The Requirement of a Writing

The Statute of Frauds

A. The Law of the Contract in General
Up to now our concern has been mainly with this framework and particularly with the enforceability of promises and the mechanics of agreement.  Yet many contract disputes relate, not to such matters, but rather to the nature and extent of the rights and duties that the parties themselves have created.  These controversies over what is commonly called the “interpretation” or “construction” of the contract can be thought of as disputes over “the law of the contract,” as distinguished from disputes over “contract law.”  

Disputes over the law of the contract represent a substantial and growing fraction of all contract disputes.l  Their practical significance stems from fact that our society confers upon contracting parties wide power to shape their relationships. Although rules of case or statute law may be found to fill the gap in an agreement if the parties are silent on a matter, most of these rules are default rather than mandatory rules and are therefore subject to contrary agreement.  In this country more than in most, parties tend to take advantage of their power to define their relationships by written agreements that are detailed and prolix.  Those prepared by lawyers often contain what is popularly called “boilerplate,” standard clauses lifted from other agreements on ice or in form books. Even if a lawyer is not directly involved, the parties may use or incorporate by reverence a standard printed form that has been drafted by a lawyer perhaps for a particular enterprise, perhaps for an association of enterprises, or perhaps for commercial distribution to the general public. This attention detail is characteristically American and is due to a number of causes, including the standardization of routine transactions, the frequent involvement of lawyers in all stages of exceptional transactions, the inclination to use language tested in previous controversies, and the desire to avoid uncertainty where the law of more than one state may be involved. These factors all contribute to the general disposition of lawyers to provide for the resolution of every dispute that might conceivably arise .3
It is well to remember that many potential disputes over the law of a contract never arise because the contract is well drafted, and that many actual disputes would not have arisen had the contract been better drafted. Each case involving a dispute over the law of the contract is therefore a lesson for the drafter of other contracts.4
Our inquirer into the law of the contract begins with the parol evidence rule, a rule that helps to determine the scope of what is to be interpreted.

B. Determining the Subject Matter to be Interpreted

§7.2 The Rationale of the Parol(Oral) Evidence Rule.   The parties to a contract often reduce to writing part or all of their agreement, following negotiations during which they have given assurances, made promises, and reached understandings. They do this in order to provide trustworthy evidence of the fact and terms of their agreement and to avoid reliance on uncertain memory. However, should litigation ensue, one party may seek to introduce evidence of the earlier negotiations in an effort to show that the terms of the agreement are other than as shown on the face of the writing. The party will be met with a rule known as the “parol evidence rule,” which may bar the use of such extrinsic evidence to contradict and perhaps even to supplement the writing.l

Gianni v. R. Russell & Co. is a classic example of the rule in operation.  Frank Gianni sold tobacco, fruit, candy, and soft drinks in a Pittsburgh office building. When the building was sold, Gianni had discussions with the new owner's rental agent and signed a three-year lease that provided that Gianni could “use the premises only for the sale of fruit, candy [and] soda water” but that he was “not allowed to sell tobacco.” Later, when a drug store leased space in the building and began to sell soft drinks, Gianni sued the owner for breach of an alleged promise that Gianni was to have the exclusive right to sell soft drinks in the building. Gianni sought to show i that before he had signed the lease the rental agent had made this promise in return for Gianni’s promises not to sell tobacco and to pay an increased rent. This would have, in effect, added a term to the lease. The Supreme Court of Pennsylvania held that it vas error to admit testimony to this effect. “As the smitten lease is the complete contract of the parties and since it embraces the field of the alleged oral contract, evidence of the latter is inadmissible under the parol evidence rule.”2 Even if the agent had in fact made the promise, the rule barred Gianni from using evidence of the negotiations to prove it.

The parole evidence rule is universally recognized and is embodied in the UCC.  Rule is not, properly speaking, a rule of “evidence.”

That the rule is not limited to oral negotiations is clear.

The rule is one of “substantive law.”

True basis of law.  The most satisfactory basis of the rule is that suggested by Corbin: Any contract can be discharged or modified by subsequent agreement of the parties. . . If the foregoing is true of antecedent contracts that were once legally operative and enforceable, it is equally true of preliminary negotiations that were not themselves mutually agreed upon or enforceable at law. The agreement is not a discharging contract, since there no legal relations to be discharged; but the legal relations of the parties are now governed by the terms of the new agreement. 15
We now turn to the application of the rule.

§7.3  The Application of the Parol Evidence Rule. The parol evidence rule is best understood in light of its purpose: to give legal effect to whatever intention the parties may have had to make their writing at least final and perhaps also a complete expression of their agreement. If the parties had such an intention, the agreement is said to be “integrated,”l and the parol evidence rule bars evidence of prior negotiations for at least some purposes. If the parties had no such intention, the agreement is said to be “unintegrated,” and the parol evidence rule does not apply.
The legal effect of a determination that the agreement is integrated, according to the Restatement Second, is that “evidence of prior or contemporaneous agreements or negotiations is not admissible to contradict a term of the writing.”  

In applying the parol evidence rule, therefore, agreements can be classified as unintegrated, partially integrated, or completely integrated.  This can be done by asking two questions.  First: is the agreement integrated?  Second: if it is integrated, is it completely or only partially integrated?

C. Interpretation

7.7 The Process of Interpretation.  Interpretation is the process by which a court ascertains the meaning that it will give to the language used by the parties in determining the legal effect of the contract.

Interpretation and construction.  The word interpretation is sometimes used more narrowly to refer to the process by which a court determines the meaning that the parties themselves attached to their language.  This enables the court to determine what the Uniform Commercial Code calls the agreement, meaning “the bargain of the parties in fact as found in their language or by implication from other circumstances.”  The meaning attached by the parties is not necessarily controlling, however, because a court may take account of factors that are unrelated to the parties’ intentions.  The word construction is then used to refer to the process by which a court determines the meaning that will be given to the language of the contract in giving it legal effect.

The terms of a contract (“Seller will deliver goods to Buyer at Seller’s warehouse”) may be similar in form to the laws of science (“Ice will melt at 0 degrees Celsius”), but they are fundamentally different in significance.  The language of a contract is directed not at describing experience but at controlling human behavior, ordinarily the behavior of the contracting parties.  The concerns of a court is not with the truth of this language but with the expectations that is aroused in the parties.

§7.8  Vagueness and Ambiguity.  It is a rare contract that needs no interpretation. It has been wisely observed that there is no “lawyer's Paradise [where] all words have a fixed, precisely ascertained meaning, . . and where, if the writer has been careful, a lawyer having a document referred to him may sit in his chair, inspect the text, and answer all questions without raising his eyes.”l As Holmes cautioned, “A word is not a crystal, transparent and unchanged, it is the skin of a living thought and may vary greatly color and content according to the circumstances and the time in which is used.”2
A particularly perceptive student of language has emphasized a distinction between vagueness and ambiguity that is also useful in contract interpretation. According to this distinction, a word is vague to the extent that it defines “not a neatly bounded class but a distribution about a central norm.”13 Thus the word green is vague as it shades into yellow at the one extreme and into blue at the other, so that its applicability in marginal situations is uncertain. Ambiguity is an entirely distinct concept. A word may have two entirely different connotations, so that it may e at the same time both appropriate and inappropriate.  Thus the word light is ambiguous when considered in the context of dark feathers.
Contract language abounds in examples of vagueness.

Contract language also offers examples of ambiguity.

And and or. Particularly hazardous sources of ambiguity are the words and and or. Three kinds of ambiguity are particularly likely.17 The first is the ambiguity between or as a disjunctive (P or else Q) and as a coimplicative (P, that is to say Q). The second is the ambiguity between or as an exclusive disjunctive (P or else Q, but not both) and as an inclusive disjunctive (P or Q, or else both). The third is the ambiguity between and as a conjunctive (only both P and Q) and as an inclusive disjunctive (P or else Q, or else both). A charter party requires the charterer “to load a full and complete cargo of [A] sugar [B] molasses, and/or [C] other lawful produce”; what may be loaded? (A and B and C), or else (A and B), or else (C)? (A and B and C), or else (A and B)? (A and B)? (A) or (B) or else (C)? (A) or else (A and B) or (A and C)? (A) or (B) or else (C) or any combination of two  three?18
Inconsistent language.  A particularly frequent cause of ambiguity in contracts is the use of inconsistent and conflicting language. A buyer agrees to pay “at the rate of $1.25 per M” for all the timber on a designated tract and that “the entire sale and purchase price of said timber is $1,400.00”; how much will the buyer pay if it turns out that there are 4,000 M feet-$5,000 or $1,400?19 In many cases the conflict is between language in a standard form and language added by the parties for the particular transaction. A printed form for the sale of a house requires the purchaser to give notice of a breach of warranty (“within one year from the date of … initial occupancy” but also states that notice of nonconformity must be delivered no later than January 6, 1957," the date having been inserted by hand. When must the purchaser give notice if the purchaser moves in on May 16, 1955?20
Business men habitually adventure large sums of money on contracts which, for the purpose of defining legal obligations, are a mere jumble of words. They trust to luck or the good faith of the opposite party with the comfortable assurance that any adverse result of litigation may be attributed to the hairsplitting of lawyers and the uncertainty of the law.21
At other times it is the fault-the incompetence, inattention, oversight, haste-of lawyers that have drafted the contract. The examples just given of inconsistent and convicting language are cases in point. At times, however it is difficult for the drafter to foresee the problem at the time of contracting. An insurance contract on a motor vessel covers “collision with other ship or vessel” but does not state whether an anchored flying  boat is such a “ship or vessel.”22 And at times the drafter may have foreseen the problem but deliberately refrained from raising it-the lawyer who “wakes these sleeping dogs” by insisting that it be resolved may cost the client the bargain. An elderly woman enters a home for the aged, and pays a lump sum to be returned to her “if it should be found advisable to discontinue her stay” during a two-month trial period, but the contract does not indicate whether this applies if she dies within that time.23 Sometimes the drafter foresees the problem but chooses to deal with it only in general terms, delegating to the appropriate forum the resolution of particular controversies on the basis of their special facts. A contract for the sale of wool requires “prompt” shipment from New Zealand to Philadelphia but does not state the exact number of days within which shipment must be made to be “prompt.”24 This kind of intentional vagueness is a useful technique that is also known to drafters of statutes and constitutions.25 Intentional ambiguity, on the other hand, has no such defensible place in the drafter's repertoire.

In dealing with problems of contract interpretation, it is useful to state the issue in terms of the contract language. Generally, the issue should be framed so that it can be answered yes or no, as a court must ordinarily do.  It should also be framed so that it contains the controlling language of the contract, with such emphasis as is helpful.  And it should be framed so that it recognizes that different meanings are attached to words in different contexts. 

Meaning of two parties.  §7.9 The Choice of Meaning.  In a dispute over contract interpretation, each party claims that the language should be given the meaning that that party attaches to it at the time of the dispute. However, the resolution of the dispute begins, not with these meanings, but with the meanings attached by each party at the time the contract was made. .…however, the search for meaning begins with the meaning attached by both parties to the contract language; each needs the other’s assent.

Example of the Peerless. The possible combinations of these two meanings can be analyzed through a series of hypotheticals based on the celebrated case of Raffles v.  Wichelhaus.2 The parties had agreed upon the sale of cotton to be sent to ' the buyer on the ship Peerless from Bombay. There happened, however, to be two ships named Peerless leaving Bombay at different times, one in October, the other in December. The buyer argued that Peerless should be interpreted to require October shipment, while the seller argued that it would be interpreted to require December shipment.
First, a seemingly simple case can be disposed of. Suppose that it is shown that, when the parties made the contract, both had in mind the same ship, say the December Peerless.3 In practice, only rarely can one party show that the meaning that it asserts at the time of the dispute was shared by both parties at the time the contract was made.4 Nevertheless, should a party not prevail if successful in showing this, perhaps with the aid of documents obtained on pre-trial discovery or the testimony of a disaffected former employee? Surely if one party shows that the other party attached same meaning that the first party did, the other party should not be able to avoid that meaning by showing that a reasonable person would have attached a different one. According to Corbin, “it is certain that the purpose of the court is in all cases the ascertainment of the ‘intention of the parties’ if they had one in common.”5
Peerless would have referred to the October Peerless, that should be the meaning of Peerless, even though both parties had the other ship in mind. In the words of a staunch objectivist, Judge Learned Hand:

It makes not the least difference whether a promisor actually intends that meaning which the law will impose upon his words. The whole House of Bishops might satisfy us that he had intended something else, and it would make not a particle of difference in his obligation. . . Indeed, if both parties severally declared that their meaning had been other than the natural meaning, and each declaration was similar, it would be irrelevant, saving some mutual agreement between them to that effect. When the court came to assign the meaning to their words, it would disregard such declarations, because they related only to their state of mind when the contract was made, and that has nothing to do with their obligations.7
But this reasoning might point to the October Peerless, even though both parties had in mind the December one. The result under Judge Hand’s approach would then sacrifice the actual expectations of the contracting Parties to a supposed objective meaning. It has been pointed out in defense of this approach that if “the 'actual state of the parties' minds' is relevant, then each litigated case must become an extended factual inquiry into what ‘intended,’ ‘meant,’ ‘believed’ and so on,” while if “we can restrict ourselves to the ‘externals’. . .
The rule which precludes the use of the understanding of one party alone is designed to prevent imposition of his private understanding upon the other party to a bilateral transaction. But when it appears that the understanding of one is the understanding of both, no violation of the rule results from determination of the mutual understanding according to that of one alone. Where the understanding is mutual, it ceases to be the “private” understanding of one party.10
Example of New Hampshire bridge construction

Each party used the words “concrete surface included in the bridge deck” to refer only to the top surface of the deck. [Did they use these words?]

Example of Frigaliment   A practical illustration of this reasoning is Frigaliment Importing Co. v. B.N. S. International Sales Corp., which involved the meaning of the word chicken in a contract of sale by an American exporter to a Swiss importer. When the seller shipped stewing chicken, the buyer, after accepting it, sued on the ground that chicken meant a young chicken, suitable for broiling or frying. The seller maintained that the word was used in a broader sense and included stewers. Since chicken can have a spectrum of meanings, the problem was one of vagueness. The court assumed that, when the contract was made, each party attached the meaning that it asserted and that therefore a misunderstanding had arisen. It resolved the misunderstanding in favor of the seller. Although the buyer may have attached the narrower meaning to the word chicken, it did not appear that the seller had reason to know this. The court reasoned that the buyer had “the burden of showing that ‘chicken’ was used in the narrower rather than the broader sense, and this it has not sustained."22
The court must apply a standard of reasonableness in interpreting the contract language.  The same general principles are applied to a wide variety of contracts.

The overarching principle of contract interpretation is that the court is free to look to all the relevant circumstances surrounding the transaction.  This includes the state of the world, including the state of the law, at the time.  It also includes all writings, oral statements, and other conduct by which the parties manifested their assent, together with any prior negotiations between them and any applicable course of dealing, course of performance, or usage.

Indeed, it is questionable whether a word has meaning at all when divorced from the circumstances in which it is used.

“it is one of the surest indexes of a mature and developed jurisprudence not to make a fortress out of the dictionary.”

The significance of surrounding circumstances in interpreting contract language is reflected in a judicial emphasis on “purpose interpretation.”

The process of interpretation therefore turns in good part on what the court regards as normal habit in the use of language, habits that would be expected of reasonable persons in the circumstances of the parties.

Some of the assumptions that courts make as to normal habits in the use of language are so widely shared and so frequently articulated that they have come to be regarded as rules of contract interpretation.  Some of these rules have been encapsulated in Latin maxims.

General Rules.  Many assumptions as to how words are used are not limited to contract language but apply to language generally. The resulting rules have a universality that fits them for use, for example, in connection with statutes as well as contracts.  One illustration is the assumption that when parties list specific items, without any more general or inclusive term, they intend to exclude unlisted items, even though they are similar to those listed. From this assumption comes the rule expressio unius est exclusius alterius (“the expression of one thing is the exclusion of another”).  A court may apply it to read a contract for the sale of a firm together with “cattle and hogs” to exclude the seller's sheep and house-dog.6 Another illustration is the assumption that when parties list specific items, followed by a more general or inclusive term, they intend to include under the latter only things that are like the specific ones. From this assumption comes the ejusdem generis (“of the same kind”) rule. A court may apply it to read a contract for the sale of a farm together with “cattle, hogs and other animals” to exclude the seller's house-dog, although it might include a few sheep that the seller was raising for the market. Other rules for interpreting contract language can also be derived by analogy to those used in statutory interpretation.
There is, first, the assumption that the parties intend every part of the agreement to mean something, although not necessarily to be legally binding.  A corollary is that words used repeatedly have a meaning that is the same throughout the contract.  Another assumption to which courts frequently resort is that the greater the attention devoted to negotiating a term and reducing it to writing, the more likely it is to reflect the parties’ intention.  Accordingly, separately negotiated terms are given greater weight than standardized terms, and generally handwritten terms control typewritten or printed ones, while typewritten terms control printed ones.

An example is the assumption that the bargaining process results in a fair bargain, so that, between an interpretation that would yield such a bargain as a reasonable person would have made and one that would not, the former is preferred.

Contra proferentem   An especially common example is the rule that if language supplied by one party is reasonably susceptible to two interpretations, one of which favors each party, the one that is less favorable to the party that supplied the language is preferred.23 Such interpretation contra proferentem (“against the profferer”) is often rationalized on the ground that the party against whom it operates had the possibility of drafting the language so as to avoid the dispute.24
Public interest.  Another example is the rule that if the language is reasonably susceptible to two interpretations and only one favors the public interest, this interpretation will be preferred. It can be justified on the grounds that underlie decisions holding a contract or term invalid as contrary to public policy.

The rules discussed in this section have made use of intrinsic aids, derived from the contract itself and not dependent on outside circumstances.  To what extent will a court also look to extrinsic aids for guidance in interpreting contract language?

Evidence of Prior Negotiations.  A court may, for instance, consider evidence of prior negotiations, even if it shows that both parties attached to the contract language a meaning different from the one that would ordinarily be given to it.   All courts agree that the parol evidence rule permits them to do this….

The essence of a plain meaning rule is that there are some instances in which the meaning of language, when taken in context, is so clear that evidence of prior negotiations cannot be used in its interpretation.

Example of Pacific Gas & Electric  The liberal view was famously expounded in Pacific Gas & Electric Co. v. G. W. Thomas Drayage & Rigging Co.  As part of a contract to do work on a steam turbine for a utility power company, the contractor agreed to “indemnify” the utility company against all loss, damage, expense and liability” resulting from injury to property connected with the work. When, during the work, the turbine cover fell and damaged the rotor, the contractor refused to pay the utility company the amount that the company spent on repairs. The contractor argued that the word indemnify referred only to compensation for liability incurred by the utility company as a result of injury to the property of third parties and not to payment for loss to the company's own property. The trial court refused to allow the contractor to introduce evidence of prior negotiations to support this argument, because the “plain language” of the agreement covered loss to the utility company's property.

Delta Dynamics v. Arioto  The trial judge excluded evidence, offered by the distributor, of conversations during the negotiations.  The Supreme court held that this was error, since the provision was reasonably susceptible of the meaning contended for.”  Three of seven judges dissented, one lamenting the “serious impediment to the certainty required in commercial transactions,” for the “written word, heretofore deemed immutable, is now at all times subject to alteration by self-serving recitals based upon fading memories of antecedent events.  

Criticism in Trident.  Two decades after the decision in Pacific Gas & Electric, the liberal view as expounded in that case was vehemently criticized by the Ninth Circuit, speaking through Judge Alex Kozinsii in Trident Center v. Connecticut General Life Insurance Co. A promissory note provided that the borrower “shall not have the right to prepay the principal amount hereof in whole or in part before January 1996.” Another clause, however, provided that in the event of a prepayment resulting from a default hereunder . . . prior to January 10, 1996, the prepayment fee will be ten percent (10%).” The borrower contended that this clause gave it the option of prepaying the loan at any time if it was willing to incur the prepayment fee. The court concluded that the first provision, particularly in the light of the contract as a whole, “leaves no room for this construction.”

The Code describes a usage of trade as a “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.”  A usage may be limited to a particular geographical area or to a particular kind of activity.

The Fourth Circuit displayed a more tolerant attitude toward evidence of usage in a later case, Columbia Nitrogen Corp. v. Royster Co., in which a seller sued a buyer for breach of a contract to sell phosphate with a “Minimum Tonnage Per Year” of 31,000 tons for each of three years. Phosphate prices had dropped sharply, and the buyer had failed to order the stated minimum for the first year. The buyer offered evidence that because of uncertain crop and weather conditions, farming practices, and government agricultural programs, express price and quantity terms in contracts for material in the mixed fertilizer industry are mere projections to be adjusted according to market forces,” but the trial court excluded this evidence.  The Fourth Circuit held that this was in error….

“Total Negation” Test.  Faced with this inconsistency, the Ninth Circuit in Nanakuli Paving & Rock Co. v. Shell Oil Co., propounded a “total negation” test. Although usage may be used to “qualify” an agreement in the sense of to “cut down” express terms, total negation of such terms will not be permitted. An asphaltic paving contractor claimed that the seller had broken a long-term contract to supply the contractor's requirements of asphalt by failing to provide, as usage required, price protection-holding the price on tonnage that the contractor had already committed through contracts to third parties.  The court concluded that “a reasonable jury could have found that price protection was incorporated into…agreement… and that price protection..

…complete negation..

§7.14 Question of Law or Fact. Is interpretation a question of “law” or “fact”?  Since interpretation turns on the meanings that the parties actually attached and reasonably ought to have attached to the language of their Agreement, it is indisputably a matter of fact, not of law. Nevertheless, courts have often treated it as a matter of law. The characterization may have three possible consequences. First, it may determine whether the question of interpretation is sent to a jury or resolved by the trial judge. Second, it may determine the scope of review by an appellate court. Third, it may determine whether the decision has stare decisis effect in a later case. 

D. Deciding Omitted Cases

Examples of omission. Two examples of omitted cases well illustrate the problems courts face. In the first, an advertising agency in England. (contracted to fly, during a line-month period, an airplane towing a streamer that read “Eat Batchelor's Peas,” Through oversight, the pilot flew over Manchester on Armistice Day, while crowds were observing two minutes of silence during memorial services, thereby injuring Batchelor's reputation and subjecting it to denunciations such as “You are beneath contempt” and “I will see that your goods never enter my house.” The contract contained no term that excluded flying on Armistice Day. Should the advertising agency nevertheless be liable for damages?4 In the second example, Dr. Lawrence granted Mr. Lambert in 1881 the exclusive commercial use of the secret formula for an Antiseptic, in exchange for which Lambert bound himself and his successors to pay royalties to Lawrence and his successors. Royalties on the antiseptic, known as Listerine, rose to $1,500,000 per year but the formula unavoidably became a matter of public knowledge so that the same antiseptic could be produced by anyone. The contract contained no clause providing for its termination in the event that the formula became a matter of public knowledge. Should the contract nevertheless be terminable by Lambert?5
Omissions in contracts occur in two types of situations. Sometimes a potential dispute is foreseen but there is a conscious decision not to deal it. Sometimes the potential dispute is simply not foreseen. In both types of situations, courts supply rules that are commonly described as default rules, though in situations of the latter type they might more accurately be styled gap-filling rules.
In informal agreements much goes without saying. When a consumer buys a can of tuna in a grocery store, the terms of the transaction are left to be supplied by law-the buyer does not demand express warranties nor does the seller disclaim implied warranties. If all terms were expressly agreed to, even the simplest contracts would become intolerably long.
Even in a complex transaction, a party that foresees a potential dispute may decide not to deal with it if the dispute seems unlikely to arise. Parties tend to expect that the prescribed performances will be rendered. Therefore, “businessmen pay more attention to describing the performance in an exchange than to planning for contingencies or defective performance or to obtaining legal enforceability of their contracts.”6  The law reinforces tendency by requiring that the parties express their expectations as to performance with considerable definiteness and sometimes in writing.7 But the law does not require the parties to state what their expectations are in event of breach and other remote contingencies, and such matters are often omitted from the agreement.
Sometimes conscious omissions can also be explained by a party’s reluctance to raise the matter in negotiations.  

Mixed reasons in Haines.  It is often impossible to know whether the parties failed to provide for a particular situation because they foresaw it but misjudged its significance, or because they did not foresee it at all. Since any agreement involves at least two parties, and each may have several representatives, the omission often results from a combination of reasons. Haines v. City of New York involved an agreement between the city and two upstate communities, under which the city promised to assume “all costs of construction and subsequent operation, maintenance and repair” of a sewerage system and extend the sewer lines as “necessitated by future growth and building construction of the respective communities.”7 The city wanted the agreement to prevent the discharge of untreated sewage into a stream that fed its water supply system but continued to operate the system even after a state environmental control law was enacted prohibiting the discharge of raw selvage into the stream. After half a century, however, the system reached its full capacity and, when the city refused to either enlarge the existing selvage disposal plant or build a new one to meet continued needs, the upstate communities brought suit. The parties must have foreseen that the plant would reach full capacity yet the agreement was silent as to the city's obligations in this event. Was this because they did not want to delay the negotiations? Because they were uneasy about the provision that might have resulted? Because they preferred to have the matter settled by a later generation of officials on the basis of the facts of an actual dispute? All of these explanations may have been involved, though the opinion is not enlightening on this.15
§7.16 The Process by Which a Court Supplies a Term. If the agreement of the parties does not resolve the dispute that has arisen, it is up to the court to supply a term to deal with the omitted case. Terms supplied by courts for such cases have traditionally been called implied or occasionally constructive terms and the correlative rules are now commonly called default rules. Some of the most important instances are reserved for discussion in the next two chapters, in connection with the concept of constructive conditions of exchange and the doctrines of impracticability and frustration.l Our present concern is with the process that is involved in dealing with an omitted case.
Example of Haines  In Haines v. City of New York, for example, the court first considered interpretations of the contract language offered both by the upstate communities and by the city on the issue of the length of their agreement. Only after the court had rejected the communities’ interpretation “that the city is perpetually bound” and the city’s interpretation that “the contract is terminable at will because it provides for no express duration,”4 did it determine that it was faced with an omitted case,

Once the court has determined through interpretation that it is faced with an omitted case, it must supply a term to deal with that case.  The process by which a court supplies a term is commonly called “implication” and the resulting term is called an “implied term.”   The process of implication may have two bases.

As an English judge observed, “it might seem that the parties themselves have become so far disembodied spirits that their actual persons should be allowed to rest  in peace. In their place rises the figure of the fair and reasonable man,….the anthropomorphic conception of justice.”  

Off-the-rack default rules.  If the situation is a recurring one, the term that a court will imply may be well known and, because it accords with their expectations, the parties may rely on it by remaining silent on the matter when making their agreement.

§7.17 Examples of Terms Supplied by Courts. Courts have been called upon to supply many different kinds of terms. This section considers three kinds of terms as representative of the process described in the preceding section: terms imposing a duty of good faith, terms imposing a duty of best efforts, and terms providing for termination of the agreement. Other important kinds of terms supplied by courts include those making a party’s duties conditional on performance by the other party and those excusing a party on grounds of impracticability or frustration. However, since these are examined in the following chapters, they will not be discussed here.  In supplying all of these kinds of terms, a court follows the process described in the preceding section of this treatise, resorting if possible to the parties’ actual intention and otherwise to its own sense of justice.
Courts have often supplied a term requiring both parties to a contract to exercise what is called “good faith” or sometimes “good faith and fair dealing,” and the Uniform Commercial code provides that every contract governed by it “imposes an obligation of good faith in its performance and enforcement.”

The scope of the duty of good faith necessarily varies according to the nature of the agreement.

On this reasoning, it has been held that a husband who had agreed to pay part of his earnings to support his ex-wife violated his duty of good faith when he decided on his own to retire from a successful career while in his mid-fifties and in good health without making some other provision for his former wife’s support. 

New York Court of Appeals addressed the scope of the duty of good faith and fair dealing in Dalton v. Educational Testing Service, which arose out of the refusal of the Educational Testing Service (ETS) to release the score of' Brian Dalton, a high school senior, after he had retaken the Scholastic Aptitude Test for admission to college. ETS justified its refusal on the ground that Dalton's score was dramatically higher than his score when he had first taken the test six months earlier, together with what ETS considered to be discrepant handwriting. Dalton's agreement with ETS gave it the “right to cancel any test score . . if ETS believes that there is reason to question the score’s validity” and gave him an option to provide additional information in that event. Dalton did this, providing evidence that he had been ill when he first tested and that he had taken a preparatory course after the first test, along with statements from witnesses that he had been in the classroom during the second test and a report from a handwriting expect. ETS nevertheless concluded that someone else had taken the second test for Dalton. After a trial without a jury, the trial court found a breach of the duty of good faith by ETS in failing “to make even rudimentary efforts to evaluate or investigate” this information and ordered ETS to release Dalton's second score. When the case reached the Court of Appeals, that court upheld the trial court's decision as to breach. Writing 

for the court, Chief Judge Judith Kaye reasoned that when ETS “refuses to exercise its discretion in the first instance by declining even to consider relevant material submitted by the test-taker, the legal question is whether this refusal breached an express or implied term of she contract, not whether it was arbitrary or irrational.” She concluded that by its refusal, “ETS failed to comply in good faith with its own test security procedures, thereby breaching its contract with Dalton.” The appropriate remedy, however, was not to order ETS to release Dalton's score but to order it to give “good-faith consideration” to the material he submitted.”5
Market Street Associates v. Frey is also graphic. A shopping-center lessee had the right to ask its lessor for financing of improvements and, if turned down, to exercise an option to purchase the property. It requested financing, making no reference to the option provision in the lease, and, when the lessor refused the request, the lessee exercised the option and sued specific performance when the lessor re-used to convey. The trial court found that the lessee did not want financing, but “just wanted an opportunity to buy the property at a bargain and hoped that the [lessor] wouldn’t realize the implications of turning down the request for financing.” On appeal, the Court of Appeals for the Seventh Circuit, through Richard Posner, held that, on these facts, there would have been a breach the lessee’s duty of good faith: “it is one thing to say that you can exploit your superior knowledge of the market,” but “another to say that you can take deliberate advantage of an oversight by your contract partner concerning his rights under the contract.”26
Another term that courts often supply is one imposing a duty of ‘best” or “reasonable” efforts.  Such a duty requires a party to make such efforts as are reasonable in the light of that party’s ability and the means at its disposal and of the other party’s justifiable expectations.

Courts have often supplied a term calling for best efforts under exclusive dealing agreements.  The classic opinion is that of Cardozo speaking for the New York Court of Appeals in Woods v. Lucy, Lady Duff-Gordon, discussed earlier.  

Courts also supply terms requiring best efforts under percentage leases.  In such a lease the lessor typically gives the lessee an inherently exclusive right to land in return for a stated percentage of the lessee’s gross receipts.  

A third type of term that courts supply relates to termination of the agreement.  A party that seeks to terminate an agreement that is silent with respect to duration or termination will argue that since nothing is said about duration, the agreement is terminable at will.  The other party will claim that since the agreement says nothing about termination, it admits of no termination.  Despite the superficial appeal of such arguments, courts may reject both and fashion a term appropriate to the omitted case.

Example of Tanner. An example is William B. Tanner Co. v. Sparta-Tomah Broadcasting Co., in which the contract provided that a radio station would, in exchange for promotional material, provide Tanner a “distributor” of air time, with commercial air spots that were, in what the court called “words of somewhat astonishing imprecision… to be ‘valid until used.’” The Seventh Circuit, noting that this provision “has turned out to be a significant boon to the legal profession” by having “prompted a raft of cases across the country where courts have struggled to discern exactly what was intended,” went on to hold that it was error to read the language so as to give Tanner a right to the spots without any time limitation. After criticizing the analysis of courts that “do not appear to have adequately distinguished between disputes over expression as opposed to disputes arising from omission,” the court concluded that the words “valid until used” were not ambiguous but did not cover the case before it, and that the contract “is incomplete with respect to the duration of the validity of the spots.” It therefore remanded the case to the trial court “to determine what is a ‘reasonable time’ to imply duration of validity.”45 Many other courts have used a similar approach to find a solution between the two extremes of termination at will and perpetual duration, though not all courts have been willing to do so .47
The judicial preference for termination at will was historically strongest where employment contracts were concerned. Under what is known as “Wood’s rule,” an employer is free to discharge an employee for any reason or for no reason at all.58 Although federal and state legislation has contributed to the reduction of this freedom, the emphasis here is on case law.

Two important judicial developments, however have now dramatically expanded the rights of employees and contributed to the burgeoning field of employment law. The first is the recognition of claims by employees that employer’s freedom has been limited by implied-in-fact agreements based on handbooks distributed to employees, a development discussed elsewhere in this treatise.62 The second is the qualification of the employer’s unrestrained power of terminate under at-will employment, the result of a judicial revolution that began in the mid-1970s .63
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