f-’ Cyo Yxanbyao, Danb Lnuxxan

-1 WcenenoBanve LuneMM NpUMEHeHNA Npasuna
et o

L 3aMELLatLLEN CLENKM U NyTER UX pa3pellenns

Wccnenosanue auneMm npuMeHeHus npasunia
3aMeLLatoLLei COBSKN U NYTel UX paspeLueHus
An Exploration of the Application Dilemmas
of the Substitute Transaction Rule and Pathways for Resolution

Cyo Yxanbyao,

[0KTOP OPUANYECKMX HaYK, JOLEHT IOPUANYECKOr0 daKysbTera
X3HaHbCcKoro yHusepcurerta, Kaidan, KHP

e-mail: szc76(d126.com

Oanb Lunuxan,

uccnenosatens KUTaicko-poccuitckoro LEHTpa
CPaBHUTENbHOO NPaBOBEEHMA

X3HaHbCKkoro yHuBepcurera, Kaidan, KHP
e-mail: 664910836(dgq.com

Suo Zhan Chao,

Doctor of Law, Associate Professor at the Law School
of Henan University, Kaifeng,China

e-mail: szc76(d126.com

Fan Qizheng,

Research at Chinese-Russian Center for Comparative Law
at Henan University, Kaifeng, China

e-mail: 664910836(dgq.com

© Cyo YxaHbyao, Dab Lnuxan, 2025

DOI: 10.17803/2587-9723.2025.8.055-062

Annomauus. Cmamvu 584 u 591 I'pamcdarnckozo kodekca Kumaitickoii Hapodwotii Pecnybauxu u
cm. 60 monkosaHus BepxogHbim HAPOOHBIM CyOOM 06X NOOXNCeHUTl pasdenid 0 002080pAX 8Nepable
NpSIMO YCMAHABAUBAOM NPABILIO 0 3ameHe cOenkul. OHU 88005im HOBbLI Memo0 pacuema ydbimkos
3a HapyuieHue yca08ull 002080pd, NO360JLL51 CMOPOHe, He HapywiuguLell ycao8us, 3akaoulms aib-
MepHAMUBHYHO COeNIKY U nompe608ams pasHuLy mexncy UeHOoll KOHMpaKkma u yeHoll aibmepHamus-
HOIL cOeniKU 8 Kauecmae oxcudaemozo ywepba. 9mo npasuno obecneuugaem UHCMUNMYUUOHAILHYIO
noddepicky 06s13aHHOCMIL CMOPOHbL, He HapyuLuguiell €20, N0 yMeHbULEeHUIO YObIMKO8 U NOTYUeHUI0
NOJIHOT KOMNEHCAyUL, a makice OmMpaxcaem 3aKOHO0AMenbHY0 NOAUMUKY, Komopasi cnocobcmayem
noswluleHU0 3 dhexmugHocmU Mpanaakyuil U KOHMPoJo puckos. Tem He MeHee 8 CydeOHOLL npak-
muKke epaHulbl 20 NPUMeHeHUs, CMAHOapmbl onpedeseHUs e20 PA3YMHOCMIL U e20 83AUMOCB3b
¢ Opyeumu Memodamu npagosoil 3auumasl 0CMarmcs npedmMemom 3HaUUMeIbHbLX pa3Ho2AdcUl.
Ces13b Mexcdy NpasUIOM 0 3aMeHsolell coesike U MeXAHUSMAMU PACMOPHCEHUSL KOHMPAKmMa u
nposepku e2o 060cHosaHHocmu HesicHa. Kozda amo npaswio gcmynaem 8 KOHKYPeHUUIo ¢ Npasu-
JIOM O PbIHOUHOLL UeHe U KOMNEHCayULL YNyweHHOL 8bl200bL, 803HUKAIOM 0YOAUPOBAHUS 8 0OBeMe
KOMNeHCayuUll, Heco2aaco8aHHble CmaHdapmsl pacuema u npob.iemst 080iiHoe0 8o3mewjeHust. Coom-
8emcmeeHHO, He0OX0OUMO NPOSCHUMDb NPeONOCLLIKU 0J11 NPUMEHEHUS NPAsLLd 0 3aMeHsolell
clesike, onpedenums e20 pa3yMHOCMb nymem 080THOIL OUeHKU 8PeMEHHBLX U PbIHOUHBLX YC08UIL U
nposecmu pasauuue mexcdy HUM U Opy2uMU Memodamu KOMneHcayul, umobst onpedeaums cepy
e20 npumeHerus. Cozdanue eOuH020 CmMardapmuupo8aHHozo cyoebHozo dokymenma (cmandapma)
nosgsicum agddexmusHocms U cnpagedaUBOCMb CUCTEMbL CPe0CM8 NPA808oll 3auUMbL 8 Ciyude
HapyuleHUss KOHMpakma.

Kntouegvle cnoea: yobimku 3a HapylleHile KOHMPAKMA; 3aMeHsowas coeska; oxcuddaemble nNpo-
UeHMbl; NONHASA KOMNeHcayus

Abstract. Articles 584 and 591 of the Civil Code of the People’s Republic of China and Article 60 of
the Supreme People’s Court’s Interpretation on General Provisions of the Contract Section for the
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first time explicitly establish the substitute transaction rule. They introduce a novel method of calcu-
lating damages for breach of contract by allowing the non-breaching party to engage in a substitute
transaction and claim the difference between the contract price and the substitute transaction price
as expectation damages. This rule provides institutional support for the non-breaching party’s duty
to mitigate loss and the pursuit of full compensation, and it reflects a legislative policy that promotes
transactional efficiency and risk control. Yet in judicial practice the boundaries of its application, the
standards for determining its reasonableness, and its relationship to other remedial methods remain

the subject of considerable controversy.

The articulation between the substitute transaction rule and the mechanisms of contract termination
and reasonableness review is unclear; when the rule competes with the market price rule and the
compensation of lost profits, there are overlaps in the scope of compensation, inconsistent calculation
standards and issues of double recovery. Accordingly it is necessary to clarify the prerequisites for
applying the substitute transaction rule, to determine its reasonableness through dual assessments
of time and market conditions, and to distinguish it from other methods of compensation in order
to delineate its scope of application. Building a unified and standardized adjudicatory standard will
enhance the efficiency and fairness of the remedy system for breach of contract.

Keywords: damages for breach of contract; substitute transaction; expectation interest; full compen-

sation

Articles 584 and 591 of the Civil Code explicitly
establish the substitute transaction rule within
the system of damages for breach of contract. Article
60 of the Supreme People’s Court’s Interpretation
on General Provisions of the Contract Section
further specifies the conditions under which this
rule applies and the method of calculating damages,
thereby providing the non-breaching party with a
path to compensate its performance interest by
engaging in an actual transaction. This institutional
design not only enriches the remedies available
under Chinese contract law, it also reflects the
legislative values of encouraging loss mitigation
and emphasizing transactional efficiency. Yet in
practice the operability and predictability of the rule
fall short of its normative aims. Some scholars and
practitioners contend that a substitute transaction
must be premised on contract termination in order
to maintain clarity of the contractual relationship
and the boundaries of liability, whereas other views
maintain that the substantive reasonableness of the
substitute transaction should not be shackled by a
formal requirement of termination. There is also
divergence over how to assess the reasonableness of a
substitute transaction, the delineation of a reasonable
period, and the coordination of the rule with other
methods of calculating damages such as the market
price rule and compensation for lost profits. These
divergences give rise to risks of double compensation
or undercompensation. Such unresolved issues
increase uncertainty for parties seeking to exercise
their rights and undermine the substitute transaction
rule’s potential to achieve fairness and efficiency.

In light of these difficulties, this article undertakes
a systematic analysis of the boundaries of the sub-
stitute transaction rule, focusing on its institutional
preconditions, criteria of reasonableness, and coor-
dination with competing methods of compensation.
On this basis, it proposes optimization strategies that

balance legislative intent with judicial practice, aim-
ing to furnish feasible institutional suggestions for the
robust operation of the substitute transaction rule.
The article proceeds from the legislative positioning
and values of the rule, analyses the triple dimensions
of its application dilemmas, and finally explores the
logical structure and operability of solution pathways.

1. Substitute Transactions
and Their Regulation in Chinese Law

A substitute transaction refers to a transaction con-
cluded by the non-breaching party with a third party
to replace the original contract when the other party
is in breach. In effect, when the debtor commits a
fundamental breach, the creditor concludes a con-
tract with another person to obtain the same sub-
ject matter as in the original contract; if the price of
that contract is unfavorable to the creditor compared
with the price in the original contract, the creditor
may claim compensation from the debtor for the
difference between the original contract price and
the substitute transaction price. As the system of
damages for breach of contract has been improved,
the substitute transaction rule has gradually demon-
strated its theoretical and institutional significance
in China’s civil and commercial fields. Although the
term “substitute transaction” is not explicitly named
in the Civil Code, it has already been recognized in
doctrine and to some extent in case law. Article 60
of the Interpretation on General Provisions of the
Contract Section issued in 2023 is the first judicial
interpretation to systematically provide for substi-
tute transactions and marks its formal inclusion in
the damage compensation regime. This section first
traces the development of substitute transactions in
Chinese legal theory and judicial decisions and then
analyses the process of establishing the system at the
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legislative and interpretive levels in order to present
the evolutionary logic and normative foundation of
incorporating the substitute transaction rule into the
Chinese contract law system.

1.1. Substitute transactions in China
before the judicial interpretation

Although the Contract Section of the Civil Code
does not directly use the term “substitute transac-
tion,” legal theory and practice in China had already
recognized the substitute transaction rule prior to
the promulgation of the Interpretation on General
Provisions of the Contract Section. In theory, many
scholars discussed substitute transactions even before
the enactment of the Civil Code. For instance, Zhang
Jinhai pointed out that the substitute transaction rule
is an important method for calculating expectation
interest; it accurately reflects the creditor’s actual
loss in cases where the creditor has terminated the
contract and concluded a contract with another per-
son in order to obtain the same subject matter as in
the original contract, and it performs a function that
the market price rule or the price-minus-cost method
cannot replace. Sun Liangguo argued that substitute
transactions have unique theoretical advantages and
operational convenience over traditional expectation
damages or specific performance, such as placing the
creditor in a position close to that of contract perfor-
mance, increasing certainty, preventing or minimiz-
ing the social costs of indirect loss, and effectively
allocating market risk.

At the same time, the court also applied certain
principles during the trial process. For instance, in
the case of “Jiexiu Anyi Xinchang Coal Chemical Co.,
Ltd. (hereinafter referred to as Xinchang Company)
vs. Nanjing Iron and Steel Co., Ltd. (hereinafter re-
ferred to as Nanjing Steel Company) concerning a
sales contract dispute” and in the case of “Hefei Yi
Certain Pharmaceutical Co., Ltd. and Hefei En Certain
Pharmaceutical Co., Ltd. vs. Yang Certain Pharma-
ceutical Group Guangzhou Hai Certain Pharmaceu-
tical Co., Ltd. and Yang Certain Pharmaceutical Gro-
up Co., Ltd. regarding abuse of market dominance™
the court recognized that the party adhering to the
contract could sign procurement contracts with other
companies at the current market price to compensate
for losses and accepted the claim for damages made
by the adhering party.

1.2. Establishment
of the substitute transaction rule

The establishment of the substitute transaction
rule in China relies both on domestic judicial practice
and on foreign legislative models. Prior to the promul-
gation of the Interpretation on General Provisions of
the Contract Section, although the concept of a substi-
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tute transaction is common in international contract
conventions or model laws, it remained unfamiliar in
Chinese law. Establishing a substitute transaction rule
aligns with the development of contract law, and the
majority of international contract law instruments
include such rules. For example, Articles 75 and 76
of the United Nations Convention on Contracts for
the International Sale of Goods (CISG) separately
provide for the substitute transaction rule and the
market price rule when no substitute transaction is
made. Article 75 provides: “If the contract is avoided
and if, in a reasonable manner and within a reasona-
ble time after avoidance, the buyer has bought goods
in replacement or the seller has resold the goods, the
party claiming damages may recover the difference
between the contract price and the price in the sub-
stitute transaction as well as any further damages
recoverable under Article 74”. In the common law
world, similar “cover” systems and market-price-based
damages are also widely accepted. For example, in the
United States the Restatement (Second) of Contracts
refers to substitute transactions in sections 347 (Gen-
eral Rule of Damages), 350 (Mitigation of Damages),
351 (Foreseeability), and 360 (Adequacy of Damag-
es); Article 2 of the Uniform Commercial Code builds
its remedies for the sale of goods around the substi-
tute transaction concept. Thus the establishment of
the substitute transaction system in China has solid
theoretical and practical support.

Although Articles 584 and 591 of the Civil Code
provide a legal basis for the rule by prescribing loss
mitigation, they do not expressly regulate substitute
transactions. To fill this gap, the Supreme People’s
Court promulgated the Interpretation on General
Provisions of the Contract Section at the end of 2023,
which for the first time expressly provides for substi-
tute transactions. Article 60 paragraph 2 establishes
the rule of compensation in cases of substitute trans-
actions: if the non-breaching party lawfully exercises
the right to terminate the contract and conducts a
substitute transaction, and claims to calculate the
interest it would have obtained from performance by
taking the difference between the substitute transac-
tion price and the contract price, the people’s court
shall support the claim; if the substitute transaction
price clearly deviates from the market price at the
place of the substitute transaction at the time it oc-
curs, and the breaching party requests that the in-
terest be calculated by taking the difference between
the market price and the contract price, the peo-
ple’s court shall uphold the request. In other words,
when the non-breaching party lawfully terminates
the contract and makes a substitute transaction, its
expectation loss is calculated as the difference be-
tween the original contract price and the substitute
transaction price and should be supported by the

' Nanjing Intermediate People’s Court Civil Judgment No. (2018) Su 01 Min Zhong 1694.

2

Supreme People’s Court (2020) Civil Judgment No. 1140 of the Supreme Court on Civil Knowledge.
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court; but if the substitute transaction price is signif-
icantly higher or lower than the market price at the
time, the breaching party is entitled to request that
the expectation interest be calculated on the basis
of the difference between the market price and the
contract price to prevent the non-breaching party
from obtaining improper gains through an unusual
transaction. Article 60 paragraph 3 further provides:
“Where the non-breaching party lawfully exercises
the right to terminate the contract but does not make
a substitute transaction, and claims to calculate the
interest it would have obtained from performance by
taking the difference between the market price at the
place of performance within a reasonable period after
the breach and the contract price, the people’s court
shall support the claim.” This in effect establishes the
market price rule. Combined with Article 584 of the
Civil Code, the interpretation concretizes two specific
rules for calculating damages: the substitute-transac-
tion-price-based method and the market-price-based
method. Incorporating substitute transactions into
the calculation of expectation damages marks the
formal establishment of the substitute transaction
system at the judicial level in China.

Since the establishment of the substitute trans-
action rule, courts across the country have applied
it with increasing frequency and in a broader range
of contract types. For example, the rule has been ap-
plied in cases involving construction engineering and
processing contracts, such as Chengdu XX Decoration
Engineering Co., Ltd. v. Sichuan Province XX Con-
struction Co., Ltd. over a sub-contracting dispute’, as
well as in cases concerning house leasing contracts,
such as Hubei XX Ecological Agricultural Technology
Co., Ltd. and Hubei XX Real Estate Co., Ltd. v. XX
Ecological Agricultural Technology Co., Ltd*. Howev-
er, with its widespread application, the rule has also
revealed problems that cannot be ignored.

2. Difficult Issues in the Operation
of the Substitute Transaction Rule

As one of the important methods of damages estab-
lished in the Civil Code, the substitute transaction
rule aims to enhance the predictability of remedies
for breach of contract and the reasonableness of ju-
dicial outcomes by clarifying the calculation of per-
formance interest. Yet in judicial practice it still faces
multiple disputes and difficulties that require further
clarification and refinement. First, there is significant
disagreement over whether a substitute transaction
must be premised on contract termination, making it
uncertain for the non-breaching party to exercise its
rights. Second, although the judicial interpretation

proposes to use the market price during a “reasonable
period” after the breach as the benchmark when no
substitute transaction is made, it does not specify cri-
teria for determining such reasonable period, which
leads to vagueness in assessing the reasonableness of
substitute transactions. Third, the substitute trans-
action rule overlaps and conflicts with the market
price rule, lost profit compensation (i.e., expectation
interest), and incidental damages. If not properly
handled, this may result in double compensation or
inadequate compensation. Therefore it is necessary
to discuss in depth the preconditions for applying the
substitute transaction rule, the standards for judging
reasonableness, and its relationship with other meth-
ods of compensation, so as to address the focal points
of dispute in practice and provide theoretical support
and practical suggestions for optimizing the system.

2.1. Must a substitute transaction be conditioned
on contract termination

Article 60 paragraphs 2 and 3 of the Interpreta-
tion on General Provisions of the Contract Section
both take “contract termination” as a prerequisite
for applying the rule, suggesting that a substitute
transaction requires the non-breaching party to ter-
minate the contract. The interpretation has two pur-
poses in making this requirement: on the one hand,
it clarifies the time when the non-breaching party
may claim damages for performance interest from the
breaching party; on the other hand, it is intended to
prevent the non-breaching party from simultaneously
demanding continued performance and privately en-
tering into a substitute transaction, thereby creating
confusion in rights and obligations. Both academic
and practical circles support the view that substitute
transactions require contract termination. For ex-
ample, Liu Chengwei argued that in cases of specific
goods, if the non-breaching party enters into another
transaction without lawfully exercising the right to
terminate, performance may become impossible and
the non-breaching party may become the breaching
party, making it impossible to claim damages based
on the substitute transaction rule. Thus the substitute
transaction must be premised on contract termina-
tion. Some cases reflect this view: in the case of Xu
and Chen over a brokerage service contract, the court
found that the buyer’s delay in performance did not
fundamentally frustrate the purpose of the contract;
the seller did not terminate the contract with the buy-
er, and the buyer was in breach of contract®. However,
other scholars contend that termination should not
be a prerequisite for substitute transactions. In most
situations, it is logical to require the non-breaching
party to terminate first: only after termination may it
confidently seek another transaction; otherwise, the

Sichuan Provincial High People’s Court (2024) Chuan Min Zai No. 163.
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Intermediate People’s Court of Xiangyang City, Hubei Province, (2025) E 06 Min Zhong 1481.

® Beijing Second Intermediate People’s Court (2010) Civil Judgment No. 05929.
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existence of two contracts simultaneously may lead
to double performance or overlapping liabilities. Yet
strictly requiring a formal notice of termination or
agreement may sometimes impede timely loss mit-
igation. If breach is inevitable and time is pressing,
it is reasonable for the non-breaching party to con-
duct a substitute transaction in advance, consistent
with the duty to mitigate loss, even if, literally, the
condition “termination first” has not been satisfied.
If termination is treated as a necessary element of a
substitute transaction, then a non-breaching party
that enters into another transaction without termi-
nating may be viewed as abandoning performance
under the original contract and concluding a new
one, which might itself constitute breach or bar the
non-breaching party from claiming damages from
the breaching party. Balancing the formal require-
ment of contract termination with the substantive
need for loss mitigation requires clearer guidance.
The current judicial interpretation does not elaborate
on this point, leaving judges wide discretion in indi-
vidual cases, which is not conducive to achieving the
purpose of the substitute transaction system.

2.2, Difficulties in assessing the reasonableness
of substitute transactions

The judicial interpretation requires that where
no substitute transaction is made, losses shall be
calculated based on the market price at the place
of performance within a reasonable period after
the breach. Yet the interpretation does not provide
a fixed standard for what constitutes a “reasonable
period,” leaving discretion to judicial practice but
also creating uncertainty. The length of the reason-
able period may vary depending on the nature of
the subject matter, market supply and demand, and
trading practices. For example, in the spot market
for bulk commodities, it may be reasonable to pro-
cure substitute goods within a few days, whereas real
estate transactions are more complex and a reason-
able period may be measured in months. How can
one determine whether the non-breaching party has
taken a substitute transaction within a reasonable
period? If the period has expired, should any loss
due to price increases afterwards not be compensat-
ed? These questions require judicial determination
in each case. Granting judges flexibility allows them
to tailor judgments to individual circumstances, but
it also creates unpredictability for parties regarding
the scope of compensation.

In practice there have been cases illustrating this
difficulty. In the contract dispute between Shanshan
Energy and Tianqgi Lithium, Shanshan concluded a
substitute supply contract with a third party within
twenty days after a delivery delay. The court held
that the substitute transaction occurred within a rea-

6

lccnenosanme qunemm NPUMEHEHUA Npasuna
3aMELLaKLLEN CLENKN U ﬂyTEVI UX pa3pellerns

sonable period and awarded the price differential as
damages®. In another case between Huatai Company
and Changjiang Company, there was a two-month
interval between the refund of the advance payment
and the first substitute procurement’. Although the
court ultimately recognized a substitute transaction,
the lack of clear standards led to dispute. In practice,
the non-breaching party may hesitate between pro-
curing too early and risking paying a higher price and
waiting too long and fearing that subsequent losses
will not be supported, thereby missing the optimum
time to mitigate losses, which undermines the ap-
plication of the substitute transaction rule and may
affect the fairness of the compensation outcome.

2.3. Conflicts between substitute transactions
and other methods of damages

As one method for calculating damages for breach
of contract, the substitute transaction rule coexists
with other methods such as the market price rule,
lost profit compensation (i.e., expectation interest),
and incidental damages. Article 584 of the Civil Code
provides that damages include actual losses and the
interest that would have been obtained from perfor-
mance, and that compensation should be equivalent
to the loss caused by the breach in order to prevent
overcompensation. Article 60 of the Interpretation
clarifies that if the non-breaching party terminates
the contract and conducts a substitute transaction,
the loss of expectation interest should be calculated
by taking the difference between the substitute trans-
action price and the contract price, and the market
price rule should not be applied so as to prevent du-
plicate compensation; only when the substitute trans-
action price clearly deviates from the market price
may the calculation be adjusted based on the market
price to control the amount of damages. This shows
that the substitute transaction rule and the market
price rule have overlapping functions, both serving to
calculate expectation interest. Once the non-breach-
ing party has obtained a performance result similar
to that of the contract through a substitute transac-
tion and has compensated its lost profits by taking
the price difference, it may not also claim damages
based on the market price difference or again claim
lost profits, otherwise double recovery would occur.

However, in judicial practice the boundaries
between these rules remain blurred. For example,
in the case of Zhuji Tianjie Building Materials Co.,
Ltd. v. Zhejiang Guangda Construction Co., Ltd., the
court recognized that the plaintiff implemented a
substitute transaction through market procurement,
yet it also referred to market price fluctuations in its
reasoning, without strictly distinguishing the meth-
ods of compensation, thereby blending the rules
and creating an unclear calculation logic. In another

Hunan Province Higher People’s Court (2017) Xiang Min Final Judgment No. 241.

7 Anhui Provincial High People’s Court (2020) Wan Min Shen No. 3474.
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case between Nanjing Iron and Steel Company and
Xinchang Coking Chemical Company, the court sup-
ported the non-breaching party’s claim for damages
based on a substitute transaction purchased from a
third party at a price higher than the contract price,
thus manifesting the priority of the substitute trans-
action rule. But the court did not explicitly examine
whether the substitute transaction price fell within
the normal market range and thus did not address
concerns about overcompensation®.

In addition, incidental damages (such as transpor-
tation costs, storage losses, and preparation costs)
may be claimed under Article 584 of the Civil Code
if they were foreseeable, but their scope must be dis-
tinguished from expectation interest to avoid over-
lapping compensation. Therefore, the boundaries of
application between the substitute transaction and
other methods of damages need to be clarified. The
existing differences in judgments and confusion in
application reflect a disconnect between theory and
practice and reveal systemic gaps in achieving the ob-
jective of “full compensation without windfall gains.”

In sum, while the substitute transaction rule plays
an important role in enhancing the objectivity and ju-
dicial predictability of calculating damages for breach
of contract, it still faces multiple challenges in specific
application: first, whether it must be premised on
contract termination is controversial; second, the
assessment of its reasonableness is difficult; third, it
conflicts with other methods of compensation. These
problems are detrimental to the application of the
substitute transaction rule and to the realization of
its legislative purposes. The next part of this article
analyses these issues and provides suggestions for
improvement.

3. Proposals for Solving Problems
with the Substitute Transaction System

3.1. Substitute transactions should be predicated
on fundamental breach

Although substitute transactions are generally
accompanied by contract termination, they do not
require contract termination as a precondition. This
is the consensus in comparative law and is consist-
ent with the legislative model of the Interpretation.
International contract legislation or drafts, such as
the CISG, contain the term “contract termination” in
the context of substitute transactions, but in practice
do not treat termination as a prerequisite for sub-
stitute transactions. The purpose of the substitute
transaction system is to achieve full compensation,
implement the duty to mitigate, increase market effi-
ciency and reduce waste of resources. If the substitute
transaction rule requires contract termination as a
prerequisite, it will conflict with the duty to mitigate.

The period between the acquisition of the right to
terminate and the actual exercise of that right may
be long; if the notice of termination does not reach
the other party, cannot be delivered, or the other
party disputes it, the substitute transaction will be
delayed. This is unfair to the non-breaching party
and inconsistent with the needs of market efficiency.
If contract termination is a prerequisite, the substi-
tute transaction cannot function during this period,
contrary to the efficiency objective of loss mitigation.
Furthermore, it may cause the non-breaching party
to delay exercising the termination right and observe
market changes to speculate, thereby shifting all risk
of price fluctuations onto the breaching party; this is
unfair and violates the principle of fairness. The ul-
timate effect of a substitute transaction is to shift the
loss caused by breach to the breaching party; thus the
breaching party must bear the consequences of price
fluctuations of the subject matter. This presupposes
that the breaching party’s fault is serious and that it
has lost the right to continued performance. There-
fore, the precondition for applying the substitute
transaction rule should be the breaching party’s fun-
damental breach, not contract termination. Although
in the event of fundamental breach the non-breach-
ing party usually exercises the right to terminate and
the contract terminates, this does not directly cause
termination. Courts applying the rule should analyse
the facts to determine the timing of the non-breach-
ing party’s substitute transaction; if it is determined
that a fundamental breach has occurred, the court
should recognize the substitute transaction and en-
sure the operation of the system.

3.2. Determining reasonableness through dual
time and market criteria

The purpose of establishing the substitute trans-
action system is to promote full compensation, imple-
ment the duty to mitigate, and reasonably allocate
market risk. In practice, however, a non-breaching
party and a third party may collude maliciously to
conduct a substitute transaction at an unreasona-
ble price in order to improperly transfer risk to the
breaching party. Therefore, substitute transactions
must also be conducted within a reasonable range;
reasonableness is their inherent requirement. The
reasonableness of a substitute transaction is mainly
reflected in the reasonableness of the price and the
reasonableness of the timing. Price reasonableness
and time reasonableness are closely related yet con-
ceptually separable: generally, if the transaction is
delayed beyond a reasonable period, the price will
be unreasonable, whereas a transaction within a rea-
sonable period usually implies a reasonable price.
The judicial interpretation takes the market price as
the yardstick for assessing the reasonableness of a
substitute transaction; if the substitute transaction

& Nanjing Intermediate People’s Court Civil Judgment No. (2018) Su 01 Min Zhong 1694.
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price is roughly equivalent to the market price at the
time, it is presumed to be reasonable. Conversely, if
it obviously deviates from the fair market level, the
damages should be adjusted based on the market
price difference. This prevents collusion and protects
the breaching party’s interests while avoiding spec-
ulative gains by the non-breaching party, reflecting
both the principle of fairness and the principle of off-
setting benefits and losses.

Substitute transactions must not only be reasona-
ble in price but also in timing. When a party breaches,
the timing window becomes crucial. The law requires
the non-breaching party to “without unreasonable de-
lay” undertake the substitute transaction. From expe-
rience, “if the market price of goods fluctuates greatly,
the reasonable period will be shorter; conversely,
seasonal or unique goods will lead to a longer rea-
sonable period.” Although the interpretation does not
specify time reasonableness, we should pay attention
to whether the substitute transaction occurs within a
reasonable time. The assessment must be grounded
in the context: substitute transactions arise to replace
the original contract; assessing their reasonableness
should avoid hindsight and should consider the mar-
ket conditions at the time of the transaction.

Therefore, courts applying the substitute trans-
action rule should determine its reasonableness
through both market and time criteria, according
to the market conditions at the time of the transac-
tion, to prevent collusion and better achieve the rule’s
purposes.

3.3. Clarifying the scope
of application of substitute transactions

As a method of compensation for breach, damages
based on substitute transactions must be coordinat-
ed with other methods of compensation. First, the
conditions triggering a substitute transaction must
be strictly limited: only when the breach is serious
enough to frustrate the purpose of the contract may
the non-breaching party terminate and seek a sub-
stitute transaction; for minor breaches that do not
warrant termination, the non-breaching party should
continue to demand performance, and prematurely
entering another transaction would itself constitute
breach. This precondition ensures that substitute
transactions are applied after an orderly sequence
of remedies. Secondly, in determining the reason-
able market price, one must adhere to the principle
of full compensation while taking into account the
duty to mitigate. Article 584 of the Civil Code states
that damages include expectation interest but may
not exceed the loss foreseeable at the time of breach.
Article 60 of the Interpretation stipulates that when
the non-breaching party terminates the contract and
conducts a substitute transaction, expectation interest
should be calculated as the difference between the
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substitute transaction price and the original contract
price; when no substitute transaction occurs, the dif-
ference between the market price during a reasonable
period after the breach and the contract price shall be
used. When the substitute transaction price is signif-
icantly higher than the prevailing market price and
lacks justification, courts may instead calculate dam-
ages based on the market price difference to avoid
overcompensation; conversely, if the price difference
can be explained by legitimate urgency, it should
be considered reasonable and compensation should be
based on the actual difference.

Thirdly, when the non-breaching party procures
in advance without terminating the contract, a bal-
ance must be struck between protecting its interests
and maintaining the order of contract performance.
On the one hand, the duty to mitigate requires the
non-breaching party to stop the loss in time; when
a fundamental breach renders further performance
impossible, it is justified to procure a substitute with-
out waiting for completion of termination procedures.
On the other hand, if the breach does not yet reach
the level justifying termination, the non-breaching
party should not prematurely procure another per-
formance; otherwise its own conduct may be treated
as breach. Finally, the substitute transaction rule and
the market price rule already have a clear mechanism
of linkage: once the non-breaching party has made
an appropriate substitute transaction, damages must
be limited to the difference between the substitute
transaction price and the original contract price, and
it may not additionally seek compensation based on
the market price difference. Only when no substi-
tute transaction is made or the substitute transaction
is clearly unreasonable may the market price rule
apply. This unified calculation avoids overlapping
application of different methods, ensures full com-
pensation of the non-breaching party’s loss, and pre-
vents it from choosing a calculation method to secure
windfall gains. Therefore, when applying the substi-
tute transaction rule, one should strictly examine its
conditions and coordinate it with other methods to
prevent abuse. The Supreme People’s Court could
publish more guiding cases on substitute transactions
to provide examples for lower courts and strengthen
typological guidance.

In summary, facing the problems encountered
by substitute transactions, it is necessary to clarify
their relationship with other compensation methods
at the level of legal application, reasonably delimit
their scope of application, and promote typological
guidance in judicial practice. Only by clarifying the
institutional linkages and strengthening guidance
can the substitute transaction rule be applied scientif-
ically and effectively, thereby achieving its functional
positioning and value goals in the system of remedies
for breach of contract.
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4. Conclusion

The introduction of the substitute transaction
rule marks a key step toward a more scientific,
predictable and systematic approach to damages
for breach of contract in China. Its compensation
calculation based on an objective difference fills the
gap in judicial practice of vaguely estimating the
expectation interest, strengthens the protection of
the non-breaching party’s interests and the constraint
of the duty to mitigate, and provides important
support for the substantive justice and transactional

@

efficiency pursued by contract law. However, in its
application the rule still faces controversies regarding
the preconditions for its use, the difficulty of assessing
reasonableness, and conflicts with other methods of
damages. In future, further improvement of judicial
interpretation, refinement of adjudicatory rules and
development of typological criteria for application
are needed to normalize and make the system
more practical. Only in this way can the substitute
transaction rule truly become an effective tool to
maintain contract order, achieve fair compensation
and optimize the market environment.
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