The Principle of Balancing Benefits and Losses in Contract
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It is generally accepted that the principle of balancing benefits and losses (the
“Balance Principle”) refers to a debt law system that the obligee for the compensation
both suffers losses and gains benefits due to a damaging incident and is therefore only
entitled to claim compensations from the obligor with such benefits deducted.
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Under the Contract Law system, the Balance principle and other four principles (the
principles of complete compensation, foreseeability, mitigation and contributory
negligence) are together followed when compensation for loss caused by breaking a
contract is to be decided.
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The last four principles are accordingly stipulated in Article 113,119 and 120 of the
Contract Law. However, Balance Principle was not included in the Contract Law or
the Civil law, but based on the principles of good faith, fairness and compensatory
characteristic of damages, the balance principle is an inherent part of the principles of
damages compensation. Furthermore, the judicial practice also adopted this principle.
However, due to a lack of directions, it is not uniformly determined throughout the
judicial process.
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The Interpretation of the Supreme People’s Court on Issues Concerning the
Application of Law for Hearing Cases of Sale and Purchase Contract Related
Disputes (the “Interpretation’”’) which was ratified on March 31, 2012, and became
effective on July 1, 2012 formally established this principle.
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Since the sale and purchase contract is the reference to other contracts, this principle
is established on a wider scale. Article 31 of the Interpretation stipulates:
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....where here a party to the sale and purchase contract gains benefits from the

breach by the other party, and the breaching party claims a deduction of such benefits
from the compensation for losses, the people’s court shall uphold such claim.
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This article provides some guidance for the realization of the deductible benefits in
the application of the balance principle. According to the “interpretation”, the
composed elements of balance principle have to include the following cardinal
ground:
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[0 The debt of compensation is caused by contractual breach. This is the
precondition. Once satisfied, it is necessary to determine the scope of damage
compensation for breach and the balance principle is just an element to limit the
scope.
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Because of the precondition, benefits produced during the performance of the
contract can not be deducted. For example, the price of the goods rises after the
conclusion of the sale and purchase contract to the advantage of the buyer.  The
seller cannot make use of such benefit gained by the buyer during the performance of
the contract by the buyer.
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Furthermore, the balance principle is not applicable when a party asks for reducing
the payment in the following case:

Party A sells goods to Party B, and the quality of the goods turns out to be inferior. As
a result, Party B requests a reduction of the goods amount. However the inferior
quality does not affect the price when Party B resells the goods to Party C. Under
such circumstance, Party A is not titled to claim for an offset against the deduction of
goods amount by the benefits produced from Party B’s reselling.
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In summary, the balance principle is not applicable for the above two cases, because
there is no debt of compensation caused by breach of contract.
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[0 Losses and benefits must be at the same time caused by a same default.
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Under this principle, when an obligee to compensation gets benefits through his own
endeavor which is not his obligation, such benefits can not be offsetted.
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Below is an example.

Party A as the ordering party refuses to accept the appliances processed by Party B as
the contractor. Patty B then modifies the appliances and sells them to a third party.

Consequently Party A, as the breaching party, shall compensate Party B for the
latter’s total losses. Party A is entitled to claim for an offset against the total amount
of the compensation by the residual value of the appliances before their modification,
but not by the benefits produced from selling the appliances to the third party.

That’s because the losses are caused by default, while benefits are merely the result of
the contractor’s modification. Obviously the losses and benefits are not based on the
same cause.
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Similarly, the money and property offered to the non-breaching party by a third party

out of sympathy or whatever other reasons cannot be deducted. That’s because the
amount donated by the third party is not the result of the breach of contract.
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[0 Further, the purpose of the benefits should be also considered. The benefits can be
deducted only when they are for the purpose of mitigating losses or narrowing
down the scope of compensation.
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We take a case where the occurrence of damage is set as the precondition of
succession as an example. The victim to the damage inherits the benefits because the
precondition for succession has been satisfied. However, the breaching party cannot
claim for a deduction because the benefits are not to exempt the breaching party but to
benefit the victim (the successor).
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Similarly, the pension, retirement money or other benefits arising from the same
damage as stipulated by law cannot be deducted. The reason is the same: the law aims



to protect the victims and their alive family members, but not to lower the
compensation due from the breaching party.
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The circumstances listed above are most common in the field of tort law, but we can
also take them as reference for damages for breach of contract.
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On one hand, Article 31 of the “Interpretation” makes the application of the balance
principle more practically feasible and uniform.

On the other hand, since the actual cases are more complicated than what we have
discussed, legal professionals need to do more work to settle the disputes and improve
the application of the balance principle.
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