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Chapter 7. Avoiding Enforcement

possible basis for his avoidance of arbitration agreement; wife, who was not a 
minor, held bound by provision).

Hauer v. Union State Bank of Wautoma
Court of Appeals of Wisconsin
192 Wis. 2d 576, 532 N.W.2d 456 (1995)

Snyder, Judge.
The issues in this case arise out of a loan made by Union State Bank 

of Wautoma to Kathy Hauer. The Bank appeals from a judgment which 
(1) voided the loan on the grounds that Hauer lacked the mental capacity to 
enter into the loan, (2) required the Bank to return Hauer’s collateral and 
(3) dismissed the Bank’s counterclaim which sought to recover the proceeds 
of the loan from Hauer. Because we conclude that there is evidence in the 
record to support the jury’s findings that Hauer was mentally incompetent at 
the time of the loan and that the Bank failed to act in good faith in granting 
the loan, we affirm.

I. Facts

In order to place the loan in context, we must first set forth the relevant 
events giving rise to the loan. The following facts are taken from court docu-
ments and undisputed testimony at trial.

In 1987, Hauer suffered a brain injury in a motorcycle accident. She was 
subsequently adjudicated to be incompetent, resulting in a guardian being 
appointed by the court. On September 20, 1988, Hauer’s guardianship was ter-
minated based upon a letter from her treating physician, Kenneth Viste. Viste 
opined that Hauer had recovered to the point where she had ongoing memory, 
showed good judgment, was reasonable in her goals and plans and could man-
age her own affairs. Her monthly income after the accident was $900, which 
consisted of social security disability and interest income from a mutual fund 
worth approximately $80,000.

On October 18, 1988, the Bank loaned Ben Eilbes $7600 to start a small 
business. In December, Eilbes requested but was denied an additional $2000 
loan from the Bank. By June of 1989, Eilbes was in default on the loan. Around 
this time, Eilbes met Hauer through her daughter, who told Eilbes about the 
existence of Hauer’s mutual fund. Eilbes subsequently discussed his business 
with Hauer on several occasions and Hauer expressed an interest in becom-
ing an investor in the business. Because Hauer could only sell her stocks at 
certain times, Eilbes suggested that she take out a short-term loan using the 
stocks as collateral. Eilbes told Hauer that if she loaned him money, he would 
give her a job, pay her interest on the loan and pay the loan when it came due. 
Hauer agreed.

Eilbes then contacted Richard Schroeder, assistant vice president of the 
Bank, and told Schroeder that Hauer wanted to invest in his business but that 
she needed short-term financing and could provide adequate collateral. Eilbes 
told Schroeder that he would use the money invested by Hauer in part to 
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either bring the payments current on his defaulted loan or pay the loan off 
in full. Schroeder then called Hauer’s stockbroker and financial consul-
tant, Stephen Landolt, in an effort to verify the existence of Hauer’s fund. 
Landolt told Schroeder that Hauer needed the interest income to live on and 
that he wished the Bank would not use it as collateral for a loan. Schroeder 
also conceded that it was possible that Landolt told him that Hauer was suf-
fering from brain damage, but did not specifically recall that part of their 
conversation.

At some later date Eilbes met personally with Schroeder in order to fur-
ther discuss the potential loan to Hauer, after which Schroeder indicated that 
the Bank would be willing to loan Hauer $30,000. Schroeder gave Eilbes a loan 
application to give to Hauer to fill out. On October 26, 1989, Hauer and Eilbes 
went to the Bank to meet with Schroeder and sign the necessary paperwork. 
Prior to this date, Schroeder had not spoken to or met with Hauer. During this 
meeting Schroeder explained the terms of the loan to Hauer—that she would 
sign a consumer single-payment note due in six months and give the Bank a 
security interest in her mutual fund as collateral. Schroeder did not notice 
anything that would cause him to believe that Hauer did not understand the 
loan transaction.

On April 26, 1990, the date the loan matured, Hauer filed suit against the 
Bank and Eilbes. Hauer subsequently amended her complaint three times. 
The Bank filed a counterclaim for judgment on the defaulted loan after 
Hauer’s first amended complaint. In Hauer’s third amended complaint, she 
alleged the following specific causes of action: (1) the Bank knew or should 
have known that she lacked the mental capacity to understand the loan, (2) 
the Bank intentionally misrepresented, negligently misrepresented, or misrep-
resented the circumstances surrounding the loan on which she relied, and (3) 
the Bank breached a fiduciary duty owed to her.

On January 7, 1992, the Bank moved for summary judgment on the 
grounds that Hauer failed to state any claim for which relief could be granted. 
The trial court granted summary judgment in part by dismissing Hauer’s mis-
representation claims. However, the court held that the pleadings stated the 
following causes of action which required factual determinations: (1) Hauer 
lacked the mental capacity to enter into the loan agreement and the Bank 
knew or should have known about her condition, (2) the Bank breached its 
duty of good faith and fair dealing under §401.203, Stats., and (3) the Bank 
had a fiduciary duty to Hauer and breached that duty.

Prior to trial and over the Bank’s objection, Hauer dismissed Eilbes because 
he appeared to be judgment proof and was filing bankruptcy. A twelve-person 
jury subsequently found that Hauer lacked the mental capacity to enter into 
the loan and that the Bank failed to act in good faith toward Hauer in the 
loan transaction. The trial court denied the Bank’s motions after verdict and 
entered judgment voiding the loan contract, dismissing the Bank’s counter-
claim and ordering the Bank to return Hauer’s collateral. The Bank appeals.

In addition to voiding the contract, Hauer also sought damages arising 
out of the Bank’s conduct for punitive damages and actual attorney’s fees. The 
trial court refused to submit questions to the jury regarding punitive damages. 
Further, the trial court ruled postverdict that Hauer was not entitled to actual 
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attorney’s fees. Hauer cross-appeals from these adverse rulings. We will discuss 
further facts as we discuss the appellate issues.

II. Mental Capacity to Contract

Over the Bank’s objection, the jury was presented with the following spe-
cial verdict question: Did the plaintiff, Kathy Hauer, lack the mental capacity 
to enter into the loan transaction at the time of that transaction? The jury 
answered this question, “Yes.” In denying the Bank’s motions after verdict, the 
trial court held that based on this finding, the note and security agreement 
were “void or voidable.” Further, the court ruled that Hauer was not liable for 
repayment of the $30,000 loan because she no longer possessed the funds.

The Bank in its motions after verdict and on appeal argues that the jury’s 
verdict as to mental incompetency is invalid. The Bank contends that Hauer 
failed to state a claim upon which relief can be granted or, in the alternative, 
that the evidence does not support the jury’s verdict.

a. mental incompetence—cause of action

We first address the Bank’s argument that Hauer’s claim of mental incom-
petence fails to state a claim for which relief can be granted. This presents 
a question of law which we review independently. Peterman v. Midwestern 
Nat’l Ins. Co., 177 Wis. 2d 682, 697, 503 N.W.2d 312, 318 (Ct. App. 1993). The 
Bank contends that a claim of mental incompetence is an affirmative defense 
to an action to enforce a contract only and that Hauer cannot avail herself 
of such a defense because she failed to plead any affirmative defenses. We 
disagree.

We have previously recognized that the vast majority of courts have held 
that an incompetent person’s transactions are voidable—the incompetent has 
the power to void the contract entirely. See Production Credit Ass’n v. Kehl, 148 
Wis. 2d 225, 229-230, 434 N.W.2d 816, 818 (Ct. App. 1988); see also 5 Samuel 
Williston, Williston on Contracts §10:3 (4th ed. 1993). Further, Wisconsin has 
long recognized a cause of action to rescind a contract or conveyance based 
upon the lack of mental competency at the time of the transaction. See, e.g., 
First Nat’l Bank v. Nennig, 92 Wis. 2d 518, 521, 285 N.W.2d 614, 616 (1979). 
Accordingly, we conclude that Hauer properly stated a cause of action to void 
the loan contract.

b. sufficiency of the evidence

The Bank argues that even if Hauer has a cause of action to void the 
contract based upon the lack of mental capacity, the record is devoid of 
credible evidence to sustain the jury’s verdict. In reviewing a jury’s verdict, 
we will sustain the verdict if there is any credible evidence to support it. Feh-
ring v. Republic Ins. Co., 118 Wis. 2d 299, 305, 347 N.W.2d 595, 598 (1984). 
The weight and credibility of the evidence are left to the province of the 
jury. Id. When the evidence permits more than one inference, this court 
must accept the inference that favors the jury’s verdict. Id. at 305-306, 347 
N.W.2d at 598.

The law presumes that every adult person is fully competent until sat-
isfactory proof to the contrary is presented. First Nat’l Bank, 92 Wis. 2d at 
529-30, 285 N.W.2d at 620. The burden of proof is on the person seeking to 
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void the act. Nyka v. State, 268 Wis. 644, 646, 68 N.W.2d 458, 460 (1955). 
The test for determining competency is whether the person involved had 
sufficient mental ability to know what he or she was doing and the nature 
and consequences of the transaction. First Nat’l Bank, 92 Wis. 2d at 530, 
285 N.W.2d at 620; see also Restatement (Second) of Contracts §15(1)(a) 
(1979). Almost any conduct may be relevant, as may lay opinions, expert 
opinions and prior and subsequent adjudications of incompetency. Restate-
ment, supra, at §15 cmt. c.

Our review of the record reveals that there is credible evidence which 
the jury could have relied on in reaching its verdict. First, it is undisputed 
that Hauer was under court-appointed guardianship approximately one 
year before the loan transaction. Second, Hauer’s testimony indicates a 
complete lack of understanding of the nature and consequences of the 
transaction.2 Third, Hauer’s psychological expert, Charles Barnes, testified 
that when he treated her in 1987, Hauer was “very deficient in her cognitive 
abilities, her abilities to remember and to read, write and spell . . . she was 
very malleable, gullible, people could convince her of almost anything.” 
Barnes further testified that because Hauer’s condition had not changed 
in any significant way by 1990 when he next evaluated her, she was “incom-
petent and . . . unable to make reasoned decisions” on the date she made 
the loan.

The Bank argues that Barnes’s testimony was irrelevant and erroneously 
admitted because Viste, Hauer’s treating neurologist, informed the court that 
in his opinion Hauer was no longer in need of a guardian and could manage 
her own affairs a year prior to the loan.3 The Bank contends that Hauer should 
be judicially estopped from asserting incompetence at the time of the loan 
after convincing the court the previous year that she was competent. However, 
competency must be determined on the date the instrument was executed. 
Production Credit, 148 Wis. 2d at 230, 434 N.W.2d at 818.

The Bank further points out that both Eilbes and Schroeder testified that 
Hauer was much different at trial than she was on the day the loan was exe-
cuted. Nevertheless, the weight and credibility of the evidence are for the jury 
to decide, not this court. The jury apparently gave more credence to Hauer’s 
and Barnes’s testimony than Schroeder’s testimony and Viste’s 1988 opinion. 
In sum, while we agree that there is evidence which the jury could have relied 
on to find that Hauer was competent, we must accept the inference that favors 
the jury’s verdict when the evidence permits more than one inference. Fehring, 
118 Wis. 2d at 305-306, 347 N.W.2d at 598.

III. Effect of Incompetence

Having concluded that Hauer stated a claim for relief and that sufficient 
credible evidence was presented to sustain the jury’s verdict, we now turn to 

2. For example, Hauer testified that she believed that she was merely cosigning a loan for Eilbes 
and that he was responsible for paying it back.

3. Over the Bank’s objection, a portion of Viste’s deposition was read at trial, where Viste con-
cluded that based on Barnes’s opinion, he had erred in finding that Hauer was competent and no longer 
in need of a guardian in 1988.
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the unresolved problem regarding the rights and responsibilities of the par-
ties relative to the disposition of the consideration exchanged in the loan 
 transaction. We must decide the legal question of whether Hauer may recover 
her collateral without liability for the loan proceeds. We review questions of 
law independently of the trial court. State v. Jason J.C., 181 Wis. 2d 868, 872-
873, 512 N.W.2d 522, 524 (Ct. App. 1994).

Postverdict, the trial court ruled that Hauer’s action to void the contract 
required the Bank to return her collateral and Hauer to return any loan pro-
ceeds in her possession. However, it is undisputed that Hauer loaned the entire 
$30,000 to Eilbes and that the money had long since disappeared. On appeal, 
the Bank contends that equity dictates that the proper remedy upon voiding 
the loan transaction is to return the parties to their preloan status—the Bank 
must return Hauer’s stocks and Hauer must be held liable to the Bank for 
$30,000.

The trial court offered two explanations for voiding the contract but not 
holding Hauer liable for repayment of the loan: (1) the law and policy of the 
“infancy doctrine” set forth in Halbman v. Lemke, 99 Wis. 2d 241, 298 N.W.2d 
562 (1980), and (2) the jury’s finding that the Bank failed to act in good faith. 
We will address each in turn.

a. infancy doctrine

In Halbman, our supreme court held that a minor who disaffirms a con-
tract may recover the purchase price without liability for use, depreciation or 
other diminution in value. Id. at 251, 298 N.W.2d at 567. As a general rule, a 
minor who disaffirms a contract is expected to return as much of the consid-
eration as remains in the minor’s possession. However, the minor’s right to 
disaffirm is permitted even where the minor cannot return the property. Id. 
at 245-246, 298 N.W.2d at 565. The trial court ruled that the infancy doctrine 
was analogous and applies when the voidness arises from mental incapacity to 
contract. We disagree.

The purpose of the infancy doctrine is to protect “minors from foolishly 
squandering their wealth through improvident contracts with crafty adults 
who would take advantage of them in the marketplace.” Id. at 245, 298 N.W.2d 
at 564. The common law has long recognized this policy to protect minors. 
Id. However, “[a] contract made by a person who is mentally incompetent 
requires the reconciliation of two conflicting policies: the protection of justi-
fiable expectations and of the security of transactions, and the protection of 
persons unable to protect themselves against imposition.” Restatement, supra, 
§15 cmt.a.

The trial court’s analogy fails given the fact that the two types of incapac-
ity are essentially dissimilar. Williston, supra, §10:3. “An infant is often men-
tally competent in fact to understand the force of his bargain, but it is the 
policy of the law to protect the minor. By contrast, the adult mental incompe-
tent may be subject to varying degrees of infirmity or mental illness, not all 
equally incapacitating.” Id. This difference in part accounts for the majority 
of jurisdictions holding that absent fraud or knowledge of the incapacity by 
the other contracting party, the contractual act of an incompetent is voidable 
by the incompetent only if avoidance accords with equitable principles. Id. 
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Accordingly, we conclude that the infancy doctrine does not apply to cases of 
mental incompetence.

b. good faith

The jury was presented with the following special verdict question: “Did 
the defendant, Union State Bank of Wautoma, fail to act in good faith toward 
[Hauer] in the loan transaction?” The jury answered that question, “Yes.” In 
denying the Bank’s motions after verdict, the court concluded that even if the 
infancy doctrine did not apply, the jury’s finding that the Bank failed to act in 
good faith in the loan transaction distinguished this case from the “general 
rule” providing that the person seeking relief from a contract must return the 
consideration paid. We agree. Before we address this issue, however, we must 
first deal with the Bank’s preliminary arguments concerning the applicability 
of “good faith.”

1. Tort v. contract
At the outset, we note that there was much confusion among the parties 

and the trial court over what theory of law Hauer was basing her claim for 
recovery on,4 and this confusion extends to the parties’ arguments on appeal. 
This is due in large part to the parties’ intermingling of tort and contract 
principles.

Wisconsin law recognizes differences between civil actions for breach of 
contract and tort. Autumn Grove Joint Venture v. Rachlin, 138 Wis. 2d 273, 
281, 405 N.W.2d 759, 763 (Ct. App. 1987). Where a contract is involved, in 
order for a claim in tort to exist, a duty must exist independently of the duty to 
perform under the contract, such as a fiduciary relationship. Id. at 281 & n. 6, 
405 N.W.2d at 763. Although Hauer alleged in her pleadings that the Bank had 
a fiduciary relationship, this claim was dismissed upon the Bank’s motion for 
directed verdict after Hauer presented her evidence. Hauer does not challenge 
this ruling on appeal, and we are therefore left solely with contract issues.

. . . 

2. Section 401.203, Stats.
The question of good faith was further complicated in this case by the trial 

court’s ruling on summary judgment that Hauer’s complaint stated a cause of 
action based on the Bank’s duty of good faith and fair dealing pursuant to 
§401.203 [UCC §1-203], Stats. We will address this claim next.

Section 401.203, Stats., is a general provision of Wisconsin’s Uniform 
Commercial Code. According to §401.203, “[e]very contract or duty within 
[the Uniform Commercial Code] imposes an obligation of good faith in its 
performance or enforcement.” (Emphasis added.) However, at issue in this case is 
the Bank’s good faith in the formation of the contract with Hauer. Because the 
general requirement of good faith under this section applies only to the per-
formance or enforcement of a contract, it does not impose a duty of good faith 
in the negotiation and formation of contracts. See Robert S. Summers, “Good 

4. The trial court lamented this fact in motions after verdict: “I think it is fair to say any case in 
which the attorneys [do] not have the same theories the day before trial is likely to be a disaster through-
out and that seems to have been the situation in this one.”
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Faith” in General Contract Law and the Sales Provisions of the Uniform Com-
mercial Code, 54 Va. L. Rev. 195, 220 (1968).

The trial court, therefore, erroneously created a cause of action under 
§401.203, Stats. . . . 

3. Mental incompetency and common law duty of good faith
Based on the above discussion, we agree with the Bank that Hauer did not 

have a separate cause of action for lack of good faith in tort or in contract under 
§401.203, Stats. However, we disagree with the Bank that this ends the analysis. 
Rather, the concept of good faith is relevant to the effect of Hauer’s successful 
claim to void the contract based on mental incompetence.

Wisconsin common law, like other states, reads the duty of good faith 
into every contract. See Market Street Assocs. Ltd. Partnership v. Frey, 941 
F.2d 588, 592 (7th Cir. 1991) (citing Wisconsin law). The great weight of 
authority from other jurisdictions provides that the unadjudicated men-
tal incompetence of one of the parties is not a sufficient reason for set-
ting aside an executed contract if the parties cannot be restored to their 
original positions, provided that the contract was made in good faith, for a 
fair consideration and without knowledge of the incompetence. Williston, 
supra, §10:3.

Stated differently, if the contract is made on fair terms and the other 
party has no reason to know of the incompetency, the contract ceases to 
be voidable where performance in whole or in part changes the situation 
such that the parties cannot be restored to their previous positions. Restate-
ment, supra, §15 cmt. f.8 If, on the other hand, the other party knew of the 
incompetency or took unfair advantage of the incompetent, consideration 
dissipated without benefit to the incompetent need not be restored. Id. at 
cmt.e.

The Bank asserts that “[i]f a contract is entered into between two adults, 
each of whom has no actual knowledge of incompetence about the other, it 
would produce profound, unfair and inequitable results if that contract . . . 
becomes void and leaves one party with absolutely no remedy or recourse to be 
returned to their precontract condition.” We agree with this statement on its 
face. However, the Bank’s argument assumes a material fact at issue—whether 
the Bank knew that Hauer was mentally incompetent at the time of the loan. 
Further, the question of knowledge is not limited to “actual knowledge,” but 
also includes whether the Bank had reason to know of the incompetence. See 
Restatement, supra, §15(1)(b); see also Casson, 166 Wis. at 406, 166 N.W. at 24 
(cause of action existed where mental incompetence was “known or ought to 
have been known by the defendants”).

Whether the Bank knew or had reason to know that Hauer was incompe-
tent is a question of fact for the jury to decide. Inexplicably, the Bank neither 
requested a special verdict question regarding its knowledge nor objected to 

8. RESTATEMENT (SECOND) OF CONTRACTS §15(2) (1979) provides:
Where the contract is made on fair terms and the other party is without knowledge of the mental illness 
or defect, the power of avoidance [based on mental incompetency] terminates to the extent that the 
contract has been so performed in whole or in part or the circumstances have so changed that avoidance 
would be unjust.
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the form of the special verdict on the grounds that it lacked a question per-
taining to knowledge. This is true despite the fact that Hauer in her proposed 
special verdict submitted a question regarding the Bank’s knowledge,10 and 
that the trial court concluded at the summary judgment stage that there was 
a dispute of material fact as to whether the Bank had knowledge of Hauer’s 
incompetence.

. . . 
The Bank argues that it does not have an affirmative duty to inquire 

into the mental capacity of a loan applicant to evaluate his or her capac-
ity to understand a proposed transaction. We agree. However, a contracting 
party exposes itself to a voidable contract where it is put on notice or given a 
reason to suspect the other party’s incompetence such as would indicate to a 
reasonably prudent person that inquiry should be made of the party’s mental 
condition. See Hedgepeth v. Home Savs. and Loan Ass’n, 87 N.C. App. 610, 
361 S.E.2d 888, 889-890 (1987). As the trial court aptly stated: “I did not 
say there’s any duty to make an investigation, but the bank takes a risk the 
contract will be . . . voidable if they know of facts which support the claim of 
inability to contract.”

We agree that ideally the knowledge question should have been given to 
the jury as suggested in Hauer’s proposed special verdict. However, we are 
bound by the record as it comes to us. Fiumefreddo v. McLean, 174 Wis. 2d 10, 
26, 496 N.W.2d 226, 232 (Ct. App. 1993). We conclude that the finding that 
the Bank knew or had reason to know that Hauer was mentally incompetent 
to understand the nature of the loan at the time it was entered into is inherent 
and intertwined in the jury’s finding that the Bank failed to act in good faith. 
This is necessarily true because the Bank could not have been found to have 
lacked good faith as a matter of law absent knowledge of the incompetency. 
The two findings are inseparable.12

4. Sufficiency of the evidence
The last question we must address is whether there was any credible evi-

dence to sustain the jury’s verdict that the Bank failed to act in good faith. If 
there is, we are bound to sustain the jury’s verdict. Fehring, 118 Wis. 2d at 305, 
347 N.W.2d at 598.

The Bank contends that “[t]he record is devoid of any evidence that the 
Bank had knowledge of any facts which created a suspicion that it should not 
enter the loan.” We agree with the trial court’s summary that there is evidence 

10. Hauer’s proposed special verdict form stated in part:

QUESTION NO. 1: Was the plaintiff, Kathy Hauer, at the time of the loan, suffering from 
diminished mental capacity?

QUESTION NO. 2: If your answer to Question No. 1 was “yes,” then answer this question: 
Did the Union State Bank of Wautoma, through its officers or employees, know or should have 
known that the plaintiff, Kathy Hauer, was suffering from diminished mental capacity?

12. In this regard, we agree with the trial court’s analysis that:

[To] the extent [the bank] had knowledge of a problem alleged to have existed, that may 
have some impact on their duty of good faith as opposed to an affirmative duty to look. . . . To the 
extent they knew of special conditions existing, that may bear on the good faith matter. . . . 
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in the record “that there were flags up that would prompt a reasonable banker 
to move more slowly and more carefully in the transaction.”

For example, the Bank knew that Eilbes was in default of his loan at 
the Bank. Eilbes approached the Bank and laid all the groundwork for a 
loan to be given to a third-party investor, Hauer, whom the Bank did not 
know. Eilbes told Schroeder that he would make his defaulted loan cur-
rent or pay it off entirely with Hauer’s investment. Schroeder testified that 
upon investigating the matter initially, Hauer’s stockbroker told him not to 
use Hauer’s fund as collateral because she needed the fund to live on and 
Hauer could not afford to lose the fund. He further testified that it was 
possible that the stockbroker told him that Hauer suffered a brain injury. 
In addition, Hauer’s banking expert opined that the Bank should not have 
made the loan. Accordingly, we conclude that the evidence and reasonable 
inferences that can be drawn from the evidence support the jury’s conclu-
sion that the Bank failed to act in good faith.

. . . 
Judgment affirmed.

Notes and Questions

1. Restoration of consideration by disaffirming party. The law concerning 
mental incapacity has a great deal in common with the minority doctrine 
concerning matters such as liability for necessaries and the possibility of 
disaffirmance or ratification. See E. Allan Farnsworth, Contracts §§4.7-4.8, 
at 231-234 (4th ed. 2004). Regarding the obligation to make restoration of 
consideration upon disaffirmance, however, the Hauer court highlights an 
important distinction between the traditional rules on minority doctrine and 
mental incompetency: the minor generally can disaffirm even if restoration 
cannot be made, but the mentally incompetent person is required to make 
restoration to the other party unless special circumstances are present. See 
Restatement (Second) §15(2). In Hauer, of course, the court finds special 
circumstances in the purported lack of good faith of the other party. Com-
pare Pappert v. Sargent, 847 P.2d 66 (Alaska 1993) (party who contracted 
with mentally incompetent person in good faith, without actual or construc-
tive knowledge of condition, is entitled to restitution). Are you persuaded 
that there is good justification for the different approaches to restitution in 
minority and mental incompetency cases?

2. Effect of court-decreed guardianship. A second elemental difference between 
the minority doctrine and cases of mental incompetency is the ability to deter-
mine a party’s status, both by parties at the time of contracting and by the 
court upon the occurrence of a dispute. The car dealer in Dodson obviously 
could have required proof of age before agreeing to sell the car and thereby 
ascertained whether the buyer had reached majority. Determining mental 
competency is sure to be more difficult, both at the time of contracting and 
later in court. As suggested by the Hauer facts, statutory law in each state 
establishes procedures by which a court on petition of a family member or 
other interested party can declare a person legally incompetent and appoint 
a guardian or conservator to care for the incompetent’s person or property. 
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E.g., Unif. Prob. Code, §§5-301 (guardian of person of incompetent), 5-401 
(conservator of property of incompetent). The general rule is that a person 
does not have capacity to enter into contracts if the person’s property is under 
conservatorship. Restatement (Second) §13. See Sun Trust Bank v. Harper, 
551 S.E.2d 419 (Ga. Ct. App. 2002) (after being placed under guardianship 
by court, decedent lacked capacity to modify terms of retirement account not-
withstanding alleged lucid moments); Huntington National Bank v. Toland, 
594 N.E.2d 1103 (Ohio Ct. App. 1991) (though decedent maintained “spark-
ling” record in dealings with bank for four-year period before death, adjudica-
tion of mental incompetency 35 years earlier still rendered contract voidable 
unless ratified by guardian). The Hauer case is unusual in that the plaintiff 
had been judicially declared to be incompetent at a prior time, but had been 
relieved of the guardianship by the time the contract was made. Should this 
fact make any difference in deciding the case and, if so, which side does it 
favor? Is one party likely to know that another has been adjudged mentally 
incompetent?

3. Cognitive and volitional tests for incapacity. Even without a formal adju-
dication of incompetency, contract law provides that a person may lack men-
tal capacity to enter into a contract, as recognized by the court in Hauer 
and by the Restatement. How is mental competency to be determined? The 
court in Hauer uses the traditional “cognitive” test for contractual capacity. 
Under this approach a person lacks capacity to enter into a contract if the 
person is unable to understand the nature of the transaction or its conse-
quences. In §15, the Restatement (Second) has gone beyond the cognitive 
standard to adopt an alternative “volitional” test for incapacity. Under this 
view a person lacks capacity to contract if the person is unable to act in a 
reasonable manner in the transaction and the other party has reason to 
know of the condition. The Restatement (Second) includes the following 
illustration, based on Ortelere v. Teachers’ Retirement Board, 250 N.E.2d 
460 (N.Y. 1969):

A, a school teacher, is a member of a retirement plan and has elected a lower 
monthly benefit in order to provide a benefit to her husband if she dies first. At age 
60 she suffers a “nervous breakdown,” takes a leave of absence, and is treated for cere-
bral arteriosclerosis. When the leave expires she applies for retirement, revokes her 
previous election, and elects a larger annuity with no death benefit. In view of her re-
duced life expectancy, the change is foolhardy, and there are no other circumstances 
to explain the change. She fully understands the plan, but by reason of mental illness 
is unable to make a decision based on the prospect of her dying before her husband. 
The officers of the plan have reason to know of her condition. Two months after the 
changed election she dies. The change of election is voidable.

Restatement (Second) §15, Illustration 1. A dissenting judge in Ortelere ex-
pressed concern, however, that any benefit gained by use of the volitional 
test would be “outweighed by frivolous claims which will burden our courts 
and undermine the security of contracts.” Ortelere v. Teachers’ Retirement 
Board, 250 N.E.2d 460, 468 (N.Y. 1969) (Jasen, J., dissenting). See also Es-
tate of McGovern v. State Employees’ Retirement Board, 517 A.2d 523 (Pa. 
1986) (on facts similar to Ortelere, court rejected new volitional test of §15 and 



552 
 
Chapter 7. Avoiding Enforcement

adhered to traditional cognitive test of mental capacity); but see In re Davis 
& Davis, 89 P.3d 1206, 1211-1212 (Ore. Ct. App. 2004) (concurring opinion) 
(volitional test reflects a more up-to-date understanding of human behavior 
and mental health). Further understanding of the Ortelere case can be gained 
from Richard Danzig & Geoffrey R. Watson, The Capability Problem in Con-
tract Law 242-306 (2d ed. 2004), which includes excerpts from the Ortelere trial 
transcript.

4. Vulnerability to misconduct by other parties. Hauer is representative of a 
type of case in which a party asserts not only lack of capacity but also a claim 
that the other party engaged in overreaching or other improper conduct. In 
such cases claims of incapacity are often combined with allegations of fraud, 
duress, or undue influence. Another example is Farnum v. Silvano, 540 N.E.2d 
202 (Mass. App. Ct. 1989), which involved a sale by an elderly plaintiff, Viola 
Farnum, of her home to the defendant for a price of $65,000 when the home 
had a fair market value of $115,000 and at a time when she had a growing need 
for income. The defendant, who did yard work for the plaintiff, knew of the 
plaintiff’s unstable mental condition, which manifested itself in a variety of 
ways, including the following:

She would lament not hearing from sisters who were dead. She would wonder where 
the people upstairs in her house had gone, but there was no upstairs to her house. . . . 
She became abnormally forgetful. Frequently, she locked herself out of her house 
and broke into it, rather than calling on a neighbor with whom she had left a key. . . . 
She hid her cat to protect it from “the cops . . . looking for my cat.” She would express 
a desire to return to Cape Cod although she was on Cape Cod. . . . 

Id. at 203. Finding that the plaintiff lacked the mental capacity to enter into 
the contract and that the defendant was aware of this condition, the Court 
of Appeals ordered rescission of the contract. In light of this conclusion, the 
court found it unnecessary to consider the claims of fraud, undue influence, 
and constructive trust that Farnum had also advanced.

5. Burden of proof and relevant time for determining capacity. You should not 
conclude from the outcome in Hauer that courts will too readily find that a 
party lacked mental capacity at the time of contract formation. As stated in 
Hauer, there is a presumption of competency and the burden of proof is on the 
party seeking to avoid a contract. This burden may be difficult to carry. See In 
re Estate of Obermeier, 540 N.Y.S.2d 613 (App. Div. 1989) (fact that decedent 
resided in nursing home, was often confused, suffered from dementia, and was 
on sedatives did not prove lack of capacity at time of signing contract to sell 
real property); Rawlings v. John Hancock Mutual Life Ins. Co., 78 S.W.3d 291 
(Tenn. Ct. App. 2001) (evidence that decedent was an alcoholic and suffered 
from depression and dementia was insufficient to prove that she did not have 
capacity to understand consequences or act in reasonable manner at particu-
lar time transaction was made).

6. Mental incapacity in other areas of law. The issue of mental incapacity 
arises in other fields of law. For example, in criminal cases, the traditional 
standard for mental capacity has been the M’Naghten test. M’Naghten’s 
Case, 8 Eng. Rep. 718 (1843). Under this test a defendant lacks mental 
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 capacity to commit a crime if the defendant is unable to distinguish 
right from wrong. Rollin M. Perkins & Ronald Boyce, Criminal Law 958-
963 (1982). The Model Penal Code recognizes incapacity as consisting of 
inability to either “appreciate the criminality” of conduct or “conform his 
conduct to the requirements of law.” Model Penal Code §4.01 (1962). How 
do these standards compare to the standard for contractual capacity as 
expressed in §15 of the Restatement (Second)? Should it be easier or more 
difficult to establish incapacity in criminal prosecutions or breach of con-
tract cases? Why?

7. Incapacity resulting from intoxication. The Restatement (Second) §16 pro-
vides that a contract is voidable if a party has reason to know that because of 
intoxication the other person is unable to either understand the transaction 
or act in a reasonable manner. Comment a to the section states that “com-
pulsive alcoholism” may be a form of mental illness but also recognizes that 
intoxication may be “voluntary.” Should intoxication that is a temporary, self-
induced condition affect a person’s ability to disaffirm a contract? See Adamar 
of N.J., Inc. v. Luber, 2011 WL 1325978 (D.N.J.) (triable issue of fact whether 
defendant’s $220,000 gambling debt was incurred while his judgment was so 
impaired by intoxication, to plaintiff’s knowledge, as to render him incapable 
of consent); Miller v. Rhode Island Hospital, 625 A.2d 778 (R.I. 1993) (revers-
ing trial court and holding intoxication can render a patient incompetent to 
give consent to treatment).

B. DURESS AND UNDUE INFLUENCE

At a very early time the common law recognized that some agreements should 
not be legally enforceable because of the process by which they were made. In 
the thirteenth century, agreements made while one party was under physical 
imprisonment or threat of physical harm were unenforceable at law because 
made under “duress.” While such relief at law was limited to cases involving 
actual or threatened physical harm, over time the courts of equity recognized 
a right to relief against other types of coercion, under the doctrine of “undue 
influence.” The equitable doctrine of undue influence, however, was not un-
limited in its application. Generally, a court of equity would not act unless the 
undue influence arose between family members or in some other confiden-
tial or “fiduciary” relationship, such as between lawyer and client or between 
trustee and beneficiary.

Since these early days, the doctrines of duress and undue influence have 
undergone a dramatic expansion. Courts have gradually broadened the types 
of threats that are considered improper under the defense of duress, first to 
threats to a person’s property (known as “duress of goods”) and later to “eco-
nomic duress.” Similarly, the defense of undue influence has been extended 
to situations that do not involve a confidential relationship. The history of 
these developments is traced in John P. Dawson, Economic Duress—An Essay 


