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As the stated quotation, a contract is a legally binding
agreement concerning a bargain, which is essentially commercial in
its nature. Even the most common transaction may involve many
contracts. Contracts can cover an extremely broad range of matters,
including the sale of goods or real property, the terms of
employment or of an independent contractor relationship, the
settlement of a dispute, and ownership of intellectual property
developed as part of a work for hire. In the broadest sense, a
contract is simply an agreement that defines a relationship between
one or more parties. Nearly every business transaction is based on
contract and the expectations the agreed-upon promises create.
Therefore, it is essential that you know the legal requirements for
making binding contracts. This introductory chapter will familiarize
you with the terminology needed to study business contract, the
nature of contract, the classifications of contract, and the factors

affecting international business contracts.
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©* Learning Objectives
After you learn this chapter, you are expected to be able to:
¢ Understand the nature of contract;
% Explain the difference between contract and agreement ;
#» List the essential elements of a valid contract;

< Identify the different types of contract.

%OOOO

>

OOOOOOOO—OOOOOOWOOOOOOOOW

i Preview Case Questions

Brooklyn Union Gas Co. (BUG) discovered that gas was being consumed at 369

% Euclid Avenue although there was no record of an account or meter at that address. The ?
i last account at that address had been closed fourteen years earlier. John Diggs was in %
i possession of the premises at 369 Euclid. BUG sued him for the gas consumed at that
< location on the basis of a quasi contract for his unjust enrichment. ¥

i Questions

1) Do you think there is contract between BUG and Diggs?

i 2)Was it ethical for Diggs to use the gas when there was no account for his :

i address?

4 Every business enterprise, whether large or small, must enter into contracts with
: others in order to conduct its business operation. A commercial contract is merely an
i agreement made by two or more parties for the purpose of transacting business. Some
% factors create increased transaction cost and risk, such as differences in language,
i culture, economics, politics and laws bring about barriers and costs. When one party
i enters into a commercial contract with an unfamiliar and distant party across a country
< border, a contract takes on added significance. The creation of an international contrac
i is a more complex process than the formation of a contract between parties from the

i same country and culture. @

@ John D. Asheroft. Law for Business (17" Edition) [ M]. Boston: South-Western Cengage Learning, 2010. p.47.

@ Karla C. Shippey. A Short Course in International Contracts: Drafiing the International Sales Contract (2™ Edition)
[M]. Petaluma; World Trade Press, 2002. p.7.
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Chapter 1 Introduction to Business Contract

In cross border transactions, the laws and rules may have significant influence on
i the contracts. Like other types of law, contract law reflects our social values, interests,
< and expectations. International commercial contracts are not only governed by :
: international contract laws, such as UNIDROIT Principles of International Commercial
t Contracts (hereafter “PICC” ), United Nations Convention on Contracts for Sale of
% Goods (hereafter “CISG” ), but also governed by regional or domestic contracts, such
i as Uniform Commercial Code (UCC), and Contract Law of the People’ s Republic of
: China.
In this textbook, it employs the comparative contract law methodology to study the '
} differences and similarities between the laws of different countries. More specifically, it
: involves study of the most essential principles and concepts of contract law in different
1 legal systems. Before we look at the numerous rules that courts use to determine whether '
a particular promise will be enforced, it is necessary to understand these fundamental

i concepts of contract law.

1.1 Nature of Contract

The business environment is full of agreements between businesses and individuals. While
oral agreements can be used, most businesses use formal written contracts when engaging in
operations. Written contracts provide individuals and businesses with a legal document stating
the expectations of both parties and how negative situations will be resolved. Contracts also are
legally enforceable in a court of law. Contracts often represent a tool that companies use to

safeguard their resources.

1.1.1 Definition of Contract

Contract has been defined by scholars and legislators from various perspectives. The most
classical definition may be the one found in Black’ s Law Dictionary. It states a contract is “an
agreement between two or more parties creating obligations that are enforceable or otherwise
@

recognizable at law” Y. Under common law, the nature of contract is “a promise” or “a set of

promises”. A contract refers to “a promise or a set of promises for the breach of which the law

(1) Bryan A, Gamer. Black’s Law Dictionary (9" Edition) [M]. Eagan: West Group Publishing, 2009.
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gives a remedy, or the performance of which the law in some way recognizes as a duty” .
Under civil law, the nature of contract is a “mutual assent” or “meeting of minds” , which
means agreement is reached by parties. A contract is defined as “an agreement on the
establishment, alteration or termination of a civil right-obligation relationship between natural
persons, legal persons or other organizations as subjects with equal status”@.

The substance of the definition of a contract is that by mutual agreement or assent, the
parties create enforceable duties or obligations. ®Each party to the agreement obtains certain
rights and assumes certain duties and obligations. When such an agreement meets all the legal
requirements of a contract, the law recognizes it as binding on all parties. Generally, contract
disputes arise when there is a promise of future performance. If one of the parties to the
contract fails or refuses to perform, the law allows the other party an appropriate action for

obtaining damages or enforcing performance by the party breaking the contract. @
1.1.2 Difference between Contract and Agreement

A contract must be an agreement, but an agreement need not be a contract. An agreement
results whenever two or more people”’ s minds meet on any subject, no matter how trivial. Only
when the parties intend to be legally obligated by the terms of the agreement will a contract
come into existence. Ordinarily, the subject matter of the contract must involve a business
transaction as distinguished from a purely social transaction.

In practice, on most occasions “contract” and “agreement” are synonyms. One thing to
note is that not all the business documents agreed by the parties may be a contract or
agreement. For example, “memorandum” is a proposed agreement in which two parties
negotiate and reach a mutual assent on some terms, and decide that they will subsequently put
the entire agreement into a formal written document to be signed by them. Whether the
memorandum may be deemed to be a contract will depend on if the parties, by actions or
words, have clearly indicated their intention to be bound by the document. A similar problem
can arise where the parties sign a so-called “letter of intent”. Such a document memorializes
the basic terms on which the parties have agreed, but anticipated further negotiations on more
minor issues. Usually the letter of intent indicates that a fuller and more formal agreement will

be prepared later. If the parties are unable to settle the supposedly minor issues, what happens

@ See §1. Contract Defined, The Restatement ( Second) of Contracts. 1981.

@ See Article 2 of Contract Law of the People’ s Republic of China. 1990.

@ David P. Twomey. Anderson’ s Business Law and the Legal Environment Standard Volume (21* Edition) [M ],
Boston: South-Western Cengage Learning, 2010. p. 268.

@ John D. Ashcroft. Law for Business (17" Edition) [ M]. Boston: South-Western Cengage Learning, 2010. p. 49.
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Chapter 1 Introduction to Business Contract

if one party asserts that the letter of intent is binding, and the other disagrees? Usually it
depends on the text whether the parties have shown their intent in the terms of the letter of
intent to be bound by the document.

To answer the above questions, let’s consider the following situation. Seller plans to sell
the assets of its company. After negotiation with Buyer, the two sign a four-page document,
which they entitle “Letter of Intent”. The letter summarizes the purchase price ( $2 million)
and says the arrangement will be subject to and incorporated into a formal Asset Purchase

Agreement signed by both parties. The letter also states that the purchase will be “subject to
the satisfaction of certain conditions including approval by the shareholders and board of
directors of Buyer”. The parties then fail to agree about what security the Seller will receive to
ensure payment. After the Buyer learns that the Seller is now negotiating with a different
potential purchaser, the Buyer claims that the “Letter of Intent” is enforceable. The decision
should be held for the Seller. Here the text of the letter indicates that the parties did not clearly
indicate to be bound by the Letter and they need to further discuss some details (e.g. the

letter uses the phrase “subject to” repeatedly ). Therefore, no contract shall be deemed to
exist between the Seller and the Buyer. The Seller is free to negotiate with any other potential

purchaser under such a circumstance.
1.1.3 Essential Elements of a Valid Contract

Business transactions result from agreements. Each party to the agreement obtains certain
rights and assumes certain duties and obligations. When such an agreement meets all the legal
requirements of a contract, the law recognizes it as binding on all parties. UThere are five basic
requirements that need to be satisfied so that a contract is binding and legally enforceable and

the validity of any contract could be tested by these requirements.

Exhibit 1-1: Requirements of a Valid Contract

@ John D. Asheroft. Law for Business (17" Edition) [ M]. Boston; South-Western Cengage Learning, 2010. p. 49.
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As Exhibit 1-1 stated, the following list briefly describes the four requirements that must
be met before a valid contract exists. If any of these elements is lacking, no contract will have
been formed.

1) Mutual assent. The parties to a contract must manifest by words or conduct that they
have agreed to enter into a contract. The usual method of showing mutual assent is by offer and
acceptance, which requires one party must offer to enter into a legal agreement, and another
party must accept the terms of the offer.

2) Consideration. Each party to a contract must intentionally exchange a legal benefit or
incur a legal detriment as an inducement to the other party to make a return exchange. Any
promises made by the parties to the contract must be supported by legally sufficient and
bargained for consideration ( something of value received or promised, such as money, to
convince a person to make a deal). @

3) Capacity. The parties to a contract must have contractual capacity. Certain persons,
such as adjudicated incompetents, have no legal capacity to contract, while others, such as
minors, incompetent persons, and intoxicated persons, have limited capacity to contract. All
others have full contractual capacity. @

4) Legality. The contract’ s purpose must be to accomplish some goal that is legal and not
against public policy.

Additionally, even if all of requirements listed above are satisfied, a contract may be
unenforceable if the following requirements are not met. These requirements are typically raised
as defenses to the enforceability of an otherwise valid contract.

5) Genuine assent. The consent of both parties must be genuine. For example, if a
contract was formed because of fraud, undue influence, mistake, or duress, the contract may
not be enforceable.

6) Form. The contract must be in whatever form the law requires; for example, some
contracts must be in writing to be enforceable. @

The failure to fulfill either requirement may be raised as a defense to the enforceability of
an otherwise valid contract. As the following case shows, a promise meeting all of these

requirements is contractual and legally binding. However, if any requirement is unmet, the

(M Kenneth W. Clarkson. Business Law: Text and Cases (12" Edition) [ M]. Boston: South-Western Cengage
Learning, 2010. p.208.

@ Richard A. Mann. Business Law and the Regulation of Business (10" Edition) [ M]. Boston: South-Western
Cengage Learning, 2010. p. 172.

® Kenneth W. Clarkson. Business Law: Text and Cases (12" Edition) [ M]. Boston: South-Western Cengage
Learning, 2010. p.208.
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Chapter 1 Introduction to Business Contract

promise is non-contractual.

CASE 1-1; STEINBERG V. CHICAGO MEDICAL SCHOOL (1976)®
FACTS

Robert Steinberg applied for admission to the Chicago Medical School as a first-year
student and paid an application fee of $ 15. The school, a private educational institution,
rejected his application. Steinberg brought an action against the school, claiming that it did
not evaluate his and other applications according to the academic entrance criteria printed in
the school’s bulletin. Instead, he argues, the school based its decisions primarily on
nonacademic considerations, such as family connections between the applicant and the
school’ s faculty and members of its board of trustees and the ability of the applicant or his
family to donate large sums of money to the school. Steinberg asserts that by evaluating his
application according to these unpublished criteria, the school breached the contract it had
created when it accepted his application fee. The trial court granted the defendant’ s motion
to dismiss, and Steinberg appealed.

DECISION

Trial court’ s dismissal reversed and case remanded.
OPINION

Dempsey, J. A contract is an agreement between competent parties, based upon a
consideration sufficient in law, to do or not do a particular thing. It is a promise or a set of
promises for the breach of which the law gives a remedy, or the performance of which the
law in some way recognizes as a duty. A contract’ s essential requirements are: competent
parties, valid subject matter, legal consideration, mutuality of obligation and mutuality of
agreement. Generally, parties may contract in any situation where there is no legal
prohibition, since the law acts by restraint and not by conferring rights. However, it is basic
contract law that in order for a contract to be binding the terms of the contract must be
reasonably certain and definite.

A contract, in order to be legally binding, must be based on consideration.
Consideration has been defined to consist of some right, interest, profit or benefit accruing to
one party or some forbearance, disadvantage, detriment, loss or responsibility given,
suffered, or under-taken by the other. Money is a valuable consideration and its transfer or

payment or promises to pay it or the benefit from the right to its use, will support a contract.

(@ Richard A. Mann, Barry S. Roberts. Smith and Roberson’ s Business Law (16" Edition) [ M]. Boston: South-
Western Cengage Learning, 2014. pp. 173-174.
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In forming a contract, it is required that both parties assent to the same thing in the same
sense and that their minds meet on the essential terms and conditions. Furthermore, the
mutual consent essential to the formation of a contract must be gathered from the language
employed by the parties or manifested by their words or acts. The intention of the parties
gives character to the transaction, and if either party contracts in good faith he is entitled to
the benefit of his contract no matter what may have been the secret purpose or intention of
the other party.

Steinberg contends that the Chicago Medical School > s informational brochure
constituted an invitation to make an offer; that his subsequent application and the submission
of his $ 15 fee to the school amounted to an offer; that the school’ s voluntary reception of
his fee constituted an acceptance and because of these events a contract was created between
the school and himself. He contends that the school was duty bound under the terms of the
contract to evaluate his application according to its stated standards and that the deviation
from these standards not only breached the contract, but amounted to an arbitrary selection
which constituted a violation of due process and equal protection. He concludes that such a
breach did in fact take place each and every time during the past ten years that the school
evaluated applicants according to their relationship to the school’ s faculty members or
members of its board of trustees, or in accordance with their ability to make or pledge large
sums of money to the school. Finally, he asserts that he is a member and a proper
representative of the class that has been damaged by the school’ s practice.

The school counters that no contract came into being because informational brochures,
such as its bulletin, do not constitute offers, but are construed by the courts to be general
proposals to consider, examine and negotiate. The school points out that this doctrine has
been specifically applied in Illinois to university informational publications.

We agree with Steinberg’ s position. We believe that he and the school entered into an
enforceable contract; that the school’ s obligation under the contract was stated in the
school” s bulletin in a definitive manner and that by accepting his application fee—a
valuable consideration—the school bound itself to fulfill its promises. Steinberg accepted the
school’ s promises in good faith and he was entitled to have his application judged according
to the school’ s stated criteria.

INTERPRETATION
An agreement meeting all the requirements of a contract is binding and legally

enforceable.
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