Re: Consultation Paper on Privity of Contract

1. We refer to the letter of 3rd June 2004 from the Secretary to the Law Reform Commission of Hong Kong (“the Commission”) inviting the Bar to give its views on the Commission’s Recommendations on Reform of the Doctrine of Privity of Contract.  In the following paragraphs, we shall set out our comments with reference to each of the 20 Recommendations.
Recommendation 1

2. The case for reform is essentially a matter of public policy on which the Bar needs not take a stand.  However, we would agree that any reform should only confer rights (and not impose obligations) on third parties.

Recommendation 2

3. We agree that any reform should be implemented by a detailed scheme.

Recommendation 3

4. The part of the recommendation which allows the conferment of rights on third parties not yet in existence at the time of the contract represents a serious inroad into the Rule Against Perpetuities.  

5. At present, the rule on privity of contract would ensure that any attempt to confer a benefit on third parties beneficiaries can only be achieved through the creation of a trust.  Where a trust is created in favour of a class including unborn persons, it will be void unless the class is so limited as to ensure that all interests must vest within 21 years after some life in being at the creation of the interest.  Once the law is changed to allow third parties to enforce contracts and such third parties may be defined as a class which include persons not yet born, then attempts could be made to employ the contractual device to achieve a result which would be impossible under the existing law.  

6. This problem does not appear to have been addressed in England either by the Law Commission or the resultant legislation.  We would urge the Commission to consider whether specific provisions should be inserted into legislation in Hong Kong to make clear whether and if so how the Rule Against Perpetuities is to have any application in the context of third parties not yet in existence at the date of the contract.

Recommendations 4 to 9

7. We have no comment on these recommendations.

Recommendation 10

8. This recommendation would appear to place the third party in a better position than that of an assignee.  

9. It is to be noted that the Law Commission Consultation Paper No. 121 of 1991 (“LCCP 1991”) originally took the view that the appropriate principle should be akin to the rule that an assignee takes subject to equities
 but the Law Commission Report No. 242 of 1996 (“LCR 1996”) subsequently pulled back from this view, noting that the third party did not step into the shoes of the promisee and that fixing the third party with all defences available against the promisee would be too extreme.
   

10. Although the position in England is that Parliament eventually chose to follow the recommendation of the LCR 1996, it is submitted that the view expressed in the LCCP 1991 is to be preferred.  It is debatable whether the mere fact that the third party did not step into the shoes of the promisee justifies placing him in a better position than an assignee.  Although in theory the promisor could always sue the promisee even if he is not allowed a set-off against the third party and the result should be the same, the position would be different in the event of insolvency of one of the parties.  It is difficult to see why a change in the law to allow third parties to enforce contracts made for their benefit should have the result of redistributing the risks of insolvency and we would suggest that the Commission gives further consideration as to whether it would not be more appropriate to equate the position of the third party with that of an assignee.

Recommendations 11 to 13

11. The conferment of rights on the third party as against the promisor raises many questions as to what would be the effect of performance by the promisor or a release by the third party / compromise between the promisor and the third party on (1) the rights of the promisor and the promisee inter se and (2) the rights of the promisee and the third party inter se.  Whilst Recommendations 12 and 13 have sought to deal with the problem of “double jeopardy”, other problems remain outstanding.  

12. A common situation would be where the promisee is under an existing obligation to confer a benefit on the third party.  The promisee then procures the promisor to undertake to confer an equivalent benefit on the third party with the intention that the promisee would not have to perform his own obligation to the third party if the promisor were to duly perform the contract between the promisee and the promisor.  Is it intended that  under the proposed legislation, the conferment of the right upon the third party to sue the promisor would not affect the right of the third party to enforce the obligation owed to him by the promisee?   (The answer would appear to be yes under Recommendation 16).

13. A related question would be whether a release or compromise by the third party of his rights against the promisor would bind the promisee and whether or not the third party’s right to sue the promisee in the above scenario should be affected if the third party were to release the promisor from performance or if the third party were to reach a compromise with the promisor.   

14. At present, the contract between the promisee and the promisor would not pose any problem as between the promisee and the third party.  If the promisor performs his promise, the third party cannot recover twice and if the promisor fails to perform, the law allows the promisee to recover in full what the promisee would have to pay the third party under the rule in Linden Gardens v. Lenesta Sludge Disposals.  There would be no question of the third party releasing or compromising with the promisor in the absence of privity between them.

15. However, the position becomes more complicated once the third party acquires rights of direct enforcement against the promisor and hence could release the performance or compromise with the promisor.  Is it intended that a release or compromise by the third party should bind the promisee?   Recommendations 11 to 13 (together with Recommendation 16) would appear to suggest that the promisee’s right to sue the promisor should not be affected by any release of the promisor by the third party or compromise between the third party and the promisor, yet it is difficult to see how the promisee could sue for specific performance or to recover damages for breach in such circumstances.  The promisor might justifiably argue that he could not be “in breach” of his obligation to confer a benefit on the third party if the latter refuses to accept it and this is especially so if performance would require the co-operation of the third party is required.

16. A further related question would be whether or not the third party’s right to sue the promisee in the above scenario should be affected if the third party were to release the promisor from performance or if the third party were to reach a compromise with the promisor.   It may be argued that the third party should be allowed to choose who he sues.  However, care must be taken to avoid a situation where the promisee remains liable to the third party but he is barred from in turn recovering from the promisor because of a release or compromise given to the promisor by the third party.

17. There is also the question of whether and to what extent the doctrine of res judicata would operate to bar a claim by the promisee in respect of an issue already litigated between the third party and the promisor.  Let it be supposed that in a claim brought by the third party (without joining the promisee as a party) the promisor were to successfully establish that he had a claim against the promisee (but without bringing in the promisee as a defendant to a counterclaim) and raise a set-off in defence to the third party’s claim.   Is it intended that the same issue can be re-litigated in subsequent proceedings brought by the promisee as Recommendation 11 would appear to suggest?  Now supposing that the Court in the subsequent proceedings were to come to a different finding.  Is it intended that the promisee should be able to recover damages which he would then pass on to the third party even though the third party had lost his claim as against the promisor?  

18. It may be that the answers to the problems identified above can be found by applying the principles of common law and equity.  However, consistently with the thinking behind Recommendation 2, the Commission should consider making recommendations for specific provisions to remove any room for doubts.

Recommendations 14 & 15

19. We have no comment on these recommendations.

Recommendation 16

20. We agree with the principle behind Recommendation 16 but see comments in respect of Recommendations 11 to 13 above.

Recommendations 17 to 20

21. We have no comment on these recommendations. 
Procedural Issues

22. The Commission has not made any recommendation on the question of whether the promisee must be joined as a party to the litigation when a third party sues to enforce a contract.
23. In this regard, it is noted that in England, the LCR 1996 have recommended that there should be no requirement that the promisee be joined as a party to the litigation when a third party sues to enforce a contract
 and consequently no such provision was made in the English legislation. 
24. However, the problems identified in connexion with Recommendations 11 to 13 above will be largely resolved if the promisee were required to be joined as a party to any proceedings brought by the third party.  In the circumstances, the Commission should consider whether legislation in Hong Kong should provide specifically for joinder of the promisee.
25. There may also be arguments as to whether the third party would be able to recover from the promisee in a case where he has already obtained judgment against (or reached a compromise agreement with) the promisor in separate proceedings but the liability of the promisor thereunder is not satisfied because of intervening insolvency.  The Commission should consider making a recommendation for specific provisions to deal with this.
Dated the 12th August, 2004.

� LCCP 1991, para. 5.24


� LCR 1996, para. 10.8 to 10.12


� LCR 1996, recommendation 48
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