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Consideration 5 outline

I.  Debt Settlement Historically

A.  A debt settlement is an agreement to accept as payment in full of a debt less than full amount due.

1.  This is a modification of a contract.  The original contract called for the payment of a certain amount.  The parties modify that contract by reducing the amount.

B.  Under the 17th century rule of Foakes v. Beer, 5 Coke’s Rep. 117A, 77 Eng. Rep. 237 (C. P. 1602), when a creditor promises to accept less than the full amount due as payment in full, the promise is enforceable only if there is consideration for it.  

C.  Given the pre-existing duty rule, the requirement of consideration was not fulfilled.

1.  The debtor was already obligated to pay the lesser amount promised in the modification because the debtor was obligated to pay that much and more in the original contract.

II.  Debt Settlement:  The Modern Approach

A.  The law on contract modification may not apply.

1.  Under Restatement §89, a contract modification is enforceable if it is fair and equitable and made in light of circumstances the parties did not anticipate at the time of contracting—where neither side has fully performed the contract.  

a. Typically, the creditor has fully performed and is just waiting to get paid, so the law on contract modification does not apply in such cases.

2.  Under UCC §2-209(1), a modification of a contract for the sale of goods is enforceable without consider as long as the modification is voluntary and sought in good faith for a legitimate commercial reason.  

b. There is no “neither side has fully performed” requirement.

i. Some courts have applied §2-209(1) to hold that a debt settlement in the case of sale of goods in enforceable.

ii. Many courts will not do so.  

B.  The states adopt a variety of different approaches to debt settlement cases.  

1.  Depending on the state, the debt settlement may be:

a. enforceable without consideration;

b. enforceable if in writing and under a seal;

c. enforceable if in writing.

2.  Some courts enforce a debt settlement on a promissory estoppel theory.  

III. Debt Settlement:  Amount in Dispute

A.  Where the debtor and creditor disagree about the amount owed, they may compromise by agreeing on amount acceptable to both.  

B.  Two types of compromises:

1.  Parties disagree in good faith, each having an honest belief that his or her claim is correct.  Each claim is backed by a plausible legal argument and may be legally valid.

a. The debtor promises to pay and the creditor to accept the compromise amount and each promises to forgo legally pursing any other claim in regard to the amount.

b. The promises in (a) are consideration for each other since each agrees not to pursue a possibly valid legal claim against the other.

2.  One of the parties is wrong.  One party’s claim is clearly not legally valid.

a. In general:  giving up an invalid claim cannot be consideration.

b. An exception:  Giving up an invalid claim can be consideration when the party giving up the claim has an honest, good-faith belief that the claim is valid.  

IV.  Compromised Claims In General


A.  The Above Rules Apply Outside The Debt Settlement Context.  

1. Non-debt settlement example:  you and I both claim title to a vacant lot.  We compromise by my agreeing to forgo legal action to enforce my title, and you agree to pay me $10,000.



2.  The rules:

a. In general:  giving up an invalid claim cannot be consideration.

b. An exception:  Giving up an invalid claim can be consideration when the party giving up the claim has an honest, good-faith belief that the claim is valid.  


B.  The Quit Claim Deed Exception.

1.  A quitclaim deed is a release of any legal claim one may have to a piece of property.

2.  For quitclaim deeds there is an exception to the rule that giving up an invalid claim can be consideration only if the person giving up the claim has an honest, good faith belief that the claim is valid.  

3.  A quitclaim deed will be enforced even if the person releasing the legal claim knows it is invalid.  
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