be arranged artificially) so 
as to reduce the risk that the party who finishes first will be deprived of his 
agreed return (Kronman and Posner, 1979: 1-4). You and I might agree, for 
example, to eat our fruit, bite by bite, in one another's presence. Or, to take 
another case, instead of giving you my horse in return for the promise of an 
unborn calf, I might insist that the calf be in esse and that you deliver it to 
me at the same moment I relinquish possession of the horse. In a state of na- 
ture one would expect to observe, in general, the widespread substitution of 
barter for contract as a method of exchange and a tendency to make all trans- 
actions as instantaneous as possible, since perfect simultaneity becomes 
more difficult to sustain as the time required for performance increases.4 

But this push toward simultaneity has its costs; after all, we probably have 
better things to do than watch each other eat, and you may need my horse 

4. One might also expect to observe the opposite phenomenon: the svstematic transforma- 
tion of one-shot transactions into long-term relationships based upon a repetitive pattern of ex- 
change. If I grow most of the wheat in a particular area, and you catch most of the fish, you may 
l)e willing to give me fish on credit until mv annual harvest; knowing I shall want more fish after- 
wards, vou are confident I will keep my promise and deliver a portion of the wheat crop as pay- 
ment for the fish I have already received. If we cannot arrange to exchange our goods simultane- 
ouslv, the next best thing is to make our relationship a permanent and cyclical one, so that at 
any givenl moment the party who has extended credit by performing first knows he can withhold 
some desired future benefit as a punishment for cheating on the other's part. Rather than 
reducing our exchange to an instant, we may adopt the opposite strategy and try to avoid the 
risk of opportunism by stretching it out forever: our aim, in this case, will be never to complete 
the transaction. 

One of the conditions for our initiating a long-term transaction of this sort, however, is that 
we not know, in advance, which round of exchanges will be our last. "If two parties are in a se- 

q(uence of transactions such that both know for sure which transaction is the last, then each also 
knows that violating the terms of the agreement on the last transaction cannot evoke a sacrifice 
of the net gains thereafter. Consequently, each party would be under no compulsion to abide by 
the terms at the last transaction. Since the same argument applies to the next to the last transac- 
tioni and so on to the first, we would be driven to the conclusion that no finite sequence of trans- 
actions can be self-enforcing if both parties know for sure which transaction is that last one" 

(Telser: 29). 
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right now-to plow a field-and consider even a two-week wait catastrophic. 
If the cost of altering our conduct to assure silnultaneity is high enough, and 
if there are no other means by which we can reduce the risk of exploitation 
created by our temporally disjunct perfomances, the exchange we both 
would like to make may never materialize. The exchange of my horse (which 
you need immediately) for your unborn calf can take place only if I am pre- 
pared to part with my property in reliance on your promise to perform. Will 
I agree to make such a trade where there is no dominant third party with 
sufficient strength to compel your performance if you tbreach? If the risk is 

great enough, I may be prepared to go folrward only if there are private 
mechanisms that I can substitute for the missing guarantees of a coercive 
"common power." The introduction of money might seeem to be the 
simplest way to eliminate the risks associated with nonsimultaneous ex- 
change: if I transfer my horse to you and you pay me for it imnlediately, then 
in a later, simultaneous exchange I can use the money to buy youir calf or 
someone else's. This may, however, be a less satisfactory solution than at 
first appears. In the state of nature an object can function as a mediulln of ex- 
change only by virtue of its real or intrinsic worth, since the establishment of 
a currency system in which the nominal value of money exceeds it real value 
itself requires the eflective guarantee of some centralized institution or com- 
mon power. This necessarily limits the money supply in any state of nature 
situation and makes it more likely that the parties to a particular exchange 
will have to choose between barter and no exchange at all; thus, you may 
simply not have enought money to buv my hlorse or enough disposable assets 
to sell to obtain the ioney. Second, even if you have given me the money to 
pay for the horse, there is no guarantee that you will take the money back in 
exchange for your calf when the time comes; in the meantime, for example, 
you may have received a better offer. If others have etqually suitable calves, 
this need not concern me, since I can use the money you have given me to 
buy a calf from someone else. But if your calf is the onlv one I want, then 
even the introduction of monev cannot assure that I will realize the ftull be- 
nefits of our proposed exchange; having been paid for my horse, I am lno 
worse off than I was before, but unless I can compel you to transfer the calf I 
am no better off, either-and thus, from my perspective at least, the pur- 
pose of our exchange has been frustrated. 

In the state of nature, where there is no coercive common power, those 
contemplating a nonsimultaneous exchange must rely for their security on 
devices of their own construction. There are at least four different devices or 
techniques of this sort, and although in reality the lines between them are 
often blurred, for the sake of analytic clarity I shall treat them as ideal types 
and emphasize the features that distinguish each from the others. The first 
technique involves the use of hostages and the second the use of collateral 
(an important difference). The third technique aims to make agreements 
self-enforcing by means of what Williamson (following Schelling) has called 
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"hands-tying" (1983: 73), and the fourth technique seeks to overcome the 
tensions that create insecurity by encouraging (or compelling) an emotional 
and psychological union between the parties, so that neither is able to distin- 
guish his own interest from that of the other. Each of these techniques has 
its advantages and disadvantages; each brings benefits and none is costless. 
In some cases, it is helpful to view one technique as an attempted solution to 
the problems of another, and I have arranged my discussion of the four to 
bring out these relationships where they exist. 

2.1 O()STA(;ES 

Suppose that I agree to trade my horse for your unborn calf, the exchange to 
take place immediately. If I want to increase the likelihood that you will de- 
liver your calf as promised, I may insist that you give me a hostage to hold 
until your performance is completed. The hostage can be anything (or any- 
one) of value to you; knowing that I can destroy the hostage if you fail to per- 
form, you have an incentive to keep your end of the bargain and I, knowing 
this, am made more secure. 

The intended effect can be achieved even if the hostage is of no value, 
even resale value, to me, so long as it is of value to you. (As we shall see, this 
is what distinguishes a hostage from collateral.) Suppose, for example, that 
you have an heirloom of great sentimental but no market value-a skillet 
that has been in your family for three generations (too short a time to be a 
valuable antique). If you give me the skillet as a hostage, I can influence your 
behavior by threatening to destroy it, even though its destruction will do me 
no good at all. Consider a less far-fetched and more important example: the 
antiballistic missile (ABM) treaty of 1972. By forswearing the use of certain 
defensive measures against one another's offensive nuclear forces, the 
United States and the Soviet Union gave each other the power to destroy 
their respective populations. The actual destruction of 100 million Soviet cit- 
izens would do us no good whatsoever, but the threat to destroy them is of 
considerable value as a deterrent. As Schelling has suggested (1960: 136-37), 
an antidefensive treaty of this sort constitutes, in effect, a mutual exchange 
of hostages-an exchange intended to enhance the confidence of each side 
that the other will keep its word and refrain from starting a nuclear war. 

The ABM treaty dramatizes another important feature of hostage-giving: 
in order to give your trading partner a hostage, it is not always necessary that 
the hostage be delivered into his possession. It is sufficient that you give up 

5. "Recilrocal trading supporteld l)v separate )ut colcurrent investments in specific assets 

l)po\ id(s a imltual safl guard against [the risk of'breach by the other party]. The hostages that are 
thereCl created have the interesting propert\, moreover, that they are never exchanlged. In- 
stead(. each partv retainls possession of its dedlicated assets should the contract be prelnaturelv 
termoinated" ('illiantson. 1983: 532). W\hat \\illiamlson describe s as a mutual exchange of hos- 
ta(cgs I \ould classifx. under the scheme l)rol)osed in this cssa\. as a foirm of bilateral hands- 
t\ ing. 
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your ability to prevent the hostage from being harmed; if this can be done 
without actually relinquishing the hostage, it may be to the advantage of all 
concerned that the hostage remain with its original possessor. 

Naturally, the hostage-giver will want his hostage to be returned when he 
performs his promise; indeed, these two things must occur simultaneously, 
for otherwise there is nothing to prevent the recipient from keeping the hos- 
tage and insisting that it be ransomed back. When you deliver your calf to 
me, I must return the skillet. There may be some technical difficulties in 
arranging the exchange so that it is perfectly simultaneous, but these will, in 
most cases, be the same difficulties we would have had in arranging a simul- 
taneous horse-calf exchange if your calf had been in a deliverable state at the 
time of our original agreement. Hostage-giving is, in fact, simply a means for 
achieving a simultaneity that would otherwise be unattainable; the hostage 
acts as a bridge between two temporally distant momlents of performance 
and brings them into an artificial union with one another. In this sense, the 
function of hostage-giving is to transformi exchange back into barter. If, for 
some reason, his hostage cannot be given back at thle time lie performs, the 
hostage-giver will have to rely on the recipient's promise to return it later on 
and therefore will be in the same position the recipient was in at the outset 
of their exchange. In this event, the use of a hostage will not have elimi- 
nated the risk of opportunism inherent in the original situatioll but merely 
transferred it from one party to the other. If, to protect himself, the hostage- 
giver then demands a hostage for his hostage-a nmutual exchange of 
hostages-the other party will be no better off than lie was to begin with be- 
fore any hostage had been given at all." To avoid these problems, the hos- 
tage he gives must be the kind of thing that canl be returned to the hostage- 
giver at the time of his performanee: only things of this sort make suitable 
hostages because only they can be used to achieve the artificial simultaneity 
which is the aim of all hostage-giving. 

The essential characteristic of a hostage is that it is valued by the hostage- 
giver but not necessarilv by the recipienlt or anyone else. The purest exam- 
ple of a hostage, therefore, would be something that had wortli to the 
hostage-giver but no market value at all or, even more strongly, something 
that anyone other than the hostage-giver would consider a positive liability 

6. If, upon receiving my horse, vyo promise to give me your calf and, in addition, a hostage 
to hold until your promise is fiulfilled, and I give you a hostage of some sort to stand as security 
for mv promise to return your hostage after the calf has been delivered to Ine, what is to prevent 
you from keeping the horse and then offering to ransom back your hostage by returning mine, in 
a simultaneous swap? This may or may not work, depending upon the relative value that each of 
us attaches to the hostages we have given and the knowledge we have of one another's (true) 
valuations. As the first mover, however, I recognize that a mutual exchange of hostages leaves 
me vulnerable, perhaps as vulnerable as I was to begin with, because it is self-neutralizing and 
therefore fails to counterbalance the risks created by the nonsimultaneity in the und(lerlying ex- 
change. This gives me a reason to insist on a unilateral arrangement and to resist axny suggestion 
that I give you a hostage in return; only an arrangement of the former sort can oflset the risk 
associated with being the first to perform. 
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and pay to have taken off his hands. It is precisely this characteristic that 
makes hostage-giving so appealing from the perspective of the hostage-giver; 
if a hostage has no independent value to the recipient, he will always prefer 
the performance he has been promised to the hostage he holds and therefore 
be happy to exchange the one for the other. The hostage-giver need not 
worry that when the time comes to complete the transaction, the other party 
will want to keep what he has already received as a substitute for the 
hostage-giver's performance (unless, of course, the recipient's tastes have 
changed or the hostage has acquired a market value it previously did not 
have). 

From the recipient's point of view, however, this same characteristic con- 
stitutes the most important defect that hostage-giving has as a method for 
increasing transactional security. Let us assume, to fix ideas, that the skillet 
you have given me to secure your promise to deliver the calf after it is born is 
in fact worth nothing to anyone but yourself. In taking a hostage of this sort, 
I run the obvious risk that you have deceived me regarding its (idiosyncratic) 
value to you. I must take your word, supported by whatever circumstantial 
evidence is available, that you do indeed care as much about the skillet as 
you claim;7 I must, in other words, trust you, and that is just what my insist- 
ence on a hostage suggests that I am not prepared to do. If you have lied and 
do not care about the skillet, I will lack the means of coercing you to keep 
your original promise; I will, in effect, have sold you my horse for a worth- 
less piece of junk. (The same is true, though to a lesser degree, if the skillet 
has some small resale value and you have only lied to me about the strength 
of your attachment to it.) 

Even if you have not lied to me but do, in truth, care as much about the 
skillet as you say, the fact that its value is personal or idiosyncratic compro- 
mises its usefulness to me as a form of security. Suppose that you disavow 
our original agreement and refuse to deliver your calf after it is born. I am 
now free to use or sell or destroy the hostage you have given me, as I please. 
But if the hostage has no value to anyone but yourself, its worth to me is 
wholly a function of my ability to coerce you by threatening to destroy it. 
Destroying the skillet, however, will do me no good; if I do destroy it, I will 
have lost the only thing that gives me any hope of coercing your perform- 
ance. So I must threaten destruction of the hostage, and do so in a believable 
way, but without ever following through if I am to get what I want. Since you 
are aware that actual destruction of the hostage can do me no good, you are 
in a position to bargain for an advantageous compromise. "Return my skil- 
let," you will say, "and I will give you some small amount in exchange" (an 
amount that represents a fraction of the value of my horse). You know that I 

7. This is a good example of what Williamson calls "impacted" information. See Williamson, 
1975: 31-37). 



CONTRACT LAW AND TIIE STATE OF NATURE / 15 

am better off agreeing to the exchange, no matter how small the sum, and I 
know that you are willing-if necessary-to pay a great deal more or, in- 
deed, to give me your calf, in order to get the skillet back. What kind of bar- 
gain we eventually strike depends upon many things-the value you attach 
to the hostage, your ability to persuade me that you value it less highly than 
you actually do, my ability to persuade you that I am prepared to destroy the 
hostage unless I get what I want in return (even though doing so would be 
self-destructive from my own point of view), and so forth. Where we settle in 
this "bargain space," however, is less important than the fact that the space 
exists, that there is something to bargain over. The space exists because the 
hostage you have given is worth more to you than to me. Whenever this is 
true, the party who receives the hostage has reason to fear that he will be 
forced to engage in a bargaining process he would rather avoid, because the 
process itself is costly and the outcome potentially disadvantageous. The 
more convinced a hostage-giver is that any postbreach bargaining will go in 
his favor, the weaker will be his incentive to perform. These are risks which, 
from the recipient's point of view, are necessarily connected with the use of 
hostages, as I have defined the term. Seeing all this in advance, anyone who 
agrees to an exchange in the state of nature and is required to make the first 
move will have an incentive to consider other methods for enhancing his 
transactional security.' 

2.2. COLLATERAL 

When I ask for a hostage, I am asking for something that you value, some- 
thing you want back badly enough to fulfill your original promise, if that is 

8. Since hostage-giving is an important method for reducing transactional insecurity, where 
such insecurity is especially great, as it is in the state of nature, the task of supplying hostages 
may be taken over by enterprising third parties and turned into a profitable business. Consider 
Mario Puzo's description in The Godfather (279-80) of the Bocchicchio clan, a group whose 
"one asset was a closely knit structure of blood relationships, a family loyalty severe even for a 
society where family loyalty came before lovaltv to a wife." 

A Bocchicchio never lied, never committed an act of treachery. Sulch behavior was 
too complicated. Also, a Bocchicchio never forgot an injury and never left it unavenged 
no matter what the cost. And so by accident thev stumbled into what would prove to be 
their most lucrative profession. 

When warring families wanted to make peace and arrange a parley, the Bocchicchio 
clan was contacted. The head of the clan would handle the initial negotiations and 
arrange for the necessary hostages. For instance, when Michael had gone to meet 
Sollozzo, a Bocchicchio had been left with the Corleone Family as surety for Michael's 
safety, the service paid for by Sollozzo. If lichael were killed b1 Sollozzo, then the 
Bocchicchio male hostage held by the Corleone Family would he killed by the C(or- 
leones. In this case the Bocchicchios would take their vengeance on Sollozzo as the cause 
of their clansman's death. Since the Bocchiechios were so primitive, they never let any- 
thing, any kind of punishment, stand in their way of vengeance. They would give up 
their own lives and there was 1no protection against them if they were betrayed. A 
Bocchicchio hostage was gilt-edged insurance. 
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the only condition under which I will return the hostage to you. From my 
point of view, however, any hostage-giving arrangement involves an irredu- 
cible risk of opportunism, for the reasons just indicated. I may be tempted, 
therefore, to take a different approach to the problem of assuring my own se- 

curity in the state of nature and instead of demanding a hostage (something 
you value) insist on being given collateral (something that has a direct use or 

exchange value to me). Suppose, for example, that you have a golden goblet 
as well as an heirloom skillet. If you give me the goblet as security for your 
promise to deliver the calf, I now hold something that is of value to me, be- 
cause either it gives me pleasure or it can be exchanged for something else 
that I want. To be sure, the goblet is of value to you, too, but that is not what 
I care about. What matters to me is that I now have an asset which is a direct 
substitute for the performance you have promised, an asset whose value I 
can realize through use or trade and (most important) without having to deal 
with you at all-in contrast to a hostage, which gives me a power that can 
only be realized by means of threats and cajolery and therefore requires our 
continued interaction following breach. My possession of the goblet frees me 
from the need to engage in any postbreach negotiations with you whatsoever 
and thus eliminates the peculiar form of opportunism to which those who 
take a hostage as security are always vulnerable. 

In any particular exchange, the asset that is offered as collateral to secure 
the second-mover's promise to perform will probably not be worth a great 
deal more to the recipient than to its original possessor, since any asset of 
that sort is likely to have been traded away beforehand. But whatever the 
relative value of the collateral to the two parties, one thing seems clear: if it 
is to provide complete protection from the recipient's point of view, the 

property in question must be worth as much to him as the performance he 
has been promised. To the extent that it is not, the party who has received 
the collateral is either unsecured or secured only by whatever threat- 

advantage possession of the asset gives him (assuming it has a higher value to 
its original possessor than to the party who now holds it and therefore also 
functions as a hostage). Someone who wants to avoid entirely the risks asso- 
ciated with hostage-giving must demand collateral that is worth as much, to 
him, as the performance it secures, so that if the other party threatens 
breach he will be indifferent, or nearly so, between keeping what he already 
has and exchanging it for what he was originally promised. 

Unfortunately, this creates a risk of opportunism on the recipient's part 
which is the mirror-image of the risk created by hostage-giving. Suppose 
that vou have now given me a golden goblet as collateral to secure your 
promise to deliver the calf once it is born. The goblet, let us assume, is 
worth as much to me as the calf-it is, therefore, a perfe {> n of collateral. 
We can also assume that the goblet is worth at least as much to you (it max 
be worth more), since otherwise you would already have sold or traded it to 
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me. Furthermore, we can assume that you value the goblet more than the 
calf. This last assumption follows from two premises: first, that the goblet is 
worth as much to me as the calf (that it is a complete substitute for the calf 
and hence a perfect form of collateral), and second, that the calf is worth 
more to me than to you, as it must be, or we would not have agreed to our 
original exchange. 

To summarize, if the goblet is worth as much to me as the calf, we can 
confidently assume that you value the goblet more highly than the calf. You 
will therefore have an incentive to redeem the goblet by performing, by giv- 
ing me the calf when it is born. If, however, I am indifferent between 
getting the calf and keeping the goblet, I can credibly threaten to keep the 
goblet unless you give me something more than you originally promised 
(say, the calf plus a month's supply of hay). It will be to your advantage to ac- 
cept any such proposal so long as the additional benefit I demand costs you 
less than the difference between the value, to you, of the goblet and the calf, 
respectively. Knowing this, I can extract from you the fill benefits (the 
"profits") you would have realized if our original horse-calf exchange had 
been completed and the collateral returned to you. By giving me collateral 
that is equal in value to the performance I have been promised, you create 
an opportunity for bargaining that I can exploit, if I am skillful enough, to ap- 
propriate the gain you expected to realize from our transaction. 

Seeing this in advance, you have a powerful incentive to resist any de- 
mand, on my part, for complete collateralization. The most you will agree to 
give me is an asset (a brass goblet, perhaps) that is worth as much to me as 
the calf is to you, whatever the worth of the goblet itself to you may be. If I 
place the same value on a brass goblet that you place on your calf, I cannot 
make a credible threat to keep the goblet as a substitute for the calf, since 
the calf is worth more to me than to you and is therefore also worth more to 
me than the goblet. The most that I can do is threaten to destroy the goblet, 
if you happen to place a higher value on it than I (in which case the goblet 
also functions as a hostage), but this threat is inherently incredible. The ac- 
tual destruction of a hostage never does the party holding the hostage any 
good; quite to the contrary, it harms him by extinguishing the coercive 
power which possession of the hostage confers. Where the hostage also has 
some direct use or exchange value to the party holding it, however, its de- 
struction means the loss of this value as well as the loss of its usefulness as an 
instrument of blackmail. Hence, the more a hostage takes on the attributes 
of collateral, the more costly its destruction becomes to the hostage-holder 
(and the more incredible his threat to destroy it). Even if you care about the 
brass goblet more than I do, the higher the value I place on it, the harder it 
will be for me to exploit the goblet's potential as a hostage. At the same time, 
if I am undercollateralized-if I value your brass goblet less highly than I 
value the calf-I have no choice but to exploit whatever hostage potential 
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the goblet may possess. You, on the other hand, have an incentive to exploit 
my predicament by insisting that I give you back the goblet plus a premium 
of some sort in return for the calf-which it is in my interest to do unless I 
can threaten or cajole you into keeping our original agreement. 

Once again, who prevails in this contest of wits and nerves depends on 
many factors. But the contest itself is costly (because of the risks it entails), 
and I would as soon avoid it altogether. To do so, however, I must be fully 
collateralized, and this creates a different but comparable set of risks from 
your point of view. Either I have adequate collateral, in which case you are 
at risk, or I am undercollateralized and to that extent still subject to the risks 
associated with hostage-giving. The interlocking and symmetrical disadvan- 
tages involved in the use of these two techniques give the parties to an ex- 
change in the state of nature an incentive to search for an arrangement that 
will balance, and ideally neutralize, the risks that each technique creates. It 
also gives them an incentive to search for something better. 

2.3. HANDS-TYING 

A third method for reducing the insecurity of transactions in the state of na- 
ture takes the form of what Williamson and Schelling call "hands-tying"- 
actions that make a promise more credible by putting it out of the promisor's 
power to breach without incurring costs he could otherwise have avoided. 
Hands-tying is similar to hostage-giving in one general way: in each case the 

promisor does something at the outset that has the effect of making a subse- 
quent breach on his part more costly. As a result, his own incentive to per- 
form is strengthened and the confidence of the other party increased. There 
is, however, an important difference between these two techniques. In the 
case of hostage-giving, punishment for breach requires that the promisee 
himself do something-namely, destroy the hostage he holds as security. By 
contrast, hands-tying schemes are designed in such a way that the promisor's 
punishment is self-executing. Indeed, this is their distinctive feature; if the 

promisor breaches, a hands-tying arrangement guarantees that he will pay 
the added cost of doing so even if the promisee does nothing in response. 

One example of hands-tying might be following. Let us assume (what 
does not seem at all unreasonable) that you are interested in preserving your 
reputation as a person who keeps his promises, since this will increase your 
opportunities for other favorable exchanges in the future (Klein and Leffler, 
1981:615-16). To persuade me that you really mean to deliver the calf after it 
is born and will not renege, you offer to declare your commitment in a public 
forum, in the presence of our neighbors who have assembled for the occa- 
sion. By making a public declaration of this sort, you substantially increase 
the harm that will be done to your reputation if you breach. In effect, you 
have given your reputation in the community as security for your promise to 



CONTRACT LAW AND ITHE STATE ()F NATURE / 19 

perform. The security in question (your reputation) resembles a hostage: I 
cannot appropriate it for my own benefit but its destruction will do you con- 
siderable harm. There is, however, one important difference between this 
arrangement and the hostage-giving schemes considered earlier. If you 
break your promise and refuse to give me the calf, the damage to your repu- 
tation will follow automatically, or nearly so; there is nothing that I need to 
do to insure that in the future you are treated as an unreliable cheat (except, 
perhaps, to spread the word, and even this may be unnecessary if we have 
arranged to complete our exchange in public as well). By contrast, if you 
have given me your heirloom skillet as a hostage (rather than your reputa- 
tion), an affirmative act on my part is required to deprive you of the hostage 
as a penalty for failing to keep your promise. 

Consider another example of hands-tying. Suppose that I agree to give 
you my horse and in exchange you agree to make me a suit of clothes. You 
need the horse immediately, but the suit will take time to complete, and in 
the interim I must rely on your promise to perform. To make the promise 
credible, you take a bolt of cloth and cut from it the pieces you will need to 
construct my suit (you do this at the same time that I give you the horse). It 
is, of course, still possible for you to break your promise if you choose. But 
you have considerably less to gain from breach now that you have taken the 
first decisive step of cutting the cloth to my dimensions. To use these same 
pieces for someone else will now require more work (additional cutting, 
stitching pieces back together, etc.)-if, indeed, they can be made to fit any- 
one else at all. By cutting the cloth, you have increased the cost of using it 
for any purpose other than to complete my suit; this gives me added 
confidence that the reputational harm you will suffer if you break your prom- 
ise is likely to be greater, in your own eyes, than any potential advantage to 
be gained from doing so. Most important, you have now made it certain, by 
your actions, that in the event of breach you will automatically incur certain 
additional costs that would otherwise have been avoidable. Again, there is 
no need for me to intervene, to do something to you; you have arranged 
things so that whatever wounds you suffer will be self-inflicted. 

It is this element of automaticity that distinguishes hands-tying from the 
other forms of hostage-giving described earlier.9 From the promisee s point 
of view, it is the automatic or self-enforcing nature of such arrangements that 
recommends them. Whenever the promisee is required to do something to 
make the promisor bear the consequences of his own breach, the promisor is 

9. Nuclear deterrence rests upon each side's threat to retaliate against the other's un- 
defended population. It is based, as I remarked earlier, on a form of mutual hostage-giving. If 
one side built a doomsday machine irreversibly programmed to destroy the world in the event 
that side were attacked, its hands would now be tied and it could no longer be sulbjectcd to op- 
portunistic bargaining by its adversary. For a discussion of the strategic implications of a (looms- 
day machine, see Kahn (175). 
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in a position to exploit the situation because both parties know it is not in the 
promisee's self-interest to carry through. This is the source of the opportun- 
ism inherent in all hostage-giving schemes whose enforcement depends 
upon the independent action of the hostage-holder. Hands-tying eliminates 
the condition that makes such opportunism possible by giving the promisor 
sole power to determine the fate of his own hostage. From the promisor's 
point of view, hands-tying has appeal because it provides security to the 
other party without the use of collateral (as I have defined the term) and 
therefore avoids the symmetrical form of opportunism that collateralization 
makes possible. Consequently, if a hands-tying scheme can be devised-and 
there is nothing to guarantee that it can in every transaction- 
the parties may each have a reason for preferring it to the two alternatives 
considered earlier. 

But even hands-tying has its limitations. There is nothing to prevent the 
promisor who has tied his hands from breaking his promise anyway, if the 
benefits of doing so are large enough. Hands-tying can affect the promisor's 
calculation of costs and benefits, but it cannot stop him from calculating or 
from abandoning an earlier commitment when he thinks it is in his own self- 
interest to do so. This is, of course, a limitation on each of the three tech- 
niques that I have discussed. It might accurately be described as a funda- 
mental limitation, and as such it is likely to stimulate the search for a more 
radical solution to the problem of transactional security than any I have con- 
sidered so far. 

2.4. UNION 

A fourth method for reducing the risks of nonsimultaneous exchange in a 
state of nature where there is no Hobbesian "common power" might be de- 
scribed as the method of union. It is important to remember that these risks 
exist only because the parties perceive their interests to be divergent; absent 
such divergence, there would be no danger of opportunism on either side. 
This is reflected in the fact that we have difficulty even imagining how a 
single person-the limiting case of perfect union-could cheat or defraud 
himself, without implicitly assuming the existence of independent faculties 
within the individual. ' The parties to an exchange in the state of nature can 
therefore reduce the risk of opportunism by taking steps to increase the like- 
lihood that each will see his own self-interest as being internally connected 
to the welfare of the other. 

In a broad sense, all of the strategies I have described are meant to have 
this effect. If one party to an exchange gives the other a hostage, or pledges 

10. An assumption that both Plato and Freud appear to have made, at one time or another. 
See Plato (114-25) and Freud (:3-29). 
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collateral, or ties his hands, their respective interests will be more tightly 
linked; this is indeed the general aim of every security-enhancing arrange- 
ment. It seems useful, however, to have a special term for those arrange- 
ments that seek to reduce divergence and competition by encouraging the 
parties to develop sympathy, affection, or love for one another. One could 
say, I suppose, that a mother refrains from exploiting her children because of 
the psychic price she would pay for doing so. But this misses the central fact 
of motherhood: to the extent a mother truly loves her children, her welfare 
and theirs are indistinguishable from her own point of view and she could no 
more exploit them than she could exploit herself." In this respect, she dif- 
fers from the calculating buyer or seller who easily distinguishes his own in- 
terests from those of the other party and who elects to perform because he 
wishes, quite self-consciously, to spare himself the expected costs of breach. 
By "union" I mean any arrangement that seeks to reduce divergence by 
promoting a spirit of identification or fellow-feeling between the parties, and 
I shall use the term in this somewhat specialized sense. 

Thus, for example, if the members of a community deliberately establish 
routines, designed to reinforce in one another the altruistic habit of subordi- 
nating their own individual welfare to the welfare of others, if they make a 
conscious effort to instill similar habits in their children as they mature, and 
if they do all this, in part, to reduce the tensions that would otherwise ac- 
company their efforts to establish exchange relationships among themselves, 
they are pursuing the strategy of union as I have defined it. Marriage is an- 
other example of an arrangement aimed at cultivating a spirit of solidarity on 
the part of those involved which may, in certain circumstances, be an effect- 
ive instrument for reducing transactional insecurity (Klein et al., 1978: 323). 
Unlike the bond between parents and children, the marriage bond does not 
exist by nature and must therefore be artificially created. But the object of 
marriage, and its effect, is to establish between the parties an identity of in- 
terest that makes it increasingly difficult for either to view the other at arm's 
length. This process of identification is consummated in the procreation and 
rearing of children who, as Hegel observed (117), strengthen their parents' 
union by giving it an "objective" or "external" form. (Children, it should be 
noted, can also be an effective means of mutual hostage-giving, since the in- 
terdependency of the contributions which the parents of a child make to his 
or her development often prevent either parent from withdrawing from the 
marriage without incurring a substantial investment loss, regardless of who 
retains the child.) In a state of nature, the identification that marriage brings 
about can be an important resource in the search for transactional security. 
Warring clans and commercial competitors, for example, may through inter- 

11. "Parents love their children as themselves: offspring is, as it were, another self, 'other' 
because it exists separately" (Aristotle: 237). 
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marriage be able to increase each other's confidence in their future willing- 
ness to abide by the terms of whatever cooperative agreements they have 
made.12 Eventually, it is hoped, the distrust and suspicion inevitable in an 
arm's-length relationship will be replaced by the solidarity of a household 
community, making breach unthinkable. In a state of nature, intermarriage 
is one way to tap the springs of intimacy for the sake of contractual 
exchange. 3 

The ceremony of homage that accompanied the feudal contract between 
lord and vassal could be described in similar terms (Bloch, :145-47). The par- 
ties to the contract agreed to exchange land and protection for periodic mili- 
tary services, seeking in this way to achieve some measure of common secu- 
rity under otherwise anarchic conditions. But they did something else as 
well: they pledged their personal loyalty to one another in a dramatic and 
emotionally powerful manner intended less to evidence such feelings than to 
awaken them. The feudal bond was contractual, but it was more than that, 
for it represented a lifelong commitment of a quasi-familial kind (Bloch: 
224-25), predicated upon admission of the vassal to his lord's table and a 

willingness to serve him unto death. This latter aspect of feudalism-the one 
we associate with the institution of homage-underscores the value of inti- 
macy in a world without Hobbes's "common power." 

As a method for combatting opportunism, union operates at a different 
and deeper level than the other methods I have described. Arrangements 
that make use of hostages and collateral, or that exploit the advantages of 

hands-tying, all assume an opposition of interests on the part of those in- 
volved; their aim is to moderate the effects of this opposition by altering the 
costs and benefits of breach, but the existence of the opposition is a fact that 
each of these techniques takes for granted. Union does not. It seeks, instead, 
to eliminate the condition of separateness that makes an opposition of inter- 
ests possible in the first place. To the extent it is successful in doing this, the 

parties can no longer be said to be in a state of nature vis-a-vis one another. 
The state of nature is a relational concept and therefore presupposes the par- 
ties' independence; one man cannot be in a state of nature by himself, nor 
can his physical or mental parts be in a state of nature with regard to one 

12. "Family partnerships seem to have existed in early Roman times, but they had become 
obsolete by the Byzantine period. Possibly they owe their rebirth to conditions of the feudal and 

early communal Middle Ages, which stressed the need for solidarity of the family in the politi- 
cal, military, economic and social life" (Lopez and Raymond: 185-86). See also Lane (179). 

13. "Another response to market transaction costs [in primitive societies] is the transforma- 
tion of an arm's-length contract relationship into an intimate status relationship. In some primi- 
tive societies if you trade repeatedly with the same man he becomes your blood brother and you 
owe him the same duty of generous and fair dealing that you would owe a kinsman. This 'barter 

friendship' is a way of bringing reciprocity into the exchange process and thereby increasing the 
likelihood that promises will be honored despite the absence of a public enforcement authority" 
(Posner: 172). 
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another-they simply lack the requisite degree of independence. Because it 
combats transactional opportunism by annulling the independence of the 
parties, union (where it is successfil) actually replaces the state of nature 
with something altogether different. Hands-tying, hostage-giving, and the 
use of collateral are methods for transacting within the state of nature; union 
is a method for abolishing it. 

Of course, like the other techniques, union also has its limitations. First, 
it can rarely, if ever, be achieved completely; there appears to be a deep im- 
pediment to our attaining the condition of perfect identification at which the 
technique of union aims, although we can approach it by degrees. To the ex- 
tent that we fall short of this condition, however, we retain our independ- 
ence and thus remain subject to the risk of opportunism, which gives us an 
incentive to supplement our partially successful union with one of the other 
techniques I have described. Second, as a method for enhancing transac- 
tional security, union poses special dangers in the short-run; until the bonds 
of intimacy have taken hold and grown strong, the relaxation of defenses that 
it requires can increase the risks of exploitation rather than diminish them. 
For this reason, too, the parties may feel a need, at least in the early stages of 
their relationship, for the additional security of a hostage or collateral (which 
of course itself bespeaks a lack of trust and hence makes the achievement of 
union more difficult). 

I have now described a number of different, though related, techniques 
that individuals in a state of nature might employ to reduce the risks created 
by the absence of an independent power strong enough to enforce the prom- 
ises they make to one another. In the state of nature, the parties to a transac- 
tion have a choice, generally speaking, between the following four 
alternatives: they can make their exchange simultaneously; they can simply 
accept the risks which nonsimultaneity implies and go forward without any 
security at all; they can forgo the exchange completely; or they can adopt one 
(or some combination) of the techniques I have described. Which alternative 
they choose will depend, in any particular case, upon its relative cost. If it is 
very costly to achieve simultaneity, for example, the parties may have to 
choose between an extremely risky exchange, no exchange at all, and an ex- 
change supported by hostage-giving or some other form of security. If they 
choose the latter alternative, the parties must also select from among the 
various techniques available to them-again, on the basis of their relative 
cost. None of these techniques is costless and each has its own specific limi- 
tations. Indeed, they may all be too costly, given the expected benefits of a 
particular exchange, in which case the exchange itself will either be made 
without security or simply fail. 

I shall offer no opinion as to which technique (if any) is likely to predomi- 
nate in the state of nature or hazard a guess regarding the frequency with 
which we migh expect them all to be inadequate. The point I want to em- 
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phasize is that individuals in a state of nature have available to them a variety 
of methods for creating, on their own, at least some measure of security to 
replace the security they would enjoy were their promises legally enforcea- 
ble. There is no reason to think that exchange, even nonsimultaneous ex- 
change, must end where the state and the law of contracts do. 

In the next section, I shall argue that the reverse is also true: the exist- 
ence of the state and an enforceable law of contracts do not put an end to the 
risks that parties transacting in a state of nature face, and in this sense they 
do not put an end to the state of nature itself. Nor could they-except, per- 
haps, at a cost we would never accept. 

3. C()NTRA(T LAW VAN) THE LIMrITS OF SECURITY 

It may seem strange to some man, that has not well weighed these things; that nature 
should thus dissociate, and render men apt to invade, and destroy one another: and 
he may therefore, not trusting to this inference, made from the passions, desire per- 
haps to have the same confirmed by experience. Let him therefore consider with 
himself, when t .king a journey, he arms himself, and seeks to go well accompanied; 
when going to sleep, he locks his doors; when even in his house he locks his chests; 
and this when he knows there be laws, and public officers, armed, to revenge all in- 
juries shall be done him; what opinion he has of his fellow-subjects, when he rides 
armed; of his fellow citizens, when he locks his doors; and of his children, and ser- 
vants, when he locks his chests. Does he not there as much accuse mankind by his 
actions, as I do by my words? 

-Thomas Hobbes, Leviathan 

The existence of the state and its enforcement machinery make it unneces- 
sary, one might think, to rely on any of those devices which in a state of na- 
ture are the only source of transactional security. But the most casual obser- 
vations are enough to suggest that this is not the case. Indeed, even where 
there is a developed law of contracts underwritten by a public authority with 
awesome powers of coercion, private parties contracting with one another 
continue to make use of each of the four techniques discussed in the previ- 
ous section. Despite the fact that their claims are legally enforceable, credi- 
tors, for example, often demand some valuable property as collateral to se- 
cure their loans. The arrangement may be a simple one (a pledge of stock 
certificates or jewelry) or more complex (a field warehouse),14 but its objec- 
tive in each case is the same: to assure that the creditor will have in his pos- 
session at the time of his borrower's default property of sufficient worth to 

compensate him for the loss. Alternatively, a creditor may insist that he be 

given physical control of some small piece of equipment, critical to the bor- 
rower's business, unltil the loan is repaid. If the equipment has little use or 
exchange value to anyone other than the borrower but can only be replaced 

14. For a description of what a field warehouse is and how it works, see Gilmore (146-95). 
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by him at great expense because it is specialized to his own operations, the 
security held by the creditor is clearly a hostage in the sense defined above. 
Hands-tying also continues to play an important role in the exchange proc- 
ess, despite the existence of a developed system of enforceable contract 
rights. The investments that firms make in transaction-specific equipment, 
in fancy shops that cannot easily be converted to another use, and even in 
their own advertising programs-whose function often is simply to increase 
a firm's reputational commitment to the advertised product (Klein and 
Leffler, 1981: 627-33); Williamson, 1983: 528-33)-are all examples of 
hands-tying that exhibit the automaticity peculiar to this method of 
enhancing transactional security. Even union, the most radical of the four 
techniques I have described, has a continuing utility despite the parties' 
ability to invoke the state as the guarantor of whatever contractual agree- 
ments they choose to make; where the interests of the parties are sharply di- 
vergent and the risk of opportunism especially great, their integration into a 
single enterprise with a common profit-maximizing goal-the commercial 
analog to intermarriage-may be preferable, from the parties' point of view, 
to continued exchange under a legally enforceable contract, as Ronald Coase 
suggested in his famous article on the nature of the firm (386). 

What explains the fact that these techniques, designed to provide some 
measure of security in a state of nature where there is no centralized mecha- 
nism for the enforcement of promises, continue to be used even after such a 
mechanism is in place? Only one answer seems possible: the legal right to 
enforce a promise can reduce but never eliminate the insecurity associated 
with all temporally asymmetrical exchanges, and the parties to such an ex- 
change will therefore always have some use for the techniques I have de- 
scribed. Even the parties to a legally enforceable contract remain, to one de- 
gree or another, in a state of nature and hence must rely, for security, on 
their own devices. Although the extent to which they must do so will vary 
from one legal system to another depending upon the nature of the protec- 
tion which the law affords disappointed promisees, an irreducible quantum 
of insecurity always remains. Of course, the parties to any particular contract 
may conclude that whatever special arrangements might be made to pro- 
duce a marginal increase in their security are too costly to be worthwhile, es- 
pecially if certain of these arrangements-the use of human hostages, for 
example-have themselves been outlawed and the cost of their (now illegal) 
use increased as a result. But we should not infer from this that no residuum 
of insecurity exists or assume that the law of contracts puts an end to the 
state of nature. 

To understand why this cannot be the case, it may help to reflect briefly 
on the nature of contract remedies and their necessary limitations. When 
someone makes an enforceable promise, the person to whom the promise is 
made acquires the right to sue for relief if the promisor fails to perform. In 
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most cases, "relief" means money damages but in certain circumstances a 
promisee may sue for specific perfomance. If a promisee is entitled to money 
damages only, there is always some risk that he will not be fully compen- 
sated for the losses caused by the other party's breach (even on the assump- 
tion that he is reimbursed for all expenses incurred in prosecuting his 
lawsuit-attorney's fees, court costs, etc.). This is so for two reasons. First, 
the legal rules that define compensable harm limit the promisee's recovery 
by denying him the right to compensation for losses that are considered too 
remote or speculative. Losses of this sort may be quite real insofar as the 
promisee is concerned; he will not be compensated for them, however, un- 
less he has taken precautions to make them less speculative-for example, 
by insisting on the inclusion of a liquidated damages clause in his original 
contract. But even this may not be enough, as long as the third party em- 
powered to enforce the contract retains final authority to pass on the validity 
of this or any other private term purporting to modify the general rules of 
compensation that would otherwise be applicable. 

Second, even assuming that a particular loss falls within the limited do- 
main of harms which the law of contracts acknowledges to be compensable, 
it must still be measured before damages can be awarded. In many cases, 
the magnitude of the loss will be controversial and where it is, someone 
other than the disappointed promisee (either judge or jury) must resolve the 

dispute. But there is always some risk that a third party's estimate of the 
harm suffered will diverge from the promisee's own and thus a risk that the 

damages he receives will be undercompensatory. No contractual provision 
can give the promisee ironclad protection against this danger. Nor, more im- 

portant, can the problem be remedied simply by rewriting the law of 
contracts. However broadly we define the class of compensable harms, 
any court-administered damages remedy carries with it a risk of 

undercompensation. No refinement of doctrine can eliminate this risk, 
which is bound to arise whenever someone other than the promisee is em- 

powered to determine the value of the promise made by the party in breach. 
This explains why we grant a right of specific performance in cases where 

the idiosyncratic nature of the contract makes the risk of undercompensation 
especially great (Kronman, 1978: 351). If the promisee is entitled to insist on 
actual performance of the contract, he may himself set the price for releasing 
the other party from his obligation and thereby avoid the risk of under- 

compensation that arises whenever the price is set by someone else, as it is 
in an action for damages. Because the calculation of money damages always 
involves some risk of this sort, it has been argued that every promisee ought 
to have a right of specific enforcement, unless the parties have provided oth- 
erwise in their contract (Schwartz: 271). I shall not take a stand on this issue; 
what I wish to emphasize, instead, is the inevitable limitation (from the 

promisee's point of view) even of specific performance, the law's most pow- 
erful remedy for breach of promise. 
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To begin with, specific performance clearly involves an element of moral 
hazard. A promisor who has been ordered to perform may have little incen- 
tive to do a good or even adequate jolb; instead, he is likely to shirk and cut 
corners, shifting resources (disposable time, imagination, raw materials, 
etc.) from the other party to himself. ie may even do so out of spite. Of 
course, if the court discovers that the promisor is shirking, it can order him 
to upgrade his performance or risk imprisonment for contempt. But a court 
may lack the ability to distinguish adequate from inadequate performances 
and be unpersuaded by any evidence of shirking that the promisee brings 
before it. If the promisee had a hostage or collateral, he would be the arbiter 
of the promisor's perfornmance and would be spared the burdensome, and 
risky, task of having to justify his own assessment to some third party. 

Specific performance may prove inadequate for an additional reason. Sup- 
pose that a person makes, and breaches, several contracts. If it is impossible 
for him to perform all of them at once, some of his creditors will have to ac- 
cept money damages in lieu of specific performance or agree to the post- 
ponement of their claims; in either case, they risk undercompensation. Of 
course, the promisor's creditors might agree to divide their common debt- 
or's time and other resources on a pro rata basis, each receiving (let us imag- 
ine) an hour a day from the debtor until his claim has been satisfied in full. 
But while there might be reasons for the promisor's creditors to cooperate in 
this way (Jackson, 1982: 857), such an arrangement would not itself elimi- 
nate the risk that the debtor may die or disappear-become irrevocably 
judgment-proof-before all of his debts have been paid. Even a right to 
specific performance cannot guarantee the promisor's solvency, his ability to 
complete performance when ordered to do so. To protect himself against the 
risk of his debtor's insolvency, a creditor needs something more than his le- 
gal remedies for breach of promise: he needs collateral, an independent fund 
that he controls and may appropriate to satisfy whatever claims he has 
against the debtor. Because the risk of insolvency is attributable to the debt- 
or's inability, rather than unwillingness, to perform, it cannot be eliminated 
by means of hostage-giving or hands-tying. These techniques achieve their 
intended aim through the effect they have on the promisor's incentives, and 
where the promisor lacks the ability to perform, behavorial effects of this 
sort do the promisee no good; hence only collateral provides protection 
against the risk of insolvency. (By which I mean something different from 
and more basic thaan the risk of bankruptcy. The debtor's right to a dis- 
charge in bankruptcy is a legal artifact, an entitlement which itself is enforce- 
able by the state. The existence of such an entitlement may increase the risk 
that the debtor's creditors will be undercompensated as a result of his inabil- 
ity to pay, but it does not create this risk, which would remain even if the 
institution of bankruptcy were abolished.) 

I have been arguing that a promisee's legal remedies for breach of con- 
tract-his right to money damages and, in some cases, specific perform- 
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ance-give him only limited protection and do not eliminate the need for 
those security-enhancing devices which in a state of nature provide the only 
substitute for the enforcement powers of the state. What needs to be 
stressed is that these limitations cannot be overcome simply by making the 
promisee's legal remedies stronger or more far-reaching. Suppose, for exam- 

ple, that the sanction for nonperformance of a contract was raised from 

money damages or specific performance to imprisonment or physical punish- 
ment or even death. So long as the promisee does not himself have full con- 
trol over the administration of whatever sanction is adopted, he runs the risk 
of being unable to persuade the official charged with responsibility for moni- 

toring the promisor's performance that the promisor is indeed doing less 
than he has been ordered to do. And even if we take the final, awful step of 

giving the promisee sole power to judge the adequacy of the promisor's per- 
formance and allow him to use the coercive machinery of the state (including 
the electric chair) in whatever way he wishes, the promisee's contractual ex- 

pectations may still be frustrated, for if the promisor is too old or weak or 

crazy to perform, no threat of harm can effectively be used against him. 

Knowing this in advance, the promisee still has reason to demand collateral 
as security for his contract rights-even though the state has given him the 

power of life and death over his contractual partner. 
But while no system of legal remedies-even the harshest one we can 

imagine-could ever eliminate entirely the risk to which every contracting 
party is subject, it is undeniable that the existence of a centralized mecha- 
nism for the enforcement of promises does greatly increase the security of 
the parties and at a comparatively low cost (at least up to a point). Where no 
such mechanism exists, a measure of security can be obtained in other ways, 
but generally speaking, only at a higher price. It can therefore truly be said 
that we would have a reason to invent the state if it did not already exist: the 
state is (among other things) a device for reducing the transaction costs of ex- 

change, one whose own marginal cost is, at the outset, almost certainly lower 
than the marginal cost of alternative methods for achieving the same end. 
On this view, the difference between the state and the various private tech- 

niqules described in the preceding section should be thought of not as a dif- 
ference in kind but as a difference in relative cost (which, to be sure, may be 
considerable depending upon the circumstances). 

It is misleading, however, to speak of the state as if the concept had a 

single definite meaning. A centralized institution for the enforcement of con- 
tracts may, in fact, assume many different shapes, depending upon the na- 
ture and content of the remedies it offers disappointed promisees. The con- 

cept of the state encompasses a variety of remedial systems which differ in 
the degree of coercion they apply to those who break, or threaten to break, 
their contracts; it is a concept, we might say, that has scale or intensity. As 
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we move up the scale, in imagination, from the comparatively mild systems 
that we actually have in the West today to the harsher ones we might have 
(and, to some degree, have had in the past), two general points should be 
kept in mind. First, as I have already emphasized, no remedial system can 
ever eliminate entirely the sources of contractual insecurity. Second, the 
marginal cost of obtaining additional increments of security through the 
state's remedial system is likely to increase as the remedies themselves be- 
come more painful and intrusive. Consider, for example, a rule giving all 
disappointed promisees the right to sue for specific performance. Adopting 
such a rule might enhance the security of contractual relationships, but only 
at a price. In the first place, a generalized regime of specific enforcement 
would be more costly to administer because of the moral hazard problem 
noted earlier. And since specific performance deprives the promisor of the 
power to depersonalize his relationship with the promisee, a regime of this 
sort would have moral costs as well: where a contract calls for personal serv- 
ices, loss of the right to put the other party at a distance by substituting dam- 
ages for performance can be demoralizing to the promisor and undermine 
his self-respect for reasons I have elaborated elsewhere (Kronman, 1983: 
763). Thus, while a decision to make specific performance universally availa- 
ble might enhance contractual security by eliminating the risk of 
undercompensation inherent in the calculation of money damages, it would 
also have moral and administrative consequences that must be weighed in 
deciding whether the benefits of such a rule exceed its cost. The same would 
obviously be true of a decision to increase the severity of the sanction for 
breach of contract from damages to corporal punishment. A regime of this 
sort would probably discourage people from contracting and-if carried to 
extremes-brutalize us all; moral externalities of this sort must also be taken 
into account in weighing the advantages of implementing such a program. 

These last remarks suggest a general rule: where the marginal cost of 
increasing transactional security by strengthening the parties' legal remedies 
exceeds the marginal benefit of doing so, the law will leave the task of fur- 
ther enhancing their security to the parties themselves. Beyond this point, 
the relationship of the parties is as it was before the establishment of the 
state and its law of contracts; unlike the original state of nature, however, the 
one that now remains cannot be reduced, at an acceptable cost, by a further 
increase in state power. 

To reduce the inevitable residue of insecurity that remains, beyond the 
limits of the law, the parties to a contract must adopt one or another of the 
strategies described here. But each of these, as I have stressed, has its costs 
as well. Both hostages and collateral create their own special forms of oppor- 
tunism and are costly, too, because they may require the temporary transfer 
of an asset that is less valuable to the recipient than to the partv who origi- 
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nally possessed it.'5 Hands-tying frequently requires an expensive, trans- 
actioin-specific investment which the promisor has no reason to make apart 
from the added credibility it gives him. And union, when it leads to the ex- 
pansion of a firm or family beyond some indefinite optimal size, is likely to 
result in the internal replication of those same conflicts it was intended to 
overcome (Klein et al., 1978: 299; Knight: 254). 

In any particular case, the comparative marginal costs of these different 
methods for reducing risk will determine which (or what combination) the 
contracting parties choose. It may be that none can provide additional secu- 
rity at a reasonable cost, in which case the parties must decide whether to go 
ahead with their exchange despite the risks it entails. Often they will do so, 
since there are many risks worth taking. But under no circumstances can risk 
be banished from exchange, at least in all those cases where one of the par- 
ties must perform before the other: neither by the existence of a legal system 
(however painful its penalties for breach) nor by the private devices that 
function in a state of nature as a substitute for state power and in civil society 
as a supplement to it. How little risk remains depends upon how much the 
parties are willing to pay for security. But some risk is unavoidable. To this 
extent, the parties to an agreement-whether or not it is legally enforceable 
and however it has been secured by additional devices of their own 
construction-always remain in a state of nature with regard to one another. 
The state of nature is an inescapable condition and the problems that it poses 
can never be dissolved or completely overcome, no more than we can over- 
come our finitude (of which the state of nature is, in some sense, the badge 
or emblem). 

There is only one condition under which it might be said that the state of 
nature has indeed been overcome, and that is where the possibility of 
conflict itself no longer exists. In The Book of Laughter and Forgetting 
(62-68), Milan Kundera describes the ideal collectivist society as a great 
fugue in which each individual is a single note, related to the other notes and 
to the work as a whole in a perfectly harmonious way. In such a society there 
could, by definition, be no conflict because each person would see his own 
interest as identical to the interests of everyone else, all being merged in a 
single, indivisible melody; indeed, the very notion of self-interest would dis- 
appear, together with the institution of the state, which is required only so 
long as there is conflict between individuals. By removing the source of all 

15. Hostage-giving need not involve the actual transfer of the hostage so long as the 
hostage-giver puts it out of his power to protect the hostage from destruction by the other party. 
Collateral, on the other hand, must be in the possession of the promisee, or within his power to 
appropriate upon breach by the promisor. If the property which the promisor offers as collateral 
plays an economically important role in his own enterprise, an arrangement must be devised 
that will allow the promisor to retain possession of the property while ade(quately protecting the 
promisee. The entire modern law of nonpossessory security interests in personal property max 
b vie we\d as a response to this sanle problem. See Gilmore (24-26). 
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exploitative behavior, the abolition of self-interest would put an end to the 
state of nature: the members of such a society could no more be in a state of 
nature vis-a-vis one another than the limbs of a body can, and for the same 
reason-too much unity makes conflict impossible. 

A society of the sort Kundera describes would be a monstrosity, and even 
if it were attainable-which happily it is not, except, perhaps, for small 
groups and short periods of time-we should resist the temptation to remake 
ourselves in its image. The great fugue would indeed remove us from the 
state of nature, but it would also deprive us of the sense of separateness that 
underlies our notions of moral duty and personal achievement (and much 
else besides). Were we faced with such a choice, it would be right to em- 
brace the state of nature as a condition better suited to the qualities we value 
in ourselves. The state of nature is the human condition. It is-to carry the 
theme of these concluding remarks one step further-the price we pay for 
the mixed blessing of being who we are. 
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