Chp. 9 Failure of a Basic Assumption: 

Mistake, Impracticability and Frustration

A. Introduction

§9.1  Nature of the Problem.  One who is considering whether to make a contract ordinarily makes a number of assumptions in assessing the benefits to be received and the burdens to be shouldered under the proposed exchange of performances. Some assumptions relate to facts that exist at the time the contract is made. A builder may base the estimated cost of excavation on such assumptions regarding subsoil conditions. Offer assumptions relate to events that are expected to occur or circumstances that are expected to exist at some later time. A builder may base the estimated cost of construction on such assumptions regarding weather, the price of labor and the availability of materials. This chapter is concerned with the problems that arise when one of the parties seeks to be excused from performing on the ground that one of that party's assumptions has turned out to be incorrect.
pacta sunt servanda  (“agreements are to be observed”) rendered by the Seventh Circuit as “a deals a deal.”  Well over a century ago, the Supreme Court of Minnesota stated the general rule sternly in refusing to excuse a builder after his partly completed building had, for a second time, collapsed due to quicksand:
If a man bind himself by a positive, express contract, to do an act in itself possible, he must perform his engagement, unless prevented by the act of God, the law, or the other party to the contract. No hardship, no unforeseen hindrance, no difficulty short of absolute impossibility will excuse him from doing what he has expressly agreed to do. This doctrine may sometimes seem to bear heavily upon contractors; but, in such cases, the hardship is attributable, not to the law, but to the contractor himself, who has improvidently assumed an absolute, when he might have undertaken only a qualified, liability.

This severe formulation must be understood, to be sure, in the light of the circumstance that in most cases a court will not require the promisor to perform but only to pay damages for nonperforrnance.4
Furthermore, as might be expected, parties faced with this strict rule have devised a variety of ways to qualify their contractual obligations. Indeed, a party to a contract may undertake no obligation at all, as in the case of one who has the benefit of an option contract.5 In other cases a party may undertake an obligation only to use best efforts.6 Or a party may obligate itself only to the extent of its output or its requirements.  Or part), may protect itself by a cancellation clause, giving it a general power of termination;8 a force majeure clause, excusing it on the occurrence of specified types of events;
Mistake, impracticability and frustration. Conventional treatments of the law of contracts have conceptualized the question of excuse under two distinct headings: mistake, which deals with assumptions concerning facts that exist at the time the contract is made; and impracticability and frustration, which deal largely with assumptions concerning circumstances that are expected to exist, including events that are expected to occur, after the contract is made. This conceptual division  reflects a sense that the allocation of the risk of error in an assumption should depend on whether the assumption concerns the state of affairs at the time of agreement or at some later time. Nevertheless, since the problems that arise in cases of mistake are similar to chose that arise in cases of impracticability and frustration, it will be helpful to deal with these subjects in the same chapter.12 
We turn now to mistake.
B.  Mistake

§9.2 Types of Mistake. The word mistake is generally used in the law of contracts to refer to an erroneous belief--“a belief that is not in accord with the facts.”l  To avoid confusion, it should not be used, as it sometimes is in common speech, to refer to an improvident act, such as the making of a contract, that results from such an erroneous belief. Nor should it be used, as it sometimes is by courts and writers, to refer to what is more properly called a misunderstanding, a situation in which two parties attach different meanings to their language.2
Sometimes a contracting party has an erroneous belief about a statute, regulation, or judicial decision, or about the legal consequences of its acts. Some courts have denied relief in such cases on the ground that the mistake is one of “law” rather than “fact,” and since everyone is supposed to know the law ignorantia legis neminem excusat (“ignorance of the law excuses no one”)

The law of mistake deals only with the risk of error relating to the factual basis of agreement-the state of affairs at the time of agreement. It does not deal with the risk of error as to future matters. Such poor predictions are dealt with by the doctrines of impracticability and frustration.
In some cases, however, this line between a mistake as to an existing fact and a poor prediction as to a future event is less clear. A buyer contracts buy railroad ties as they stand on the seller's property, with the risk of loss to pass to the buyer immediately. At the time of agreement, neither party allows that many underground fires are burning nearby and will soon consume the ties. Mistake as to existing fact or poor prediction as to the future?26
Example of Leasco v. Taussig. The line between a mistake as to an existing fact and a poor prediction as to the future is especially hard to draw when the parties have extrapolated from existing facts to set their expectations as to the future. Leasco v. Taussig is an example. In February 1971, Taussig, who had been an officer of Leasco's subsidiary MKI, made a contract with Leasco to buy MKI. In May, however, he refused a tender of MKI's stock and sought to avoid the contract on the ground that the parties had erred in estimating MKI's pretax earnings for the period ending with September 1971 as $200,000. In fact the company lost $12,000, and Taussig argued that the parties had  shared a mistake as to the existing fact “that they were dealing with a  company which would earn $200,000 in the fiscal year ending September 30, 1971.” The court, however, held that this was merely a poor prediction as to a future event. “Both Taussig and Leasco may have hoped, but surely could not have been certain, that MKI would earn $200,000 in fiscal 1971.”  The court concluded that earnings for the fiscal year 1971 were not part of (the state of affairs at the time of agreement but were Future matters that came within the scope of the contract. Therefore, each party bore a risk that the earnings might not be as estimated, and each was bound even though, “as it turned out, one party got a better bargain than anticipated. . . Neither party could safely assume that the projected earnings would be realized.”8
Aluminum Co. of America v. Essex Croup presented a similar issue, but the court reached a different result. Under a 16-year contract made in 1967, ALCOA was to convert alumina supplied by Essex into molten aluminum. Essex had an option to renew for an additional five years. The contract price provisions contained an escalation formula, one portion of which was based on the Wholesale Price Index-Industrial Commodities (WPI). By 1979, it had become apparent that the WPI was not keeping pace with the sharp rise in the cost of energy to ALCOA, and the company stood to lose some $60 million over the balance of the contract term. ALCOA sought relief for mutual mistake. The trial court found that the parties had chosen the WPI to reflect changes in ALCO’s nonlabor costs after a careful investigation showed that the WPI had, over a period of years, tracked ALCOA’s actual nonlabor cost fluctuations without marked deviations.  In doing this, the judge concluded, the parties had made an error “of fact rather than one of simple prediction of future events. . . .This mistaken assumption was essentially a present actuarial error.”  He distinguished the Taussig case on the ground that there the “parties bottomed their agreement on a naked prediction,” while in ALCOA the capacity of the WPI  “to work as the parties expected it to work was a matter of fact, existing at the time they made the contract.”  The judge felt that justice required him to find a mistake of fact.

“At stake in this suit is the future of a commercially important device—the long term contract….If the law refused an appropriate remedy when a prudently drafted long term contract goes badly awry…prudent business people would avoid using this sensible business tool.”  This contract had gone “awry.”

§9.3 Mutual Mistake.  A mutual mistake occurs when both parties are under substantially the same erroneous belief as to the facts.

A landmark case on mutual mistake is Sherwood v. Walker, which arose out of a contract for the sale of a cow known as “Rose 2d of Aberlone.” According to the seller, both he and the buyer believed that Rose could breed and therefore the price was fixed at $80, about one-tenth of what the cow would otherwise have been worth. When the seller discovered that Rose was in fact with calf, he attempted to avoid the contract and refused to deliver the cow to the buyer. The Supreme Court of Michigan held that the seller was entitled to avoid if “the cow was sold, or contracted to be sold, upon the understanding of both parties that she was barren, and useless for the purpose of breeding, and that in fact she was not barren, but capable of breeding.”2
Three requirements.  The adversely affected must show that: (1) the mistake goes to a basic assumption on which the contract was made; (2) the mistake has a material effect on the agreed exchange of performances; and (3) the mistake is not one of which that party bears the risk.

Under the first requirement, a contract is not voidable on the ground of mutual mistake unless it is a mistake as to a basic assumption on which both parties made the contract.  A person walking into a room may, in this sense, assume that the room has a floor without thinking about it.

“metes and bounds”  property metes the adjoining property to West and is bounded on the east by a stream.

Under the second of the Restatement Second's requirements, the adversely effected party must show that the mistake had a material effect on agreed exchange of performances. To do this, that party must show more than a mere loss of advantage from the contract or that the party would not have entered into the contract had there been no mistake. “He must show that the resulting imbalance in the agreed exchange is so severe he can not fairly be required to carry it out.”18
Ordinarily the mistake affects the agreed exchange by making it both less advantageous for the party adversely affected and more advantageous for the other party. 
…whether relief other than avoidance is available…

In many cases, courts have held that an adversely affected party was not entitled to avoid for mutual mistaken even though that party has met both of the requirements just described. An example is Wood v. Bonton25 decided by the Supreme Court of Wisconsin two years before Sherwood v. Walker. The owner of a small stone sold it to jewelers for $1. Unknown to parties, who supposed that the stone might be a topaz, it was in fact a rough diamond, worth about $700. When this was discovered, the seller attempted to avoid on the ground of mutual mistake and sought to have the stone returned. The court denied her relief although it seems clear that, in Restatement Second terms, the mistake involved a basic assumption on which the contract was made and had a material effect of the exchange of performances. How, then, is the case to be reconciled with Sherwood v. Walker?
This argument, however, could also be made as to the stone in Wood v. Boynton.  If the cases are to be reconciled, some basis other than this specious and artificial reasoning.

Must not bear risk. Restatement Second attempts to reconcile such cases by its third requirement, which is that the party adversely affected must not bear the of the mistake.28 In Restatement Second terms, the seller of the stone bore the risk of the mistake while the seller of the cow did not. But how is it to be determined whether the party adversely affected bears the risk of a mistake?
Three situations.  The Restatement Second lists three situations, in which a party bears risk. The most obvious one occurs when the agreement itself provides that a party bears the risk of the mistake, as it may purport to by use of term “as is.”29 For example, a marine insurer may expressly undertake risk that the insured vessel has already been lost.30 The second situation is one in which a party makes a contract with only limited knowledge of the facts to which the mistake relates. If the party is aware that its knowledge is limited, it bears the risk of the mistake. As the court explained in Wood v. Boynton, if the seller, who “had the stone in her possession for a long time, and . . . had made some inquiry as to its nature and qualities….”  The third situation in which a party bears the risk of a mistake occurs when “the risk is allocated to him by the court on the ground that it is reasonable in the circumstances to do so.  This is the most common of the three situations.

Examples of judicial allocation. Suppose an owner of farm land discovers, after mailing a contract for its sale, that the land contains mineral deposits that make it much more valuable, than either party has supposed. As a general rule, the opener cannot avoid the contract on the ground that both parties were mistaken in assuming when they fixed the sale price, that the land was suitable only for farming.34  Suppose a builder discovers, after making a contract to construct a building, that the land contains rock that makes the construction much more expensive than either party had supposed. As a general rule, the builder cannot avoid the contract on the ground that both parties were mistaken in assuming, when they fixed the contract price, that the subsoil conditions were normal.35 Yet in both examples the mistake clearly involves a basic, assumption on which the contract was made and has a material effect on the agreed exchange of performances. However, it is thought more reasonable for the landowner to bear the risk of the mistake as to the presence of minerals than to pass this risk on to the purchaser, particularly in view of the policy favoring the finality of real estate transactions. It is also thought more reasonable for the builder to bear the risk of the mistake as to the presence of minerals than to pass this risk on to the owner, especially in the light of the builder’s generally greater expertise in judging subsoil conditions.
Fault of mistaken party.  In rare cases the mistaken party’s fault may be so extreme as to bar the party from relief for the mistake.

We now move from mutual to unilateral mistake.

9.4  Unilateral mistake.  A unilateral mistake occurs when only one party has an erroneous belief as to the facts.  In general, courts have been reluctant to allow a party to avoid a contract for a mistake that was not shared by the other party.

If it can be set aside on account of the error in adding up the amounts representing the selling price, it could be set aside for a mistake in computing  the percentage of profits which [sellers] intended to make….or any other miscalculation on their part. If equity would relieve on account of such a mistake, there would be no stability in contracts.….1
Most of the cases in which avoidance has been granted for unilateral mistake have involved errors in the calculation of bids by general contractors on construction contracts. Subcontractors sometimes try to prevent preaward bid shopping by general contractors by waiting until the last moment to submit their bids.3 The resulting haste with which a general contractor must prepare its own bid is conducive to error.4 The general contractor often checks its calculations only on finding out that its bid is lowest and only then discovers the mistake. If the bid is revocable,….

Nevertheless, courts have granted bidders relief for unilateral mistakes in the calculation of bids in a growing list of jurisdictions.8  The bidder must show, as in a case of mutual mistake, the mistake went to a basic assumption on which the contract made and that it had a material effect on the agreed exchange of performances. Furthermore, the bidder must show that performance would be unduly burdensome and that the other party has not relied on the bid.9
Absence of reliance.  ….so that avoidance will cost the other party only its expectation.  

Must be unconscionable.  The extent of hardship depends not only on the magnitude of the error, but also on the profit that the bidder will make.  Unconscionability therefore differs from materiality.

An error in the computation of a bid may be material, representing a large percentage of the total bid submitted, and yet requiring compliance with the bid way not be unconscionable. Thus, omission of a $25,000 item in a $100,000 bid should be material, but if the $100,000 bid included $50,000 in profit, no hardship would be created by requiring the contractor to comply with the terms of his bid.17
Even if these requirements are met, relief for unilateral mistake, like that for mutual mistake, is not available if the party seeking relief bears the risk of the mistake.18 For example, if a bidder’s mistake is one of “judgment,” the bidder bears the risk and cannot avoid.19 Courts, conscious of what the Supreme Court of Illinois in the quotation at the beginning section called “stability in contracts,” will not grant relief for mistakes such as those “in computing the percentage of profits.” As an Illinois intermediate appellate court later noted, there is a distinction between “clerical or arithmetic error” and error of “business judgment.”20 Mistakes in reading the other party’s specifications have been treated as clerical errors rather than as errors in judgment.”21
However, there is a degree of carelessness beyond which the bidder will not be protected.

If the mistake in the bid is known to the other party, it is clear that the bidder is not bound to perform.  “One cannot snap up an offer or bid knowing that it was made in mistake.”

Not all of the cases allowing relief for unilateral mistake have involved  mistaken bids. It has been held, for example, that a purchaser of a tract of land can avoid for a unilateral mistake as to the identity of the tract or as to its boundaries.30 It has been held that a seller of goods can avoid for a unilateral mistake as to what goods the seller was offering.31 It has been held that the holder of a patent that settles a patent infringement claim can
C. Impracticability and Frustration

§9.5  Growth of Impossibility as an Excuse  Impossibilium nulla obligatio est (“there is no obligation to do the impossible”).  Courts were less receptive to claims of excuse based on events occurring after the making of the contract than they were to claims of excuse based on facts that existed at the time of the agreement.

…when the party by his own a contract creates a duty or charge upon himself, he is bound to make it good, if he may notwithstanding any accident by inevitable necessity, because he might have provided against it by his contract.  And therefore if the lessee covenant to repair a house, though it be burnt by lightning, or thrown down by enemies, yet he ought to repair it.1
There are three important exceptions to this strict view.
Supervening illegality.  The first of these exceptions can be traced back to an even earlier case, in which the Court of King’s Bench said that if a seller undertakes to deliver wheat by a stated day in a foreign country and before that day performance is made illegal by statue, the seller’s duty is discharged.  

The second exception to the strict view that impossibility is no excuse was announced by Queen’s Bench in the sixteenth century. In dictum, that court stated that if a contract requires performance by the promisor, no action will lie for its breach if the promisor dies before performing. It later became accepted that if a particular person’s existence is necessary for performance of a duty and performance is prevented by that parson’s death disability, the duty is discharged.8 The person in question is usually one who owes the duty but may also be the one to whom the duty is owed or a third person. However, the typical bilateral contract does not require the existence of the party that is to receive the performance. “The promise of a painter to paint a landscape is discharged by his physical inability to paint, but the death or illness of one who has contracted to buy the painting will not free his estate from liability.”9 Whether the existence of a particular person is necessary for performance may be determined by the agreement itself; it may, for instance, expressly call for a personal service. If, as often happens, the agreement is silent, a court must resort to the circumstances to determine whether performance, as understood by the parties at the time of agreement, involves enough personal service or discretion to require the existence of particular person.10 The services of a portrait painter are clearly personal, and the portrait painter is therefore excused if prevented by illness or death.
The third exception to the strict rule that impossibility is no excuse was laid down by King’s Bench in the seventeenth century  The court held that  bailee’s duty to return a horse was discharged when, without the bailee’s fault, the horse died, because “that is become impossible by the act of God.”12 The rule came to be that if the existence of a particular thing is necessary for a party’s performance, the party is excused if the destruction or deterioration of that thing prevents performance.13 This rule was confirmed and elaborated in the celebrated case of Taylor v. Caldwell, the fountainhead of the modern law of impossibility.

That case arose out of a contract under which Taylor was to have the use of Caldwell's music hall for performances on four days, in return for payment of ₤100 at the close of each day. When the hall was accidentally destroyed by fire less than a week before the first performance, Taylor sued Caldwell for breach of contract, claiming as damages the expenses he had incurred in preparing for the performances. The Court of King’s Bench  held, however, that Caldwell was excused because, “looking at the whole contract, we find that the parties contracted on the basis of the continued  existence of the Music Hall at the time when the concerts were to be given; that being essential to their performance.”14 Whether a particular thing is necessary for performance is a question much like whether a particular person is necessary for performance, and the answer depends on all the circumstances. A clear case is dealt with in the Uniform Commercial Code, which excuses the seller from its duty to deliver if the contract requires for its performance goods identified before the contract is made, and the goods suffer casualty without fault of either party before the risk of loss passes to the buyer.”13 More interesting questions are raised by the repair cases and the crop-failure cases.
Repair cases.  In the typical repair case, a contractor claims to be excused from completing the repairs on a building because it has been destroyed.  However, if the builder is not to erect a new building, but is to do repairs or other work on an existing building, the result is different.  The destruction of the building discharges the builder’s duty, under the principle of Taylor v. Caldwell.  

In the typical crop-failure case, a farmer claims to be excused from delivering a stated quantity of, say, grain because the farmer’s crop has failed. A farmer that undertook to deliver a stated quantity of grain without regard to where it was grown is not excused; such a farmer is expected to procure the grain elsewhere.21 But a farmer that undertook to deliver a stated quantity of grain from the farmer’s own land is excused; such a Farmer's duty is discharged under the principle of Taylor v. Caldwell.22
Supplying a term.  When a court excuses a party on the ground pf impossibility it is supplying a term to deal with an omitted case, to fill a gap. But because the  language of the promise in question is absolute and admits of no excuse, it is far from obvious that anything has been omitted, that there is any gap to fill. For this reason, courts have often rationalized excuse on grounds of impossibility by saying that it is an “implied condition” of the duty that performance remain possible. Thus, in Taylor v. Caldwell, the court spoke of “an implied condition that the parties shall be excused in case, before breach, performance becomes impossible from the perishing of the thing,” 
As a Scottish judge commented much later, “It does seem to me somewhat far-fetched to hold that the non-occurrence of some event, which was not within the contemplation or even the imagination of the parties, an implied term of the contact.”27 It would be more candid for courts to admit that the resolution of a claim of excuse on the ground of impossibility involves the same two-step process that is employed whenever a court is asked to supply a term to deal with a case chat is allegedly not covered by the agreement. The first step is that of interpretation to determine whether the absolute language of the undertaking covers the exceptional case at hand; and if it is determined that it does not, the second step that of implication to supply a term to govern the case.28
We now look at a modern synthesis of the law of impossibility.

§9.6  A new synthesis: The Doctrine of Impracticability.  UCC2-615, Excuse by Failure of Presupposed Conditions: 
Except so far as a seller may have assumed a greater obligation…, [d]elay in delivery or non-delivery in whole or in part…is not a breach of his duty under a contract of sale if performance as agreed has been made impracticable by the occurrence of a contingency the non-occurrence of which was a basic assumption on which the contract was made.

Basis of synthesis. The basis of the new synthesis is far removed from the reasoning in Taylor v. Caldwell,4 As a federal judge pointed out, “The doctrine of impossibility of performance has gradually been freed from the earlier fictional and unrealistic strictures of such tests as the ‘implied terms’ and the parties’ ‘contemplation.’” The new synthesis candidly recognizes that the judicial function is to determine whether, in the light of exceptional circumstances, justice requires a departure from the general rule that a promisor bears the risk of increased difficulty of performance.
Four requirements.  Under the new synthesis, the party that claims that a supervening event or “contingency” prevented performance must meet four requirements.8 First, the event must have made “performance as agreed…impracticable.” Second, the nonoccurrence of the event must have been “a basics assumption on which the contract was made.” Third, the impracticability must have resulted without the fault of the party seeking to be excused.  Fourth, that party must not have assumed a greater obligation than the law imposes.

§9.7 Frustration of Purpose. The fountainhead of the doctrine of frustration of purpose is the English case of Krell v. Henry.1 In 1902, when King Edward VII succeeded Queen Victoria, Britons awaited their first Coronation in more than 60 years. Henry saw in the window of Krell’s flat an announcement of windows to be let to view the coronation processions. He arranged with Krell’s housekeeper to take the suite for the daytime June 26 and 27 for ₤75, of which ₤25 was paid in advance. On June 22, the House of Commons was informed that the King had been required to undergo an operation for appendicitis, and the coronation was indefinitely postponed. Henry refused to pay the balance of ₤50, and Krell sued in that because the most noted of the coronation cases.2 The Court of Appeal held for Henry on the ground that his duty to pay had been discharged because “the coronation procession was the foundation of this contract, and the object of the contract was frustrated by the non-happening of the coronation and its procession on the days proclaimed.”3
The doctrine announced in Krell v. Henry has come to be known as that of frustration of purpose. Cancellation of the procession did not make performance by either party impracticable; it did not prevent Krell from letting Henry use his rooms or Henry from paying Krell the ₤50. Rather, its effect to deprive one party entirely of the benefit he expected from the other’s performance, since it made the use of Krell’s rooms during the period for which they were let virtually worthless to Henry. In general, the doctrine of impracticability of performance operates to the advantage of parties that are bound to furnish goods, land, services, or some similar performance, while the doctrine of frustration of purpose operates to the advantage of parties that are to pay money in return for those performances.4
…purpose must meet four requirements, only the first of which is different those for impracticability. First, the event must have “substantially frustrated” that party’s “principal purpose.” Second, it must have been “a basic assumption on which the contract was made” that the event would occur.l0 Third, the frustration must have resulted without the fault of party seeking to be excused.11 Fourth, that party must not have assumed a greater obligation than the law imposes.12 In applying the doctrine of frustration, as in applying that of impossibility, courts….
Under the first requirement, a party must show that its principal purpose in contracting has been substantially frustrated.

Swift Canadian v. Banet.   These two obstacles are illustrated by a Third Circuit case in which an American buyer of lamb pelts that were to be delivered in Toronto by a Canadian seller unsuccessfully urged frustration as an excuse when his planned importation of the pelts into the United States was prevented by issuance of stricter import regulations. Although the contract itself indicated the buyer’s intention to ship the pelts to Philadelphia, the court viewed the purpose of the agreement in much broader terms. According to Judge Goodrich, “the rest of the world was free to buyer so far as we know, as destination for the shipment.” Viewing the buyer’s purpose as that of making any commercial disposition of the pelts, the court concluded that this purpose was not substantially frustrated, even though the buyer’s expectation of a profitable transaction was disappointed.

Page 656 The judicial reluctance to excuse on the ground of frustration is most evident in cases where lessees have sought to be excused on this ground. In the most noted example, Lloyd v. Murphy, an automobile dealer had leased premises, shortly before the entry of the United States into the Second World War for a term of five years. The lease restricted the lessee’s use to selling new cars and operating a gas station and prohibited subleasing without the landlord’s consent. When the government imposed overtime restrictions on the sale of new cars, the lessee vacated the premises, even though the lessor waived the restrictions in the lease and offered to lower the rent if the lessee could not otherwise operate profitably. Roger Traynor, writing for the Supreme Court of California, rejected the lessee’s claim of frustration. The court observed that traditionally the lessee as the owner of the leasehold estate must bear the risk and the defense of frustration would never be available to a Iessee.21 The court rejected that reasoning, however, and adopted the view that, in a proper case, the doctrine of frustration is available to a lessee. It concluded, however, that this case not one to which the doctrine applied. The court conceived of lessee’s purpose broadly, emphasizing that the lessor had waived the restrictions on the use of the land, which enabled the lessee “to use the premises for any legitimate purpose and to sublease them to any responsible tenant. This waiver,” said the court, “is significant in view of the location of the premises on a main traffic artery in Los Angeles County and their adaptability for many commercial purposes.”22 The court also required nearly total frustration:
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