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Don Quixote
I.  Chapter 18

This chapter has four essential subparts to it:  third party involvement ab initio, third party involvement after formation, the role of conditions, and discharge of performance.  


Third parties can become involved in a contract ab initio (from its inception) or after the fact.  Contracts with third-party involvement from the beginning are generically labeled intended beneficiary contracts.  These contracts are broken down into two subcategories:  donee and creditor.  The donee beneficiary contract is probably the one you are be familiar with and most likely to be a participant in. Consider what happens when records of newborn infants are filed with local authorities.  The insurance industry has long used this source of public information to notify new parents that the party is over.  They must now act like responsible citizens and provide for their young in case any unforeseen calamity befalls them.  Thus, insurance is taken out for young Junior as beneficiary of his parent’s insurance policy even though Junior has not paid for the policy, does not yet have the personal capacity to enter into contracts, and is really only concerned with staying dry and where his next meal is coming from.  He is now a third-party intended (donee) contract beneficiary.  And if his rights have vested under the contract, the contract cannot be altered, canceled, or rescinded without his consent.  Other examples of third-party donee beneficiaries can be found in trusts and contracts to make a will.


The second category of intended third-party beneficiaries is found in the law of creditors rights.  When there is a preexisting debtor/creditor relationship, which relationship may act as the basis for a second contract where the named creditor beneficiary may be protected as an intended beneficiary.  For example, suppose A borrows money from B to buy a car, and the car is used as collateral for the loan.  B can now be named as a loss-payee (a person named in the policy to be paid in case of loss) up to the amount owed, even though B has not paid for, or been a signatory to, the insurance policy between A and his or her insurance company.


The third category, incidental beneficiaries, is not really intended beneficiaries at all, but rather wallflowers at the contract dance.  The law is very straightforward on this point:  If you do not qualify as an intended beneficiary based on donee or creditor grounds, you are classified as an incidental beneficiary and will not have any legally recognized standing to sue for protection under the contract.  There is one minor exception to this rule in certain government contracts.  Ordinarily, a taxpayer who objects to these contracts is classified as an incidental beneficiary, with no standing to sue, unless he or she can show that he belongs to a class for whose primary and immediate benefit the government contract was made. 


The second category of third-party involvement in contracts is the introduction of a third party after the contract already was formed.  This party joins the dance by way of assignment or novation.  In assignment, one of the original parties transfers rights or duties to a new third-party participant.  Compare this with a novation, derived from the Latin word nova, meaning new.  In a novation, the original contract with A and B is ended when a new contract is entered into between one of the original parties and a new party, C.  The most common example is found in the assumption of mortgage obligations.  In these forms of after-formation involvement of third parties, the law of assignment is far more important.  Public policy in the law of contracts favors the transferability of contract rights and duties.  Consider the world of finance, commodities, and trade.  The transfer of contract rights from one person or business entity to another facilitates these commercially critical practices.


The second objective of this chapter is to introduce students to the concept of performance obligations and discharge from contracts.  The rules of performance and breach of contract are rooted in common sense.  Most contracts are completed legally when the parties have lived up to their reciprocal obligations under that contract.  Conversely, a breach is found when the law does not excuse a failure of performance.  We are expected to live up to our performance obligations and no more.  If those obligations are not met, breach of contract is the result.


The evaluation process of contract performance issues is best broken down into time sequence subparts:  precontract, during the contract, and postcontract.  In precontract issues, what are the covenants entered into before performance is to be initiated?  Were there any conditions that may affect the rights and duties of the parties to contract?  Conditions are certain events that have a triggering effect on the obligations of contract.  The timing of conditions can be superimposed upon the contract.  A precondition or condition precedent calls for the event to take place before the contract goes into effect.  For example:  “I will buy this car if my mechanic signs off on the engine inspection.”  A concurrent condition calls for two or more events to coincide in time.  Consider an escrow where a third party is used as a holder of property and is instructed to act vis-à-vis that property only upon satisfaction of mutually dependent acts of third parties.  This is a common form of property transfer used in the sale of real estate.  The escrow holds the deed to the property from the seller until the buyer has delivered the purchase price in a form acceptable to both parties.  A condition subsequent is found where performance may be excused by a certain event after the contract was entered into.  For example, a parolee is allowed to stay out of prison as long as the conditions of the parole release are met.


There are certain circumstances that will act to excuse nonperformance.  These circumstances are also based in common sense.  Can it really be reasonable to expect personal service contracts to be enforced after death or disability?  Or does it make sense to accept performance after destruction of a unique subject matter of the contract?  For example, if you bid millions of dollars for Van Gogh’s “Irises” at an auction, and lightning destroyed it, is it reasonable to expect the seller to come up with an exact duplicate?  A third form of excuse is found in subsequent illegality.  If a contract was legal at the time it was formed, but subsequent events have made its enforcement illegal, courts will no longer enforce its performance covenants based on the new illegality.


In addition to excused nonperformance, there are a number of possible circumstances that may result in a discharge from any further contractual performance.  These fall into two main categories:  discharge by acts of the parties or by operation of law.  Discharges by acts of the parties are voluntary postcontract formation events such as mutual recission, reformation, accord and satisfaction, a substituted contract, or novation.  In all these scenarios, the parties have, in effect, reentered the bargaining and created a new deal.


In an operation of law discharge, something has happened where the court steps in and declares this contract performance obligation can no longer be enforced.  Examples of such legal impediments to enforcement would include the running of a statute of limitation or bankruptcy.  In both cases, any further performance under the contract has been legally ended.  If, however, the contract duty has not been discharged, excused, or performed, and the absolute duty to perform has been breached, one must examine what remedies are available to the nonbreaching party.\\
The good news is, I don’t spend a great deal of time testing you on this chapter.  I want you to be familiar with what is in chapter 18, but it is not going to be a focal point on an exam.  

II.  Chapter Objectives

· Describe assignment of contracts and what contract rights are assignable.

· Define intended beneficiary and describe this person’s rights under a contract.

· Define covenant.

· Distinguish between conditions precedent, conditions subsequent, and concurrent conditions.

· Explain when the performance of a contract is excused because of objective impossibility or commercial impracticability.

III.  Key Question Checklist

· Does this contract create third-party beneficiary rights at the time of its formation?

· Is this contract subject to involvement of third parties after the time of its formation?

· Is there a novation taking place rather than an assignment?

· What are the basic performance covenants under this contract?

· Assuming no conditions are in effect, are there any excuses from enforcement of this contract?

· Have the parties changed their performance obligations?

· Is there an operation of law change to performance obligations under this contract?

IV.  Text Materials 

Parties to a contract are said to be in privity of contract and have a legal obligation to perform their duties unless discharged by agreement of both parties.  

Third parties do not acquire any rights under contracts unless they are assignees or intended third party beneficiaries.

Section 1: Assignment of Rights
Transfer of contractual rights is called an assignment of rights.

Form of Assignment – The obligor owes the duty of performance to the obligee.  An obligee who is owed the rights under the contract can transfer his rights as an assignor, and the recipient is an assignee, who may assign the right to yet another party, called the subsequent assignee.  There are no formalities required for this transfer.

Rights That Can and Cannot Be Assigned – Most contracts are assignable, with the exception of personal service contracts, assignments of future rights, assignments that would materially alter risk, and assignments of legal action.

Effect of Assignment of Rights – The assignee will “stand in the shoes of the assignor,” taking the same rights under a contract that the assignor had, subject to any and all defenses that might have been raised against the oblige by the obligor.

Notice of Assignment – The assignee is under a duty to notify the obligor of the assignment.  If the assignee fails to give the requisite notice and the obligor continues to perform his duties as stated in the contract, the assignee will not be able to sue the obligor, but will instead have to bring an action against the assignor for damages.  

Anti-Assignment and Approval Clauses – Clauses prohibiting the assignment of rights are legal, as are clauses requiring approval of the obligor, provided approval is not unreasonably withheld.

Successive Assignments of the Same Right – When an obligee fraudulently or mistakenly makes successive assignments of the same right to a number of assignees, which assignee has the legal right to the assigned right?  The American rule holds that the first assignment in time prevails, but the English rule holds that the first to give notice to the obligor will prevail.  Under both, if there is a tangible token, like a stock certificate, the first to receive delivery of the token prevails.

Section 2: Delegation of Duties
The obligor owes a duty to the obligee, but may be able to transfer his duty under the theory of delegation.  The obligor would be the delegator, and the duty would be transferred to the delagatee.

Duties That Can and Cannot Be Delegated – When the obligee has a substantial interest in having the obligor actually perform the contract, as in personal contracts requiring personal skills, discretion, or expertise, or contracts whose performance would materially vary if the obligor’s duties were delegated, the duties may not be transferred.

Effect of Delegation of Duties – If the delegatee has assumed the duties and failed to perform, the obligee may look to either the delegator or the delegate for satisfaction.  If there has been no assumption of duties, but only a declaration of duties, the obligator’s recourse in the case of nonperformance is to sue the delegator.

Anti-Delegation Clause – These clauses are generally held to be valid, except in the case where the duties are totally impersonal in nature.

Assignment and Delegation – This occurs when there is a transfer of both rights and duties under a contract.  Delegation will be implied if there is only an assignment.

Section 3: Third-Party Beneficiaries
Intended Beneficiaries – The performance of one party may be specifically intended to benefit another who is not a party to the contract.  These intended third-party beneficiaries can enforce the contract.  They may be classified as either donee or creditor beneficiaries.

Donee Beneficiaries – This is when a promisee enters into a contract with the intent to confer a benefit or a gift on another, the donee beneficiary.

Creditor Beneficiaries – Creditor beneficiary contracts arise when debtors borrow money and sign an agreement to pay the creditor.  The debtor sells the item before finishing making the required payments and the new buyer promises the debtor that he will pay the remainder of the loan to the creditor.  The creditor becomes the new creditor beneficiary, and may enforce the contract against either the original debtor or the new buyer in the case of a breach.

Incidental Beneficiaries – Unintentional third-party beneficiaries cannot enforce contracts.

Section 4: Covenants and Conditions

Covenants – A covenant is an unconditional promise to perform.
Conditions of Performance – Conditional or qualified promises require performance only when the condition occurs.

Conditions Precedent – An event must occur before a party is obligated to perform their duty.

Conditions Precedent Based on Satisfaction – Some contracts require payment only if the services meet with the first party’s satisfaction.  The courts have developed two tests to examine this condition precedent.  The personal satisfaction test is a subjective test that only requires that the party act in good faith.  The reasonable person test is an objective test used to judge mechanical fitness and most commercial contracts.

Time of Performance as a Condition Precedent – Failure to complete the contract on time is treated as a breach.  Absent a “time is of the essence” clause, the courts will usually treat this as a minor breach.

Conditions Subsequent – The occurrence of an event excuses the performance of a contract.

Concurrent Conditions – Parties to a contract must render performance simultaneously.

Implied Conditions – All of the previous conditions may be either express or implied from the circumstances surrounding the contract.

Section 5: Discharge of Performance

Discharge by Agreement – The duty to perform may be discharged by mutual agreement.

Mutual rescission – Both parties can agree to cancel a contract if it is at least partially executable on both sides.

Substituted contract – The parties may agree to enter into a new contract, revoking and discharging their old agreement.

Novation – This substitutes a third party for the original contracting one.  All three parties must agree to a novation.

Accord and Satisfaction – The parties may agree to accept something different than what was originally called for.  This is an accord, and the performance is a satisfaction.

Discharge by Impossibility – Objective impossibility occurs when a contract becomes impossible to perform.  This discharge is not based on subjective impossibility.

Force Majeure Clauses – The parties may agree that acts of God and Nature may excuse performance.  This has been extended beyond natural disasters to labor strikes, shortages of raw materials, and significant increases in oil and gas.

Commercial Impracticability - Commercial impracticability is a necessary yet difficult concept to teach in contract law.  It is necessary because there are so many variables in the world of commercial trade.  These variables make it difficult to write a totally comprehensive instrument that can take all the possible scenarios into account when writing up the contract in the first place.  Thus, we see the need for the commercial impossibility doctrine.  The doctrine is, in effect, an economic equity bailout to be used only in extreme or unexpected situations.  It is not meant to be a back door out for every deal that goes sour.  I remind students that courts are reluctant to use this doctrine, and one should never rely on it as an initial course of action.  It is a legal favor, not an entitlement.
Discharge by Operation of Law – Certain statutes and rules discharge performance by parties including bankruptcy, the statutes of limitations, and an intentional alteration to a material part of the contract by one party.

V .  Terms

· accord and satisfaction—The settlement of a contract dispute.  The accord is the agreement whereby parties agree to settle a contract dispute by accepting something different than provided in the original contract.  Satisfaction is the performance of an accord.

· anti-assignment clause—A clause that prohibits the assignment of rights under the contract.

· approval clause—A clause that permits the assignment of the contract only upon receipt of an obligor’s approval.

· assignee—The party to whom the right has been transferred.

· assignment and delegation—Transfer of both rights and duties under the contract.

· assignment—The transfer of contractual rights by the obligee to another party.

· assignor—The party who transfers the right.

· assumption of duties—When a delegation of duties contains the term assumption or I assume the duties or other similar language; the delegatee is legally liable to the obligee for nonperformance.

· commercial impracticability—Nonperformance that is excused if an extreme or unexpected development or expense makes it impractical for the promisor to perform.

· concurrent condition—A condition that exists when the parties to a contract must render performance simultaneously; each party’s absolute duty to perform is conditioned on the other party’s absolute duty to perform.

· condition precedent based on satisfaction—Clause in a contract that reserves the right to a party to pay for the item or services contracted for only if they meet his or her satisfaction.

· condition precedent—A condition that requires the occurrence of an event before a party is obligated to perform a duty under a contract.

· condition subsequent—A condition, if it occurs, that automatically excuses the performance of an existing contractual duty to perform.

· conditional promise—A qualified promise that becomes a covenant if it is met.  There are three types of conditions:  conditions precedent, conditions subsequent, and concurrent conditions.

· covenant—An unconditional promise to perform.

· creditor beneficiary contract—A contract that arises in the following situation: (1) a debtor borrows money, (2) the debtor signs an agreement to pay back the money plus interest, (3) the debtor sells the item to a third party before the loan is paid off, and (4) the third party promises the debtor that he or she will pay the remainder of the loan to the creditor.

· creditor beneficiary—Original creditor who becomes a beneficiary under the debtor’s new contract with another party.

· declaration of duties—If the delegatee has not assumed the duties under a contract, the delegatee is not legally liable to the obligee for nonperformance.

· delegatee—The party to whom the duty has been transferred.

· delegation of duties—A transfer of contractual duties by the obligor to another party for performance.

· delegator—The obligor who transferred his or her duty.

· donee beneficiary contract—A contract entered into with the intent to confer a benefit or gift on an intended third party.

· donee beneficiary—The third party on whom the benefit is to be conferred.

· frustration of purpose—A doctrine which excuses the performance of contractual obligations if (1) the object or benefit of a contract is made worthless to a promisor, (2) both parties knew what the purpose was, and (3) the act that frustrated the purpose was unforeseeable.

· implied-in-fact condition—A condition that can be implied from the circumstances surrounding a contract and the parties’ conduct.

· impossibility of performance—Nonperformance that is excused if the contract becomes impossible to perform; must be objective impossibility, not subjective.

· incidental beneficiary—A party who is unintentionally benefited by other people’s contract.

· intended beneficiary—A third party who is not in privity of contract but who has rights under the contract and can enforce the contract against the obligor.

· novation—An agreement that substitutes a new party for one of the original contracting parties and relieves the exiting party of liability on the contract.

· personal satisfaction test—Subjective test that applies to contracts involving personal taste and comfort.

· privity of contract—The state of two specified parties being in a contract.

· reasonable person test—Objective test that applies to commercial contracts and contracts involving mechanical fitness.

· statute of limitations—Statute that establishes the time period during which a lawsuit must be brought; if the lawsuit is not brought within this period, the injured party loses the right to sue.
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