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The Uniform Commercial Code

By John R. TrentacostaTheme Introduction

T he Uniform Commercial Code is the statutory framework 
for the vast majority of commercial transactions, including 

transactions in the manufacturing supply chain. Many millions of 
dollars of goods are purchased every minute of every day. All of 
those purchases are governed, in large part, by the UCC. When a 
dispute occurs concerning those purchases, we turn to the UCC.

We present four articles in this theme issue. The articles cover 
a wide range of topics under the UCC. For a more expanded re-
source concerning contract and UCC law, please consult the ICLE 
treatise, Michigan Contract Law, 2d Ed.

We trust that this treatise and the articles of this theme is-
sue will be a valuable resource to your commercial and busi-
ness practice. n

John R. Trentacosta is a partner in the Detroit of-
fice of Foley & Lardner LLP. He has practiced 
more than 30 years in commercial litigation and 
commercial transactional law with an emphasis on 
contract, UCC, and manufacturing supply chain 
issues. Mr. Trentacosta is the editor and a contrib-
uting author of the treatise, Michigan Contract 
Law. He writes extensively on contract and com-

mercial litigation topics, and has been a guest lecturer on Article 2 of the 
UCC at the University of Michigan Law School.



related to warranties and their 
enforceability.

Types of warranties
Express warranties

Express warranties are 
promises a seller makes con
cerning the goods sold to a 
buyer, and are governed either 
by statute or common law. Ar
ticle 2 of the Uniform Commer
cial Code (UCC), which has 
been adopted in all 50 states, 
applies to transactions involv
ing the sale of goods.1 Accord
ingly, the discussion in this 
article will focus on warranties 
under the UCC.2

Express warranties arise from affirmations of fact by the seller 
and may be created by oral statements, advertisements, specifica
tions, drawings, samples, or models.3 The seller does not need to 
use terms such as “warrant” or “guarantee” for a warranty to come 
into existence. In general, if the nature of the goods’ performance 
is described and the description is part of the basis of the bargain, 
an express warranty that the goods “shall conform to the descrip
tion” will be created.4 For example, when a seller represents that 
the goods will be of a certain quality or perform to a certain 
standard, such representations have created express warranties.

It is important to distinguish between “puffing” and express 
warranties. Puffing, trade talk, and statements regarding the value 
of goods do not create express warranties.5 To decide whether 
a statement is a warranty or mere puffing or trade talk, courts 
look at:

• the specificity and verifiability of the claim,

• the bargaining positions and relative knowledge of the 
parties to the transaction,

• the circumstances of the sale,
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Disputes in the Manufacturing Supply Chain

W arranties, warranty 
disclaimers, limita

tions on remedies, and limita
tions on damages are contract 
provisions that are frequently 
at the heart of disputes in the 
manufacturing supply chain. 
What warranty did the buyer 
receive in the transaction? Is 
the buyer limited to a partic
ular remedy in the event of a 
breach? Is there a cap or some 
other limitation on the type 
or the dollar amount of dam
ages? These are all critical ques
tions that play out in cases of 
this sort.

The starting point in most 
commercial cases involves an
alyzing the warranty given to the buyer by the seller. In general, 
warranties are obligations that a party undertakes by agreement 
or that are imposed by law. Warranties memorialize the com
mitments and expectations to which the seller and buyer will 
be held accountable. The expression of warranties is important 
to parties entering into a contract because warranties can and 
should provide an objective measurement for performance under 
the contract.

From a seller’s perspective, the scope and duration of an ex
press warranty will be driven by the competitive marketplace. 
Although the “safest” position for the seller is to make no express 
warranties (often referred to as an “as is” sale), the marketplace 
typically requires at least some warranty protection for the buyer. 
At the other end of the spectrum, the express warranty cannot 
be so broad and generous that the seller will be unable to satisfy 
the warranty. The seller must balance meeting the demands of 
the marketplace against overpromising and underdelivering (and 
being sued for breach of warranty).

This article provides an overview of express and implied war
ranties as well as warranty disclaimers, modifications, and other 
limitations. It also discusses important timing considerations 

The Uni form Commercial  Code

By John R. Trentacosta  
and Vanessa L. MillerA Primer on Warranty and Disclaimer Law



of merchantability to apply, the product must have reached the 
user without substantial change or modification.14

The implied warranty of fitness for a particular purpose

Goods need to be fit for the purpose for which they were in
tended. When the seller “has reason to know any particular pur
pose for which the goods are required” and the buyer is relying 
on the seller’s skill or judgment, a warranty “that the goods shall 
be fit for such purpose” is implied under the UCC.15

In order for an implied warranty of fitness for a particular pur
pose to arise, the seller must know or have reason to know at the 
time of the sale the particular purpose for which the goods are 
intended.16 Actual knowledge is not required. Instead, a court will 
examine whether, under the circumstances, the seller had reason 
to realize the purpose for which the goods were intended.17 Un
like the implied warranty of merchantability, an implied warranty 
of fitness for a particular purpose requires reliance by the buyer.18 
In Michigan, caselaw is clear that no warranty of fitness will be 
implied if the product is manufactured in accordance with speci
fications provided or drafted by the buyer.19

Disclaimers

Once an express warranty is made, it cannot be disclaimed.20 
However, some protection for a seller can be achieved through 
the use of integration clauses that limit the warranties to those 
contained within the written contract. Conversely, sellers can 
and often do disclaim implied warranties. A disclaimer may con
tain the term “as is” or similar language to disclaim any im
plied warranty.21

Disclaimers of implied warranties generally are enforceable as 
long as the requirements set forth in the UCC have been met. To 
disclaim the implied warranty of merchantability through express 
language in the contract, the disclaimer must specifically mention 
merchantability and must be conspicuous.22 Similarly, to disclaim 
the implied warranty of fitness, the exclusion must be in writing and 

• the language used by the seller and the extent to which the 
seller equivocates a statement, and

• the nature of the defect.6

Bragging or opining about a product generally will not rise to the 
level of an express warranty under the UCC.7 The more vague 
the statement, the less likely it is that a court will find the repre
sentation to be an express warranty. However, statements that 
specifically describe an aspect or performance criterion of the 
product will likely be found to be express warranties.8

Implied warranties

In addition to express warranties, there are implied warranties 
under the UCC and common law. The two most common implied 
warranties are the implied warranty of merchantability and the 
implied warranty of fitness for a particular purpose.

The implied warranty of merchantability

Unless disclaimed, a warranty that the goods sold are mer
chantable is implied “if the seller is a merchant with respect to 
goods of that kind.”9 Merchantable goods must:

• pass without objection in the trade 
under the contract description;

• be of fair or average quality within 
the description;

• be fit for the ordinary purposes for 
which such goods are used;

• run, within variations permitted by 
the agreement, of even kind, quality, 
and quantity within each unit;

• be adequately contained, packaged, 
and labeled as the agreement may 
require; and

• conform to any of the promises or affirmations of fact 
made on the container or label, if any.10

To recover under the implied warranty of merchantability, the 
buyer must show that the goods were defective when they left 
the possession of the manufacturer or seller.11

Under the implied warranty of merchantability, evidence con
cerning past course of conduct, trade practice, or custom may 
also be used to establish an implied warranty of merchantability. 
A buyer need not show reliance to establish a claim for breach of 
an implied warranty of merchantability.12 However, it should be 
noted that the implied warranty of merchantability does not ap
ply if the buyer uses the goods in a manner other than that in
tended under the contract.13 In addition, for the implied warranty 
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FAST FACTS

Disputes in the manufacturing supply chain often  
involve questions concerning warranties and damage 
disclaimers. Understanding the basics of warranty  
and disclaimer law is critical to managing and litigating 
these disputes.
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Courts rely on three reasonableness factors, which are viewed 
under the particular circumstances of each case. First, courts look 
at the anticipated or actual harm caused by the breach.27 The harm 
that the liquidated damages clause seeks to remedy must have 
been harm that was contemplated at the time the parties entered 
into the bargain. Damages that were not contemplated at the 
time the parties entered into the contract likely will fall outside 
of the liquidated damages provision. Second, courts consider 
the difficulty of estimating and proving the damages sustained.28 
When damages caused by an anticipated breach are readily meas
urable, the parties may not disregard the actual damages and 
stipulate to an alternative amount. Third, some courts weigh the 
inconvenience or nonfeasibility of otherwise obtaining an ade
quate remedy.29 However, many courts treat this factor as redun
dant of or related to the second factor.

To ensure that a liquidated damages provision will be enforce
able, it is best to make a record describing each of the reason
ableness factors during the contractual negotiations. The rec ord 
should show that the liquidated damages provision was the prod
uct of negotiations between the parties to fix damages in advance 
for a sum certain in the event of a breach.

Limitation of remedies

Under the UCC, parties may limit or alter remedies.30 When 
a contract seeks to limit remedies, it is important to explicitly 
state that such remedies are exclusive. Otherwise, there may be 
a presumption that the remedies are cumulative to other reme
dies available under the UCC.31 There are two common types of 
limited remedy provisions. First, a seller may restrict the buyer’s 
remedies to repair or replacement of the nonconforming goods. 
Second, a seller may limit the remedy to the buyer to credit for 
the goods returned.

If an exclusive limited remedy fails of its essential purpose, 
it is unenforceable and a buyer is then entitled to all available 
remedies under the UCC.32 A remedy will be deemed to fail of 
its essential purposes if, for example, there is an exclusive repair 
remedy but repeated attempts to repair do not fix the issues.33 As 
long as minimum adequate remedies are left for the aggrieved 
party, the limitation of remedies will not be deemed to fail of its 
essential purpose.

Important timing considerations

To bring a claim for breach of warranty, there are two sep
arate timing hurdles to consider: (1) warranty eligibility, mean
ing the claim falls within the applicable warranty period; and 
(2) timeliness under the UCC’s fouryear statute of limitations 
period. The expiration of either the warranty period or the four
year statute of limitations period is an absolute bar to a breach of 
warranty claim.

Under the UCC, a party has four years after the cause of ac
tion accrues to bring its breach of warranty claims.34 The general 
rule is that a cause of action accrues (and the statute of limita
tions begins to run) when the breach occurs, regardless of the 

must be conspicuous.23 Although a court will view the disclaimer 
in the context of all the sales documentation, often a disclaimer 
that is in a boldfaced and allcapitalized typeface will be sufficient 
to meet the conspicuousness requirement.24

Limitations on remedies and damages
The parties to a contract may agree to fix or limit remedies or 

damages. This is accomplished by using one of two methods. First, 
the parties at the time of contracting may agree to fix the damages 
owed in the event of a breach by either party. Second, the parties 
may agree to limit remedies that would otherwise be available.25

There are several important and interrelated reasons to include 
such limitations in a contract for the sale of goods. The seller may 
include limitations to reduce risk. For example, by including a 
damages cap or excluding certain categories of damages, the seller 
may reduce or, in some cases, eliminate its liability for certain 
damages in the event of breach. The seller also may want to en
hance predictability. By including a liquidated damages provi
sion, an uncertain and indefinite exposure for breach of contract 
can be turned into a known quantity. Finally, limitations of both 
kinds are important for business planning purposes. A seller may 
rely on these provisions in pricing its goods, performing financial 
forecasting, and even obtaining insurance coverage.

Liquidated damages clauses

A liquidated damages provision sets a fixed damages amount 
in the event of a breach by the seller. There is no magic language 
required other than clear and unambiguous language showing 
that the parties intended to set a specific damages amount in the 
event of a breach. Liquidated damages provisions may be en
forced as long as the amount is reasonable in light of the circum
stances.26 However, the seller should be careful that the damages 
amount is not so small that it will be voided as unconscionable.
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aggrieved party’s lack of knowledge of the breach.35 For warranties 
extending to future performance, a cause of action for breach 
does not accrue until the breach is or should have been discov
ered.36 Even if a buyer does not know the extent of its damages 
for the allegedly defective product or the number of products 
that will fail, these factors do not influence the critical question 
of when the breach of warranty claim accrued in a statute of 
limitations analysis.

Strategy takeaways

Whether representing the seller or the buyer, the following 
checklist should be consulted:

 (1)  Draft clear and concise express warranties concerning 
the goods being sold. Rather than relying solely on vague 
phrases (“free from defect”), include precise, objective 
performance criteria for the goods (“machine will cycle 
at 85 rpms”).

 (2)  As a seller, disclaim the implied warranties and all other 
express warranties not specifically given in the contract. 
As a buyer, focus on negotiating the proper express war
ranties rather than relying on implied warranties.

 (3)  Sellers will want to limit the buyer’s remedies, such as to 
repair or replace. Buyers should resist. If the seller has the 
leverage and a limitation on remedy is accepted, the buyer 
should negotiate for tight deadlines and specific activity 
relative to compliance by the seller with the limited rem
edy (“machine shall be rendered fully operational within 
24 hours of notice”).

 (4)  Buyers should fight against damage limitations. If, once 
again, the leverage is such that a seller wins on this point, 
the buyer should look to add carveouts for certain circum
stances (intentional acts, gross negligence, etc.). Addition
ally, argue for excluding certain types of claims from the 
disclaimer (IP infringement, indemnity claims, etc.).

Finally, the most important focus of any commercial contract 
should be to capture all aspects of the parties’ commercial relation
ship in the written agreement. Uncertainty breeds disputes and liti
gation. Conversely, a welldrafted, comprehensive agreement will 
serve as a road map for the parties’ commercial dealings. n

Vanessa L. Miller is a partner and litigation law-
yer in the Detroit office of Foley & Lardner LLP. 
Her practice focuses on a wide array of bet- 
the-company litigation, including manufactur-
ing breach of contract and warranty disputes and 
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regarding litigating breach of contract disputes, 
breach of warranty claims, and recall issues.

John R. Trentacosta is a partner in the Detroit office 
of Foley & Lardner LLP. He has practiced more 
than 30 years in commercial litigation and com-
mercial transactional law with an emphasis on 
contract, UCC, and manufacturing supply chain 
issues. Mr. Trentacosta is the editor and a contrib-
uting author of the treatise, Michigan Contract 
Law. He writes extensively on contract and com-
mercial litigation topics, and has been a guest lec-

turer on Article 2 of the UCC at the University of Michigan Law School.
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In a constantly changing and dynamic 
marketplace, suppliers must stay on 
top of business trends and challenges. 
They also need to keep up with the 
changing legal landscape and its 
implications for their business. 
Because of its wide breadth of 
experience and depth of knowledge of 
the manufacturing space, Foley & 
Lardner LLP prepared this overview of 
the top legal issues facing the industry 
in the coming year.  

This report focuses on what suppliers need to know 
now, to ensure a successful 2014 and beyond. While 
not exhaustive, this report covers a comprehensive list 
of legal areas, including: Antitrust; Commercial 
Litigation; Compliance; NHTSA and Automotive Safety; 
Data Security and Privacy; eDiscovery; Environmental; 
Labor and Employment; and Patents. 

In the various sections, our experts explore recent 
changes and continuing trends. For instance, our 
Commercial Litigation section explores the implications 
for suppliers of new terms and conditions. We provide 
an update on antitrust activities, and our Compliance 
section covers international as well as domestic issues, 
while delivering insight into recent aggressive 
enforcement trends and ways to mitigate risk. We 
included a special focus on NHTSA and Automotive 
Safety, which explains the various areas in which the 
agency is poised to push forward with rulemaking and 
enforcement. The Data Security and Privacy section 
highlights closed computing and big data initiatives, 
while the Patents section addresses, among other 

things, recent developments concerning the award of 
fees in baseless suits. Discovery challenges facing 
litigants in the world of big data are addressed in the 
eDiscovery section. The remaining sections of 
Environmental and Labor and Employment highlight 
recent developments impacting those substantive 
topics. 

Armed with the knowledge of the 2014 legal 
landscape, suppliers will be better positioned to make 
informed business decisions to ensure a successful 
year ahead. For more information concerning any of 
the topics, contact your Foley representative. 

Top Legal Issues Facing 
Suppliers in 2014 
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Executive Summary 
Recent U.S. and European antitrust developments will 
have important implications for suppliers in the motor 
vehicle industry. U.S. antitrust developments include, in 
particular, 1) the April 2013 U.S. Supreme Court 
decision on class action standards; 2) the ongoing and 
expanding criminal antitrust investigation of the auto 
parts industry; and 3) challenges to mergers (large and 
small, non-reportable) underscoring continued tough 
and aggressive enforcement of the merger laws. There 
have been important developments affecting 
automotive suppliers in the international sector as well, 
for example: 1) European legislation that would 
facilitate collective redress of damages through class 
actions; 2) the availability in the European Union of the 
so-called “failing company” defense to otherwise 
potentially anticompetitive mergers; and 3) Europe’s 
intensifying fight to eradicate cartel activity, like in the 
United States.  

Antitrust Legal Issues 
1. U.S. SUPREME COURT RESTRICTS CLASS 
CERTIFICATION IN ANTITRUST TREBLE-DAMAGE 
ACTIONS 
In April 2013, the U.S. Supreme Court ruled in Comcast 
vs. Behread that plaintiffs in antitrust treble-damage 
actions will have, henceforth, to satisfy much more 
demanding criteria in order to obtain class certification. 
The Court decided that plaintiffs must establish, to 
meet the requirements of Rule 23 of the Federal Rules 
of Civil Procedure, evidentiary proof that damages can 
be measured on a “class-wide” basis. The Court stated 
that lower courts must bar certification where 
individual damage calculations are required. This 
criterion replaces a longstanding rule that had 
permitted class certification on a much more flexible 
basis. The Court ruled further that the class 
determination may require examination of the merits of 
the plaintiffs’ claim to insure that the proposed theory 
of damages fits the underlying substantive merits 
theory and is not arbitrary. It will be important to see 

how this decision will be implemented in the future. 
Suffice to say, this Comcast decision may prove very 
significant for automotive suppliers, if the decision 
effectively eases the burden, costs, and risks 
associated with treble-damage antitrust actions. 

2. U.S. DEPARTMENT OF JUSTICE ANTITRUST DIVISION 
CONTINUES ITS BROAD AND AGGRESSIVE CRIMINAL 
ANTITRUST INVESTIGATION OF THE AUTO PARTS 
INDUSTRY 
For several years, the Antitrust Division of the U.S. 
Department of Justice has been conducting an ever-
expanding criminal investigation of the auto parts 
industry.  

 

The DOJ has used its leniency and leniency-plus 
programs to effectively expand the enforcement net. 
Fines totaling more than $1.6 billion and substantial 
jail time for convicted individuals have been recorded 
so far. It should be clear that automotive suppliers 
must make antitrust compliance a high priority to avoid 
the serious consequences that can come from antitrust 
violations. 

Antitrust 



 

 
3 

3. MERGERS AND ACQUISITIONS CONTINUE TO BE 
SUBJECT TO REVIEW AND CHALLENGE, WHETHER 
THEY ARE LARGE AND WELL-PUBLICIZED DEALS OR 
SMALL UNREPORTABLE DEALS THAT RAISE SERIOUS 
ENFORCEMENT CONCERNS 
The FTC and the DOJ, which share merger enforcement 
responsibility, continue to emphasize investigation and 
prohibition of anticompetitive acquisitions. The 
regulators may go to court to try to block the 
transaction or demand that the competitive problems 
posed by the transactions that they view as 
problematic be resolved before granting clearance. 
Thus, there have been well-publicized challenges to 
large deals like American/US Airways and InBev/Grupo 
Modelo. At the same time, the enforcement agencies 
have increasingly challenged small, non-reportable 
transactions, even years after consummation, if the 
acquisitions raised significant anticompetitive risks for 
the markets involved. Thus, automotive suppliers must 
be proactive in vetting in advance their potential deals 
even if the size of the proposed transaction would not 
be reportable under HSR rules.   

4. ON THE INTERNATIONAL FRONT, THE EUROPEAN 
COMMISSION IS PUSHING LEGISLATION TO 
ESTABLISH EU-WIDE REGIMES TO FACILITATE 
RECOVERY OF LOSSES DUE TO RESTRICTIVE TRADE 
PRACTICES 
In June 2013, the European Commission proposed 
legislation (a “directive”) that would require all EU 
member states to enact national laws that would help 
persons injured by violations of EU antitrust laws (e.g., 
cartels and abuses of dominant positions) to recover 
damages for their injuries. The proposal seeks to 
harmonize and liberalize current national rules on 
damage actions, particularly with regard to discovery of 
evidence, statutes of limitations, measure of damages, 
consensual settlements, and presumptive effects of 
national determinations of injury. There is a parallel 
effort to establish an EU-wide system of “collective 
redress.” While eschewing any desire to adopt what the 
European Union sees as the “punitive” and “unfair” 
U.S. treble-damage system, the proposals reflect the 
increasing priority to redress the perceived ongoing 
failure of the EU member states to protect persons 
injured from antitrust violations. 

5. ON THE MERGER FRONT, THE EU HAS ADOPTED AN 
EXCEPTION TO ITS STRICT MERGER LAWS, 
PERMITTING “FAILING COMPANIES” TO BE ACQUIRED 
BY COMPETING ENTERPRISES 
While long recognized in the United States, the “failing 
company” exception to EU merger control regulation 
was only recently explicitly sanctioned. In October 
2013, the European Commission approved the 
acquisition of Olympic Air by Aegean Airlines, Olympic’s 
only direct competitor. The Commission found, after an 
intensive eight-month investigation, that Olympic was 
likely to exit the market because of its grave financial 
condition, leaving the Greek market in the hands of 
Aegean with or without the merger. Entry by a third-
party airline, which might have otherwise served as a 
market discipline to Aegean, was considered highly 
unlikely. Under the circumstances, the acquisition was 
deemed to be without any substantial anticompetitive 
effect. In the United States, the “failing company” 
defense is very difficult to establish. It remains to be 
seen whether this EU exception will, as in the United 
States, be available only in rare circumstances. If the 
policy has greater flexibility than in the United States, it 
may facilitate EU or EU member state approval of 
acquisitions of distressed automotive industry 
competitors and create previously unavailable market 
investment opportunities. 

6. EU CARTEL PROSECUTION REMAINS, LIKE IN THE 
UNITED STATES, A HIGH ENFORCEMENT PRIORITY 
While EU competition rules are not criminal, unlike 
their U.S. counterparts, the EU Commission has used 
its sweeping powers to detect, investigate, and prohibit 
cartel activity.  
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The European Union has an aggressively enforced 
system of leniency and leniency-plus, like the U.S. 
Department of Justice, to incentivize whistleblowers to 
alert the Commission to cartel activity. The Commission 
regularly engages in so-called “dawn raids” to gather 
evidence from company records. It actively cooperates 
with other enforcement agencies, like the DOJ, to 
further strengthen its enforcement leverage. Thus, as 
with the United States, EU cartel enforcement 
underscores the need for strict compliance efforts. 

Content for this section contributed by Howard W. Fogt. 
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Executive Summary 
Recent developments in commercial contracting and 
commercial law will have important implications for the 
automotive industry in 2014. Original equipment 
manufacturers such as General Motors as well as 
suppliers continue to make changes to terms and 
conditions of sale that have important implications for 
all companies in the automotive supply chain. 
Companies at all levels of the supply chain must take 
care to evaluate their own terms and conditions and 
business practices to ensure that they are in 
compliance with their customers’ requirements and 
account for new risks. In addition, as volumes continue 
to increase and production ramps up industry-wide, 
warranty issues will continue to be highly important. 
Increasing numbers of class actions for breach of 
warranty have been brought in recent years, and recent 
decisions highlight issues and strategies that suppliers 
may use to protect themselves against such claims. 

1. GM NEW TERMS AND CONDITIONS 
General Motors (GM) has issued new general terms 
and conditions (Terms) for direct material, customer 
care and aftersales, and tooling purchases effective for 
requests for quotation issued on or after July 15, 2013. 
Suppliers at all levels of the supply chain must be 
aware of how these changes will affect them. Even 
those suppliers at the Tier 2 and Tier 3 levels, who may 
not contract directly with GM, must take notice of the 
new terms and conditions, as suppliers from the upper 
tiers will flow these obligations down throughout the 
supply chain.  

While some of the new provisions in GM’s revised 
terms and conditions merely codify or clarify rights and 
remedies that already exist under the Uniform 
Commercial Code (UCC), many other provisions impose 
substantial new obligations on suppliers. Among other 
things, GM’s new terms and conditions impose new 
obligations on suppliers to: 1) report deficiencies in 
GM’s own specifications; 2) self-report any breaches of 

the contract, quality problems, or delays in delivery; 3) 
provide GM with greater access to suppliers’ books and 
corporate information; 4) grant GM licenses for all 
background intellectual property rights relating to the 
goods or services in question, including those 
developed prior to the contract; and 5) name GM as an 
additional insured or beneficiary on all liability policies. 

Suppliers at all levels of the supply chain must take 
care to evaluate their own terms and conditions and 
business practices to ensure that they are in 
compliance with their customers’ requirements and to 
ensure that they have adequately accounted for new 
risks and obligations to which they may be subject. 

2. WARRANTY ISSUES 
As volumes increase and productions ramps up across 
the automotive industry, warranty issues are likely to 
be another critical issue. Increasing numbers of class 
actions for breach of warranty have been brought in 
recent years. See, e.g., Keegan v. American Honda 
Motor Co. Inc., et al., No. 2:2010-cv-09508 (C.D. Ca.) 
(class certified for breach of express warranty and 
consumer protection laws for alleged defect in rear 
suspension of Honda Civics). However, recent 
decisions have made clear that plaintiffs continue to 
face significant obstacles in obtaining class 
certification in automotive breach of warranty actions. 
In order to certify a class in federal courts, plaintiffs 
must show that there are questions of law or fact 
common to the class, and typically must also show that 
the questions of law or fact common to class members 
predominate over any questions affecting only 
individual members, and that a class action is superior 
to other available methods of fairly and efficiently 
adjudicating the controversy. The commonality, 
predominance, and superiority requirements have 
served as key hurdles for plaintiffs in recent putative 
breach of warranty class actions, allowing defendants 
to stave off certification of potentially large classes of 
warranty claimants. See, e.g., In re Ford Motor Co. E-
350 Van Prod. Liab. Litig. (No. II), No. 03-4558 (D. N.J.) 
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(class certification denied for warranty claims based on 
alleged high center of gravity in vehicles); Daigle v. Ford 
Motor Company, Case. No. 09-cv-03214 (D. Minn.) 
(class certification denied on warranty claims for 
allegedly defective torque converters); Burton v. 
Chrysler Group LLC, Case No. 8:10-00209-MGL 
(D.S.C.) (class certification denied for warranty claims 
based on allegedly defective exhaust system); Martin v. 
Ford Motor Co., No. 10-2203 (E.D. Pa.) (class 
certification denied based on warranty claims based on 
alleged defect due to a poor design, causing premature 
metal fatigue). 

Class certification for express warranty claims generally 
hinges on questions of when each class member 
purchased the vehicle, the mileage on the vehicle, 
service records, maintenance history, and whether the 
vehicle has performed satisfactorily. Implied warranty 
claims involve similar facts, in addition to questions of 
whether the vehicle is fulfilling its ordinary purpose. 
These individualized facts can stand in the way of 
meeting the commonality and predominance 
requirements necessary for certification of warranty 
claims. The substantive differences in states’ 
interpretation and implementation of the UCC have 
also served as an obstacle to class certification. See, 
e.g., Burton v. Chrysler Group, LLC, Case No. 8:10-
00209-MGL (D.S.C.) (noting the “variances, nuances, 
and state-specific defenses (i.e., privity of contract, 
notice of breach, and waiver) and case-law 
interpretations which may come to be applicable in this 
case”). Courts also strongly consider the impact of 
voluntary recalls in denying class certification under 
the “superiority” requirement under Rule 23(b)(3). See, 
e.g., Daigle v. Ford Motor Company, Case. No. 09-cv-
03214 (D. Minn.) (Ford’s voluntary recall provided most 
of the putative class the relief it sought in the case). 
Despite these hurdles, however, courts will 
nonetheless grant class certification in certain 
circumstances, including where all class members had 
the same design defect, the same warranty, and the 
same class of vehicles. See, e.g., Keegan v. American 
Honda Motor Co. Inc., et al., No. 2:2010-cv-09508 
(C.D. Ca.). 

If a manufacturer, distributor, or supplier is faced with 
a breach of warranty lawsuit or putative class action, 
key questions to consider include: 1) whether the 
claims fall within the statute of limitations; 2) the 
states covered by the putative class, and key 
differences between the states’ adoption and 
interpretation of the UCC (including privity, reliance, 
and notice requirements); 3) whether the plaintiffs 
have adequately alleged a specific defect; and 4) 
whether the manufacturer, distributor, or supplier have 
taken steps which provide all or most of the relief 
sought by the putative class action, for example 
through a voluntary recall. 

Automotive manufacturers and suppliers must also be 
cognizant of drafting their own warranty provisions in a 
manner that helps to ensure that the goods being sold 
meet performance requirements. The key to drafting 
warranty provisions is using language that establishes 
objective performance criteria for the goods being 
purchased. The criteria can only be developed after 
understanding the end-use performance expectations 
for the goods. Objective criteria (e.g., “10 cycles per 
minute”), as opposed to subjective criteria (e.g., “free 
from defects”), provide a bright-line test for the 
question of whether the goods conform to the contract. 
Clarity, specificity, and precision in this regard are 
critically important. 

Content for this section contributed by Mark A. Aiello, 
Nicholas J. Ellis, Lauren M. Loew, and Adam J. Wienner. 
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Domestic & International Compliance 
 

Executive Summary 
The aggressive enforcement of U.S. laws governing 
exports and international conduct has special 
resonance for automotive supply chain companies. 
Illustrated by the recent enactment of special 
sanctions targeting Iran’s auto industry, and several 
high-profile Foreign Corrupt Practices Act (FCPA) 
investigations involving prominent OEMs, these trends 
underscore the risks that automotive suppliers incur 
when doing business overseas. Similar developments 
are evident in the domestic domain as well, where the 
growing frequency and intensity of antitrust, False 
Claims Act, and Government Contract investigations 
present new challenges for manufacturers, suppliers, 
and service providers of all kinds. Managing these 
issues on a piecemeal basis is a recipe for failure and 
frustration. Instead, companies can better manage 
their risk and mitigate costs by adopting a risk-based 
approach to compliance tailored to their unique 
method of operations, risk profile, countries of 
operation, and products sold. 

1. EXPORTS AND INTERNATIONAL COMPLIANCE 
U.S. laws governing exports and international conduct 
pose unique risks for the automotive sector. From the 
FCPA to ever-tightening sanctions and export controls, 
companies involved in the automotive supply chain 
face an increasing complex universe of requirements 
governing how and where they conduct business 
overseas. These regimes also shape business 
decisions at home, with the so-called “deemed export” 
rule compelling exclusively domestic companies to 
seek export licenses before disclosing controlled 
articles, data, and technology to their non-U.S. 
employees. Combined with new disclosure 
requirements for listed companies and government 
contractors, the regulatory environment grows more 
complicated with each passing day. 

Enforcement trends amplify these risks. In recent 
years, U.S. Government agencies have targeted a 
variety of automotive and automotive supply chain 
companies under a number of different regulatory 
regimes. Notable examples include FCPA enforcement 
actions against AB Volvo, Daimler AG, Fiat, Iveco, 
Ingersoll-Rand, and Renault. Other companies, such as 
Bridgestone and United Defense Industries, Inc., have 
stated that FCPA investigations are ongoing. Sanctions 
enforcement is also on the rise, with Toyota Motor 
Credit Corporation and Volvo Construction Equipment 
North America both targeted by the U.S. Treasury 
Department’s Office of Foreign Assets Control. 
Automotive companies like GM-Daewoo have even 
faced government enforcement actions in relatively 
obscure areas like anti-boycott violations — a little-
known legal regime that has both export and tax 
implications.  

These trends show no sign of changing. From improved 
databases and forensic tools, to enhanced 
collaboration between law enforcement, licensing, and 
intelligence agencies, enforcing these laws is now 
second only to fighting terrorism in terms of U.S. 
Government enforcement priorities. FCPA, sanctions, 
and export control violations resulted in more than $3 
billion in civil and criminal penalties in 2012 alone.  
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Many companies in the automotive sector have 
attributes that contribute to elevated risk. Chief among 
them are large global supply chains, downstream 
manufacturing by worldwide affiliates, and frequent 
international trade in U.S.-origin goods, services, and 
technologies. Multinational business practices also 
raise concerns, with sales, operations, and joint 
ventures reaching into countries known for high levels 
of corruption, industrial espionage, and illegal export 
diversion. With U.S. companies increasingly liable for 
the actions of their overseas agents and affiliates, a 
risk-based, integrated approach to international 
compliance offers the best means of identifying, 
managing, and mitigating these risks. 

2. MITIGATING RISK 
Faced with these challenges, automotive companies 
should carefully consider how U.S. laws impact foreign 
behavior. This means identifying and addressing the 
risks that are likely to arise based on the nature of their 
business, the places where they conduct business, and 
the customers they serve. It also means evaluating the 
degree to which foreign parties — whether subsidiaries, 
joint ventures, or even contractors — engage in 
activities that expose their U.S. counterparts to civil 
and criminal liability. Managing these issues in 
piecemeal fashion is a recipe for failure and frustration. 
Instead, companies can best manage their risk and 
mitigate costs by conducting periodic risk 
assessments, crafting tailored internal controls, 
conducting frequent training, and coordinating 
common standards across their entire organization. 

The same principles apply in the domestic compliance 
context. Suppliers need to understand their areas of 
risk and rigorously monitor and enforce their 
compliance policies, procedures, and codes of conduct. 
Conducting periodic internal reviews, reviewing and 
updating written policies and procedures, and updating 
and enhancing training programs are all components of 
a robust compliance program. Encouraging your 
employees to report any improper, unethical, or illegal 
conduct is critical to uncovering any potential fraud 
within your organization. Clearly delineating 
responsibility for compliance with various policies and 
internal controls ensures accountability. 

Content for this section contributed by Gregory 
Husisian, Christopher M. Swift, and Brandi F. 
Walkowiak. 
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Executive Summary 
We expect 2014 to be a busy year in the area of NHTSA 
rulemaking and enforcement. The agency is set to push 
forward on a number of fronts, including: 1) 
development of policy and rulemaking in the areas of 
advanced crash avoidance technologies, autonomous 
vehicles, and driver distraction, and 2) implementing 
recently adopted enhancements to its recall processes. 
Moreover, we expect the agency to continue its 
aggressive enforcement posture, buoyed by the recent 
doubling of the statutory civil penalty maximum. As a 
consequence, manufacturers are urged to review and 
update (or adopt) safety compliance policies to help 
reduce their compliance risk. Manufacturers are 
encouraged to implement regulatory monitoring 
programs to ensure they are up-to-date on the latest 
agency regulatory and enforcement activities. 

We expect to see significant activity in the areas of 
driverless/autonomous vehicles and crash avoidance 
technologies, distracted driving, enhancements to 
recall processes, and aggressive enforcement. 

1. DRIVERLESS/AUTONOMOUS VEHICLES AND CRASH 
AVOIDANCE TECHNOLOGIES 
Over the last several years, NHTSA has been carefully 
studying the safety benefits of various advanced crash 
avoidance. The agency has been particularly focused 
on warning technologies, such as blind spot detection 
and advanced lighting; intervention technologies, such 
as lane departure prevention, crash imminent braking 
(CIB), and dynamic brake support (DBS); and automatic 
pedestrian detection and braking. Agency research has 
been focused on light vehicles (passenger cars and 
light trucks) and heavy-duty trucks and buses. 

The agency has also been studying vehicle-to-vehicle 
(V2V) and vehicle-to-infrastructure (V2I) 
communications as a way to improve the effectiveness 
and availability of these safety systems. The agency will 
assess the research data, technologies, and potential 

countermeasures and is expected to decide on next 
steps during the next year. If cost-justified, the agency 
could propose to require that vehicles be equipped 
with one or more of these technologies.  

NHTSA also has been actively researching autonomous 
vehicles in an effort to position itself to regulate them if 
(when) they become commercially available. The 
agency will continue to devote substantial resources in 
this area during the next year and beyond. 

Suppliers should be following these developments 
closely. Those that may be impacted by the adoption of 
safety standards in any of the above areas must be 
prepared to comment on agency proposals and to meet 
with NHTSA staff to share their views. In fact, 
manufacturers need not wait for a proposal before 
providing input, as the agency would welcome pre-
rulemaking (research stage) input from manufacturers. 

2. DISTRACTED DRIVING 
In April 2013, NHTSA adopted the first phase of its 
three-phase federal guidelines intended to address 
driver distraction from in-vehicle electronics. The first 
phase applies to original equipment in-vehicle 
electronic devices used by the driver to perform 
secondary tasks (e.g., communications, entertainment, 
information gathering, navigation tasks, etc.) through 
visual manual means. During 2014 and beyond, we 
expect the agency to proceed with its planned 
subsequent phases, which will cover: 1) portable and 
aftermarket devices and 2) auditory-vocal interfaces. 
Although these are “voluntary” federal guidelines, they 
are expected to strongly influence the design and 
performance of such systems in future model years. 
Therefore, suppliers whose products could be impacted 
should monitor the agency’s activities in this area and 
be prepared to comment on any proposals.  

3. ENHANCEMENTS TO THE RECALL PROCESSES 
The next year will also bring enhancements to NHTSA’s 
recall processes and procedures, which are contained 
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in an August 20, 2013 final rule. Some of these were
mandated by Congress in the MAP-21 amendments to
the Safety Act, and others were prompted by NHTSA’s
review of its recall management processes. Upcoming
changes include:

» Electronic submission of all defect/noncompliance
notifications through a NHTSA-operated web-based
portal. This should significantly streamline the
NHTSA review process and expedite public
dissemination of recall information by the agency.

» All larger-volume vehicle manufacturers — 25,000 or
more per year for light vehicles and 5,000 or more
per year for motorcycles — must provide a VIN-lookup
tool on their websites (or on a third-party website) to
enable consumers to determine the recall status of
their vehicles.

» Updates to defect notice and owner letter content
and new markings on envelopes used for owner
notifications.

4. AGGRESSIVE ENFORCEMENT
NHTSA has been aggressively enforcing its recall
regulations these past few years and we expect this to
continue. Effective July 2013, the statutory civil penalty
maximum for violating NHTSA’s recall regulations has
doubled to $35 million. The agency has asserted the
previous maximum penalty at least five times since
2010 (from $16,375,000 to $17,350,000, depending
upon the year).

Since 2010, NHTSA settled allegations of untimely
recalls at least eight times, imposing the maximum
penalty against Toyota four times and Ford once, and
settling for less than the maximum, but still in
substantial amounts, with Volvo, BMW, and Prevost

($1.5 million, $3 million, and $1.5 million,
respectively).

To reduce compliance risks, all vehicle and parts
manufacturers should have in place safety compliance
policies that provide internal guidance to company
personnel for identifying and investigating potential
safety defects or noncompliances, and for complying
with all associated NHTSA reporting requirements (e.g.,
safety recall reporting, early warning reporting, and
monthly submission of certain communications sent to
two or more customers, manufacturers, dealers, and
distributors). It is also critical that relevant personnel
are trained to the policy.

Content for this section contributed by Christopher H.
Grigorian.
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Executive Summary 
Data Security and Privacy are top of mind for many 
businesses, and auto suppliers are no different. With 
continuing advances in technology such as Cloud 
Computing and Big Data initiatives, this area is only 
increasing in importance. In 2014, suppliers are wise 
to spend time focusing on these issues and 
considering the implications of their current policies 
and procedures. As the amount of data companies 
collect, store, and use continues to grow, careful 
examination of the issues outlined below as well as the 
company’s particular needs can mitigate risk in this 
area. 

1. DATA SECURITY 
Auto suppliers, not unlike other businesses, maintain 
highly confidential and sensitive business information 
and personal data electronically. Businesses are 
networked not only internally but to outside companies 
through the Internet or other telecommunications 
connectivity. As such, auto suppliers need to have 
robust information security practices properly 
documented in information security policies. 
Businesses with good policies need ensure that the 
actual practices utilized by the organization comply 
with its data security policies. Failure to do so can 
result in an unreasonable risk of loss of company trade 
secrets, confidential business information, and 
personal information. 

2. CLOUD COMPUTING 
Cloud computing is the practice of using vendors to 
host and remotely store software applications and 
company data. This raises the same data security 
issues as discussed above, with the added complexity 
and risk that the company’s confidential information 
and personal information is in the hands of its third-
party service provider. Accordingly, companies that use 
cloud computing solutions must have robust vendor 
due diligence practices and policies, as well as 
effective procedures for ensuring appropriate 

contractual protections are obtained in agreements 
between the company and its cloud vendors. 

3. BIG DATA INITIATIVES 
Big Data is commonly understood to be the use of large 
amounts of data to derive value from complex data 
analytics — predicting outcomes and behavior based on 
very large volumes of data collected from various 
sources — very often relating to numerous data 
subjects. Big Data initiatives utilizing consumer data or 
other personally identifiable information result in 
unique compliance challenges. Often, the intended use 
of the data for Big Data purposes is different than 
when the data was originally collected from the 
consumer. This raises the issue of whether the 
consumer was clearly and properly notified of the 
intended purpose for using the personal information 
when it was collected. Failure to properly notify and 
obtain consent from consumers for use of their 
personal data can result in regulatory enforcement 
actions and private/class-action lawsuits. Accordingly, 
companies utilizing personally identifiable information 
in connection with Big Data or other data initiatives 
must ensure compliance with applicable data privacy 
laws and regulations, as well as industry guidelines and 
standards. 

4. CROSS-BORDER TRANSFERS 
Auto suppliers that receive personally identifiable 
information from a country located in the European 
Union must comply with special rules in order to 
lawfully receive the information. This would apply to 
companies in the United States with affiliates in the 
European Union, or companies in the United States 
that receive personal information from customers, 
suppliers, or other vendors located in the European 
Union. In order for the company located in the 
European Union to comply with applicable law, the U.S. 
organization must: 1) be certified under the Safe 
Harbor program operated by the U.S. Department of 
Commerce; 2) enter into model contracts that have 
been approved by the EU; or 3) adopt binding corporate 
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rules that have been approved by the European Union. 
Failure to do so can result in the EU company being in 
breach of EU law, and claims being asserted against 
the U.S. company by its trading partner in the European 
Union.  

Content for this section contributed by Chanley T. 
Howell. 
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Executive Summary 
With the explosion of data in the last few years, 
suppliers need to think about creative new ways to 
preserve, collect, and review data for litigation. Ninety 
percent of all data in the world was created in the past 
two years, per IBM Analytics. For about $90, you can 
purchase a two Terabyte hard drive, which holds 2,048 
Gigabytes. One Gigabyte can contain any number of 
pages of text (depending on the file types), but one 
Gigabyte will typically hold the equivalent of 20,000 to 
700,000 printed pages of text. Assuming that one 
Gigabyte holds about 100,000 printed pages of text (a 
conservative estimate), this $90 hard drive can easily 
hold 204,800,000 pages of text. 

Assume that a lawyer can review one page a minute — 
a brisk pace. It will take this lawyer 20 years of daily 
eight-hour days (including weekends) to review! This is 
the root of the problem litigants face in the discovery 
process — dealing with volume. Old methods of 
handling discovery no longer work when handling 
electronic discovery, because those old methods are 
no longer cost efficient. 

1. PRESERVATION 
The preservation of electronically stored information is 
the first part of the challenge. A litigant typically has a 
duty to implement a litigation hold to preserve 
information related to the litigation, and failure to 
preserve information once this duty has triggered can 
lead to a variety of sanctions against counsel and 
client. It can be challenging to identify what needs 
preserving, and to take the necessary steps to preserve 
quickly, when a typical employee will have multiple 
computers, smartphones, email accounts, and more. 

2. NEEDLES IN HAYSTACKS 
Search is the next challenge — but there is a growing 
acceptance of technology-assisted review (TAR). TAR is 
a process by which lawyers can essentially create the 
equivalent of a spam filter for relevance or privilege 

tailored to a specific case. This acts as a force-
multiplier where the judgment of a senior attorney can 
be extrapolated to a large document set using TAR 
technology. TAR isn’t necessarily easy, and it doesn’t 
work well in every case. Cases with lots of graphics, 
audio, or video do not jive well with the technology. 
Plus, given the effort it takes to get it right, human eyes 
may be cheaper in small-document cases. But TAR is 
the evolving norm on large-document cases. 

3. PRODUCTION 
Production of large volumes of electronically stored 
information can also cause issues related to privilege. 
When producing millions of emails, it is common for a 
potentially privileged document to be inadvertently 
produced. Clawback orders are an effective tool to 
protect against such waiver, and a clawback order is a 
privilege-waiver prophylactic. Federal Rule of Evidence 
502(d) gives a federal court the power to enter a 
clawback order that protects privilege in the result of 
inadvertent waiver, and as the advisory committee 
notes to 502(d) indicate, the parties do not even have 
to agree on the clawback order for the court to enter it. 
The Federal Rules advisory committee also correctly 
pointed out that such orders “are becoming 
increasingly important in limiting the costs of privilege 
review and retention, especially in cases involving 
electronic discovery[.]” 

Suppliers need their lawyers to utilize the newest 
technology for handling their Big Data litigation while at 
the same time still getting great results in the litigation.  

Content for this section contributed by Adam C. Losey 
and Brandi F. Walkowiak. 
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Executive Summary 
Like any other part of the manufacturing sector, auto 
suppliers face a number of challenges complying with 
environmental regulatory requirements, in particular 
managing and monitoring development of greenhouse 
gas emissions limits in the United States, European 
Union, and elsewhere, and chemical and hazardous 
waste management and disposal requirements that 
directly impact the sector. Unlike other industrial 
sectors, auto parts manufacturers face unique 
environmental pressures from OEMs and competitors 
to develop and maintain certain environmental 
practices such as “sustainability” programs, targeted 
waste reductions, and policing of the supply chain for 
particular hazardous materials.  

1. SUSTAINABILITY  
Sustainability remains an aspirational concept with 
widely varying benchmarks for implementation and 
achievement. Nevertheless, the race to declare one’s 
supply chain as “sustainable” or “most green” is keen. 
Achieving sustainability benchmarks that satisfy OEM 
requirements, support consumer advertising “green” 
claims, and comply with developing regulatory 
standards is no easy task. Making sure that self-
imposed “sustainability” requirements are consistently 
achievable and accurate is also not without regulatory 
risk. In many cases, achieving “sustainability” requires 
some degree of documentation and disclosure of 
environmental management that may not always be 
favorable. Therefore, the development and 
management of any sustainability initiative requires 
regulatory vigilance and honest self-evaluation in an 
ever-changing regulatory landscape.  

2. SUPPLY CHAIN CERTIFICATION REQUIREMENTS 
Auto suppliers face a myriad of challenges maintaining 
extra-regulatory compliance with contractual clauses 
requiring that they certify manufactured parts as 
“asbestos-free,” “lead-paint-free,” “chromium-free,” 
free of so-called “blood minerals,” and so forth.  

 

This can be particularly challenging where parts are 
made in jurisdictions with loose regulatory standards or 
enforcement and are then shipped for assembly in 
countries with more exacting standards. Failing to 
properly police such requirements exposes parts 
suppliers not just to regulatory enforcement in a variety 
of jurisdictions but the perhaps greater risk of 
economic damages from customer claims and recall 
liability.  

3. REGULATORY COMPLIANCE 
Navigating various regulatory requirements remains 
challenging for parts suppliers whose products end up 
in jurisdictions with a crazy-quilt set of environmental 
standards. From the continuing requirements of the EU 
REACH programme to the evolving greenhouse gas 
emissions requirements in the European Union and 
elsewhere, the challenge of monitoring and then 
implementing effective compliance programs is 
ongoing. 

Environmental 
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4. LEGACY ENVIRONMENTAL CLEANUP LIABILITY 
For the many suppliers and their successors who have 
emerged from bankruptcy or other corporate 
reorganization, planning for potential legacy 
environmental cleanup liabilities requires continued 
close monitoring of U.S. court cases. Recent case law 
both in the bankruptcy context (e.g., In re Bos. & Me. 
Corp. 2013 BL 264416, (D. Mass.)) and those relating 
to liability apportionment post Burlington Northern 
have particular relevance to the auto industry and 
legacy suppliers and will no doubt continue to evolve in 
2014. 

Content for this section contributed by Linda E. 
Benfield, Brian H. Potts, and Gary S. Rovner. 
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Executive Summary 
Manufacturers often employ thousands of workers. 
Many employment-related issues face suppliers in 
2014. Some include finding qualified employees, 
properly classifying workers, and preventing retaliation 
claims. The risk in each area can be reduced through 
the creation and implementation of proper policies and 
procedures and ensuring that managers and 
employees are regularly trained and reminded of their 
employer’s expectations. 

1. FINDING QUALIFIED EMPLOYEES 
Many suppliers are having difficulty finding qualified 
individuals to fill skilled manufacturing positions. It is a 
good problem to have, but a problem nonetheless. Part 
of the issue may stem from the fact that, because the 
resurgence of manufacturing was not widely predicted, 
the message to young people entering the workforce 
was to look elsewhere. Additionally, the high-skilled 
positions needed by next-generation manufacturers 
demand college degrees, sophisticated technical 
training, and/or apprenticeships. Educational 
institutions have not necessarily equipped potential 
employees with the skills to meet the needs of the 
evolving, and increasingly high-tech, manufacturing 
sector. 

To combat this problem, employers must develop a 
long-term employee strategy that includes identifying 
future needs, developing a plan to meet them, and 
sticking with the strategy in spite of short-term 
pressures. Manufacturers must adapt their recruiting 
methods to today’s environment, leveraging social 
media and recruiting talent overseas. New graduates 
need to be convinced that manufacturing offers a long-
term career path. Creating a positive and high-energy 
work environment that encourages innovation and 
addresses generational changes will go a long way 
toward attracting and retaining key talent. Ensure that 
your hiring practices comply with the law. 

Employers should also do their best to resist regular, 
demoralizing reductions in workforce to meet short-
term profit goals. And when reductions are necessary, 
they must be done carefully with an eye on preserving 
human capital needs. The culture should reward 
achievement through compensation and intangible 
recognition, and make quicker, but fair, decisions to 
end the employment of non-performers. 

2. WAGE AND HOUR ISSUES 
The Internal Revenue Service and U.S. Department of 
Labor — as well as plaintiff’s attorneys — continue to 
focus on wage- and hour-related issues. For 
manufacturers, these issues can stem from a wide 
variety of areas. For example, employers may classify 
workers as independent contractors when they actually 
qualify as employees. Employers may be responsible 
for, among others, unpaid unemployment insurance 
premiums, workers’ compensation premiums, and 
overtime if it is determined that such workers were 
improperly classified. There are many factors to 
evaluate when classifying workers, but, at its most 
basic, the more the employer controls about the 
relationship, the more likely it is that the worker should 
be classified as an employee. Audit your workforce 
regularly to ensure proper classification. 

The second common wage and hour issue for 
manufacturers is off-the-clock work. Employers can be 
on the hook for additional wages, overtime, and 
applicable penalties should employees perform more 
than de minimus work during periods for which they 
receive no pay. These issues arise when non-exempt 
employees, for example, work during an unpaid lunch 
period or respond to emails after work hours. Often, 
such claims center around donning and doffing issues 
— the time spent putting on protective clothing before 
work and removing it after work. Enforcing strict 
policies and procedures regarding all such activities 
can lessen the risk. 

Labor and Employment 
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3. RETALIATION CLAIMS 
Employees who engage in protected activity — 
essentially complaining about conduct they reasonably 
believe is illegal — may perceive that they are treated 
worse or targeted after making such complaints. 
Retaliation claims from these employees continue to 
rise. Recent U.S. Supreme Court decisions have 
expanded the definition of protected activity, who is 
protected, and what constitutes retaliation. 
Manufacturers must adopt no tolerance policies, 
making it clear that they prohibit retaliation in any 
form. Train managers about what constitutes 
retaliation and how to avoid it. Limit those who know 
about the protected activity to the extent possible. And 
remember, taking adverse action against a person who 
is not a whistleblower, but is close to a whistleblower, 
will likely still be considered unlawful retaliation. 

Content for this section contributed by Jennifer L. 
Neumann. 

http://www.foley.com/jneumann/
http://www.foley.com/jneumann/
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Executive Summary 
Patent litigation case filings by non-practicing entities 
(NPEs) against practicing entities (manufacturers of 
products) continue to increase. Although the legislature 
has enacted reforms in new legislation, businesses still 
face substantial problems. Various inexpensive 
methods exist that may be used by practicing entities 
to defend against and deter non-practicing entities. 
One method is to seek attorney’s fees from non-
practicing entities in exceptional cases. Other patent 
litigation concerns include avoiding suit from 
subcontractors by obtaining appropriate licenses. We 
are at the forefront of developing innovative techniques 
to handle patent litigation issues, in a cost effective 
manner. 

1. INCREASED PATENT LITIGATION 
The number of patent litigation suits continues to 
increase. The chart below is data from a 
PricewaterhouseCoopers Patent Litigation Study 
released in 2013. 

 

Given the proliferation of software in the modern 
automobile, and the frequency of NPE suits involving 

software-related patents, however, the increase in 
patent litigation is likely to accelerate further. 

Some actions that automotive suppliers may take to 
stem the onslaught of patent litigation include clearing 
products prior to manufacturing or release. Other 
preventative measures may include increasing patent 
filings where the patent applications are published in 
18 months. Further, each company should adopt 
innovative litigation strategies involving immediate 
actions to resolve patent litigation suits. 

2. SEEKING ATTORNEY’S FEES FROM NON-
PRACTICING ENTITIES 
The Federal Circuit recently affirmed an award of $1.6 
million in attorney’s fees to the defendants in a patent 
suit in Taurus IP, LLC v. DaimlerChrysler Corp., 726 
F.3d 1306 (Fed. Cir. 2013). Attorney’s fees may be 
awarded to a defendant in patent cases when the 
ligation is objectively baseless and is in subjective bad 
faith. To be objectively baseless, the patentee’s 
assertions, whether manifested in its infringement 
allegations or its claim construction positions, “must be 
such that no reasonable litigant could expect success 
on the merits.” Id. at 1309.  

A. OBJECTIVELY BASELESS 
In Taurus, the Federal Circuit ruled, “Taurus [the non-
practicing entity] improperly asserted and maintained 
its positions in the litigation.” The Federal Circuit 
reasoned “no reasonable litigant in Taurus’s position 
[after the claim construction] could have expected a 
finding that a web surfer accessing the accused 
external websites satisfied the requirement for a ‘user,’ 
as recited in claim 16.” The court also stated, “when 
patentees have sought unreasonable claim 
constructions divorced from the written description, the 
Federal Circuit has found infringement claims 
objectively baseless.” According to the Federal Circuit, 
“the specification and prosecution history clearly refute 
[the patentee’s] proposed claim construction. Thus, the 
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patentee’s infringement claims were objectively 
baseless.”  

B. SUBJECTIVE BAD FAITH 
The Federal Circuit ruled that the patentee’s proposed 
claim construction ignored the entirety of the 
specification and the prosecution history, was thus 
unsupported by the intrinsic record, was frivolous and 
supported a finding of subjective bad faith. The Federal 
Circuit reached a conclusion that Taurus subjectively 
knew that the DaimlerChrysler patent suit lacked a 
reasonable basis and was, therefore, pursued and 
maintained in bad faith.  

3. AVOIDING PATENT SUITS FROM SUBCONTRACTORS 
When an automotive supplier negotiates intellectual 
property rights, the automotive supplier might not focus 
on obtaining rights from its subcontractors. Instead, 
the focus of intellectual property rights negotiations 
may be between the automotive manufacturer and the 
automotive suppliers. Automotive suppliers may use 
subcontractors to manufacture the parts for an 
automotive manufacturer or a parts store. 

The subcontractor may develop various intellectual 
property rights (e.g., patents) as the subcontractor 
solves the problems related to assembling the 
manufacturing equipment and method for 
manufacturing a part. In particular, the problems that 
are solved in order to manufacture the part may be 
appreciated only by the subcontractor. In some 
instances, the subcontractors may file patent 
applications based on the methods and systems for 
assembling the part. 

When the subcontractor fails to grant the automotive 
supplier the appropriate intellectual property ownership 
or licenses, the automotive supplier may be exposed to 
liability. For example, when the automotive supplier 
changes subcontractors, the original subcontractor 
may assert its intellectual property rights against the 
automotive supplier. The intellectual property rights 
may include patents that are directed to the method or 
apparatus of manufacturing the part. The method or 
apparatus may have been invented based on the 
requirements of the automotive supplier. 

Accordingly, when negotiating with the subcontractor, 
the OEM may want to include contractual provisions 
that include an assignment or license for any 
intellectual property rights that are developed in 
connection with the subcontractor’s work for the OEM. 
Moreover, an automotive supplier may wish to have the 
intellectual property licenses for a combination of all 
parts that are manufactured by the subcontractor in 
each contract. 

Content for this section contributed by Victor de 
Gyarfas and Kumar K. Maheshwari. 

http://www.foley.com/vdegyarfas/
http://www.foley.com/vdegyarfas/
http://www.foley.com/kmaheshwari/
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With the recent high-profile recalls
involving Toyota and GM, auto
suppliers are anticipating a spike in
recalls and asking themselves how to
prepare for this inevitability.

As a start, auto suppliers need to understand National
Highway Traffic Safety Administration (NHTSA)
procedures and regulatory concerns. Auto suppliers
also need to consider the fact that liability is no longer
limited to civil penalties and lawsuits, as the U.S.
Department of Justice has turned its attention to
potential criminal liability related to these recalls.
Suppliers should take steps to ensure that their
responses to recalls and potential defects are efficient,
transparent, thorough, and timely. Auto suppliers need
to remind themselves of best practices in contracting,
particularly with respect to warranty provisions. Finally,
suppliers must have pre-litigation protocols in place,
including document and product preservation
procedures, among others.

Foley has prepared this information to help suppliers
make the necessary preparations and take steps to
minimize liability as recalls in the industry increase and
expose suppliers to significant risk.

Supplier NHTSA-Regulatory Concerns
» Supplier’s Independent Defect Reporting

Obligation. In the typical case, the vehicle
manufacturer initiates and leads the investigation
into a potential safety defect involving original
equipment installed in its vehicles. However, the
original equipment supplier is a manufacturer of
“motor vehicle equipment” and, therefore, has an
independent legal obligation to identify and report
safety defects to NHTSA. Suppliers should invoke

and apply their internal safety review procedures
for this purpose. In the event the supplier makes a
safety defect determination concerning its
component, it must notify NHTSA, unless both (i)
the part or component is supplied to only one
vehicle manufacturer and (ii) the vehicle
manufacturer elects to report the issue to NHTSA.
If the part is supplied to more than one vehicle
manufacturer or distributed in the
replacement/aftermarket, the supplier must
submit its own defect report to NHTSA. Suppliers
should review and update their safety review
policies and procedures, and ensure that all key
personnel are trained.

» Consult the Relevant Provisions of the OEM and
Purchasing (Lower-Tier) Contracts. It is important
to understand the contractual framework of the
supplier’s cooperation with, and potential liability
to, OEMs. Likewise, in situations where a potential
defect may involve components supplied by lower-
tier suppliers, it is critical that the supplier review
all relevant purchasing contracts. In both cases,
the focus should be on provisions related to recall
decision-making and reporting, cooperation,
design responsibility, and allocation of recall
responsibility (cost recovery). Suppliers should
update their purchase order terms and conditions
to ensure they contain appropriate contractual
protections.

» Document Sharing and Confidentiality. If NHTSA
has commenced a defect investigation involving a
manufacturer’s vehicles, it is likely the OEM will be
asked to submit supplier confidential information
(e.g., design and engineering documents, test
data, and so forth) to NHTSA. Such documents
may already be in the OEM’s possession, or the
OEM may ask the supplier for such documents in

Auto Suppliers Prepare for
Barrage of Recalls
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order to respond to NHTSA’s information request.
In either case, the supplier should consider the
confidentiality of such documents and demand
that the OEM seek confidential treatment in
accordance with NHTSA’s regulations. This
requires marking the documents as “Confidential
Business Information,” providing an executed
certificate in support, and setting forth the basis
for confidentiality under the relevant FOIA
exemption(s).

» Prepare to Advocate the Supplier’s Position. The
supplier should develop its own position
concerning whether the vehicle or the supplied
component contains a safety-related defect within
the meaning of the Safety Act and NHTSA’s
regulations. In doing so, the supplier should
consider past NHTSA recalls and investigations
involving similar components, as these can provide
useful guidance in determining whether a recall is
warranted under a particular set of circumstances.

» Monitor NHTSA Developments. Suppliers should
regularly monitor NHTSA-related developments
and communicate those developments to
appropriate supplier personnel. At a minimum,
suppliers should monitor new recalls and
investigations (including manufacturer
submissions related to those actions) and
regulatory developments that may affect the
supplier or its products, such as proposals for new
safety standards or amendments to existing
standards.

Recognizing Criminal Exposure and Limiting
Potential Criminal Liability
In addition to traditional civil liability arising from
product recalls, such as warranty and products liability
claims and civil penalties imposed by NHTSA, suppliers
now face potential criminal exposure. In March 2014,
the U.S. Department of Justice announced it had
entered into a deferred prosecution agreement with a
major OEM for one count of wire fraud and imposed a
staggering $1.2 billion penalty.

Criminal investigation and potential prosecution
associated with product recalls is a huge risk that could

result in prison sentences for executives and large
fines for the supplier. The intangible effects of a
criminal case, such as damage to the supplier’s
reputation or fleeing of important business partners
and customer relationships, are significant.

The government takes the approach that auto
companies have a duty to be transparent about vehicle
safety issues. Accordingly, government investigations in
these scenarios will focus on the following:

» When the auto company had knowledge of a
potential defect (including whether executives
were willfully blind to the problem)

» Whether the information was disclosed in a timely
manner

» Whether the company made misleading
statements to the public about vehicle safety

» Whether the company took prompt action to
remediate the issue

Suppliers should take the following steps to ensure
that their defect evaluation procedures are efficient,
thorough, and well documented.

» Document the Procedures. Maintain
documentation regarding product safety testing
and inspection.

» Encourage Reports. Encourage all members of the
various business units to raise concerns about
potential product defects early and often. As in any
area of compliance, a tone from the top must be
established that encourages employees to speak
out and raise concerns when issues arise. An
environment in which employees feel comfortable
raising issues brings problems to light so that they
can be addressed before they become more
significant.

» Establish a Chain of Command. Have a clear chain
of command regarding who is responsible and
accountable for decision-making associated with
fielding and addressing reports of product defects.
When reports come from customers or end users,
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there must be a clear protocol about what steps
need to be taken to address the report. If there is a
written policy about how these reports should be
addressed, the policy must be followed. It does not
help a supplier to have an excellent written
protocol that is not adhered to in practice. In fact,
failure to follow your own protocols can be
damaging to a supplier in civil and criminal
litigation alike.

» Address Legitimate Reports Immediately. Suppliers
need to understand when a report requires an
internal investigation. Similarly, suppliers need to
be mindful of when it makes sense to bring in
outside counsel because of their experience and
ability to conduct investigations pursuant to the
attorney-client privilege. Suppliers should also
consider bringing in firms that have true
independence so that the ultimate findings of the
investigation do not create an appearance of bias
or impropriety.

» Document Decision-Making. Decisions to
investigate a report or not investigate a report
need to be well documented. The supplier needs
to have clear and transparent decision-making and
good reasons why certain steps were or were not
taken.

» Remediate. If remediation is recommended or
required, the remediation must be made. An
investigation report recommending next steps that
are not carried out can be damaging evidence in
civil and criminal cases alike.

» Consider a Government Disclosure. When
suppliers identify a mistake or problem within their
organization, they need to work with outside
counsel to determine if a disclosure to the
government — such as a safety defect notification
— is required.

Suppliers may avoid criminal liability by acting in good
faith and doing the right thing. Encouraging reports,
establishing clear policies and procedures for effective
handling of complaints, responding to reports in a
timely and thorough fashion, having a chain of
command and accountability, documenting decision-

making at each critical juncture, conducting thorough
internal investigations, bringing in outside counsel
when needed, and making the appropriate disclosures
to the government as needed are all steps that should
be taken.

Warranty Risk Management
Warranty risk management can take place on the front
end, too, with best practices in contracting and
processes.

» Include Clear Specifications and Disclaimers. In
the contracting process, clearly set the
specifications to which the product is to be
designed and/or manufactured, and disclaim any
inapplicable warranties, including implied
warranties outside the scope of design
responsibility.

» Address Alternative Designs. Consider
documenting suggested alternative designs for a
more robust or superior-performing product that
are declined by the customer.

» Document Product Testing. Determine and
document the product test procedures and results,
as well as who is responsible for which level of
testing, establishing the testing and acceptance
criteria, and recording results.

» Consider Dealer Repair Codes. Understand dealer
repair coding and how such codes may apply to
the product. Determine protocols for analyzing root
causes for repair codes that could implicate the
product.

» Establish a Protocol for Claims. Determine an
express protocol for warranty claims, including
product return, inspection, and establishing the
root cause for failure.

» Consider the Length of the Warranty Period.
Understand the warranty period that will apply to
the product, when the warranty will begin to run,
and the obligations under the warranty claim.

» Other Risk Allocation. Consider additional
protection from warranty risks through the use of
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complementary contract provisions related to
insurance, indemnities, and dispute resolution.

Investigation Into the Underlying Defect
A critical part of preparing for a potential recall is the
investigation. In this stage, the supplier works to
determine the root cause of the potential recall, and
identifies internal and external experts to assist in the
investigation. A proper investigation will go a long way
toward preparing the supplier for potential litigation
and informing its defenses regarding future demands
for reimbursement. Moreover, the thoroughness and
diligence of the investigation will be a subject of
considerable scrutiny in any subsequent dispute or
investigation.

» Review the Contract. Review applicable terms and
conditions to understand warranty obligations,
including applicable warranty periods, express
warranties, and indemnification obligations. This is
the first step in any recall or investigation. The
contract will inform the supplier of its rights and
obligations with respect to the recall costs. Also,
consider communicating with sub-suppliers
regarding their warranty and indemnification
obligations.

» Review Insurance Policies. Check the supplier’s
insurance policies and notify any carriers of
potential claims and demands. It never hurts to
provide notice, and the failure to provide notice
may invalidate coverage.

» Request the Return of Parts/Assemblies. Request
the return of any parts/assemblies identified as
part of a potential recall. It can be difficult to
obtain parts or assemblies that exhibit the failure
mode, but these are essential to conducting a root-
cause investigation.

» Form a Crisis Management Team. Identify a small,
core team that includes representatives from all
major areas of the supplier: executive, legal,
finance, engineering, customer service, and so
forth.

» Identify Experts. Identify both internal and external
experts with experience in the investigation of the

specific root cause and failure mode. The supplier
may start out thinking it needs a mechanical
engineer but wind up needing someone with much
more specific expertise.

» Determine the Root Cause of the Failure Mode. A
supplier will likely be informed of the failure mode
involving its product (e.g., engine stall) when
notified of a potential defect or recall. The purpose
of the investigation is to determine the root cause
of that failure, which may well involve parts that
are not manufactured or supplied by the supplier.

Pre-Litigation Management and Preservation
of Evidence
Once a supplier is notified about a potential recall, it
may feel like it is on the defense. Here, we focus on
precautionary measures that the supplier can take
before a lawsuit is filed to help reduce the supplier’s
exposure for recall or warranty costs.

» Public Statements. Avoid making any public
statements about the recall or statements to other
parties involved in the recall. If necessary, identify
a supplier spokesperson for press releases,
statements, and so forth and develop key
messages to be delivered by the supplier, with
talking points regarding the specific product, safety
information, and solution for the issue.

» Retain Outside Counsel. Identify and retain outside
legal counsel to assist in preparing the litigation
hold and preparing the supplier for potential
disputes.

» Prepare a Litigation Hold. The litigation hold
instructs employees to preserve all relevant
documents regarding the product at issue and
documents related to the warranty issue or recall.
The notice should include all relevant information
regarding the product, contract, issue, and dispute
and contains instructions for searching and
retaining documents. The instructions should list
critical dates/timeframes, departments, employee
names/positions, files by name and type, and key
parties or search terms.
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» Determine the Distribution of the Hold. Work with
key employees involved in the validation of the
product, investigation into the issue, and recall to
determine the proper distribution list for the
litigation hold notice. There should also be a
mechanism for employees to identify additional
current and former employees who may have
responsive information, but who were not included
in the original distribution list.

» Task Specific Employees to Collect Data. For each
location/facility, identify key employees in each
department who will be tasked with collecting and
preserving electronic data and information on
shared drives or in shared hard copy files. Arrange
conference calls with the IT department(s) to
ensure that systems are in place to preserve
electronic data and hard copy documents,
including hard drives of former employees and
employees who have switched locations.

» Monitor Communications With Customers. Instruct
all employees who communicate with customers
that they must be careful in what they say to the
customers. Any statements made to the
customers, verbally or in writing, can be used by
the customers in any dispute over which party
should pay for the recall costs and expenses.

For More Information
For more information on our Automotive Industry Team
and its capabilities, please contact:

Christopher H. Grigorian
Washington, D.C.
202.672.5542
cgrigorian@foley.com

Brandi F. Walkowiak
Detroit, Michigan
313.234.7145
bwalkowiak@foley.com

Jeffrey A. Soble
Chicago, Illinois
312.832.5170
jsoble@foley.com

Mark A. Aiello
Detroit, Michigan
313.234.7126
maiello@foley.com

Vanessa L. Miller
Detroit, Michigan
313.234.7130
vmiller@foley.com

Lauren M. Loew
Chicago, Illinois
312.832.5393
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Overview
In the manufacturing supply chain, parties 
often enter into contracts that lack a term of 
duration. Blanket purchase orders without 
a set quantity or a set duration are, as one 
judge observed, “commonplace in the auto-
motive industry in Michigan.”1 The majority 
of contracts arising by virtue of such blanket 
purchase orders are contracts of indefinite 
duration within the meaning of section 2-309 
of the Uniform Commercial Code (“UCC”). 
Under that section, “[w]here the contract 
provides for successive performances but is 
indefinite in duration it is valid for a reason-
able time but unless otherwise agreed may 
be terminated at any time by either party.”2 
The same UCC section dictates that “[t]ermi-
nation of a contract by one party except on 
the happening of an agreed event requires 
that reasonable notification be received by 
the other party.”3

Contracts of indefinite duration give rise 
to a number of issues under UCC 2-309. The 
overriding issue is quite basic—when does 
your contract end? More specifically, the is-
sues are: (1) what constitutes a contract of in-
definite duration; (2) what qualifies as “rea-
sonable time” during which the contract of 
indefinite duration remains “valid”; and (3) 
what length of notice period is required to 
terminate such a contract. This article will 
provide guidance to practitioners navigating 
through these issues, both in the remedial 
and preventative contexts.

Contract of Indefinite Duration: 
Definition
The UCC does not define what qualifies as a 
“contract of indefinite duration.” One critical 
distinction is the difference between a con-
tract of indefinite duration and one of perpet-
ual duration. Perpetual contracts run without 
end and do not have a provision for termina-
tion.4 Indefinite contracts also run without a 
fixed end but, in contrast to perpetual con-
tracts, can be terminated at the election of 
either party. Unless a contract contains clear 
language conferring a perpetuity of obliga-
tion, most courts are loath to interpret the 

contract as perpetual.5 In their disfavor of 
contracts of perpetual duration, courts rec-
ognize that “[t]oday’s fashion will tomorrow 
or the next day inevitability fall the way of 
the buggy whip, the eight-track tape and the 
leisure suit.”6 Thus, even where the contract 
specifies it is to last “indefinitely” or “as long 
as [the parties] remain in [certain] business,” 
courts frequently will avoid the construction 
conferring perpetual duration.7 

On the other side of the spectrum, courts 
frequently struggle to distinguish between 
contracts of indefinite duration, terminable 
at will, and contracts of fixed duration, termi-
nable only upon the passage of time or occur-
rence of a designated event. While contracts 
fixing certain duration present relatively few 
problems, litigation is more common where 
the contract provides for termination upon 
occurrence of a specific event or condition. In 
the latter scenario, the classification depends 
on whether the event triggering termination 
is phrased as an exclusive condition for ter-
mination. If not, the contract likely is one of 
indefinite duration.8 But where the conditions 
upon which the contract is terminated are ex-
clusive (such as when the clause at issue pro-
vides for the termination “only” or “solely” 
under the specified set of circumstances), the 
contract becomes one for a definite term and 
is therefore no longer terminable at the will 
of any party.9 

Similarly, where termination of a contract 
is contingent on an event that is unlikely to 
happen, such as bankruptcy or death, the 
contract is most likely one of indefinite du-
ration.10 But where the contract provides for 
automatic renewal rights, it usually is not 
considered a contract of indefinite duration.11 
Most commonly, such contracts require all 
parties’ consent to effectuate a renewal, at 
which point they renew for another fixed 
term.12 

Finally, where the contract provides for 
termination in the event of a breach, such a 
contract can still be one of indefinite dura-
tion.13 This interpretation is required by Of-
ficial Comment 9 to UCC 2-309, which ex-
plains that for-cause cancellation of the con-

Risks and Strategies with Contracts 
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The UCC 
 does not 

define what 
qualifies as 
a “contract 

of indefinite 
duration.”

tract is “not the kind of termination covered 
by the present subsection.”14

“Reasonable Time” During Which 
Contract of Indefinite Duration Is 
“Valid”
Under UCC 2-309(2), the contract of indefi-
nite duration “is valid for a reasonable time 
but unless otherwise agreed may be ter-
minated at any time by either party.”15 On 
its face, it is not clear whether “reasonable 
time,” as referenced in UCC 2-309(2), trumps 
the termination rights of the parties or is sub-
ordinate to them. The official comment to 
this subsection is not particularly helpful in 
resolving this question. It provides:

Subsection (2) applies a commercially 
reasonable view to resolve the conflict 
which has arisen in the cases as to con-
tracts of indefinite duration. The “rea-
sonable time” of duration appropriate 
to a given arrangement is limited by 
the circumstances. When the arrange-
ment has been carried on by the parties 
over the years, the “reasonable time” 
can continue indefinitely and the con-
tract will not terminate until notice.16

Some courts interpret this language to 
mean that termination cannot be effected, 
despite an otherwise reasonable notice, un-
til “at least reasonable time has expired.”17 
These courts essentially read a reasonable 
minimal term of duration into the contract, 
then still require a reasonable notice of termi-
nation. In the UCC context, this situation has 
been found in distributorship contracts (par-
ticularly ones for exclusive distributorship) 
or other contracts where the business rela-
tionship is based on “some considerations 
other than the services to be rendered.”18 
For example, where a company is required 
to invest in inventory or other assets of the 
terminating party or to maintain warehouse 
space for the storage of such inventory, the 
arrangement goes beyond a simple agree-
ment for providing personal services and a 
contract can be terminated only after a rea-
sonable duration and reasonable notice.19 In 
assessing what qualifies as “reasonable time” 
during which the contract is “valid,” courts 
take into account the length of time the dis-
tributor needs to recover its investment and 
to earn a reasonable profit.20 

Unless the contract is a distributorship 
agreement or imposes some other peculiar 
commitment on the part of the supplier, how-
ever, this line of cases is largely inapplicable 

to business contracts.21 Further, in Michigan, 
a distributorship agreement between a man-
ufacturer and a distributor of goods that does 
not identify the quantity of goods in writing 
is not a contract for the sale of goods within 
the meaning of the UCC.22 Thus, for the ma-
jority of supply contracts, no minimum dura-
tion is inferred in the contract, and any party 
remains free to terminate the contract at will, 
upon reasonable notice.

Reasonable Notification for 
Terminating a Contract of 
Indefinite Duration
Although a party may choose to terminate a 
contract of indefinite duration at will, it must 
give the other party “reasonable notification” 
of its intention to terminate.23 UCC 2-309 
states in relevant part:

Termination of a contract by one party 
except on the happening of an agreed 
event requires that reasonable notifica-
tion be received by the other party and 
an agreement dispensing with notifica-
tion is invalid if its operation would be 
unconscionable.24 
As comment 8 to UCC 2-309(3) explains, 

the rule requiring reasonable notification 
“recognizes that the application of principles 
of good faith and sound commercial practice 
normally call for such notification of the ter-
mination of a going contract relationship as 
will give the other party reasonable time to 
seek a substitute arrangement.” UCC 2-309(2) 
represents a codification of the common-law 
rule that a contract is terminable upon rea-
sonable notice.25 The purpose of the reason-
able notice requirement is “to afford the par-
ty losing the contract an opportunity to make 
appropriate arrangement in lieu thereof by 
dispersing inventory, adjusting work force, 
exploring probable alternatives, and in gen-
eral, ‘getting his house in order’ to proceed in 
absence of the former relationship.”26 

What constitutes reasonable notice of ter-
mination depends on the facts of the particu-
lar case and is frequently a decision reserved 
for the fact finder.27 Overall, the inquiry de-
pends on the amount of time necessary for 
the non-terminating party to find a new 
source of supply.28 In the automotive indus-
try, locating and qualifying a successor sup-
plier can be a lengthy process. The extensive 
quality testing can push the time line out six 
to twelve months. 
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Cases interpreting UCC 2-309(3) flesh out 
several factors relevant to evaluating reason-
ableness of the notice. They include:

•	Duration of the Contractual Rela-
tionship Between the Parties. Gener-
ally, the length of the notice required 
is proportionate to the duration of 
the contractual relationship between 
the parties. One court interpreting 
UCC 2-309(3), for example, over-
ruled objections to reasonableness of 
the termination notice where a paper 
mill orally informed its distributor of 
five years that it wished to terminate 
him ten months in advance, although 
the mill gave the distributor a formal 
notice of termination only the day 
of the termination.29 Courts have 
approved a notice of three months to 
terminate a contractual relationship 
of one year,30 a notice of two months 
to terminate a distribution contract 
of fifteen years,31 and a notice of six 
months to terminate an exclusive dis-
tributorship arrangement of twelve 
years.32 Considering the variations 
in the notice found in these cases, it 
is impossible to deduce a hard-and-
fast formula tying the length of the 
contract to the length of the notice.

•	Centrality of the Product at Issue 
to the Aggrieved Party’s Business. 
Another significant factor relevant 
to reasonableness of the notice is the 
centrality of the product at issue to 
the party’s business, as measured 
by the percent of sales and profits 
attributed to the product, the extent 
of the party’s investment in the con-
tract, and how integral the product 
is to the party’s other business.33 

•	Product’s Uniqueness and Tightness 
of the Corresponding Market. “If [a] 
party is able to obtain another sup-
plier before the performance of the 
party effecting termination becomes 
due, then it necessarily follows that 
the terminating party has furnished 
reasonable notice and will not be 
responsible for damages.”34 Con-
versely, if the product is difficult to 
find and the market is difficult to 
enter, a longer notice of termination 
will be necessary.35 

•	Good Faith of the Terminating 
Party. Where the terminating party 
encourages the other party to expend 

additional resources toward the con-
tract it intends to terminate, a longer 
notice period might be appropri-
ate to purge the taint.36 While some 
courts recognize that, absent the 
existence of a fiduciary relationship, 
contract law “does not require par-
ties to behave altruistically toward 
each other,”37 at least one Michigan 
court imposed a duty of good faith 
and fair dealing in terminating the 
contract arising out of a purchase 
order.38 

•	 Inventory on Hand of the Aggrieved 
Party. Sometimes, even a notice of 
termination effective immediately 
may be reasonable if the aggrieved 
party has sufficient inventory of the 
product on hand to last until it can 
find a substitute provider.39 Thus, if 
the aggrieved party has been order-
ing materials far in advance and has 
several months’ supply of the prod-
uct in stock, the notice of termina-
tion will be shorter.40 

•	Aggrieved Party’s Investment 
into, and Profit from, the Contract 
Being Terminated. Particularly with 
respect to franchise and distributor-
ship contracts, courts look at how 
much investment the non-terminat-
ing party made into the contract and 
how much profit it has been able to 
derive therefrom.41 In Michigan, this 
factor does not come into play, at 
least explicitly, in situations outside 
the distributorship/franchise con-
text.42

•	 Industry Practice in Terminating the 
Contract. Industry practice is anoth-
er factor that is relevant to assessing 
reasonableness of the notice of ter-
mination under UCC 2-309(3).43 

Takeaways
On the one hand, contracts of indefinite 
duration offer welcome flexibility. They 
allow parties to terminate their relationship 
at any point without having to wait for the 
expiration of the term. Such contracts are 
also common in the purchase order context, 
where purchase orders are issued, often 
electronically, without any negotiation of 
specific terms. On the other hand, however, 
contracts of indefinite duration are fraught 
with uncertainty that surrounds concepts of 
“reasonable notification” and “reasonable 
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time” during which the contract is to remain 
“valid.” It is often hard to determine wheth-
er the contract qualifies as one of “indefinite 
duration” in the first instance. 

To avoid the classic pitfalls associated 
with contracts of indefinite duration, parties 
are advised to review their terms or condi-
tions or other contractual documents and 
to give due consideration to the following 
guidelines.

•	 If You Intend a Contract of Definite 
Term—State the Term. If you intend 
to lock down a critical supply source 
for a three- or five-year period, 
state the length of the contract in no 
uncertain terms. You can add provi-
sions that allow for an “early out” 
(e.g., the supplier fails to remain 
competitive on price). Whether on 
the face of the purchase order or in 
the accompanying terms and condi-
tions, you must set forth a term.

•	 If You Want a Contract of Indefinite 
Duration—Say So. If you do not 
want a fixed duration contract, add 
language specifying that a contract 
is one of indefinite duration within 
the meaning of UCC 2-309. The con-
tract can then be terminated at either 
party’s convenience. 

•	Avoid Ambiguities in the Provi-
sion for For-Cause Termination. 
Automatic renewal clauses, some-
times called “evergreen clauses,” 
have been the source of much litiga-
tion. Parties often “forget” to send 
a notice of non-renewal. If you use 
one of these provisions, identify the 
specific circumstances calling for ter-
mination prior to the intended term 
and specify those circumstances in 
the for-cause termination provision. 
Consider whether to include a cure 
period.

•	Avoid Ambiguities Arising From the 
Automatic Renewal Provision. If 
the contract states that it will “auto-
matically renew” or “automatically 
renew absent mutual consent to ter-
minate,” be sure to address whether 
automatic renewal extinguishes the 
parties’ rights to terminate the con-
tract for yet another term. Keep in 
mind that many courts consider 
the combination of the automatic 
renewal and termination provisions 
to give rise to ambiguity and to war-

rant introduction of parol evidence.
•	Agree on the Length of Notice in 

Advance. While the parties can 
specify the duration of the notice in 
advance, it must be noted that UCC 
1-204 invalidates a clause that speci-
fies an unreasonable period of time 
for giving notice pursuant to UCC 
2-309(3). Because termination spurs 
much litigation, the parties are nev-
ertheless well advised to include 
a notice provision. For many stan-
dard contracts without any special 
aspects, a 30- to 60-day termination 
notice would be considered reason-
able.

•	 A Termination for Convenience 
Clause May Make Sense. Although 
the pace of today’s commercial trans-
actions makes it difficult to negotiate 
contracts consisting of a purchase 
order and terms and conditions, 
termination frequently proves to be 
one of the most critical commercial 
issues in the transaction. Thus, the 
party may want to reserve the right 
to terminate the purchase order for 
its convenience at any time. If nei-
ther party has made a major invest-
ment, such as a purchase of capital 
equipment, and a successor source 
of supply can easily be obtained, a 
termination for convenience clause 
may be perfectly appropriate.
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By John R. Trentacosta

The Uniform 
Commercial Code
T H E M E  I N T R O D U C T I O N

We are very pleased to present this month’s theme issue. The 
economic turmoil of the past two years has placed a great 

strain on all businesses, especially manufacturing companies in the 
Midwest and particularly in Michigan. This economic strain has put 
pressure on the supply chain, which has companies reviewing all 
their contracts, especially supply contracts: Do I have a fi xed-price 
contract? For what period of time must I supply? What can I do if my 
supplier stops shipping or threatens to stop shipping?

When issues arise under supply contracts, the Uniform Com-
mercial Code necessarily comes into play. Article 2 of the Uniform 
Commercial Code governs transactions in goods and has been 
adopted throughout the United States. An understanding of Arti-
cle 2 is critically important in analyzing issues associated with 
drafting contracts and litigating contract disputes. For issues in-
volving contracts and contract disputes, generally, consider the 
research set forth in ICLE’s Michigan Contract Law treatise.

We present four articles in this theme issue. Robert Kenagy 
submits “Using a Liquidated Damages Clause in Major Agreements 
for the Sale of Goods.” These clauses are an often overlooked tool 
in contract drafting. Richard Paige and Moheeb Murray’s article 
asks, “Can the UCC’s Provisions Protecting Check Writers from 
Fraud Also Protect Them from Ponzi Schemes?” This is a timely 
article given recent high-profi le fi nancial frauds. Patrick Mears 
writes on the topic “Amending the Michigan Tooling Lien Stat-
utes: A Necessary Dialectic.” Tooling liens are at the forefront of 
many supply chain lawsuits. Lastly, I have submitted an article 
entitled “Commercial Impracticability and Fair Allocation Under 
UCC 2-615.” As the economy (hopefully) turns the corner, short-
ages in raw materials and parts undoubtedly will occur. This arti-
cle addresses the doctrine of allocation under the Uniform Com-
mercial Code.

As we move into a period of economic recovery, the lessons 
learned over the past few years should not be forgotten. Supply 
contracts are critically important agreements. Warranties, indem-
nity, damage disclaimers, etc., should be considered and negoti-
ated. The Uniform Commercial Code is the statutory framework 
that governs these critical topics. We submit this theme issue in 
the hope that it will be informative to your commercial and busi-
ness practice. ■

John R. Trentacosta is a partner in the Detroit of-
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area of contract, UCC, and commercial litiga-
tion. He is the editor and contributing author of 
the leading contract law treatise, Michigan Con-
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Michigan Legal Forms—Uniform Commercial 
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FAST FACTS

A seller that is unable to perform its contractual obligations may, under appropriate circumstances, 
assert the defense of commercial impracticability.

Under UCC 2-615, nonperformance may be excused if per form ance has been made impracticable 
by a contingency, the nonoccurrence of which was a basic assumption of the contract.

If the supplier can supply some, but not all, of what is required under the contract, the supplier 
must allocate on a fair and reasonable basis across its customer base.
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When the economy makes its long-awaited turnaround, there 
undoubtedly will be stresses and pressures on the supply 

chain. At many companies, production has been at less than full 
capacity for years. As the ramp-up takes place, there will be short-
ages at various points in the supply chain. What if a supplier simply 
cannot procure enough raw material to meet customer demand?

Section 2-615 of the Uniform Commercial Code (UCC) sets 
forth the scope of the defense of commercial impracticability.1

This defense is available to a supplier of goods that is unable to 
make delivery as required by contract, either whole or in part. If 
a supplier can show that delivery of all goods required under a 
contract is commercially impracticable but the supplier can make 
partial delivery, UCC 2-615 mandates that such deliveries be allo-
cated among customers in a manner that is “fair and reasonable.” 
This article discusses the application of UCC 2-615, including the 
question of what is a fair and reasonable allocation.

Statutory Authority

Section 2-615 of the UCC2 governs commercial impracticabil-
ity. In relevant part, UCC 2-615 provides:

 (a)  Delay in delivery or nondelivery in whole or in part by a seller 
who complies with paragraphs (b) and (c) is not a breach of 
his duty under a contract for sale if performance as agreed has 
been made impracticable by the occurrence of a contingency 
the nonoccurrence of which was a basic assumption on which 
the contract was made or by compliance in good faith with 
any applicable foreign or domestic governmental regulation 
or order whether or not it later proves to be invalid.

 (b)  Where the causes mentioned in paragraph (a) affect only a 
part of the seller’s capacity to perform, he must allocate pro-
duction and deliveries among his customers but may at his 
option include regular customers not then under contract as 
well as his own requirements for further manufacture. He 
may so allocate in any manner which is fair and reasonable.

By John R. Trentacosta

A N D  F A I R  A L L O C A T I O N  U N D E R  U C C  2 - 6 1 5

Commercial Impracticability

The Uni form Commercia l  Code



Asphalt International, Inc v Enterprise Shipping Corp, S.A.

In Asphalt International, Inc v Enterprise Shipping Corp, S.A.,7

the court upheld a commercial impracticability defense to the per-
formance of a charter contract when a tanker was damaged to 
the point that cost of repair exceeded its precollision fair market 
value. The plaintiff chartered a tanker from the tanker’s owner. 
The tanker sustained extensive damage when it was struck by 
another vessel. Under the contract, the defendant was responsi-
ble for routine maintenance, including minor damage repairs, but 
there was no allocation of risk for major damage. The cost of re-
pair was $1.5 million, which was twice the precollision value of 
the ship. The plaintiff instituted a breach of contract claim for fail-
ure to repair the tanker. The court held that, although certain risks 
were allocated by contract, the extensive damage to the tanker 
was a contingency, the nonoccurrence of which was a basic as-
sumption of the parties at the time of contracting. Therefore, the 
defendant’s duty to repair was commercially impracticable.

Aluminum Company of America v Essex Group Inc

A cost increase brought on by regulatory changes was held suf-
fi cient to invoke a commercial impracticability defense in Alumi-
num Company of America v Essex Group Inc.8 The buyer and the 
seller entered into a toll conversion service contract under which 
the buyer would supply the seller with alumina. The seller would 
convert the alumina by a smelting process into molten aluminum 
that would then be picked up by the buyer for further processing. 
In the mid-1970s, new regulations for oil and pollution control 
dramatically increased the seller’s smelting costs and would have 
caused the seller to lose more than $75 million during the life of 
the contract, while the buyer conversely stood to gain a windfall 
profi t. The court found that regulatory changes of this sort were 
an unforeseen supervening circumstance, not within the contem-
plation of the parties at the time of contracting. To the relief of 
the seller, the court found that the seller’s performance became 
commercially impracticable.

Mishara Construction Company, Inc v Transit -Mixed Corp

The commercial impracticability defense was successfully in-
voked when an unforeseen labor dispute disrupted performance 
in Mishara Construction Company, Inc v Transit-Mixed Corp.9

The plaintiff was a general contractor on a housing project for 
the eld erly. The plaintiff contracted with the defendant to supply 
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Commercial Impracticability Generally

When the parties have allocated certain risks by contract (e.g., 
force majeure clauses), courts tend to defer to those contractual 
terms.3 However, in situations in which the parties did not allocate 
such risk by contract, UCC 2-615 acts as a “gap fi ller” when the un-
expected occurs. A number of courts have applied a three-part test 
in analyzing whether the defi nition of commercial impracticabil-
ity under section 2-615 is available to a nonperforming seller:

 (1)  The seller must not have assumed the risk of some un-
known contingency;

 (2)  The nonoccurrence of the contingency must have been a 
basic assumption underlying the contract; and

 (3)  The occurrence of that contingency must have made per-
formance commercially impracticable.4

Foreseeability is a major factor to consider in any commercial 
impracticability analysis. If the contingency was foreseeable, the 
parties should have made their contract with the expectation that 
such contingency might occur. If an event was foreseeable, it was 
not “a contingency the nonoccurrence of which was a basic as-
sumption.”5 Consequently, if a seller foresees a risk but does not 
include a contract provision against assuming that risk, that will 
be evidence that such risk is assumed.

Decisions Finding a Defense 
of Commercial Impracticability

The following is a summary of representative cases in which 
the court held that the doctrine of commercial impracticability 
was applicable.

Selland Pontiac-GMC, Inc v King

In Selland Pontiac-GMC, Inc v King,6 the court applied the 
commercial impracticability defense when a contract required 
the seller to use a specifi ed supplier and that supplier ceased 
business operations. The seller contracted with the buyer for the 
sale of four school bus bodies to be manufactured by a specifi ed 
supplier. The specifi ed supplier ceased operations due to fi nan-
cial diffi culties, and the bus bodies were never manufactured. 
Both the seller and the buyer testifi ed that they had no knowl-
edge of the supplier’s questionable fi nancial circumstances when 
they contracted. The court held that, 
where supply of a single, mutually 
contemplated source was a basic as-
sumption on which the contract was 
made and the seller had no reason to 
know of the supplier’s inability be-
forehand, the seller was entitled to 
avail itself of the defense of commer-
cial impracticability.

Foreseeability is a major factor to consider in any commercial 
impracticability analysis. If the contingency was foreseeable, 
the parties should have made their contract with the 
expectation that such contingency might occur.



commercial impracticability as a defense. Notably, the importer 
had sent a letter to the distributor weeks before the contract exe-
cution, referencing a previous devaluation of the dollar in rela-
tion to the franc. The court held that the letter showed currency 
fl uctuation was a foreseeable event, thereby foreclosing any claim 
of commercial impracticability.

Alamance County Bd of Educ v Bobby Murray Chevrolet, Inc

In Alamance County Bd of Educ v Bobby Murray Chevrolet, 
Inc,12 the court held that the commercial impracticability defense 
did not excuse a dealership from its failure to supply a school 
board with bus chassis because there were alternative sources of 
supply from which the dealership could have purchased and sold 
the bus chassis. The dealership contracted to sell a specifi ed num-
ber of bus chassis to a school board. The dealership intended to 
purchase the chassis from a single manufacturer, GM. Weeks af-
ter the contract was executed, GM informed the dealership that 
it would not accept any further chassis orders. The court held 
that, because the contract did not contain an agreed-upon manu-
facturer and no clause conditioned the dealership’s performance 
on its ability to obtain bus chassis from a specifi c manufacturer, 
the dealership’s performance was not excused.

Steel Industries, Inc v Interlink Metals and Chemicals, Inc

The reasoning of the Alamance County case was applied in 
Steel Industries, Inc v Interlink Metals and Chemicals, Inc,13 which 
held that commercial impracticability was not a valid defense 
when a supplier of steel was faced with a shortage of supply 
from its current supplier. The supplier purchased steel from a Rus-
sian mill at a discounted price and sold the steel to the manufac-
turer. The supplier passed its discount down to the manufacturer 
by charging less than it would had it purchased steel from a U.S. 
mill. When the Russian mill experienced resource cost increases, 
it notifi ed the supplier that it would no longer deliver at the re-
duced prices. The supplier contacted a number of Russian mills 
to ascertain whether they could deliver the steel, but never sought 
out any other sources. The court held that the supplier did not 
explore all reasonable means of fulfi lling its contractual obliga-
tion and bore the risk of its chosen supplier’s nonperformance.

Roth Steel Products v Sharon Steel Corp

The court also rejected a commercial impracticability defense 
in Roth Steel Products v Sharon Steel Corp14 when the seller con-
tinued to accept an unprecedented volume of purchase orders 
even though it knew that raw materials were in short supply. The 
seller was an integrated steel producer that sold steel to the buyer 
at agreed-upon prices that were substantially lower than the sell-
er’s published prices. When federal price controls discouraged for-
eign producers from importing steel and conversely led domestic 
producers to export steel in an effort to avoid the price controls, 
substantial increases in the cost of steel resulted. The seller tried 
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ready-mixed concrete to be used on the project. The defendant 
was obligated to supply all the concrete needed on the project at 
a specifi ed price, with deliveries to be made at the times and in 
the amounts as ordered by the plaintiff. An unexpected strike dis-
rupted work on the job site. Although work resumed, a picket line 
was maintained on the site until the completion of the project, 
preventing the defendant from delivering the concrete. Through-
out this period, with very few exceptions, no deliveries of con-
crete were made by the defendant. The plaintiff sued for breach 
of contract. The court upheld the defense of commercial imprac-
ticability, fi nding the labor dispute was unforeseen.

Federal Pants, Inc v Stocking

In Federal Pants, Inc v Stocking,10 the court applied the com-
mercial impracticability defense when a supplier terminated a sell-
er’s dealership rights, thereby making it impossible for the seller 
to deliver products to the buyer. The seller, an authorized pur-
chaser of Nike goods, had agreed to sell Nike goods to the buyer. 
The buyer would then resell Nike goods at discounted prices. 
When Nike learned of the contract between the seller and the 
buyer, it terminated the seller’s dealership rights. The court held 
that Nike’s unexpected termination of the seller’s rights consti-
tuted a contingency, the nonoccurrence of which was a basic as-
sumption on which the contract between the seller and the buyer 
was made. Therefore, the occurrence of this contingency made 
the seller’s performance impracticable.

The foregoing cases demonstrate that the defense of commer-
cial impracticability may be available to a seller under a variety 
of circumstances. The key for the seller is to establish that the 
nonoccurrence of a problematic event was a basic assumption of 
the contract, and that the occurrence of the problematic event 
rendered performance commercially impracticable.

Decisions Rejecting a Defense 
of Commercial Impracticability

The following is a summary of representative cases in which 
the court held that the defense of commercial impracticability did 
not excuse a party’s nonperformance.

Bernina Distrib, Inc v Bernina Sewing Machine Co

A cost increase due to currency fl uctuations was held insuffi -
cient to invoke a commercial impracticability defense in Bernina 
Distrib, Inc v Bernina Sewing Machine Co.11 That case concerned 
a contract between the defendant, an importer, and the plaintiff, 
a distributor of sewing machines. The importer purchased the 
machines from a Swiss manufacturer and paid in Swiss francs. The 
distributor then purchased the machines from the importer and 
paid in U.S. dollars. When the dollar was devalued as a result of 
currency fl uctuations, making the machines more expensive for 
the distributor to purchase, the distributor attempted to invoke 
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to withdraw its price concessions. The court held that the seller 
knew raw materials were in short supply and was therefore pre-
cluded from asserting the affi rmative defense of commercial im-
practicability by accepting many more purchase orders than it 
was capable of fulfi lling.

The preceding cases are representative situations in which the 
party to a contract that could not perform failed to escape liabil-
ity with the defense of commercial impracticability. The defense 
is not easy to establish, nor should it be. The circumstances un-
der which a nonperforming party should be allowed to escape 
culpability should be limited to truly extraordinary unforesee-
able circumstances.

Fair and Reasonable Allocation Generally

Assuming that the event of commercial impracticability does 
not result in the complete inability of a party to supply, we turn to 
the issue of fair and reasonable allocation. The supplier will look 
to allocate its limited supply across its customer base. But what is 
“fair” and what is “reasonable”? UCC 2-615 is silent on the ques-
tion. However, Comment 11 to Section 2-615, in part, provides:

An excused seller must fulfi ll his contract to the extent which the 
supervening contingency permits, and if the situation is such that 
his customers are generally affected he must take account of all 
in supplying one. . . .Customers at different stages of the manu-
facturing process may be fairly treated by including the seller’s 
manufacturing requirements . . . .However, good faith requires, 
when prices have advanced, that the seller exercise real care in 
making his allocations, and in case of doubt his contract custom-
ers should be favored and supplies prorated evenly among them 
regardless of price.

Allocation Schemes Deemed “Fair and Reasonable”

The following is a summary of representative cases in which 
the court held that a supplier’s allocation scheme was “fair and 
reasonable.”

Intermar, Inc v Atlantic Richfield Co

In Intermar, Inc v Atlantic Richfi eld Co,15 the court held that a 
gasoline supplier’s method of allocation was fair and reasonable. 

The defendant supplied gasoline to both service station dealers 
that leased their premises from the defendant (“lessee-dealers”) 
as well as dealers that either owned their own premises or leased 
their premises from a third party (“independent dealers”). The 
defendant ini tiated a “control procedure” whereby it limited the 
gasoline that it would supply to its customers to a certain per-
centage of gasoline supplied to those customers during the com-
parable calendar month of the prior year. In the event that a re-
cent customer lacked sales history for the comparable calendar 
month of the prior year, the defendant limited its supply of gaso-
line to that customer by that customer’s estimated yearly con-
sumption divided by 12. The plaintiff, an independent dealer that 
owned and operated a retail gasoline station in contract with the 
defendant, experienced a curtailment of its supply of gasoline 
from the defendant that caused it to eventually shorten its hours 
of operation and reduce its number of employees. At the same 
time, the defendant’s lessee-dealers located in the same area as 
the plaintiff experienced no curtailment. Nonetheless, the court 
ruled that the control program was a fair and reasonable alloca-
tion of gasoline, fi nding there was no arbitrary or discriminatory 
conduct by the defendant.

Terry v Atlantic Richfield Co

A second case involving Atlantic Richfi eld is also instructive. 
In Terry v Atlantic Richfi eld Co,16 the court affi rmed the lower 
court’s holding that a gasoline supplier’s system of allocation was 
fair and reasonable. In that case, the plaintiffs were not satisfi ed 
with the allocation scheme the defendant selected in response to 
the gasoline shortage of 1973. The defendant distributed gasoline 



to its dealers in 1973 based on the dealers’ monthly volume for the 
cor responding month in 1972. The allocation system provided for 
hardship adjustments, but the plaintiffs did not meet the criteria. 
All dealers, including contract dealers, lessee-dealers, and stations 
operated by defendant-owned subsidiaries, were treated alike. 
Unlike other stations, the plaintiffs exhausted their gasoline allot-
ment in the fi rst week of each month. The court held that the ex-
istence of an alternate scheme that may have benefi ted the plain-
tiffs did not require rejection of the adopted scheme. In accord 
with comment 11 to UCC 2-615, the court also held that allocating 
supply to both pre-existing contractual customers and regular cus-
tomers not under contract did not make the allocation scheme un-
fair or unreasonable.

Cecil Corley Motor Co, Inc v General Motors Corp

The use of past sales fi gures as a basis for allocation was ap-
proved in Cecil Corley Motor Co, Inc v General Motors Corp.17 The 
defendants’ allocation system consisted of distribution of vehicles 
on the basis of past sales history, i.e., dealers receive a pro rata 
percentage of those units based on their past sales so that the 
more vehicles a dealer sells, the more units it will receive. This 
effectively divided production equally among dealers and was 
deemed to be fair and reasonable.

These cases demonstrate that in order to prevail on defense of 
a “fair and reasonable” allocation of goods, there must be a logical 
and credible plan for the allocation. A seller should therefore at-
tempt to document that a plan was developed after much thought 
and deliberation. While the plan generally must be reasonable, 
there is no requirement that every party be treated equally.

Allocation Schemes Not Deemed 
“Fair and Reasonable”

The following is a summary of representative cases in which 
the court held that a supplier’s allocation scheme was not fair 
and reasonable.

Roth Steel Products v Sharon Steel Corp

The court disapproved of advantageous self-dealing in a sup-
plier’s method of allocation in Roth Steel Products v Sharon Steel 
Corp.18 The parties in that case entered into a fi xed-price contract 
for steel products pursuant to which the defendant was to supply 
steel to the plaintiff in varying monthly quantities. In early 1973, 
however, several factors infl uenced the steel market that dimin-
ished the defendant’s ability to supply steel products as required 
under the contract. The plaintiff sued the defendant for damages 
for breach of contract and the defendant asserted the defense of 
commercial impracticability. In addressing the defendant’s allo-
cation scheme, the court focused on the defendant’s establish-
ment of a wholly-owned subsidiary to which the defendant had 
diverted steel while curtailing shipments to the plaintiff. Most im-
portantly, the court noted that the subsidiary was neither under 
contract nor a regular customer of the defendant at the time the 
allocation system was established. The court concluded that the 
defendant’s plan failed to allocate its production and deliveries in 
a fair and reasonable manner.

Chemetron Corp v McLouth Steel Corp

Such self-dealing was also rejected in Chemetron Corp v 
McLouth Steel Corp.19 In Chemetron, a supplier of liquid oxygen 
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ages as a result of the supplier’s failure to supply the contracted-for 
steel. The court held that because the “reformed” contracts were 
not formed until after the supplier had already surpassed its steel 
quota, the seller had acted unreasonably.

Conclusion

UCC 2-615 presents an opportunity for a breaching party to 
excuse its nonperformance. While the bar is high, in appropriate 
circumstances commercial impracticability is a defense that can 
and should be raised by a seller that experiences an unforeseen 
shortage. In the event that a shortage leads to an allocation sce-
nario, the seller’s allocation must be “fair and reasonable” but need 
not always treat all buyers equally. Self-dealing likely will not be 
allowed. A scheme that attempts to “fairly and reasonably” deal 
with a diffi cult circumstance should be permitted. ■
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and liquid nitrogen could not fully meet the needs of its custom-
ers and implemented an allocation scheme. In addition to supply-
ing liquid product to the plaintiff, the defendant supplied liquid 
product to its own steel mill. The court held that the allocation 
scheme was not fair and reasonable, noting that the defendant 
supplied the plaintiff with only one-third of the plaintiff’s needs 
while there was no evidence that the defendant supplied its steel 
mill with anything less than 100 percent of its requirements.

Haley v Van Lierop

The court applied the same principle prohibiting unfair self-
dealing in Haley v Van Lierop.20 In Haley, a supplier of gladiolus 
bulbs could not meet the plaintiff’s requirements because of an 
unforeseen crop shortage. The defendant proceeded to allocate 
bulbs to its customers on a pro rata basis. One of the customers 
to which bulbs were allocated was a partnership in which the 
defendant was one of the two sole members; another customer 
to which bulbs were allocated was an employee of the defendant 
who worked for a salary and returned all profi ts to the defend-
ant. The court ruled that these two customers could not be in-
cluded in the calculation of gladiolus bulb allocation on a pro 
rata basis. The court concluded that since the defendant was self-
dealing for the purpose of realizing a profi t, such prorating was 
therefore inequitable.

Cosden Oil & Chemical Co 
v Karl O. Helm Aktiengesellschaft

An allocation scheme that resulted in a complete cessation of 
shipments to a disfavored buyer was rejected in Cosden Oil & 
Chemical Co v Karl O. Helm Aktiengesellschaft.21 The court af-
fi rmed the jury’s fi nding that, while a shortage of polystyrene 
products caused by plant shutdowns was a suffi cient basis for a 
commercial impracticability defense, the seller’s method of alloca-
tion was not fair and reasonable because the seller simply stopped 
supplying the product to the buyer altogether. The record showed 
that the seller supplied polystyrene to other customers during the 
period in dispute and, despite the diffi culties that the seller was 
experiencing, it had inventory and production capability with 
which it could have provided the buyer with an allocation of 
polystyrene. Under these circumstances, the seller could not suc-
cessfully invoke a commercial impracticability defense.

In re F. Yeager Bridge & Culvert Co

The court rejected an allocation scheme as unreasonable in 
In re F. Yeager Bridge & Culvert Co.22 The supplier asserted a com-
mercial impracticability defense premised on certain steel price 
controls that had been implemented by the government. The sup-
plier also contended that its failure to supply the contracted-for 
quantities of steel was excused because it subsequently entered 
into “reformed” contracts with the buyers for lesser quantities of 
steel. The buyer disputed the supplier’s claim and sued for dam-
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Introduction

Few documents are used more commonly in day-to-day com-
mercial transactions than the humble purchase order. Typically 
in the form of a single page incorporating extensive “standard 
terms and conditions,” purchase orders are the foundation of 
most commercial supply relationships, particularly in the auto-
motive industry.1 Despite this pervasiveness, the use of purchase 
orders has led to much litigation and a legal minefield.2 This ar-
ticle identifies fundamental issues that should be considered by 
parties who use purchase orders and attorneys who counsel 
those parties. Additionally, this article proposes solutions to ad-
dress those issues.

Issues

Issue #1: The Signed Writing Requirement

Most purchase orders are issued unilaterally by the buyer and 
are never signed by the seller. In the first instance, this raises a po-
tential statute of frauds issue under the Michigan Uniform Com-
mercial Code (UCC).3 The UCC’s statute of frauds requires that 

contracts for the sale of goods over $1,000 be “signed” by the party 
against whom enforcement is sought.4 Therefore, most purchase 
orders are unenforceable unless they satisfy an exception to the 
statute of frauds. There are three commonly used exceptions:

(1)  The “Confirmatory Memorandum” Exception in UCC 
§2-201(2).5 Although relatively innocuous on its face, this 
exception presents potential pitfalls in the purchase order 
context. If a purchase order does not accurately memorial-
ize the terms actually accepted and agreed upon by the 
parties, then it may not qualify as an exception under UCC 
§2-201(2).6

(2)  The “Specially Manufactured Goods” Exception in 
UCC §2-201(3).7 Excepting commodity products, most 
manufacturing purchases involve “specially manufactured” 
goods, because the goods being purchased are custom-
made, and designed to suit a particular use unique to the 
buyer. Notably, however, commentators and courts have 
restricted this exception to sellers, not buyers.8

(3)  The “Part Performance” Exception. Both the UCC and 
Michigan courts recognize that oral agreements may be-
come enforceable through performance.9 Where parties 
have commenced performance, this exception generally is 
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available, but only to the apportionable part of goods that 
the buyer has received and accepted, or for which the 
seller has received and accepted payment.10

One or more of these exceptions typically can be used to 
overcome a statute of frauds defense. This result is consistent 
with the UCC’s fundamental tenet that “contracts for the sale of 
goods may be made in any manner sufficient to show agreement, 
including conduct by both parties which recognizes the exis-
tence of such a contract.”11

However, clearing the statute of frauds hurdle is not the end 
of the inquiry—the parties still must prove the actual terms of 
the agreement.12

Issue #2: The Quantity Requirement

Contracts for the sale of goods must contain a quantity 
term.13 The UCC specifically states that written agreements are 
not enforceable “beyond the quantity of goods shown in the 
writing.”14 Michigan courts consistently have held that “the 
quantity term must be specifically stated” for a sales contract to 
be enforceable.15

There are two recognized exceptions to this general rule: re-
quirements contracts and output contracts.16 In a requirements 
contract, the buyer is obligated to purchase some quantity or 
percentage of its requirements from the seller.17 In an output con-
tract, the buyer is obligated to purchase some quantity or per-
centage of the seller’s output.18 If purchase orders expressly pur-
port to be requirements or output contracts, they are universally 
enforceable.19 Conversely, if there is neither a quantity term nor a 
reference to “requirements” or “output,” they generally are unen-
forceable.20 Courts cannot impose a quantity term if an agree-
ment is silent on quantity.21

Many purchase orders do not state a specific quantity. Rather, 
they set a price and other terms, and contemplate that subse-

quent orders (often called “releases”) will be issued by the buyer 
stating specific quantities. To overcome the UCC’s strict quantity 
requirement, parties seeking to enforce purchase orders under 
these circumstances often strain to develop arguments that the 
quantity requirement has been met.

These strained arguments have created a murky legal land-
scape. Michigan courts have not articulated a clear standard con-
cerning the specificity required to establish a quantity term:

Some courts require that the word “requirements” be stated 
explicitly, and that the buyer expressly commit to purchase 
a specific volume of goods.22

Some courts analyze factors outside the purchase order 
(e.g., course of dealing, contemporaneous communica-
tions, or the UCC’s good-faith duty) in determining the ex-
istence of a quantity term.23

One court has held the vague term “up to 10 million 
pounds” sufficient to state a quantity.24

One court has held the term “blanket” sufficient to state a 
quantity, “albeit an imprecise one.”25

Other courts have held the term “blanket” to be insuffi-
cient, because it does not necessarily require any degree 
of exclusivity.26

Although not entirely clear, Michigan courts are more likely to 
enforce purchase orders in which the buyer is expressly obli-
gated to purchase some fixed minimum quantity of goods.27 If 
the buyer possesses unbridled discretion as to whether to pur-
chase goods from the seller, in unspecified quantities, the pur-
chase order is not likely to be enforced.28

Issue #3: Duration/Termination

Duration and termination issues arise frequently, especially 
when parties seek to extricate themselves from supply arrange-
ments that have become commercially unfavorable. Under UCC 
§2-309, if contracts contemplate successive performance and 
are indefinite in duration, they are valid for a “reasonable time,” 
but can be terminated by either party upon reasonable notifica-
tion.29 The length of notice required usually is tied to the time 
required for the buyer to reasonably obtain product from an 
alternative supplier.30

Sellers seeking to invalidate purchase orders also seize on pro-
visions that grant buyers the unfettered right to terminate at will, 
arguing that such purchase orders lack mutuality of obligation.31

This argument appears to be disfavored in recent case law. In one 
recent case, the Michigan Court of Appeals stated that, even if ter-
minable at will, a requirements contract “imposes standards with 
regard to the duration of the contract” and restricts the ability of 
the buyer to terminate.32 Similarly, a Michigan federal court re-
cently held that the UCC’s good-faith requirements restricted the 
buyer’s contractual, unilateral right to terminate.33 Both courts 
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merely imposed commercial fair dealing and reasonable notice 
standards on a buyer’s termination of a purchase order.34

Issue #4: Battle of the Forms

Another frequently litigated issue is whether the purchase or-
der constitutes the “offer” or the “acceptance” for purposes of the 
UCC’s “battle of the forms” analysis. Resolution of this issue is 
significant because, under the UCC, when the parties’ writings 
differ, the “contract” consists of those terms in which the writings 
of the parties agree, together with any terms supplemented by 
the UCC. Additional terms in the acceptance become part of the 
contract, unless they are objected to by the accepting party, or 
“materially alter” the contract.35

There has been much case law discussing this issue, gener-
ally requiring case-by-case analyses. Indeed, the number of 
cases holding that purchase orders are the “offer”36 is virtually 
equal to the number of cases holding that purchase orders are 
the “acceptance.”37

Strategies and Solutions

To overcome the inherent uncertainties that accompany the 
use of purchase orders, the following suggestions and solutions 
are offered.

1. Update purchase order terms and conditions. Many 
companies have not updated their purchase orders in recent 
years. There have been significant legal developments in the last 
five years, many previously discussed, that require a thorough 
review of the terms and conditions used in conjunction with a 
company’s purchase orders.

2. Post standard terms and conditions on the Internet. 
The days of mailing and faxing standard terms are nearly over. 
All standard terms should be posted on the company’s website.

3. Recognize the quantity issue. To have an enforceable con-
tract, a quantity term must be stated. If all the buyer’s require-
ments are purchased from a sole supplier, the contract should be 
identified as a “requirements contract.” At a minimum, a quantity 
term, or at least a range, should be expressly stated.

4. Recognize the duration issue. If possible, it is good prac-
tice to set forth the term on the face of the purchase order. A set 

term can be coupled with an identification of specific circum-
stances allowing for an “early out.”

5. Contract termination breeds litigation. Much litigation 
stems from the termination of contracts. Identify the specific circum-
stances justifying termination before the intended term, and spe-
cifically set forth those circumstances in the termination notice.

6. Avoid the battle of the forms. Buyers ignore the seller’s 
quotation (or equivalent documents) at their peril. If the seller’s 
document of sale contains provisions that are unacceptable to 
the buyer, it is better to confront those issues before the contract 
formation. A battle of the forms is rarely a satisfactory way to 
“form” a contract for the purchase of goods.

7. Consider entering into long-term agreements (LTAs). 
A buyer should identify its strategic suppliers and consider enter-
ing into LTAs. Key issues should be negotiated, not ignored, as 
often occurs when quotations and purchase orders are exchanged 
without thought or discussion.

Conclusion

Today’s pace of commerce leaves little time for the fine art of 
negotiating the terms and conditions of the commercial transac-
tion. The challenge for the business attorney is to recognize the 
most critical commercial issues, review and perfect the contract 
documents, and deal with those issues in a way that does not 
hinder or frustrate the pace of the commercial transaction. ■
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Update: Demands for Adequate 
Assurance of Performance Under 
the UCC in a Major Economic 
Downturn
By John R. Trentacosta*

Introduction
In early 2003, I published an article in this 
journal entitled “Demand for Adequate As-
surance of Performance Under the UCC.”1 
The first sentence of the article stated, “Dur-
ing the recent economic downturn, many 
companies have found themselves question-
ing whether their contractual partners will 
be able to perform as expected.”2 Despite the 
“economic downturn” of 2003, the Uniform 
Commercial Code (UCC) tool known as a de-
mand for adequate assurance of performance 
remained infrequently used, and, unfortu-
nately, the 2003 article received little atten-
tion or interest.

Flash forward to 2008-2009. The recession 
of 2008-2009 has been much more significant 
and much more devastating than the down-
turn of 2003. Today, it would be difficult 
to find a commercial attorney who has not 
heard of demands for adequate assurance of 
performance. 

Perhaps the 2003 article appeared a little 
before its time. The recession of 2008-2009, 
particularly in the automotive industry, has 
resulted in the widespread use of demands 
for adequate assurance of performance. 
Caselaw has developed that gives commer-
cial attorneys a better understanding and 
more meaning to this important commercial 
tool. The purpose of this article is to discuss 
recent developments regarding demands for 
adequate assurance of performance. 

UCC 2-609
Section 2-6093 of Michigan’s Uniform Com-
mercial Code provides as follows:

(1) A contract for sale imposes an 
obligation on each party that the 
other’s expectation of receiving due 
performance will not be impaired. 
When reasonable grounds for inse-
curity arise with respect to the per-
formance of either party the other 

may in writing demand adequate 
assurance of due performance and 
until he receives such assurance 
may if commercially reasonable sus-
pend any performance for which he 
has not already received the agreed 
return.
(2) Between merchants, the reason-
ableness of grounds for insecurity 
and the adequacy of any assurance 
offered shall be determined accord-
ing to commercial standards. 
(3) Acceptance of any improper 
delivery or payment does not prej-
udice the aggrieved party’s right 
to demand adequate assurance of 
future performance. 
(4) After receipt of a justified demand, 
failure to provide within a reason-
able time not exceeding 30 days such 
assurance of due performance as is 
adequate under the circumstances of 
the particular case is a repudiation of 
the contract.

The official comments to the statute pro-
vide helpful insight as to the scope of Section 
2-609, its purpose, and, its intended func-
tion:

If either the willingness or the ability 
of a party to perform declines mate-
rially between the time of contract-
ing and the time for performance 
the other party is threatened with 
the loss of a substantial part of what 
he has bargained for. A seller needs 
protection not merely against hav-
ing to deliver on credit to a shaky 
buyer, but also against having to 
procure and manufacture the goods, 
perhaps turning down other custom-
ers. Once he has been given reason to 
believe that the buyer’s performance 
has become uncertain, it is an undue 

*The author graciously acknowledges the assistance of Jason Menges and Adam Wienner on this article.
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hardship to force him to continue his 
own performance.4

The official comments provide a non-
breaching party with three options in situa-
tions of an anticipated nonperformance by 
the other party to a contract: 

• First, the aggrieved party is permit-
ted to suspend its own performance 
and any preparation therefore, with 
excuse for any resulting necessary 
delay, until the situation has been 
clarified. “Suspend performance” 
under this section means to hold up 
performance pending the outcome 
of the demand, and includes also 
the holding up of any preparatory 
action.5

• Second, the aggrieved party is given 
the right to require adequate assur-
ance that the other party’s perfor-
mance will be duly forthcoming. This 
principle is reflected in the familiar 
clauses permitting the seller to cur-
tail deliveries if the buyer’s credit 
becomes impaired, which when held 
within the limits of reasonableness 
and good faith actually express no 
more than the fair business meaning 
of any commercial contract.

• Third, and finally, this section 
provides the means by which the 
aggrieved party may treat the con-
tract as broken if his reasonable 
grounds for insecurity are not cleared 
up within a reasonable time. This is 
the principle underlying the law of 
anticipatory breach, whether by way 
of defective part performance or by 
repudiation.6

The language of UCC 2-609 requires two 
findings and results in issues in these two ar-
eas: (1) what constitutes “reasonable grounds 
for insecurity?” (2) what constitutes “ad-
equate assurance?” Both questions will be 
addressed below.

What Constitutes “Reasonable 
Grounds for Insecurity?”
Both the official comments and caselaw give 
guidance to the question of whether reason-
able grounds for insecurity exist sufficient 
to trigger the right to use UCC 2-609 in the 
first instance. There are no bright line tests or 
answers. Each situation is fact specific.

Official Comments
The official comments discuss the require-
ment that the party demanding adequate 
assurance under Section 2-609 have “reason-
able grounds for insecurity”:

• The express reference [in 2-609] to 
commercial standards carries no con-
notation that the obligation of good 
faith is not equally applicable [to the 
determination of whether there is 
reasonable grounds for insecurity].7

• Under commercial standards and 
in accord with commercial practice, 
a ground for insecurity need not 
arise from or be directly related to 
the contract in question. The law as 
to “dependence” or “independence” 
of promises does not control the 
application of the present section. 
Thus a buyer who falls behind in 
“his account” with the seller, even 
though the items involved have to 
do with separate and legally distinct 
contracts, impairs the seller’s expec-
tation of due performance.8 

Caselaw
Courts decide whether a party has “reason-
able grounds for insecurity” on a case-by-case 
basis. There is no bright line rule to make this 
determination.9 Because the reasonableness 
of a party’s insecurity is determined by com-
mercial standards, there must be an objective 
factual basis for the insecurity with respect to 
the party’s performance of the contract, rath-
er than a purely subjective fear that the party 
will not perform.10 Whether a party has rea-
sonable grounds for insecurity depends on 
the facts of the case, including the breaching 
party’s exact words or actions, the course of 
dealing or performance between the particu-
lar parties, and the nature of the industry.11 
What constitutes insecurity in one case might 
not in another.12

The unpublished opinion of the United 
States Court of Appeals for the Sixth Cir-
cuit in By-Lo Oil Co, Inc v Partech, Inc,13 pro-
vides some guidance on factors courts use 
to determine whether a party has reasonable 
grounds for insecurity under Section 2-609 of 
the UCC. In the By-Lo case, the plaintiff, By-
Lo, purchased computer software systems 
from the defendant, Partech, and contracted 
for continuing service to those systems. By-
Lo wrote to Partech in 1997 regarding con-
cerns with respect to Year 2000 computer 
issues. When Partech failed to respond to 
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By-Lo’s letter, By-Lo demanded a written 
commitment from Partech by January 31, 
1998, that By-Lo’s software would function 
after December 31, 1999. Partech responded 
to By-Lo’s demand on January 30, 1998, stat-
ing only that Partech had not decided what 
would be necessary to ensure that the soft-
ware would work, but that By-Lo would be 
notified immediately following a decision. 
By-Lo believed that this assurance was in-
sufficient and communicated with Partech’s 
headquarters to seek further assurances. In 
response, Partech merely reiterated the mes-
sage previously given to By-Lo. Unsatisfied 
with the assurances it had been given, By-
Lo purchased a new computer system and 
software from another company and sued 
Partech for anticipatory repudiation of the 
contract. Unaware of the purchase, Partech 
sent By-Lo a definitive answer on November 
20, 1998, stating that it would supply the soft-
ware updates at no cost to By-Lo.

The Sixth Circuit found that By-Lo did 
not have reasonable grounds for insecurity 
and Partech’s assurances were adequate as 
a matter of law. The court stated that the 
“grounds for insecurity under [2-609] need 
not be the actions or inactions of a contract-
ing party—outside circumstances may be 
sufficient.”14 The court further clarified that 
“[t]he question to be answered is whether a 
reasonable merchant in his position would 
feel that his expectation of receiving full 
performance was threatened. The grounds 
that give rise to this feeling have to be some-
thing that occurred after the contract was in 
place.”15 By-Lo’s argument was essentially 
that if Partech failed to perform as required 
two years hence, it would be costly to By-Lo. 
The court found that the risk of possible non-
performance would exist in any contract, and 
the standalone fact that performance was to 
come due was not sufficient under Section 
2-609.16 Although Partech’s failure to return 
telephone calls, combined with the fact that 
December 31, 1999 was fast approaching, 
may have created reasonable grounds for 
insecurity at some point just before Decem-
ber 31, 1999, the court found no reason for a 
finding of insecurity some two years before-
hand.17

In analyzing whether there were reason-
able grounds for insecurity, the Sixth Circuit 
focused on four factors: (1) whether the de-
manding party had little time to make alter-
native arrangements for performance, (2) the 
amount of time it would take the demand-

ing party to implement the assurances sent 
by the party upon whom the demand was 
made, (3) whether the party upon whom the 
demand was made had proved unreliable 
in the past, and (4) whether the demanding 
party had reason to believe the other party 
would be unable to perform.18

The Sixth Circuit found that By-Lo did 
not have reasonable grounds for insecurity 
because there was no evidence of unreliable 
service by Partech in the past, there was no 
evidence that By-Lo was under impending 
time constraints to obtain new computer 
equipment, and By-Lo had no reason to be-
lieve it would take Partech a lengthy period 
of time to make the corrections required. The 
only grounds for insecurity By-Lo could pres-
ent were Partech’s failure to timely respond 
to the demand letter, which the court found 
insufficient.

In contrast, in an unpublished opinion, 
Easco Corp. v Perkowski,19 the United States 
District Court for the Eastern District of 
Michigan found reasonable grounds for inse-
curity to support a Section 2-609 demand. In 
that case, Easco brought an action to enforce 
guarantees executed by Perkowski. Easco 
sold products to Perkowski’s company and 
the company failed to pay. Easco refused to 
make further shipments until outstanding 
invoices were paid. Perkowski then guaran-
teed payment of the company’s debt. When 
Perkowski failed to make the payments, 
Easco refused to ship further goods. Easco 
sued for the account balance, and Perkowski 
claimed that Easco breached by refusing to 
make its shipments. The court found that ar-
rearages in the company’s account gave Eas-
co reasonable grounds for insecurity under 
2-609.20

Arrearages in a party’s account will not, 
however, always provide reasonable grounds 
for insecurity. In Cassidy Poddell Lynch, Inc v 
Snydergeneral Corp,21 the Third Circuit found 
that the defendant, a manufacturer of indus-
trial air conditioning systems, was not justi-
fied in seeking assurances from the plaintiff, 
the distributor of the defendant’s products. 
The manufacturer refused to deliver goods 
after the distributor failed to make payments 
for deliveries within thirty days as required 
by its contract.  The parties’ course of perfor-
mance demonstrated that payments consis-
tently were made approximately ninety days 
after shipment.  The court found that, due to 
their course of performance, the manufac-
turer was not justified in making a demand 
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for assurances prior to the expiration of the 
ninety-day period.22 The unreasonableness 
of the manufacturer’s demand was demon-
strated by its acquiescence in the ninety-day 
period in the past, the fact that the distributor 
was making payment to the manufacturer 
for other shipments, and that the distributor 
appeared to be able to pay for the disputed 
shipment.23 Because it did not have a reason-
able basis for its insecurity, the court held 
that the manufacturer breached the contract 
by refusing to deliver the contract goods to 
the distributor.

Additional Examples of Reasonable 
Grounds for Insecurity

• Puget Sound Energy, Inc v Pac Gas 
& Elec Co (In re Pac Gas & Elec Co)24 
(adequate basis for insecurity may 
be established where a company 
announced in its 8-K an impending 
bankruptcy and credit rating down-
grades). In this case, the district 
court did not find clear error with 
the bankruptcy court’s finding that a 
purchaser of energy may have had an 
adequate basis for insecurity, where 
the debtor’s debt rating was down-
graded to below investment grade 
by Standard & Poor’s, the debtor 
reported that banks had refused its 
borrowing request, and the debtor 
failed to pay $33 million in maturing 
commercial paper.

• Clem Perrin Marine Towing, Inc v Pan-
ama Canal Co25 (lessee of a tugboat 
had reasonable grounds for insecu-
rity under 2-609 since its option to 
purchase the tugboat at lease-end 
became impaired where the lessor 
had encumbered the tugboat with 
multiple mortgages).

• AMF v McDonald’s Corp26 (buyer of a 
multi-unit computer system had rea-
sonable grounds for insecurity with 
respect to seller’s inability to deliver 
the agreed upon goods, where the 
seller’s prototype unit had performed 
unsatisfactory, and seller’s engineers 
were troubled about the design).

• LNS Inv Co v Phillips 66 Co27 (buyer 
of plastic blow-molded bottles had 
reasonable grounds for insecurity, 
where the quantity and quality of 
the seller’s goods were chronically 
poor).

• Top of Iowa Coop v Sime Farms, Inc28 
(record before the trial court was suf-
ficient to generate a jury question on 
the issue of whether the buyer had 
reasonable grounds for insecurity, 
where it appeared that a change in 
market conditions was such that it 
would be unprofitable for the seller 
to deliver the specified goods, at the 
agreed upon price, and on the deliv-
ery date).

• RAD Concepts, Inc v Wilks Precision 
Instrument Co29 (seller had reason-
able grounds for insecurity where 
the buyer fell behind in payment and 
avoided seller’s phone calls).

Not Good Enough: Examples of Lack of 
Reasonable Grounds for Insecurity

• Enron Power Marketing, Inc, v Nevada 
Power Co30 (court’s finding that a 
party was entitled to demand ade-
quate assurances when the defen-
dant’s credit rating was downgrad-
ed, case was reversed and remanded 
for determination of whether the 
demand for adequate assurance was 
proper in the first instance). In this 
case, the parties’ agreement provid-
ed that a demand for adequate assur-
ances could be made where, among 
other factors, a party’s creditworthi-
ness became unsatisfactory. How-
ever, the agreement provided that 
a demand for assurance could only 
be made with “reasonably exercised 
discretion.” The district court found 
a question of fact existed regarding 
the reasonableness of the demand 
for assurance where the defendant 
at the time of the credit downgrade 
had net assets of $5.6 billion and cash 
resources of $240 million.

• BAII Banking Corp v UPG, Inc31 (pur-
ported insecurity was held as unrea-
sonable where the conduct of the 
party demanding adequate assur-
ances was the cause of the insecuri-
ty). Whether a buyer has reasonable 
grounds for insecurity under 2-609 is 
generally a question of fact.32 There 
are circumstances, however, where 
the issue may be resolved as a matter 
of law.33 In this case the buyer called a 
shipping terminal and instructed the 
terminal operator not to accept the 
incoming goods. The buyer then sent 
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a letter demanding adequate assur-
ances of performance to the seller. 
The court in reversing a jury verdict 
for the buyer held that no reasonable 
fact finder could find the buyer had 
reasonable grounds for insecurity 
under those circumstances.34

• Beeche Sys Corp v DA Elia Contr Corp 
(In re Beeche Sys Corp)35 (mere fact 
that seller filed for bankruptcy, with-
out further indication that seller did 
not intend to honor the contract, did 
not trigger reasonable grounds for 
insecurity).

• Petroleo Brasileiro SA v IBE Group, 
Inc36 (seller had no right to invoke 
the remedy of 2-609 because there 
was no reasonable ground for inse-
curity). In this case, the buyer com-
plied with the essential terms of 
the contract and during substantial 
course of dealings, no problems with 
the buyer had ever resulted in a fail-
ure by buyer to accept delivery and 
to pay for the goods delivered.37

What Constitutes “Adequate 
Assurance”?
The more difficult showing is to establish 
that the assurances given were not “ade-
quate.” Most parties receiving a demand will 
respond with at least some assurance that 
future performance will take place. The com-
mercial attorney will be called upon to advise 
his or her client as to whether the assurance 
was adequate. The stakes may be high, par-
ticularly if the decision is to suspend perfor-
mance and create havoc in a manufacturer’s 
supply chain.

Official Comments
Notes from the commentary to Section 2-609 
are instructive on the issue of what consti-
tutes “adequate assurance.” The commen-
tary states:

• The express reference [in 2-609] to 
commercial standards carries no 
connotation that the obligation of 
good faith is not equally applicable 
[to the determination of what assur-
ance is adequate].38

• What constitutes ‘adequate’ assur-
ance of due performance is subject 
to the same test of factual conditions. 
For example, where the buyer can 
make use of a defective delivery, 
a mere promise by a seller of good 

repute that he is giving the matter his 
attention and that the defect will not 
be repeated, is normally sufficient. 
Under the same circumstances, how-
ever, a similar statement by a known 
corner-cutter might well be consid-
ered insufficient without the posting 
of a guaranty or, if so demanded by 
the buyer, a speedy replacement of 
the delivery involved. By the same 
token where a delivery has defects, 
even though easily curable, which 
interfere with easy use by the buyer, 
no verbal assurance can be deemed 
adequate which is not accompanied 
by replacement, repair, money-
allowance, or other commercially 
reasonable cure.39

Caselaw
In the By-Lo case, discussed above, the Sixth 
Circuit stated that, with respect to determin-
ing whether adequate assurances have been 
provided in accordance with a Section 2-609 
demand:

[T]he question to be answered is: 
what are the minimum kinds of 
promises or acts on the part of the 
promisor that would satisfy a rea-
sonable merchant in the position of 
the promise that his expectation of 
receiving due performance will be 
fulfilled? Generally, when a prom-
isor’s assurance is something less 
than what was sought, courts find the 
assurance inadequate. Again, that is 
generally the case. In evaluating the 
assurance, the court should keep in 
mind the reputation of the promisor, 
the grounds for insecurity, and the 
kinds of assurance available.40

A court will not require that a party meet 
demanded assurances that are unreasonable. 
“What constitutes ‘adequate assurance’ is 
to be determined by factual conditions; the 
seller must exercise good faith and observe 
commercial standards; his satisfaction must 
be based upon reason and must not be arbi-
trary or capricious.”41 “If the assurances he 
demands are more than ‘adequate’ and the 
other party refuses to accede to the exces-
sive demands, the court may find that the 
demanding party was in breach or a repu-
diator.”42 However, “the mere fact that as-
surances demanded…necessitate action be-
yond that required by the contract does not 
render the demand unreasonable as a matter 
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of law.”43 Indeed, as the Supreme Court of 
Iowa has noted, “all demands for adequate 
assurance call for more than was originally 
promised…it is the very purpose of 2-609 to 
authorize one party to insist upon more than 
the contract gives.”44

Example of Assurance Deemed Adequate
• Puget Sound Energy, Inc v Pac Gas & 

Elec Co (In re Pac Gas & Elec Co)45 (rea-
sonable assurance was given where a 
supplier of energy stated that it had 
fully complied and would continue 
to fully comply with the terms of the 
parties’ agreement). In this case, the 
district court affirmed the bankruptcy 
court’s finding that reasonable assur-
ance was given taking into account 
among other factors, the length of the 
parties’ relationship, the good faith 
shown by the supplier, and the fact 
that the supplier had not previously 
breached the parties’ agreement.  

Not Good Enough: Examples of Assurance 
Deemed Inadequate

• In Land O’ Lakes, Inc v Hanig,46 the Iowa 
Supreme Court held that assurances 
given by Hanig, a grain producer, to 
Land O’ Lakes, a grain cooperative, 
were inadequate as a matter of law. 
Land O’ Lakes was concerned over 
the effect of poor market conditions 
on its hedge-to-arrive contracts. 
Because of this concern, it adopted 
a policy that required its contract 
partners to either terminate their 
contracts subject to a cancellation 
fee, deliver grain by a certain date, 
or perform some combination of 
the two. Upon receipt of the policy, 
Hanig repudiated its contracts with 
Land O’Lakes and disavowed their 
enforceability. The repudiation gave 
Land O’Lakes reasonable grounds for 
insecurity, and Land O’Lakes sought 
assurances from Hanig that it would 
perform. Hanig said he intended to 
perform, but only if a court found 
the contracts enforceable. The court 
found Hanig’s assurance of perfor-
mance inadequate because “Hanig 
did not promise performance; he 
promised performance only if the 
contracts were deemed enforce-
able.”47 Because Land O’Lakes could 
not be assured of performance until a 

judgment by the court, it was impos-
sible for the assurance to occur with-
in thirty days as required by 2-609.48 
Further, Hanig’s assurance was con-
ditioned on a requirement not within 
the terms of the contract. Therefore, 
Hanig’s assurance was not only 
inadequate, it was actually deemed 
a repudiation under Section 2-610 of 
the UCC. The court cited the follow-
ing comment to Section 2-610, “when 
a party states its intention not to per-
form except on conditions which 
go beyond the contract, the party’s 
statement constitutes a repudiation 
of the contract” and when “a party’s 
assurances constitute a repudiation, 
they cannot, as a matter of law, qual-
ify as adequate assurances.”

• Creusot-Loire Int’l, Inc v Coppus Engg 
Corp49 In this case, a buyer demand-
ed a letter of credit and guarantee as 
adequate assurance of future perfor-
mance on a contract for sale of goods, 
after the buyer became aware some 
goods would not perform as war-
ranted. The seller’s failure to provide 
any assurance of future performance, 
except to say that the goods would 
work as promised if installed, was 
deemed a repudiation of the contract 
under Section 2-609.

Conclusion
The decision to declare that a contract 

repudiation has occurred is fraught with 
risk. Demands for adequate assurance of per-
formance present a safe harbor in the stormy 
sea of repudiation. The demand is a useful 
tool that every commercial attorney should 
use when there is a credible risk concerning 
future performance under a contract. It was 
true in 2003. It is even more true in 2009.

NOTES

1. John R. Trentacosta and Steven R. Fox, 
Demand for Adequate Assurance of Performance 
Under the UCC, 23 Mich Bus LJ 10 (2003).

2. Id.
3. MCL 440.2609.
4. Id., cmt. 1.
5. Id., cmt. 2.
6. Id.
7. Id., cmt. 3.
8. Id.
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9. See John R. Trentacosta and Steven R. Fox, 
Demand for Adequate Assurance of Performance 
Under the UCC, 23 Mich Bus LJ 10 (2003).

10. See, e.g., Top of Iowa Coop., 608 NW2d 
454, 466 (Iowa 2000).

11. Id.
12. Id.
13. 11 Fed Appx 538, 2001 US App LEXIS 

11402 (6th Cir 2001).
14. Id., 2001 US App LEXIS at **16.
15. Id.
16. Id., citing Cole v Melvin, 441 F Supp 193, 

202 (DSD 1977).
17. Id. at **17.
18. Id. at **17-18. In Ford Motor Credit Co 

v Ellison, 334 Ark 357, 974 SW2d 464 (1998), 
the Supreme Court of Arkansas similarly noted 
that several circumstances may be considered in 
determining whether the demanding party has 
reasonable grounds for insecurity, including: (1) 
the nature of the sales contract; (2) the petition by 
the party upon whom demand is made of conduct 
that caused insecurity in other transactions; (3) 
insecurity existing in the performance of other 
contracts unrelated legally to the contract at issue; 
(4) the expanding use of a credit term by the party 
upon whom demand is made; and (5) reputation 
and rumors concerning the stability and conduct 
of the party upon whom demand is made. Id. at 
363. The Arkansas Supreme Court further stated 
that “a seller does not have reasonable grounds for 
insecurity when the buyer is clearly financially able 
and willing to pay for delivered goods.” Id.

19. No 86-0316, 1987 US Dist LEXIS 15431 
(ED Mich Apr 16, 1987).

20. Id. at *8. It is not possible to determine 
from the Easco opinion how late the past due 
amounts were. However, it appears some of them 
were upwards of 70 days late.

21. 944 F2d 1131 (3d Cir 1991).
22. Id. at 52.
23. Id. at 47-52.
24. 271 BR 626, 641 (ND Cal 2002).
25. 730 F2d 186 (5th Cir 1984).
26. 536 F2d 1167 (7th Cir 1976).
27. 731 F Supp. 1484, 1487 (D Kan 1990).
28. 608 NW2d 454, 465-469 (Iowa 2000).
29. 167 Md App 132, 155, 168-169 (2006).
30. No 03 Civ 9318, 2004 WL 2290486, at *4 

(SDNY Oct. 12, 2004).
31. 985 F2d 685 (2d Cir 1993).
32. Id. at 702.
33. Id.
34. Id. at 703.
35. 164 BR 12, 16-17 (NDNY 1994).
36. No 93 Civ 3305, 1995 US Dist Lexis 

7450, at *13-16 (SDNY May 31, 1995).
37. Id. at *14.
38. MCL 440.2609, cmt. 3.
39. Id., cmt. 4.
40. By-Lo, 2001US App LEXIS 11402 at **20-

21.
41. Richmond Leasing Co v. Capital Bank, NA, 

762 F2d 1303, 1310 (5th Cir 1985).
42. J. White & R. Summers, Uniform Com-

mercial Code § 6-2, at 236 (5th ed. 2000). See also 
Hope’s Architectural Prods, Inc v Lundy’s Const, Inc, 
781 F Supp 711, 716 (D Kan 1991).

43. Top of Iowa Coop. 608 NW2d at 469 
(rejecting argument that 2-609 demand was 
unreasonable and thus constituted an anticipatory 

breach because it imposed conditions that went 
beyond contract terms).

44. Id.
45. 271 BR at 642-643.
46. 610 NW2d 518 (Iowa 2000).
47. Id. at 523.
48. Id.
49. 585 F Supp. 45 (SDNY 1983).
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