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UNIT 1

The Ways in Which a Contract
May Be Discharged

kR & el i X

J. E. Smyth
D. A. Soberman
A. J. Easson

To discharge a contract means “to cancel the obligation of a con-
tract; to make an agreement or contract null and inoperative”. We shall
consider four ways in which the discharge of a contract may occur: by
performance, agreement, frustration” , and operation of law® .

Performance is the type of discharge expected when parties make
their agreement. A contract is at an end when the parties have per-
formed their respective obligations satisfactorily. For a contract to be
fully discharged, performance must have been completed by both par-
ties and not merely by one of them. A bilateral contract®, formed by
the offer of a promise for a promise, goes through three stages: first,
when neither party has performed its promise: second, when one but
not the other party has performed; and third, when both parties have
performed. Only at the final stage is the contract discharged by perform-
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ance. In a unilateral contract® , formed by the offer of a promise for
an act, the first stage never exists and the second takes place in the
very formation of the contract; the last stage is still necessary for dis-
charge by performance.
Performance may take several forms, depending on the contract.
It may be services rendered, goods delivered, a cash payment made,
or any combination of these.
Occasionally a party attempts to perform, but the other party re-
fuses to accept the performance. An attempt to perform is called a ten-
der of performance®, whether accepted or rejected by the other party.
If a seller properly tenders delivery of the goods and the buyer re-
fuses to accept them, the seller is under no obligation to attempt deliv-
ery again and may immediately sue for breach of contract.
[ A debtor who makes an unsuccessful but reasonable attempt to pay
will be free from further liability for interest on the amount owing and
generally will not have to pay court costs if he is later sued for the
debt. To be sure of this result, he should offer the money in the form
of legal tender. Legal tender consists of Bank of Canada notes (or
“bills” as we call them) and coins to the following limits: silver coin
to $10, nickel coin to $5, and coppers to 25¢ . A creditor is le-
gally within its rights in refusing to accept payment in silver of a debt
of, say, $100; it may also refuse any negotiable instrument, in-
cluding even a cheque certified by a bank. In practice payment is nor-
mally made in a form that is not legal tender, and the majority of busi-
ness debts are now settled by cheque. Only when there is a risk of dis-
pute does a legally correct tender of payment become important. The
debtor will then make a formal legal tender of cash to the creditor to
avoid any later claim that he was unwilling or unable to meet his obliga-
tions.
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If a creditor is foolish enough to refuse a legal tender of payment,
any subsequent action to recover the money will be at the creditor’s own
expense. On the other hand, the debtor is not discharged of her debt
by having had her tender of payment refused. She will still have to pay
it, but no interest will accrue after the date of tender. If the debtor
tenders payment in a reasonable fashion ( though not strictly speaking in
the form of legal tender), a court may, at its discretion, award the
costs of any subsequent litigation against the creditor.

B There is a legal maxim that the debtor must seek out her creditor.
She is not excused from tendering payment because her creditor is slow
or diffident about asking for it: the onus is on the debtor to find and
pay her creditor.

El A contract may be discharged prematurely because the parties agree
between themselves not to perform it. A waiver is an agreement not to
proceed with the performance of a contract already in existence. If nei-
ther party has performed fully at the time both agree to call off the bar-
gain, there will automatically be consideration for the waiver of each
party; each still has rights and obligations outstanding, and a promise
by one party to waive its rights is sufficient consideration for its release
from obligations by the other.

M On the other hand, if one party has already fully performed its
part, but the other has not, it receives no consideration for its waiver
of the other party’s duty to perform. To be enforceable, its promise to
release the other party should be under seal.

Il Of course, neither party can impose a waiver on the other. A
party who fails to perform without securing a waiver of the other com-
mits a breach of the contract. As we shall see in the following chapter,
the consequences of breach are quite different from discharge by agree-

ment.
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At the time the parties draw up their contract, one of them may
foresee the possibility of some event affecting its ability or willingness
to perform. If the other party is agreeable, they may include an ex-
press term to allow for this eventuality. Alternatively, there may be a
similar term implied by trade usage or by the surrounding circumstances
of the agreement. The term may be a condition precedent, a condition
subsequent, or an option to terminate.

Some have argued that a contract never even comes into existence
when there is a condition precedent, and that to be capable of discharge
a contract must first have existed. Yet in a real sense a contract is
formed from the time of the offer® and the acceptance”, even though a
condition precedent is not resolved until later. A contract subject to a
condition precedent does have a binding force from the outset, and the
parties are not free to withdraw from their promises unless and until the
condition precedent becomes impossible to fulfil. The arrangement is
therefore much more than an outstanding offer that can be revoked prior
to acceptance. Accordingly, if immediately after B received A Co.
Ltd.’s acceptance he changed his mind and took a position with a dif-
ferent company, he would be in breach of contract.

A contract may contain a series of conditions precedent; for ex-
ample, an owner stipulates that as work progresses in a construction
project it must be approved at specified stages by a designated architect
or engineer. If after the work at any stage is completed, the architect
or engineer expresses dissatisfaction with the quality of performance,
the obligation to pay for that stage and for further work under the con-
tract ceases. The approval of the architect or engineer is a condition
precedent to payment for the preceding stage and for continuing with all
remaining stages. When a party agrees to do work on these terms, it

exposes itself to the judgment and reasonableness of the architect or en-



gineer. Unless it can show that there has been fraud or collusion be-
tween the architect or engineer and the party for which it is to do the
work, it is subject to the verdict reached; and it cannot claim a breach
of contract if the work is brought to an end prematurely because the ar-
chitect or engineer, acting in good faith, refuses to approve what has
been done.
A promisor is in an even more difficult position if it gives the right
to approve or disapprove of performance to the promisee itself rather
than to a third party such as an engineer or architect. The promisee’s
opinion of what is satisfactory is far more likely to be prejudiced in its
own favour. The courts have held that a promisee given such a power
can withhold approval and avoid liability under the contract. It does not
matter that the promisee’s judgment is unreasonable, or that the judge
or jury believe that in the circumstances they themselves would have ap-
proved of the performance. So long as they find that the promisee is
honestly dissatisfied, the promisor has no rights against it.
@ The English common law originally held a party responsible in
every instance for a failure to perform his promise—even when the failure
had not been his fault. Of course, a party could avoid such conse-
quences, if he foresaw them, by insisting at the time of agreement up-
on an express term absolving him from liability under stated circum-
stances. In fact, the argument for holding a party responsible was that
he could have provided for the event in the contract but did not do so.
Obviously, as a practical matter it is not possible to foresee all eventu-
alities. In any event, the economic cost of administrative time and le-
gal advice involved in adding extensive lists of exemptions that would
excuse performance only in rare circumstances would normally exceed
the benefits of such a procedure.
As the next section will explain, the courts now excuse persons
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for failure to perform their contracts in a wide variety of circumstances
where they are not at fault. Nevertheless, courts remain reluctant to
excuse performance in some types of contracts; historically, they have
regarded these kinds of contracts as inviolable regardless of the reason
for which they could not be performed. Tenants’ covenants in commer-
cial leases to keep the property in repair and to pay rent are promises of
this kind, with the result that tenants have found themselves liable for
damages caused by fire, storms, and enemy action, and liable for
rent for the duration of the lease when the property was no longer of use
to them. However, in extreme cases where the whole point of the con-
tract has disappeared, courts have become more willing to yield:

T adopt the reasoning of Lord Simon in Cricklewood v. Leighton’s

. and accept his conclusion that there is no binding authority in
England precluding the application of the doctrine of frustration to
contracts involving a lease of land. I believe the situation to be
the same in Ontario.

It still remains open to a party to express his promise in such an
absolute and unconditional way as to rule out any reservation for his
benefit and thus forgo the defence of frustration.
Several of the provinces have enacted legislation to overrule the
common law and provide that the doctrine of frustration applies to ten-
ancy agreements for residential premises. The legislation does not,
however, extend the doctrine to leases of commercial premises.
Al The Bankruptcy Act operates to discharge a bankrupt debtor from
contractual liabilities after the processes of bankruptcy have been com-
pleted. The debtor is discharged, however, only if he qualifies for a
certificate stating that the bankruptcy was caused by misfortune and
without any misconduct on his part.
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A debt or other contractual obligation that has been neglected by a
creditor for a long time becomes statute barred, that is, the creditor
loses the right to bring an action on it. Each province has a Limitations
Act setting out the time at which a creditor loses its remedy. The Limi-
tations Act “bars” (rather than completely discharges) a right of action
if the promisee fails to assert it within the time specified. In so doing,
it gives effect to the legal principle that the public interest requires a
definite end to the opportunity for litigation. The effect of the statute is
really to banish the right of action from the courts rather than to pass a
death sentence upon it. The distinction is important because a claim
may be rehabilitated and made enforceable by certain conduct of the

Promisor.

( Selected from Laww and Business Administration in Canada)
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Questions

1. For what reasons might a creditor refuse payment?

2. What problem may arise for a party who receives the benefit of a waiver of a con-
tract already performed by the other side?

3. May a contract be frustrated even though the promisor might still be able to per-
form it?

4. On what aspect may bankruptcy bring about the discharge of contract?

5. What do you consider about the acceptance of the four ways to discharge a con-
tract in China’s contract Law?




UNIT 2

Limited Liability’ and the Theory
of the Firm

AP oA R 2 w] B AR

Frank H. Easterbrook
Daniel R. Fischel

People can conduct economic activity in many forms. Those who
perceive entrepreneurial opportunities must decide whether to organize a
sole proprietorship? , general or limited partership®, business trust,
close or publicly held corporation® . Debt investors in all of these ven-
tures possess limited liability. Equity investors in publicly held corpora-
tions, limited partnerships, and business trusts do too, Limited liability
for equity investors has long been explained as a benefit bestowed on in-
vestors by the state. It is much more accurately analyzed as a logical
consequence of the differences among the forms for conducting econom-
ic activity.®

Publicly held corporations typically dominate other organizational
forms when the technology of production requires firms to combine both
the specialized skills of multiple agents and large amounts of capital.
The publicly held corporation facilitates the division of labor. The dis-
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tinct functions of managerial skills and the provision of capital (and the
bearing of risk) may be separated and assigned to different people—
workers who lack capital, and owners of funds who lack specialized
production skills. Those who invest capital can bear additional risk, be-
cause each investor is free to participate in many ventures. The holder
of a diversified portfolio of investments is more willing to bear the risk
that a small fraction of his investments will not pan out.®
Of course this separation of functions is not costless. The separa-
tion of investment and management requires firms to create devices by
which these participants monitor each other and guarantee their own per-
formance . Neither group will be perfectly trustworthy. Moreover, man-
agers who do not obtain the full benefits of their own performance do
not have the best incentives to work efficiently. The costs of the separa-
tion of investment and management (agency costs) may be substantial.
Nonetheless, we know from the survival of large corporations that the
costs generated by agency relations are outweighed by the gains from
separation and specialization of function.® Limited liability reduces the
costs of this separation and specialization.
First, limited liability decreases the need to monitor. All investors
risk losing wealth because of the actions of agents. They could monitor
these agents more closely. The more risk they bear, the more they will
monitor. But beyond a point more monitoring is not worth the cost.
Moreover, specialized risk bearing implies that many investors will have
diversified holdings. Only a small portion of their wealth will be invest-
ed in any one firm. These diversified investors have neither the exper-
tise nor the incentive to monitor the actions of specialized agents. Lim-
ited liability makes diversification and passivity a more rational strategy
and so potentially reduces the cost of operating the corporation.. ®
Of course, rational shareholders understand the risk that the
11



