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Preface




Business law is often a difficult subject for students. For many, this will be the first time they have encountered legal concepts, and this text faces the formidable task of trying to make an overwhelming amount of topics manageable for undergraduates.


To take on this task, this text combines coverage of a wide variety of business law topics into 15 chapters, using a succinct style full of examples to better enable student understanding. Examples are drawn both from the most classic illustrations of a concept and from real life cases. Each chapter includes critical thinking questions and an ethics feature that encourage students to think beyond definitions and consider how law relates to business and societal issues. Each chapter also includes two case studies taken from classic and current court opinions, an "In the Media" feature that illustrates an often fun and new take on a legal topic, and case problems that provide an opportunity for students to apply chapter concepts to practical situations.


This text covers both the traditional business law topics, such as contracts and the Uniform Commercial Code; agency and business organizations; and property and torts, as well as a final unit, "Business Law in the 21st Century," where we explore the most timely issues in business law relating to the Internet, international law, and regulation of environmental issues.


In the business law courses I teach, I always remind students that "knowledge is power," and point out that the more they understand business law, the more effectively they will be able to function in the business environment. I also remind them that "a little knowledge can be dangerous," which cautions them that law is a vast field where one undergraduate course is not a substitute for a lawyers services. One of the purposes of a business law course, however, is to help students avoid legal pitfalls while working in businessso that in the future they will be less likely to need an attorney to unravel mistakes, and therefore can make better business decisions.


Suzy Rogers, J.D.


School of Business and Economics


University of WisconsinRiver Falls




Unit 1

The Legal Environment of Business

The study of law as it affects business is essential for every businessperson. We live in the most litigious society on earth. As a result, business owners, managers, and employees need to have an awareness of legal issues that affect business as well as a solid grasp of basic legal principles so that they can spot potential problem areas and seek expert legal advice before problems grow into costly and time-consuming impediments. The question most persons involved with business need to ask is not whether they are ever likely to be involved in litigation, but rather when they are likely to encounter it. Consequently, awareness of basic legal principles is probably the best (and cheapest) risk management tool available to any businessperson. Indeed, an employee who fully understands basic legal principles and can recognize potential legal problems before they arise can be a company's greatest asset.

In Unit I we begin our journey into practical legal training by examining the sources of American law and our court system, as well as the basic principles of tort and criminal law.


CHAPTER 1:

Sources of the Law and the Court System

CHAPTER 2:

Torts

CHAPTER 3:

Criminal Law







Chapter 1
 
Sources of the Law and the Court System
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Learning Objectives

After studying this chapter, you will be able to:

 
	Distinguish between common law and civil law.

	Describe the structure and function of both state and federal courts.

	Define jurisdiction and its implication.
 

 






Law, distilled to its essence, can be described as rules of conduct decreed and enforced by government for the benefit of its citizens. Laws are by no means the only type of rules that regulate conduct. A restaurant may require patrons to wear ties and jackets when dining in its premises, a college professor may demand that students refrain from talking in class, and a religious institution may command that its members abstain from using certain types of contraceptives. In all three cases, a penalty may be imposed for failure to observe the rules: the restaurant may deny entrance to anyone not wearing the proper attire, the professor may expel a student who talks during class, and the church may ostracize any member who challenges the prohibition on contraceptive technology. Nevertheless, these rules do not rise to the level of laws simply because they are not enacted and enforced by the state.


Note also that while law in a sense is derived from a society's sense of morality, or what people think is right and wrong, law is distinctly different from either morals or ethics. Nonetheless, it is worthwhile to consider the ethical implications of the law.

In this chapter, we will trace the law to its various sources, as well as explore an overview of the federal and state court systems in order to gain a better understanding of our system of justice.



1.1
Sources of the Law




It is a common misconception to think of the law as a set of rules written down in old, dusty books that show little change over time. Such a vision of the law makes it seem stagnant and inflexible. The reality, however, is quite different. Law in the United States is vibrant, adaptable, and ever changing (albeit slowly). The  U.S. Constitution is the starting point for our law. Statutes passed by legislative bodies such as the U.S. Congress and the various states' legislatures are an important part of the law, as are decisions handed down by federal and state judges, and the regulations and administrative decisions of state and federal agencies. All of these taken together make up what we commonly refer to as the law. We will examine each of these important sources separately in order to gain a better understanding of how they help to shape our law. We will begin with the two basic legal systems in the world: civil law and common law. The civil law system emphasizes lawmakers setting down rules in written codes, whereas common law derives from judges making decisions in actual lawsuits.


The Civil Law Tradition


Civil law is the dominant legal system, favored by most non-English-speaking countries in Europe, Asia, Africa, and Latin America. The civil law system is based on a tradition that dates back to the Code of Hammurabi (2100 BCE), which reduces the law to statutes, or written codes. For example, there is a section that provides for the liability of a builder when a house collapses. A contractor in ancient times could thus reference the code and know the risks of shoddy work in advance!



[image: The ruins of ancient Rome at sunset.]

Modern law has roots in ancient Rome.
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This tradition continued with Roman law, which traces its recorded origin to the Twelve Tables (450 BCE)bronze tablets setting down the law which were attached to the orator's platform in the Roman Forum so that all citizens could read and know the law. Finally, the tradition reached its zenith around 533 CE when the Byzantine emperor Justinian I undertook the task of recording and integrating 1000 years of existing law into a single codethe Corpus Juris Civilis (literally the body of the civil law), more commonly referred to as the Justinian Code. That nearly 1500-year-old code forms the most important pillar of the civil law system.



The tradition of putting the law into a code that the general public can read and understand continues today in most countries using a civil law system. Civil law requires that law be written and made accessible to the people so that they may know their rights and obligations as citizens. There is relatively little leeway given to judges in interpreting civil law, and little room for debate as to the meaning and application of the law in any given circumstance. Civil law jurisdictions generally make it simpler for citizens to know the law and to predict its outcome. As a result, there tends to be less litigation and less need for attorneys in civil law societies, and many routine tasks are handled by paralegals. Societal opinions, changing values, or the cumulative wisdom of judicial interpretation of the law gleaned from legal precedent have a lesser role in civil law systems than they do under a common law system. Therefore, the law tends to be relatively inflexible and changes only when and if legislative bodies see fit to change it.


The Common Law Tradition


The common law system emphasizes the making of rules through court decisions, and traces its roots to England. After the Norman Conquest of 1066, King William I began the attempts to consolidate what were at times conflicting laws throughout the country into a unified common law that would apply throughout the realm. By the 13th century, magistrates traveled throughout the countryside, hearing cases as they went from town to town in regular circuits. Since the magistrates had no great body of written law to rely upon, they in essence created the law as they decided cases, by applying basic principles of fairness drawn from the customs, traditions, and ethics of the time. Ultimately, these decisions were written down and used as precedents or guidelines, to be referred to and followed when similar cases arose in the future. Before the United States of America came into existence, this land consisted largely of English colonies, which adopted the common law tradition. The exception is Louisiana, which still adheres to much of the civil law system
developed as a French colony.


Under the doctrine of stare decisis ("let the decision stand"), courts today still follow precedent closely and decide cases in a way that is consistent with the way that similar cases were decided in the past. The role of lawyers in a common law system largely involves arguing how existing precedent should be applied to a particular set of facts.

Example 1.1. In an 1834 case titled Joel v. Morison, the court found that an employer could be liable under some circumstances where his servant, driving the master's horse and cart, had collided with a pedestrian. The key issue was whether the servant was on the master's business or on a small detour, in which case the master was liable, as opposed to the servant's going off on a frolic of his own, whereupon the master would not be liable. The same rules the court used in Joel are still being used today. If a United Parcel Service truck hits someone, the attorney for UPS will argue the driver was on a frolic, and the lawyer for the injured person will claim he was still on UPS business.

The characteristic distinguishing common law from civil law is that common law is primarily derived from judges deciding actual cases. That is not to say that only judges make law. Today, there are large bodies of statutes in common law (not unlike those of civil law jurisdictions) that seek to codify important areas of the law. Unlike civil law jurisdictions, however, statutes do not form the foundation of the law in most areas, but largely serve to alter or clarify the common law. For example, the basic rules governing contracts (enforceable agreements) have evolved from the common law, but today many contracts are subject to a statutory body of law, the Uniform Commercial Code (UCC) . The UCC is a summary of traditional common law rules governing commercial transactions, which has been all or partially enacted into statutory law by the state legislatures. UCC rules are in many places identical to those from the common law.

Even in areas where the law has been largely modified by statute, the courts still retain the power of interpreting, modifying, and generally fine-tuning the law through legal decisions. In order to know what a given statute means, one must always look to see how it has been interpreted and applied by the courts.

Example 1.2. A number of federal statutes apply only in situations involving "interstate commerce." A commonsense definition of interstate commerce might be "commercial transactions that cross state lines." But the courts interpret the phrase far more broadly, so that a business exclusively within one state can still be regulated by federal statutes because of its potential effects on interstate commerce. Thus a barbeque restaurant in Alabama that refuses to promote African Americans to management positions can be sued for racial discrimination (a federal law), even if the plaintiff (the person suing) is also from Alabama (thus not crossing state boundaries). The discrimination can potentially affect the interstate job market, since African Americans from other states might be less likely to seek jobs in Alabama.


 Beyond the Book: Significance of Brown v. the Board of Education
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Chapter 2

Torts
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Learning Objectives

After studying this chapter, you  will be able to:

 
	Describe the difference between intentional torts, negligence, and strict liability torts.
 
	Describe the difference between torts and crimes.
 
	Know the definitions of specific torts.
 
	Analyze a situation in terms of which specific torts may have been committed.
 

 







The law of torts concerns itself with private wrongs or injuries, other than a breach of contract, for which a court will award damages. In fact, the word "tort" dates back to Middle English and means "injury or wrong." A tort is committed when a person fails to observe a duty of care by either intentionally or carelessly causing injury. The harm to the other person could be physical, emotional, or to his or her property. There are many different torts covering a variety of wrongful acts that individuals commit upon one another.


Example 2.1. Sarah thinks Michael, who sits next to her in Business Law, is copying her exam answers. Sarah is so enraged she punches Michael in the face, breaking his nose.


Upset about the exam incident, while driving home Sarah runs a red light and hits Ben, a pedestrian attempting to cross the intersection.


When she gets home, Sarah takes her pet boa constrictor snake out of his cage. The snake promptly goes next door and eats the neighbors dog.


 
[image: Former football player O.J. Simpson was acquitted of murder but found responsible in civil court for the deaths of two people.]

O. J. Simpson in the courtroom during the murder trial.
Douglas C. Pizac/Associated Press




What a day Sarah is having! As we will learn in more detail later, she has managed to commit three different types of torts. When she hit Michael, she committed the intentional tort of battery. When she ran over Ben, she committed negligence. The fact that she has a wild animal as a pet and he escaped and caused damage to the neighbors property (the dog) makes her potentially liable for a strict liability tort.


Note that some acts may be both torts and crimes, including Sarahs punching her classmate. Another of these situations occurred when former pro football player 
O. J. Simpson was suspected of killing his ex-wife and her friend and was prosecuted for the crime of homicide. If he had been convicted, he would have spent a lot of time in prison. The purpose of criminal law is to protect society in general (which it does by punishing wrongdoers). O. J. was in fact found not guilty, probably because convicting someone of a crime requires a high standard of proof. The prosecution must prove the defendant committed the crime beyond a reasonable doubt, which they were unable to do. Members of the jury said afterward that they thought O. J. probably had done it, but that was not enough to convict.


However, a civil case for the tort of wrongful death was then brought by the families and estates of the deceased. The purpose of civil law is to compensate victims of wrongdoing, usually by ordering the wrongdoers to pay them monetary damages. The burden of proof in civil cases is much lower than in criminal cases: generally, the plaintiff must show its more likely than not that the defendant committed the tort (known as the preponderance of evidence standard). The jury in the civil case was fairly easily convinced, and O.J. was found liable.


It should be noted that tort law is generally a matter of state law, and thus it can differ from jurisdiction to jurisdiction. The rules we shall examine in this chapter are fairly typical and follow closely in the common law tradition, but students should remember that in any given situation, it is always possible that a particular states rule may be different.





2.1
Types of Torts




Torts can be classified into three general categories:



	Intentional torts

	Negligence torts

	Strict liability torts




Intentional torts, as the name implies, are torts that arise out of an intentional act. Intentional in this case means voluntary, not that there was a motive to cause harm. If Jack shoves Rafe, intending only to make him move out of the way but in fact knocking him down and causing him to break an ankle, Jack has committed the intentional tort of battery. It makes no difference that Jack didnt want to hurt Rafe.


On the other hand, if Jack was standing next to Rafe and Jack, who is an epileptic, suffered a seizure and his arm convulsively flew out and smacked Rafe, who was injured, there is no intentional tort because Jacks action was not voluntary.


Negligence torts are situations in which a duty of care is breached unintentionally, directly causing foreseeable harm. An example would be if Bigger Bank neglects to clear their entrance after an ice storm, and Lebron slips on an icy patch and falls and breaks his leg. Bigger Bank did not mean for Lebron to suffer harm, but they have failed to meet their duty to keep their premises reasonably safe.





[image: ]

In The Media: The Flying Pedestrian: Is Getting Hit by a Train a Form of Negligence?
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The Amtrak conductor was unable to stop the train in time after Mr. Joho stepped onto the tracks.
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On a rainy Saturday morning on September 13, 2008, 18-year-old Hiroyuki Joho was rushing to catch a train at the Edgebrook Metra Train Station in Chicago. His mother had just dropped him off at the station; he was using a black umbrella as he rushed across a designated crosswalk over the train tracks. At the same time, an Amtrak train was traveling at 73 miles an hour through the Metra Train Station. Even though upon seeing Mr. Joho on the tracks directly in front of the train, the Amtrak conductor blew his horn and flashed his headlight, it was to no avail. A second or two later, an unsuspecting bystander, 58-year-old Gayane Zokhrabov, was struck from behind by a large part of Mr. Johos torso, as she waited to catch another train. The impact knocked her to the ground, fracturing her leg and wrist and injuring her shoulder.


Ms. Zokhrabov filed a tort lawsuit in Illinois state court against the estate of Mr. Joho, alleging that his negligence in crossing in front of a moving train resulted in her injuries. The case was dismissed as the trial court agreed with the estates argument that, even if Joho was negligent, he owed no duty of care to Zokhrabov because it was not reasonably foreseeable that upon being hit by a train, his body would hit a woman 100 feet away. Ms. Zokhrabov appealed this decision and the Illinois Appellate Court reversed the trial court in its 2011 decision. Noting the open and obvious danger associated with crossing active train tracks, the court stated that it is a "well-established principle of tort law that the particular manner or method by which a plaintiff is injured is irrelevant to a determination of the [defendants] liability for negligence."


Acknowledging what it called a lack of "flying pedestrian" cases, the court concluded that "the reasonable likelihood of injury occurring was great given the relative force of the approaching Amtrak train, that the magnitude of the burden imposed by guarding against the harm was insignificant, since Joho needed only to pause, look down the tracks, and then time his crossing accordingly, and that the consequences of placing the burden on Joho would have been minimal." Therefore, Joho owed Zokhrabov a duty of care. The court was careful to state that it was not ruling that Zokhrabov had proven the remaining three elements of negligence: breach of the duty of care; proximate causation; and damages.


The duty of care is the first element to a negligence case. A duty of care is the standard of caution or watchfulness or prudence one owes another person, in light of the specific circumstances at the time. But just because a duty of care is owed and breached does not automatically mean that the tort of negligence has been committed.


Sources: http://articles.chicagotribune.com/2011-12-29/news/ct-met-train-fatality-suit-20111229_1_amtrak-train-high-speed-train-metra-train

http://www.state.il.us/court/opinions/AppellateCourt/2011/1stDistrict/December/1102672.pdf




Strict liability in tort arises when someone suffers an injury not from anyones willful or negligent act, but rather by engaging in some intrinsically dangerous activity or, under certain circumstances, through the manufacturing of an unsafe product. As an example, if Sasha, an explosives expert, rigs a car to blow up for a movie stunt and, despite following all safety protocols and using great care, a piece of the car flies hundreds of feet in the air and strikes Carlos, a worker on the set, Sasha will be strictly liable for the injury. Working with explosives is an ultrahazardous activity (an inherently dangerous activity that cannot be made completely safe), and anyone who engages in such an activity is strictly liable for the harm it causes regardless of fault.



2.2
Intentional Torts Against a Person


Battery


The tort of battery consists of the defendants doing an intentional act that causes the plaintiffs person to be touched in a harmful or offensive manner, without a legal justification. Lets break that down, step by step, using Sarahs punching Michael to illustrate the definition:



	Sarah would be the defendant, and Michael the plaintiff.

	Sarah did voluntarily touch Michaels person. Note that the "person" includes not only Michaels body but also things immediately attached to him. If Sarah did not touch Michaels skin but she yanked out the nose ring he was wearing, it would still be a battery.

	Being punched in the face or having your ring yanked out would be harmful, because it would hurt! Note that injury is not necessary, and the touching does not even have to be painful if it would be sufficiently offensive to a reasonable person. If Sarah had instead spit in Michaels face, splattering his cheek and eye with phlegm, it would probably be a battery.

	Sarah did not have a legal justification for touching Michael. He did not consent, and she did not act in self-defense, defense of property, or defense of another person. Sarah may have been provoked by Michaels looking at her test, but that is not a legal excuse.




Assault


The tort of assault consists of intentionally causing someone to reasonably expect that he or she is about to be the victim of a battery. The difference between battery and assault is that in battery, a harmful or offensive touching must take place, where in assault there is no need for an actual touching, only the fear that one is about to be touched without ones consent. If Linda points a gun at Irving and causes him to fear that he is about to be shot, she is liable for assaulteven if she never intended him any harm. It is enough that she purposely pointed the gun at him and that he was justifiably expecting he was about to be touched in a harmful way. If she goes on to shoot him and the bullet "touches" him, she will also be liable for battery. In the second case, Irving could sue Linda both for assault and battery, since they are separate torts, and could recover damages for each.


Note that the same legal justificationsnamely consent, self-defense, defending another, or defending propertythat applied to battery will also negate liability for assault. If Josh chooses to play football, he is basically giving implied consent to a lot of what would be assault and battery if it happened outside a football game. However, he is only consenting to the normal conduct that goes on in a football game. If the safety pulls out a gun and shoots at Josh, there is a tort. Likewise, a person can only use a reasonable degree of force in defending himself or another or property. If an 8-year-old threatens to hit you with a stick, and you respond by breaking the childs arm and leg, you are committing a tort.


False Imprisonment


False imprisonment is committed when the defendant does an intentional act that confines the plaintiff against his or her will (in other words, takes away the plaintiffs freedom of movement). The confinement can be carried out by physical means such as bodily restraint, or by using barriers such as a locked door. It can also be accomplished by psychological means through threats of physical force or the false assertion of legal authority.


Example 2.2. Jessica is having Nathan, the hunk who sits in front of her in Business Law, over to her place for a study date. Jessica doesnt want her obnoxious roommate Heather around, so Jessica ties her up, gags her, and pops her into a closet for the evening.


Jessica would also be committing false imprisonment if she told Heather, "Stay in your room all night or Ill beat you to a pulp," and Heather was frightened into restricting her movements to her bedroom.


Note that false imprisonment only applies if the restraining action is unjustified. Most states have passed laws that provide retail stores with a conditional privilege to detain a suspected shoplifter. Often referred to as the "shopkeepers privilege," these laws generally provide that a retail store can detain a suspected shoplifter so long as the detention is reasonable under the circumstances. The store must have a reasonable basis to believe that the person is attempting to steal merchandise, the nature of the detention must be reasonable, and the duration of the detention must be for a reasonable amount of time. For example, if Sam, a security guard at the Buy-More store, has reason to believe Jason is shoplifting, and Sam restrains Jason by holding him by the arm until the police arrive, this may not be false imprisonment as long as Sam is acting reasonably. But if Sam chains Jason in a storeroom for three days until he confesses, this would be unlawful confinement, regardless of whether Jason is a shoplifter or not.


That said, many merchants are so skittish about the possibility of lawsuits that they instruct employees not to touch the customers, even when they may be shoplifting.


	


Intentional Infliction of Emotional Distress


The tort of intentional infliction of emotional distress arises when one person intentionally, through extreme and outrageous conduct, causes another to suffer extreme emotional distress. The word "intentional" means more than simply voluntary in this context; it means that the defendant intended to cause the distress, or at least acted recklessly with regard to the plaintiffs emotional well-being. For example, in a situation where an uncle drugged and raped his 13-year-old niece, who suffered a nervous breakdown afterward, there is probably intentional infliction. But in a famous case involving a lawsuit against former President Bill Clinton, where a woman named Paula Jones alleged that Clinton had made suggestive remarks, put his hand on her thigh, attempted to kiss her, and exposed himself, the court said that even if the incidents had occurred, they were not outrageous enough to constitute intentional infliction of emotional distress and dismissed the claim as a matter of law.


Even when truly outrageous conduct is involved, a problem with this tort is that mental suffering is hard to prove. Where there is no physical manifestation of the emotional harm, damages are not likely to be awarded. In fact, some states require physical manifestation of the injury as an element of the tort. For example, if a plaintiff can show that her hair is falling out as a result of grief suffered from the defendants conduct, that she has gained 50 pounds since, has had to undergo therapy for a sleep disorder, and has been prescribed Xanax for her general anxiety, she has a decent chance of proving severe emotional distress. But if she is merely upset, humiliated, and occasionally bursts into tears when she recalls the incident, she has likely not proven this element of the tort.


Invasion of Privacy


Another important tort concerns a persons fundamental right to privacy and offers protection against unreasonable interference with this right. The tort of invasion of privacy is commonly narrowed down into four separate categories:



	Appropriation of a persons name or likeness for commercial use;

	Intrusion into a persons seclusion;

	Placing a person in a false light by facts told to others; and

	Public disclosure of private facts about an individual.




Under the first type of situation, one person attempts to profit by using anothers name or likeness for commercial purposes. The most obvious example is using a persons name in connection with a product without the persons permission. If an advertisement for a brand of soft drink shows actor Julia Roberts drinking a can, and Ms. Roberts has not consented to her picture being used, this is likely a tort. On the other hand, if a newspaper shows a glamorous picture of Julia at the Academy Awards as part of a story on the Oscars, this is not a tort, because it is part of a news story and not considered "commercial use," even though the newspaper is trying to sell issues.


The second type of situation, intrusion into a persons seclusion, essentially entails intruding into anothers privacy when a reasonable expectation of privacy exists. A classic example is that of a peeping Tom. But what if the target of the defendants interest is in a public place? If a paparazzi photographer relentlessly follows Paris Hilton around town, taking her picture constantly without her consent, it might still be invasion of privacy. This is a matter of degree, but if, for example, the photographer is constantly walking in front of her down the sidewalk snapping pictures, interrupts her meals with friends in restaurants by looming over her at the table still snapping away, and zooms up in a speedboat to photograph her when she is swimming in the ocean, the photographer might be liable.


The third type of situation that gives rise to the tort is placing someone in a false light. For example, the National Enquirer once ran a story titled "Clint Eastwood at 63" and used the words "Exclusive Interview" in proximity to the title, as well as enclosing various statements in quotes. Although the paper may not have explicitly stated that Clint had given them an interview, it did its best to give that impression. Eastwood successfully argued that he was damaged by this, since in fact he would never have granted an interview to a sensationalist tabloid.


Finally, the publication of private facts about someone that a reasonable person would find objectionable can also lead to liability. If Phil tells others that Cassandra is a bed wetter, a fact that Cassandra had not made public, he could be liable to her. Being a bed wetter is something that a reasonable person would consider objectionable if Cassandra is 30 years old, but not if she is 3. If Cassandra is 30, she can sue Phil for invasion of privacy, even if the statement made by Phil is true, as long as it was not public knowledge and Cassandra confided the information to Phil under circumstances in which she had a reasonable expectation that Phil would keep the information confidential (e.g., if Phil is a close friend or family member). In essence, the law holds that there are some matters that we have the right to keep to ourselves and some that, under appropriate circumstances, those in whom we entrust confidential matters have a responsibility not to reveal.


Defamation


 
[image: A screenshot of the Google search box. The word "google" is entered in the box. A drop down window suggests words to finish the search, including "google earth" and "google maps."]

In 2011, Google lost a defamation case in Italy in regard to the search engines autocomplete suggestions feature. When typing the anonymous plaintiffs name in the search engine, Google suggested search possibilities including the words "con man" and "fraud." The company was ordered to purge libelous autocorrect suggestions by the Court of Milan.
Newscast/Associated Press




Publishing a false statement about someone that tends to harm the persons reputation gives rise to the tort of defamation. If the statement is spoken it is slander, and if it is written it is libel. Oral statements broadcast over a mass medium such as a radio, television, or podcast are considered libel rather than slander.


Publication means simply that a third person, someone other than the plaintiff or the defendant, saw or heard the statement. For example, if Latoya and David are standing together and no one else is around, and Latoya says, "David cheated on his Business Law exam," there is no defamation because there is no publication. But if Latoya says the same thing in front of Emily, or if Latoya writes it on the wall of a public restroom, there has been publication. Assuming David did not in fact cheat on his exam, he likely has a defamation claim.


Note that the statement in question must be factual in nature; opinions do not count as defamation. If Delon states publicly that the chef at Chez Paris is the worst cook ever, this is unlikely to be actionable as it is Delons opinion. Also, satire is not usually defamation.


 Beyond the Book: "Do You Like to Insult People?"
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	Why is publication an essential part of defamation?


  

 



If the false statement is made about a person who is a public figure, such as a celebrity or government official or someone who has been involved in a high-profile situation, then the plaintiff needs to show that the defamatory statement was made with malice. Malice, for purposes of defamation, is the making of a statement either knowing it to be false or acting with reckless disregard for its truth or falsity. For example, if a newspaper published a story about Senator Doe that stated he had taken cocaine, and the only source the paper had was an anonymous phone tip, this would likely constitute malice.


Plaintiffs must also be sufficiently identified to have a claim. Saying that "all lawyers are liars and thieves" is clearly a defamatory statement, yet no individual lawyer will be able to successfully sue the person who has made the statement because it is too broad and does not sufficiently affect or identify any one member of the defamed group. On the other hand, falsely saying that attorney Sandra Jones is a lying thief is slander since an individual is clearly specified. Likewise, the statement that all lawyers at Adams, Benitez & Chaudhry, P.C. (a law firm in the city of Erehwon) are crooks is actionable if a small law firm is involved because false statements involving a small group of people can be deemed to injure all of its members. The larger the group, the less likely that any one member will be able to establish actual harm to their reputation as a result of the statement.


Keep in mind that for any defamation claim, the plaintiff must prove the statement is false. However, this is not the case for invasion of privacy. For example, if Justin goes to a clinic for treatment of his herpes virus, and a nurse at the clinic later tells Justins friends that he has herpes, there would be no defamation but there would likely be the tort of publication of private facts. The information is very personal, potentially distressful if made public, and there is no public interest to be served by making it known.


Fraud


Fraud, or intentional misrepresentation, occurs when a person makes a false statement about a material fact in order to induce another to take action that causes him or her to suffer some loss. Note that fraud is not only a tort, but also a defense to breach of contract and a number of different crimes, depending on the situation. The definition is fairly similar in all contexts; five elements must be met. For the tort of fraud, there must be:



	An intentional misrepresentation by the defendant;

	about a material fact;

	made in order to induce the plaintiff to take a specific action;

	where the plaintiff reasonably relied on the defendants misrepresentation; and

	where the plaintiff suffered a material loss.




Lets look at an example.


Example 2.3. Dan wants to sell his old car. He knows that Ken wants an automobile that is in good condition with less than 50,000 miles on it. Dan tells Ken that the car is "a real dream car," that he is willing to sell Ken the car for $2,000, and that the car has only 35,000 miles. Ken looks at the odometer, which does read 35,000. In fact, the odometer was disconnected for a long time and the actual mileage is 90,000 miles. Ken purchases the car after a cursory inspection, relying on his friends statements. A week later, Ken takes the car into a mechanic for servicing and is told that the engine has far more wear than a mere 35,000 miles could account for, and that the mileage must be at least double that. Has Dan committed fraud?


Lets break it down, step by step:



	Dan intentionally misrepresented the cars mileage. He obviously must have known about the disconnected odometer. But the statement that the car is a dream is not a misrepresentation of fact, but rather a mere opinion, or the sort of exaggerated description that is not to be taken seriously.

	The mileage on a used car is material, since it is something a reasonable person would consider in deciding whether to buy the car.

	Dan intended for Ken to believe him, because Dan wanted Ken to buy the car.

	Ken took reasonable steps to verify Dans statement, by checking the odometer. If Ken hadnt bothered to do this, he might not have a good case for fraud. The law expects a reasonable person to verify what hes told if its relatively easy and cheap to do so.

	Ken has damages, because he has been deceived into paying too much for the car.




Suppose Dan had instead stated that the car was in excellent mechanical condition, but in fact hes been having problems with the transmission for the past two weeks? This is also possible fraud. But if Dan says nothing about the condition of the car, and Ken never asks, the law generally says no fraud, since there is no misrepresentation. However, if there is a fiduciary relationship, which is one involving an inherent degree of special trust (such as attorney-client, doctor-patient, priest-parishioner, guardian-ward, trustee-beneficiary), the law recognizes that there is a special degree of trust, and thus a failure to disclose pertinent information may be tantamount to deliberate lying. If a priest is selling a car to a member of his congregation, he is expected to speak up and tell the buyer about the transmission troubles.




2.3
Intentional Torts Against Property




Trespass to Land


 
[image: A man hops a fence with a sign indicating the land is private property.]

This man is committing an intentional tort against property by trespassing on land without the landowners consent.
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The tort of trespass to land requires an intentional physical act that results in an intrusion into the land of another without the owners consent. Thus, walking on anothers property, throwing garbage that lands on it, or shooting a gun over it are all examples of trespass to land.


Not every instance of entering anothers property without consent constitutes trespass. If one enters into anothers land by mistake or by accident, there is no trespass, provided that the person leaves immediately as soon as she becomes aware that she is trespassing. Furthermore, trespass is excused if it occurs under emergency circumstances, such as entering the land of another while fleeing from a wild animal or to render emergency assistance to someone on the land.


Where no harm is done to the land and when the trespass is of brief duration, courts will generally award nominal damagesusually the sum of $1.00. Where the trespass is of a continuing nature, however, substantial damages can be awarded. The property owner can also ask a judge to issue an injunction (a court order that prohibits specific acts) requiring the defendant to cease trespassing on the plaintiffs land. Ignoring an injunction can result in imprisonment for contempt of court.


Trespass to Personal Property


Although this tort also uses the word "trespass," it is not the same thing as the tort above. The defendants simply touching the plaintiffs personal property (such as a car, a dog, a watch, or a yacht) is not enough; he must interfere with the plaintiffs ability to possess or enjoy his property.


Example 2.4. Ritchie moves Sierras bicycle, so that he can get his own bike into the rack. Since Ritchie has not harmed the bike, and Sierra was not trying to use it at the time, there is no tort.


Running late one day, Ritchie takes Sierras bike without her consent and rides it to work. Sierra comes out an hour later to discover her bike missing. Ritchie returns it at the end of the day. This would be trespass, since Ritchie has done an intentional act that interfered with Sierras ability to use her bike.


Conversion


The third property tort is conversion, which is similar to trespass but involves more serious interference with the plaintiffs rights. Suppose Ritchie instead takes the bike, intending to return it later, but the bike is stolen from the rack where Ritchie parked it at his work. This would be the tort of conversion. Ritchies interference with Sierras possessory rights is so severe that her rights have been rendered worthless. It does Sierra no good to own a bike that is now in the hands of an unknown thief.


Business Torts


Although any of the torts mentioned in this chapter can occur in a business context, there are also some intentional torts that are inherent to a commercial setting. The most common is wrongful interference with a contract, in which the defendant intentionally induces another person to break a contract. If Maria, an opera singer, has contracted to perform next season for the Metropolitan Opera and the City Opera talks her into singing for them instead, Maria is liable to the Met for her breach of contract, and City, provided they knew of the Maria-Met arrangement, can be liable for this tort.


Some states also allow suits for interfering with contract negotiations, and some have causes of action for various predatory business practices, but these vary considerably from state to state.




2.4
Negligence and Strict Liability



Negligence


The law states that everyone has the duty to act with reasonable care to avoid creating undue risk of harm to others. For example, you have a duty to operate your car in a reasonable manner. If you are driving too fast on a snowy day, lose control, skid across a sidewalk and wipe out a pedestrian, you would likely be found negligent and have to pay compensation to the person you injured. Its not relevant that you did not intend to harm the pedestrian: negligence is not based on intentional acts, but frequently results from careless ones. (If you intended to mow down the pedestrian, you were committing battery.) The law reasons that between you and the hapless pedestrian, you are more responsible for the harm and it makes sense that you should bear the cost. Hopefully, negligence law encourages people to be more careful in their activities!


For the plaintiff to prove negligence against the defendant, the plaintiff must show five elements:



	Defendant owed plaintiff a duty of care;

	Defendant breached that duty;

	The defendants breach was the actual cause of plaintiffs damage;

	The defendants breach was the proximate cause, or foreseeable result, of the plaintiffs damage; and

	The plaintiff does indeed have damage.




Consider a situation where Linda, who owns a grocery store, displays her fruit and vegetables in steeply angled racks. They look good, but are also apt to roll and fall on the floor. Tom is shopping in the store and slips and falls on an errant cherry, breaking his leg. Linda owes a duty to display her wares in reasonably prudent fashion. She has probably breached this duty, because the way the racks are angled made it likely produce would fall on the floor.


But suppose that Linda stores her fruit in flat racks, and the customer immediately in front of Tom had scattered the fruit on the floor. In that case, Linda has not breached a duty and is not negligent. Even a reasonably careful store owner cannot ensure that there is never anything on the floor! Linda would also breach a duty if she displays the produce in a reasonably safe manner, but does not do a reasonable job of monitoring the cleanliness of the floor. If there had been spilled fruit on the floor for an hour before Toms wipeout, Linda has likely breached her duty to keep the premises clean.


Actual cause means that but for the defendants negligent act, the plaintiff would not have been injured. In other words, if Linda had not stacked her fruit carelessly, Tom would not have slipped, fallen, and been hurt. Thus actual cause is present. But if a tornado had swept off the roof of Lindas store, hurling cherries everywhere, and now Tom slips and falls, there is no actual cause. Linda was still careless. However, "but for Lindas display, would Tom have been injured?" Yes, he would have slipped and fallen on the cherry anyway, since it was the tornado and not Lindas habits that resulted in the cherry being there.
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Chapter 3
 
Criminal Law
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Learning Objectives

After studying this chapter, you will be able to:

 
	Describe the difference between criminal and civil law.

	Describe the elements of a crime.

	Recognize and distinguish between
different property crimes.

	Give examples of crimes relating to business.
 

 





If the purpose of law is to keep order in society, criminal law is one of its most fundamental tools. Criminal law is essentially a set of rules that a federal, state, or local government has decided must be followed by all members of society for the good of that society as a whole. The violation of one of these rules is a crime. The convicted criminal can be fined, incarcerated, or both. In the most extreme cases, the criminal may even be put to death. The rationale behind criminal law is that society is protected not only by removing wrongdoers from the scene by locking them up, but also by discouraging others from committing crimes. Hopefully when people see how wrongdoers are punished, they will choose to comply with the law! Obviously, given the high number of repeat offenders, the punishment rationale does not always work.

As we learned in the last chapter, the same conduct may be covered by both civil tort law and criminal law. Remember O. J. Simpson, who was acquitted of criminal homicide but found liable for civil wrongful death? However, it is important to remember that these two different types of law are serving different purposes. Criminal law protects society as a whole, while civil law provides self-help redress for people who believe they have been wronged. Note also that while criminal and civil law often use the same terms (assault, for example), those terms can have completely different meanings.

Understanding some basic things about criminal law is important for the businessperson, because businesses can be both victims and perpetrators of crimes. In this chapter we will examine how crimes are defined, learn how constitutional law may be relevant, and look at some of the traditional crimes and the crimes specific to business.



3.1
Classification and Elements of Crimes



Crimes are generally divided into two basic categories: felonies and misdemeanors. Felonies are the more serious crimes and are typically punishable by more than one year in prison and/or a certain dollar limit on fines (for example, over $5,000). Misdemeanors are typically punishable by fines and/or incarceration up to one year. Within the two basic categories, the crimes are further divided according to their sentencing range and seriousness, into subgroups such as Class 1 felonies, Class A misdemeanors, etc.


[image: View of a busy street occupied by many taxi cabs.]

New York City taxicab drivers are known for honking their horns frequently and unnecessarily. Drivers who abuse their horns may be charged with a violation punishable by a $350 fine.
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A third category of offenses are those sometimes referred to as violations, which are punishable by fines and may not be recorded as a criminal record. Some traffic offenses or city ordinance violations would fit into this category.

Sometimes how an offense is classified is determined by quantity, rather than quality, of the criminal act. For example, possession of a single serving of marijuana might be a mere violation in some states, while having a whole garage full of the substance is bound to land a person in felony territory!

Traditionally, crimes are defined by statute, either state or federal, as having two components or elements: a prohibited act, which is done with a particular mental state. Sometimes the same act, such as killing a person, might constitute different crimes based solely on the defendant's mental state at the time. For example, murder or first-degree homicide is the most serious felony, with the highest punishment range. Murder is defined as the act of killing a person, done with premeditated intent.

Example 3.1. Michael suspects that Miranda is going to report Michael's drug dealing to the police. Michael plans to kill her first. He acquires a gun and shoots Miranda, killing her.

This is murder, and Michael, if convicted, will face a sentence somewhere in the range of 20 years to life, or even a death sentence, depending on the state. A lesser form of homicide is voluntary manslaughter, which involves the same act but the intent requirement is different. With this crime, the defendant intended to kill or cause great bodily harm to the victim, but the act was done in the heat of passion.

Example 3.2. Moshe comes home from work early to find his wife having sex with his (former) best friend on the kitchen table. Enraged by the betrayal, Moshe grabs a gun from the kitchen drawer and shoots them both, killing them.

This is still viewed as a serious crime, but Moshe will face a lesser penalty than Michael, probably something in the nature of 7 to 20 years imprisonment. A less serious form of homicide is involuntary manslaughter, in which there is no intent to kill.

Example 3.3. Ramesh and John are both fathers whose 10-year-olds play ice hockey. They get into an argument over how much ice time their sons should be getting, and the argument escalates into a fistfight. Ramesh punches John in the head and John falls, cracking his skull on the concrete floor. John dies.

While Ramesh did not intend to kill John, he is still viewed by the law as having some culpability, because he did intentionally punch him, but Ramesh's punishment could be as little as probation, or as much as six years imprisonment.

Note that the law not only punishes successful criminals, but there is also a category of crime called "attempted crime" (homicide, robbery, etc.). To commit an attempted crime, the defendant must have the intent to commit a specific crime (such as homicide) and have taken a substantial step toward committing the crime.

Example 3.4. Michael fires his gun at Miranda, who ducks and is not hit. Michael has committed attempted murder (also the tort of assault, should Miranda care to sue him).

The law sees fit to punish Michael (often with a sentence similar to that he would have faced for murder) because he has shown that he is dangerous to society. His being a lousy shot does not make him any less of a hazard or any less culpable.

How far must a defendant go to have taken a substantial enough step? Suppose Michael has not done anything but buy a gun. This is unlikely to be attempted murder, regardless of his plans for Miranda. But the lines are not always clear, and it may be up to a jury to decide how far is too far. Suppose Jaime, Isobel, and Robert decide to rob a bank. They have selected one in a downtown location, have their guns all ready to threaten tellers, and have their "Give me the money or I'll shoot you" notes typed up, ready to hand to the tellers. However, they get lost in the maze of one-way streets downtown, and are pulled over by a police car before they find their way to the bank. If you were on the jury, would you consider this an attempted robbery? Clearly they have the intent, and there is no sign that they would have changed their minds. On the other hand, the trio have quite a lot to do before they will have committed a robbery. Where would you draw the line?

Another crime that does not require a specific illegal act to be completed is that of conspiracy. Conspiracy to commit a crime is itself an offense, which occurs when two or more persons agree to commit a crime, and one of them takes a substantial step toward commission. For example, if Michael and his partner-in-crime Ethan agree Miranda should die, and Michael buys the gun and shoots her, Ethan has committed conspiracy to commit murder.

The intent or mental state requirement is so integral to proving a crime has been committed that many of the defenses center on negating it. A defense is a legal excuse for committing what would otherwise be a crime. For example, the insanity defense basically states that if the defendant, due to mental disease or defect, could not distinguish right from wrong or conform his conduct to the law, the intent element is missing. However, ignorance of the law is generally not a valid excuse. If you commit a criminal act and argue you didn't know it was illegal, you will still likely be convicted.

It should be noted that there are also criminal and regulatory offenses that are in essence strict liability crimes, meaning that there is no intent or mental state requirement. For example, FDA regulations for food safety are violated if ABC Food Co. has rats in their storage facility, regardless of their intent or if they were even aware. In situations involving public safety, especially where members of the public are unable to protect themselves (consumers cannot individually inspect the source of all their food, for example), strict liability offenses are not uncommon. The act alone constitutes the crime.


Traditional Crimes
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Unit II

Contracts

Contract law is of great importance in business and in everyday life. Common transactions such as buying a pack of gum at the corner grocery store, purchasing a ticket at a movie theater, or ordering a meal at a restaurant involve making contracts, but so does a complex patent licensing agreement between two multinational corporations. In this unit, we will explore the nature of contracts, the requirements for their valid formation, and the consequences for their breach.

A contract is a legally enforceable agreement between two or more people. Although all contracts contain enforceable promises, not all promises result in contracts. Consider the following situation:


Henry invites Ericka to dinner, and Ericka accepts. Henry looks forward to the date and can think of little else all day long. A half hour before they were to meet, Ericka calls Henry and tells him that she will not be able to keep their date because Ron has invited her to go dancing and she has accepted. Henry is upset, hurt, and angry and would like to sue Ericka for breach of contract, since she has clearly broken a promise made to him earlier that day and caused him distress. Will he succeed?


CHAPTER 4

Offer, Acceptance, and Consideration

CHAPTER 5

Contracts: Capacity, Genuine Assent, the Statute of Frauds, and Illegality

CHAPTER 6

Third Parties, Performance and Discharge of Contracts, and Remedies








Ericka may not be a very nice person, and she may have had a moral obligation to attend the dinner date. Nevertheless, she had no legal obligation to do so. The agreement that she breached was not a contract, but merely a social obligation that the courts will not enforce.


In order for there to be a valid contract, certain essential elements must exist. These include an offer to enter into a contract, acceptance of the offer by the other party, an exchange of consideration between the parties, and a legal purpose for the contract. In addition, both parties must have the capacity to enter into a contract. We will explore these elements in depth in this unit. We will also discuss certain types of contracts that must be in writing to be enforceable and situations in which a contract is unenforceable due to a lack of genuine assent, such as in cases of fraud or mutual mistake of fact.


We enter into contracts every day. On the way to work, you pick up a newspaper at a newsstand. You also stop for a cup of coffee at a cafe. While there, you use your phone to browse the Web and purchase tickets to a concert online. Finally, you arrive at the bus stop and pay your fare as you enter the bus that will take you to work or to class. In each of these examples, a contract was made. In each case, there was a valid offer and acceptance (your ordering the drink and the cafes providing it), consideration (the cup of coffee and the money you pay for it), capacity and legality (you are (hopefully) of sound mind when purchasing the coffee, and coffee is a legal good that can be purchased and sold in the United States). There were no issues concerning mutual assent. No documents were signed, and no negotiations took place; nevertheless, valid contracts were formed giving each party certain rights and imposing on each party some responsibilities as well.


The vast majority of contracts are routinely completed without a problem, and without the interested parties giving the matter much thought. Problems arise when parties to a contract fail to live up to their agreements, or misunderstand what it is that they agreed to do. In such cases, the courts may be called upon to settle the dispute in accordance with established rules of law that determine each partys rights and obligations under a valid contract. Many misunderstandings and disagreements between contracting parties, as well as costly, time-consuming litigation, can easily be avoided if each party has a basic understanding of the law of contracts. The following chapters will explore the requirements for the formation of valid contracts and the remedies available when they are breached.


Under the Uniform Commercial Code, the rules for sales of goods contracts are sometimes different. Where the UCC rules are an exception to a basic common law rule, they will be briefly discussed in this section, and other issues concerning the UCC and sales of goods will be explored in later chapters. But the common law of contracts is very much in effect today and is crucial to the running of every business, regardless of its size.


Chapter 4
 
Contracts: Offer, Acceptance, and Consideration
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Learning Objectives

After studying this chapter, you will be able to:

 
	Describe the difference between express, implied, bilateral, unilateral, simple, formal, and quasi contracts.
 
	Explain the requirements for a valid offer and acceptance.
 
	Explain the ways an offer may terminate.
 
	Define consideration.
 
	Recognize situations where consideration is not present.
 

 




A contract is a legally enforceable agreement. As this definition implies, a contract comes into existence from the voluntary assent of two or more individuals to enter into a legally binding agreement. Mutual accord is crucial to the formation of a contract. In order for there to be a valid contract, five basic elements must be present. Before we get into the detailed requirements for a valid contract in this chapter, it may be useful to have at least a working definition for each of the required elements:



	Offer: An invitation for another to enter into a contract.

	Acceptance: Acquiescence to enter into a contract under the terms of the offer.

	Consideration: Anything of legal value that is asked for and received as the price for entering into a contract.

	Legality: The extent to which the contract is legal and not against public policy.

	Capacity: The mental competency to enter into a contract. Additionally, there are special rules for people who are under legal age.




One party, referred to as the offeror, makes an offera business propositionto another; the other, known as the offeree, accepts. Provided that the other three requirements are present (consideration, capacity, and legality), a valid contract is formed. If Manuela offers to sell Linda her laptop for $450 and Linda accepts the offer, a valid contract is formed since there is a valid offer and acceptance, consideration (something of value is given and received by each partythe laptop and the $450), capacity (both parties are of sound mind and are freely entering into the agreement), and the contract is for a legal purpose. In some cases, there is a further requirement that the contract be in a particular form, for example in writing, in order for it to be enforceable. In other situations, a contract may prove not to be binding because the parties did not truly assent, such as in the case of fraud or mistake.


So that seems relatively straightforward. But beware: contracts are not always so simple. In fact, there are many subtle and difficult issues that can arise when attempting to determine if there is an offer and acceptance.



4.1
Types of Contracts




Contracts can be classified as express or implied in fact, bilateral or unilateral, and simple or formal. In addition, sometimes when a contract does not exist, there may be something known as a quasi contract (contract implied in law). Each type of contract will be briefly examined below.


Express Contracts v. Implied Contracts


Express contracts are formed by the express language of the partiesthe actual words they use in their agreementand can be either written or oral.


Example 4.1. Sam says to Ben, "Ill sell you my Business Law book for $50."


Ben replies, "Ill take it."
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Every time you buy something, you make a contract.
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It is a popular misconception that contracts are not binding unless they are in writing. Its always a good idea to reduce business agreements to writing to avoid future misunderstandingsand to keep the parties honest as to what it is that they have obligated themselves to dobut most contracts are legally valid whether they are oral or written. Some contracts, such as those creating an interest in real property, are required to be in writing, witnessed, notarized, and sealed in most jurisdictions. But the vast majority of contracts do not need to follow any of those formalities in order to be binding.


Implied contracts are formed not by the express words of the parties, but rather by their actions. Think about the last time you bought groceries. Did you tell the checkout clerk, "I offer to buy this gallon of milk at its advertised price?" Probably not, but the clerk understood that you wanted to enter into a contract, and accepted (by ringing up your order) on behalf of the store. As long as the parties actions plainly indicate an intention to enter into a contract, and as long as the terms of that contract can clearly be implied from those actions, a binding contract can be created even without a single word being spoken. Consider the following examples:


Example 4.2. Dana walks into a newsstand and places three quarters on the counter and takes a copy of her hometown newspaper.


Example 4.3. Steve enters Nildas hardware store. He picks up a screwdriver from a rack and, looking over at Nilda, who is taking care of a line of customers at the moment, waves the screwdriver in the air. She recognizes Steve, a long-time customer, and understands that he would like to take the screwdriver now and pay for the purchase later. She signals her consent by nodding in his direction. He leaves, taking the screwdriver with him.


In each of the above situations, an implied contract has been entered into. Dana has paid seventy-five cents for a copy of a newspaper and Steve has agreed to pay the selling price of the screwdriver to Nilda at a later time.


Bilateral Contracts v. Unilateral Contracts


If the offeror (the person who makes an offer to enter into a contract) and offeree (the person to whom a contract offer is made) exchange promises to perform some act in the future, a bilateral contract is formed. For example:


Example 4.4. Bruce offers to sell his old car to Irving if Irving will pay him $2,000. Irving accepts the offer.


Example 4.5. Lina offers to babysit for Inga every Saturday for the next three months if Inga will pay her $8.00 per hour. Inga accepts.


Example 4.6. Tina offers to sing at Charless club next Friday, Saturday, and Sunday if he will pay her $5,000 per night. He agrees.


In each of the above examples, both parties are obligating themselves to take some action in the future. As soon as the offer is accepted, a valid contract comes into existence. When a bilateral contract is involved, the contracting parties exchange mutual promises to perform some future act. As soon as a bilateral contract offer is accepted, a contract comes into existence and both parties are bound. If either party fails to live up to the agreement, a suit for breach of contract can result.


In a unilateral contract, one party makes a promise to the other that can only be accepted by the others performance. For example, if Lana offers to pay $100 to anyone who finds and safely returns Fluffy, her lost cat, Fred can accept and form a contract only by actually returning Fluffy safely to Lana. If Fred tells Lana, "Ill find Fluffy later, I promise," there is no acceptance, and no contract.


Simple Contracts v. Formal Contracts


A simple contract is any oral or written contract that is not required to follow a specific form, or be signed, witnessed, or sealed. The vast majority of contracts entered into by businesses and private individuals are simple contracts, even though some may seem rather complex and go on for many pages.


A formal contract at common law was one that needed to be in writing, signed, witnessed, and sealed by the parties. A persons seal on a contract (usually a unique mark made by a signet ring pressed into hot sealing wax, though a seal could be any symbol adopted by an individual or a company) gave that contract special significance. The distinction between simple and formal contracts is much less important today, and in many states is only used for contracts involving transfer of real estate.


Quasi Contracts (Contract Implied in Law)


The first thing to know about a quasi contract is that it is not a real contract at all, but rather a situation where one person has given a benefit to the other and it seems as though it would be unfair for him to not be paid. So a quasi contract is a situation where to prevent unjust enrichment, a court may award a remedy because a benefit was accepted, even though there is no contract. This is also called a contract implied in law. There are three distinct requirements to have a quasi contract:



	One party has conferred a benefit on the other;

	The party receiving the benefit chose to accept it; and

	The benefit is the sort of thing a reasonable person would believe had to be paid for, under the circumstances.




If the plaintiff proves the requirements for a quasi contract, the plaintiff is entitled to recover the fair market value of the benefit that was conferred on the receiving party.


Example 4.7. Peter had spoken with you about possibly painting your house, but no agreement was made. However, one day you look out your window and see Peter pull up in his work van, and begin to set up his ladder. You dont say a word to Peter, but simply let him paint the house. Even if there is no contract here, you have accepted the benefit (you could have told Peter to stop, but chose not to), and a reasonable person knows that they have to pay for painting services. Peter is entitled to the fair market value of the paint job.


But what if Peter comes over when youre not home and paints your house? Because you did not accept (you had no chance to decline), there is no quasi contract and Peter is out of luck. (Peter should have taken a business law course!)


The law does slightly modify the rule in the case of emergency circumstances. If an ambulance takes your unconscious, injured body to the hospital and doctors treat you there, you are probably liable to pay for their services. Even though you could not accept or decline, for obvious public policy reasons the law wants to encourage providers to give care in these situations. If they could not get paid, doctors might stop giving emergency care!


	


4.2
The Offer




An offer must contain an unequivocal (clear, unambiguous) promise to enter into a contract, must have reasonably certain terms, and must be communicated by the promisor (the person making the promise) to the promisee (the person to whom the promise is made). For example, Sam tells Ben, "Ill sell you my car for $5,000."
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The couple holding this yard sale aren’t making any offers, merely inviting others to make offers on their household items.
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But suppose Sam instead says, "Would you give me $5,000 for my car?" That is not an offer, but merely an inquiry, which might open up negotiations or lead to an offer at some point. If Sam says, "Id sure like to sell my car for $5,000," there is no offer, because Sam is not committing to selling it to Ben at the present time.


What if Sam owns five cars? Then the subject matter is not certain enough to be an offer, unless Ben knows which one Sam intended to sell.


But if Sam only owns one car, and if Sam says, "If you give me $5,000, Ill sell you my car," Sams statement is unequivocal and constitutes an offer. They will have a contract if Ben accepts.


Clear Intent: An Unequivocal Promise


An offer does not need to contain specific language such as "I promise to sell you" or "I offer to sell you" in order to be effective. What matters is that a reasonable person under the same circumstances would clearly understand that an offer was intended by the offeror. The language used is always important in helping to determine the intent of the parties, but a valid offer can be made even when no words are spoken, simply by the actions of the parties. If, for example, Muhammad holds out a twenty-dollar bill and tells Carol, "Ill give you this for that fountain pen on your desk," and Carol takes the money and puts it in her pocket without saying a word, she will have clearly accepted his offer by her actions. What is important in determining whether a valid offer or acceptance existed is the objective intent of the parties as communicated through their words or actions. In other words, would a reasonable person viewing the situation believe the parties intended to contract?


For example, on Tyrones drive to work one day, his car dies. Tyrone is very upset because this is the fourth time in two weeks that hes had car trouble, and now hes going to be late to work again. Tyrone gets out of the car, kicks the door, and yells, "Id pay someone $10 to drive this piece of junk off a cliff!" Sofia happens to be walking by, and she could use $10 and she knows where there is a convenient cliff. Can she accept? No, because a reasonable person would realize that Tyrone is simply expressing his anger, and does not seriously intend to pay for his car to go over a cliff.


The subjective intent of the offeror and offeree are irrelevant and will not be examined by a court in determining intent to contract. What is important is not whether an offeror subjectively made an offer in jest, but rather whether the person to whom the offer was made, the offeree, should have realized that the offeror was only joking when he made the offer. It must be clear to an average person that the offer was not seriously intended; otherwise, the offeree can accept it and form a valid contract. Examine the following examples:


Example 4.8. Laverne tells Ernest: "Id give you a million dollars for a kiss." Ernest, knowing a good deal when he hears it, runs to her and gives her a quick smooch before she can change her mind.


Example 4.9. Deborah, exasperated at Gabes incessant chatter, tells him: "If you can keep your mouth shut for five minutes, Ill give you an all-expense-paid cruise around the world." He smiles and remains silent for the required time period.


In each of the above examples, if the offerees seek to enforce the offerors promises they will have a difficult time. Laverne and Deborah will almost certainly prevail if they claim that the offers were not seriously intended. Under the circumstances, a reasonable person should have realized that the offers were intended in jest and were not serious proposals. But consider the following example:


Example 4.10. Glen, a radio talk show host, is discussing a recent incident where the governor of the state was rumored to have had a sexual relationship with an intern. The governors opponents are demanding that he be prosecuted for perjury, since the governor said under oath at a hearing that he had never had sex with "that woman," and there now is plenty of evidence that he did. Glen declares that a perjury case in these circumstances would be ridiculous, and states, "No one gets prosecuted for lying about their sex life. Ill pay $10,000 to anyone who can show me a case where thats happened." Joanna, a law student who has just read a case where a woman who falsely accused a man of raping her was prosecuted for perjury, promptly sends Glen a copy of the court decision.


Did Glen make an offer? In all likelihood, a court would say yes, because objectively it sounds as though he is serious, and he has been reasonably specific with the terms. He may have been joking, but what Glen was really thinking doesnt matter! Since there is an offer, Joanna has accepted by doing the requested act, and they have a contract. Glen must pay the $10,000.


Reasonably Certain Terms


Because the offer establishes the subject matter of what may become a binding agreement, the offer must be reasonably specific and certain. For example, if Brianna says to Matias, "Ill sell you ten grade-A blue widgets at the price of a dollar per widget," that is an offer.


But if Brianna instead says, "Ill sell you some grade-A blue widgets at a price of a dollar per widget," that is not specific enough, because there is no way of narrowing down what she meant by "some" widgets. Five? Fifty? Five hundred? Since not even a reasonable person can determine this, there is no offer. If Matias answers, "Great! Ill take ten widgets," he is actually the one making the offer.


Offers and Termination


Assume we have established that an offer has been made. Emily offers to sell Terrell her only bicycle for $100. We have intent and reasonably certain terms. But before we turn our focus to the offeree, Terrell, to see if he has accepted, we must first establish that the offer is still open to him.


There are a number of ways in which offers can terminate, including revocation by the offeror, rejection or counteroffer by the offeree, lapse of time, death of either party, or destruction or illegality of the subject matter. If any of these occurs, it is too late for Terrell to accept and form a contract with Emily.


Revocation


As a general rule, an offeror has the right to make a revocation of (cancel) the offer at any time prior to acceptance.


Example 4.11. Emily makes the following offer to Terrell: "I will sell you my Raleigh bike for $100. You can have until Friday noon to let me know." Terrell is thinking it over. On Thursday, Emily calls Terrell and says, "Sorry, I changed my mind. Im keeping the bike."


Can Emily revoke, even when she said Terrell had until Friday? Yes, because Terrell had not yet accepted. It may not be very nice of Emily, but it is legal, and the offer has terminated.


But there are some exceptions to this general rulein other words, some situations where the offeror cannot terminate, even though the offer has not yet been accepted. Two common exceptions are the option and the UCCs firm offer.


Options exist when the offeree has given the offeror consideration to keep that offer open for a period. Suppose in the example above, Terrell wants to make sure he has until Friday noon to accept. He can pay Emily $10 for an option. This means in exchange for the money, Emily is giving up her right to revoke. If she now changes her mind on Thursday, Terrell can just ignore the phone call. If he accepts by calling Emily on Friday morning and saying "Ill take that bike!" they will have a contract.


Note that Emily is not getting a down payment with that $10. Terrell still has to pay the full $100 for the bike if he accepts, and if he declines he will not get the $10 back. In a down payment situation, a contract has already been made.


The UCC has a special rule when merchants are offering to sell goods. Under Section 2-205, if a merchant makes an offer in a signed writing, giving assurance that the offer will stay open, it is a firm offer that she cannot revoke. However, the time period cannot exceed three months (if the offer states it is open for six months, the UCC automatically shrinks it down to three months). Some examples:


Example 4.12. ABC Inc. sends the following letter to Courtney: "We will sell you the Futura laptop with premium software loaded for $450. This offer is good until January 15." The letter is signed by Andy Andrews, Vice-President. This is a firm offer.


Example 4.13. ABC Inc. calls Courtney with the same offer. This is not a firm offer, because it was oral.


Example 4.14. ABC Inc. offers in a signed letter to service Courtneys companys computers on a monthly basis for a set fee, giving her until January 15 to accept. This is not a firm offer, because it is not a contract for sales of goods.


So only in the first situation will Courtney have a contract if she calls Andy at ABC on January 6 and tells him that she accepts.


Lapse of Time


If nothing is stated as to how long the offer will remain open, the law says that the offer will remain open for a reasonable amount of time. For example:


Example 4.15. Tawana makes the following offer to Jerome: "I will sell you my Dell laptop for $400." Jerome tells Tawana that hell think about her offer. Two days later, he calls her and agrees to buy the computer under her terms. They have a contract. But if Jerome called her after a year, his acceptance is too late.


A reasonable time will vary with the subject matter. An offer to sell fresh raspberries will terminate before the offer for the laptop. If Tawanas offer involved pork belly futures, Jeromes acceptance would likely be too late, since that type of commodities market fluctuates widely in very short time periods.


Confusion may be avoided if Tawana simply states a time period in her offer. If she says "You have until 5 p.m. this Friday to call me and accept," the offer will automatically expire if Jerome does not respond by then.


Rejection or Counteroffer by the Offeree



If an offeree responds to the offer with either a rejection or a counteroffer, the offer terminates. For example, assume Emily offers to sell Ben her bike for $100. Consider the following possible responses by Ben.


"No, thats too much."


"Ill give you $75."
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Negotiating a contract must be undertaken with care. An inquiry or question will not affect the offer, but a counteroffer or rejection takes the original offer off the table.
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In the first example, Ben is rejecting Emilys offer. In the second, he is making a counteroffer. In both of these situations, Emilys offer promptly terminates. If Ben changes his mind later and calls up Emily, saying, "I accept! Ill give you $100 for that bike," Ben is actually making an offer to Emily. There is no contract unless Emily chooses to accept.


But what if the conversation goes like this:


Emily: "Ill sell you my bike for $100."


Ben: "Hmm. That seems a little high. Would you take $75?"


Emily: "No."


Ben: "Okay, I accept. I'll buy the bike for $100."


This time, they have a contract. Bens remark was not an outright rejection, and he is not making a counteroffer since he does not say he will buy the bike for $75. He is merely engaging in a little negotiation, which has not affected Emilys offer. The offer was still open when Ben accepted.


Death, Incompetence, Destruction, and Illegality


If either offeror or offeree dies or loses his mental competency before the offer has been accepted, the offer terminates. Emily offers to sell her bike to Ben for $100. If either Emily or Ben now dies, the offer dies with them. But if Emily makes her offer, and then Ben accepts, and now Emily dies, note that they already had made a contract and it does not terminate.


The exception to this rule is if the offer was part of an option. So if Emily offers to sell her house to Ben for $100,000, and Ben paid her $75 for a thirty-day option, the offer will stay open for the thirty days even if either Emily or Ben dies. In that case, the estate of the dead person could perform instead.


If Emily offers to sell Ben her bike, but before he can accept, Emilys neighbor backs her SUV over the bike, rendering it into a twisted metal and rubber abstract sculpture, the offer terminates due to destruction of the subject matter.


If Sandra offers to sell Damian a carved ivory statue, and now the government outlaws the sale of ivory (to protect endangered elephants), the offer terminates due to illegality.


	


4.3
Acceptance




Acceptance of an offer is the clear manifestation of assent to the terms of the offer. For an acceptance to be valid, it must be (1) made by a person to whom the offer was made, (2) unequivocal, and (3) communicated to the offeror. The first requirement is simple: only a person to whom an offer was made may accept it. The following example will illustrate:


Example 4.16. Professor Smith, an attorney, offers to draft a will for anyone in his Business Law class for $25. Bill Jones, who is not a student in the class, overhears the offer while passing by the lecture hall and promptly walks to accept the offer. Bills acceptance is not valid since the professors offer was made only to students in his class and could be accepted only by them.


It also must be clear from the offerees words or actions that he intends to accept the offerors offer under the offerors terms. Under the common laws mirror image rule, which is still used for situations involving subject matter other than sales of goods, an acceptance was deemed valid only if it mirrored the offer exactly. A deviation constituted a counteroffer, which revoked the original offer. For example, Peter offers to paint Harrys house for $3,000, and Harry responds: "I accept. Use Benjamin Moore brand paint."


Since Peters offer said nothing about what type of paint he was willing to use, this is a counteroffer and they do not yet have a contract.


The mirror image rule has been modified by Article 2 of the Uniform Commercial Code in transactions involving the sale of goods. Under UCC Section 2-207, acceptance is valid even if it contains terms different from the original offer unless it is conditioned on the offeree accepting the additional terms. The additional terms in the acceptance are simply ignored and the contract is formed under the terms of the offerors offer.


Example 4.17. Peter offers to sell a painting of an Irish landscape that he did on vacation last year for $350.


Harry responds: "I accept. Put it in one of those pretty gilt frames."


Harry and Peter have a contract, and Harry is committed to buying the painting. But Peter does not have to put it in the gilt frame. But if Harry had instead responded to Peters offer by saying, "I accept as long as you put it in a gilt frame," there would be a counteroffer by Harry and thus no contract at this point. This is because Harry has explicitly tied his acceptance to Peters agreeing to the additional term. When conditional language such as "I accept as long as/but only if/contingent upon" is used in this way, the result is a counteroffer.


However, if both parties are merchants (individuals engaged in the business of buying and selling goods of the type involved in the contract), the additional terms in the acceptance become part of the contract unless:



	they are objected to within a reasonable time of receipt of the acceptance;

	the additional terms materially alter the contract; or

	the offer specifically limits acceptance to the stated terms.




Note that whether the statement is an acceptance or a counteroffer has not changed for the merchants; we are only dealing here with the terms of the contract. Consider these examples:


Example 4.18. Peter, of Peters Famous Art Gallery, offers to sell a certain painting for $350.


Harry, of Harrys Other Famous Art Gallery, responds: "I accept, as long as you deliver by Friday." There is no contract because Harry made a counteroffer.


Example 4.19. Peter makes the same offer. This time Harry says, "I accept. Deliver to my place Friday." They have a contract. Because they are both merchants, Peter must deliver to Harry as noted.


Example 4.20. Same as number 2 above, except Peter, who doesnt want to deliver, promptly calls Harry and says, "Thanks for buying the painting, but you have to pick it up." Because as the offeror he has objected within a reasonable time, the additional term about delivery is not part of the deal.


In transactions other than contracts for the sale of goods, the mirror image rule is still very much in force for both merchants and nonmerchants alike.


Communicating the Acceptance
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Email or phone calls can be valid methods for accepting, but only if the offer didnt specify other means!
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Suppose an offer has been made to you and you want to accept. You already know what to say (because you just read the section above). But how should you communicate this acceptance to the offeror?


If the offeror stated already how you are to accept, you must follow exactly the offerors instructions. For example:


Example 4.21. Carlos offers to sell you his acoustic guitar for $300, and adds that you should reply by e-mail.


Emily offers to sell you her bike for $100 and says she must receive your acceptance in writing by 3 p.m. Thursday.


Edmund offers to employ you as his butler for $10,000 per month, and states that to accept you must climb the Matterhorn and plant a red flag on the summit that says "I accept."


In all of these situations, the offeror has directed the means of acceptance. To contract for the guitar, you must e-mail Carlos. If you call him up, you will actually be making a counteroffer. If you attempt to accept Emilys offer by mailing an acceptance on Tuesday that she receives on Friday, that will be another counteroffer. And as for Edmund . . . well, get out your ice pick and make a reservation for Switzerland if you really want that job! Note that this is all up to the offeror; there is no requirement that he be reasonable. The offeror can make acceptance just as difficult, or silly, as he wishes.


Of course, in many situations, the offeror doesnt give any directions on how to accept. Jake offers to sell Calvin his business law book for $20, and thats all he says. The rule then is that the offeree can use any reasonable means of acceptance. In face-to-face transactions, acceptance is usually communicated verbally. As soon as assent is given, a contract is formed that obligates both parties to render whatever performance was promised.


Since a contract comes into existence as soon as the offerors offer is accepted by the offeree, problems can arise when parties are not dealing face to face when a contract is made. In such instances, the general rule is that an acceptance is binding at the time that it is sent. Therefore, leaving a voice message on an answering machine constitutes acceptance at the time that the message is recorded, not at the time that it is actually heard by the offeror. Likewise, sending an e-mail message or a telegram containing a valid acceptance results in a valid contract as soon as the messages are sent. Consider the following situation:


Example 4.22. Joan offers to sell Matilda a used television set for $100. Matilda writes Joan a letter in which she accepts the offer. She mails the letter at 5 p.m. The next morning, before the mail is delivered, Joan calls Matilda and tells her that she wishes to revoke the offer. May she do so?


This illustrates the mailbox rule, which states that as long as mail is a proper way to accept an offer, the acceptance takes effect and forms a binding contract as soon as a properly addressed and stamped envelope is mailed. Matildas acceptance was effective, and they have a contract, as soon as Matilda mailed her letter to Joan, and Joans attempted revocation is too late. This is true even though Joan has not yet received the acceptance. Even if the postal service loses the letter, there is still a contract as long as the letter was properly addressed and had the right postage.


This may seem unfair, but keep in mind that the offeror can easily protect himself by requiring as part of the offer that acceptance be made in a particular way or simply by stating that the acceptance is not effective until it is received.


Note that because other communications, such as revocations and rejections, are not effective until they are received by the other party, it is easy for matters to get confused. For example, Jin offers to sell Blackacre to Maurice for $100,000. Now assume the following take place in the order listed:


Jin changes his mind and mails a revocation.


Maurice decides he wants Blackacre and mails an acceptance.


Jin receives the acceptance.


Maurice receives the rejection.


Do they have a contract? Yes, because Jins mailing the revocation had no effect. The offer was still open when Maurice mailed his acceptance, which formed the contract. Perhaps the lesson for offerors is to make revocations by the fastest means possible!


	


4.4
Consideration




Once an offer and acceptance are established, the third element of a contract must be examined. A contract is a bargained-for exchange between the parties, and consideration is whatever is being exchanged. To put it yet another way, consideration is simply the price of the contract. Since consideration involves an exchange between parties, making a visual reference of a situation can be helpful. See figure 4.1 for an example.



Figure 4.1: Diagramming consideration

[image: An image showing Harry and Peter, with an arrow labeled "$3000" going from Harry to Peter, and and arrow labeled "paint house" going from Peter to Harry.]
Diagramming contracts is a good way to keep track of consideration issues. Harry has contracted here to pay $3,000; Peter has contracted to paint Harry's house.





Example 4.23. Norma offers to sell Leopold her stamp collection for $1,000. Leopold accepts. A valid contract is formed, the consideration for which is as follows: the $1,000 that Leopold must pay to Norma, and the stamp collection that Norma must turn over to Leopold.


Consideration can be either of the benefit form, as in the above case where Leopold gets the benefit of the stamp collection and Norma is entitled to the benefit of the money, or the detriment (also called forbearance) form, as when someone gives up something he has a legal right to do.


Example 4.24. Jenny accidentally hits Theo with her car. Jennys insurance company offers Theo $15,000 in compensation for his injuries, but in exchange he must sign a full release.


Here, the consideration to Theo is the promise to give him $15,000. If Theo accepts, his consideration to the insurance company is his giving up his right to sue based on the accident. Since Theo has a right to bring a lawsuit, his release is consideration to the insurance company, and they have a binding contract.


But if Jared, a business law student, threatens to sue Aaron on grounds that Aarons personality constitutes Intentional Infliction of Obnoxiousness, and only agrees to drop the case if Aaron will promise to pay him $500, Jareds forbearance from suing is not consideration. Jared did not in good faith believe he had a right to sue. So Aaron is not bound to pay the money.


It is important to focus on the idea that a contract involves an exchange to understand the concept of consideration. Suppose Maya, who is cleaning out her garage, says to Josh, "I offer you this bike." Josh replies, "Great! I accept." Maya then changes her mind and decides to sell the bike on Craigslist. Can Josh sue for breach successfully? Josh thinks there is an offer and acceptance, after all. But alas for his case, there is no consideration. While Maya did promise him the bike, he gave nothing in return. Thus Mayas promise is merely an unenforceable gift promise.


Courts generally are not concerned with whether consideration is of equal value, or whether the parties have made a good bargain. If you truly wish to sell your Mercedes for $10, you may do so! Sometimes nominal consideration such as this is used to turn what might otherwise be a gift into a contract, but as long as there is no fraud, duress, or undue influence, the contract is valid.


What Isnt Consideration?


To have a contract, we see that there generally must be consideration flowing in both directions. However, sometimes there are things that at first look seem to be consideration, but legally dont qualify. This category includes past consideration, preexisting legal duties, and illusory promises.


Also, note that some promises are simply too vague to qualify. If Darrel promises Jane a diamond ring in three months time, in exchange for her love and affection, there is no consideration. If your mother promises you $1,000 at the end of the semester if you will be a good boy/girl this term, it might sound like a unilateral offer to you, but in fact you will not be giving consideration. What Mom thinks is good may not be the same as what you consider being good!


Past Consideration


If a benefit has already been given, there is no present bargained-for exchange, and thus no consideration and no binding agreement. Consider the following:


Example 4.25. Helen, the owner of ABC Company, wishes to reward the loyal service of Matthew, an employee. She drafts an agreement that reads as follows: "In consideration of Matthews faithful service to ABC Company throughout the past thirty years, ABC Company hereby promises to pay to Matthew a yearly pension of $20,000 per year." Matthew accepts.


Example 4.26. Yin, grateful for Mark having saved his life, tells him: "In consideration of your bravery in rescuing me from the path of an oncoming truck, I promise to give you $50,000." Mark accepts.


In both of the above examples, past consideration is given and there is no contract. In reality, Helen and Yin want to make a gift to reward past service and gift promises are not enforceable. Matthews 30 years of faithful service are certainly valuable, as is Marks good deed. But there is no exchange involved in these situations, since the benefits from Matthew and Mark have already been given without any bargaining.
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In The Media: Allen Iverson: "The Answer" to the Question About When a Contract Is Made
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A friend suggested the nickname The Answer to Iverson, and later wanted to be compensated for its use.
Matt Slocum/Associated Press




Allen Iverson is one of the NBAs all-time greats. Playing most of his career with the Philadelphia 76ers, at barely six feet tall Iverson was an 11-time all-star, and a league MVP. Although Iverson is currently in bankruptcy, he earned $154 million playing basketballnot counting commercial endorsements. The money from those endorsements, however, was the source of a lawsuit filed against Iverson by his long-time mentor and father figure, Jamil Blackmon. According to the complaint, in July 1994 (while Iverson was still playing at Georgetown University, but in an NBA-styled summer basketball league), Blackmon suggested to Iverson that he use the nickname, "The Answer," meaning that Iverson would be the answer to all of the NBAs woes. Iverson liked this idea and later that day he promised to give Blackmon 25 percent of all the money Iverson might eventually make from the nickname. Upon being drafted by the 76ers, Iverson renewed his promise to Blackmon, even before signing an endorsement deal with the shoe company Reebok. Iverson repeated the promise about "The Answer" for years afterwards.


While "The Answer" may have been Iversons nickname, the question Blackmon found himself repeatedly asking was "Wheres my money?" In 2001, Blackmon sued Iverson for breach of contract and unjust enrichment. He lost, even on appeal. When looking at the nature of the alleged contract, however, we can see why. Iversons promise to Blackmon came after the nickname was offered, which means there was no consideration for Iversons promise to pay Blackmon 25 percent. And of course, past performance cannot constitute consideration for the creation of a contract. Blackmon even lost the unjust enrichment claim, which is grounded in doctrines of equity rather than pure contract law. Here, the appellate court ruled that since Blackmon offered the nickname without expectation of compensation, Iverson wasnt unjustly enriched by profiting from the marketing of "The Answer."


A promise to provide something in return for what another person has already done for you is not consideration for a contractual obligation. Contract promises are exchanges about future performance by both sides, not thank-you promises for benefits already received.


Source: Blackmon v. Iverson, 324 F. Supp. 2d 602 (E.D. Pa. 2003) http://scholar.google.com/scholar_case?case=16577460154069688056&hl=en&as_sdt=2&as_vis=1&oi=scholarr





Preexisting Duty


It is not consideration to do what one is already obligated to do. For example:


Example 4.27. Mara, a police officer, gives information that leads to the arrest of a bank robber. Mara attempts to claim the $10,000 reward the bank has offered.


Example 4.28. Al, a companys accountant, agrees to recheck the companys tax returns in exchange for a percentage of the tax savings he can realize for the company.


Neither Mara nor Al has given consideration to make a contract. They are already obligated to perform the duties for which they seek additional compensation: the police officer has a duty to the public to catch criminals, and the accountant has a preexisting duty to find the largest legal refund he can for his employer. Mara and Al are not giving anything new or different than they are already required to give.


Suppose Cathy contracts to build a house for Rita for $100,000. Halfway through the project, Cathy decides she isnt going to make enough profit and she refuses to finish unless Rita promises to pay her an additional $15,000. Rita, facing a half-done house, reluctantly agrees. Cathy finishes the house. Must Rita pay her? Generally the answer is no, because Cathy gave no new consideration. But if in exchange for Ritas promise, Cathy in turn promises to install a beautiful door knocker (worth an entire $25) that was not in the contract, that is consideration and Rita is bound to make the extra payment. It doesnt matter that this is nominal consideration; the law doesnt generally concern itself with whether the parties have made a good deal or whether consideration is of equal value.
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A firefighters job requires trying to put out fires, so if a homeowner offered "Ill give you a thousand dollars if you save my house," the promise would not be binding. The firefighter has a preexisting duty to fight fires, and so gave no consideration.
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However, if the contract involves goods, we get a different result under UCC Section 2-209. Keisha promises to sell ten office computers preloaded with certain software to Max for $4,500. Keisha now discovers that installing the software is taking more time than she thought, and she demands that Max promise in writing to pay her an extra $1,000. If Max acquiesces, he is bound. The UCC says that a good faith modification of an existing sales of goods contract needs no new consideration to be binding. Of course, Max could always refuse and threaten to sue Keisha on their original, binding contract if she fails to go through with the deal.


A common example where the preexisting duty rule comes into play is in the area of agreements modifying a preexisting debt. In general, a person who owes a debt to another cannot enter into an agreement to pay a lesser amount, since there is no consideration for the new agreement.


Example 4.29. Daniel owed Carla $50,000 that was due last June. Now, in November, he still hasnt paid anything and Carla is starting to think he never will. Daniel now proposes that in exchange for his paying $40,000 next week, Carla promise to take that sum as payment in full. Carla, feeling she may never see the money otherwise, agrees.


Can Carla collect the $40,000, then turn around and sue Daniel for the remaining $10,000 on the original debt? In most states, the answer is yes. She is not bound to her promise to accept the lesser sum as full payment, because she received no new consideration. Daniels payment of the $40,000 was just part of what he already owed: he had a preexisting legal duty to pay that money. The result could be different if there was a good faith dispute as to the amount actually owed, which is known as an unliquidated debt. If Daniel owed the money because he had bought 50,000 widgets from Carla and he claims that 20,000 of them were defective, and they agree to settle for $40,000, both parties are bound. Also, if the money is paid before it is due, or if it is accompanied by some new item of consideration, or if the settlement occurs in a bankruptcy proceeding, the creditors promise to accept a lesser amount as payment in full is generally binding.


Illusory Promises


In order for consideration to be valid, each party to an agreement must be obligated under the contract. There are situations in which both parties to a contract appear to be giving consideration, but, in fact someone is making an illusory promise and really not committing to do anything. For example:


Example 4.30. Wendy offers to sell Oscar "1,000 widgets at $1 per widget, delivery to be on or before June 1. Seller reserves the right to cancel at any time without penalty." Oscar accepts.


At first look, this appears to be a binding agreement because we seem to have an offer and acceptance and Oscar has promised to pay $1,000, which is consideration on his part. However, because Wendy included the right to cancel that is completely unrestricted, she has not committed to selling a single widget to Oscar. Basically Wendy has said she will sell Oscar the widgets if she feels like it.


As a result, if Oscar doesnt receive the widgets by June 1, he will be unable to sue Wendy for breach of contract. Wendys promise was illusory, or an illusion of a promise. Thus there was no consideration from Wendy to Oscar to support a contract.


Suppose XYZ Company promises to buy from ABC Oil Inc. "All the heating oil we want for the next year at a price of $2.75 per gallon." XYZ is making an illusory promise; only ABC is obligating itself to do anythingto provide XYZ with all the oil it wants at a set price of $2.75 per gallon. If prices drop and XYZ prefers to buy its oil from someone else, it is free to do so. If, on the other hand, oil prices increase, XYZ will be able to take advantage of its agreement with ABC and buy as much oil as it wants for the $2.75-per-gallon price.


But if the agreement were to read "In consideration of a $1,000 cash payment by XYZ to ABC, ABC promises to sell to XYZ all the oil it may want in the coming year to heat its business premises for $2.75 per gallon," there could be a valid contract. XYZ is now paying ABC a cash amount (valid consideration) for what amounts to an option contract where XYZ can buy any oil it needs during the coming year for a set price. The consideration given to ABC now is the $1,000 payment, and the consideration received by XYZ is the security of knowing that it will have a secure source of oil at a set price during the coming year despite fluctuations in the oil market.


Distinguishing Illusory Promises and Requirement Contracts


While promises to buy anything one wishes, chooses, desires, or wants are illusory, a promise to buy as much of a given item as one will need or require is valid consideration. Consider the following examples:


Example 4.31. ABC Company promises to buy from the XYZ Company "all the heating oil it needs next winter for $3.00 per gallon."


Example 4.32. Carl, a carpenter, promises to buy from Jans Hardware "all the hardware supplies he needs for his business during the next year at a discount of 25% off regular retail prices."



 Beyond the Book: Big Business Deal for British Entrepreneur
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Contracts: Capacity, Genuine Assent, the Statute of Frauds, and Illegality
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Learning Objectives

After studying this chapter, you will be able to:

 
	Distinguish between voidable, unenforceable, and void agreements.
 
	Explain the requirement of capacity and describe why a person might lack it.
 
	Describe mutual mistake, duress, undue influence, and fraud.
 
	List the types of contracts required to be in writing.
 
	Give examples of illegal agreements.
 

 





After determining that an offer and acceptance are valid, and that there is valid consideration, each party to the contract must have the capacity to enter into a binding contract and must give his or her genuine assent to enter into a binding agreement. To put it another way, the parties must fully understand that they are entering into a contract, and they must willingly enter into a contractual relationship with each other. To use a simple example, if Felipe holds a gun on Heather to persuade her to sell him her car, there may be offer, acceptance, and consideration, but the contract is defective due to lack of mutual assent. Heather was not truly agreeing to sell her car; she just wanted to avoid getting shot.

In this chapter we will examine a number of impediments that might invalidate what otherwise appear to be valid contracts. These include lack of capacity, defective assent issues (mutual mistake of material fact, duress, undue influence, fraud), illegality, and having an oral agreement in one of the few situations in which the law requires a writing.

But first, it's time for some more terminology!



5.1
Valid, Voidable, Unenforceable, and Void Agreements



A valid contract is one that meets all legal requirements. It's what people generally aim for when they seek to make a contract. Sometimes, though, it's not what they end up with.

A voidable contract results from lack of either capacity or genuine assent. Voidable means that at least one of the parties, and sometimes both, can get out of the contract without being liable for breach, generally because of some circumstance present when the contract was made. Contracts made by minors (people under a statutory age) are voidable at the option of the minor. Contracts made under duress or undue influence, or contracts that involve fraud by one party, are voidable at the option of the victim. However if the victim wishes to go through with the contract, he or she can hold the "bad guy" to the deal. Suppose that Heather, in the above example, discovers that Felipe actually contracted to pay more than market value for her old car. If she decides to forgive him for the whole gun thing and hold him to the contract rather than voiding it, she can. Lastly, a contract made when there was a mutual mistake of material fact is voidable at the option of either party.

A contract that is unenforceable is one that was legally required to be in writing and is not. A law called the statute of frauds (which is not the same as the fraud mentioned above) requires that five types of contracts be evidenced by writing.

Lastly, an agreement that is illegal is void, which generally means it will be given no legal effect.

Now that we understand the terminology, let's begin with a closer look at the voidable contracts, followed by an examination of unenforceable and void agreements.



5.2
Capacity



There are two separate issues that may arise with regard to contractual capacity: age and mental competency. First, let's look at age.


Capacity and Age: Minors


[image: An ice cream store employee hands an ice cream cone to a young boy.]

If the boy decides he doesn't like this flavor, can he get his money back? Once an offer is accepted, a contract has been formed, but the contracts of a minor are voidable.
Glow Images, Inc./Getty Images



Minors are people who have not reached the age of majority, which is set by statute in any given state. The most common age for majority is 18. By law, minors' contracts are voidable at the option of the minor, because minors have the right of disaffirmance. This means that a person can get out of the contract he or she made while a minor without being liable for breach. Why have such a rule? The theory is that minors, young and inexperienced, might be lured into making unfair and unnecessary contracts by older, sneaky types. Picture, if you will, a fast-talking, slick salesman persuading a teenager to buy a car on a complicated installment contract she is unlikely to understand!

Of course, the law could have chosen to just let minors void their unfair and unnecessary contracts. The problem with this type of rule is that it would be unpredictable and almost every case would go to trial on the question of fact of whether the contract was unfair. The general rule that minors can disaffirm at least has the advantage of being easy to apply and it gets rid of many conflicts before they go to trial.

Example 5.1. Mary, age 16, buys a used car from Dan for $3,000. She drives the car for six months, crashes it, has the wreck towed back to Dan's house, and shows up on his doorstep, demanding her money back.

Can Mary actually get away with this? Yes, she can. She is a minor and she has disaffirmed. When a minor disaffirms, she has the duty to return the consideration in whatever shape it's in. In exchange, in a majority of jurisdictions, the other party must return the minor's full consideration. So Dan must give Mary back her $3,000. The law even allows a person to disaffirm within a contract made while a minor within a reasonable time after attaining majority age.

Example 5.2. Michael, age 17, buys a car from Cathy for $2,000. A week later, he turns 18, the age of majority in that state. A few days later, he begins to have transmission trouble, goes to a garage, and is told it will cost $800 to repair the car. Michael decides to disaffirm instead.

How long is a reasonable time? This is a question of fact that depends on the individual case, but clearly in the example above Michael can disaffirm. It's been less than two weeks since he made the contract, and a few days since he came of age.

How does a minor disaffirm? By saying anything, or doing anything, that would indicate to a reasonable person that the minor does not intend to go through with the contract.

Example 5.3. Renaldo, a minor, buys a car from the local dealership, on an installment payment plan. He makes the down payment of $1,000 and has made three monthly payments when the car is stolen. Renaldo stops making payments to the dealer.

Renaldo's cessation of payments would indicate he does not intend to be bound to the contract, so this is an implied disaffirmance. He does not have a legal duty to return the car, because he does not have it.

What if Renaldo lied to the dealer about his age in order to get the car? The states have a variety of rules dealing with a minor's misrepresentation. Some still allow disaffirmance, some allow it under some circumstances, and some don't allow it at all. Also, states differ on whether the minor can be held liable for fraud in such situations.

If a person makes a contract while a minor, comes of age, and ratifies the contract, he or she is now bound. Once you ratify, you lose forever the right to disaffirm. Ratification can be either express or implied.

Example 5.4. Mary the minor buys that car from Dan. Then she turns 18. Now of majority age, Mary tells Dan she considers the contract to be binding. A week later, she changes her mind and wants to disaffirm. Mary cannot disaffirm, because she came of age and expressly ratified the contract.

Example 5.5. Renaldo the minor buys the car from Dealer. He turns 18. He makes a payment on the car. Now the car is stolen, and Renaldo wants to disaffirm. He cannot, because he has already ratified. He must continue to pay for the car.

The right of minors to disaffirm contracts can place a heavy burden on merchants who sell goods to minors on a regular basis. Yet most merchants are quite happy to deal with minors. The reason? It makes good business sense to bear the risk that a minor may disaffirm a contract, since only a very small percentage of minors ever do so. One way around this potential risk is to have an adult cosign any contract with a minor. If this is done, the adult contracting with a minor has a greater measure of protection, since she may recover the full price of the contract from the cosigner in the event that the minor decides to disaffirm the contract. It should also be noted here that only the minor has the right to  a contract entered into during minoritythe adult who contracts with a minor is fully bound by his contract. (If both parties to the contract are minors, then either may the contract at her option, but neither has any special rights of enforcement.) Likewise, a cosigner or guarantor of a contract entered into by a minor may not exercise the minor's right to disaffirm the contractonly the minor may do so.


Emancipated Minors


Sometimes a person who is still a minor may be treated legally as an adult. In some states, the minor may petition the court to have the power of disaffirmance legally removed.

Example 5.6. Mary Lou wins the Olympic gold medal for all-around gymnastics. She is a hot commodity for endorsement contracts, but no one wants to do business with her because she's a minor. Mary Lou petitions for and is granted emancipation. Now she can make binding contracts, so she signs to promote a soft drink for a fee of $1 million.


[image: Gymnast Mary Lou Retton performing a balance beam routine.]

Olympic gymnast Mary Lou Retton sought emancipation in order to take advantage of endorsement contracts. Because she was under the age of majority, companies did not want the risk of a voidable contract. Emancipation meant that Retton could no longer disaffirm her contracts.
Associated Press



In some states, if a minor is independent and self-supporting, the minor is considered to be emancipated and contracts are no longer voidable.

Example 5.7. John, a minor, works full time, is married, and has a baby. John has not spoken with his own parents for more than five years; neither has he received any support from them. In states that view independence as emancipation even without a court procedure, John's contracts are binding.

By statute in every state, there are some types of contracts that minors cannot disaffirm for public policy reasons. The typical examples are insurance contracts, contracts with financial institutions (which also issue most credit cards), and contracts made to fulfill a legal duty. For example, regardless of your age, if you are yourself a parent, you have a duty to supply necessities for a minor child. If you own real estate, you have a legal duty to pay the taxes on it. If you make a contract to carry out such a legal duty, it is binding even if you are a minor.

Example 5.8. Mary, age 15, has a baby. One night the baby gets very sick and Mary takes her to the emergency room of the hospital for treatment. Mary then refuses to pay the bill. Mary will be liable, because as a parent she had a duty to provide medical care for her child.


Contracts for Necessities


Another exception to the general rules for minors involves necessities purchased by the minor. A necessity can be defined as anything that a minor reasonably needs to live and covers such essential items as food, clothing, shelter, medical care, and credit in most states. Educational expenses are also treated as necessities in some states. While minors can disaffirm these contracts, they can still be held liable for the fair market value of the necessity.

Example 5.9. Michael, a minor, comes home from boarding school to find his family home locked up and deserted. None of his friends are around, so he goes to a hotel for a few nights. Michael will be held liable for the reasonable value of staying in the hotel, since shelter was a necessity for him and he had to provide it for himself.

What constitutes a necessity depends in part on the facts of each case. If a minor's parents are willing to provide him with housing, an apartment is not a necessity for the minor, even if he would prefer to have his own place. On the other hand, if the minor is an orphan and must provide his own housing, the apartment would be deemed a reasonable necessity. If a minor needs a job to help support herself and her family, and she cannot reach work without a car, the car is a necessity. But if she could have just as easily walked or ridden her bike to work, the car is not a necessity, and she would not be liable in quasi contract if she disaffirms the contract for the car.


Capacity and Mental Incompetence


 Beyond the Book: Did Jerry Garcia's Drug-Induced Haze Compromise His Contractual Capacity?

 Jerry Garcia of the band the Grateful Dead divorced his wife, Mountain Girl Garcia, and signed a settlement contract. Later, his third wife challenged Mountain Girl's settlement contract, claiming it was void because Jerry lacked capacity when he made the agreement. Click  here to watch a video on the outcome of the case.

 
	 Why does voluntary intoxication allow a person to avoid contracts?                 

	 After listening to the witnesses, do you agree or disagree with the judge's decision?





 



To have a valid contract, both parties, at the time the contract is made, must have sufficient mental competency to understand the nature and circumstances of the transaction. This does not necessarily mean they would understand every clause of legalese in a long, complicated written contract, but does require that they know basically what they are doing.

Example 5.10. Cassandra's landlord comes to her door to ask if she intends to renew her lease for another year. Cassandra, a paranoid schizophrenic who is not taking her meds, is suffering from complex hallucinations and thinks he is an alien asking her to sign a peace treaty on behalf of Planet Earth. Not wanting to be responsible for a war with aliens, Cassandra signs the new lease. Cassandra lacks capacity and can void the contract when she realizes what she has done.

If Cassandra had already been declared mentally incompetent by a court, her contract would be void rather than voidable.

The relevant time period for capacity is when the contract is made. The law generally presumes both parties to have capacity unless there is something in evidence that puts it in question. Then the burden is on the party who wants the contract to stand to show that the other really did understand what he was doing. People can lack capacity for a variety of reasons: mental illness, senility, even intoxication! (This is one of the few times in your life when being drunk is actually a legal excuse.) But the issue is not whether you are mentally ill, or too drunk to drive; the issue is whether because of your condition, you were unable to understand the contract.



5.3
Genuine Assent




Sometimes it appears that there is an agreement, but when we examine the circumstances more closely, we can see that one or both parties did not truly have a "meeting of the minds." Such defective assent makes a contract voidable. Let's take a closer look at the specific grounds for voiding a contract on this basis.


Mutual Mistake of Material Fact


 Beyond the Book: "The Bonnie Ships Peerless"

 Based on a classic case, this song illustrates what seemed to be an ironclad contract, for Seller to ship bales of cotton to the Buyer, on the ship called Peerless. Click  here  to watch the music lesson.

 
	 What led to the parties' mutual mistake of material fact in this case?      

	 Why does the law say that the contract will be voided? Is there any way to determine if the buyer or seller was right?





 



If both parties to a contract make a mistake about a material fact (something a reasonable person would consider in choosing to make the contract), either one can void the contract.

Example 5.11. If Jeremy contracts to sell his yacht to Keisha for $1 million, and unknown to either at the time the yacht has already sunk to the bottom of the slip where it was moored, the contract is voidable.

A classic case involving mutual mistake had a seller contracting to sell bales of cotton to a buyer. The contract seemed very specific, calling for the 125 bales of cotton to be shipped from Bombay, India, to Liverpool, England, on a ship called Peerless. How could there be a misunderstanding? It turns out there were two ships called Peerless, both carrying Surat cotton, both sailing from Bombay to Liverpool. One was scheduled to arrive in October, and the other in December. The buyer was thinking of the October ship, and when his cargo isn't on the Peerless, he sues for breach. But all along the seller had the December ship in mind. The parties never truly agreed on the terms, because of their factual mistake. Thus the contract is voided by the seller, and the buyer is out of luck.

Note that a mistake in value is not a mistake of fact. If you are simply ignorant of the subject matter, you are not making a mistake. If you buy a painting on eBay that is correctly identified as being by Juan Picasso, paying $5,000 for it because you did not know that the famous Picasso's name is Pablo, you will not be able to void the contract when you discover you can only resell the painting for about $500 instead of the millions you planned on getting. Enjoy your painting!

A unilateral mistake by one party to the contract generally will not void the agreement. If Bret offers to sell milk wholesale to Organic Grocery for $1.44 per gallon when he meant to type in $1.55 and Organic accepts his offer, Bret cannot get out of the contract. There is a possible exception if the other party knew or should have known about the mistake. For example, if Sam offers to sell his deluxe mansion in Beverly Hills for $50,000, it is quite obvious that some zeros were left out, and a court might let Sam avoid the contract.


Fraud


In addition to being a tort, fraud is also a way to avoid a contract. Review the elements in Chapter 2! We will add a few details here. For simplicity, since either party could be plaintiff or defendant in a contract fraud case, we will refer to the person committing the fraud as "Bad Guy" and the person seeking to void the contract as "Victim."

There are two basic types of contract fraud. The first is fraud in the execution, where Victim is deceived in such a way he does not even realize he's made a contract. For example, suppose Vic is asked by Bad Guy to sign a guest book, but there is a carbon sheet underneath that transfers Vic's signature to a contract to buy BG's car. The contract will be voidable at Vic's option: he could still buy the car if he wanted to.



[image: A Taiwanese woman walks below the Apple iPad logo and an enlarged version of the iPad.]

In February 2012, Proview Electronics Co. filed a lawsuit against Apple for intentional misrepresentation, fraud by concealment, fraudulent inducement, and unfair compensation. Apple purchased the "iPad" trademark from the Taiwanese company using a United Kingdombased proxy called "IP Application Development," which later turned the trademark over to Apple. The lawsuit was thrown out in May of that same year.
Dong Jinlin  Imaginechina/Associated Press




The second type of fraud is fraud in the inducement, where Vic knows he is making a contract but is deceived as to some aspect of the subject matter. The remainder of our examples deal with this type, which is far more common.

Note that while generally silence is not making a false statement and thus not fraud, if Bad Guy owed Victim a fiduciary duty (discussed previously), silence might be fraud. Another situation where silence can be fraudulent is when Bad Guy's original statement, though true at the time, ends up giving Victim a mistaken impression.

Example 5.12. Bad Guy tells Victim, who is considering buying BG's house, "According to the last inspection, there is no sign of termites." This is true, but before Vic makes an offer, BG discovers termites in the house. Because it was BG's statement that has given Vic the idea the house is termite free, BG is committing fraud by not giving Vic an update.

Silence can also be fraud if there is active concealment of information; in other words, if Bad Buy is doing something to cover up a material fact.

Example 5.13. Bad Guy's house has a bad fire. Rather than make real repairs, BG takes the insurance money and makes cosmetic repairs, painting over the smoke damage, installing some new sheetrock, but not replacing burnt out support beams. Vic buys the house, and two weeks later falls through the living room ceiling when a beam collapses. Vic can void the contract and get his money back, or sue for damages to repair the house properly.

The final situation where silence can be fraud is where the information is unusual, something Victim would not normally check out, and Bad Guy is aware it could be a deal-breaker.

Example 5.14. Bad Guy's house has no usable water source. The well is contaminated with industrial pollutants, and the house is too far from the center of town to connect with a water main. BG "forgets" to tell Vic this fun fact about the house. When Vic discovers the problem, he will have a good case against BG for fraud.

Keep in mind that predictions and opinions are generally not statements of fact, and therefore not fraudulent. If another student tells you to sign up for Business Law because it's dead easy and you later decide it's actually a really hard class, you cannot sue, because that is an opinion. If your advisor tells you "Business Law is the greatest class in the whole world! A life-changing experience! Fantastic!" this is called puffery, and is not a basis for fraud. If your stockbroker tells you, "This one will be a winner," and the stock you buy tanks, your broker was merely making a prediction, and this is not fraud.

In addition to an intentional misrepresentation of a material fact, made with intent to deceive, remember that Vic must also show he reasonably relied on BG's statement. In a contract case, to prove the final element of damage, Vic does not have to have an economic loss to avoid the contract. His damage is that the deal he thought he was getting is not the one he wound up with!

Remember, fraud is intentional. Sometimes negligent or innocent misrepresentation may affect the legal status of a contract, but the rules differ from state to state.


Duress


Duress occurs when one party (shall we keep calling him Bad Guy?) uses wrongful coercion to get the other (yes, Victim) to make a contract. For example, BG shows Vic a gun/threatens to beat him up/burn his house down/beat up his girlfriend/file criminal charges against Vic, in order to get Vic to pay $10,000 for BG's car. All of these threats are unlawful coercion and would be duress, allowing Vic to void the contract (once he feels safe!). If BG threatens Vic with a civil lawsuit, that is perfectly lawful and Vic cannot void the bargain. That is an example of what lawyers call "tactics"; in other words, do what I want or I'll sue you.


Undue Influence


The concept of undue influence is difficult to define but easy to recognize, since it almost always is going to involve one of two fact patterns: (1) the parties have a fiduciary relationship, or (2) one party is highly dependent on another due to illness, age, infirmity, etc. In these situations the dominant person is seeking to take advantage of the weaker person. For example, suppose Mabel is an elderly woman who is a shut-in, unable to leave her condo. Her neighbor David gets her groceries, picks up her prescription medications, and does her yard work. Now David suggests that Mabel sell him the condo for 40 percent under market value. He does not have to threaten her; Mabel knows she will be in a desperate situation if he stops helping her. David has a perfect right to stop helping, but he cannot use Mabel's dependence on him to get a benefit for himself in this fashion.



5.4
Unenforceable Contracts and the Statute of Frauds




Most oral contracts are valid and enforceable. If Juan offers in a phone conversation to sell Kaylie his scooter for $400 and Kaylie accepts, the contract is binding. Of course, it is usually easier to prove a contract that the parties put into a written form, and it is definitely recommended if the contract involves anything much at stake! Also, the process of drafting a written agreement will often help the parties to think more specifically about the transaction and may minimize the chances of a misunderstanding. Nonetheless, the law typically requires a written document in only five types of contracts, namely those involving:



	A promise to pay the debt of another;

	A promise that by its terms cannot be performed within one year of the date the contract was made;

	A promise in consideration of marriage;

	A promise for sale of goods with a price of $500 or more; and

	A contract creating an interest in real estate.



The reason for the writing requirement in these situations goes back to the original statute of frauds, passed by the English Parliament in 1677. The law was concerned with fraud on the courts, rather than the tort of fraud such as we examined in Chapter 2. In other words, the authorities were concerned that people were suing for breach of contract and lying in court about having an oral agreement. It seemed as though whoever could bribe the most witnesses would win the case! The English legislature decided that in cases where it was difficult to understand why a person would have promised something (for example, why would you want to pay someone else's debt?) or where the stakes were high (such as the sale of land), the law should require that the parties put their agreement in writing, or it would be unenforceable.

Note that unenforceable simply means that if one party refuses to go through with the deal, the other cannot sue successfully for breach. In many situations the parties will go ahead and perform the oral contract. Once they have performed, it no longer matters that the contract was oral when it should have been written. These contracts are not voidable.

One tricky thing about the statute of frauds is that with regard to each type of contract, there are exceptions. In other words, there may be situations where even though the contract was supposed to be in writing, the oral contract can still be enforced. But the exceptions are different for the different types of contracts!
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In the Media: "MAN SIZED KLEENEX" and Other Interesting Requests in Celebrity Performance Contracts





[image: A bowl containing no brown candies sits on a table in a hotel room.]

The band Van Halen requested no brown M&Ms be included backstage, possibly to see if the concert promoter had read the fine print of the contract.
Jack Wolf/PR Newswire/Associated Press




Just because a contract isn't covered by the statute of frauds doesn't mean that it shouldn't be in writing, particularly when one party to the contract has many performance obligations. Consider a music group's contract with the venue where it will be performing. Often called a "backstage rider," this contract includes the personal and often idiosyncratic desires of the group for wherever it is to perform. The greatest band in history, The Beatles, had simple tastes. Their backstage accommodations included "four cots, mirrors, an ice cooler, portable TV set and clean towels." And they asked for two limousines, which meant they shared rides.


But times have changed. For Paul McCartney's 2002 rider, he demanded a stretch limousine without leather seats (due to his vegan lifestyle), and made sure that "There will be no meat, or meat by-products allowed to be served in the dressing room . . . or within the backstage area." (But his "24 large bars of Ivory Soap" seems an odd demand, since Ivory has animal fats in it.) Meat-loving rocker Ted Nugent's 2002 rider included that he be provided one box of "MAN SIZED KLEENEX." Katy Perry's 45-page rider for her 2011 world tour requires both a dressing room and a "Glam Room." In the dressing room, Perry's contract requires the following flower arrangement: "White and purple hydrangeas, pink & white roses and peonies. OR if the above is not available selection of seasonal white flowers to include white orchidsABSOLUTELY NO CARNATIONS." Carrot Top, the flame-haired prop comedian, has a dessert prohibition for his dressing room: "Please no Carrot CakeIt's Still Not Funny!"

Perhaps the most famous demand of all time was the Van Halen 1982 concert rider insisting that the band's backstage supply of M&Ms have "ABSOLUTELY NO BROWN ONES." The curiosity over the band's candy discrimination was satisfied in 2012 when lead singer David Lee Roth said the ban was simply a way to tell if each concert promoter was actually reading the fine print in the contract. If there were no brown M&Ms in the bowl, then the stage was likely set up according to the rider's specifications.

Even where a contract is not required to be in writing for Statute of Fraud purposes, a contract may be put in writing. In fact, when considering the purposes behind the statute of frauds, it is advisable to reduce to writingand signaturesas many contracts as is practicable.

Sources: www.thesmokinggun.com

http://www.npr.org/blogs/therecord/2012/02/14/146880432/the-truth-about-van-halen-and-those-brown-m-ms




A Promise to Pay the Debt of Another


A contract whereby one person promises to answer for the debt of another must be evidenced by a signed writing in order to be enforceable. This section of the statute of frauds applies to agreements guaranteeing payment, also known as secondary promises, such as the following:

Example 5.15. Janet promises Sam, a car dealer, "If you will sell this car to my son Eric, if he doesn't pay you, I will pay whatever balance is due." Janet is guaranteeing Eric will pay. Eric has the primary obligation; Janet's promise is secondary. The key language is the "if he doesn't pay you" phrase. If Sam sells Eric the car and Eric defaults on the payments, Sam will only be able to hold Janet to her promise if he has it in a writing signed by Janet.

It is important to distinguish a contract to answer for the debt of another from a contract entered into for another's benefit; only the former need be in writing.

Example 5.16. Jenna promises Roman, "If you'll deliver this bicycle to my son Aaron in time for his birthday, I'll pay you the full price of $400 next Thursday." This agreement need not be in writing since it is not a contract to answer for the debt of anotherJenna is the buyer in this agreement, and the debt created is her own, not Aaron's.

One type of promise to pay the debt of another arises when the executor of an estate promises personally to pay debts of the deceased. If, for example, Edward, an executor, agrees to pay for funeral expenses out of his own funds, rather than from estate funds, the contract would have to be in writing and signed by him in order to be enforceable.

A general exception to the statute of frauds is when the party trying to avoid performing makes an admission that he or she did indeed make that promise. For this exception to apply, the admission must be in pleadings, or in testimony under oath. Suppose in the example above, Sam sues Janet to make good on her oral promise, and on the witness stand, Janet says, "Well, we did have that conversation, but there's nothing in writing so it doesn't count." Janet, who should have taken business law, is now bound to her promise.

An exception unique to the promise to pay the debt of another is where the promisor's primary motive is to secure a benefit for himself, rather than the person getting the benefit. For example, suppose Janet is wholly dependent on her son Eric for transportation, and the only reason he is purchasing this car is to drive her around, since Eric has a motorcycle for his personal use. In that situation, it is not difficult to understand why Janet would guarantee Eric's debt, and the law will enforce Janet's oral promise.


A Promise That by Its Terms Cannot Be Performed Within One Year of the Date the Contract Is Made


If ABC Co. offers to employ Ahmad for three years at a salary of $100,000 per year, this contract must be in writing to be enforced, because obviously Ahmad cannot work for three years within a year of accepting ABC's offer. Likewise, if on February 3, 2011, State University offers to employ Professor Wu to teach business law for one academic year (nine months) beginning on September 1, and Professor Wu accepts on February 8, 2011, the contract must be in writing because Professor Wu will not have performed until May of 2012.

Note that we decide if a contract can be performed within a year simply by looking at whether it is hypothetically possible to complete the performance within that time frame. For example, under the traditional rule, if Angela Attorney promises to handle any and all legal matters for the BCA Corporation for the rest of her life in exchange for a yearly retainer of $100,000, her promise need not be in writing. This is because it is hypothetically possible that Angela could go to work for BCA, work six months, and die. In that case, she would have worked the rest of her (regrettably short) life. This is true even if Angela is 29 years old and is likely to live at least another 50 years. It is true even if Angela in fact lives and works for BCA for ten or fifty years!

Some states, however, have become uneasy with oral lifetime contracts and now require them to be in writing.


A Promise in Consideration of Marriage


The most common type of agreements that come under this section of states' statutes of frauds are prenuptial agreements in which parties agree as a precondition to marriage how assets will be distributed in case the marriage ends in divorce. The following examples would both need to be in writing and signed by the promisor to be enforceable:

Example 5.17. Ben Billionaire and Greta Gorgeous sign a prenuptial agreement whereby Greta will receive a lump sum of $1,000,000 if the marriage ends in divorce regardless of who sues for divorce and will not be entitled to any other compensation, including alimony or other distribution of marital assets.

Example 5.18. John promises to employ Dana as a vice president for advertising if she will marry his son, Harold.


Each of the above promises may be enforced if made in writing and signed by the promisor. However, it should be noted that many states have special statutes governing prenuptial agreements, which may have other limits and requirements in addition to the writing provision.


Contracts for the Sale of Goods With a Price of $500 or More


Article 2 of the Uniform Commercial Code (UCC) contains a statute of frauds (§2-201(1)) that requires any contract involving the sale of goods for a price of $500 or more to be evidenced by a signed writing in order to be enforceable. Goods can be defined as tangible personal property that is capable of being moved and includes pets and other domestic animals. Consider the following examples:



	Charles agrees to sell his butterfly collection to Sandra for $600.

	Harry agrees to sell his motorcycle to Jessica for $500.

	Mark agrees to sell his piano to Robin for $2,900.

	Kim agrees to sell her horse to Bret for $1,000.



Each of the above examples involves the sale of goods for a price of $500 or more that must be evidenced by a signed writing in order to be enforceable. An important exception exists for specially manufactured or custom-made goods. Contracts for such goods are enforceable even without a writing regardless of their price, provided that the goods are not readily saleable in the manufacturer's regular course of business and that the manufacturer has taken some steps to begin manufacturing the special-order goods.

Example 5.19. John orders 25 shirts for his son's baseball team from Peter's Printers Inc. for a total price of $500. The shirts are to be printed with the team's name, the Pittsfield Pioneers, and their logo, a covered wagon atop a pitcher's mound. If Peter either makes a substantial beginning on the order (such as printing up ten shirts) or makes a substantial commitment to get the goods (such as contracting to buy special fabric that John wanted for the shirts), the contract is enforceable despite being oral.

Under the UCC, there is also an exception that applies only to a contract between two merchants, known as the confirming memo exception. If ABC Co. orders 100 boxes of copier paper from Wood Inc., at a price of $10 per box, clearly the contract falls within the statute of frauds and ordinarily if the order was placed via phone, the contract would be unenforceable. But if, after that telephone conversation, Wood sends ABC an invoice that states the material terms, and ABC fails to object within ten days, the oral contract combined with the confirming memorandum makes the contract enforceable.


Contracts Creating an Interest in Real Estate
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A contract for sale of a house must be in writing under the statute of frauds.
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A contract that creates an interest in land must be evidenced by a signed writing in order to be enforceable.

Example 5.20. In a telephone conversation, Lucas agrees to sell Juan his house for $200,000. Later Lucas changes his mind and refuses to sell. Juan cannot enforce the contract.

Of course, in this example, if it was Juan who changed his mind, Lucas could not enforce the contract either.

That a contract concerns real estate in and of itself does not mean that it must be in writing; only contracts that create an interest in realty fall within this section of the statute of frauds. A contract to lease an apartment for a period of less than one year, for example, need not be in writing in order to be enforceable; although a lease obviously concerns itself with real estate, it does not create an ownership interest in realty, and therefore need not be in writing to be enforceable. If the lease runs for one year or more, however, it does need to be in writingnot because it transfers an interest in real estate, but because it is a contract that cannot be performed within one year and is covered by the statute of frauds for that reason as previously discussed.

Common examples of contracts that must be in writing because they are deemed to create an interest in realty include the following:



	Contracts for the sale of real estate

	Express easements, or right-of-ways across another's land

	Contracts transferring mineral rights

	Contracts transferring air rights

	Mortgages



The above will be covered in detail in the chapter on real estate.


Requirements of the Writing Under the Statute of Frauds


Suppose a contract falls within the statute of frauds and thus must be in writing. The next question is, what must this writing contain? The necessary components are that it must identify the parties, the subject matter, and the material terms of the contract, and have the signature of the party to be charged. Note that both signatures are not necessary; only that of the person now attempting to avoid going through with the contract is required. Furthermore, the legal definition of a signature is simply marks made by persons to signify themselves: initials, for example, will qualify.

For example, Lucas contracts orally to sell Juan his house for $250,000. Lucas then sends Juan a letter: "Dear Juan, this is to confirm our deal for sale of my house at $250,000, closing to be within 60 days. Best, Lucas." If Lucas now refuses to sell, Juan has the necessary writing to enforce the contract. But if Juan backs out, Lucas has nothing signed by Juan, and the deal is unenforceable.



5.5
Illegality




An agreement may be considered illegal if it would



	violate a statute;

	result in commission of a tort; or

	violate public policy.




The first two are quite easy to identify. Some common examples of agreements that violate statutes would be usurious loan agreements and gambling arrangements. Usury statutes set the permissible amount of interest that can be charged on a loan or credit transaction. If a creditor charges a higher amount, the agreement is void for illegality.

At least some types of gambling are illegal in most states. For example, in a jurisdiction that allows only state-sponsored lotteries and charity bingo, you could not sue to enforce your status as winner of the office Super Bowl pool.

An example of the second type of illegality occurs when the contract subject matter might not be illegal, but the circumstances are such that performing the contract will result in a tort.

Example 5.21. Lena hires Dan to sink a well on what Dan believes is her property. When Dan discovers that in fact the location Lena specified is on her neighbor Kai's property, Dan refuses to perform. Lena cannot sue Dan for breach, because their agreement would have resulted in a trespass on Kai's real estate.

Agreements that violate public policy can be more difficult to determine. For example, an agreement not to compete can be either a lawful contract or void as against public policy. Such clauses, sometimes called restrictive covenants, can serve a valid purpose. If ABC Company hires Sarah and gives her specialized training and supervision for six months, ABC has made an investment in Sarah. If Sarah quits after six months and takes her newfound skills to a competitor of ABC, it seems unfair, and ABC has the right to prevent this by putting noncompetition clauses in their employment contracts. But the key is that these restrictions must be reasonable, because the employee also has a valid interest to protectthat of earning a living!

Example 5.22. ABC hires and trains Sarah, under a contract that specifies if Sarah leaves ABC, she cannot work in the same industry in the state of Wisconsin for five years.

The law will typically scrutinize both time and geographic limit. This contract appears to be overly broad. Forbidding her from working in an entire state and for such a long period will seriously impact Sarah's ability to work. Some jurisdictions will invalidate the contract completely, leaving Sarah free to set up shop next door to ABC and compete directly with them, tomorrow! Others take a "blue pencil" approach, and rewrite the clause and enforce it as a reasonable restriction, such as barring Sarah from competing in the Milwaukee metro area where ABC is located, for one year.

Another example of a contract clause that is sometimes void against public policy is an exculpatory clause, which says that one party will not be liable, even if he is negligent. These clauses will not be enforced if the situation involves deliberate misconduct, gross negligence, or a public duty.
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Frittelli's Doughnuts and Coffee, the famous designer doughnut shop in Beverly Hills, California, sued its landlord for damages after it went out of business. Frittelli's claimed that the landlord's 2008 renovation of the storefront caused a decrease in sales and destroyed the company. Due to an exculpatory clause in the lease which stated the landlord would not be liable for injury to the tenant's business or any loss of income or profit, the landlord was protected in the lawsuit.
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Sometimes a contract is so unfair to one party that it is said to be unconscionable and void as against public policy. This generally comes up only in cases where there is disparate bargaining power; that is where one party is not able to bargain for better terms. These types of contracts will be examined in more detail in the unit on the UCC.

Generally, an illegal bargain will be void. There may be an exception if the illegal part can logically be severed from the legal portion, or if voiding the contract would result in a protected party being injured. For example, if Acme Insurance is not licensed to do business in Rhode Island but nonetheless issues a homeowner's policy to Fred, who lives there, Acme will not escape liability on the policy when Fred's house burns down by claiming it was void for illegality.


Contract Interpretation and the Parol Evidence Rule


Before we leave this chapter, there is one more rule that must be mentioned. Although it does not relate to the legal status of a contract in terms of voidability and the like, the parol evidence rule as a practical matter often determines what the parties' obligations are under a contract. The rule states that if the parties have a written contract, then other evidenceeither written or oralthat arose either before or at about the same time the written contract was made, that varies from what is stated in the written contract, cannot be admitted into evidence.

Example 5.23. Ashley has found a great apartment to rent, and is on the verge of signing a one-year lease when she notices a clause that says "No pets are permitted." Ashley stops and tells the landlord that she can't rent there after all, because she has a cat, Fluffy. The landlord tells her that he doesn't mind if she brings her cat. Happy once more, Ashley signs the lease. She and Fluffy move in and pay their rent on time, but three months later the landlord serves Ashley with an eviction notice, because she is violating the lease by having a cat.

Poor Ashley! Even if she had a dozen witnesses, the landlord's statement could not come into court, and she would be stuck with the written lease that clearly says no pets. This is the parol evidence rule in action. The moral of the story is clear: Before you sign that written contract, make sure it has everything you need it to contain!

There are some exceptions to the parol evidence rule, where extrinsic evidence may be allowed. These include situations involving fraud, duress, undue influence, or mutual mistake of material fact, as well as those where a precondition to the contract was not met, where the contract itself is ambiguous, or where a subsequent modification is involved.



5.6
Chapter Summary



Once we know how a contract is formed, it is necessary to understand how different circumstances can affect the legal status of the contract. Contractual capacity issues, whether relating to a person's age or mental competence, may make a contract voidable or even void. Even when an offer and acceptance are present, if the situation involves fraud, duress, undue influence, or a mutual mistake of the same material fact, the contract is nonetheless voidable. While oral contracts are generally perfectly legal, a few types of contracts must be in writing to be enforceable.

Some of these circumstances may be beyond our control, but others can be anticipated and avoided. Whether making a contract that is personal or on behalf of a business, the wise person will try to anticipate all the things that might go wrong, and contract in such a way as to minimize the impact, should the worst-case scenario materialize.
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Focus on Ethics



This chapter raises many issues concerning things are legal but may or may not be ethical. Consider the rules on minors' contracts. What if Mathew, a minor, buys Stephanie's car for $7,000 and then enters it in a demolition derby? The law permits Mathew, under the majority rule, to then disaffirm the contract and get back his money for the now-wrecked car. Is Mathew behaving ethically? Is this a situation of "seller beware" rather than caveat emptor/buyer beware?

Suppose Ron organizes the office betting pool on the Super Bowl, collecting money from everyone, including you, to constitute the prize. After you are found to have picked the winning team and point spread, Ron tells you he's sorry, but he can't pay you because he just discovered gambling is illegal. Is Ron acting ethically? If you turn him in to the police for running an illegal gambling ring, are you acting ethically or simply getting revenge?

There may also be situations where an act is ethical but not legal. The classic example involves the woman who is too poor to buy food for her starving children, and so she steals a loaf of bread. Clearly the theft is illegal, but most would say not unethical, since the children going hungry is a greater evil than the baker's loss of one loaf. But the baker has a right to press charges against the woman. Is he acting unethically in doing so?






Case Study: Lamle v. Mattel, Inc.
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Lamle sued Mattel, the world's largest toy company, in 1997 for breach of contract.
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 394 F.3d 1355 (Fed. Cir. 2005)


Facts: Lamle invented and patented a board game called Farook. From May 1996 to October 1997, Lamle and Mattel, Inc. engaged in negotiations regarding the licensing of Farook by Mattel for distribution outside the United States. The parties reached an oral agreement at a meeting on June 11, 1997, which covered the terms of a license, including a three-year term, the geographic scope, the schedule for payment, and the percentage royalty.


Mattel asked Lamle to "draft a formal document memorializing" this agreement and "promised [that] it would sign a formal, written contract before January 1, 1998" (Pl.App. at 59). Mattel employee Mike Bucher subsequently sent Lamle an e-mail entitled "Farook Deal" on June 26 that substantially repeated the terms agreed to at the June 11 meeting. The salutation "Best regards Mike Bucher" appeared at the end of the e-mail. On August 13, Mattel sent Lamle a fax indicating it was waiting for the written document. Lamle sent the requested written contract on August 19. However, Mattel decided it did not want to license Farook after all. Lamle sued for breach of contract.

Issue: Did the contract fall within the California statute of frauds? If so, can the writing requirement be satisfied by the Bucher e-mail?

Discussion: The court emphasized that it was not deciding whether the parties had the actual intent to contract or were still engaged in preliminary negotiations. But because the trial court had ruled for Mattel as a matter of law, dismissing the case in part because any such contract would have to be in writing, the appeals court examined whether the fax could satisfy California's statute of frauds. It noted that whether or not the terms in the e-mail constituted all the material terms was likewise a question of fact for trial.

However, whether the e-mail met the signature requirement was a question of law. The party to be charged was Mattel, and the June 26 e-mail was written by Bucher, an employee of Mattel, and his name appeared at the end of the e-mail, which concludes with "Best regards Mike Bucher." Mattel did not dispute that Bucher had the authority to represent the company. The California Supreme Court had not decided whether electronic signatures satisfied the statute, but it had noted that other states had relaxed the signature requirement considerably to accommodate various forms of electronic communication. California law also provided that typed names at the end of telegrams were adequate as signatures. The court concluded that there was no meaningful difference between telegrams and an e-mail, and found that the Bucher signature could satisfy the statute of frauds requirements. The court remanded the case for trial on the remaining questions of fact.

Holding: The contract is clearly within the statute of frauds, and thus a writing is required. The fax could legally meet the requirements.

Questions for Discussion


	Why would this contract need to be in writing? Which one of the five types is it?

	Why did the court decline to decide whether a contract existed between Lamle and Mattel?

	Do you think the court's finding, that the e-mail could satisfy the writing requirement, makes sense? Why or why not?






Case Study: Sherman v. Burton





165 Mich. 293 (Mich. 1911)

Facts: Burton injured his knee while riding on the Detroit United Railroad Company, and sought medical treatment from Sherman, a physician. At the urging of Dr. Sherman, the two men made a written contract that said Burton would pay Sherman one-third of any damages that Burton would receive from his lawsuit against the Detroit United Railway Company. If the sum recovered was $2,000 or more, Burton would also pay Sherman an additional $90. According to Burton, Sherman told him that Burton's knee was "bad" and may contain tuberculosis (yes, tuberculosis). Sherman also mentioned his influence with the Detroit Railway Company, which Sherman said would pay Burton "many thousands of dollars right away." Sherman never mentioned the unique payment agreement to Burton until the time Sherman asked that it be signed. Burton received an $1,800 settlement and paid Sherman $290 for his services. Burton claimed that he and Sherman finally agreed "to destroy the agreement," and that the amount Burton paid to Sherman constituted a full settlement between them. Sherman filed a lawsuit against Burton to collect the remaining $310 under the agreement. The circuit judge ruled in favor of Burton on the ground that the agreement was against public policy, and Sherman appealed.

Issues: Was this contingency fee contract between a doctor and his patient enforceable?

Discussion: The appellate court concluded that the contract was unenforceable because it violated public policy. The court stated that a "contract must be measured by its tendency, and not merely by what was done to carry it out." At the time of the contract, Sherman and Burton were contemplating Burton's lawsuit against the railway company, and the payment for Sherman's services was proportionate to any award Burton would get. In order to win money at trial, an expert witness like Dr. Sherman would be critical and the two men were considering that Sherman would testify at the trial. Sherman's direct interest in the case provided him with a strong motive for misrepresentation and exaggeration to the jury. The appellate court concluded that "a temptation to swell the damages" would likely affect Sherman's testimony and be "inimical to the pure administration of justice," even though Sherman never testified.

Holding: The judgment of the circuit court is affirmed.


Questions for Discussion


	What were the terms of the agreement between Sherman and Burton?

	Why do you think Sherman succeeded in convincing Burton to sign the agreement?

	Why did the appellate court rule against Sherman, if Burton wasn't forced to sign a contract whose terms were clear?

	If a lawyer can have a contingency agreement to take one-third of a jury's verdict or of a settlement with a defendant, then why can't a doctor?






Critical Thinking Questions



	Why do you think the law allows people to avoid liability on their agreements under rules like the statute of frauds and the parol evidence rule?

	Why is it that mutual mistake and duress both allow a contract to be voided, when duress clearly involves wrongful behavior and mistake doesn't?




Hypothetical Case Problems

Case 1. Olivia and Brad are on a nature hike when Olivia suddenly bends down and picks up a sparkly stone. Neither has any idea what the stone might be. Brad offers to buy it from Olivia for $20, and Olivia accepts. The sparkly stone turns out to be a rough diamond worth about $5,000.


	If Olivia wants to keep the stone, what will she argue? Is a court likely to agree with her?

	If instead both Brad and Olivia were geology majors who believed the stone to be a particularly nice chunk of quartz, would the outcome be different?



Case 2. Michelle is an 80-year-old widow who is going senile. Antoine, her neighbor, thinking Michelle probably can't manage living alone much longer, offers to buy her house for $80,000. Michelle is confused and has mistaken Antoine for her nephew Douglas, who manages her bills for her. Michelle thinks he is talking about paying the property taxes, and so she signs the contract Antoine has prepared, believing it to be a property tax document. When Douglas discovers what happened, he tells Antoine that Michelle will not be selling him the house.


	What will Michelle and/or her family argue to get out of the contract?

	Would this contract be valid, voidable, unenforceable, or void? Explain.

	If Douglas had already had Michelle declared mentally incompetent, would your answer change? Why or why not?




Case 3. Robert crashes his car into one driven by Tanya. Shortly after the accident, Robert's father William comes along. Robert assures Tanya that he will pay for the damage, but Tanya seems reluctant to accept this. William, who wants Robert to learn about responsibility but doesn't want his son to be sued, tells Tanya that if Robert does not pay her within two weeks of the repairs being made to her car, William will pay her instead.


	Does this agreement fall within the statute of frauds so that it is required to be in writing? Why or why not?

	Would it be different if William promised Tanya, "If you won't sue my son, I'll pay for the damage to your car" instead? Explain.




Case 4. Robert offers to sell his car to Sarah, telling her it has never been in an accident (which, as we all know from the previous question, it has!). Sarah has the car examined by her usual mechanic, who tells her that the car has had considerable body work. Nonetheless, Sarah still thinks the car is a good deal, so she accepts Robert's offer. Two weeks later she finds the same type of car for sale on Craigslist for less than she paid Robert. Can Sarah return the car and get her money back, based on fraud? Explain.



Key Terms

Click on each key term to see the definition.






capacity 

Required mental state to make a valid contract.


disaffirmance 

The ability of a minor to avoid a contract without liability for breach.



duress 

Wrongful coercion that overcomes another person's free will.



emancipation 

Legal adulthood.



exculpatory clause 

A clause in a contract exempting a party from liability. Sometimes violates public policy and is void.



parol evidence rule 

Where the parties to a contract have expressed their agreement in a writing, with the intent that the writing embody the full and final expression of their bargain, any other evidence, either written or oral, which arose prior to or contemporaneously with the making of the writing, is inadmissible to vary the terms of the writing. The parol evidence rule does not apply in cases of defective assent.



undue influence 

Abuse of position of power or trust in order to gain a benefit for oneself at the other's expense.



unenforceable 

A contract that may be legally performed by the parties, but if one chooses not to perform, the other will have no remedy for breach.



valid contract 

A contract that satisfies all legal requirements.



void contract 

An agreement that will not be given legal effect.



voidable contract 

An agreement that one or both parties can avoid without being liable for breach. A completed contract can be voided after the fact.
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Chapter 6
 
Third Parties, Performance and Discharge of Contracts, and Remedies
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Learning Objectives

After studying this chapter, you will be able to:

 
	Describe how third parties acquire rights and duties on a contract.

	Distinguish between assignments and third-party beneficiary contracts.

	Describe what contractual duties may be assigned and delegated.

	Describe the different ways a contract may be discharged.

	Define the different types of damages.

	Explain when specific performance would be available as a remedy.
 

 





In this chapter we will examine several distinct concepts. First, we will look at the role of third parties in contracts. Up to this point, we have been largely concerned with only the two people who made the contract. However, sometimes outsiders who were not a part of the contract may acquire the right to the contract's benefits, or a duty to perform the contract. The topics of third-party beneficiaries, assignments, and delegations deal with these matters.

Second, we will look at the various situations that arise after a valid contract has been made that may result in discharge of the contract. A discharge means that one or both of the contracting parties is excused from performance and/or liability on the contract.

Lastly, we will look at the remedies available in the event there is a breach of contract.



6.1
Third Parties



When considering the role of third parties, we must initially determine if we are focusing on the rights or responsibilities of the contract. If the focus is on the rights or benefits, the ways in which a third party might acquire those are if the outsider is an intended third-party beneficiary or if there has been an assignment of the contract by one of the original contracting parties. An assignment is the transfer of benefits or rights under a contract to a third party. If instead the focus is on whether a third party has a duty to perform on the contract, the issue is whether one of the contracting parties has delegated to the outsider.

If, for example, John agrees to paint Mary's house for $1,000, Mary's rights under the contract would include having her house painted (in a reasonable manner), and John's rights under the contract would include being paid $1,000 for his labor. If John had, under the original terms of the contract, specified that he wished Mary to pay the $1,000 to Julio, Julio would be an intended third-party beneficiary. Mary would legally be obligated to pay him, and if she did not, it is Julio who would have the right to sue for breach.

If, on the other hand, John and Mary make that same contract, and two weeks later John transfers the right to the money to Julio, this is an assignment. Again, Mary is obligated to pay Julio, and if she fails, Julio has the right to sue her, not John. It is important to remember that an assignment is only the transfer of a right, not a duty. In other words, John still has to paint Mary's house.

If John gets Melissa to paint Mary's house instead of doing it himself, that is a delegation of the contract (see Figure 6.1).



Figure 6.1: Delegation of contractual duty

[image: An image showing a house that is contracted to be painted, Mary, John, and Melissa. Mary is the obligee, and there is an arrow labeled "$" going from her to John, and and arrow labeled "paint" going from John to Mary. John, the delegator, doesn't feel like painting, and an arrow goes from him to Melissa, the delegatee, who says she will do it.]
John and Mary are the original contracting parties. John can delegate the contractual duty to Melissa, but he will remain liable on the contract to Mary.







Now, let's examine the different third-party situations in more detail.


Third-Party Beneficiaries


A third party must be an intended beneficiary of the contract in order to acquire enforceable rights. This means that the original contracting parties intended for the third person to benefit from their contract; it is at least part of the reason they made the contract.

Example 6.1. Peter contracts to paint Harry's house, and specifies that he wants the payment to go to Ann, his girlfriend. Obviously, Peter intends for this contract to benefit Ann.

Example 6.2. James takes out an insurance policy with Acme Insurance Co., providing that in exchange for James paying monthly premiums, Acme will pay a benefit of $100,000 to James's wife Francesca when James dies. The main purpose of the contract is to provide security for the wife.

So, both Ann and Francesca are intended beneficiaries. If Harry doesn't pay Ann, or if the insurance company doesn't pay Francesca, the third-party beneficiaries have the right to sue Harry and Acme for breach.

However, Ann and Francesca are what the law terms donee beneficiaries, who are getting the benefit essentially as a gift. Peter had no legal obligation to pay Ann money, and James has no legal obligation to insure his life for his wife's benefit. Donee beneficiaries cannot prevent the parties from modifying the contract. Thus if James decided to cash in the policy, Francesca would be unable to prevent it.


Another type of intended third-party beneficiary is a creditor beneficiary. Suppose James is in the process of buying a house, and he is getting a mortgage from Bigger Bank. Bigger Bank requires James, as a condition of getting a thirty-year mortgage, to also get an insurance policy that provides that if James dies without paying off the mortgage, the insurance proceeds will go to Bigger to pay the balance of James's loan. As a creditor beneficiary, Bigger Bank can not only sue Acme if the insurance company breaches, but Bigger can also prevent Acme and James from making any changes to the policy without Bigger's consent.

While intended beneficiaries have rights on the contract, incidental beneficiaries do not. For example, suppose James dies and the insurance company refuses to pay Francesca. However, Francesca is so grieved at James's death, she isn't thinking about lawsuits; she's crying a lot and drinking heavily. But Francesca's son from her first marriage, Brady, who is unemployed and has moved back in with his mom, is furious about the insurance money. He wants to sue Acme for breach, reasoning that if the household got $100,000, they could afford premium cable, which would be a big benefit to him. But clearly James had no intent to benefit Brady with the insurance policy, or James would have named him a beneficiary. Thus Brady only incidentally benefits, and has no rights on the contract.

Consider the following:

Example 6.3. The Bright Boutique contracts with Renovators, Inc. for a $500,000 remodel on Bright's Main Street location. Before Renovators begins the project, Bright suffers a sharp downturn in business and announces that the renovation is canceled. Antique Shoppe, which has the location next to Bright, is very disappointed, since Bright's renovation would have resulted in Antique's property value increasing. Could Antique sue successfully to enforce the contract?

The answer is clearly no. Antique Shoppe is an incidental beneficiary with no rights. Only Renovators, Inc. would have the ability to enforce the contract.

One tricky issue with third-party beneficiaries arises in the context of public service contracts. Members of the public are generally held to not be intended beneficiaries, for public policy reasons. For example, if the city of New York has a contract with Transit Union for Transit to supply bus and subway service, and Transit breaches by going on strike, can the several million people who had to take taxis while the strike was on sue Transit for breach? The law generally says no, because to allow the public here to be intended third parties would mean that the courts could potentially be clogged up with this one type of lawsuit, and also the cost of defending could bankrupt Transit, which potentially once again leaves the city without bus and subway service! Thus as a matter of public policy, only the city of New York can sue Transit for breach.


Assignments


An assignment occurs when after the contract is made, one of the parties transfers rights to a third person.

Example 6.4. Peter contracts to paint Harry's house for $3,000. Then Peter assigns the contract to Ann. Peter is called the assignor, Ann is the assignee, and Harry the obligor, because he is obligated to give the benefit of the $3,000 now to Ann (see Figure 6.2).



Figure 6.2: Assignment of a contract
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In the original contract, Harry has agreed to pay Peter $3,000 and in exchange Peter has agreed to paint Harry's house. Then Peter assigns the right to the money to Ann.





Contract rights can generally be assigned, unless it would materially affect the obligor's obligation. Paying money to one person is really no different than paying it to another, so Harry is obligated to pay Ann whether he likes it or not. But if Harry had attempted to assign the contract to Melissa, the assignment would be invalid. Harry's benefit on the contract is to have his house painted, and painting Melissa's house, which is in a different location, is materially different than painting Harry's house. Note that in this last example, Peter is now the obligor. If he refuses to paint Melissa's house, he will not be liable for breach.

Of course, even if an assignment is valid, the obligor must have notice of it before he knows to perform for the assignee. For example, if Peter assigns to Ann but no one tells Harry, and when Harry's house is painted he sends the check to Peter, Harry is not liable to Ann. Ann's only recourse might be against Peter. This is because when an assignor makes an assignment, the assignor is also automatically making certain warranties to the assignee.

Example 6.5. Preston's Plumbing Co. had a contract with Industrial Manufacturing Inc. to install new employee restrooms in Industrial's factory. Industrial has not made the final $10,000 payment due on the contract. Preston doesn't have either the time or the inclination for a lawsuit, so he assigns the debt to Community Credit, a collection agency, for consideration of $5,000.

Preston, as an assignor, is guaranteeing to Community that the debt is genuine, that it is not subject to any undisclosed restrictions, and that he, Preston, will not do anything to impair its value. If, for example, Preston forgot to tell Community that he had committed a partial breach by using the wrong plumbing fixtures, and that as a result Industrial has a valid claim that the full $10,000 is not what they owe, Community might be able to sue Preston for breach of warranty.

Note that even if the contract states it cannot be assigned, it often can be, as long as the obligor's burden has not materially changed.

Example 6.6. Patrick's Insurance Agency has a five-year lease with Lateesha Landlord. The lease states it cannot be assigned without the landlord's consent. In the third year of the contract, Patrick wants to sell his agency and assign the balance of the lease to the buyer, Alexsei. Since the assignment results in the same business renting the same space on exactly the same terms, the lease can be assigned, even if Lateesha doesn't like it. Her burden or obligations have not changed in any significant way by simply having a different owner of the business paying the rent and occupying the space.

However, while an assignor can assign the benefits, he cannot transfer the liability on the contract to the assignee! This is why it is so easy to assign contracts. In the example above, if the rent does not get paid or damage is done to the premises, Lateesha can still sue Patrick.


Delegations


Figure 6.3: Delegation of a contractual duty

[image: An image showing the delecagion of a contractual duty. Harry is the obligee, and there is an arrow labeled "$" going from him to Peter, the delegator, and an arrow labeled "paint job" going back from Peter to Harry. Peter has a broken leg, and an arrow labeled "duty" points from him to Paul, the delegatee. An arrow labeled "paint house" points from Paul to Harry.]
Harry and Peter are the original parties to the contract, but now Peter has delegated the painting of the house to his brother, Paul. If Paul paints the house the wrong color, Peter will still be liable to Harry. If Paul did not receive consideration for painting the house, he has no liability to either Peter or Harry.




A delegation is the transfer of the duties on a contract. Suppose Peter Painter has contracted to paint Harry Homeowner's house for $3,000. One week before he is due to start painting the house, Peter falls off a ladder and breaks both his legs. He is unable to perform for Harry. Luckily for Peter, his brother Paul offers to step in and paint the house.

In this situation, Peter is the delegator, Paul is called the delegatee, and Harry is the obligee, because he is entitled to have the duty performed for him (see Figure 6.3).





Most duties can be delegated without the obligee's consent, unless the nature of performance is personal. This is partly because the liability is not delegated. Consider the following example:

Example 6.7. Peter contracts to paint Harry's house for $3,000. The house is to be painted beige. Peter delegates to Paul. Paul paints the house pink.

Peter is liable to Harry. Basically, the delegator remains liable unless the obligee gives him a release of some type. Note that even if Harry agrees expressly to the delegation, that does not mean Harry is releasing Peter from liability.

What of Paul, the delegatee? Does he have any liability for the pink house? The answer is no, unless he received consideration for undertaking the delegation. In that case, Paul is actually breaching a contract with Peter, and since Harry was an intended beneficiary of that contract, either Peter or Harry could sue.

Example 6.8. Peter contracts to paint Harry's house, then he pays Paul $1,500 to do the work for him. Paul paints the house the wrong color. Because Paul received consideration, if Harry sues Peter, Peter could sue Paul. If Harry chooses, he could bypass Peter and sue Paul as a third-party beneficiary of the Peter-Paul contract.

If Peter were to simultaneously assign and delegate the contract with Harry to Paul, the assignment portion serves as consideration for Paul's undertaking the delegation.

However, if the duty is of a personal nature, or if the obligee was relying on individualized qualities of the delegator, the delegation would be invalid.

Example 6.9. Peter contracts to paint Harry's portrait for $3,000. Peter now realizes he's taken on too many commissions, and he delegates to Paul, who is also an excellent artist.

Harry need not accept performance from Paul, since he was relying on Peter's personal style as an artist. Of course, if Harry chooses, he could consent to the delegation, in which case Harry is actually forming a new contract.

Example 6.10. Stephen contracts with Angela Attorney for representation in his upcoming trial. Although Angela can delegate research and drafting of documents to her law clerks working under her supervision, she cannot delegate the court appearance to another lawyer.

In the above example, the representation is nondelegable because Stephen is relying on Angela's individual reputation and skills, as well as the fact that the attorney-client relationship is one of special trust.



6.2
Performance and Discharge of Contracts




When we speak of discharge, we refer to that point when a party to a contract is no longer liable for breach. Often this occurs simply because the parties have performed the contractthat is, they have done everything they were supposed to do. But there are many other circumstances that may lead to a discharge, which we shall examine in this section.


Discharge by Condition


Concurrent conditions are often implied in bilateral contracts. What is meant by this term is that each party has a duty to perform, and the duties are mutually dependent. For example, if Sam contracts to sell his bike to Ben for $100, Sam's duty to deliver the bike is conditioned upon Ben's tendering the money, and vice versa. If Sam's bike is stolen, Ben is discharged from his duty to pay. If Ben cannot come up with the money, Sam is discharged from his duty to give Ben the bike.

A condition precedent would generally be expressly stated in a contract, as it requires completion of some event before a party becomes liable on the contract. For example, if Sam is selling Ben his house for $100,000, and the contract says it is contingent upon buyer's obtaining financing, it means that if the condition is unfulfilled and Ben cannot obtain a mortgage, Ben is discharged from his obligation to buy the house.

A condition subsequent works the opposite way: the parties are presumed liable unless the condition is fulfilled. If the condition takes place, there is a discharge. For example, Tanya signs a one-year lease to rent an apartment from Larry Landlord. Because Tanya's employer has told her she may soon be transferred out of state, Tanya negotiates for there to be a condition subsequent in the lease. This clause reads that the lease is for one year, unless the tenant is transferred out of state, in which case she is only liable for 30 days' notice. If Tanya never does get transferred, she will remain liable for the entire year because the condition subsequent was not fulfilled.

Conditions of satisfaction are relatively rare, and need to be expressly agreed upon. If Peter contracts to paint Harry's portrait to Harry's personal satisfaction, and Harry in good faith really does not like the portrait, Harry is dischargedthat is, he does not have to buy the portrait. The law uses a subjective test to judge satisfaction here, because the performance involves personal taste. If Peter contracted to paint Harry's house white, to Harry's personal satisfaction, the law would use an objective standard, and if a reasonable person would be satisfied with the paint job, Harry would not be discharged.


Discharge by Performance


 Beyond the Book: Substantial Performance

 Click  here to watch to the doctrine of substantial performance described in a musical lesson.

 
	 How did the contractor breach the contract?

	 How would the contractor argue he substantially performed the contract? How would the college argue there was a material breach?  

	 If you were the judge, how would you decide the case? Why?




 



If Peter contracts to paint Harry's house for $3,000, completes the work, and is paid for it by Harry, obviously the contract is discharged. On the other hand, if Peter was supposed to paint the house beige and he paints it pink instead, Harry is discharged by Peter's material breach, and does not have to pay for the pink house.

But what if Peter paints almost all of the house the correct color, but doesn't finish two window frames on the first floor? Could Harry successfully claim he is still discharged by Peter's breach? Probably not. Luckily for Peter, the doctrine of substantial performance would likely apply here. This means that if Peter can show he substantially performed the contract in good faith, he should be able to collect the contract price minus the actual cost of damage from the breach. Looking at the whole contract, the breach here is quite minor. Harry can deduct the cost of having those two window frames painted, but he will have to pay Peter the rest of the $3,000.


Timeliness



[image: Aerial view of a shipping yard adjacent to a city.]

Businesses must ensure that shipments are made as contractually specified so as not to breach contract.
 Getty Images/Comstock/Thinkstock




Suppose William contracts to sell Victoria
1,000 pillows for her new hotel, to be delivered by June 1, but the pillows don't arrive until June 3. Is Victoria discharged, or must she still accept and pay for the pillows? The general rule is that if the late performance is still commercially reasonable, Victoria is not discharged. Absent special circumstances, the two-day delay is probably not very significant, and Victoria must accept and pay for the pillows.

But if the contract also includes the phrase, "time is of the essence," the law generally finds that any lateness is a material breach. Thus Victoria would be excused from the pillow contract if the contract had this phrase.


Anticipatory Breach


Suppose William, in the above situation, instead called Victoria on May 15 and informed her that he could not deliver the pillows on time. This is called an anticipatory breach or repudiation of the contract. The law treats an anticipatory breach the same as an actual, present breach, so Victoria now has three options: (1) she can tell William she is holding him to the deal, see if he delivers on time, and if not, sue him then; (2) sue him now, on May 15; or (3) simply buy the pillows from another supplier. Victoria should, however, inform William of her choice so as to avoid confusion.

Note that this doctrine does not apply to debts. If you tell the bank you're terribly sorry, but you don't think you'll have the money for that student loan payment next month, the bank cannot charge you a late fee now. The bank must wait until you are actually delinquent with the payment.


Impossibility of Performance


If, after the parties have made the contract, a reasonably unforeseeable event occurs that makes it objectively impossibe to perform the contract, the contract is discharged. This means that it must be impossible for anyone, not just the contracting party, to perform.

Example 6.11. Simon contracts to sell his original Picasso painting to Bianca for $10 million. The painting is destroyed in a house fire. Simon is discharged and will not be liable to Bianca.

Example 6.12. Finley contracts to sell 100 bushels of corn to Bryan. Finley's corn crop is destroyed by an unusually violent storm. Finley is not discharged, because someone else could deliver 100 bushels of corn, so there is no objective impossibility.

Contracts for personal services are generally discharged by death of either party, while contracts for goods or real estate are not. For example, if Peter contracts to paint Harry's portrait, and either one of them dies before the portrait is painted, the contract is discharged. But if Peter contracts to sell Harry his house, the contract can still be performed by the estate, if one of them dies, and so it is not discharged.

Illegality obviously discharges a contract, since the law would not punish someone for obeying it! If Gina contracts to employ Oliver as manager of her casino, and then the state outlaws gambling, Oliver is out of a job.


Commercial Impracticability



[image: Search and rescue team members sift through the wreckage of a building.]

When an earthquake or other catastrophic event occurs, it is likely that any number of contracts may be discharged due to impossibility of performance.
hxdbzxy/iStock/Thinkstock




What if the unforeseen event simply makes it more difficult to perform? Whether the contract is discharged is mainly a question of degree. For example, if Omega Oil Company contracts to supply Alpha Airlines with jet fuel at a set price for the next two years, and then the price of fuel goes up 35 percent, is Omega discharged? The answer is no. Changes in market price are usually foreseeable, and the reason a company such as Alpha wants to make a two-year contract is to lock in their costs for that period of time.

But sometimes the costs and difficulty are extreme, and the unforeseen event is something more drastic. Consider the following:

Example 6.13. Albert contracts with Natasha to excavate a foundation for a new home on his land for $1,000. Both Natasha and Albert assume that his land consists of sandy soil, as is common in his area. In fact, Albert's land contains only two feet of sandy topsoil over several hundred feet of solid rock. In order to excavate the foundation to the agreed-upon depth of ten feet, Natasha would have to blast through solid rock at an expense to her of tens of thousands of dollars. Since the cost involved in completing this contract is much greater than anticipated by both parties, and since the unusual geology in the land was not foreseeable at the time that the contract was entered into, this contract would be discharged as commercially impracticable by many courts.

The elements of unforeseeability of the special circumstances and unreasonable expense are crucial to a case in which one of the parties is seeking to have the contract discharged for commercial impracticability. Merely that the contract will be more costly than anticipated is not enough; nor will extreme cost be the basis for discharging a contract where the parties could have found out the special circumstances through a reasonable inspection.


Frustration of Purpose


There are instances in which an unforeseeable event takes place after parties enter into a valid contract but before performance is rendered (e.g., while the contract is still executory) that destroys the purpose of the contract. Under such circumstances, the parties are able to perform, but performance would be pointless and wasteful. Under such circumstances, the courts may discharge a contract for frustration of purpose.

Example 6.14. Juan pays Jacob $500 to paint his car, and makes an appointment to take the car to his shop three days later. The next day, a severe storm causes a tree to fall on Juan's car, causing damage far in excess of the car's market value. The contract is discharged, since its purpose has been frustrated by an unforeseen intervening event (the damage caused by the storm). Jacob could still paint the car, and may even wish to do so; but to allow this contract to be carried out would be wasteful and unreasonable.

Example 6.15. Julia contracts to rent Paul's balcony, which overlooks the planned parade route for the upcoming royal wedding procession of Prince Boris and Lady Sophia, for $500. Unfortunately, the wedding is called off when Lady Sophia discovers Prince Boris's infidelities. Julia's contract with Paul is discharged due to frustration. She can still rent the balcony, but it would be silly to do so now!


Discharge by New Agreement


A contract is an agreement, and the parties are free to agree to do something else if they wish to. For example, sometimes the parties simply agree they do not want to go through with the deal. This is a rescission, or cancellation, of the contract. Sometimes they might agree to change the consideration, which is an accord and satisfaction.

Example 6.16. Commercial Realty (CR) is a company that owns and rents to others commercial property. CR has contracted to rent the property at 100 Elm Street to Bright Boutique on a five-year lease. Now CR decides it would really like to sell 100 Elm, and so it offers Bright another property, 66 Oak Avenue, at a reduced rent. Bright agrees, and moves into the Oak Avenue property. The previous lease is discharged.

Suppose in the previous situation, CR instead offered Bright $1,000 in consideration if Bright would simply let CR out of the Elm Street lease, and Bright accepts. This illustrates a valid release, which discharges the previous contract. Or if Bright wanted to get out of the lease and found Antiques Unlimited as a substitute tenant for CR, and CR agreed to accept Antiques and only look to Antiques to perform the lease, this new agreement would discharge Bright and is called a novation, an agreement to release one party from a contract and instead look to a third party.


Discharge by Operation of Law


There are some things that, if they happen, have the effect of discharging a contract. For example, some debts are discharged through the debtor's bankruptcy proceeding. Any contract obligation may be discharged if the statute of limitations, which is the time period for filing a lawsuit on the transaction, has expired. Lastly, if a party alters a legal document, such as changing the amount due on a check, that person forfeits any rights he had under the document.



6.3
Remedies for Breach






[image: Image of a bomb overlaid with the American flag and the caption "Democracy is best taught by example, not by war."]

In 2004, this billboard design was rejected by Clear Channel Communications, which stated that their contract with the antiwar group Project Billboard allowed them to reject it on grounds that it was contrary to public morals (because of the 9/11 attacks in New York City). Project Billboard disagreed that the sign violated the contract. The lawsuit was settled when both parties agreed to substitute a dove, the symbol of peace, for the bomb.
Project Billboard/Associated Press




Whenever a promisor who is under an absolute duty to perform fails to render the promised performance, a breach occurs. The available remedies for breach of contract depend on the nature of the breach. Generally, when the breach by the promisor is a minor one that does not go to the heart of the contract, the promisee is under an obligation to honor her end of the bargain, but has the ability to sue for damages. If the breach by the promisor is a major one, the promisee's duties under the contract are discharged, and she may also be able to sue for damages.

There are basically two types of remedies available to a party who suffers a breach of contract: damages and specific performance. Damages include various types of money awards meant to compensate the injured party for monetary losses suffered as a result of the breaching party's failure to perform, or for his imperfect performance. Specific performance, on the other hand, is not a monetary award, but rather an order by the court compelling the breaching party to actually honor the terms of his contract by rendering the promised performance. Specific performance is only awarded in exceptional cases where money damages would not properly compensate the victim of a breach. The specific remedies are examined in greater detail below.


Damages


An award of compensatory damages is the most commonly available remedy to the victim of a breach. It is a money award meant to place the nonbreaching party in the same condition he would have been in had the breaching party performed as agreed. Compensatory damages include the cost of curing the breaching party's defective performance, as well as the cost of any damages suffered by the nonbreaching party that were caused directly by the breach and should have been foreseeable to the breaching party. The following example will illustrate:

Example 6.17. Makeesha contracts with Darren to renovate her club. The agreement calls for Darren to finish the work within 30 days of the contract signing. At the end of the 30-day period, Darren has not finished the work and can give no assurance as to when he will be able to complete it. Makeesha is unable to open the club on time and must pay $5,000 to The Screaming Knees, a new group she'd contracted to play at the club's previously scheduled reopening day. She can also prove that she will lose $2,000 per day in lost profits based on her profits prior to the renovation, and had to pay $7,000 to Jane's Contracting Co. to finish the work. (Jane's was the lowest price estimate from three contractors who provided written estimates to complete the work.)

Makeesha's compensatory damages in the above example include the cost of having the new contractor finish the work, as well as all other foreseeable expenses that resulted directly from the breach and were caused by it, including the $5,000 payment to The Screaming Knees and the total amount of the loss of profits.




[image: ]

In the Media: Second Chance for a Last Dance: How Much Is a Missed Wedding Photo Worth?




[image: Newlyweds pose for a wedding photographer by a lake.]

Todd Remis sued his wedding photographer for breach of contract because the photographer failed to take pictures of the last dance and bouquet toss.
iStockphoto/Thinkstock



You may have thought a divorce was expensive (and you would be right), but a wedding, on average, is more costly. According to Livestrong.com (2012), the average cost of a contested divorce is around $15,000, while a 2011 Reuters.com article reports that the average cost of a wedding is $27,021and that doesn't include the honeymoon. The most expensive city in which to get married is New York, where it costs on average $65,824 to tie the knot.

Based on these numbers, it may not be surprising that a disgruntled New Yorker sued his wedding photographer for breach of contract because the photographer allegedly failed to take pictures of the last dance and the bouquet toss. Filed in 2009 by Todd Remis of Manhattan against H&H Photographers, the lawsuit sought not just $4,100 in damages for the original cost of the photographer's services but the whole $48,000 to recreate the wedding and have another photographer take the pictures. Whether a refund of the entire contract price is a fair measure of compensatory damages, or whether consequential damages include recreating a wedding, or whether a wedding is unique enough to qualify as the remedy specific performance, may be moot points because Mr. Remis's bride, Milena Grzibovska, had left him and filed for divorce in 2008. In fact, not only would recreating a wedding with one's ex-wife be difficult, finding Milena would have been more trying, because she has since returned to her native Latvia and is incognito. Furthermore, the Grzibovska-Remis wedding took place in 2003. Having just fit his suit within the statute of limitations for breach of contract, Remis finds himself opposite Curt Fried, the 87-year-old co-founder of H&H Photographers, who in 1939 fled Nazi-occupied Vienna as a 15-year-old boy and was then drafted in the United States Army during World War II, where he learned photography. Much of the lawsuit was dismissed in 2011, including Remis's claims for intentional infliction of emotional damage, but the basic breach of contract claim was allowed to go forward. According to the New York Times, Mr. Fried and his son Dan, who runs the business, have spent $50,000 in legal fees.


Compensatory damages are intended to provide the nonbreaching party a monetary value of what he or she expected to receive under the contract. Specific performance is only awarded in exceptional cases where money damages would not properly compensate the victim of a breach. In this case, the first question to answer is whether there was a breach of contract, and the second and much larger question is whether any reasonable remedy is available, in light of the change in the plaintiff's circumstances since the contract was allegedly breached.


Sources: http://www.nytimes.com/2011/11/03/nyregion/suit-against-photographer-seeks-re-creation-of-wedding-after-divorce.html?_r=1

http://www.cnn.com/2011/11/04/justice/new-york-wedding-photographer/





Liquidated damages are those that are spelled out in advance in the contract. For example, since a tenant's not moving out in timely fashion can be a real headache for a landlord, sometimes a lease provides that the tenant will owe a certain sum for each day he holds over. As long as the amount seems reasonable, courts will usually uphold the liquidated damages clause.

Nominal damages are a very small amount, such as $1, awarded when the plaintiff has proven a breach but does not seem to have any economic loss. Punitive damages are only awarded in contracts cases in situations involving intentional and egregious breaches. The purpose of punitive damages is to incentivize the defendant and others in a similar position to not act this way in the future, as well as to punish this defendant for the present behavior.

Example 6.18. Ralph, famous consumer rights attorney, bought a reserved seat for a specific flight on Alpha Airlines. Alpha never disclosed that they were overbooking (selling more seats than were on the flight). When Ralph checked in for the flight, Alpha said there was no more room on the plane. Ralph sued, and won. Because Alpha had placed him on another flight that left only 40 minutes later, he was awarded just $1 in nominal damages, since he didn't seem to have suffered economic harm. However, because the court felt that Alpha was acting fraudulently with this nondisclosure practice, and because the court felt that Alpha and other airlines needed to be more honest in their dealings with consumers, Ralph was also awarded $1 million in punitive damages.


Specific Performance


 Beyond the Book: Specific Performance Specified

  Click  here to watch a video explanation of specific performance as a remedy.

 
	 Suppose a contract for the sale of a 1955 Ford Thunderbird convertible in "mint" condition is breached by the seller, who now refuses to sell. How rare does an item have to be in order for specific performance to be a remedy? Research these cars online. Do you think they are rare and unique enough that the seller should be forced to sell the car for the contract price, or will damages be enough to compensate the buyer? 

	 Real estate is always unique, but is specific performance always the best remedy? Would you award it for a contract where the house is one of many in a subdivision? Where the contract was for crop land? What factors would you consider if you were the judge in such a case?




 



There are instances in which money damages are simply not sufficient compensation in an action for breach of contract. In such situations, a court has the power to force the breaching party to actually perform the contract as promised. For a party to successfully seek specific performance as a remedy, she must show that the following circumstances exist:



	The subject matter of the contract is unique, and a replacement is not readily obtainable;

	Money damages would not properly compensate the nonbreaching party for her loss.



Contracts for which courts typically award specific performance include real estate and contracts involving the sale of art, antiques, and other rare commodities that are unique or very difficult to replace. No two pieces of real estate are the same, even though they may be of similar value and location, and the same holds true for artwork, rare coins, rare stamps, antiques, and similar articles. Personal service contracts, however, are not subject to specific performance, even though they are unique by their very nature. Courts will simply not force anyone to work for another against her will; only money damages are available to nonbreaching parties in such circumstances. Consider the following examples:

Example 6.19. Rosario, an artist, contracts to sell one of her paintings to Carl for $5,000. She then changes her mind. Carl can seek specific performance, since the painting is unique and money damages will not adequately compensate him for his loss.

Example 6.20. Rosario contracts to paint Carl's portrait for $5,000. She then changes her mind. Specific performance is unavailable as a remedy to Carl since a court will not force Rosario to paint the portrait against her will. His only remedy is compensatory damages; he can recover from Rosario the difference between the contract price and what he will have to pay another artist of similar skill to Rosario to paint his portrait. In the event that another artist whose skills equal or surpass Rosario's is willing to paint his portrait for the same or a lower price, the remedy awarded by a court may simply be nominal damages.

Specific performance is an equitable remedy (a remedy available only at the discretion of a court and one that a plaintiff is not entitled to as a matter of law). A court will generally only grant an equitable remedy when the legal remedies (e.g., compensatory damages) will not sufficiently compensate the plaintiff. When unique items of very high value are involved, a court may at its discretion also issue an injunction (a court order) preventing the defendant from selling or moving the property that is the subject matter of the lawsuit pending a final resolution of the case. Like specific performance, injunctive relief is also an equitable remedy that a plaintiff may seek in appropriate actions.


Election of Remedies


There are circumstances in which the aggrieved party in a breach of contract action has more than one remedy available. When that is the case, the victim of the breach of contract must select the remedy that he wants the court to award. Depending on the subject matter of the contract and the state involved, a person may have the option of asking for alternative remedies, such as asking for specific performance and compensatory damages in the alternative, or he may have to make a final binding selection as to which of several available remedies to ask for at the time of starting the lawsuit. Since the basic purpose of contract law is to compensate aggrieved parties for losses suffered as a result of breaches of contract, punitive damages are generally not available in contract actions. For the same reason, courts will not grant more than one remedy when a single remedy will suffice to put the aggrieved party in the same condition she would have been in had there not been a breach of contract. If both specific performance and compensatory damages are available, as in the case of a breach of a contract for the sale of real estate, a court will award either specific performance or compensatory damages, but not both.



6.4
Chapter Summary




Once the parties have made a contract, any number of things can happen that may have a legal effect. Sometimes third parties may have already been granted rights on the contract, as is the case with intended third-party beneficiaries. If the rights are acquired after the contract is made, there would be an assignment situation. If duties have been passed off to a third party, there is a delegation. The rules involving these transactions are often difficult to sort through, and it is helpful to diagram the situation, label all the parties, and then consider the issue in terms of the appropriate terminology. Are we looking at whether an assignor is liable for breach of contract? Whether the contract may be delegated? Framing the issue in the right terms is crucial to resolving such problems, whether on a test or in real life.

Contracts may also contain conditions that under some circumstances will lead to a discharge. In certain situations, such as buying a house, such conditions involving financing or the sale of the current residence of a buyer have become standard. There are also many external events that can discharge a contract, such as frustration or impossibility. And if there should be a breach of the contract, the innocent party will have a decision to make: to sue or not to sue? If he or she decides to sue the breaching party, there will be a further choice regarding the possible remedy to request. Monetary damages are the most common breach of contract remedy, usually in the form of compensatory damages. Specific performance may be available if the contract subject matter is unique. Of course, having the right to sue does not always mean it is the best way to proceed. In many cases, the cost and time involved in litigation may mean the parties have considerable incentive to settle the case out of court. In others, the best course may be simply to chalk a breach up to experience, and move on without invoking legal proceedings at all.
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Focus on Ethics



Ryan, a 69-year-old man with a ninth-grade education who was a widower and had been retired about ten years, fell behind on his mortgage payments and was facing foreclosure on his house. He was then approached by Weiner, whom he had never met before. Weiner was a real estate broker who was in the business of buying and leasing inner city properties. He said that he could help Ryan keep his house. Ryan later testified that Weiner said he would give Ryan a loan; Weiner said he offered to buy the house and rent it to Ryan. Weiner took Ryan to a lawyer's office, where Ryan thought he was signing loan documents but in actuality was signing a deed granting the property to Weiner. Ryan testified he did not read the documents because he trusted Weiner. Over the years, Ryan paid him a total of $21,480, and Weiner expended $12,149.27 on the mortgage and utilities. However, Weiner never legally assumed the obligation to the bank to pay the mortgage, and Ryan remained liable although he now did not have title to the property.

Eventually Ryan decided he had paid enough, and sought to rescind the transaction. The court found that although Ryan may not have exercised a reasonable amount of care in his dealings with Weiner, Weiner was characterized as a manipulative and skillful predator. It concluded that Ryan should be allowed to rescind the transaction, although Weiner was entitled to subtract the mortgage and house expenses, plus reasonable interest from the sum Ryan had paid him. Weiner must repay the difference to Ryan.


Questions for Discussion


	The law normally expects people to look after their own interests when they make a contract. Why do you think the court decided otherwise in this case?

	There was no evidence that Ryan lacked capacity to contract. Do you think it is ethical to let him get out of the contract now? Many people make bad contracts. Where should the law draw the line, when it comes to helping them after the fact?

	Do you think Mr. Weiner acted ethically in this situation? Did he act legally?








Case Study: Rosenberg v. Son, Inc.





[image: Front view of a Dairy Queen restaurant in Clark County, Washington.]

Even though Pratt no longer had the Dairy Queen, as an assignor and delegator Pratt remained liable to the original owner for payment.
Steven Lane/Associated Press





 491 N.W.2d 71 (N.D. 1992)


Facts: Pratt contracted to buy a Dairy Queen from the Rosenbergs. The terms of the sales contract for the franchise, inventory, and equipment were a purchase price totaling $62,000, a $10,000 down payment, and $52,000 due in quarterly payments at 10 percent interest over a 15-year period. Pratt later assigned and delegated the contract to Son Inc. The contract included a "Consent to Assignment," which the Rosenbergs signed. Pratt then moved out of state and had nothing more to do with the Dairy Queen.

Son Inc. then assigned and delegated the contract to Merit Corp. Merit made payments to the Rosenbergs, but payments ceased with over $17,000 still owing. Merit then declared bankruptcy. The Rosenbergs sued Pratt and Son Inc. for the unpaid balance plus interest.


Issue: Was Pratt, as an assignor and delegator, still liable on the contract to the Rosenbergs, the obligee/obligor?

Discussion: The court first stated the general principles of law that would apply, noting it is a well-established principle in the law of contracts that a contracting party cannot escape its liability on the contract by merely assigning its duties and rights under the contract to a third party. If a release had been obtained from the Rosenbergs, Pratt would not be liable, but express language is needed to effect this waiver. While the Rosenbergs did consent to Pratt's assignment and delegation of the contract, at no time did they agree that Pratt herself would no longer be held responsible on the contract.

Holding: Pratt was held liable on the contract. Neither an assignment nor delegation relieves the original contracting party of liability.

Questions for Discussion


	Draw a diagram of the original contract and subsequent assignment. Who is the assignor? The assignee? The obligor?

	Could Pratt have likely assigned the contract and delegated the duties without the Rosenbergs' consent? Why or why not?

	Why is it considered fair to hold Pratt liable on the contract, even though she has no current association with the Dairy Queen?

	Why do you suppose the Rosenbergs went after Pratt and Son Inc., rather than Merit?






Case Study: Campbell Soup Co. v. Wentz




 172 F.2d 80 (3rd Cir. 1949)

Facts: Per a written contract between Campbell Soup Company (a New Jersey company) and the Wentzes (carrot farmers in Pennsylvania), the Wentzes would deliver to Campbell all the Chantenay red cored carrots to be grown on the Wentz farm during the 1947 season. The contract price for the carrots was $30 per ton. The contract between Campbell Soup and all sellers of carrots was drafted by Campbell and it had a provision that prohibited farmers/sellers from selling their carrots to anyone else, except those carrots that were rejected by Campbell. The contract also had a liquidated damages provision of $50 per ton if the seller breached, but it had no similar provision in the event Campbell breached. The contract not only allowed Campbell to reject nonconforming carrots, but gave Campbell the right to determine who could buy the carrots it had rejected. The Wentzes harvested 100 tons of carrots, but because the market price at the time of harvesting was $90 per ton for these rare carrots, the Wentzes refused to deliver them to Campbell and sold 62 tons of their carrots to a farmer who sold some of those carrots to Campbell. Campbell sued the Wentzes, asking for the court's order to stop further sale of the contracted carrots to others and to compel specific performance of the contract. The trial court ruled for the Wentzes and Campbell appealed.

Issues: Is specific performance an appropriate legal remedy in this case or is the contract unconscionable?

Discussion: In January 1948, it was virtually impossible to obtain Chantenay carrots in the open market. Campbell used Chantenay carrots (which are easier to process for soup making than other carrots) in large quantities and furnishes the seeds to farmers with whom it contracts. Campbell contracted for carrots long ahead, and farmers entered into the contract willingly. If the facts of this case were this simple, specific performance should have been granted.

However, the problem is with the contract itself, which was one-sided. According to the appellate court, the most direct example of unconscionability was the provision that, under certain circumstances, Campbell may reject carrots, but farmers cannot sell them anywhere without Campbell's permission. Though the contract was legal, it was wrong for Campbell to ask for the court's help in enforcing this unconscionable bargain (one that "shocks the conscience of the court"). The court said that the sum of the contract's provisions "drives too hard a bargain for a court of conscience to assist."

Holding: The judgment of the trial court in favor of the farmers is affirmed.


Questions for Discussion


	What were the terms of the contract between Campbell and the Wentzes?

	Did the Wentzes perform under the contract?

	Did the court find specific performance to be an adequate legal remedy in this case?

	Why did the court refuse to help Campbell in enforcing its legal contract?

	How could Campbell change its contract in the future so as to avoid the unconscionability problem?








Critical Thinking Questions



	Why does the law allow contracts to be assigned, even in many situations where the contract itself says it is nonassignable?

	Why are contractual duties freely delegable?

	Explain how a new agreement between the parties can rescind a contract.




Hypothetical Case Problems

Case 1. Danielle contracts to sell her car to Benito for $7,000, but she specifies that he should pay the money directly to Commercial Credit Inc., because Danielle owes them money and she's afraid she might be too tempted to go on a shopping spree if Benito gives her the cash.


	Is this an assignment or a third-party beneficiary situation?

	If Benito forgets and sends the money to Danielle, will he be liable to Commercial Credit?



Case 2. Jessica, famous sexy rock star, contracts to perform at Bill Billionaire's New Year's Eve party for $100,000. Jessica now assigns the contract to Ozzie, an aging heavy metal artist.


	Must Bill accept the assignment?

	Who will perform at the party?

	Would Jessica be able to delegate the contract to another sexy female singer, Brittany?




Case 3. ABC Co. orders a selection of standard office furniture from Woodworkers Inc. Woodworkers determines it cannot fulfill the contract in timely fashion, and delegates to another firm, Fab Furniture.


	If Fab Furniture builds the furniture as specified in the contract, does ABC have to accept and pay for it?

	If Fab Furniture breaches, can ABC sue Woodworkers?

	If ABC had contracted with Woodworkers because the firm was famous for its cutting-edge, avant garde furniture design, would the delegation still be valid?




Case 4. Deon's Ferrari is insured by the Acme Insurance Company. The policy states that for a loss to be covered, it must be reported within 30 days of the damage occurring, and that Acme must be given a reasonable chance to inspect the damage. Deon backs into a lamp post one night, damaging the car. He reports the incident to Acme, but then sells the car three days later.


	What is the name for this type of clause?

	Will Acme be liable to pay for the loss? Why or why not?




Case 5. Bart's Building Company contracts to build an office building for Acme Insurance. The contract states that the main reception room should be painted cream. Bart accidentally paints it white.


	If Acme refuses to make the final $25,000 payment for the building project, claiming that Bart breached, what should Bart argue?

	If you were the judge, how would you dispose of the case?




Case 6. Which of the following would be discharged due to impossibility?


	Lena contracts to sing in Cesar's nightclub. Lena dies.

	Joshua contracts to sell his car to Amy. Amy dies.

	Jerrilyn contracts to sell her house to Ben. Jerrilyn's house burns down.

	Anna contracts to sell "100 bushels of brussels sprouts grown in my market garden" to Uptown Grocery. Anna's market garden is wiped out in a hailstorm.




Case 7. Alisha contracts to sell her very rare 1920 Bugatti convertible automobile, her house, and 1,000 bales of hay to Rashid. She then breaches on all counts. What remedies are available to Rashid?


Key Terms

Click on each key term to see the definition.






accord and satisfaction  

An agreement to substitute consideration on a contract, followed by an exchange of the new consideration.


anticipatory breach/repudiation  

When a party to a contract informs the other in advance that he does not intend to perform.


assignee  

The person who acquires rights on a contract he or she was not a party to.


assignment  

The transfer of benefits or rights under a contract to a third party.


assignor  

The person making an assignment.


commercial impracticability  

Where an unforeseen event makes it exceedingly difficult or costly to perform a contract, the contract may be discharged.


compensatory damages  

An award of money designed to compensate the wronged party for the economic loss suffered.


concurrent conditions  

Mutually dependent performance on a contract.


condition of satisfaction  

An agreement that one party will perform to another's personal satisfaction.


condition precedent  

A condition that must be fulfilled before there is liability on a contract.


condition subsequent  

A condition that if fulfilled will end liability on a contract.


creditor beneficiary  

An intended beneficiary who receives the benefit because it is legally owed, who acquires both the right to sue in the event of a breach and the right to prevent the parties from modifying the contract.


delegatee  

A third person who undertakes duties on a contract he was not a party to.


delegation  

Transfer of duties on a contract to a third party.


delegator  

The person who transfers duties on a contract to a third party.

doctrine of substantial performance 

A legal doctrine indicating that the plaintiff may recover the contract price from the defendant—minus the cost of any damages caused by the plaintiff's own break—regardless of a minor contractual breach if the plaintiff can show that he or she substantially performed the contract
in good faith.



donee beneficiary  

A person who receives an intended benefit as a gift. A donee has the right to sue for breach of contract but cannot prevent the parties from modifying or rescinding the contract.


frustration of purpose  

Where a contract is discharged due to an unforeseen event that means there is no longer a reason to perform the contract.


intended beneficiary  

A person for whose benefit the contract was made, who acquires the right to sue for breach.


liquidated damages  

Damages that are stated in a contract.


nominal damages  

A very small award, such as $1, used when a party has proven his cause of action but has not sustained economic loss.


novation  

An agreement to release one party from a contract and instead look to a third person to perform.


obligee  

A person who is entitled to receive performance.


obligor  

A person who is obligated to provide a benefit or render performance.


punitive damages  

A monetary award designed to punish a defendant for intentional, egregious conduct.


release  

Giving up legal rights (also known as a waiver).


rescission  

Cancellation of a contract.


specific performance  

A remedy for breach of contract that forces the breaching party to actually perform the contract; granted only in cases of unique consideration.


time is of the essence  

A phrase in a contract that makes lateness a material breach.
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Unit III

The Uniform Commercial Code


One of the drawbacks of our federalist system of government is that there can be significant differences in the law from state to state and between the states and the federal government. In general, differences in state laws present only minor inconveniences to individuals and businesses that need to be aware of these differences when conducting business across state lines. There are, however, some areas in the law that are of particular importance to business and in which even small variations in the law from one state to another can have a very negative effect. Because of this, the National Conference of Commissioners on Uniform State Laws (NCCUSL) drafted the  Uniform Commercial Code (UCC) in an attempt to unify state laws affecting commerce into a single code that all states could adopt to make interstate commerce easier and more efficient. As a result of this concerted effort by some of this countrys leading legal experts, the UCC was enacted in whole or in part with only small changes by the legislatures of all states. While the UCC represents a significant effort toward a uniform national law, it should be remembered that there will still be variations from state to state, as different courts interpret the provisions of the statute. 



CHAPTER 7

Formation and Modification of the Sales Contract

CHAPTER 8

Performance of the Sales Contract and Risk of Loss

CHAPTER 9

Warranties and Remedies for Breach

CHAPTER 10

Commercial Paper








The articles of the UCC are as follows: 


Article 1General Provisions


Article 2Sales


Article 2ALeases


Article 3Commercial Paper


Article 4Bank Deposits and Collections


Article 5Letters of Credit


Article 6Bulk Transfers


Article 7Warehouse Receipts, Bills of Lading, and Other Documents of Title


Article 8Investment Securities


Article 9Secured Transactions; Sale of Accounts and Chattel Paper


A complete treatment of the UCC is not possible here (the full text of the UCC is nearly 1,000 pages), but in this unit we will explore the most notable provisions of Articles 2 and 3 (Sales and Commercial Paper) that together make up the single most important statute in the field of business law.


In Unit 2, we examined the basic elements of the law of contracts and explored its application in a wide variety of business contexts. In the first three chapters of this unit, we will examine significant statutory modifications to the common law of contracts brought about by Article 2 of the Uniform Commercial Code with respect to contracts for the sale of goods. In Chapter 10, we will explore the law of commercial paper under the Uniform Commercial Code.


Chapter 7

Formation and Modification of the Sales Contract



[image: Business ties rolled up and shelved individually for sale in a store.] 
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Learning Objectives

After studying this chapter, you will be able to:

 
	Define the concept of goods and be able to give examples of goods and non-goods.
 
	Distinguish the common law rule on firm offers and the UCC rule with regard to merchants.
 
	Explain how the UCC treats additional terms in an acceptance and distinguish the effect of such terms under the UCC and under common law.
 
	Describe the concept of unconscionability and its effect on a contract.
 
	Explain how the UCC rule for modification of a contract differs from the common law rule.

	Describe when sales of goods contracts must be in writing, and when oral contracts are enforceable.
 
	Explain the parol evidence rule.


 




Article 2 of the UCC applies to contracts involving the sale of goods. Goods are tangible movable (portable) objects that can be owned. This definition excludes many types of subject matter that is subject to personal ownership, such as real estate, fixtures (things permanently attached to land), and intangible property, such as patents, copyrights, and commercial paper. The category of goods includes such things as a pen, a car, a pair of shoes, a dog, a boat, a cheeseburger, and a jet airplane. Contracts for such items will fall under UCC rules.


Example 7.1. Sarah contracts to sell Ben a laptop computer, a fur coat, a thoroughbred racehorse, and a house. The contract for the house will be governed by the common law; the other items will be under the UCC.


To determine whether a specific item is classified as goods, simply determine whether it is movable tangible personal property. A mobile home that rests on wheels or a temporary foundation, for example, is goods, since it is tangible personal property and movable; however if it is attached to real estate on a permanent foundation, then it no longer is goods because it is no longer movable; instead, it becomes real estate. Likewise, a wild deer standing on a persons land is not goods, but it becomes so once it is legally shot or trapped and captured (wild animals are not owned by anyone until they are lawfully captured or killed, and the hunter or trapper takes possession of them).


It may seem to the student reading this chapter that the UCC vastly complicates the rules of contracts! But in fact, the rules are designed to reflect the practicalities involved in how people do business, and attempt to achieve outcomes that are more typical of the parties understanding than the common law might find.



[image: ]

In The Media: Is a Kosher Meal More Goods or Services?




 
[image: Dinnerware set at a long, empty table.]

The predominant purpose test helps to determine whether a contract is governed by Article 2 of the UCC or by common law contract doctrines. The courts ruled that Rosenfelds contract was defined by services and not governed by the UCC, therefore making the agreement enforceable.
FOOD AND DRINK PHOTOS/Food and Drink/SuperStock




Fallsview Glatt Kosher Caterers is a New York catering business that specializes in offering kosher services at select hotels during Jewish holidays. Think of it as a Yom Kippur away from home. In 2004, Fallsview was hired by Willie Rosenfeld to provided catering services for him and 15 members of his family at Kutchers Country Club, in the Catskill Mountains of New York. The contract price was $24,050, but it was a contract Rosenfeld never actually signed.


On the day of the event, Rosenfeld and his family failed to show (and without notification to Fallsview), and then, as might be expected, also failed to pay. The catering company filed a breach of contract suit, to which Rosenfeld responded by seeking dismissal on the grounds that the suit was barred by New Yorks statute of frauds for goods contracts.


Rosenfelds theory was that the contract was, essentially, for the sale of food, which constitutes "goods." Therefore, because the contract price was for at least $500 and because he hadnt signed it, it was unenforceable under Section 2-101 of New Yorks UCC. Furthermore, Rosenfeld argued that the hotel accommodations and entertainment that accompanied the serving of the kosher food were simply "incidental" services and not the primary reason for the contract.


The court ruled against Rosenfeld, applying the "predominant purpose" test, and concluded that "essence of the family and communal experience is defined primarily by services and not by goods." Since the UCCs statute of frauds didnt apply, the common law contract doctrines did, and Rosenfelds lack of signature didnt make the agreement unenforceable.


The UCCs Article 2 only applies to a sale of "goods." The predominant factor test deals with a contract that includes both goods and services by putting a seesaw scale under the purpose or objective of the contract and weighing which side is heavier: the goods aspect or the services aspect. If the goods side is heavier, so to speak, then the whole contract is governed by Article 2. If not, then the contract is governed by common law contract doctrines.


Sources: Fallsview Glatt Kosher Caterers, Inc. v. Rosenfeld, 794 N.Y.S.2d 790 (NY 2005); 
http://lawprofessors.typepad.com/contractsprof_blog/food_and_drink/






7.1
Offer and Acceptance of the Sales Contract




Article 2 modifies the common law rules affecting contract formation, firm offers made by merchants, the valid methods for accepting an offer, and the effect of some acceptances that contain additional terms.


It may be helpful to remember that the offer could be either to buy or to sell goods, and that a merchant can be either an offeror or offeree, depending upon who initiates the contract. Also, dont forget that UCC Article 2 applies to all sales of goods contracts, whether merchants are involved or not, but there are some rules such as the firm offer under Section 2-209 that only apply to a merchant (although the offeree can be a non-merchant) and other sections such as the additional terms exception under UCC Section 2-207 that applies only if both parties are merchants.


Merchants Firm Offers ( 2-205)


 Beyond the Book: The Battle of the Forms

How does the law decide if a contract which involves both goods and services falls under the UCC or the common law?  Click  here to watch a music lesson about the battle of the forms under UCC 2-207.

 
	 In the video, one party was a merchant and the other a "regular fella". What is the significance of classifying the two parties in this way?   

	  If any of the exceptions apply to an offer and acceptance between merchants, what is the result? Do the parties have a contract or not?




 



The common law rule regarding firm offers (an offer that states it will be open for a period of time) is that they are revocable unless the firm offer is supported by consideration (in which case it is an option, or a contract to keep an offer open). The UCC changes this rule when firm offers are made by merchants. Section 2-205 of the UCC makes a promise by a merchant, in a signed writing, that gives assurance that the offer will be held open, irrevocable for the stated period or, if no specific period is stated, for a reasonable time. However, the time period cannot exceed three months; if the offer says its open for six months, the UCC automatically shrinks the time period down to three months.


Example 7.2. The president of Alpha Inc. writes a letter to Jemal, stating that Alpha will sell Jemal "15 office desks at $700 per unit. Offer to remain open for 30 days," signed Stephen Wright, President, Alpha Inc. Because desks are portable, tangible objects, and Alpha Inc. is in the business of selling such items, and the offer was made in a signed writing, it is a firm offer that must stay open for the 30-day period. It does not matter that Jemal has given no consideration.


Example 7.3. The president of Beta Inc. writes a letter to Ahmad, offering to sell him Betas factory for $100,000, adding that the offer is good for 14 days, and signing it "Jose Cruz, President." Because the factory is real estate, this is not a firm offer, and it may be revoked at any time.


For purposes of the UCC, a merchant is one who regularly deals in goods of the kind involved in the contract, or someone for whom the transaction is occurring in the course of business.


Example 7.4. Rahim, a used car salesman, offers to sell Dana a 2005 Lincoln Navigator for $6,500. Dana tells Rahim that she is interested in the vehicle but needs some time to think about it. Rahim then verbally promises her that he will keep the offer open for 48 hours at the stated price. The following day, Megan offers Rahim $7,000 for the vehicle. If Rahim sells the car to Megan, will Dana have any legal recourse?


In the above example, Rahims promise to hold the offer open is not binding, even though he is a merchant with regard to the car (he regularly sells automobiles), because it was not contained in a signed writing and was not otherwise supported by consideration. If Rahim had written down the promise to sell Dana the car within 48 hours for $6,500 and then signed or initialed the document, he would have been bound to honor the terms of the promise and Dana could have sued him for breach of contract. Keep in mind, however, that signed firm offers that are not made by merchants are still not binding under the UCC unless supported by additional consideration.


Method of Acceptance ( 2-206)


In general, an offer may be accepted by any reasonable means unless the method of acceptance is specifically limited in the offer, or the circumstances dictate acceptance in a specific manner. If an offer is to buy goods, it can be accepted by the shipment of conforming (acceptable) or nonconforming (unacceptable) goods, or by a promise to ship the goods.


Example 7.5. Talisa orders an Inspire model laptop from Delta Corp. Delta accepts by sending her an e-mail confirmation.


Example 7.6. Talisa makes the same offer, but this time, without replying, Delta ships the laptop.


Example 7.7. Talisa makes the same offer, and since they have run out of the Inspire model, Delta ships the Imagine model laptop to Talisa.


All of the above constitute Deltas acceptance of Talisas offer, and in all three situations a contract is formed. But in the last example, because Delta shipped the wrong item, it is considered by the UCC to be a simultaneous acceptance and breach of the contract, and Talisa can hold Delta liable for shipping the wrong thing.


How can Delta avoid a breach, while trying to accommodate Talisas order? The UCC states that if the seller indicates the nonconforming goods are offered merely as an accommodation, the seller is making a counter offer rather than an acceptance.


Example 7.8. Talisa makes the offer to buy the Inspire. Delta sends her an Imagine, along with a written note that says they are sorry they are out of the Inspire, but will sell her the newer model, the Imagine, for the same price. Delta is making a counteroffer. If Talisa keeps the computer, she will have accepted this offer. If she sends it back, she will have rejected it and there will be no contract.


Additional Terms in Acceptance ( 2-207)


At common law, an acceptance that contains additional terms beyond those of the offer is deemed to be a counteroffer that effectively revokes the original offer. The UCC changes the common law with regard to sales contracts, effectively doing away with the mirror image rule requiring that an acceptance exactly mirror the terms of the offer. Under the UCC, an acceptance with additional terms is valid unless the acceptance is made conditional on the seller accepting the new terms. In general, the new terms are simply ignored and do not become a part of the contract.


Example 7.9. Seller offers to sell her boat to buyer for $5,000 in a signed writing. Buyer replies in a signed writing that reads, "I accept and want you to include a boat trailer." The contract is binding, and buyer must pay $5,000 for the boat. The additional terms as to the boat trailer are ignored. But if buyer replies: "I accept, provided you include a boat trailer" there is no contract, since the acceptance was conditioned on the seller including a boat trailer as part of the deal and is, effectively, a counteroffer.


The last example points to the need for great care in the language used in contracts. The buyer in the first example might well have intended to make his acceptance conditional on the seller throwing in the boat trailer, but that is not what he said, and the courts will construe the language in a contract in accordance to its strict meaning. Hence, the difference between "I want you to" and "I expect you to" is crucial, since the latter clearly conditions the acceptance of the seller consenting to the additional contract term, while the former merely states a desire by the buyer that the seller accept the new contract term.


When both parties to a sales contract are merchants, additional terms become part of the contract unless:



	they materially change the contract, or

	the offer was limited to its terms, or

	the offeror objects within a reasonable time after receiving the acceptance containing the new terms.




Lets consider some examples.


Example 7.10. Lancer Inc. offers to sell 500 deluxe light bulbs to Banner Discount Stores at $2 per bulb. Banner responds that it accepts, as long as the shipping is UPS and Banner does not have to pay the charge. This is actually a counteroffer, because of the "as long as" language.


Example 7.11. Lancer makes the same offer. This time, Banner responds, "We accept. Ship UPS and you pay the charge." The cost of shipping is $5. They have a contract, and Lancer will pay the shipping, because the shipping charge is so minimal it would not constitute a material change.


Example 7.12. Lancer makes the same offer, and Banner makes the same response. But this time the cost of shipping is $95. They have a contract, but Banners extra term is not part of the deal, since it would be a significant cost and thus a material change.


Example 7.13. Lancer makes the same offer, except it includes language saying "The terms of this offer may not be superseded." Banner accepts, adding the UPS shipping term, and shipping charges would not be a material change to the burden of the seller. They have a contract, but Lancer does not need to ship UPS and Banner may have to pay the charge.


Example 7.14. Lancer makes the same offer, and Banner makes their usual acceptance. The cost of shipping is not a material change, but Lancer doesnt like UPS, and is giving all their business to FedEx these days. Lancer informs Banner that they will ship FedEx. They have a contract, and Banners term is not part of it, since Lancer objected within a reasonable time.


If the offeree attempts to add different, rather than additional terms, the UCC provides that the contradictory terms cancel each other out.


Example 7.15. Alpha offers to sell 1,000 widgets to Beta, with a 30-day warranty. Beta accepts, with a 60-day warranty. There is a contract.


What, then, is the term of the warranty? What if once Beta has the widgets, some of them break 40 days later? Remember, neither partys time period applies. The UCC would consider what a typical, reasonable warranty is for the type of goods involved, and put that term in to fill the gap.


This may all seem very convoluted, but what the UCC is attempting to do is establish rules that will govern the contract when the parties clearly have agreed on the essential matters (type of goods, price, etc.) but do not agree on all the possible contract terms. Often these situations arise because of what is known as the "battle of the forms." What happens is that an order for goods is placed using the buyers standard, preprinted form, and all the buyer has done is fill in the sections that describe the goods. The seller accepts the order using sellers own invoice, which has its own multiple paragraphs of small print. The forms dont match when it comes to some of the terms. Many times, the seller and buyer may not even realize the forms are in conflict (many people dont read the small print) until a particular controversy arises, for example, over the length of the warranty period.


Auction Sales ( 2-328)


 
[image: A Gooding & Company auction in progress for a 1931 Voisin Mylord Demi-Berline automobile.]

At an auction, the auctioneer is soliciting offers, and the bidder makes the offer.
PR Newswire/Associated Press




Article 2 of the UCC also clarifies the common law regarding acceptance in auction sales, which are completed when the auctioneers hammer falls. In an auction contract, a bidder makes the offer, which is then accepted by the auctioneer when he announces the item sold. An auction without reserve is one in which the auctioneer agrees to take the highest bid, and gives up the right to withdraw an item if he believes the bidding to be too low. But if sales at auction are specified to be with reserve, the seller reserves the right to withdraw any item offered for sale at auction at any time before accepting a bid.


Defenses to Contract Formation


The normal defenses to a breach of contract action available under the common law of contracts are also available when a sales contract is involved, unless they are specifically modified by the UCC. Therefore, if a contract for the sale of goods fails because of lack of a valid offer and acceptance, consideration, legality, capacity, or lack of genuine assent, the failure may be raised as a defense if one party sues the other to enforce the agreement. In other words, if you were sued for breach of contract in this situation, your "defense" is that a contract was never formed. In addition to the common law defenses to a breach of contract, the Code details which sales contracts need to be in writing and precludes the enforcement of unconscionable contracts, which we detail next.


Unconscionable Contracts ( 2-302)


If a court finds any provision in a contract to be unconscionable as of the time that the contract was entered into, it can refuse to enforce the contract, or strike out the unconscionable clause, or reform the contract by modifying the unconscionable clause so as to prevent an unconscionable result. An unconscionable bargain is one that is grossly unfair to one party, and typically involves a situation where the parties do not have equal bargaining power. Although at common law unconscionability is also a defense to a breach of contract, the courts have generally interpreted the UCC more liberally in defining what constitutes an unconscionable contract. As a result, it is likelier for a court to find an inherently unfair contract for the sale of goods to be unconscionable than an equally unfair contract not involving the sale of goods.


Example 7.16. Sofia, a 65-year-old Ukrainian cleaning lady who does not speak or read English well, goes to Banner Discount Store to buy a new television. She is looking at a 17-inch screen model that costs $150 on sale when Jason, a slick-talking salesman, gets her in his clutches. Jason persuades her to buy a 36-inch TV with lots of special features on an installment plan, stressing that shell be paying only $55 a month, but not mentioning that the price is $1,000 plus interest. If Sofia later realizes she really shouldnt be spending this kind of money on a TV, she may be able to void the contract due to unconscionability.


Example 7.17. Sofia also buys a house at an inflated price. She is less likely to be able to get out of this contract, even if the terms seem just as unfair as the TV contract.


	


7.2
Statute of Frauds ( 2-201)




The statute of frauds states that contracts for the sale of goods for a price of $500 or more are not enforceable unless they are evidenced by a signed writing. This is done to protect both buyer and seller from entering into potentially damaging contracts too easily or perhaps even under false pretenses. For purposes of the statute of frauds, the writing must make it clear that a contract existed. It need not contain all of the terms of the agreement, although the parties would be wise to include as much detail as possible, so as to avoid misunderstandings later. However, a writing that states the quantity and description of goods will be sufficient, even though it leaves out important terms such as price, shipment, and quality of the goods to be sold, as long as these terms can be reasonably established.


There are four situations in which oral contracts for the sale of goods for $500 or more will be enforceable despite the statute of frauds. The exceptions to the statute of frauds requirement of a writing involve:



	specially manufactured goods;

	admissions in pleadings as to the existence of an oral contract;

	partially performed contracts; and,

	between two merchants, the confirming memo exception.




Lets take a look at each of these more closely.


An oral contract involving specially manufactured goods that are not suitable for sale in the normal course of business is enforceable once substantial steps have been taken by the seller toward performance of the contract. This is to protect the seller from incurring undue costs and burden without compensation.


Example 7.18. On the telephone, Issa orders 125 polo shirts for her work force from Quality Clothes, at a price of $20 per shirt. The shirts are to be embroidered with Issas logo. Quality has done 50 shirts when Issa tries to cancel the order. The contract is binding without a written document.


The second exception concerns admissions in pleadings. If a party to an oral contract for goods worth $500 or more admits to entering into an oral contract in pleadings or in testimony in open court, the contract will be enforceable to the extent that it is admitted.


 
[image: Celebrity baker Buddy Valastro poses with the cake he baked in celebration of the 30th anniversary of Ballys Atlantic City in New Jersey.]

Master baker Buddy Valastro of the TLC show Cake Boss shows off a cake that would definitely qualify as specially manufactured goods.
Sean M. Fitzgerald/Associated Press




Example 7.19. Buyer orally agrees to buy ten paintings from seller at $10,000 each, but subsequently changes his mind. When he is sued by the seller for breach of contract, he testifies in open court that he had agreed to buy two of the paintings for $10,000, but that he doesnt have to because the contract was an oral one. Buyer is now obligated to buy the paintings, because of his admission, but only the two that he has admitted buying in his testimony.


This exception leads to a lot of people in Buyers situation instead testifying that they have no memory of agreeing to anything like that, thus avoiding the exception and possible perjury charges for lying under oath.


The third exception concerns partially performed contracts. A buyers acceptance of goods ordered under an oral contract is binding, but only as to the goods actually accepted by the buyer.


Example 7.20. Buyer orders by telephone from seller five Oriental rugs at a price of $2,000 each. When the first rug arrives, he accepts it and informs the seller that he will be sending her a check for $2,000, but that he does not wish to receive the remaining four rugs. With respect to the rug that he accepted, he must pay the contract price of $2,000. But with regard to the remaining four undelivered rugs in the oral contract, he need not accept their delivery unless the contract was evidenced by a signed writing.


The fourth exception only applies if both parties are merchants. The UCC states that if the parties make an oral contract, and then one sends the other a confirming memorandum sufficient in its terms (in other words, something in writing that contains the material terms of the agreement) and the other receives the memo, knowing what it is, and does not object within ten days, the oral contract is enforceable. This sounds complicated, but in practice the rule is simply dealing with things such as telephone orders followed up by an invoice.


Example 7.21. Buyer orders by telephone $1,000 worth of sugar. Seller accepts the order in the same phone call. Seller then sends Buyer an invoice that states the terms of the agreement. Buyer receives it and does not object within ten days. Seller then ships the sugar, and Buyer now claims there is no enforceable agreement. Seller will counter with the confirming memo exception, and the contract is enforceable.


	


7.3
Modification of the Sales Contract




Another important change to the common law of contracts made by the UCC is in the area of contract modifications. At common law, such modifications are generally invalid unless they are supported by additional consideration, such as an additional payment. The UCC, however, liberalizes the validity of voluntary modifications to sales contracts.


Voluntary Modification ( 2-209)


 
[image: Sign displaying gas prices at a Mobil gas station.]

If the buyer has an agreement to buy all her gasoline needs for the upcoming year from Mobil at $3.53 per gallon, the parties have made a requirements contract.
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Under the UCC, voluntary modifications to a sales contract are valid and binding, as long as they are sought and given in good faith, even absent additional consideration.


Example 7.22. Buyer agrees to buy all the gasoline she needs for her fleet of taxicabs from seller for $3.10 per gallon for a period of two years at a time when the average price of gasoline is $3.00 per gallon. After the first year of this requirements contract, a regional conflict breaks out in the Middle East and the price of gasoline jumps by 33 percent to an average cost of $4.00 per gallon. The seller then asks buyer to pay $4.00 per gallon of gas until the situation stabilizes, and buyer agrees. Even though buyer is not obligated to pay the increase under the contract, once she agrees to do so, she will be bound by the new terms of their modified agreement, even though under the common law of contracts the agreement to pay the $.90 per gallon increase would not have been binding, since it is not supported by consideration.



Keep in mind that the buyer in the last example is under no obligation to agree to the modification of the sales contract suggested by the seller; she can demand that the seller live up to their original contract under which she paid a small premium over the cost of gasoline at the time of entering into the contract in exchange for a guaranteed fixed price for a full two years. The seller will have to honor the contract, unless he can claim commercial impracticability or impossibility of performance as we previously discussed, neither of which would be likely here since a change in market price was foreseeable at the time that the contract was formed, and gasoline is still available for delivery under the facts given. If the buyer does agree to the new terms, however, she will be bound by them. Thus the parties to the contract, whether buyer or seller, should be careful what changes they agree to!


If a modification is made to a contract that needs to be in writing in order to be enforceable under the statute of frauds, then the modification must also be in writing. If the sales contract need not be in writing to be enforceable (e.g., in a contract for the sale of goods for $499.99 or less), then an oral modification would be binding.



7.4
Modification by Operation of Law




In addition to the ability of parties to voluntarily modify sales contracts without additional consideration, there are some circumstances under which a sales contract is modified by operation of law.


Casualty to Identified Goods ( 2-613)


The destruction of goods identified in the contract that occurs without the fault of the buyer or seller will result in a modification of the sales contract by operation of law. If the destruction to identified goods is total, the contract is voided and both parties are excused from having to perform. If the destruction or damage is only partial, the buyer has the option of treating the contract as voided or accepting the goods with a reduction in price to allow for the damage. (The measure of the price reduction that can be taken would be measured by the market price of the damaged goods.) If the buyer elects to accept the damaged goods at a reduced price, he will not be able to seek any additional damages from the seller.


Example 7.23. Tomas agrees to buy Tiffanys computer for $1,000. Before she can ship it to him, it is damaged in a fire when her house is struck by lightning. If the computer is destroyed, the contract is voided and performance by both parties is excused. If the computer suffers some smoke damage but is still functional, Tomas will have the option of voiding the contract or buying the computer at a reduced price (the market price of the damaged computer).


Substituted Performance ( 2-614)


When the agreed-upon method of delivery becomes either commercially impracticable or impossible, seller must offer and buyer accept a commercially reasonable substitute, if one is available. In other words, the mere unavailability of the carrier that both parties agreed would be used will not void a contract or give rise to a breach of contract action if an alternative carrier is available. Under such circumstances, the contract will be modified as a matter of law to allow for the alternate carrier to be used.


Example 7.24. Consumer orders a laser printer for $699 from ACME Mail Order Company and asks that it be shipped by UPS second-day air. If UPS is unavailable at the time that delivery is due through no fault of the seller (e.g., a labor dispute), then the seller must use a commercially reasonable alternative, such as next-day service from the U.S. Postal Service. As long as the price is reasonably similar, the consumer will not be able to object.


Unforeseen Circumstances, or Excuse by Failure of Presupposed Conditions ( 2-615)


If a seller is unable to deliver in whole or in part as promised due to unforeseen circumstances beyond his control, then the seller is excused from performing, as long as he renders whatever performance is practicable under the circumstances, including part performance. If part performance is possible, the seller must allocate his production and delivery among his customers in a fair and reasonable manner. Where delayed delivery, nondelivery, or partial delivery are to be made due to unforeseen circumstances beyond the sellers control, the seller must notify all affected customers in a timely fashion.


Example 7.25. Buyer, the owner of a factory in Georgia that produces alligator-skin shoes, handbags, and accessories for worldwide distribution, agrees to purchase 1,000 alligator skins per year for the next five years from Seller, who owns and operates an alligator farm in Florida. After the first year of the contract, Sellers alligator farm becomes infected with a previously unknown disease that affects alligators in the region and kills half of his reptilian stock before an effective treatment can be found. As a result, Seller cant ship the full 1,000 skins to Buyer for that year. The sellers obligation will be discharged if he ships as many skins as he can produce to all of his customers on a fair, prorated basis for that year.






7.5
The Parol Evidence Rule ( 2-202)




Parol evidence is external oral or written evidence that is not part of a contract. The parol evidence rule states that once parties set down the terms of their agreement in writing, no extrinsic or parol evidence of anything occurring prior to, or contemporaneously with, the writing may be used to contradict the terms of the written agreement unless fraud, duress, or mistake are alleged.


Example 7.26. Buyer and Seller have a written contract for ten minivans for Buyers company fleet. Buyer claims that when they were negotiating, it was agreed that Seller would install GPS units at no extra charge. Even if Seller did agree, the parol evidence rule prevents Buyer from raising the issue in court because it was not in the written contract, and thus Buyer is stuck with whatever the written contract provides.
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Evidence of statements made during negotiations before or during the making of a written contract cannot be introduced as evidence to contradict anything in the document.
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The basic purpose of the rule is to protect the integrity of written contracts and to prevent fraud by making it difficult to attack the validity of written terms through extraneous evidence that is not part of the written contract.


The parol evidence rule applies to contracts for the sale of goods under Section 2-202 of the UCC with, as is often the case under the code, some modification of the common law rule. Under Section 2-202, terms included in a confirmatory memoranda of the contract or otherwise set down in writing as a final expression of the parties agreement cannot be contradicted by evidence of any prior agreement or of a contemporaneous oral agreement. In this regard, the code agrees exactly with the common law parol evidence rule. However, Section 2-202 goes on to state that a written agreement may be explained or supplemented by parol evidence as to the following:



	course of dealing;

	usage of trade;

	course of performance; and

	consistent additional terms (unless the court finds the writing to have been intended as an exclusive statement of the terms of the agreement).




Course of Dealing ( 1-205(1))


Course of dealing is previous conduct by the parties that establishes a common basis of understanding for interpreting specific contract provisions and the conduct of the parties. When parties do business over a period of time, a mutual understanding can develop as to interpreting contractual provisions that may not be specifically stated in a contract. The UCC recognizes the importance of past conduct in interpreting the intent of the parties expressed in a written contract.


Example 7.27. Buyer places an order for fifty 42" HD LCD television sets from seller. Nothing is stated as to method of payment or delivery. Normally, this would entitle seller to cash payment on delivery, and would allow her to ship via any commercially reasonable means. But if the buyer and seller have been doing business for years and seller has always shipped via UPS 2nd day air and accepted payment from buyer 30 days from delivery, buyer could present parol evidence as to the course of dealing between the parties to help interpret the contract (e.g., to show that seller was expected to ship via UPS 2nd day air and to be paid on a net-30 basis).


Usage of Trade ( 1-205(2))


The UCC defines usage of trade as "any practice or method of dealing having such regularity of observance in a place, vocation or trade as to justify an expectation that it will be observed with respect to the transaction in question." Evidence as to usage of trade can be introduced to show that there was a reasonable expectation that performance under a given agreement would conform to the expected norm.


Example 7.28. Shawon, who owns an apartment building, contracts for 30 air conditioning units with Joes Heating and Cooling Company. The contract doesnt specify whether drainage hoses are included. When Shawon discovers the units were delivered without the hoses, he may present evidence that it is customary in the rental trade that hoses are included in the quoted price.


Course of Performance (Practical Construction) ( 2-208)


In a contract for the sale of goods that requires repeated performance over a period of time, the actual performance tendered and accepted is relevant to explaining the terms of a contract.


Example 7.29. Noxxe Oil agrees to supply Guss Gas Station with 1,000 gallons of gasoline per week for one year at the current market price. For the first ten months, Noxxe ships 400 gallons of 87 octane unleaded regular gasoline, 400 gallons of 89 octane regular-plus gasoline, and 200 gallons of 93 octane premium gasoline per week. Gus accepts the gas and promptly pays for it without complaint. In the eleventh month of the contract, Gus informs Noxxe that he wants it to ship 800 gallons per week of 87 octane regular and 200 gallons of 92 octane premium gas, since his customers are not buying the 89 octane regular-plus gasoline. Even though the agreement between Noxxe and Gus does not state the grades of gas to be purchased or the percentages of each grade, the course of performance between the parties would be relevant to show that gas was to be shipped in the same grades and quantities of each grade throughout the contract term.


Interpretation of Sales Contract


 Beyond the Book: "Mixed Contracts"

How does the law decide if a contract which involves both goods and services falls under the UCC or the common law?  Click  here to watch a video describing mixed contracts.

 
	 What is the test for applying the UCC to a mixed contract? 

	 What example of a mixed contract did the video use? Why did it matter if it was viewed as a UCC sale of goods or a service contract under the common law?




 



UCC Section 2-208(2) states that course of dealing, usage of trade, course of performance, and express terms of a contract should be construed as consistent with each other whenever it is reasonable to do so. When a clear conflict occurs, express terms in a contract control course of performance, course of performance controls course of dealing, and course of dealing controls usage of trade. This sets up the following hierarchy of contract construction with regard to determining the agreement between the parties:



	Written contract provisions (most important and always control, absent a clear conflict in the contract);

	Course of performance of the parties with regard to the contract in question;

	Course of dealing between the parties with regard to previous contracts;

	Usage of trade.




In the last example of Noxxe Oil and Guss Gas Station, there is ambiguity in the contract, and hence a conflict, since there is no express provision as to what grades of gasoline are to be purchased in what amounts. The course of performance of this contract has Gus accepting Noxxes shipments for ten months, including 400 gallons of 89 octane gasoline. In construing the intent of the parties, this will be the most significant fact. Previous contracts between the parties (course of dealing) or the usage of trade would be of secondary importance. If, for example, Gus could show that usage of trade in the gasoline retailing business allows a gas station to order whatever grades of gas it wants, Gus might still be bound to Noxxes interpretation of the contract as requiring him to accept all three grades of gasoline under the course of performance of this contract over the previous ten monthly deliveries.



7.6
Chapter Summary




Although many of the legal rules for a sale of goods contract under the UCC are similar to those of the common law, it is important to be aware of the differences. The basic requirements of offer, acceptance, consideration, capacity, and legality are the same. But in such matters as the rules for firm offers, differing or additional terms in the acceptance, and modifications of sales of goods contracts, the UCC rules are exceptions to the general rule of the common law. The UCC also provides more detail in such matters as a sellers acceptance of a buyers offer by shipment of goods. The UCC covers the topics of contracts in writing under the statute of frauds and the availability of parol evidence with additional clarifications applicable to goods contracts, such as the specially manufactured goods exception that may allow an oral contract over $500 to be enforced.


Although sometimes the UCC rules seem vastly more complicated, they are intended to reflect the way people actually do business, and in practice can help simplify transactions. As so often in the law, the UCC gives the parties a great deal of flexibility to decide on the terms of their bargain. But when the parties dont provide for common terms, the UCC is ready to step in and plug the gap.
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Focus on Ethics



Ace Heating and Cooling sells air conditioners. One unit, the Freezy, has a fair market value of $300. During a heat wave, Ace sells a Freezy air conditioner for $500 to each of the following:



	Breanna, single mom with poor credit, who cant afford to pay cash for an AC unit. Breanna signs a contract to pay $500 on a credit plan, with an additional $300 in interest and financing fees.

	Barry Bigshot, investment banker, who knows the price is way too high but who is far too important to waste his time driving around town trying to get a better deal.

	Glamour Caf, a fancy restaurant with an upscale clientele, whose AC went out in the middle of the lunch rush. The manager is desperate to get the place cooled down before people like Barry Bigshot come in for the evening happy hour.

	Shady Rest Nursing Home, a business that barely makes a profit. The manager isnt happy about the price, but old people are very vulnerable to heat, and shes afraid that her patients health could be compromised by any delay in getting AC.




Questions for Discussion



	Under UCC 2-302, who has the best chance of getting out of the contract due to unconscionability?

	The symbol for justice features a woman wearing a blindfold, to illustrate that the law should be applied the same way regardless of who the parties are. Does the UCC rule seem to contradict this? Which approach do you think is more ethical?

	Note that both Glamour and Shady Rest are businesses, and courts rarely find that contracts between two businesses are unconscionable. The rationale is that a business is a sophisticated entity, familiar with transactions and able to protect itself. Do you think Glamour and Shady Rest are in a comparable position regarding whether this contract is unconscionable?

	Section 2-302 leaves a goodly amount of discretion to the courts in deciding whether a contract term is grossly unfair and whether the parties had such disproportionate ability to bargain that the contract should be found unconscionable. Do you think this is a good approach? Would it be better if the law were more specific?


 






Case Study: Kahn Lucas Lancaster, Inc. v. Lark International Ltd.




 1997 WL 458785 (S.D.N.Y. 1997)



Facts: Lark is a Hong Kong corporation that acts as a purchasing agent for businesses seeking to buy and import clothing manufactured in Asia. Kahn Lucas is a New York corporation, with its principal place of business in New York City engaged in the childrens clothing business, primarily in reselling imported clothing to major retailers. Kahn sent purchase orders for clothing to Lark that contained an arbitration clause. Lark did not sign the orders, but neither did Lark make any objection. Lark helped Kahn fill the orders with producers in the Philippines. Lark was to be paid a commission on the sale. When the clothing turned out to be defective, Kahn refused to pay. Kahn also demanded that the dispute be settled by arbitration.


Lark raised two defenses: (1) it was not the actual seller of the goods and thus not responsible for their quality, and (2) the arbitration clause would not in any case be binding, as it was not accepted by Lark.


Issue:  Did Lark accept Kahns offer and form a contract on Kahns terms?


Discussion: The court found that Lark had subcontracted for the goods and thus was in the position of being the seller. Under UCC Section 2-306, "an offer to make a contract shall be construed as inviting acceptance in any manner" and "an order or other offer to buy goods for prompt or current shipment shall be construed as inviting acceptance either by a prompt promise to ship or by the prompt or current shipment of conforming or non-conforming goods."


Holding:  Lark and Kahn have a contract, which includes the arbitration clause. The parties were ordered to arbitration.


Questions for Discussion


	Go through the facts and separate what was the offer, the acceptance, and the consideration.

	Would the case have come out differently under the common law?

	How could Lark have better protected its interests?








Case Study: Cook Grains, Inc., v. Fallis





 395 S.W.2d 555 (Ark. 1965)



Facts: Fallis, a farmer, and Horton, an agent of Cook Grains, Inc. (Grains) made an agreement for Fallis to sell and deliver to Grains 5,000 bushels of soybeans at $2.54 per bushel. The company sent Fallis a written contract signed by Grains, but Fallis neither signed the contract nor returned it. When Fallis failed to deliver soybeans, Grains sued him for breach of contract and damages in the sum of $1,287.50. Fallis admitted that the sale of soybeans was discussed but argued no agreement was reached. He also argued that the lawsuit was barred by the statute of frauds. The trial court ruled in favor of Fallis, and Grains appealed. Grains argued that there was an exception to the statute of frauds: according to the UCC, as between merchants, a merchant is liable on a written contractwhether he signs it or notif the merchant does not give within ten days of receiving the contract a written notice that he rejects it. Grains argued that Fallis is a merchant and, therefore, liable under the contract.


Issues:  Is a farmer a merchant within the meaning of the UCC? Was the contract enforceable?


Discussion: The appellate court examined the definition of a "merchant" in the UCC"a person who deals in goods of the kind or otherwise by his occupation holds himself out as having knowledge or skill peculiar to the practices or goods involved in the transaction . . ." However, there is no evidence that Fallis has such knowledge or skillshe is a farmer "and nothing else." After analyzing the definition of a "farmer" from previous cases, the court found that a farmer is "one devoted to the tillage of the soil" and "a man who cultivates a considerable tract of land." The court did not find any cases where the word "farmer" could be interpreted as "merchant." The court stated that, if the state legislators intended that the word "merchant" should include farmers, "no doubt clear and explicit language would have been used in the statute." There is nothing in the statute that indicates that a farmer should be considered a merchant when he is mostly acting in his capacity as a farmer and involved in the commerce only when he tries to sell the produce that he raised. The court also found that a "merchant" mostly means a "trader"one who buys and sellsand does not include a farmer who sells what he makes. The court concluded that, in construing a statute, "its words must be given their plain and ordinary meaning." Therefore, Fallis is not a merchant within the meaning of the UCC, and the alleged contract is barred by the statute of frauds.


Holding:  The judgment of the trial court is affirmed.


Questions for Discussion


	What made this contract unenforceable if it was actually written down and signed by a representative of Grains and in the possession of Fallis, who didnt deny its existence?

	Why did the appellate court have to analyze the meaning of the words "merchant" and "farmer"?

	Why did the court conclude that Fallis was not a merchant within the meaning of the UCC, even though he sold his crops for a living? [In 1991, the Colorado Court of Appeals was faced with the same issue and cited this case. But it reached the opposite conclusion, deciding that in todays world, farmers are more than just planters of crops and should be considered merchants under the UCC. Colorado-Kansas Grain Co. v. Reifschneider, 817 P.2d 637.]

	What do you think Grains should have done differently to ensure that Fallis would be bound by the contract?






Critical Thinking Questions
 


	What was the last sales contract you made? Were you the offeror or offeree? How was the offer made? How was it accepted?

	How about the last one involving a written agreement?




Hypothetical Case Problems


Case 1. Jane makes a mail-order purchase for 20 pounds of jelly beans from Candy World at $5.00 per pound. Upon receipt of the order, Candy World ships the jelly beans.



	Is this a contract for the sale of goods?

	If Candy World ships 10 pounds of jelly beans at $5.00 per pound, what will Janes rights be under the contract?

	If Candy World ships 20 pounds of gummy bears instead of jelly beans, will it be in breach of contract?

	If Candy World ships 20 pounds of gummy bears with a note saying "Sorry, no jelly beans, but here are some lovely gummy bears in case they will do" to Jane, will it have breached the contract?




Case 2. Frank offers to sell his car to Carmen for $4,000 in a letter he sends her. She replies with a letter of her own that states: "I accept. Wash it before you deliver it."



	Will a valid contract be formed?

	Will Frank have to wash the car before delivering it?

	If Carmen replied in her letter "I accept, provided you wash the car before delivering it," would a contract be formed? Explain.


 

Case 3. Hank, a 76" basketball player, verbally asks Xena, a seamstress, to make him a tuxedo. She agrees and tells him that it will cost $1,200. She takes his measurements and tells him that the tux will be ready in ten days. No writing is executed by the parties.



	If Hank changes his mind the following day and calls Xena to cancel the contract, will he be in breach of contract if Xena has not yet begun work on the project? Explain.

	If Hank calls to cancel after Xena has already ordered the material from her supplier but has done nothing else to complete the contract, can he cancel without penalty? Why?

	If Hank cancels after the material is ordered and Xena has cut it into the required pattern to create the suit, will Hank be able to cancel the contract without penalty?




Case 4. Noxxe Oil enters into a binding agreement to provide 10,000 gallons of regular gasoline to Normas Gas City for a year at a fixed price of $3.00 per gallon. A month into the contract, armed conflict once again erupts in the Persian Gulf and the price of crude oil increases by 50 percent over a short period of time. Noxxe Oil, which can still find all the oil it needs on the spot market but at a much higher price than originally anticipated, asks Norma if she would be willing to agree to a temporary $1.00 per gallon increase to help defray part of its increased costs. Norma agrees to the temporary increase and begins paying the higher price immediately.



	If Norma changes her mind a month later, can she enforce the original agreement?

	Would your answer be the same if this were not a contract for the sale of goods (e.g., a service contract or a contract to purchase real estate)? Why?

	If Norma refuses to accept the higher price, will Noxxe be able to force her to do so?




Case 5. Joan agrees to sell her business product inventory to Kari for $250,000. When the parties set down the terms of the agreement in a signed writing, the amount is mistakenly written as $25,000. Neither party notices the mistake at the time that the contract is signed.



	If Kari wants to enforce the contract as written, will Joan be able to present parol evidence to explain that a mistake was made?

	If Joan purposely writes down $350,000 as the consideration to be paid for her business inventory on the written agreement and gets Kari to sign it, can Kari present parol evidence to prove the price agreed to was $250,000? Why?

	Would your answer be the same if Joan held a gun to Karis head as she signed the contract?

	If Kari claims that at the time the contract was signed Joan orally agreed that she would have the inventory packaged at Joans expense, can Kari present witnesses testimony to this effect?




Key Terms



Click on each key term to see the definition.


admission 

When a party admits in pleadings, in testimony, or otherwise under oath pursuant to a legal proceeding that a promise was made.


confirming memorandum 

A written document that contains the material terms of an agreement, generally sent after an oral agreement was made.




goods 

Tangible, movable objects that can be owned.


merchant 

A person who regularly deals in good of the type involved in the contract.




statute of frauds 

A law that specifies that certain types of contracts must be in writing.


unconscionable contract 

An agreement with grossly unfair terms that usually involves a situation where the parties do not have equal bargaining power. An unconscionable contract can be voided at the courts discretion.
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Chapter 8

Performance of the Sales Contract and Risk of Loss
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Learning Objectives

After studying this chapter, you will be able to:

 
	Describe and give examples of the seller's rights and obligations under the sales contract.

	Describe and give examples of the buyer's rights and obligations under the sales contract.

	Explain the difference between shipping
and destination contracts.

	Describe the concepts of risk of loss and
insurable interest.
 
	Define and explain the significance of a
bona fide purchaser.


 




Once a contract for the sale of goods comes into existence, it is important to determine the duties of the buyer and seller. In addition, it is necessary to determine precisely when title to purchased goods passes from the seller to the buyer, and when the buyer acquires enough of an interest in the goods that he may purchase insurance to protect himself against loss or damage to goods before obtaining possession. As is usually the case under the Uniform Commercial Code (UCC), the buyer and seller are free to control most of these matters by specific contract provisions.
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A well-drafted sales contract should specify who bears the risk if the goods are damaged in transit.
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Example 8.1. Beta Corp. contracts to buy a shipment of sugar from Sugar Inc. The contract provides that Beta will bear the risk of loss if the goods are damaged in transit. If the sugar is contaminated while being shipped, Beta must bear the loss and Sugar is not responsible.

But when the buyer and seller do not specifically agree in their contract as to who should bear the risk of loss for goods damaged in transit, or when or by what method the buyer must pay for goods shipped to the buyer by the seller, the UCC steps in and provides the answer by default. It is imperative that both the buyer and seller be aware of the UCC provisions relating to risk of loss and passage of title under the code in order to avoid potential economic loss.




8.1
Seller's Obligations



The obligations that the seller incurs under a contract for the sale of goods differ slightly depending on whether the goods are to be picked up by the buyer at the seller's place of business, whether the seller must deliver the goods to the buyer herself, or whether the seller must ship the goods through a third-party carrier such as UPS or the U.S. Postal Service.

Goods Not Shipped by a Carrier (§ 2-503)

When a contract for the sale of goods does not require the seller to ship goods to the buyer via carrier, § 2-503 of the UCC requires that a seller tender delivery of goods (make the goods available) to the buyer by placing conforming goods (in other words, what the buyer contracted for) at the buyer's disposition, giving sufficient notice to enable the buyer to take delivery. Seller must tender delivery at a reasonable hour and make the goods available for the buyer to take possession of them. This is true whether the seller is to allow buyer to pick up the goods at her place of business or other designated location, or if the seller is to deliver the goods herself (or if the seller's employees are to deliver the goods). Consider the following examples:


Example 8.2. Buyer buys a lawn tractor from ACME Lawn Care. ACME promises to notify buyer when the tractor arrives at her warehouse from the factory, and buyer agrees to pick it up at ACME's warehouse. A week later the tractor arrives and ACME calls buyer at 2:00 p.m. on a Sunday for him to pick it up. The buyer is not home at that time, and seller does not call back again. The next day, seller sells the tractor to another buyer. Has seller discharged her obligation of tendering delivery? Clearly not, since making a single attempt to call buyer during the weekend is not enough of an effort to tender the goods.


Example 8.3. Under the above facts, assume that seller calls buyer on Sunday as well as during regular business hours each day for the next week, and then sells the tractor to another customer. Will that suffice to discharge her obligation of tendering delivery? In this situation, seller has made a good-faith effort to tender the tractor to buyer and has discharged her duties under the contract. She would have a good chance of recovering her lost profit from the sale from the buyer, since buyer did not meet his obligation of accepting the goods within a reasonable time after they were appropriately tendered.


Example 8.4. Assume the same facts as in question 1 above, except that the seller sent buyer a post card telling the buyer that the tractor had arrived and could be picked up at any time within the next week, and also left a telephone message to the same effect on buyer's voice mail. If buyer was away on vacation and did not get either message in time and seller sold the tractor to another customer eight days from the date of the original notification, has the seller discharged her duty to tender delivery? Unless she had reason to know that the buyer would be away on vacation (e.g., if the buyer specifically had told her this), the seller's notice to the buyer and her keeping the tractor available for delivery to the buyer for seven days would suffice as a valid tender of delivery. Once again, the buyer would be in breach of contract and liable for the seller's lost profits on the sale.


Unless the sales contract states otherwise, the tender of delivery must be made by seller at her normal place of business or, if she lacks a regular place of business, at her home under Section 2-308 of the UCC. If a buyer wants goods to be delivered to his home or elsewhere, he must specifically make this a provision in the contract for the sale of goods.


Delivery by Seller to Specific Destination (§ 2-503)


 Beyond the Book: eBay's Philosophy
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Chapter 9
 
Warranties and Remedies for Breach
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Learning Objectives

After studying this chapter, you will be able to:

 
	Explain the concept of implied warranties
and distinguish implied from express warranties.

	Discuss the requirements for disclaiming warranties under the UCC.

	List three examples of buyer's remedies for breach of the sales contract.
 
	List three examples of seller's remedies for breach of the sales contract.


 




In a sales of goods contract, both buyer and seller have certain responsibilities. Many of these are established by the parties themselves, but some are provided by statute. For example, a warranty is an assurance that the goods will meet certain requirements. The UCC provides four specific types of warranties covering goods under sales contracts:


	warranty of title;

	implied warranty of merchantability;

	warranty of fitness for a particular purpose; and

	express warranties.




[image: A girl lies on the floor in front of her laptop with headphones on.]

When selling or streaming music online, the company warrants that they have a title to offer the music.
Wavebreakmedia Ltd/Wavebreak Media/Thinkstock



These warranties offer buyers important protection covering purchases of goods and are important to both merchant and consumer buyers.

Sales contracts are as susceptible to breach as any other contract. The common law of contracts provides a variety of remedies to parties who suffer a breach of contract, as we've previously seen in Chapter 6. The UCC also provides remedies to buyers and sellers who suffer a breach of contract. As usual, the UCC makes some modifications to the common law of contracts in order that the remedies allowed to buyers and sellers reflect the economic realities of doing business and fostering commerce.



9.1
Warranties



As mentioned in the introduction, there are four types of warranties made by sellers to buyers under the UCC: warranty of title and against infringements, the warranty of merchantability, the implied warranty of fitness, and express warranties.

Warranty of Title and Against Infringements (§ 2-312)

In every sales contract, there are a number of implied and express warranties that can be made by a seller to a buyer. Every seller warrants to every buyer that the seller's title to the goods being sold is good, that the transfer is rightful, and that there are no liens or encumbrances against the title to the goods being sold that the buyer is unaware of as of the time of entering into the sales contract.

Example 9.1. Antonio steals Kendra's car and sells it to Ben. As noted in the last chapter, because Antonio stole the good he has only a void title to the car and cannot transfer the good title to Ben. Although Kendra will get her car back, Ben can sue Antonio for breach of warranty and recover damages. (Of course, a car thief may not be that easy to track down or recover money from, but at least Ben has a legal right against Antonio!)

The warranty of title is an implied warranty that automatically attaches to every sale made. It can, however, be disclaimed through specific language giving the buyer notice that the seller does not claim title to the goods sold, or that she is only transferring whatever ownership right she has in the property.

Example 9.2. Susan, after breaking up with her boyfriend, wants to sell a ring he gave her as a gift. Margaret agrees to buy the ring for $100. Susan believes that her ex-boyfriend purchased the ring from a jeweler, but she also knows that he'd purchased items from street peddlers of questionable repute in the past. In order to cover herself against a possible future suit for breach of warrantee of title from Margaret, she draws up a sales contract that reads as follows:

In consideration of $100, I hereby sell all of my interest, if any, in a gold ring with a small opal to Margaret Smith. I sell the ring AS IS, and make no express or implied warranties of any kind to the buyer. In particular, I make no warranty of title to the buyer.

As long as Susan sells the ring to Margaret in good faith, Margaret will not be able to sue her in the future for breach of warranty if the ring turns out to be worthless or stolen. In order for a warranty to be waived, the language waiving it must be conspicuousit must stand out from the written contract by being larger, darker, or of different color. A waiver of warranty that does not stand out from the text of a contract will not be enforced.


[image: A close-up of a child stepping on an open dresser drawer.]

A drawer is not designed to be used as a stepladder! If it breaks and the child falls and is injured, it is unlikely that the manufacturer would be liable.
Design Pics/Thinkstock



If the seller is a merchant who regularly deals in goods of the kind being sold, the seller also makes a warranty against infringement to the buyer, through which the seller warrants that the goods are delivered free of any copyright, patent, or trademark infringement.


Example 9.3. Big Box Store buys 100 copies of Lady Gaga's latest CD from Music Wholesale Inc. Music Wholesale automatically guarantees that the CDs were manufactured under a proper license. If they turn out to be counterfeits that infringe copyright, Music Wholesale will be liable for breach of warranty.

Implied Warranty of Merchantability (§ 2-314)

Every sale made by a merchant who deals in goods of the type sold carries with it an implied warranty that the goods are merchantablein other words, the goods must be fit for their normal purpose.

Example 9.4. Acme Hardware Store sells a hammer to Stephanie. Acme is guaranteeing that the hammer is fit for pounding in nails and other normal things people use hammers for. Acme is not guaranteeing that the hammer will serve as an impromptu car jack.

No statement needs to be made by the merchant; it is implied and automatic (although it can be excluded or modified by express language).

It is not necessary for the buyer to show that the seller knowingly or negligently sold faulty, mislabeled, or otherwise nonconforming goods in order to sue for breach of the warranty of merchantability. Merchants are strictly liable for breach of the warranty whether or not they were aware that the goods were not merchantable at the time that they sold them.

Implied Warranty of Fitness for a Particular Purpose (§ 2-315)

The warranty of fitness for a particular purpose arises when a seller (merchant as well as non-merchant) sells goods to a buyer guaranteeing that the goods are suitable for the specific purpose for which buyer intends to use them. In order for the warranty to arise, two tests must be met:


	The seller must be aware that the buyer is purchasing the goods with a particular use in mind; and

	the buyer must rely on the seller's superior skill and judgment in selecting goods appropriate to his specific intended use.



Consider the following:

Example 9.5. Buyer, a novice fisherman, tells Seller, the owner of a sporting goods store, that he needs a rod and reel for fly fishing, and asks her to recommend a good model. Seller, who is new to the trade and unfamiliar with fly fishing, recommends an excellent deep-sea fishing rod and reel set that is inappropriate for fly fishing. Seller is liable for breach of warranty, since Seller knew Buyer's purpose and Buyer was entitled to rely on Seller's presumed expertise.

Example 9.6. Buyer, a first-year college student, offers to buy from Seller, a second-year law student, the seller's used contracts, torts, and civil procedure casebooks in the hope that they will assist him in his Business Law I course at State U. The business law student does not ask the law student whether the books would be useful as study guides for a business law class, and Seller, not knowing the reason for the purchase, offers no opinion on the subject. In fact, the Buyer soon discovers (as many law students have before him) that case books are not textbooks and are worse than useless to the undergraduate student who spends the rest of the semester trying to make sense of the seemingly incongruous collection of cases in the law books and ultimately fails the business law course. Seller is not liable for breach of warranty, because Seller did not know Buyer's intended use.


[image: A salesman recommends automobile rims to a woman in a tire store.]

A salesperson makes a warranty of fitness for a particular purpose if he recommends a specific product for a specific use.
 Getty Images/Jupiterimages/Thinkstock



Example 9.7. When Tiffany was a preteen, she was crazy about horses and her parents bought Ruby, a quarter horse mare, for her. Now 16, Tiffany has discovered boys and no longer rides Ruby. Buyer, a rancher, purchases the horse from Tiffany's parents, telling them that he plans to use Ruby as a stock horse. The parents, who don't really know anything much about horses except that they are expensive to maintain, are happy to think Ruby will be useful to someone. Ruby turns out to have no intention of working for a living. Plus, she's scared of cows. Are Tiffany's parents in breach of warranty?

Although the sellers in this last example knew of the buyer's intended purpose for Ruby the horse, they are not breaching the warranty of fitness for a particular purpose. The buyer was the expert, and he was not relying on Tiffany's parents' judgment or superior knowledge in buying Ruby.



[image: ]

In the Media: Woman Injured by Victoria's Secret Thong That Was Also a Boomerang (Allegedly)



[image: Storefront of a New York City Victoria's Secret store.]

Merchant sellers, like Victoria's Secret, are required to sell products that are fit for normal use.
Jennifer Graylock/Associated Press



Products sometimes don't do what they're supposed to, or they break much earlier than is reasonably expected, which is why Macrida Patterson filed a breach of implied warranty lawsuit in Los Angeles Superior Court in 2008. Ms. Patterson's lawsuit was against lingerie seller Victoria's Secret and it also included a personal injury claim. According to the 52-year-old Los Angeles traffic officer, in 2007 she was changing in the locker room at the end of her work shift when she attempted to put on a Victoria's Secret thong, with a heart-shaped rhinestone on the waistband, connected by metal links. While slipping into the undergarment, Ms. Patterson claims she was hit in the eye by a rhinestone that flew off the garment. In terrible pain, she went to the doctor the next day, where, according to her lawyer, she was prescribed a topical steroid for severe damage to her cornea.

Not much is known about what happened after the lawsuit was filed. (The complaint can be accessed through the "Smoking Gun" website link below.) Within a month of filing the personal injury/product liability/breach of warranty suit, Ms. Patterson and her lawyer gave quite an interesting interview on NBC's Today Show, where Meredith Viera asked more and more pointed questions about the incident and how much money she wanted from Victoria's Secret. (That interview can be viewed through the MSNBC website link below.) If there was a settlement, it was as "Secret" as . . .

According to the UCC, merchant sellers make the implied warranty of merchantability, which means fitness for normal use. Whether a product is not fit for normal use, or whether it has been negligently designed or made, is a question that juries often get to resolve, but only if the plaintiff's lawyer can establish first that there is evidence that will support the theory of liability.

Sources: http://www.thesmokinggun.com/documents/crime/dinged-g-string

http://today.msnbc.msn.com/id/25258522/ns/today-style/t/eye-catching-thong-gives-rise-lawsuit/




Express Warranties (§ 2-313)

An express warranty arises when the seller has with words or actions clearly indicated that the goods will meet certain standards. Express warranties can arise through affirmation of a fact, from description of the goods, or through use of a sample or model.

For the warranty to arise, the statements, descriptions, samples, or models must have been made available to the buyer at a time when he might have relied on such information in agreeing to enter into the contract. Representations about the goods are binding whether they are made orally, in writing, or by showing a sample or model before the buyer agrees to purchase the goods.

An affirmation of fact must be specific and cannot be a mere opinion.

Example 9.8. "This car gets an average of 35 miles per gallon" is an affirmation that gives rise to an express warranty. "This car gets great mileage" is too vague and general a statement and thus does not create a warranty.


[image: A young girl sits and plays an electric guitar.]

When a customer tries out a display model in a store, a warranty is being made.
iStockphoto/Thinkstock



Example 9.9. "This elliptical exercise machine is guaranteed for three years" creates a warranty. "This thing will last forever" is puffery and not an affirmation, thus there is no warranty created.

The display of a model or sample to a buyer can also constitute an express warranty in some situations.

Example 9.10. Brianna, a budding rock star, goes to Wally's Guitar Shop. The salesperson encourages her to try out a Japanese-made copy of a Fender Stratocaster electric guitar. It absolutely rocks! Brianna plays the guitar for ten minutes, doing her Chuck Berry-style splits and a slide across the floor she copied from Elvis. She buys the same model (but in a jazzier color than the floor sample) and then discovers that it tends to make buzzing noises when the power cord is jogged. This will clearly not do for Brianna, who has lots of great moves. Is Wally's Guitar Shop in breach of warranty?

The answer is yes, because by using the model the store was basically guaranteeing that the guitar Brianna bought would perform in the same manner. The model didn't buzz when Brianna busted a move, but the one she bought does, which is not the same level of performance.

Disclaimer of Warranties (§ 2-316)


 Beyond the Book: Read the Fine Print



Chapter 10







Chapter 10
 
Commercial Paper



[image: A hand writing a check.] 
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Learning Objectives

After studying this chapter, you will be able to:

 
	Name the necessary criteria for defining commercial paper.

	Define and distinguish between notes, drafts, checks, and certificates of deposit.

	Define the term "holder in due course" and explain the significance of this status.
 
	Explain the difference between blank, special, and restrictive indorsements.


 





Money has been used as a medium of exchange for more than 4,000 years. The exchange of hard currency for goods and services facilitates commerce, but there are many circumstances in which doing business on a cash basis is inconvenient or impossible.

Consider the sale of an office building for $50 million. In hundred dollar bills, the payment would take up about the same space as 25 boxed washing machines. It is unlikely either buyer or seller would want to lug that around, or that a bank would want to count it out. And of course there would be major security issues with such a large cash transaction.

One way to avoid the problems of transferring large sums of money is to deal on a credit basis: the buyer could give the seller an I.O.U. that the seller could collect on at his convenience. While much business is carried out on a credit basis, most sellers prefer something more substantial than a simple I.O.U. that may or may not be paid upon demand. The solution is often commercial paper, which is a contract to pay money. There are a number of different types that function as good substitutes for cash and facilitate business transactions. They are transferable and can easily be exchanged for cash, and are the subject of Article 3 of the Uniform Commercial Code.

What distinguishes these instruments from other valid instruments that evidence debt, such as a simple I.O.U., is that negotiable instruments can give special protection to parties who accept them in the regular course of business. This makes them readily acceptable as substitutes for cash in business transactions. When an instrument is negotiated (transferred from one person to another for value), the person who receives the instrument in good faith and gives consideration in return for its acceptance, and all others with whom that person may subsequently negotiate the instrument, receive certain legal protections that make it fairly safe to accept the instrument as a substitute for cash.



10.1
Requirements for Commercial Paper




 Beyond the Book: "The Negotiable Instruments Song"

  Click  here to watch a music lesson about negotiable instruments: putting the requirements of negotiable instruments in a musical form may help you to remember them! 

 
	 What is the song referring to when it says "there can't be another document which determines liability"? With which requirement does this match?         

	 Will an acceleration clause prevent an instrument from qualifying as negotiable?




 



Commercial paper consists of four types of written instruments: drafts, checks, certificates of deposit, and notes. Each will be examined in turn in the discussion that follows. Section 3-104 of the UCC sets up the criteria that negotiable instruments must meet. All negotiable instruments must:


	Be in writing. But the writing need not be in any official form, and it need not even be on paper. If you choose to pay your taxes by writing a check for the amount on a shirt (to demonstrate that the government is literally taking the shirt off your back!), the IRS will be able to cash it.

	Be signed by the maker or drawer (the person writing the instrument). A signature is simply any mark that the issuer intends to represent a signature. An X, initials, or a full autograph can all qualify.

	Contain an unconditional promise to pay a sum certain in money. "I will pay $50,000 for the yacht Aurealis" or "Sierra promises to pay Rachel $50,000" would qualify. "I will pay $50,000 for the Aurealis as long as the yacht is in good condition" or "I owe Rachel $50,000" would not qualify as an unconditional promise. A promise such as "I will pay Rachel $50,000 worth of precious metals" also does not qualify, because it is not a promise to pay money.

	Contain no other promise, order, obligation, or power not specifically authorized by the UCC.

	Be payable on demand or at a specific time. "I promise to pay $50,000 June 1, 2014" qualifies. So does "I promise to pay $50,000 to Sierra when she wants it," which is a demand term. But "I promise to pay $50,000 to Sierra when she finally graduates from college" is not, because Sierra's graduation date is uncertain (for example, what if she flunks Business Law?!)

	Be payable to order or bearer. A negotiable instrument must be either order paper, which means it includes the words "pay to the order of," or bearer paper, which means it either specifies pay to "bearer," or is not made out to a specific person (pay to the order of cash, for example).



If an instrument does not meet each of the above criteria, it is not a negotiable instrument. An instrument may fail to meet the requirements for a negotiable instrument and still be legally binding as a contract; but it would not give the protection to parties to whom it is transferred that a negotiable instrument provides. Consider the following instruments. Do they meet the requirements for negotiable instruments?


[image: Three sample instruments that do not qualify as negotiable instruments. The first is I.O.U. for $50 signed by Dan Debtor for Jay Baldauf on July 13, 2009. The second instrument signed by Dan Debtor on July 13, 2009 to First Bank of Bullion and to be paid to the order of Ken Ansley for 3 ounces of gold. The third instrument is a check signed by Cathy Couchpotato on July 13, 2010 for $100 to be paid to the order of Frank Barral. The instrument contains the following condition: "One hundred and xx/100 dollars when he completes the upcoming New York Marathon".]


All of the above documents could be enforceable, as part of a valid contract. None of the samples, however, meets the requirements for a negotiable instrument. Sample 1 is a simple I.O.U. that does not contain an unconditional promise to pay (it purports to owe the money but makes no specific promise as to its repayment); furthermore, it is not payable to the order of Jay Baldauf or to bearer. Sample 2 is not payable in money; gold, while valuable, is not legal tender. It need not necessarily be in dollars, but it must be in legal tender of some country. (A note payable in yen, euros, pounds, or pesos is negotiable, but one payable in gold, silver, or any other commodity is not.) Sample 3 is not negotiable because it contains a conditional (not unconditional) promise to pay. Each of the above instruments is valid but will not give any special protection to parties who accept them under assignment in the regular course of business.



10.2
Parties to Commercial Paper



Before we go much further, it is probably a good idea to define who is who when it comes to commercial paper.




	Maker:
	The person (or company) who makes or executes a note.



	Drawer:
	The person (or company) who makes or executes a draft.



	Drawee:
	The person (or company) who is directed to pay a draft or a note. (If the draft is a check, the drawee is the bank in which the drawer (the person drafting the check) has the checking account on which the check is drawn.)



	Payee:
	The person (or company) to whom a note or draft is made payable.



	Bearer:
	The person (or company) in possession of a note or draft made out to him as payee or made out to bearer.



	Guarantor:
	A person who signs a note or draft on its face guaranteeing payment in case the note or draft is dishonored when it is presented for payment. The guarantor is liable to the payee of a note or draft for its face value if the maker or drawee fails to pay the note when the payee properly demands payment. The liability of a guarantor is primary to that of indorsers1 (signers) or accommodation parties.



	Accommodation Party:
	A person who indorses (signs) a note or draft that is not made payable to him in order to guarantee payment if the note or draft is dishonored when presented for payment. An accommodation party has secondary liability and cannot be made to pay on the note unless the principal parties (maker, drawer, and drawee) have all refused payment.



	Acceptor:
	A drawee of a draft who binds himself to pay the payee the face value of the draft when it is presented for payment by signing as acceptor on the face of the draft. A payee who obtains good faith acceptance of the draft by the drawee receives a guarantee from him that the draft will be paid when it is properly presented for payment.



	Indorser:
	The person who signs her name on the back of a note or draft naming her as payee in order to obtain payment on it or negotiate it to a third party.



	Indorsee:
	The person to whom a negotiable instrument is indorsed as the new payee.






	____________________
1 "Indorse" and "endorse" are synonymous. "Indorse" is used here and throughout this chapter because it is the preferred legal term and the one used by the UCC.







10.3
Types of Commercial Paper



For purposes of our discussion, we'll focus on these types of negotiable instruments: notes, drafts, checks, and certificates of deposit (CD).

Note

A note is an unconditional promise to pay a sum certain in money to a named payee or to bearer that is payable on a specific date or on demand. The person or company who drafts a note is called the maker, and the person to whom the note is made payable is the payee. Notes are a primary means of securing credit, with the debtor executing a note in favor of the creditor. The following example is typical:

Example 10.1. Robert wants to buy Aretha's car for $5,000 but only has $1,000 available in cash. He asks her if she'd be willing to accept a note for the balance payable over a period of three years at ten percent interest. Aretha agrees and turns over the car in exchange for $1,000 in cash and the following negotiable instrument:


[image: A promissory note dated November 1, 2010 that promises to pay to Aretha Jones $4,000.00 with interest at a rate of 10%, payable in equal, consecutive monthly payments of $129.07 over the next 36 months. In the event that the undersigned fails to make any payment within 10 days of the date that it is due, the entire balance will be due at the option of any holder in this instrument. Upon default, the maker will pay all reasonable costs of collection. The note is signed by Robert Nussbaum.]


In the above example, Aretha is the payee of the note, while Robert is the maker. Once Robert signs the note, Aretha will be able to negotiate it by indorsing it to a third party. Once the note is indorsed and delivered to the third party, that party becomes the note's holder and can in turn negotiate the note to yet another person, or keep the note and be entitled to payment from Robert under its terms. Aretha can, of course, choose to keep the note and collect the payments from Robert for the entire term.

Draft

A draft is an unconditional written, signed order by a drawer for a drawee to pay a sum certain in money to the order of a named payee or to bearer. Unlike the maker of a note who promises to pay the payee or her assigns a sum of money himself, the drawer of a draft orders a third partythe draweeto make the payment to the payee or her assigns. If the drawee does not honor the draft for any reason, the drawer of the draft is liable to the payee or her assigns for its payment. Naturally, there must be a contractual obligation between the drawee and the drawer if the drawee is to pay the draft when it is presented. A payee who wishes to determine whether the drawee will in fact pay the draft when it is presented for payment can seek acceptance from the drawee of the draft.

The following example illustrates a simple draft. Note that none of the parties is a bank or large company, although they could be:


[image: A draft box dated May 18,2010 to Danielle Drawee signed by Don Drawer to be paid to the order of Pam Payee for $100.00.]



In this example, Danielle is the drawee (the person ordered to pay), Don is the drawer (the person who drafts the note and orders the drawee to pay), and Pam is the payee. The draft meets all of the requirements for negotiability:
it is in writing, signed by the drawer, contains an unconditional order to pay a sum certain in money, contains no other promises, and is payable on demand, since no specific date for payment is specified. If Pam Payee takes this draft from Don, she will be able to freely negotiate it. Naturally, both Pam and anyone else to whom she negotiates the draft are likely to want some assurance that the drawee will honor the draft when it is presented for payment. She can get such an assurance by taking the note to Danielle and asking her to accept it. If she agrees, she would simply sign as acceptor on its face as follows:



[image: A draft box dated May 18,2010 to Danielle Drawee signed by Don Drawer to be paid to the order of Pam Payee for $100.00. At the bottom of the document, it is noted that Danielle Drawee accepted. ]


Even if Danielle is under no obligation to Don to accept the draft, once she signs as acceptor, her obligation to pay the draft when it is presented will be absolute.

Check

A check is simply a draft in which the drawee is a bank. The drawer of a check is a person or company who has an account in a bank against which they are authorized to draw checks. If a payee of a check wants to ensure that there will be enough funds in the account on which the check is drawn to guarantee its payment, the payee can demand that the drawer have the check certified by the bank. A certified check is the equivalent of a draft that has been accepted by the drawee. Section 3-411 of the UCC specifically refers to certification of a check by a bank as acceptance of the check; when a bank certifies a check, it guarantees that there will be sufficient funds in the drawer's account for the check to be honored when it is presented for payment.


[image: Check dated May 18, 2010 for $100 to be paid to the order of Pam Payee. The check is signed by Don Drawer.]



[image: Close-up of hands holding two certificates of deposit.]

A certificate of deposit is an agreement between depositor and bank.
Pat Sullivan/Associated Press



The above sample contains all necessary information for the bank to pay the payee $100 from Don Drawer's account. It should be noted that, even though all the checks we are likely to come across look pretty much the same, there is no legal requirement that a check be written on a pre-printed, bank-provided form in order to be negotiable. It is perfectly legal to write a check on a coconut by carving the relevant information on it with a sharp knife, or, as we noted earlier in the chapter, write out a check on a shirt to send to the IRS, as some whimsical taxpayers have actually done in the past. In both instances, the checks would be valid (although it will likely take some time to convince a bank teller of that fact when the check is deposited for collection!). Of course, payees need not accept a nonstandard check any more than they are generally obligated to accept a standard one.

Certificate of Deposit (CD)

Certificates of deposit, or CDs, are notes issued by both banks and savings and loan associations. The only significant difference between a CD and a note is that CDs are issued by banks and notes can be issued by any company or individual.



10.4
Holder in Due Course




 Beyond the Book: "The Holder In Due Course Blues"

Click  here to watch a music lesson that illustrates what can go wrong when a note is sold.

 
	 Why does the singer have the "Holder in Due Course Blues?" What happened to him? 

	 Who is the holder in due course in the song?




 



A holder in due course is a person who has given value for an instrument, in good faith, without notice of outstanding claims or other defects. (A holder in due course somewhat resembles the bona fide purchaser (BFP) we saw with regard to sales.) The UCC gives special protection to such people.

Example 10.2. Daniel hires Catherine to paint his house. After she completes the job, lacking the cash to pay, he writes a note that reads "I promise to pay to the order of Catherine $3,000." He signs his name and gives the note to Catherine. Catherine is buying Holden's car, and as payment she now writes on Daniel's note "Pay to the order of Holden" and gives Holden the note. Holden is a holder in due course.

Holders in due course are in a very strong position when they accept a negotiable instrument in that they take the instrument free from all personal defenses that any party might have to payment of the instrument. In many circumstances, a holder in due course receives greater rights and protection in taking negotiable instruments than the original holder of the instrument possessed. In most instances, holders in due course are absolutely entitled to payment of negotiable instruments in their possession, regardless of defects that these may possess.

Example 10.3. Daniel now discovers that the paint on his house is blistering and peeling because Catherine used the wrong type for an exterior. Even though he would have a defense to paying Catherine, it will not apply to Holden.

Section 3-302 of the UCC lists the requirements for a person to become a holder in due course. In order to qualify for the special status of holder in due course, a person must take a negotiable instrument:


	For value. Taking the instrument for value means that some consideration was given by the holder in order to receive the instrument, such as the car Holden gave to Catherine.

	In good faith. The requirement of good faith is met as long as the holder acted in a just and ethical manner in obtaining the instrument (e.g., if the holder takes an instrument under circumstances that should make her suspicious as to the validity of the instrument, the good faith requirement will not be met).

	Without notice that it is overdue or has been dishonored or of any defense against or claim to it on the part of any person. Finally, the holder must also take the instrument without the knowledge that it has been dishonored or is overdue, or that there are claims that can be asserted against it by third parties; this requirement can be seen as an extension of the good faith requirement.




[image: A woman stands on a step ladder and paints the porch of a house.]

If Catherine, the house painter, indorses Daniel's note for $3,000 over to Holden in payment for his car, Holden becomes a holder in due course.
iStockphoto/Thinkstock



Section 3-305 of the UCC outlines the rights of a holder in due course. In essence, a holder in due course takes a negotiable instrument free of all claims and defenses to it by parties with whom the holder in due course has not dealt. The only defenses that can be successfully asserted against a holder in due course are those of incapacity, duress, illegality of the transaction, forgery of the instrument, and misrepresentation inducing the drawer or maker of the instrument to execute the same without knowledge that she was executing a negotiable instrument. With these exceptionsall of which are real defenses that make the original execution of the instrument voidno other defense may be asserted against a holder in due course. Consider the following circumstances:

Example 10.4. Seller, a jeweler, sells Buyer a counterfeit Rolex watch for $7,500 (the watch is an illegal import worth $20). Buyer pays by check, and the jeweler cashes the check.

Example 10.5. Tania finds a paycheck on the lectern after class, where the duly absent-minded professor left it after indorsing it in blank. (Obviously this was not a business law professor!) Tania takes the check and asks a friend to cash it for her, telling him the truth as to how she came to possess the instrument. Tania's friend then negotiates the check to his local grocer, who is unaware that the paycheck was acquired through larceny.

Example 10.6. An armed robber forces Jeanette to execute a check at gunpoint.

Example 10.7. Sharlene tricks William into signing a note for $250,000, telling him it's a petition to save polar bears and other endangered species. William, who trusts Sharlene implicitly, signs the note where she indicates a place for his signature. Sharlene then negotiates the note to a group of innocent investors and leaves the country.

Example 10.8. Slick, an upscale day care center operator, dreams up the brilliant idea of having the children in his care sign notes for $250,000 each, payable in 20 years. (Slick figures that chances are good that most of his kids will be independently wealthy in their mid-20s, and would like to assure himself a cozy retirement at their expense.) Several of the children who signed the notes in fact become quite wealthy and Slick negotiates those notes 19 years later to innocent third parties.

In example 10.4 and 10.5 above, the bank and the grocer are holders in due course, since each acquired the instrument for value, in good faith, and without knowledge that there were any defenses or claims against it. As such, both the grocer and the bank are entitled to payment under the instrument, and the buyer of the counterfeit Rolex as well as the professor will have to bear the loss. (They can, of course, sue the jewelry store owner for fraud and Tania for conversion, respectively, assuming these can be found.)

In examples 10.6, 10.7, and 10.8, however, Jeanette, William, and the persons who executed the notes as children will all have valid defenses, even against holders in due course. A check or note issued under duress is void and of no legal effect; since such an instrument is invalid at its inception, even a holder in due course cannot obtain good title to it. Likewise, if a maker or drawer is tricked into executing a negotiable instrument without his knowledge or consent, the instrument is void and can never have any effect, even in the hands of a holder in due course. The notes example, 10.8 executed by children of tender years, are void at the inception and will likewise be unenforceable even in the hands of a holder in due course.



10.5
Characteristics of Negotiable Instruments



Negotiable instruments, whether they are notes, drafts, checks, or CDs, can be characterized as either bearer or order paper. Order paper is a negotiable instrument that is payable to the order of a specific person or company. A check that reads "Pay to the order of Alice Z. Lpez" is an order instrument, since the drawer is ordering the bank to pay Alice the sum named in the check. "Pay to the order of Internal Revenue Service" is likewise an order instrument for the same reason; the bank is ordered to pay whatever amount is named in the check to a specific payeein the latter case, a government agency.

A bearer instrument, on the other hand, is one that is not made out to a specific person or agency. The most common example of bearer paper is a check that is made out to cash: "Pay to the order of cash" means pay to anyone who is in possession of the instrument. "Pay to the order of bearer" would be another example of a bearer instrument. Anytime a specific payee cannot be determined from the words used by the drawer or maker to identify the payee, it is assumed that bearer paper is intended, and the instrument becomes bearer paper. Thus, making a check payable "to the order of 100 rabid raccoons" is bearer paper, since no specific payee can be identified. Despite what a shocked bank teller might think if such a check were presented for collection, it is very much valid and as bearer paper, payable to anyone who has it in her possession.

An instrument that sufficiently identifies a specific person or group of people as payees is deemed order paper, even if it does not specifically name them. A check made out as follows would be order paper: "Pay to the order of the owner of a black Nissan 240 SX NY license plate 1234 ABC." Once the instrument is executed, it is payable only to the owner of the automobile in question, who will be entitled to demand payment after proving that he owns such a car. It is possible to trace the payee of such an instrument to only one person, since there could not be two black Nissan 240 SX automobiles in New York with the same license plate. If the car is registered to two people, such as a husband and wife, then the check would be payable to both of them jointly.


Despite the fact that there is some room for creativity in the drafting of negotiable instruments with regard to the identification of payees, it is never a good idea to express one's creativity in drafting such instruments. At the very least, drafting a negotiable instrument in an unusual manner or, for that matter, on an unusual object (such as the negotiable coconut and shirt previously alluded to) will cause problems for the payee when she tries to cash or further negotiate the check. At worst, litigation may be necessary to be able to enforce the validity of the negotiable instrument. Also, keep in mind that there is generally no obligation for parties with whom we do business to accept our checks or other negotiable instruments; they are free to demand cash from us, if they wish. Therefore, while your corner grocer may willingly accept your check that states "Pay to the order of cash," "Pay to the order of bearer," or perhaps even "Pay to the order of anybody," she is unlikely to accept a check that reads "Pay to the order of life, the universe, and everything," no matter how much you argue (and rightfully so) that it is a perfectly valid bearer instrument.
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In the Media: Can a Centuries-Old Note Serve As a Negotiable Instrument?




[image: Picture of an old note written in calligraphy and stamped.]
iStockphoto/Thinkstock

Although Colonel Willett's note promised each member of the Oneida tribe a blanket, it did not constitute an unconditional promise to pay a certain sum of money.



The Battle of Johnstown, one of the later battles of the Revolutionary War, took place on October 25, 1781, in New York. The Colonials were led by Colonel Marinus Willett, who was born on Long Island and would became New York City's mayor in 1807. Willett's army of 416 not only beat the 700-strong British army and forced a retreat, but also cut them off in their retreat, killing one of the British army's commanders, Walter Butler, who was a British loyalist and a lawyer from Albany, New York. Although the armies lost 11 soldiers in the battle, the American victory helped propel the eventual British surrender. A substantial reason for Colonel Willett's victory that day was the help given to him by members of the Oneida Indian tribe, who are native to that part of New York. In exchange for their military service, Willett promised each of the 60 Indians a blanket, which he did not have at the time. About a year later, the promise was reaffirmed by the New York government but still went unpaid. In 1792, Colonel Willett wrote and signed a note that said in part:

I do hereby certify that in a pursuit of the enemy in the county of Montgomery the latter end of October in the year 1781. In order to stimulate
a party of the Oneida Indians then with me. I promised in case of exerting themselves to overtake the enemy who were put to flight. That they should each of them have a blanket. That in conveyance of this promise they began a vigorous pursuit and in a short time overtook and killed a number of the enemy. That at my return it was not in my power to comply with the promise I had made in behalf of the public. Nor have I since been able to have that engagement
complied with.

Despite Willett's note, the Indians went unpaid for their assistance in helping give birth to the United States America.

Three centuries later, Willett's note came into the possession of a man named Andre Deeks, who in 2004 sued the United States for payment. Deeks claimed that Willet's note was a negotiable instrument and that he was now the holder. Deeks didn't want 60 blankets, however; instead, he sought an inflation-adjusted value of the blankets, which he argued was $3 million. But the United State Court of Appeal for the Federal circuit disagreed and found that the handwritten note wasn't a negotiable instrument because it didn't constitute an unconditional promise to pay a sum certain. Moreover, the court found that nothing in the note showed an intent that it be circulated as money. And of course, there was a slight statute of limitations problem. For something to be a negotiable instrument, it must constitute an unconditional promise to pay a specific amount of money.

Sources: Deeks v. U.S., 151 Fed. App. 936 (Fed. Cir. 2005); http://www.nyhistory.net/drums/willett.htm





10.6
Negotiation and Indorsers' Liability



Negotiable instruments are by their nature freely transferable. Although the vast majority of checks, drafts, notes, and certificates of deposit (CDs) are paid when properly presented to the drawee or maker, some invariably are not. At such times, it is important to determine the liability of parties to the commercial paper. Makers, drawees, acceptors, and guarantors are primarily liable for payment of negotiable instruments. If, however, they are unable or unwilling to pay it when it is properly presented for payment by the payee, there are others who are secondarily liable for paying the instrument. Secondary liability (meaning these individuals pay only if the one with primary liability does not) exists for drawers of drafts or checks who can be called upon to pay if the drawee refuses to pay (or dishonors) the draft or check when it is properly presented for payment. Likewise, indorsers of negotiable instruments can be called upon to pay if the instruments are dishonored.

Example 10.9. Tania is buying Devan's caf. Tania gives Devan a check for $25,000. At this point, Tania as drawer is not liable to Devan; Devan must present the check to the bank (or drawee). But if the bank dishonors (refuses to cash) the check, Devan has the right to demand the $25,000 from Tania. Note that if Devan is nervous over Tania's right to pay, he may prefer to specify payment in the form of a cashier's check or an electronic bank transfer.

The holder of a negotiable instrument can transfer its ownership to another person or company by indorsing the back of the instrument and delivering it to the person to whom it is indorsed. The indorsement of a negotiable instrument followed by its delivery to the person to whom it is indorsed is termed negotiationthe formal name given to the legal transfer of ownership from one holder to another. For an order instrument (one payable to the order of a person or company) to be duly negotiated, indorsement followed by delivery to the indorsee is necessary. A bearer instrument (one that is payable to cash, to the order of cash, to bearer, or otherwise fails to mention a specifically identifiable payee) is negotiated simply by delivery to anyone. Anyone in possession of a bearer instrument is a holder.

Indorsers are basically anyone who has signed the instrument, other than the issuer or acceptor. Indorsers can be secondarily liable to those who follow them in the chain of transfer, but not to those who came before them.

Example 10.10. Tania gives the check for $25,000 to Devan. Devan writes on the back "Pay to Brittany," signs his name, and gives the check to Brittany in payment for her Porsche automobile. Brittany now signs her name and gives the check to her landlord. If Tania now refuses to pay the landlord, the landlord could demand Devan or Brittany pay. If Brittany pays, she cannot hold Devan liable, because he was a previous indorser.

Types of Indorsements (§§ 3-2043-205)


Indorsements may be blank, special, or restrictive. A blank indorsement specifies no specific indorsee and can consist of a simple signature on the back of the negotiable instrument. A special indorsement is one that specifies to whose order an instrument is payable. A restrictive indorsement is one that is conditional, purports to prohibit further transfer of the instrument, or includes the words "for collection," "pay any bank," "for deposit" or any similar term that states the instrument is negotiated to a bank for the purpose of deposit.

Section 3-206 of the UCC clearly states that restrictive indorsements do not prevent an instrument from being further negotiated. However, a person to whom an instrument is negotiated under a restrictive indorsement must comply with the indorsement if he is to qualify for holder in due course status. If the bank or individual to whom a negotiable instrument is restrictively indorsed does not treat the instrument consistently with the indorsement, it will be liable to the indorser for any damages that result. Consider the following example:

Example 10.11. Dan restrictively indorses his paycheck as follows: "For deposit only into State Bank A/C 1234567." He then signs his name. On the way to the bank, he is mugged by Thelma, who later takes the check and cashes it at her bankFirst Bank of Erehwon. Despite the restrictive indorsement, the bank teller pays the thief the face value of the check. Assuming that the thief then leaves the state and cannot be found, First Bank of Erehwon will have to reimburse Dan the full amount of the check, because it failed to honor the restrictive indorsement.

The following examples illustrate blank, special, and restrictive indorsements made on a check originally payable to Lisa Wong:


[image: Image containing 3 separate indorsements: restrictive, special, and blank. The restrictive indorsement reads: "For deposit only into Fourth National Bank A/C 123-4567" and is signed by Lisa Wong. The special indorsement reads: "Pay to the order of John Smith" and is signed by Lisa Wong. The blank indorsement only contains Lisa Wong's signature.]


Liability of Indorsers (§§ 3-415, 3-501)

Indorsers of negotiable instruments are secondarily liable for payment of the instrument if it is dishonored by the drawee or maker. Indorsers of negotiable instruments guarantee to every other indorser that the instrument will be paid as drafted. If the instrument is dishonored, its holder can force any previous indorser to pay its face value. If an instrument is dishonored, an indorser must pay any person who has indorsed the instrument after him under Section 3-415(a). All that is necessary to preserve this right is giving timely notice that the negotiable instrument has been dishonored. Section 3-501 of the UCC provides that drawers and indorsers are not liable for payment of an instrument that has been dishonored by the drawee upon presentment until they are notified of the dishonor. If a bank refuses to pay a check when it is presented for payment, then the payee must notify the drawer and all indorsers before she can demand payment of the instrument from them. A bank must notify its customer of dishonor by midnight of the day in which the dishonor occurs; all other persons must give notice of dishonor by midnight of the third day following the dishonor (§ 3-508). Under Section 3-508, notice of dishonor by a bank or other individual may be given in any reasonable format, including orally or in writing. If notification is made by mail, the notice is deemed effective as of the time that the letter is mailed.

Warranties of Presentment and Transfer (§ 3-417)

The following warranties are made by every transferor of negotiable instruments to the transferee upon negotiation of the instrument under UCC Section 3-417(1):


	That he has good title to the instrument or is authorized to transfer the instrument on behalf of one who has good title to it;

	That he has no knowledge that the signatures of the maker or drawer are unauthorized (a holder in due course does not make this warrantee to a maker, drawee, or acceptor of a draft);

	That the instrument has not been materially altered (a holder in due course does not make this warrantee to the maker of a note or drawer of a draft, to a drawee, or to an acceptor of a draft).



In addition to the above warranties by all transferors, any person who transfers a negotiable instrument and receives consideration for the transfer also warrants the following under Section 3-417(2):


	That she has good title to the instrument or is authorized to obtain payment or acceptance on behalf of one who has good title;

	That all signatures are genuine or authorized;

	That the instrument has not been materially altered;

	That there is no valid defense from any party against her; and

	That she has no knowledge of any insolvency proceeding instituted with respect to the maker, acceptor, or drawer of an unaccepted instrument.



Section 3-417(3) provides that a transferor may limit the warranty liability specified under Section 3-4172(2) by transferring the instrument "without recourse." If the instrument is transferred with the restrictive indorsement "without recourse" above the transferor's signature, only the warranties under Section 3-417(1) and the warranty in Section 3-417(2) relating to the lack of knowledge of any insolvency proceeding against the maker, acceptor, or drawer will be made. In other words, by transferring an instrument "without recourse," no warranties are made as to the transferor's title, the genuineness of signatures, material alterations, or defenses by third parties affecting the instrument.


Example 10.12. Anna writes a check for $300 to Ben, paying him back for money he loaned her last week. Ben alters the amount to read $1,300 and uses the check to pay for a scooter he is buying from Carolina. Carolina deposits the check. When Anna discovers her account has been debited $1,300, she brings it to the attention of the bank, which credits $1,000 back to her account. Carolina must reimburse the bank for the $1,000, but she has the right to collect from Ben.

The warranties of presentment and transfer are implied warranties made by all transferors of negotiable instruments. Dishonor of an instrument when it is presented for payment to a maker or drawee can give rise to an action for breach of one of the above warranties.



10.7
Chapter Summary



The use of commercial paper has been critical to modern commerce, enabling large transfers of money to be made in ways that would hardly be possible through the use of hard currency. There are several different kinds of commercial paper, including notes, drafts, checks, and certificates of deposit, but all include certain requirements. They must be written and signed by the maker, contain an unconditional promise to pay a definite amount of money, and be payable at a specific time or on demand. A key feature of commercial paper is that these instruments can be negotiated, or transferred readily to different parties, and the law sometimes gives a transferee who qualifies as a holder in due course additional protection. Because of the common nature of commercial paper transactions, it is important that businesspersons understand the rights and risks attendant in using commercial paper. As so often with the law, an awareness of what can go wrong should enable people to better structure their business to ensure it more often goes right.
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Focus on Ethics



Note that banks are often held liable for paying out on forged checks. The rule was originally based on the idea that banks had a relationship with their account holders, and could either recognize an invalid signature or had the ability to compare it with a signature on record when the check was presented. Years ago, customers probably were known to the tellers at their local bank, and they often did their banking in person.

Today, however, check processing is often done by machine, and many transactions are done electronically, through online banking and ATMs or the use of debit cards; yet banks are still liable in the same way they previously have been.

Questions for Discussion


	Does it still make sense to presume liability for banks when it comes to forgeries?

	Do you think a bank should be able to protect itself by having an account holder sign an agreement to not hold the bank liable for such mechanized transactions?

	If Daria writes a check for $100 to Barry, who alters it to read $10,000, couldn't we say that Daria is as much at fault as the bank, since she chose to do business with a crook? Could she have protected herself in this situation?

	What are the advantages or disadvantages to society of a law that holds the bank responsible (assuming the forger cannot be found or does not have the funds to cover the loss)?







Case Study: Seigel v. Merrill Lynch, Pierce, Fenner & Smith




 745 A.2d 301 (D.C. 2000)



[image: Close-up of the Merrill Lynch sign outside of an office building.]

In the Seigel case, Merrill Lynch's mistake in not stopping payment on Seigel's check did not cause a loss for Seigel, since he still owed the money to the payee.
Douglas C. Pizac/Associated Press



Facts: Seigel gambled at casinos in Atlantic City, New Jersey, where gambling is legal. He obtained the gambling chips at the casinos by writing checks on his Merrill Lynch account. He was not very successful; he ended the night with considerable losses. Apparently Seigel also was a bad loser; he put stop payment orders on the checks and closed the account.

However, Merrill Lynch accidentally paid checks totaling $143,000 (which was only a small portion of the totalas we noted, Seigel was not having a lucky night). Seigel then sued Merrill Lynch for breach of contract and negligence.

Issue: Did Seigel suffer a loss from Merrill Lynch's mistake?

Discussion: The court found that the transaction was controlled by UCC Sections 4-403 and 4-407. In this situation, the drawer was Seigel and the drawee Merrill Lynch. The problem for Seigel was that he really did owe the $143,000 to the casinos, and so even if Merrill Lynch hadn't paid it by mistake, he would still not be entitled to the money.

Holding: Merrill Lynch, the drawee, cannot be held liable to the drawer, Seigel, because he suffered no actual loss on the transaction.

Questions for Discussion


	What kind of commercial paper was involved in this case?

	Merrill Lynch clearly violated Seigel's express orders by not stopping payment on those checks. Why isn't Merrill Lynch liable?

	In another part of the case, Seigel attempted to argue that his contracts with the casinos should be void because he was a compulsive gambler. Does that seem like a valid argument? Should the law protect gamblers from themselves?




Case Study: Atlantic National Trust, LLC v. McNamee




 984 So. 2d 375 (Ala. 2007)


Facts: McNamee borrowed $150,000 from South Trust Bank (which later became Wachovia) and signed a promissory note. Wachovia gave McNamee a copy of the promissory note that day, but Wachovia eventually lost the original. A few months before the note matured, allowing for demand of repayment of the note, Wachovia assigned it to the Atlantic National Trust, LLC (Atlantic), by using a copy Wachovia had of the promissory note. When the note became due, Atlantic demanded McNamee repay the remaining balance plus interest, but McNamee refused, arguing that Wachovia had no right to assign the note to Atlantic because Wachovia had lost the original. Atlantic sued McNamee in a federal court. According to McNamee, the plain language of the relevant section of Alabama's UCC prevented Atlantic from having any right to enforce the copy of the note because Atlantic did not possess the original at the time it was lost. That statute (§7-3-309) says in part: "A person not in the possession of an instrument is entitled to enforce the instrument if the person was in the possession of the instrument and entitled to enforce it when the loss of the possession occurred. . . ." Before rendering a decision, the federal court sent the case to the Alabama Supreme Court, asking for it to provide an answer to the legal question interpreting Alabama's UCC, since there was no precedent on the matter.

Issue: (1) Under the Alabama version of the UCC, can an assignee of a promissory note enforce the note that was lost before it has been assigned? (2) Can a party that was entitled to enforce this promissory
note assign its rights to enforce the note after it was lost?

Discussion: In interpreting the specific UCC section in question, the court noted that though the UCC does not specifically allow the assignment of the right to enforce a lost promissory note, it also does not prohibit it. Furthermore, the court concluded that when the UCC does not address an issue, the principles of common law should be used instead. Under Alabama common law, "[a] valid assignment gives the assignee the same rights, benefits, and remedies that the assignor possesses." So, the court concluded that, since the original note was genuine, the fact of the loss of the original does not make the note unenforceable either by the maker of the note, Wachovia, or by the assignee, Atlantic.

Holding: The Supreme Court of Alabama answered yes to both certified questions.

Questions for Discussion


	Since McNamee gave a promissory note to Wachovia and later refused to repay the remaining balance, why wasn't Wachovia a party to this lawsuit?

	What was McNamee's argument supporting his refusal to repay the note?

	What questions did the federal court want the Supreme Court of Alabama to answer?

	Why did the Alabama Supreme Court answer the questions the way it did? Do you think that the answers of the Alabama Supreme Court would be different if there was a dispute about the authenticity of the original promissory note?

	Imagine that Wachovia did not make a copy of the note. Do you think it would be legally right for McNamee to refuse the repayment of borrowed money because there was no written proof of his debt? Even if it was legally permissible, do you think it would be ethical? Would it be ethical for McNamee to escape paying back a loan he acknowledged receiving?





Critical Thinking Questions


	Commercial paper is intended to make business easier. Give three examples of how it does so.

	Try cashing a check that is not the standard, preprinted kind (for example, one inscribed on a coconut) at your bank, and see if the teller understands what it is. (Make sure you have the funds to cover it!) What advantages are there to allowing checks to be written in many forms, as long as the necessary elements are present? What disadvantages are there?



Hypothetical Case Problems

Case 1. Seller offers a used car to buyer, telling him that it is three years old, has 12,000 miles on the odometer, and is in perfect mechanical condition. In fact, the car is eight years old and has over 100,000 miles on it, but the odometer has been tampered with to show 12,000 miles, and the engine burns oil. The buyer buys the car based on the seller's fraudulent misrepresentations and issues a check for $10,000. The seller then indorses the buyer's check over to a car wholesaler in return for ten old used cars. The wholesaler, who is unaware of seller's shady business practices, further indorses and negotiates the check to his bank.


	Is the used car seller a holder of the check?

	Is the used car seller a holder in due course of the check?

	Is the wholesaler to whom the seller negotiates the check a holder in due course of the instrument?

	Is the wholesaler's bank a holder in due course of the instrument?

	If buyer stops payment on the check after the seller has transferred the instrument to the wholesaler, will he have a valid defense against the wholesaler to refuse payment of the check?

	Would the buyer have a valid defense to refuse payment to the original seller?



Case 2. The following instrument is presented for payment at State Bank, where Mr. Tai Chung Chang has a checking account (#1-234567). The instrument is drafted on what appears to be a yellow legal pad, and all items except for Tai's signature are typewritten. The signature is genuine.


[image: An instrument dated September 1, 2010 to be paid to the order of Alejandro Patino for $200.00. It is signed by TC Chang and contains the bank address and account number.]



	Is the instrument valid?

	What is the nature of the instrument?

	If the instrument had been written on balsa wood, would it still be valid?

	Assuming the instrument is valid, is it order or bearer paper? Explain.

	Assume Alejandra indorses the instrument by signing her name on the back, without adding any additional language. What type of indorsement would that be? Would the instrument now be order or bearer paper?



Case 3. Examine the following instrument and answer the questions that follow:


[image: An instrument dated May 18, 2010 signed by Elliot Goldstein with the following note: "Two years from today, the undersigned promises to pay Upinder Singh $10,000 with interest thereon at a rate of 7% per year". The bottom of the instrument reads "Payment guaranteed" followed by Robert Nussbaum's signature.]



	Is the instrument involved negotiable? Why?

	What type of instrument is it?

	Who are the various parties to the instrument?



Case 4. A thief enters Christine's home and steals her checkbook. The thief then proceeds to a local electronics store and, posing as Christine, purchases $3,000 in electronics equipment, writing out one of Christine's checks as payment and forging Christine's signature. When Christine learns of the robbery, she immediately notifies her bank and places a stop payment order on all checks. When the electronics store's check is not honored by the bank, the store owner sues Christine for $3,000, claiming that he is a holder in due course with regard to her check and demanding payment.


	Is the store owner a holder in due course? Explain.

	Is the store owner entitled to payment from Christine? Explain.

	If the thief forced Christine at gunpoint to sign all of her checks in blank, and then went on a shopping spree, paying for all items with checks containing Christine's real signature, would subsequent holders in due course of the checks be entitled to demand payment from Christine? Explain.



Key Terms

Click on each key term to see the definition.





acceptor

A drawee of a draft who binds himself to pay the payee the face value of the draft when it is presented for payment by signing as acceptor on the face of the draft. A payee who obtains good faith acceptance of the draft by the drawee receives a guarantee from him that the draft will be paid when it is properly presented for payment.


accommodation party

A person who indorses a note or draft that is not made payable to him in order to guarantee payment if the note or draft is dishonored when presented for payment. An accommodation party has secondary liability and cannot be made to pay on the note unless the principal parties (maker, drawer, and drawee) have all refused payment.


bearer

The person (or company) in possession of a note or draft made out to him as payee or made out to bearer.


bearer paper

A negotiable instrument that is either payable to bearer or not made out to a specific person.


cashier's check

A check drawn by a bank on itself.


certificate of deposit

A note issued by a bank.


check

A draft in which the drawee is a bank.


commercial paper

A contract to pay money.


draft

An unconditional written, signed order by a drawer for a drawee to pay a sum certain in money to the order of a named payee or to bearer.


drawee

The person who is directed to pay a draft or a note.


drawer

The person who makes or executes a draft.


guarantor

A person who signs a note or draft on its face guaranteeing payment in case the note or draft is dishonored when presented for payment.


holder in due course

A person who has given value for an instrument, in good faith, without notice of outstanding claims or other defects.


indorsee

The person to whom a negotiable instrument is indorsed as the new payee.


indorser

The person named as payee who signs the back of a note or draft in order to obtain payment or negotiate to a third party.


maker

The person who makes or executes a note.


negotiation

A transfer from one person to another for value.


order paper

A negotiable instrument with the words "pay to the order of."


payee

The person to whom a note or draft is made payable.


promissory note

A unconditional written promise to pay money; an IOU.




Chapter 11








Unit IV

Property, Employment, and Business Organizations

Property rights are central to both law and business. Some legal philosophers go as far as saying the ultimate point of law is to protect property rights. Even if one takes a broader view of the purpose of law, there is no doubt that it plays a major role in defining different types of property and setting a framework to govern such matters as ownership and transfer. Business transactions often focus on property, whether it is leasing an office building, selling products, or preventing infringement of a trademark. In Chapter 11 we shall examine the three major categories: personal property, which includes all kinds of objects that a person can own; intellectual property, which encompasses copyrights, patents, and trademarks; and real property, which is real estate.

Business relationships and organizations are also critical to understanding the modern commercial environment. In today's complex business world, no one can operate a business completely alone. The law of agency governs any situation where one person may act on another's behalf. Employment relationships are a type of agency, and both are the subject of Chapter 12. In Chapter 13, we look at the different types of business organizations, ranging from the ancient and simple sole proprietorships and partnerships to the much newer and more complex forms that can exist only through statute, such as corporations.


CHAPTER 11:

Property: Personal, Intellectual, and Real

CHAPTER 12:

Agency and Employment Law

CHAPTER 13:

Business Organizations







Chapter 11

Property: Personal, Intellectual, and Real
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Learning Objectives

After studying this chapter, you will be able to:

 
	Distinguish between personal, intellectual, and real property.

	Explain how personal property is acquired.

	Discuss the definition and significance of bailments.
 
	Define different types of tenancies in real property.

	Discuss the concept of eminent domain.


 




The concept of property and ownership is one that has long been important in both society in general and law in particular. English philosopher and political theorist John Locke saw it as "the reason why men enter into society," and Walter Lippmann, the American journalist, described it as "the only dependable foundation of personal liberty." Some have gone so far as to say that the main reason for law is to protect property rights. Even if one does not subscribe to such a narrow purpose, there is no doubt that the law is much concerned with property and rights of ownership.

Property can be defined as the right of an individual to exclusively possess, use, and dispose of anything that is capable of being owned. Broadly speaking, property can be divided into three separate types: personal property, intellectual property, and real property.

Personal property is characterized by its portable nature; it can be carried from place to place. Furthermore, personal property can be either tangible or intangible. Tangible personal property encompasses ownership interest in things that have a physical existence and are able to be moved, or carried, from place to place. Most property falls into this category: a car, wallet, photograph, shirt, pen, and phone are all common examples of tangible personal property. Intangible personal property, on the other hand, is personal property that by its very nature does not have a physical existence as such, but is merely a right that can be owned, as opposed to a real, tangible object. Common examples of intangible property include stocks and bonds.


[image: A horse grazes in a gated pasture. A barn stands adjacent to the pasture.]

The horse is personal property; the barns and the pasture are real property.
 Getty Images/AbleStock.com/Thinkstock



Intellectual property, such as copyrights, patents, and trademarks, is personally owned but generally treated as a separate form of property by the law. A person who owns the copyright to a new book or patent to a new invention, for example, owns intangible property; the person may have a patent or copyright certificate that is a tangible piece of paper, but the thing ownedthe expression of an idea or a new inventionis incapable of a physical existence and constitutes intangible property.

Real property constitutes land and all things permanently attached to it. What characterizes real property and distinguishes it from tangible personal property is that it is by nature fixed and not capable of being easily moved from one place to another. Land, buildings, and fixtures are all considered part of the real property, as are the air above land and mineral rights below the surface of the land.

Because modern business often involves all three types of property, a basic understanding of property law is essential for business students. A company will protect its name, its logo, and its advertising slogans through intellectual property law. The company's factory, whether owned or leased, is governed by the law of real property. The goods the company manufactures are personal property of the business. One way or another, property law is unavoidable for almost any business.



11.1
Personal Property


Is possession nine-tenths of the law, as the old saying goes? Not really. In order to own property, title must be acquired and that depends on more than just possession. In general, property (and title) may be acquired through a few basic methods: purchase or manufacture, gifts, and, in some situations, found property.

Acquiring Personal Property

The following are ways in which personal property can be transferred or acquired.

Purchase and Manufacture

Purchase means that an owner contracted to buy the property; manufacture means that the owner is the person who created the property. If you build a doghouse, you own it. If you buy a premade doghouse at Pets-R-Us, you own it. But if you buy a doghouse from Ramona, who stole it from Mark's yard, Mark still owns it, as a thief cannot pass title (a point discussed previously in Chapter 8).

Gifts

A gift is a transfer of property from one person to another without consideration (if there is consideration, there is a contract instead of a gift). The giver is called the donor; the recipient is the donee. In order for a donee to legally own the property, there are three requirements:


	The donor must intend to transfer ownership immediately to the donee;

	The donor must deliver the property to the donee; and

	The donee accepts the property.



Some examples will help to clarify these requirements.

Example 11.1. Michelle hands her laptop to David and says, "David, it's yours." Michelle has made a gift.

Example 11.2. Michelle says to David, "When I get a new laptop, you can have this one." There is no gift. Michelle did not intend to transfer ownership
immediately, and she did not deliver the laptop to David.

Example 11.3. Jen says to Max, "I'm giving you my car," signs the title, and hands him the title and keys. Her statement indicates donative intent, and her providing the keys and title is adequate delivery, since she can hardly hand him the car itself. This is known as constructive delivery, and it is generally only allowed when physical delivery of the property is not feasible.

Example 11.4. Sarah tells Luis, "I'm giving you this diamond ring for your birthday," and holds out the ring. Luis says, "No, I can't accept it. It's too expensive and I think it would look sissy on me anyway." If Luis changes his mind and wants the ring after all, he will not be entitled to it. He did not accept the gift.

Most gifts are inter vivos, or made "during life," meaning the donor was not expecting to die. Such gifts cannot be revoked. If Jen, in the above example, decides she needs the car after all, she is out of luck. Max now owns the car, and Jen cannot revoke the gift.

Some gifts, however, are causa mortis, meaning that the gift is made in contemplation of impending death, and these gifts are revocable.

Example 11.5. Christopher has just been informed by his doctor that he has terminal cancer. Christopher tearfully bids farewell to his girlfriend Stephanie, and also gives her his gold antique watch to remember him by. The next day, Christopher learns Stephanie had been cheating on him and decides to revoke the gift. He has the right to do so. Furthermore, if it turns out the diagnosis was a mistake and his death from cancer is not imminent, the gift is automatically revoked.


Found Property

Finders keepers? The law does not often subscribe to this idea. In general, the common law favors returning found property to the owner when feasible.

Example 11.6. Cara puts her violin on the overhead rack of the bus, and forgets to retrieve it. Winton finds it. Generally Winton has no rights to this mislaid property; if Cara cannot be found, the owner of the property where it was left typically gets it, which in this case is the owner of the bus.

Example 11.7. Wesley accidentally drops his Rolex watch on the street, making it lost property. Shauna finds it. If Wesley comes forward, he gets his watch back; otherwise Shauna may keep it. But if Wesley drops the watch in Zachary's yard and never comes forward, Zachary gets the watch even if Shauna is the one who found it.

Example 11.8. Kendra throws a painting done by her ex-boyfriend and given to her as a birthday present last year into the dumpster behind her apartment building. Daniel retrieves it from the dumpster. The painting is abandoned property, and Daniel owns it. But the law does not tend to presume abandonment, so if Kendra claims it was tossed by accident, she will likely get the painting back.

In spite of the above examples, many states have enacted laws that govern found property and may have additional requirements and different results. For example, New York requires found property to be turned over to the police or the owner of the premises where the personal property was found. If the owner is not located within a stated period, the finder may then be entitled to the property.
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In the Media: High-Stakes Lost and Found
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The common law generally prefers found property to be returned to the owner, if possible.
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The law regarding lost vs. abandoned property took quite a twist (pun intended) in a Las Vegas courtroom in 2000 when a jury was asked to decide who owned a Pepsi bottle cap. Judy Richardson Yeats, who bought but did not drink from the Pepsi bottle on March 17, 1997, filed suit against Sindy Allen, who found the unopened bottle the next day. Why all the fuss over the cap from a bottle of soda? Well, that cap was 1 in 545 million Pepsi bottle caps that bore the winning $1 million prize from a contest Pepsi promoted to celebrate its 100th anniversary. How's that for Las Vegas odds?

According to Ms. Yeats, she bought the Pepsi bottle at a convenience store next to the Wild Oats health food and grocery store where she worked. She took the bottle with her to work that morning but never drank it. At the end of her shift, Yeats placed the bottle on a shelf in the employee area, a place where she said she often kept her things. Later that night, Ms. Allen, who also worked at Wild Oats, found the bottle during her evening shift and, thinking it had been discarded, opened it for a drink and discovered the million-dollar cap. When Ms. Yeats heard about Ms. Allen's amazing find, Yeats put two and two together and confronted her. Ms. Allen wouldn't give the bottle cap back but eventually offered to split the prize with Yeats; however, Yeats rejected Allen's offer and filed suit.

Three years later, a jury was asked to decide if Ms. Yeats abandoned the Pepsi, making Ms. Allen the rightful owner, or if Ms. Allen took possession of something that was at most mislaid, which would make her a bailee and not an owner. After an hour of deliberation, the jury ruled in favor of Ms. Yeats, in large part due to the testimony of other Wild Oats employees that Ms. Yeatswho had no receipt for her purchasewas known to keep her things where the bottle was found. The jury seemed not to be swayed by Ms. Allen's claim that she thought the bottle was abandoned because as one juror said of the verdict,
"integrity and honesty always win out."

Sources: http://www.lasvegassun.com/news/2000/jul/20/lv-woman-wins-pepsi-bottlecap-court-case-1-million/

http://www.people.com/people/archive/article/0,,20125474,00.html



Accession

Another issue associated with personal property is accession, which occurs when one person through labor, materials, or both improves property belonging to another. Is the improver entitled to be paid for the work? The law usually says no, if the improver knew he had no authority to make the improvements.

Example 11.9. Ready Rentals rents a trailer to Tom, who is moving. Tom notices that the trailer has a worn tire, and buys a new one. Tom should not expect to be paid back by Ready.

But if the improver mistakenly believes he has the right to make improvements, he may be entitled to recover.

Example 11.10. Charles, while walking home from work, notices an old bicycle lying by the side of the road, near some garbage cans. He thinks that the bicycle has been abandoned by its owner, and happily takes it home. In reality, the bike belongs to Michael, who left it there while he was buying cigarettes in the convenience store next door. Charles painstakingly works on the bike and completely restores it to better-than-new condition after spending a considerable amount of time and some money to replace worn parts. Through his work, the bicycle is transformed from an old, nearly worthless clunker to a wonderful, customized English racer worth several hundred dollars. The first time that he takes it for a ride, Michael recognizes it and demands that Charles return it. Since Charles mistakenly thought the property was abandoned, Michael has to pay for the enhanced value of the bike.
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A bailment is being created here, by the owner of the car turning it over to the parking valet.
Mark Lennihan/Associated Press



Bailments

A bailment is a legal relationship that arises out of the temporary transfer of the possession of personal property by one person to another for a specific purpose, with the understanding that the property is to be returned at some future time. There are many businesses that are founded upon providing bailments. If you take your dry cleaning to One Hour Cleaners, you are entrusting your clothes to One Hour, with the understanding that One Hour will return the clothes after cleaning them. The person who entrusts his property into the care of another is called the bailor, and the person entrusted with the property of another is called the bailee.


Example 11.11. Susan leaves her car in a parking garage where the attendant takes her keys and parks the automobile. (Susan is the bailor and the parking garage is the bailee.)



Types of Bailments

There are basically three types of bailments:


	bailments for the sole benefit of the bailor;

	bailments for the sole benefit of the bailee; and

	mutual benefit bailments.



A bailment for the sole benefit of the bailor is a gratuitous bailment in which the bailor entrusts her property to the bailee solely for her benefit without compensation.

Example 11.12. Cathy asks Jane to hold her pocketbook and coat while she goes to the restroom. The only person who receives a benefit under the arrangement is Cathy, the bailor.

A bailment for the sole benefit of the bailee results when the bailee is entrusted by the bailor with his property for the bailee's benefit.

Example 11.13. Sam borrows a video recorder from Sandra and agrees to return it in two days. Sam, the bailee, is the only one to benefit from borrowing
Sandra's video recorder.

Mutual benefit bailments result when both the bailor and bailee receive some tangible benefit
from the bailment.

Example 11.14. Susan leaves her car in a parking garage where the attendant takes her keys and parks the automobile. Susan receives the benefit of being able to park her car, and the garage gets $10.95 from Susan for accepting the bailment of her car.

Bailor's and Bailee's Rights and Duties

The bailee has the right to possess the bailed goods in accordance with the provisions of the bailment contract, along with the right to use the goods if that right is part of the bailment agreement. Unauthorized use of bailed goods can lead to liability for the tort of conversion if the goods are injured in any way because of the unauthorized use.

Example 11.15. Mark asks Tameka to take care of his motorcycle while he goes on a trip. He does not allow her the right to ride it or otherwise use it. She agrees to look after it. If Tameka sells or destroys the bike while Mark is gone, she is clearly guilty of conversion, but she is also liable to him for any unauthorized use. Thus, if she rides it without his permission, rents it out to others, or allows harm to come to it by her direct action or negligence,
she will be liable to him for damages in tort (negligence, trespass to personal property, or conversion).

The bailee has the duty to exercise due care with regard to the bailed goods. In most states today, the standard is reasonable care under the circumstances, regardless of the type of bailment involved. The relative benefit to the parties in the bailment is a factor considered in determining what constitutes reasonable care.

The bailor has the right to expect that the bailee will faithfully discharge her duties under the bailment agreement and can sue the bailee under a theory of breach of contract or torts if the bailee fails to observe her responsibilities. Tort theories under which the bailor can bring suit include conversion, negligence, and replevin (an action to recover one's property
in the possession of another).

Example 11.16. Aika asks Ben to look after her pet turtle while she goes on vacation for a week. When Aika returns she learns Ben has made turtle soup of her pet. She can sue for conversion.

Example 11.17. If when Aika returns, she learns the turtle was injured by Ben's dog and requires medical care, she can sue for negligence (assuming she can show Ben failed to exercise due care in keeping the dog away from the turtle).

Example 11.18. If, upon her return, Aika finds that Ben has fallen in love with the turtle and refuses to return it, she can sue for conversion (for its price) or replevin (to have it returned to her).

The bailor has the duty to compensate the bailee in all but gratuitous bailments and must reimburse the bailee for all expenses reasonably necessary to carry out the bailment. If, for example, Aika's turtle in the last example falls ill while in Ben's care through no fault of his, she must reimburse him for any reasonable medical expenses he has incurred in caring for the animal. Likewise, she must reimburse him for the reasonable cost of feeding the turtle if he demands it.

Constructive Bailments

There are situations in which the law implies a bailment, even when one does not exist by the consent of the parties. A common example is that of the finder of lost or mislaid property. Even though no actual bailment exists, since the bailor did not entrust the property to the bailee or deliver it into his care, the law treats the finder of such property as an involuntary bailee. As such, the finder of mislaid or lost property must take reasonable care of the property until the true owner is found, until he turns it over to the police, or, until the statute of limitations for recovering lost property runs out, whichever comes first.

Disclaimers of Responsibility

Bailees may sometimes exempt themselves of all liability from harm that may come to bailed property. Conspicuously posted signs to the effect that bailees are not responsible for theft or damage to bailed property in their care, as well as standard form liability waivers printed on receipts or contracts, have generally been upheld by the courts as valid as long as they are clearly visible to the bailor at the time of the bailment, and as long as the parties had comparable bargaining power. However, courts are less likely to uphold such exculpatory contracts when the bailor is a consumer than they are when the bailor and bailee are corporations or businesses that are well able to protect themselves.

Example 11.19. Tara leaves her car on a parking ramp. ABC Inc. stores goods with Warehouse Corp. Both Tara's and ABC's bailment contracts contain clauses saying the bailee is not liable for any damage to the property. If both Tara's car and ABC's goods are damaged, Tara has a better chance of having a court disregard the exculpatory clause and impose liability on the parking ramp than ABC has of holding Warehouse liable.



11.2
Intellectual Property


Intellectual property is a form of personal property that is not tangible, but because it is regulated primarily by specific statutes rather than the common law, we shall examine it separately. There are three basic types of intellectual property: patents, copyrights, and trademarks.

Patents

A patent gives an inventor the exclusive right to profit from her invention for a period of 14 years for design patents and 20 years for utility and plant patents from the date of filing the patent application. A utility patent is issued for the invention of a new and useful process, machine, manufacture, or composition of matter, or a new and useful improvement thereof. Unlike a utility patent that protects what an object or process does, a design patent protects how an object looks (e.g., shape and ornamental qualities rather than function).

Example 11.20. Imelda invents an automatic pedicure device. She would obtain a utility patent for this. The device is in the shape of a toe, complete
with beautifully painted toenail. This aspect would be protected by a design patent.

An inventor wishing to reserve the right to exclusively use his invention needs to apply for a patent to the U.S. Patent and Trademark Office (USPTO). For an idea to be issued a patent, the inventor needs to show that the invention is both novel and useful, and substantially different from any other existing patented invention. Although most inventions concern some type of physical object or new machine (such as the proverbial better mousetrap), it is also possible to patent new chemical compositions of matter (such as a better dishwashing detergent), new plants, and even genetically engineered organisms, such as oil-eating bacteria, as well as business processes. After the maximum 20-year period for a utility patent or 14-year period for a design patent, the inventor's right to exclusively use, license, sell, or give away the right to use his invention ends, and the invention becomes part of the public domain, and may be used by anyone without the need to obtain the inventor's permission or pay her royalties for its use. The only way for an inventor to extend her patent beyond the 14- or 20-year period is to reapply to the patent office for a new patent, which will be issued only if the inventor can show significant improvements to her invention warranting the issuance of a new patent.

Copyrights


Beyond the Book: Theft of Intellectual Property
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Chapter 12

Agency and Employment Law
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Learning Objectives

After studying this chapter, you will be able to:

 
	Describe how agencies are created and terminated.

	Discuss the rights and duties of principals and agents.

	Explain the liability of principals and agents to third parties.

	Describe some ways in which employment is regulated by the government.


 





Today's businesses are primarily made up of a series of legal relationships. Companies hire employees and independent contractors to do their work. Although the law gives the parties some freedom to structure their own relationships through bargaining collectively or individually, both the common law and government regulations also impose some restrictions.


Although it sometimes may seem that government is taking on a big role in regulation of business relationships, in fact the United States has fewer laws protecting workers than any other industrialized nation. Most of these countries, including Canada, Japan, and the Eurozone, prevent an employer from terminating employees without due cause, and require more in terms of benefits.

The rules of agency law come from the common law, and potentially apply to any situation where one person is acting for another, even if it is as informal as picking up a carton of milk from the grocery store for your roommate, or as complex as the president of a multinational corporation making a million-dollar deal. Employment and labor law, on the other hand, are statutory regulations the government has enacted to govern some aspects of employer-employee relations. In this chapter we shall examine all of these areas of law.





12.1
Agency
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FedEx is the principal and the man with the boxes is the agent.
Mark Lennihan/Associated Press




An agency is a relationship where one party, the agent, agrees to act on behalf of another, the principal. Agencies are crucial to modern business relationships, since it is almost impossible for the owner of a business to conduct all transactions without help. Without agency law, corporations could not exist at all. Corporations can only function through their agents, since a corporation is an entity with no physical body. If ABC Inc. is going to make a deal to sell their products to Walmart, agents for both companies will have to make the contract for their companies.


Agencies do not have to be contracts, although they frequently are. If you agree to pick up that carton of milk for your roommate, you have formed an agency relationship even though you are not employed by your roommate, and have no contract with your roommate (because your roommate is not giving you consideration; you are doing this favor out of the goodness of your heart). But regardless of whether there is a contract or employment situation, the parties in an agency relationship automatically have certain rights and duties, and liability automatically attaches in certain situations, regardless of what the parties themselves agreed to.



Types of Agencies


An agency can be either gratuitous, meaning the agent is doing the principal's task for free, or compensated, as in most employment agencies.



Example 12.1. Petra asks her roommate Angel to drop off Petra's dry cleaning on her way to work. Angel is simply doing this as a favor, not for any compensation, which makes her a gratuitous agent. Petra is the principal, and the dry cleaner is the third party. Angel is obligating Petra to pay the dry cleaner's bill when she leaves the clothes at the store. Angel has made a contract on behalf of her principal, in other words.

Example 12.2. Pretty Flower Shoppe hires Andrew to drive the delivery van, at a salary of $15 per hour. Andrew, halfway through his daily delivery route, notices that the "check engine" light has gone on. He discovers the van is down a quart of oil, and stops at a BP station to buy oil and put it in the van. Pretty Flower is the principal, Andrew is the compensated agent, and the gas station is the third party.

Issues of contract liability are generally no different between compensated and gratuitous agents, but a principal has less tort liability for a gratuitous agent. For example, if both Angel and Andrew accidentally run over a pedestrian while doing their tasks for their principals, Petra will not be liable but Pretty probably will be.

Compensated agents also come in two types: employees (or servants, in the older common law terminology) and independent contractors. Although the principal's contract liability is again basically the same, the tort issues are different. Principals are generally liable for the torts of servants that are committed within the scope of the relationship, but not for those of independent contractors.

What determines whether an agent is an employee or an independent contractor? Courts will look at a number of factors, the most important of which is the degree to which the principal had the right to control how the agent did the work. The more control, the more likely the agent is an employee. Other factors include whether the principal supplies the tools and place of work, whether the agent works only for the principal or is in a distinct business of his own, whether the agent is paid by time, rather than the job, and whether the work is part of the regular business of the principal.

Example 12.3. Pretty Flower Shoppe has Andrew to drive the delivery van, which is owned by Pretty. Andrew is paid an hourly wage, and works hours set by Pretty. Andrew is given the delivery addresses each day by Pretty. Andrew is an employee. If Andrew runs over Teresa, a pedestrian, while delivering flowers for Pretty, Pretty will likely be liable.

Example 12.4. Pretty Flower Shoppe pays $15 for UPS to deliver a large envelope containing financial information to Pretty's accountant. Pretty does not tell UPS what route to use, or supply any tools to them. UPS is an independent contractor. If the UPS driver runs over Teresa while on the way to deliver Pretty's package, Pretty is not liable.



[image: A female plumber examines pipes lining a wall.]

People such as plumbers or carpenters are often independent contractors rather than employees. They have their own businesses and are hired to do a specific project.
Zoonar/Thinkstock




We shall examine the tort liability issue in more detail later. There are other reasons why it may be significant whether an agent is an employee or independent contractor: for example, employers may have to deduct payroll taxes for their employees, while they do not do so for their independent contractors. Note that what the parties call themselves is not terribly significant to a court. In other words, a principal may label an agent an independent contractor, but if that agent otherwise has the characteristics of an employee, a court will likely impose an employer's liability on the principal.


Formation of the Agency

There are no particular formalities to forming an agency; it does not usually have to be in writing, for example. However, under the equal dignities rule, if an agent's task for the principal must be in writing under the Statute of Frauds, the agent's authority to act must also be in writing.

Example 12.5. Pamela is selling her house, and she cannot be at the closing to sign off on the title. She appoints Adam as her agent to do it for her. Adam will need written authority from Pamela, since transfers of real estate must be in writing.

What is necessary is that the principal and agent both consent. Also, both parties need a certain degree of capacity (or mental competency). The principal must have contractual capacity (discussed in Chapter Five), and the agent must have enough capacity to carry out the task. If you hire an agent to act as your attorney, obviously that person needs contractual capacity, but if you hire an agent to carry your groceries for you, a lesser degree would suffice.

An agency must also have a legal purpose. The head of a drug cartel's arrangements with his dealers are not agencies.


Agent's Duties


Agency is a fiduciary relationshipa relationship based on trust, in which the agent owes the principal a duty to act with absolute good faith and honesty. In addition to the good faith and honesty demanded of fiduciaries, an agent owes his principal the duties of loyalty, obedience, performance, notification, and accounting. Each of these is briefly defined below.

Agent's Duty of Loyalty

The agent owes his principal an absolute duty of loyalty. This means that in carrying out his duties as agent, the agent must put the interest of his principal above his own or those of third parties. This applies whether the agent is an employee or an independent contractor. The duty of loyalty extends to, among other things, keeping confidential any sensitive information the agent learns through the agency relationship, as well as refraining from using the agency relationship for his own advantage or that of third partieswhether or not such use injures the principal. If the agent breaches the duty of loyalty, the principal can sue him for actual damages, as well as recover any profits that he has made through the abuse of the agency relationship. In addition, the agent's authority will terminate.

Example 12.6. Phoebe hires Roseanne to act as her agent in buying a house at an auction and authorizes her to bid up to $200,000 on the property. While at the auction, Roseanne is surprised to find that no one bids more than $20,000 on the property and, finding it to be a bargain at that price, buys it for $20,500 for herself. She has violated the duty of loyalty to her principal in bidding on the house herself and can be sued by Phoebe for damages.


Obedience

The agent must follow the reasonable, legal instructions of the principal to the letter. If she fails to do so, she is in breach of the agency agreement and can be sued for damages. When the principal's instructions are vague or subject to more than one reasonable interpretation, the agent discharges her duty of obedience by acting in good faith in a manner that is reasonable under the circumstances.

If in the last example Roseanne refuses to bid more than $50,000 for the house on Phoebe's behalf, despite her specific instructions to buy it for up to $200,000, she would be guilty of violating her duty of obedience and could be sued for damages by Phoebe.


Performance

An agent must use reasonable diligence and skill in performing his duties under an agency agreement. If the agent is a skilled professional, such as an attorney, physician, or accountant, then he must demonstrate the basic competence and skill for a practitioner in his profession. If the agent is acting pursuant to a valid agency contract (e.g., if he is being paid for his services), he can be sued for breach of contract if he fails to act as promised. Even if the agent is acting gratuitously, he is still subject to liability in tort for failure to exercise reasonable care in carrying out his duties under the agency (e.g., negligence or malpractice).

Notification

Under an agency agreement, the principal is held to have putative (implied) knowledge of all that the agent knows concerning the agency; whatever knowledge the agent has that is relevant to the agency is held to also be known by the principal, whether or not she is actually aware of it. Therefore, the agent has the duty to give timely notification to her principal about any matter concerning the agency that she learns in carrying out her duties.

In the last example, if Roseanne finds that the house is infested with termites prior to the bidding but still bids $200,000 on the house without first informing Phoebe of the termite infestation, she will be liable to Phoebe for breaching her duty of notification. (She will also be guilty of negligence in carrying out her duties.)


Agent's Duty to Render an Accounting

If there is no specific agreement to the contrary, agents have the duty to keep records of all transactions concerning the agency and to make them available to the principal upon request. All income and expenses resulting from the agency agreement for property in the agent's control must be reportedeven illegal transactions. If, for example, an agent is given a bonus or cash incentive for entering into a contract with a third party on the principal's behalf, he must make an accounting to the principal of such a gift; it legally belongs to the principal. If the agent fails to account for such proceeds and to turn them over to the principal, he is guilty of breaching both his duty to account and his duty of loyalty.

Principal's Duties
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Whether an agent is an employee or independent contractor carries many legal consequences for the agent's principal. Click  here to watch videos that clarify the differences between an employee and an independent contractor.

 
	 Can you choose whether an agent will be an employee or independent contractor? Explain.  

	 Why does it matter if an agent is an employee or an independent contractor?




 



Although the agency relationship primarily benefits the principal whom the agent serves, principals also owe certain duties to the agents who serve them. These include the duties of cooperation, compensation, indemnification, and reimbursement.

Cooperation

A principal must assist the agent in the performance of her duties and must refrain from doing anything that impedes the agent from successfully carrying out her duties under the agency. The duty of cooperation requires a principal to make available to his agent any information she needs in order to successfully carry out her duties under the agency. The duty prevents the principal from directly or indirectly impeding the agent from faithfully executing the assigned duties.

Example 12.7. Peter, owner of a luxury car dealership, sees that Anna, one of his sales staff, is showing a $200,000 sports car to a local billionaire. Not wanting to pay Anna her 10 percent commission, Peter hurries down to the sales floor and insists that Anna take her lunch break. Peter then sells the car to the billionaire himself. Peter is breaching his duty to Anna, who was acting properly in trying to sell the car.

Example 12.8. Big Oil Inc. hires Aliya as an agent to negotiate drilling leases in Alaska. Aliya is to be paid partly on commission for each successful lease she obtains. In order to obtain the leases, Big Oil must first prepare certain environmental impact assessments. Aliya negotiates five separate leases, but because of Big Oil's not completing the impact assessments in time, the deals fall through. Aliya has a case against Big Oil for breaching the principal's duty of cooperation.

Compensation

Unless the agent has made it clear that he is willing to undertake the duties of the agency gratuitously (free of charge), the agent is entitled to be compensated for his services, and the principal is obligated to compensate him. Usually, the compensation is agreed upon as part of the agency agreement. If no compensation is specified, and if it is not clear from the circumstances that the agent has agreed to render performance gratuitously, the agent is entitled to receive the reasonable value of his services.

Example 12.9. Larry asks Cathy, an attorney, to write the XYZ Department Store credit department to demand that they adjust an error in his account. Cathy (Larry's agent for purposes of writing the letter) drafts the letter and bills Larry $100 for her services. Larry refuses to pay, claiming that he believed Cathy would not charge him for the service, and that no fee was specified at the time he asked her to draft the letter. Cathy would be entitled to the payment of a reasonable fee for her services, since no fee was specified; assuming $100 is the reasonable value of the service performed by Cathy in the locality where she practices law, Larry is under a duty to pay the fee. (Larry's only defense is to prove that Cathy agreed to draft the letter gratuitously).

Duty of Indemnification

The principal has the duty to indemnify, or compensate the agent for any losses suffered as a result of authorized legal acts that the agent performs under the agency agreement.

Example 12.10. Harry, the president of ZYX Corporation, is personally sued for breach of a contract he had entered into on behalf of his company. If he loses, he is entitled to indemnification from ZYX for any judgment he is forced to pay the plaintiff.

Example 12.11. Rhianna is an independent insurance agent who sells policies on behalf of different companies. She sells a car insurance policy for Acme Insurance Inc. to Melissa. When Melissa's car is damaged and Acme doesn't pay, Melissa sues Rhianna. Acme must indemnify Rhianna for any legal costs.

Reimbursement

The principal must reimburse the agent for any expenses incurred as a result of carrying out legal authorized acts under the agency agreement. (The agent must, of course, properly document and account for all expenses to the principal.)

Example 12.12. In the earlier example, if ZYX does not provide Harry with counsel at its expense, he is also entitled to be reimbursed by ZYX for the cost of his legal defense.


The Principal's Liability for the Agent's Contracts

When an agent acts within the scope of the authority vested in him by his principal, he binds the principal just as if the principal herself had undertaken the action. There are two types of authority that an agent can possess in acting on behalf of a principal: actual authority and apparent authority. If the agent acts pursuant to either actual or apparent authority, the principal will be bound by his actions. Additionally, even if an agent acts without authority, the principal will be bound if she ratifies the contract. We shall now examine these concepts in more detail.

Actual Authority

Actual authority can be either express or implied. An agent acts with actual express authority when he performs in accordance with the instructions given to him by his principal. Express authority can be oral or written, as long as it specifically spells out what the agent is authorized to do. Actual authority can also be implied in one of two ways: it can be conferred by custom for the specific type of agency undertaken or it can be inferred as being reasonably necessary to carry out the agent's express authority. For example, a life insurance salesperson will have the express authority to issue life insurance contracts for the principal company, as well as the implied authority to collect deposits from clients upon the signing of a life insurance contract, even if the authority to collect funds is not expressly mentioned in the agency contract (e.g., life insurance agents traditionally collect funds from new clients, so the authority is implied from the custom of the trade).


Apparent Authority

Apparent authority will bind the principal to the agent's contract on the principal's behalf when the principal has (1) held out (or indicated in some way) that the agent was able to act on the principal's behalf, and (2) the third party has reasonably relied on this.

Example 12.13. Peter hires Angela as his office manager. He tells her that although she can place small orders for office supplies (under $100), he will personally have to authorize any purchase over that amount. Despite this, Angela, who is tired of the old office printer that constantly malfunctions, calls up on Peter's behalf Office Supply, with whom she regularly does business, and orders a $200 printer. Because Office Supply did not know about Peter's instructions to Angela, and because by making her manager and having her order from Office Supply in the past, Peter has held her out as being able to contract on his behalf, so Peter will be liable to Office Supply. Of course, Angela has breached her duty of obedience and may owe damages to Peter.

Ratification

Even if the agent lacked authority to make a contract, the principal may still be liable if he ratifies the transaction after the fact. To ratify, a principal must first know all the material facts, and he must also ratify the entire transaction.

Example 12.14. Peter has been considering buying a used car. His friend Jill sees that Tom is selling his car for $3,000, which is a great deal. She contracts on Peter's behalf to buy the car from Tom, with the car to be delivered next week. Jill had no authority to act for Peter, but when she tells Peter about the contract, he is thrilled and immediately ratifies. Peter is now bound to the contract as though he had made it himself in the first place.

Note that if Peter had been agreeable to the price but wanted the car immediately, he could not ratify  just the first part of the contract. He would have to make his own contract with Tom for immediate delivery.

Ratification can be either express or implied. For example, if Jill has told Peter all about the contract above, and Tom now delivers the car to Peter's house and hands Peter the keys, Peter is ratifying without expressly saying so, because he is taking the benefits of the contract.

However, at the time the agent made the contract, he must have indicated he was acting on behalf of the principal. In other words, the principal must have been disclosed to the third party. If the third party believes he is dealing only with the agent (because the third party is not aware the agent is in fact acting for someone else), the principal cannot ratify.

Example 12.15. Jason, without authority, tells Tiffany, "On behalf of Patricia, I offer to buy your bicycle for $200." Tiffany accepts. Patricia could ratify, because she was disclosed to Tiffany when Jason made the contract. But if Jason simply said, "I know someone who would like that bike. She'll buy it from you for $200," Patricia could not ratify, since Tiffany did not know who Jason purported to represent.

The Agent's Liability on the Contract

When an agent acts with authority in making a contract, or if the principal has ratified an unauthorized contract, the agent has no liability to the third party, as long as the third party knows the agent is acting for the principal. This is because the third party can hold the principal liable, and indeed, was always planning on doing so. But what if the principal is unknown to the third party? What if the third party either thinks he is dealing with the agent (e.g. he doesn't know a principal exists) or knows the agent is representing someone, but doesn't know who it is? In either of those cases, the agent is potentially liable to the third party.

Disclosed Principal

A principal is disclosed when the third party is aware that the agent is acting as an agent for a named principal. When the third party contracts with an agent acting for a fully disclosed principal, the agent is not a party to the contract and has no liability under it. If the principal breaches the contract, the third party must sue the principal directly and cannot sue the agent.

Example 12.16. The purchasing agent for ACME Computer Company places an order to buy 100 processing chips from a supplier. The supplier knows that the goods are being purchased for ACME by the agent, ACME's purchasing manager. If ACME wrongfully refuses delivery of the goods, the supplier can sue ACME for breach of contract but cannot sue the agent personally, since ACME was a fully disclosed principal at the time that the contract was entered into.

Undisclosed and Partially Disclosed Principals

An agent is acting for an undisclosed principal if the third party knows of neither the existence nor the identity of the principal. An agent acts for a partially disclosed principal if the third party knows the agent is representing someone, but doesn't know who it is. Generally these two types of principals are treated in similar fashion, and the third party, once he learns of the principal, can elect to hold either (but not both) the principal or the agent to the contract.

Example 12.17. Mary Millionaire wants to buy an old farmhouse and ten acres of land to use as a vacation home. She thinks that if the owner, Fred Farmer, knows she is the potential buyer he will hike up the price. Mary authorizes Adam to act as her agent in the matter. Adam goes to Fred and makes a contract to buy the property for $65,000, not telling Fred that it is actually Mary buying the property. If neither Mary nor Adam shows up at the closing, Fred can sue Adam for breach. Of course, because Adam was acting properly as an agent, he could seek indemnification in turn from Marybut Adam will have to pay Fred's judgment regardless of what happens with Mary!

Of course, because Adam had authority, Fred could alternatively choose to sue Mary (who is what we refer to in the law as the deep pocket) on the contract.

Tort Liability and Agency

Principals are generally liable for the torts of their employees/servants that are committed within the scope of employment. The law uses several tests to determine whether an agent was within the scope, including:



	Was the agent's conduct of the same general type authorized by the employer?

	Was the agent on a detour (minor deviation, in which case the employer is still liable), or a frolic (major deviation, in which case the employer is not liable)?

	Was the agent motivated to serve the employer?




Keep in mind that the agent himself is also liable for his tort. When a tort is within the scope of the agency, the third party can hold both the principal and the agent liable, although he cannot recover more than his total damages. This type of liability is known as joint and several, which means the third party can recover the whole amount or any percentage thereof from either party.

Example 12.18. Petra hires Arturio to be her chauffeur. Arturio negligently runs over Teresa while taking Petra home from the theater one night. Both Petra and Arturio are liable to Teresa. Teresa obtains a judgment for $100,000. She can collect the entire amount from Petra, or $30,000 from Arturio and $70,000 from Petra, or $50,000 from each of them, etc.

Example 12.19. While driving Petra to the mall, Arturio sees his hated exwife in the crosswalk, and deliberately runs her down. This intentional tort is outside the scope of the agency, and Petra is not liable. Arturio was not motivated to serve her, and his conduct was a major deviation from what he was hired to do.

Example 12.20. While on his way to get cigarettes for Petra, Arturio decides to stop for a few minutes to talk to his friend, who lives right next to the convenience store. After buying the cigarettes and chatting with his friend for a few minutes, Arturio backs out of the friend's driveway and negligently runs over Tiffany. Since this was a minor detour from what Arturio was authorized to do, Petra will also be liable to Tiffany.




12.2
Termination of Agency




An agency can be terminated either voluntarily or by operation of law. Once an agency terminates, the agent's actual authority to bind the principal ends. The agent, however, will still retain apparent authority with respect to third parties with whom he has conducted business on the principal's behalf until such third parties are notified that the agency has ended.

Voluntary Termination

An agency may end voluntarily under the following situations:

Act of Either Party

Since an agency relationship is consensual in nature, it can be terminated by either the agent or the principal at any time. In other words, the principal can fire the agent and the agent can quit. This is true even if there is a contract in effect for a certain period of time. In that case, however, the terminating party may owe damages for breach of contract; under such a time-specific contract, there is the power to terminate, but there is no right to terminate.

Example 12.21. Peter and Angelica have a written contract that Angelica will be Peter's purchasing agent for three years. At the end of the first year, Peter fires Angelica without any good reason. The agency has terminated, but Angelica can sue Peter for damages since two years remained on her contract.

If both parties agree to terminate the agency, the agency contract is rescinded and neither party will be able to sue the other for its breach.


Lapse of Time

Suppose in the above example Peter didn't fire Angelica. At the end of the three-year term, the agency will terminate by lapse of time. If Angelica continues to work for Peter, they will have an agency-at-will; in other words, an open-ended arrangement that either could terminate without liability.

Termination by the Occurrence of a Stated Event

If the parties agree that the agency will terminate upon the happening of a given event, the agency automatically terminates when the stated event comes to pass.

Example 12.22. Peter hires Anne as his campaign manager for his presidential campaign for 2016. Anne's agency will terminate on the day of the election.

Achievement of the Agency Objective

When an agency is created to achieve a particular purpose, it automatically terminates when that purpose is achieved.

Example 12.23. Juan enlists Pedro as his agent for purposes of selling his home. Pedro's authority under the agency ends as soon as the house is sold, and the agency is thereby terminated.
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In the Media: Fired Because of Facebook
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The prevalence and importance of social media forces employees to be mindful of the comments they post about employers.
L.G. Patterson/Associated Press



According to Facebook's company website, there were 1.65 billion monthly active account users, as of March 2016. The Pew Research Center reported in August 2015 that 72% of adult internet users use Facebook. While it's not known how many of those Americans are employed, those who are need to be careful about what they put on Facebook and other social media outlets, because some postings can be job killers. Even though an at will employee can be fired without cause, distasteful uses of social mediaparticularly those online comments that are employer-unfriendlycan still be the root of a termination decision. Here are some examples. While looking at them, consider whether you think that the fired employees were fairly treated.


	A public school teacher in Atlanta, Georgia, was forced to resign after it was discovered that her Facebook account showed pictures of her on her European vacation smiling while holding a beer and a glass of wine in each hand. In another post, she announced she was going to play "Crazy Bitch Bingo . . . with my bitches." After someone anonymously made her private postings public, her principal threatened her with a firing, but gave her the option to resign. The teacher then sued to get her job back, unsuccessfully.

	A waitress in North Carolina was fired after posting unflattering comments on her Facebook pageand mentioning her restaurant's nameabout a couple who she said sat at their table for three hours, keeping her over her shift and also leaving her a crummy tip.

	A cheerleader from the New England Patriots was fired after a photo of her appeared on Facebook that showed her at a party, holding a Sharpie pen and smiling over a passed-out partygoer whose body and face were covered in derogatory comments, phallic symbols, and swastikas.

	A little league football coach was fired after he posted a derogatory comment about Asians on his Facebook account after eating at a Chinese buffet. He commented that Asians couldn't be smarter than Americans because "those fishheads still eat with chopsticks."

	After seeing a news story on a student who drowned on a school outing, a New York City fifth-grade teacher updated her Facebook status to say, "After today, I am thinking the beach sounds like a wonderful idea for my 5th graders! I HATE THEIR GUTS! They are the devils (sic) spawn!" The teacher was fired, but won her job back after suing. There, the court concluded that the punishment was too harsh. Interestingly, the court also stated that while the teacher should have known that an online posting was likely to become more public than simply saying the same thing to a friend over the phone, "her expectation that only her friends, all of whom are adults, would see the postings is not only apparent, but reasonable."

	And of course, who could forget (as hard as one might try) the underwear-clad photos of thenU.S. Congressman Anthony Weiner, the married Democrat from New York City. In 2011, he accidentally made public a Twitter picture intended for a female fan, and the erroneous tweet and other sext-messages and photos left him in need of a new career.



Social media, such as Facebook, have introduced an entirely new dynamic to the employer-employee relationship, and, in doing so, are also redefining how we conceive of the notion of public versus private. Workers as well as businesses need to be mindful of how such changes can affect their images and thus their livelihoods.

Sources: http://www.businessinsider.com/facebook-fired-2011-5?op=1
http://blog.internetcases.com/2012/02/09/facebook-privacy-employment-termination-contextual-integrity/
http://latimesblogs.latimes.com/gossip/2011/04/glee-spoiler-extra-fired-nicole-crowther-prom.html
http://www.salon.com/2011/06/01/weinergate_timeline/
http://www.pewinternet.org/2015/08/19/mobile-messaging-and-social-media-2015/2015-08-19_social-media-update_07/




Termination by Operation of Law

Agency will automatically terminate by operation of law under any of the following circumstances:

Death or Loss of Capacity

If either the principal or agent dies or is adjudged to be mentally incompetent, the agency automatically ends. Any acts that the agent takes on the principal's behalf after the principal's death or insanity do not bind the principal or his estate. This can leave the agent in a precarious position, since she may be personally liable on contracts.

Example 12.24. Mr. Rich hires Miranda as his agent to acquire rare works of art for his collection. While Miranda is trekking by yak across the Himalayas to a remote monastery in search of an illuminated manuscript, Mr. Rich dies. Miranda, who has no way of knowing her principal is dead, contracts with the monks to buy the manuscript for $10 million. Miranda is liable on the contract.

Some states have enacted legislation to protect innocent agents under such circumstances.
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War can terminate an agency. If a U.S. company had employed agents in Iraq, the agencies would have terminated when the U.S. declared war or invaded the country.
Bruce Adams/Associated Press




Bankruptcy

As a general rule, the bankruptcy of the principal automatically terminates the agency. The bankruptcy of the agent, however, does not generally terminate the agency, nor does the mere insolvency of the principal unless it results in bankruptcy.

Impossibility of Performance

The loss or destruction of the subject matter of the agency automatically terminates the agency. The same is true if legislation makes the underlying transaction under an agency agreement illegal, or if the agent's and principal's respective countries go to war.

Example 12.25. ABC Co. authorizes Raul Realtor to act as its agent to sell one of ABC's factories. The factory burns down after being struck by lightning. The agency automatically ends upon the theft or destruction of the underlying subject matter not caused by the principal.

Example 12.26. Slippery Oil, a U.S. company, procures the services of an Iraqi firm to act as its agent in entering into long-term oil exporting contracts in Iraq. A short time thereafter, war breaks out in the Persian Gulf yet again, making it impossible for the agent to procure oil exploration contracts. The agency is automatically suspended until hostilities end and commercial activity can once again resume.

Impracticability of Performance

Whenever circumstances change in such a way that the agent can reasonably infer the principal would no longer wish her to pursue the subject matter of the agency, the agency automatically terminates.

Example 12.27. Lenny authorizes Deidre to act as his agent in purchasing a specific tract of land that he intends to later subdivide and sell as 100 building lots. While negotiating the land purchase, Deidre learns that the state has just approved the building of a coal-fueled power plant in an adjoining tract of land. The agency automatically terminates since Deidre should realize the new power plant will make the land unappealing as a future housing development, even though such a development could still conceivably take place.

Irrevocable Agencies

There are some agencies that do not terminate; the most common example is an agency coupled with an interest. This exists where the agent has a legal interest independent of the agency relationship, which is in some way being served by the agency.

Example 12.28. Tim owes Cara $10,000, due by August 1. As security for the loan, he has given her the written authority to sell his car in the event the loan is not paid in timely fashion. By August 15, Tim still has not paid. Tim dies on August 16. On August 17, Cara sells his car to Michael for $15,000.


Here, Cara as agent had a security interest in Tim's car, and the agency is the means of executing that interest, so the agency did not terminate with Tim's death. Cara still has authority to sell the car, and take the money owed to her (plus any costs associated with selling the car), although she must account to Tim's estate for any profit beyond that.


Notice to Third Parties Upon Termination of an Agency

When an agency terminates by operation of law, there is no duty by part of the principal
to notify third parties that the agency has terminated. Whenever an agency is voluntarily
terminated by either or both parties, however, the principal has a duty to personally notify
every third party with whom the agent had past dealings on the principal's behalf that
the agency has terminated, and to give constructive notice (for example, publishing a
notice in a trade journal or the legal section of the local newspaper) to those who may not
have dealt with the agent but knew the agency existed. Failure to give notice means the
principal runs the risk of being bound by contracts the former agent makes with lingering
apparent authority.

Example 12.29. Angela is Peter's office manager, and routinely orders supplies for Peter's business. If Peter fires Angela, he must tell any suppliers with whom Angela has dealt. If he does not, and the suppliers do not otherwise learn Angela has been terminated, Peter will be liable if Angela places orders with the suppliers.




12.3
Employment and Labor Law



In addition to the common lawbased law of agency, in many circumstances the employment relationship is also governed by statute. Keep in mind that any state will have its own body of employment law. For example, although federal civil rights law does not expressly forbid discrimination based on sexual orientation, some state employment laws do. However, much of the most important legislation in this area is federal.

Labor Law

For much of the industrial era, employees had very little bargaining power and thus had to work for low wages under unhealthy and dangerous conditions. There was very little job protection; you could be fired for no reason at any time. Employers had little incentive to treat their labor force well, since there was an oversupply of people desperate for jobs. This became especially apparent during the Great Depression of the 1930s, and Congress eventually responded with a series of laws designed to protect employees. Among them were federal laws protecting the right to unionize and collectively bargain with employers (since employees have strength in numbers that no one individual may possess). The National Labor Relations Board (NLRB) was formed in 1934 and given authority to oversee elections for labor unions and investigate unfair labor practices. The Fair Labor Standards Act of 1938 regulates minimum wage hours worked, overtime, employee breaks, and child labor, among other things. The Social Security Act of 1935 created a system for unemployment insurance. The Occupational Safety and Health Act of 1970 (OSHA) was passed by Congress to ensure employees a safe work environment. The act establishes health and safety standards and puts in place a mechanism for enforcement of the act.

Employment Discrimination


The U.S. Constitution protects government employees against discrimination, primarily through provisions for equal protection and due process. However, the Constitution does not apply to private sector employers, and so it is mainly through specific statutes that non-government workers are protected from various types of discrimination.

A collection of federal laws prevent discrimination in employment based on race, sex, pregnancy, religion, national origin, disability (which can include mental, physical, and HIV status), age, military service, genetics, or citizenship (although proper visa status and documentation may be required). We will examine some of the most important laws here.

Title VII of the 1964 Civil Rights Act is the single most important legislation protecting workers from illegal discrimination on the job. It makes it illegal for an employer to discriminate based on an individual's race, color, religion, sex, or national origin in any term or condition of employment. This has been interpreted by the courts to cover interviewing, hiring, promotion, firing, and creating a hostile work environment for employees. However, the Act only applies to employers large enough to potentially affect interstate commerce who employ at least an average of 15 persons for a minimum of 20 weeks during the year.

Title VII has been interpreted by the courts to cover both facial discrimination by an employer and what is known as disparate impact, where an employer's policy is facially neutral but disproportionately impacts a particular protected category.

Example 12.30. ABC Inc. advertises for job applicants who are "men with a plumber's license." This is facially discriminatory against women, and would violate the Act.

Example 12.31. Northeastern Air lists as a qualification for the job of pilot that applicants must be at least 5'7" in height. Since it can be shown that this will exclude many more women than men, this could be disparate impact discrimination. However, if the employer can show that a pilot needs to be this tall to safely operate their planes, the requirement would be allowed.
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The Bona Fide Occupational Qualification (BFOQ) allows employers to take characteristics such as age, gender and ethnicity into account when it is reasonably necessary, such as when hiring actors for a specific part. A 50-year-old African American man might not be believable in the part for which this young woman is auditioning!

Stockbyte/Thinkstock



Not all forms of discrimination are prohibited by the Act. Discrimination is permissible if it is pursuant to a bona fide occupational qualification (BFOQ) reasonably necessary for the operation of the business enterprise. Thus, the Catholic Church may choose to ordain only male Catholics for the priesthood, since being both male and Catholic are deemed necessary qualifications for being a Catholic priest. Likewise, a motion picture producer who wishes to make a film about the life of Dr. Martin Luther King may recruit only black males who speak American-accented English for the role. On the other hand, an airline may not hire only female flight attendants merely because it can show its business customers prefer female attendants.

Example 12.32. Hooters restaurant made a practice of hiring only attractive young women with certain physical attributes as wait staff. When sued for sex discrimination, the company argued that having waitresses, rather than waiters, was part of their brand. But since either men or women could serve food, which was the actual job, it was ruled that sex was not a BFOQ. Hooters then decided that their wait staff were as much entertainment as waitresses, and thus they could restrict hiring to only attractive young women. Ironically, when Hooters was sued by a number of waitresses for sexual harassment partly as a result of being made to wear revealing, too-small, uniforms, Hooters argued (unsuccessfully) that it was a family restaurant with a wholesome atmosphere.

The Age Discrimination in Employment Act of 1986 (ADEA) protects men and women over the age of 40 against discrimination because of their age in hiring or promotion. The law also prohibits mandatory retirement with some exceptions.

Example 12.33. Atomic Laboratory needed to reduce its workforce, and laid off 31 employees. Management was instructed to rate employees according to how flexible or retrainable they were. All but one of those laid off were over the age of 40. Atomic claimed the lay-offs were for reasons other than age, but if employees sue for an ADEA violation, the employer will have the burden to prove that age was not the reason.



The Americans with Disabilities Act of 1990 (ADA) forbids discrimination in hiring, firing, or promotion against qualified individuals with physical or mental disabilities, and requires employers to make reasonable accommodations for disabled employees. Disability is defined as physical or mental impairment of a permanent nature that substantially limits one or more major life functions.


Beyond the Book: Americans with Disabilities Act 
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Learning Objectives

After studying this chapter, you will be able to:

 
	Describe the main characteristics of partnerships, corporations, and LLCs.

	Explain the advantages and disadvantages of the different business forms.

	Discuss how partnerships operate.

	Describe the different roles of promoters, directors, shareholders, and officers of corporations.


 







[image: A woman stands in the entrance of her bakery.]

A sole proprietor is both the owner and manager of her business.
gpointstudio/iStock/Thinkstock




One of the most fundamental decisions all businesspersons face in starting a business is how that business will be organized. Business owners must carefully weigh a number of different factors. There is no one right form, but the better informed the participants in a business are about the legal consequences of being a sole proprietorship, a partnership, a limited partnership, a corporation, or an LLC, the better off they will be.


The simplest form of business organization is the sole proprietorship, where a single owner owns and operates the business. It has the advantage of being very easy, with no formalities and no expense attached to creation. The disadvantage is that a sole proprietor has limited options for raising capital and no limits on liability for business debts; thus if the business does not fare well, the sole proprietor can face personal bankruptcy.

Beyond the sole proprietorship, there are three basic types of business organizations with which we must become familiar: the partnership, the corporation, and the limited liability company. This chapter will be devoted to exploring the unique qualities of each of these basic forms of business organization.





13.1
Partnerships




A partnership can be defined as an association of two or more competent persons to carry on a business as co-owners for profit. To help understand this definition, we will break it down and look at the individual clauses.


Must Be Association of Two or More Competent Persons


By competent, the law means that the partners must have contractual capacity (rather than that the people involved are actually good at what they're doing). In a partnership, each partner is simultaneously both a principal and an agent, thus the requirement makes sense. Minors can be partners, but they can also void partnership agreements (as was discussed in the chapter on contractual capacity). Anyone would therefore be wise to either require emancipation or be cautious about going into partnership with a minor.



Must Carry On a Business


Partnership is more than just joint ownership; it must involve enough activity to be considered operating a business. Not all joint investment, even though done with a profit motive, constitutes a partnership.



Example 13.1. Arielle and Bradley both chip in $50,000 and buy Blackacre, a piece of real estate. A year later, they sell Blackacre for $150,000 and split the profit equally. Arielle and Bradley are concurrent owners of Blackacre, but they are unlikely to be deemed a partnership, since they were not carrying on a business.

To be carrying on a business, Arielle and Bradley would need to be more actively involved in their profit-making venture, rather than just passively holding on to property until they are ready to sell.

Exampe 13.2. Arielle and Bradley, emboldened by their first real estate success, decide to do land speculation full time. They both now put up $100,000 and buy six properties. They fix up the properties and sell them at a profit, and buy six more, reinvesting part of the profit and sharing in the rest equally. Arielle and Bradley are now a partnership; they are clearly carrying on a business.


Must Be Co-Owners


Partners are automatically owners and managers of the business, and the law presumes equal rights unless the partners have specified otherwise.

Example 13.3. Ethan, Fabian, and Gina have formed a partnership to do public relations for corporations. Ethan puts in $10,000 in capital, and Fabian and Gina both contribute $5,000 each. Nothing is said about how they will split profits or losses. At the end of their first quarter, the firm has made $12,000 in profit. Ethan thinks that since he put in half the capital, he should get half the profit, or $6,000. But Ethan should have taken business law! Since nothing was specified, he's only entitled to a one-third share, the same as Fabian and Gina.

If the partners didn't specify how to share a loss, the law states that they will share in the same percentage they share profits.

Must Be for Profit
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General partners all have the right to participate in management of the business.
Digital Vision/Thinkstock



Note that while there can be unprofitable partnerships, there is no such thing as a nonprofit partnership. The partners must intend to make a profit.

You will recall from the chapter on agency that agents owe their principals a fiduciary duty. This means that a partner also owes this same duty to the partnership and the other partners (along with the corresponding duty of loyalty, right to indemnification, etc.). Note that partnership law is essentially a combination of agency law and contract law, with the contract in question being the partnership agreement, whether it is express or implied from the parties' conduct.

Partnership by Estoppel

Don't be fooled by the name; these are not real partnerships, but a situation in which to protect a third party the law holds people liable as though they had been partners. It is essentially the principle of apparent authority that you learned in agency transplanted to a partnership situation. A partnership by estoppel rests upon a holding out of partnership and reasonable reliance by the third party.
 

Example 13.4. Michael, who is romantically interested in Lorraine, introduces her as his new partner in a computer services firm to a group of clients at a social function. Lorraine, flattered, smiles and goes along with it, although in fact she and Michael have never discussed going into business together. Later Lorraine, who is a recent graduate with a degree in information technology but no prior work experience in the field, agrees to work as a consultant to a company owned by one of Michael's clients to oversee the purchase and installation of a new network system. She recommends the purchase and installation of computer equipment that is not well suited to the client's needs, costing the client millions of dollars to subsequently correct the problem. If the client sues both Lorraine and Michael, both of them will be liable for any judgment against Lorraine if the client can establish that he retained Lorraine in reliance on her being Michael's partner.

However because there is no real partnership, Lorraine would not be liable for Michael's business debts to people who had not been at the party and had not heard Michael say she was his partner.

Advantages and Disadvantages of Partnerships

One of the advantages of the partnership form of business is that it is simple to create. All that is required is that the parties agree to carry on the business as co-owners for profit. There are no formalities, such as filing with the state. Another advantage is taxation: the individual partners will be taxed on their earnings, but the business itself will not (although it must file an informational return). There is no requirement of a written agreement, although it is a very good idea, and will avoid a lot of headaches in most cases.

Example 13.5. Carla and Daniel have never discussed being partners, but they both put in cash to buy cans of soda at a discount store, along with coolers and bags of ice. They each mount a cooler on a bicycle, and sell cans of soda at a considerable markup at different locations around town. At the end of the day, they meet up and divide the profits equally. Carla and Daniel may not realize it, but they are partners.

The downside of a partnership is liability. Because each partner is an agent of the partnership and the other partners, he or she has the power to bind the partnership and the other partner to transactions within the scope of the partnership business. All partners have full, personal liability for these partnership obligations.

Example 13.6. While pedaling around town selling soda, Daniel sees that Bigbox store is having a sale on crates of soda. He contracts to buy a dozen crates for $120. Since Daniel would have either apparent or implied authority to buy the soda for the partnership, Carla is equally bound by this debt. If Daniel doesn't pay the bill, Bigbox could collect the full amount from Carla personally.

Example 13.7. Meanwhile, on her way to her next location, Carla negligently runs over Peter. Since this is a tort within the scope of the partnership business, Peter could hold Daniel liable.

Liability is joint and several with those of the other partners, which means that partners may be sued together or separately for the full amount of the debt. Thus if Carla now wins $10,000 in the lottery, the partnership creditor might collect the entire amount from her (although they must first attempt to satisfy the debt from partnership assets). If creditors collect the entire debt from a single partner, that partner will be able to seek indemnification from his copartners for their equitable share of the debt. But note that if Daniel is a deadbeat with no assets to speak of, it is Carla who (literally) will pay the price, not the plaintiffs Peter or Bigbox. As a practical matter, any partnership should consider business insurance, and look carefully at its coverage. This will help to alleviate some, but not all, of the liability concerns associated with partnerships.

Rights and Obligations of Partners


Remember, partners are fiduciaries, and this is probably the most important duty they have to each other and the partnership. However, there are some other rights and duties provided in partnership law.

All partners have the right to participate in managing the partnership, and unless otherwise specified, majority vote will govern partnership decisions.

Example 13.8. Back to Ethan, Fabian, and Gina, who have formed a partnership to do public relations. Ethan puts in $10,000 in capital, and Fabian and Gina contribute $5,000 each. Fabian now proposes that they should contract with Anna, a freelance artist, for some designs for brochures. Gina thinks this is a good idea, but Ethan says that because he put more money in, he has the right to veto the contract. Ethan, who obviously should have taken business law, is wrong. His two partners can approve a contract with Anna over his objection.

When it comes to partnership property, all partners own the property as tenants in partnership, and have a right to use the property for partnership purposes and no other purpose without full consent and disclosure from other partners. If a partner dies or otherwise leaves the partnership, the remaining partners own the property. But if the partnership terminates, the property is sold and the assets distributed, first to creditors and then to the partners.

Example 13.9. The PR partnership owns a van that they use for travel to trade shows and conferences. Fabian wants to take the van on a weekend camping trip. Can he do so?

The answer is no, because this would not serve the purpose of the partnership (unless Ethan and Gina are fully aware of the circumstances and choose to give their consent).

Example 13.10. Fabian dies in a motorcycle accident. The van still belongs to the remaining partners, and Fabian's estate or heirs have no rights to it specifically, although they have a right to be paid Fabian's share in the partnership, as the next example illustrates.

Example 13.11. After Fabian's death, Ethan and Gina decide to wind up the partnership. The van will be sold along with the other partnership property. Once the assets are liquidated, the partnership will pay off its outside creditors, then repay any loans partners made to the business, then repay partners' capital contributions, then distribute profits. Fabian's estate or heirs are entitled to what would have been his share, if he had lived and the partnership had terminated.

Partnership does require unanimous consent of all partners for some types of transactions to bind the partnership. If partners' interest will be changed, or if the partnership is to engage in a new kind of business, there must be unanimous agreement.

Example 13.12. Heinrich, Ileana, and Jessica enter into a partnership to operate a pizza parlor. After three years, Ileana wants to add new menu items that are lower in calories and carbs. Jessica thinks it's a good idea, but Heinrich objects. Since this is a normal business decision, not entering into a new business, Ileana and Jessica can change the menu.

Example 13.13. Heinrich now proposes adding a massage parlor in the basement (so customers have something to do while they wait for their pizza). Ileana says she's okay with it, but Jessica objects. No massage parlor, since this is a different line of business and requires unanimous consent.

Example 13.14. Ileana thinks the business should expand, and proposes bringing Kevin in as a partner. Heinrich votes no, but Jessica says yes to Kevin. Kevin is not a partner, as this would be creating a new partnership and all must consent.

Dissolution and Termination of Partnerships

A partnership dissolves whenever there is a change in membership, but it may or may not terminate (which means it is going to wind up its affairs and cease to exist). Traditionally in the law there was a presumption that a dissolution would lead to termination, which made partnerships a somewhat precarious proposition, as any partner could decide to leave and force liquidation. The modern trend has favored letting the remaining partners continue to operate the business, as long as they can pay the leaving partner his proportionate share.

Example 13.15. Heinrich, Ileana, and Jessica are partners operating Pizza Palace. Heinrich is now tired of pizza and wants to try something new. Under the old rule, Heinrich could force Ileana and Jessica to liquidate Pizza Palace. Under the modern rule, if they can come up with the money to pay him his share of profits and surplus, they can continue to run Pizza Palace as a new partnership.

Partnerships dissolve both by act of the parties and by operation of law, in a fashion very similar to agencies.

Example 13.16. Suppose in the above example, Heinrich is dissolving in the second year of a five-year partnership agreement. Although he has the power to dissolve, he does not have the right, and his former partners can hold him liable for any damages. If, for example, Jessica and Ileana have to hire someone to take over Heinrich's workload, they could deduct the new employee's wages from Heinrich's share of the business.

Limited Partnerships
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Unlike a general partnership, the limited partnership did not exist at common law. It is a creature of statute that owes its existence to legislation in the states that specifically allow it as a form of business organization. The main difference between general and limited partnerships is that a limited partnership makes it possible for individuals to invest in a partnership and retain limited liability for partnership losses to the extent of the amount invested in the partnership. Like a general partnership, a limited partnership requires an agreement by two or more people to enter into a business for profit as joint owners. Some of the salient features of a limited partnership are as follows:


	The partnership must contain at least one general partner with unlimited liability;

	The partnership must be entered into pursuant to a written agreement as specified by statute;

	The limited partnership agreement must be filed with the appropriate state agency (usually the secretary of state); and

	Limited partners cannot be involved in the running of the business, but must merely be investors who share in its profits and losses to the extent of their investment.



If a limited partner becomes involved in the day-to-day operation of the business or has a voice in its management, he becomes liable as if he was a general partner and loses the protection of the limited liability offered by the limited partner status.

Example 13.17. Arielle's Antiques is organized as a limited partnership, with Arielle as general partner and Fred as limited partner. Arielle contributes $5,000 in start-up capital, and Fred puts in $20,000 in exchange for a 25 percent share of the profits. Arielle manages the business, works in the store, and supervises all employees. Fred is not actively involved in the business. Arielle fails to pay rent for the store, and the landlord sues. While Arielle is potentially personally liable, Fred is not. He stands to lose his capital contribution and share of undistributed profits to business creditors, but his personal assets such as his personal bank account and his car are not at risk.

Example 13.18. Arielle becomes ill and can't work at the store for two months. Fred steps up and takes over, managing the business. Now Fred is personally liable for business debts, because he is acting like a general partner. The partnership could have hired an employee to fill in for Arielle, which would have allowed Fred to retain his limited partner status.

Limited partnerships are somewhat more stable than general partnerships, and do not automatically dissolve with changes in membership, as long as there is always at least one general and at least one limited partner.




13.2
Corporations




Like limited partnerships, the corporation did not exist at common law; it is a form of business organization that owes its existence to statutes in all states that provide guidelines for its creation and management. Unlike a partnership, the corporation is a legal entity in the eyes of the lawan artificial person that enjoys an existence apart from the individuals who own or manage it. As an entity, a corporation enjoys most of the privileges and shares in most of the responsibilities of natural persons: it can avail itself of most constitutional protections offered to natural persons and can own property in its own name, but it must also pay taxes (albeit at a lower rate than natural persons) and is subject to civil and some criminal penalties for acts it performs through its agents.

The corporation is governed primarily by the statutory guidelines of the state statute that provides for its creation. The requirements for the creation and management of a corporation vary somewhat between the states, but as is usually the case, there are common threads that can be found in the corporate statutes of all states.

Advantages and Disadvantages of Corporations

As noted, the corporation is legally a person, which makes it unlike a sole proprietorship (which does not exist outside of the person who owns the business), a partnership, or a limited partnership. As already mentioned , the corporation as its own person is entitled to many constitutional rights, but it cannot claim the privilege against self-incrimination under the Fifth Amendment (since it lacks a body to take the witness stand and a mouth to make statements with). Likewise, a person is not necessarily a citizen, and so a corporation is also not entitled to vote and does not have other rights given to citizens.

Limited liability of the shareholders (who are essentially the owners) makes corporations an attractive alternative in some cases to partnerships. While the corporation itself is liable for its debts, shareholders' personal assets are not at risk.

Example 13.19. Pizza Palace Inc. is a corporation with ten shareholders, including Danielle. A Pizza Palace delivery driver negligently runs over Tiffany, who sues the corporation and obtains a judgment of $100,000. Although Danielle's stock holdings in Pizza Palace may be affected, she has no personal liability for the debt incurred by the operations of the company.

In order for a corporation to offer its shareholders the protection of limited liability, it must be run in accordance with the requirements under a state's business corporation law. If the corporate form of business organization is used to defraud creditors, stockholders will lose the protection of limited liability and will be held personally liable for all debts of the corporation. Likewise stockholders can be subject to unlimited personal liability if a corporation is set up merely to insulate its owners from unlimited liability but is run as a partnership or sole proprietorship. When this is the case, courts can "pierce the corporate veil" of dummy corporations to find its owners personally liable for its debts.

Example 13.20. Barney, a contractor, sets up Gorgeous Homes, Inc., a corporation involved in the home remodeling business. Barney is the corporation's sole stockholder and president. He and his wife serve on the board of directors, and his wife is the corporation's secretary. Barney and his wife never hold stockholders' or board of directors' meetings. All profits from the corporation go into Barney's personal bank account, held jointly with his wife. Payments for corporate debts are made from the couple's joint checking account.


Under the above facts, Gorgeous Homes, Inc. is basically being used to defraud creditors. It really has no separate existence from Barney himself. If the corporation is sued for breach of contract or a tort, a court would pierce the corporate veil and ignore the existence of the corporation to hold Barney personally liable for all corporate debts.

Another advantage of the corporate form of business is potentially perpetual existence. We have already seen that partnerships are somewhat unstable: a partner can leave at any time and cause major disruption, or even termination, of the partnership. But corporations can live forever, even though the management and the shareholders change with the passing years.

Formation of a corporation, however, may be considered a disadvantage, since it requires filing fairly complicated documents with the state (as well as annual reports after the corporation is created) and paying a registration fee, which can make it a costly process.

Double taxation is also one of the disadvantages of the corporate form. The corporation itself is taxed on its earnings, and the shareholders are also taxed when they receive dividends or sell shares at a profit. A type of corporation that avoids the double taxation is the Subchapter S corporation, which has "flow through" taxation, meaning that only the shareholders are taxed on their earnings. However, there are a number of specific qualifications that must be met for S status, such as having no more than 100 stockholders, and restrictions on how corporate income is earned and types of shareholders, which mean that these corporations will be primarily smaller businesses.

Who's Who in Corporations: Incorporators, Promotors, Directors, Officers, and Shareholders
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Unit V

Business Law in the 21st Century


Businesses increasingly operate in a global environment, one linked together by electronic communication that is almost instantaneous, and that now enables even small businesses to do business on an international level. The Internet has vastly increased opportunity for both businesses and consumers, but it also has brought new hazards in the form of security and privacy issues. In Chapter 14, we will look at some of the major concerns involving law and the Internet.


As companies increasingly move across national boundaries, an awareness of international law is important for the business student. In Chapter 15, we will discuss laws impacting import and export of goods, international contracts, and some of the problems that can arise when one countrys laws conflict with anothers. We will also examine the major areas of environmental regulation, noting both where legal protections have been effective, and where they have fallen short.


As the world grows increasingly interdependent, in terms of both economies and resources, business practice and the law will both continue to evolve. These chapters will introduce business students to topics critical to globalization, and hopefully pave the way for future understanding as changes take place.



CHAPTER 14:
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Cyberlaw


[image: A man uses the Internet on his tablet device.] 

Lucenet Patrice/Oredia Eurl/SuperStock
 


 


Learning Objectives


After studying this chapter, you will be able to:

 
	Distinguish the major statutes regulating cyber activity.

	Define spam, phishing, click-wraps, and cookies.

	Describe the issues relating to privacy and the Internet.

	Explain how legal issues about sales tax affect business on the Internet.








The incredible capabilities of computers and the growth of the Internet have greatly increased opportunities in the business world, but have also resulted in new risks for both businesses and consumers. Technology makes it possible for us to communicate with anyone in an instant, to buy goods with a click of a mouse, and to gather vast amounts of information with unprecedented speed and efficiency. So, too, does the brave new world of electronic communication present a challenge for the law. How do we translate the traditional contract rules of offer and acceptance in a world of electronic transactions? What are the limits on how others collect and use our personal data? How do we balance the free flow of communication and information with the protection of our privacy? These are just a few of the issues this chapter will explore. In many ways, the Internet is the Wild West of the new millennium, full of both opportunity and danger!


Cyberlaw is a broad term used to refer to rules dealing with this digital Wild West, with the Internet and computer technology. In some cases, well-established areas of law such as torts and contracts have evolved to deal with situations arising from computer use. In others, legislatures have to enact new statutes when existing laws fall short.


The main categories of cyberlaw include criminal law, tort law, contracts, and intellectual property. Note that there are issues that overlap these different segments of the law. For example, statutes such as the Digital Millennium Copyright Act contain both criminal and civil provisions, and privacy concerns in the cyber sector have spawned legal developments in multiple areas of the law.






14.1
Jurisdiction and the Problem of Enforcement
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Regardless of what the law says about behavior in cyberspace, there is a major problem when it comes to enforcement of the rules in physical space. The Internet has no regard for state or national boundaries. A hacker in Russia can target your computer as easily as someone who lives next door to you. Counterfeiters in China do a huge trade in bootleg DVDs of Hollywood movies, sometimes hitting the market even before the movie has been released. The hacker and the counterfeiter are both violating the law, but what can you do about it? The answer may well be nothing.


One obstacle is identifying the culprit. The Internet allows a certain degree of anonymity, and even if a particular account is identified as where the action originated, the Internet Service Provider (ISP) may not cooperate in identifying who the account belongs to.


Even if that problem can be overcome, and you know who is responsible for the offense, the problems of suing someone in a foreign country, particularly one not known for cooperation with the United States, are huge. And suppose you sue and win and now are seeking to collect your damages? Enforcing a judgment depends on the government of the country where the defendants assets are located.





14.2
Computer Crime



Hacking


Computers are both victims and tools of crime. A common computer crime is hacking, where a person gains unauthorized access to a computer from a remote location. Hackers may maliciously target a computer to raid its data or damage it through the use of viruses, and of course they are usually using computers and software programs to commit these offenses. In the early days of computers and the Internet, many unauthorized incursions of this type were not covered by existing law.


Example 14.1. A graduate student improperly uses university computers and databases to do personal research. If he had legally paid for the service, it would have cost about $12,000. Is this theft? He has not "taken" any information from the computers; hes just shared it. And while the old saying goes "Time is money," the common law says that time and money are actually very different things! So the student could not be convicted of a crime under traditional rules.


Cases such as this eventually resulted in the creation of new regulations including the federal Computer Fraud and Abuse Act of 1986 (CFAA). The CFAA applies to any computer on the Internet (which today is the vast majority of them) and prohibits computer trespass, fraud, espionage, theft, damage to a computer such as planting viruses or worms, and selling of computer passwords, among other things.


Example 14.2. David, a college student, accesses Gov. Sarah Palins Yahoo e-mail account by guessing the answers to the prompt questions that allow the password to be reset. He posts the new password on a public bulletin board, allowing access by others. In 2010, David is convicted of unauthorized access and sentence to one year and one days imprisonment.


However, the CFAA only applies within the United States, which considerably limits its effectiveness. Many hackers operate from outside the United States, even if their victims are in this country.


Example 14.3. On November 24, 2014, a massive cyberattack was launched against Sony Pictures Entertainment by a group calling themselves the Guardians of the Peace. The attackers wiped out the data on thousands of Sonys computers and servers and stole a wide range of data including movie scripts, emails, and films. They also made off with personal employee data including 47,000 social security numbers. Much of this data was subsequently posted on the internet. The FBI concluded that North Korea was responsible for the attack, although some private security experts have suggested that it was an inside job.


Despite the CFAA, hacking continues to occur on a regular basis. As massive as the Sony hack was, it only ranked as the 33rd largest data breach of 2014. The largest data breach in 2014 occurred earlier in the year when an eBay database was hacked, resulting in over 145 million customer records being compromised.
 


Identity Theft


Another law targeting criminal behavior on the Internet is the Identity Theft and Assumption Deterrence Act of 1998, which prohibits use of false identification to commit fraud or other crimes. Identity theft is a growing problem: in 2014, approximately 17.6 million U.S. residents age 16 or older (about 7 percent) were the victims of identity theft. The law gives victims a right to sue for damages, but possibly more useful (since a victim may never know who put that $5,000 charge for Racy Stacy lingerie on his card, and thus will be unable to sue him or her!) is the provision that limits liability to the first $50 when a stolen card has been used. It is important for victims to report identity theft to credit card companies as soon as possible, so as to limit the liability for the fraudulent credit card charges.


Fraud



[image: Screenshot of the Nigerian Letter scam e-mail.]

E-mail has become a favorite tool of scam artists.
 2009 Justin NB Francis/Just One Film/Getty Images




Fraud is an enormously common crime committed via the Internet and takes many different forms. One common variety is the Nigerian Letter scam, in which the victim gets an e-mail purporting to be from a Nigerian government official who seeks help in transferring funds out of the country; the would-be official is willing to pay a large sum of money to whoever allows the funds to be transferred into their personal bank account. Of course, whoever actually agrees to help is actually the victim of the crime since he will need to provide the "Nigerian official" personal bank account information so that the funds can be transferred. The perpetrator of this fraud then uses the information to raid the victims account. To many, this may seem like such an obvious hoax as to be laughable, but millions of dollars are lost annually to such fraudulent schemes.


Phishing


Another fast-growing area of crime is phishing, where the victim receives an e-mail that appears to come from a site such as PayPal, eBay, or a bank, asking her to verify her account information. Clicking on the link provided takes the victim to a "dummy" site, one that appears to look legitimate but in fact is a clever counterfeit. When the victim logs in, her account information is then transmitted to the phisher.


The Federal Trade Commission also has regulations that apply in the area of consumer fraud and deceptive practices committed via the Internet, and some states have passed additional statutes. California, for example, requires companies to inform consumers when their personal information has been the target of unauthorized access.




14.3
Cyber Torts
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International and Environmental Law
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Learning Objectives


After studying this chapter, you will be able to:

 
	Describe the sources of international law.

	Explain some of the major principles of international law.

	Discuss major concerns for U.S. companies doing international business.

	Describe the major areas of environmental regulation and the statutes that regulate them.








Business today exists in a global environment. Even if your company only sells in the United States, it is still potentially affected by competition from overseas. If you seek to expand your markets beyond the borders, there are many issues to be considered. What kind of regulations must you deal with, both in your own country and in the foreign country? Where would disputes be settled, and under whose law? Do U.S. laws still apply when your company is acting outside U.S. borders? A basic understanding of international business law is important for the business student.


Increasingly important, too, is the state of that globe, the planet on which we live and do business. An awareness of environmental issues and laws is relevant not just from the standpoint of compliance with regulations and avoiding liability, but also because we face in the 21st century a stark necessity of working to preserve our limited resources of fresh air and water, or dealing with ever worsening consequences.



15.1
International Law and Business
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Glossary




	acceptance The offerees manifestation of assent to the terms of the offer.



	acceptor A drawee of a draft who binds himself to pay the payee the face value of the draft when it is presented for payment by signing as acceptor on the face of the draft. A payee who obtains good faith acceptance of the draft by the drawee receives a guarantee from him that the draft will be paid when it is properly presented for payment.



	accession Where one person improves anothers property and is entitled to compensation.



	accommodation party A person who indorses a note or draft that is not made payable to him in order to guarantee payment if the note or draft is dishonored when presented for payment. An accommodation party has secondary liability and cannot be made to pay on the note unless the principal parties (maker, drawer, and drawee) have all refused payment.



	accord and satisfaction An agreement to substitute consideration on a contract, followed by an exchange of the new consideration.



	act of state An act of a public nature committed by a recognized foreign government within its own borders.



	actual authority The authorization, either express or implied, that an agent reasonably believes the principal has given for the agent to act on principals behalf.



	administrative agency A government entity that is part of the executive branch, which makes rules governing a specific type of activity and has the power to hold judicial type hearings.



	administrative law The rules made by administrative agencies, which regulate in specialized areas.



	admission When a party admits in pleadings, in testimony, or otherwise under oath pursuant to a legal proceeding that a promise was made.



	agent A person who acts on behalf of another.



	anticipatory breach/repudiation When a party to a contract informs the other in advance that he does not intend to perform.



	apparent authority Authority created when a principal holds out an agent as being able to represent the principal, and a third party reasonably relies on it and makes a contract, binding the principal.



	assignee The person who acquires rights on a contract he or she was not a party to.



	assignment The transfer of benefits or rights under a contract to a third party.



	assignor The person making an assignment.



	attempted crime A crime committed when the defendant intended to commit a specific crime such as murder, and took a substantial step toward committing the crime.



	bailment A legal relationship that arises out of the temporary transfer of the possession of personal property by one person to another for a specific purpose, with the understanding that the property is to be returned at some future time. 



	bearer The person (or company) in possession of a note or draft made out to him as payee or made out to bearer. 



	bearer paper A negotiable instrument that is either payable to bearer or not made out to a specific person. 



	BFP (bona fide purchaser) An innocent party who pays value for goods in good faith. 



	bilateral contract One in which a promise is exchanged for another promise. 



	bribe An illegal payment made to a public official, intended to influence the performance of the officials duties. 



	capacity Required mental state to make a valid contract. 



	cap and trade A type of pollution regulation that provides that polluters must buy credits for a certain unit of pollution generated. 



	cashiers check A check drawn by a bank on itself. 



	certificate of deposit A note issued by a bank. 



	check A draft in which the drawee is a bank. 



	civil law (1) Law designed to protect individual rights and allow individuals to sue for redress of wrongs, as opposed to criminal laws, which protect society in general; (2) a legal system that puts the most emphasis on statutory rules rather than judicial decisions. 



	click-wrap An agreement that one must make in order to use a program or website. They are often very long and complex and many people never read them. 



	C.O.D. Cash on delivery. Payment in money must be made when the goods are tendered (delivered). 



	comity A legal doctrine that states that a nation will defer to and give effect to the laws and judicial rulings of another country, to the extent that they are consistent with the law and public policy of the accommodating nation. 



	command-and-control A type of regulation that mandates specific behavior. 



	commerce clause From Article I, Section 8 of the U.S. Constitution, giving the federal government the right to regulate interstate commerce. Broadly interpreted by the courts, it expanded the power of the federal government. 



	commercial impracticability Where an unforeseen event makes it exceedingly difficult or costly to perform a contract, the contract may be discharged. 



	commercial paper A contract to pay money. 



	common carrier A third party who has the duty of transporting goods. Modern examples include the government postal service and private services such as FedEx and UPS. 



	common law Law made by the decisions of judges in individual cases. 



	compel To force or mandate. 




	compensatory damages An award of money designed to compensate the wronged party for the economic loss suffered. 



	concurrent conditions Mutually dependent performance on a contract. 



	concurrent jurisdiction Cases which can be brought in either federal or state court. 



	condition of satisfaction An agreement that one party will perform to anothers personal satisfaction. 



	condition precedent A condition that must be fulfilled before there is liability on a contract. 



	condition subsequent A condition that if fulfilled will end liability on a contract. 



	confirming memorandum A written document that contains the material terms of an agreement, generally sent after an oral agreement was made. 



	consequential damages Reimbursement resulting from the particular circumstances of the plaintiff, which were foreseeable to the defendant. 



	conspiracy A crime committed when two or more persons agree to commit a specific crime and one of them takes a substantial step toward committing the crime. 



	constitution The supreme law of the land. Unless otherwise noted, the constitution is used generally to refer to the basic governing document of the federal government, but states and other governmental units can also have constitutions. 



	contract An agreement that may be enforced. A bargained-for exchange. 



	cookies Tracking programs installed on computers to track Internet usage, often without the computer owners awareness. 



	corporation A business entity that is formed through application to the state, which allows shareholders limited liability. Corporations have the legal status of persons. 



	court of limited jurisdiction A court that hears only cases involving a specific type of situation, or claims arising under a certain law; for example, small claims court, tax court. 



	cover To make a good faith purchase of goods similar to those in the contract. 



	creditor beneficiary An intended beneficiary who receives the benefit because it is legally owed, who acquires both the right to sue in the event of a breach and the right to prevent the parties from modifying the contract. 



	crime A statutory wrong, prosecuted by the government and carrying a punishment that may include incarceration. 



	cyberlaw A general term referring to various laws regulating the Internet and computer usage. It can include criminal, tort, regulatory, and intellectual property law. 



	damages The loss suffered by a plaintiff in a civil lawsuit; a monetary award made to compensate the plaintiff for such a loss. 



	defendant The person being prosecuted for a criminal offense. 



	defense A legal excuse for committing what would otherwise be a crime, or a strategy for raising a reasonable doubt as to defendants guilt.



	delegatee A third person who undertakes duties on a contract he was not a party to. 



	delegation Transfer of duties on a contract to a third party. 



	delegator The person who transfers duties on a contract to a third party. 



	digital rights management (DRM) Any technology that inhibits uses of digital content. Often used by manufacturers of music CDs, DVDs, and software to prevent copying after first sale. 



	director A person elected by shareholders to engage in broad management of a corporation. 



	disaffirmance The ability of a minor to avoid a contract without liability for breach. 



	disclosed principal A principal whose existence and identity are known to the third party. 



	dissolution In a partnership, any change of membership. For a corporation, termination of the business entity. 



	diversity jurisdiction A type of federal court subject matter jurisdiction applying to cases involving state law, which may be brought in federal court if the amount in controversy is over $75,000 and no plaintiff is from the same state as any defendant. 



	dividend A share of corporate profits paid to its shareholders. 



	doctrine of substantial performance A legal doctrine indicating that the plaintiff may recover the contract price from the defendantminus the cost of any damages caused by the plaintiffs own breakregardless of a minor contractual breach if the plaintiff can show that he or she substantially performed the contract in good faith. 



	donee beneficiary A person who receives an intended benefit as a gift. A donee has the right to sue for breach of contract but cannot prevent the parties from modifying or rescinding the contract. 



	draft An unconditional written, signed order by a drawer for a drawee to pay a sum certain in money to the order of a named payee or to bearer. 



	drawee The person who is directed to pay a draft or a note. 



	drawer The person who makes or executes a draft. 



	due process The concept of basic fairness in how the law is applied, that no person should be denied life, liberty, or property without due process of the law. Found in both the 5th and 14th Amendments to the U.S. Constitution. 



	dumping Selling goods in another country at less than fair value, usually in an effort to dominate the market before raising prices. 



	duress Wrongful coercion that overcomes another persons free will. 



	easement A right of way, or nonpossessory interest in real property. 



	emancipation Legal adulthood. 



	eminent domain The power of government to take private property for public use, after notice and compensation to the owner. 



	estate An ownership interest in real property. 



	exclusive jurisdiction Cases that can only be brought in federal court.



	exculpatory clause A clause in a contract exempting a party from liability. Sometimes violates public policy and is void. 



	export Taking and often selling goods outside the country of manufacture. 



	express contract One in which the offer and acceptance are clearly stated in express language. 



	expropriation The seizure of privately owned assets for the public good. 



	externality A cost of a practice that is imposed on the public in general, rather than borne by the party engaging in the practice. 



	extraterritoriality The application of a nations laws outside its boundaries. 



	F.A.S. (Free Along Side) a named vessel Seller at his expense and risk must deliver goods alongside the named vessel (for example, a ship) and obtain proper receipts. 



	federal question jurisdiction A type of federal court subject matter jurisdiction applying to cases involving federal law. 



	fee simple absolute The most complete form of property ownership, in which the owner has the right to sell it, give it away, build on it (subject to government regulation in some cases), and, on the owners death, the same interest goes to his heirs. 



	felony The more serious category of crime, capable of being punished by a sentence of more than a years imprisonment. 



	fiduciary A relationship where one owes another a very high standard of loyalty and care, including the duty to look out for the others best interest and the duty to give notice of anything the other might reasonably wish to know. 



	firm offer An offer that states it will be held open. Under the UCC, it must be made by a merchant, in a signed writing, in order to be enforceable without consideration. 




	fitness for a particular purpose A warranty that the goods are suitable for a specific use intended by the buyer. Such use must be known to the seller at the time of sale, and the buyer must be relying on sellers expertise in recommending the goods for the purpose indicated. 



	F.O.B. (Free on Board) place of destination Seller must deliver the goods at the place named and bears the expense and risk of shipping. 



	F.O.B. place of shipment Seller is obligated to put the goods into the possession of the carrier at the specified place. Seller bears expense and risk until goods are in the carriers possession; from then on, the risk is the buyers. 



	formal contract One required to have a certain format, such as being in writing and signed with a seal. 



	forum The state where the court is located. 



	fraud Intentional misrepresentation of a material fact, made to deceive another who must reasonably rely on the statement. Fraud is a tort, a number of different crimes, and a defense to breach of contract.



	frustration of purpose Where a contract is discharged due to an unforeseen event that means there is no longer a reason to perform the contract. 



	goods Tangible, movable objects that can be owned. 



	gratuitous In agency, when the agent is not being paid or compensated by the principal.  



	grease A legal payment made to a foreign official to expedite or simplify a process. 



	guarantor A person who signs a note or draft on its face guaranteeing payment in case the note or draft is dishonored when presented for payment. 



	hacking Gaining unauthorized access to a computer. 



	holder in due course A person who has given value for an instrument, in good faith, without notice of outstanding claims or other defects. 



	illusory promise A statement that sounds like a promise but is worded so as to not commit the promisor; an illusion of a promise. 



	implied contract One in which either offer, acceptance, or both are implied by the conduct of the parties rather than explicit language. 



	import Bringing goods made in a foreign country into the home country. 



	incidental damages Relatively minor costs incurred by the injured party in responding to the others breach of contract. 



	incorporator The individuals who sign the articles or charter of incorporation. 



	indemnification The principals duty to pay the agent back for properly incurring legal expense on the principals behalf. 



	indorsee The person to whom a negotiable instrument is indorsed as the new payee. 



	indorser The person named as payee who signs the back of a note or draft in order to obtain payment or negotiate to a third party. 



	intangible personal property Personal property that does not have a physical existence, such as stocks. 



	intellectual property Patents, copyrights, and trademarks; intangible property that represents specific rights rather than an object. 



	intended beneficiary A person for whose benefit the contract was made, who acquires the right to sue for breach. 



	intentional torts Those torts that arise out of a voluntary act, including but not limited to assault, battery, false imprisonment, trespass, defamation, and invasion of privacy. 



	joint and several liability A liability that occurs when more than one party is liable to the plaintiff, and the plaintiff has the right to collect any percentage of the judgement in any amount from any defendant. 



	joint tenancy A form of concurrent ownership of real estate between two or more persons, that carries with it the right of survivorship. 



	jurisdiction (1) A legal system; (2) the power of a court to validly decide a case. 



	law A set of rules capable of being enforced by government.



	legislature An elected body of representatives that is empowered to enact statutory law. In the United States, Congress is the federal legislature, but legislatures also exist in every state, and on the local level in the form of bodies such as city councils. 



	libel Written defamation. 



	life estate An ownership interest in real property that lasts only for a persons lifetime. 



	limited liability company A business organization form that is formed through application to the state, which attempts to combine the relative advantages of partnerships and corporations. 



	limited partnership A business organization that can be created only by filing with the state, which must have at least one general and at least one limited partner. The limited partner or partners will not be ordinarily personally liable for the debts of the business. 



	liquidated damages Damages that are stated in a contract. 



	mailbox rule A rule that states that as long as mail is a proper way to accept an offer and the offer has not stated limits on acceptance, an acceptance is effective as soon as it is mailed. 



	maker The person who makes or executes a note. 



	malice Knowingly or recklessly making a false statement; an element of defamation in certain types of cases. 




	merchant A person who customarily deals in goods of the type involved in the transaction; one for whom the contract is in the course of business. 



	merchantable Fit for a usual or normal purpose. 



	minimum contacts The degree of connection that a nonresident defendant must have with the forum state, consisting of owning real estate, doing business, or causing injury in the forum. 



	mirror image rule A common law rule that states the acceptance must be on the same terms as the offer, or it will be deemed a counteroffer instead. 



	misdemeanor A less serious category of crime, capable of being punished by a sentence of up to one years imprisonment. 



	negligence A tort that is actually and proximately caused by a defendants breach of his duty of care. 



	negotiation A transfer from one person to another for value. 



	nominal damages A very small award, such as $1, used when a party has proven his cause of action but has not sustained economic loss. 



	novation An agreement to release one party from a contract and instead look to a third person to perform. 



	obligee A person who is entitled to receive performance. 



	obligor A person who is obligated to provide a benefit or render performance. 



	offer A promise to do business; the first element of a contract. 



	offeree The person to whom an offer is made, who has the power to accept and form a contract. 



	offeror The person who makes an offer.



	officer A person appointed by the board of directors for a corporation, who acts as an agent for the corporation. 



	option An offer for which consideration has been paid expressly to keep the offer open for a set period of time. 



	order paper A negotiable instrument with the words "pay to the order of." 




	parol evidence rule Where the parties to a contract have expressed their agreement in a writing, with the intent that the writing embody the full and final expression of their bargain, any other evidence, either written or oral, which arose prior to or contemporaneously with the making of the writing, is inadmissible to vary the terms of the writing. The parol evidence rule does not apply in cases of defective assent. 



	partially disclosed principal A principal whose existence but not identity is known to the third party. Generally treated the same as an undisclosed principal. 



	partnership An association of two or more competent persons to carry on a business as co-owners for profit. The business itself is not a legal entity. 



	payee The person to whom a note or draft is made payable. 



	personal jurisdiction The right of the court to decide the fate of the parties before it. 



	personal property Property that is movable. 



	phishing Internet-based type of fraud that involves sending an e-mail that appears to come from a legitimate source such as a bank, asking the victim to click on a link that takes him to a dummy site, where he is asked to "verify" personal information. 



	precedent/doctrine of precedent/stare decisis The decision in a previous case sets a rule to guide the decisions of future cases. 



	principal A person who is represented by another person, called the agent, and is bound by authorized actions of the agent. 



	product liability Civil lawsuits involving defects in products, which may be based in tort or sales law. 



	profit A nonpossessory right that allows someone to take something from anothers real property. 



	promissory estoppel A legal doctrine that allows reasonable reliance on a promise to substitute for another legal requirement, such as consideration. 



	promissory note A unconditional written promise to pay money; an IOU. 



	promoter The individual who organizes the creation of a corporation. Promoters generally have liability for pre-incorporation contracts unless released by the third party. 



	punitive damages A monetary award designed to punish a defendant for intentional, egregious conduct. 



	quasi contract A situation where to prevent unjust enrichment, a court may award a remedy because a benefit was accepted, even though there is no contract. Also called a contract implied in law. 



	ratification An after-the-fact authorization by the principal of an agents contract with a third party.



	real property Real estate; land or things attached to the land. 



	reimbursement A principals paying the agent back for expenses the agent reasonably incurred in discharging the principals task. 



	rejection An offerees declining the offer, which results in termination of the offer. 



	release Giving up legal rights (also known as a waiver). 



	remedies The compensation a buyer or seller can collect from the liable party for breaches of warranty. 



	requirement contract One in which a buyer has agreed to buy all the specified goods that the buyer needs or requires for a certain period of time. (A similar contract which involves a seller agreeing to sell all the goods the seller produces is known as an output contract.) 



	rescission Cancellation of a contract. 



	revocation An offerors cancellation of the offer. 



	service of process Procedure by which a defendant is given notice of a civil proceeding against him, consisting of delivery of a summons and complaint. 



	shareholder An owner of a corporation; those individuals who hold stock or shares in equity in a company. 



	simple contract A contract which is not required to be in a specific form. 



	slander Spoken or oral defamation. 



	sole proprietorship A business owned and operated by a single person. The business has no separate legal existence from its owner. 



	sovereign immunity A legal principle that provides that one nation cannot sue another, except under limited circumstances such as where the defendant state has waived its immunity, engaged in commercial activity, violated certain international laws, or committed a tort within the plaintiff country. 



	spam The Internet equivalent of junk mail, unsolicited and often sent in bulk. 



	specific performance A remedy for breach of contract that forces the breaching party to actually perform the contract; granted only in cases of unique consideration. 




	statute of frauds A law that specifies that certain types of contracts must be in writing. 



	statutes Codified law; law that is passed by legislatures and set out in written codes, accessible to the public. 



	strict liability A category of tort case where the defendant is not at fault. 



	Subchapter S corporation A type of corporation sanctioned by the IRS, which qualifies for single taxation. 



	subject matter jurisdiction The right of the court to decide the type of law presented by a case before the court. 



	tangible personal property Ownership interest in things that have a physical existence and are able to be moved, or carried, from place to place. 



	tariffs A tax on imported goods, also called a duty.



	tenancy by the entirety A form of ownership that applies only to married couples. A husband and wife each own the entire property and both have right of survivorship. Divorce will leave the couple as tenants in common. 



	tenancy in common A form of concurrent ownership between multiple people in which each person owns an undivided right in the whole property and can convey this right to another person. 



	time is of the essence A phrase in a contract that makes lateness a material breach. 



	tort A civil wrong, excluding breach of contract. 



	treaty An agreement or contract between two (bilateral) or more (multi-lateral) nations that must be authorized and ratified by the government of each nation. 



	ultrahazardous activities Activities that cannot be performed with complete safety regardless of care, and are not commonly performed in the community. A basis for strict liability. 



	unconscionable contract An agreement with grossly unfair terms that usually involves a situation where the parties do not have equal bargaining power. An unconscionable contract can be voided at the courts discretion. 



	undisclosed principal A principal whose existence and identity are both unknown to the third party. Undisclosed and partially disclosed principals cannot ratify contracts, and agents acting on their behalf can often be held personally liable on the contracts by the third party. 



	undue influence Abuse of position of power or trust in order to gain a benefit for oneself at the others expense. 



	unenforceable A contract that may be legally performed by the parties, but if one chooses not to perform, the other will have no remedy for breach. 



	Uniform Commercial Code A statutory law for certain types of commercial transactions, including sales of goods, which has been adopted by all 50 states. Many of its rules are similar to the common law, but it contains important differences. 



	unilateral contract A promise (offer) exchanged for actual performance (the acceptance). 



	unliquidated debt A legal obligation to pay money, but the amount owed is in genuine good faith dispute between the parties. 



	use tax A tax paid by a consumer on purchases, as opposed to a sales tax, which is paid by the seller. 



	valid contract A contract that satisfies all legal requirements. 



	venue Legally proper or most convenient place where a particular case should be handled. 



	violation A quasi-criminal offense that is punishable by fine but not imprisonment. 



	voidable contract An agreement that one or both parties can avoid without being liable for breach. A completed contract can be voided after the fact.



	voidable title Limited rights in goods, inferior to those of an owner. 



	void contract An agreement that will not be given legal effect. 



	warranty A guarantee that goods will meet certain standards. 



	writ of certiorari Document granted by the U.S. Supreme Court, indicating it will hear a case. 



	zoning law Regulation by state or local authorities that limits the use of real property.
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May 18, 2010
TO: Danielle Drawee

Pay to the order of Pam Payee $100.00 (One hundred dollars)

Don Drawer
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PROMISSORY NOTE

November 1, 2010

For good and valuable consideration received, the undersigned promises
to pay to the order of Aretha Jones the sun of $4,000.00 (Four thousand dollars) with
interest at a rate of 10%, payable in equal, consecutive monthly payments of $129.07
(One hundred and tweny-nine and 07/100 dollars) over the next 36 months with the
first payment due on December 1, 2010. In the event that the undersigned fails to
make any payment within 10 days of the date that it is due, the entire balance will be
due at the option of any holder of this instrument.

Upon default, the maker will pay all reasonable costs of collection, includ-
ing court costs and reasonable attorneys’ fees.

Loan principle: $4,000.00 Annual interest rate: 10%
Interest charges: $646.52

Total Payments: $4,646.52

Robernt Newssbawm
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July 13, 2009
To: Jay Baldauf

1.0.U $50 (fifty dollars)

Dan Debtor

July 13, 2009
To: First Bank of Bullion

Pay to the Order of: Ken Ansley

Three (3) ounces of gold

Dan Debton

Pay to the order of: Frank Barral

One hundred and xx/100 dollars when he completes the upcoming
New York Marathon.

First Bank of Tampa

Memo: Go, Frank!

July 13,2010

$100.00

Cathy Couchportate
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