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: - - Chapter 1

Introduétion

[ Chapter Summary]

International commercial contracts have been and remain the foundation of international
commerce ever since the beginning of international trade. This chapter offers an outline of
international commercial contracts. After offering a general introduction, this chapter discusses
the two fundamental principles of contracts—freedom of contract and sanctity of contract. The
various sources of contract law are also defined. In the end, the relations between contract law
and torts and restitution are briefed too.

[ Objectives]
Through this chapter, students are required to understand the framework of international
commercial contract and major issues involved, including the principles and sources of law.

This chapter is designed to lay a solid foundation for further studies.

[ Key Words]
Commercial contracts, promise, promisor, promisee, enforce, freedom of contract,
sanctity of contract, expectation interests, reliance interests, restitution interests, CISG, PICC

1 International Commercial Contracts in Brief

1.1 Introduction

1.1.1  Contracts are so much a part of living in a society that nobody can calculate how

many contracts are made every day. In the broadest sense, a contract is simply an
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agreement that defines a relationship between two or more parties. However, this
notion is simply too broad to cover commercial matters which are different from
everyday’s life. So, to come down a little, a commercial contract, in simplest terms, is
merely an agreement made by two or more parties for the purpose of transacting
business.

A contract may be oral or written. Written terms may be recorded in a thick contract
book, a simple memorandum, a certificate, or a receipt. They have freedom to enter
into them as they wish. However, on the other hand, because a contractual
relationship is made between two or more parties who have potentially adverse
interests, the contract terms are usually supplemented and restricted by laws that serve
to protect the parties and to define specific relationships between them in cases of
indefinite, ambiguous, or even missing terms.

The creation of an international business transaction and an international contract are
a more complex process than the formation of a contract between parties from the
same country and culture. In a cross-border transaction, the parties usually do not
meet face-to-face, they have different societal values and practices, and their own
national laws are imposed by different governments with distinct legal systems. These
factors can easily lead to misunderstandings, and therefore the contracting parties
should define their mutual understanding in contractual, and preferably written, terms.
Thus, the role of a contract in an international commercial transaction is of a special

value and importance for the parties involved.

1.2 The definition of contract

1.2.1

1.2.2

It may be safely claimed that contracts affect everybody and the law of contracts
affects everyone. International commerce as an inherent and important part of the
world trading system necessarily involves contracts and contract law from the most
personal type to the most common, standardized commercial transaction. This is not
surprising, as contracts provide an essential legal foundation to assure stability and
predictability in commercial relationships and law of contracts promise the legal
mechanism through which stability and predictability may be achieved.

However, when it comes to define contracts, various points of view may come
forward and leave no definitive answer to this starting issue, though such variances

generally would not affect the practical operation of contracts in the real commercial
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life. For example, in English tradition, contracts are defined as “a promise or set of
promises which the law will enforce”,” which is substantially echoed by the
Restatement (Second) of Contracts of American jurisprudence in section 1 that states
“A contract is a promise or 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.”
Obviously, this definition is based upon the recognition of promise and enforceability
as the starting logic for contract, which is the result of the case law tradition and
development.

On the other hand, the civil law has long believed that contract is a matter of “meeting
of mind” and thus replaced the tangible “promise™ with an abstract idea. Such a
difference has created a long-standing academic debate typical of the different
approaches and contexts in which laws of different nations try to make out the nature
of contracts, though it is not a major concern for the purpose of this book. As this
book is mainly devoted to the discussion of contractual issues in international
commerce and against the Anglo-American law background, the definition of promise
enforceable in law is more often the choice, but this does not imply that the civil law

approach is not the right way:.

1.3 The philosophical foundations of contract

1.3.1

1.3.2

Contracts have profound foundations in human life and human institutions. Contracts
serve both public and private interests alike, the former being the foundation for law
to take contracts into its legitimate sphere of action and the latter being the rationale
for individuals to put a high premium on an agreement for their own best interests. In
this regard, many philosophical discussions have been offered, but up to now no
general consensus has been reached, which is of course not a surprise at all. In
summary, the exponents of different schools of thought have tended to base their
focus upon the following aspects: the human will either as a source of sovereignty or
of moral compulsion, private autonomy, reliance, and economic analysis, etc.

In the first place, the theories of the sovereignty of the human will and the sanctity of
promise have derived their persuasion from natural law traditions. Looking back, in

the heyday of the Enlightenment era, there was widespread belief in, and great stress

(1) H.G. Beale (general editor), Chitty on Contracts, 30" edn, Sweet & Maxwell, 2008, Vol.1, para. 1-001.
(2 Calamari and Perillo’s Hornbook on Contracts, Hornbook Series, 5 Edition, West, 2003, § 1.4.
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was placed upon, the existence of inalienable rights which preceded government. It
postulates that the very government itself was based upon a social contract that
derived its binding force from the sovereignty of the individual wills of the
contracting parties. People have the free will to contract or not. They are free to do
contracts. For this, US Chief Justice John Marshall once commented that “If, on
tracing the right to contract, and the obligations created by contract, to their source,
we find them to exist anterior to, and independent of society, we may reasonably
conclude that those original and pre-existing principles are, like many other natural
rights brought with man into society; and, although they may be controlled, are not
given by human legislation.” ' Thus, it may be claimed that “I am bound because I
intend to be bound.” Intention is therefore rightly regarded as the cornerstone of
contract law.

Secondly, certain people tend to take the theory of private autonomy as the foundation.
This explains the foundation of contract law as a sort of delegation of power by the
State to its citizens. Recognizing the desirability of allowing individuals to regulate,
to a large extent, their own affairs, the State has conferred upon them the power to
bind themselves by expression of their intention to be bound, provided, always, that
they operate within the limits of their delegated powers. This power, arguably, comes
from the law of the State rather than the law of nature.

The third group people favors the reliance theory of contracts and attaches the
foundation of contract law not to the will of the promisor to be bound but in the
expectations generated by, and the promisee’s consequent reliance upon, the promise.
It moves attention away from the will of the promisor to an emphasis upon the
balance of interests exemplified by reliance generated by the promise. Accordingly, it
is clear that under modern law a contract, once made, is binding and an action for
breach may be started although the contract is repudiated before it induces any action
or inaction in reliance upon it.

In the last place, since the 1970s, a group of scholars have approached contracts from
the perspectives of economic analysis, with Richard Posner taking the leading role.
Economists of the Chicago School have found traditional contract rules to be
generally sound, but they offer a new perspective from which contract rules may be

(1 Ogden v. Saunders, 25 U.S. (12 Wheat.) 213, 345, 6 L.Ed. 606 (1827).
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assessed against economics and hence justified or modified. According to them,
people allocate society’s scarce resources through the exchange process and voluntary
exchange occurs in a free-market context because the parties try to maximize their
economic welfares and give up resources in return for more valuable resources. Such
exchange is socially desirable because it moves resources to better uses and increases
the allocative efficiency, increasing overall economic efficiency. Thus, the pursuit of
self-interest would promote the interests of general society. They accordingly espouse
broad autonomy for individuals to make their own market choices instead of
excessive intervention which may distort rather than promote economic efficiency.”

Whatever their respective merits might be, such theories provide valuable and diffuse
perspectives to help us understand contract, although they may occasionally produce
contradictory inferences and start long-standing debates. Sir Frederick Pollock once
wisely commented: “The law of Contract may be described as the endeavor of the
State, a more or less imperfect one by the nature of the case, to establish a positive
sanction for the expectation of good faith which has grown up in the mutual dealings
of men of average right-mindedness. ... He who has given the promise is bound to
him who accepts it, not merely because he had or expressed a certain intention, but
because he so expressed himself as to entitle the other party to rely on his acting in a
certain way.” © It follows that a contract does serve a few purposes and has done the
job well enough to support the both domestic and international commerce. This is

enough for the business community.

1.4 The functions of contract

1.4.1

1.4.2

In addition to philosophical implications, a contract does serve important functions, or
it may be claimed that contracts are highly practical by nature in that a contract is
very useful. ©

Firstly, a contract helps secure that the legitimate expectations created by a promise of
future performance shall be fulfilled, and failing that should give rise to legal
liabilities. In this respect, in addition to other devices like personal relations and
moral persuasions, a contract does offer the last defense line for the fulfillment of

(D Posner, Law and Economics, 4t edn., 1992, ch.4.
@ Pollock, Principles of Contract, 4th ed. 1888, p9.
@ J. Beatson, Anson’s Law of Contract, 28th ed., Oxford University Press, 2002, p3.
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such promises by providing legal remedy. In this manner, a contract helps people do
forward planning for the future and make provisions for future contingencies. In the
business world, the more complex the transaction, the greater need for careful and
detailed planning so as to make a good contract. A contract would fix the value of a
possible exchange and calm down a worried mind.

Secondly, a contract may define the respective responsibilities of the parties to a
contract and the standard of performance to be expected. This is vital for each party to
understand his tasks and what measures he should take as a response to the
transaction that has found expression in a contract. This implies that a contract needs

to pay attention to details in order to be specific and ascertainable.

"Thirdly, a contract may properly allocate economic risks in a transaction for the

parties concerned in advance. Business is always risky and there is no guaraniee
against business failures. So the parties to a contract would try to provide certain
terms for contingencies that may cause unexpected losses. For example, a long-term
construction contract may contain a term which may allow a specified increase in
price in order to offset increased labor and materials costs. Other common terms in
this regard include allocation of risks of fire, earthquake and strike, etc.

Lastly but not the least, a contract may tell the parties how to respond to failures of
performance that may arise occasionally. Breaches are of many types and demand a
mechanism for control. A contract may provide the proper way out. On one hand, a
contract may include a clause of “liquidated damages” which may specify an amount
to be paid by the breaching side, which may effectively save the trouble of arbitration
or litigation. On the other hand, a contract is the most important basis by which a
tribunal may judge the intentions and behaviors of the parties and decide the measure
of damages or other legal remedies available. All these elements tell that a contract is
the instrument which may reconcile the conflicting interests of the parties and bring

them into a common effort for mutual benefit.

1.5 The various interests protected by contract law

1.5.1

1.5.2

Contract law is useful as it may offer indispensable protection for the parties involved
in a contract, and there are a group of interests falling into the ambit of contract law
and they are the logical starting points for law to provide sufficient remedies.

The first and primary interest protected by contract law is the expectation interests of
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performance, as the benefits of exchange in a contract are derived from the full
performance of a promise. Thus, once a promise is breached and the expectation
interests are consequently injured, a court will usually consider it legitimate and
lawful to award damages to the injured party with a purpose to put the injured party in
the same position as it would have been had the contract been duly performed. For
example, the primary expectation interests in a commercial sale contract would be the
profits. Thus, if there is a breach of a sale contract, a court would usually consider that
the assessment of damages should be measured against the expected profits plus other
costs. The damages awarded are thus a kind of substitute for the performance of the
other party’s obligation which should have caused the profits, whether by the payment
of a debt already due or by the rendering of other forms of performance.” This is
legally and philosophically important as such an approach may encourage people to
enter into contracts and have confidence about the consequences of breaches.

The second and supplementary interest protected by contract law is the reliance
interests which entitles the injured party to damages for the loss incurred in reliance
on the promise. ® This is especially important when the expectation interests are
hard to calculate exactly in certain cases. The theory for this head of interest lies in
the fact that a party to a contract has to often incur expenses for the performance and,
if there is a breach, such expenses may be the proper foundation to calculate the
losses for damages.

The third interest protected by contract law is restitution interest. This interest is often
recognized when a contract is discharged as the result of a breach that may leave a
windfall or unjust enrichment for a party, so this party will be compelled to restore the
benefit or equivalent value thus acquired to the other party. However, contract law
books would not usually touch too much upon this interest as the law of unjust
enrichment or law of restitution would come to dominate such legal issues involved.

(D J. Beatson, Anson’ Law of Contract, 28" edn., Oxford University Press 2002, p9.
@ L. Fuller and William R. Perdue, Jr., “The Reliance Interest in Contract Damages”, Yale Law Journal, Vol.46, No.1 (1936)

pp. 52-96.



