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Existing unprofitable or unsuitable contracts
We have set out below some of the main issues involved in exiting contracts.  If you would like any further information feel free to contact us. Our contact details are located at the end of this note.

In the current economic climate you may find that your business is having difficulties with existing contracts. You may want to renegotiate or exit a contract that has become unprofitable or no longer meets your business needs. A likely scenario at the moment is that a party to the contract is no longer able to perform their responsibilities due to financial difficulties or insolvency.  The key is to ensure that such contracts are terminated in the most beneficial way for you and your business. 

Termination under express contractual terms
The starting point when deciding whether exit from a contract is possible is to see whether there are any termination provisions in the contract itself. An example is termination for a material breach. ‘Material breach’ is rarely defined by the parties but two cases give some guidance as to the courts approach. 

In National Power Plc v United Gas Company Limited [1998] All ER (D) 321 the court looked at a failure by one party to provide information requested by the other party. The court decided that to call this a material breach would be out of proportion with the parties intentions under the contract and therefore was seen to be of “relatively small commercial consequence” and not a breach capable of termination. 

In Dalkia Utilities Service v Celtech International Service [2006] EWHC 63 one party breached their payment obligations under the contract for three consecutive months. The court held that although the amounts were small in proportion to the total amount due over the term of the contract, such sums were neither trivial nor minimal. The court found this to be a material breach and to come to this conclusion they took into account the effect of the breach on the innocent party and whether the breach was intentional. 

These cases show how difficult it is to predict whether a particular breach will be seen as material as each case will be decided on its own specific facts. 

Termination for ‘any’ breach
In Rice v Great Yarmouth Borough Council [2001] All ER (D) 902 there was a clause in the contract allowing termination for ‘any’ breach. The court refused to interpret this to mean that the parties intended to terminate the contract in the event of any breach whatsoever, no matter how trivial. Instead they interpreted it to mean any repudiatory breach (see below). 
They also suggested that the combined effect of a series of minor breaches could amount to a repudiatory breach if the result was a “total breakdown of relations” and “an inference that the contractor would continue to deliver a substandard performance”. 

Remedying a breach 
Some termination provisions provide for a set period to remedy the breach. However once again which breaches will be capable of remedy is usually not defined in the contract.

In Schuler AG v Wickman Machine Tool Sales Ltd [1974] AC 235 the court stated that in certain situations a breach could never be remedied (for example, when confidential information has been wrongly disclosed) but that the general interpretation should not restrict the meaning of the word ‘remedy’ to cases where all damage past and future can be put right, since this “would leave hardly any scope at all” for a remediable breach clause.

In Expert Clothing Service and Sales Ltd v Hillgate House Ltd [1986] 1 Ch 340 the court held that the test would be whether “the harm done by the breach is for practicable purposes capable of being retrieved”. 

When there is a time frame for remedy of a breach specified in the contract the courts will not usually take that as set in stone, so long as the breach is remedied within a reasonable time. What constitutes a reasonable amount of time will depend on the circumstances. If time is a major factor with significant disadvantage to a party the breach will most likely be seen as irremediable. However, even in such cases the court will consider the nature and seriousness of the consequences of the breach before assuming that it is irremediable. 

Implied term of reasonable notice
Where the contract does not have any termination provisions, it could still be terminated on ‘reasonable notice’ of a party. What constitutes ‘reasonable’ is again dependant on the specific circumstances. The court will look at the facts in existence at the time the notice was given, as opposed to the time the contract was entered into (Martin-Baker Aircraft Co v Canadian Flight Equipment [1955] 2 QB 556). The court will specifically look at:

· The length of the contract term and what rights are granted in the contract

· How much the terminated party depends financially on the contract

· How long it would take the terminated party to replace the lost business 

· The commitments of the parties existing at the date of the notice to terminate

· The common intention of the parties when the contract was entered into

Common law termination rights
If there are no express or implied termination provisions in the contract you may be able to rely on common law rights. This means that if one party repudiates the contract, the innocent party can either accept the breach and treat themselves as discharged from further performance, or decide to continue the contract and sue for damages for non-performance. Repudiation can arise where:

· One party abandons their responsibilities under the contract (renunciation)


This occurs when one party (by words or conduct) shows an intention not to, or declares that they are unable to, perform their liabilities under the contract. The test is whether a reasonable person would conclude from the actions of the defaulting party that they no longer intend to be bound by the contract. 

· Impossibility of performance created by one party

This occurs when one party has, by their own actions, (whether deliberate or not) prevented themselves from performing their contractual obligations in some essential respect, or prevented completion by the other party. 

· Total or partial failure of performance

The tests to determine whether failure to perform discharges the contract at common law are:

(1) 
Are the obligations entered into by each party independent of each other? 

If the obligations are independent a breach is unlikely to discharge the innocent party from the contract.

(2) 
How is the term in question classified?


If it is a condition (only if stated in statute) then any breach will entitle the innocent party to be discharged from the contract. If it is a warranty then discharge is not allowed, the innocent party will only be able to claim damages. If it is classified as intermediate then it is a term that is capable of either a trivial breach or one that is so fundamental it undermines the whole contract.  

(3)
Is the obligation ‘entire’ or ‘divisible’?

If the obligation is entire, any failure to perform allows the innocent party to discharge the contract.

Termination for insolvency
Often commercial contracts will have a provision in the contract that allows a party to terminate the contract before its expiry in the event of the other party’s insolvency. 
Some situations may terminate the contract as a matter of law, for example if a contract appoints someone as an agent to do something on behalf of the company in liquidation, that agency may terminate automatically upon the liquidation of the company. In general, the effect of liquidation is to turn any contractual claim into a right to prove in the liquidation for a dividend, unless the liquidator opts to perform the contract because it is to the benefit of the creditors generally. A liquidator can also disclaim unprofitable contracts (section 178 Insolvency Act 1986). The effect of a disclaimer is, again, to terminate the company in liquidation's obligation to perform the contract and turn the other party's rights into a right to prove for a dividend. As long as there is an enforceable right in the contract to terminate if the other party becomes insolvent, the liquidator cannot prevent you from relying on such a clause to terminate. 

Administrative receivers do not have the powers of liquidators, so they are in no better position than the company itself would have been in terms of seeking to terminate a contract. If one party to a contract is in receivership and the contract provides for termination in such circumstances by the other party, the receiver is generally powerless to prevent the counter-party from relying on this provision.
Administration
A moratorium (Insolvency Act 1986, Schedule B1, para 43) exists for the length of the administration and can only be up to one year unless permission is granted from the court. It is heavily debated whether serving a termination notice in relation to a contract is prevented by the moratorium. Some say it is not prevented because it is not a step towards court proceedings, but others say that where it is necessary to give rise to a claim it might be prevented. In practice, an administration is often followed by liquidation, so if there is a right in the contract of termination on the other party’s insolvency, a termination notice can be served at the point when the other party enters liquidation. 
Checklist
· You must be very confident of your right to terminate the contract because if you attempt to terminate without a valid right to, that could itself amount to a repudiation of the contract

· If it has been a substantial period of time since the breach the other party may argue that you have waived your right to terminate the contract 

· You will need to check the contract for any specific procedures on termination, for example the obligation to provide notice to the other party

· If you think a breach may be remediable, consider providing a cure period 

· Document your ground for termination clearly and carefully note the impact of the breach on the business

· If the other party is foreign check whether any local laws of that country override English contract law

· Address issues that may be affected by termination, for example finding an alternative provider on short notice, the need to return confidential information, and any impact of the Transfer of Undertakings (Protection of Employment) Regulations 2006

This is a general guide so please note that circumstances may vary. This should not be relied on as conclusive. 

For details of our corporate team partners, please visit our website
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