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opportunity to understand the terms of the contract, or were the impor-
tant terms hidden in a maze of fine print and minimized by deceptive

sales practices? Ordinarily, one who signs an agreement without full
knowledge of 1ts terms might be held to assume the risk has

are not to be questioned should be abandoned and the court should

consider whether the terms of the contract are so unfair thatrenforcement i< 4, S

should Bewithheld.

In determining reasonableness or fairness, the primary concern must
be with the terms of the contract considered in light of the circumstances
existing when the contract was made. The test is not simple, nor can it be
mechanically applied. The terms are to be considered “in the light of the
general commercial background and the commercial needs of the particu-
lar trade or case.”!! Corbin suggests the test as being whether the terms

are “so extremeas {0 appear unconsciona rdlng to the mores and
blisiness practices of the tlme rrctplae 1s
rcorreettysta L T70 be applied-in-these-eas®s where no

meamngful choice wa; ct

Because the trial court and the appellate court did not feel that
enforcement could be refused, no findings were made on the possible
unconscionability of the contracts in these cases. Since the record is not
sufficient for our deciding the issue as a matter of law, the cases must be
remanded to the trial court for further proceedings.

So ordered.

DANAHER, Circuit Judge (dissenting). The District of Columbia Court of
Appeals obviously was as unhappy about the situation here presented as
any of us can possibly be. Its opinion in the Williams case, quoted in the
majority text, concludes: “We think Congress should consider corrective
legislation to protect the public from such exploitive contracts as were
utilized in the case at bar.”

My view is thus summed up by an able court which made no finding
that there had actually been sharp practice. Rather the appellant seems to
have known precisely where she stood.

There are many aspects of public policy here involved. What is a
luxury to some may seem an outright necessity to others. Is public over-
sight to be required of the expenditures of relief funds? A washing

‘machine, e.g., in the hands of a relief client might become a fruitful

11. Comment, Uniform Commercial Code §2-30[2].

12. See Henningsen v. Bloomfield Motors, Inc. [32 N.J. 358, 161 A.2d 69 (1960)];
Mandel v. Liebman, 303 N.Y. 88, 100 N.E.2d 149 (1951). The traditional test as stated in
Greer v. Tweed, 13 Abb. Pr., N.S. [427] at 429 [(N.Y. 1872)], is “such as no man in his senses
and not under the delusion would make on the one hand, and as no honest or fair man
would accept, on the other.”
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source of income. Many relief clients may well need credit, and certain
business establishments will take long chances on the sale of items,
expecting their pricing policies will afford a degree of protection
commensurate with the risk. Perhaps a remedy when necessary will be
found within the prov1510ns of the “Loan Shark” law, D.C. Code §§26 601
et,’seq a96n. i
I mention such matters only to emphasme the desirability of a cautlous
approach to any such problem, particularly since the law for so long has
allowed parties such great latitude in making their own contracts. I dare say
there must annually be thousands upon thousands of installment credit
transactions in this jurisdiction, and one can only speculate as to the effect
the decision in these cases will have. »

I join the District of Columbia Court of Appeals in its disposition of
the issues.

NOTE AND QUESTION

Unconscionability is a wild card doctrine in our law. Dealing as it does
with basic fairness, the concept has been attacked as meaningless, untam-
able, dangerous. The seminal law review article advocating this view was
the late Professor Arthur Leff’s Unconscionability and the Code: The
Emperor’s New Clause, 115 U. Pa. L. Rev. 485 (1967), in which the author
casually proposed a two-part test for unconsaonablllty that has proved

very popular with the s. Lelf statedthat before-aeotrt could deem a
contrac part thereof unconscionable, the court-mustfind both

procedural and substantive unconscionability. Procedural unconscionabil-

ity, according to Leff, meant unfan‘nesa i LHWWPICJ“ -

refers to harsh terms i esultlng contract OW does this ¢o “"”’p’ire
iven by judge J- Skelly Wright ini”

MAXWELL v. FIDELITY FINANCIAL SERVICES
Arizona Supreme Court, 1995
907 P2d 51

- Fribman, C.J. Elizabeth Maxwell petitions us to review a court of
appeals opinion affirming a trial court ruling that the doctrine of novation
barred Maxwell’s claim that a contract was unconscionable and therefore
unenforceable. See Maxwell v. Fidelity Fin. Servs., Inc., 179 Ariz. 544, 880
P2d 1090 (Ct. App. 1993). We granted review to examine the law dealing
with grounds for novation and unconscionability and to determine
whether the principles of contract interpretation announced in Taylor v.
State Farm Mut. Auto. Ins. Co., 175 Ariz. 148, 854 P2d 1134 (1993), are
applicable to these issues.
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FACTS AND PROCEDURAL HISTORY

The facts, taken in the light most favorable to Maxwell, against whom
summary judgment was granted, are that in December 1984, Elizabeth
Maxwell and her then husband, Charles, were approached by Steve Lasica,
a door-to-door salesman representing the now defunct National Solar
Corporation (National). Lasica sold the Maxwells a solar home water heater
for a total purchase price of $6,512. Although National was responsible for
installation, the unit was never installed properly, never functioned prop-
erly, and was eventually declared a hazard, condemned, and ordered
disconnected by the City of Phoenix. Thus, although the unit may have
been intrinsically worthless, the question of unconscionability is deter-
mined as of the time the contract was made. A.R.S. §47-2302.

Financing for the purchase was accomplished through a loan to the
Maxwells from Fidelity Financial Services, Inc. (Fidelity). The sale price
was financed for a ten-year period at 19.5 percent interest, making the
total cost nearly $15,000.

At the time of the transaction, Elizabeth Maxwell earned approxi-
mately $400 per month working part-time as a hotel maid and her
husband earned approximately $1,800 per month working for the local
paper. At Fidelity’s request, an appraisal was made of the Maxwells’ South
Phoenix home, where they had resided for the preceding twelve years. The
appraisal showed that the Maxwells lived in a modest neighborhood, that
their 1,539 square foot home was in need of a significant amount of
general repair and maintenance, and that its market value was approxi-
mately $40,000.

In connection with the financing transaction, Ellzabeth Maxwell
signed numerous documents, including a loan contract, a deed of trust, a
truth-in-lending disclosure form, and a promissory note and security
agreement. The effect of these documents was not only to secure the
deferred purchase price with a lien on the merchandise sold, but also to
place a lien on Maxwell’s house as additional security for payment on the
water heater contract. The forms and their terms were unambiguous and
clearly indicated that Maxwell was placing a lien on her house. Included in
the consumer credit contract between Maxwell and Fidelity was a clause
expressly stating that Fidelity was subject to all claims by and defenses that
Maxwell could assert against National.

Despite the fact that the water heater was never installed or working
properly, Maxwell made payments on it for approximately three and one-
half years, reducing the deferred purchase balance to $5,733. In 1988,
Maxwell approached Fidelity to borrow an additional $800 for purposes
unrelated to the original loan. In making this second loan, Fidelity
required Maxwell to again sign a bundle of documents essentially identical
to those she signed in 1984. Instead of simply adding $800 to Maxwell’s
outstanding balance on the 1984 contract, Fidelity created a new contract
that included the unpaid balance of $5,733 on the 1984 loan, a term life
insurance charge of $313, as well as the new $800 loan. In all, Maxwell
financed the sum of $6,976 with this second loan. The terms of this latest
loan also included interest at 19.5 interest and payments for a period of
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six years, making Maxwell’s new payments, including interest, total nearly
$12,000. The combined amount Maxwell would pay under the two
contracts for a non-functioning water heater and the additional $800 loan
thus totals approximately $17,000, or nearly one-half the value of her
home.

Maxwell continued to make payments until 1990, when she brought
this declaratory judgment action seeking, inter alia, a declaration that the
1984 contract was unenforceable on the grounds that it was uncon-
scionable.

Following discovery, Fidelity moved for summary judgment asserting,
among other things, that the statute of limitations had run on Maxwell’s
claim of unconscionability and, if not, that the 1988 contract worked a
novation, thereby barring any action by Maxwell on the 1984 contract.
Maxwell filed a memorandum in opposition to this motion and pointed to
sworn testimony in her deposition, which Fidelity submitted with its
motion, as raising genuine issues of material fact.

‘In a brief order, the trial court granted Fidelity’s motion on the theory
of novation:

The court has had under advisement [Fidelity’s] motion for summary judg-
ment. The court has considered the pleadings, the argument, and the
authorities. It is ordered granting the motion. By way of explanation, the
court is of the opinion that although the statute of limitations does not bar
this action, the doctrine of novation does.

Minute Entry, May 31, 1991.
The court of appeals affirmed. . . .

3. THE HISTORY OF UNCONSCIONABILITY

Traditionally, equity courts recognized the defense of unconscionabil-
ity in denying relief to plaintiffs who were guilty of unconscionable
conduct. See Dan B. Dobbs, 2 Law of Remedies 703 (2d ¢ ed 1993). w

dWo 0 ms of unconscionabili
See id. Additionally, tmequity unconsc1onab1ﬁWrVé‘d"§'§a remedial

doctrine, limiting a party’s remedies without truly affecting its substantive

legal rights. Id. at 704. However, the enactment of an unconscionability

defense under U.C.C. Article 2 changed that. The rule as it now exists is

largely substantive, working primarily as a defense both in law and in

equity and applying to claims for damages as well as specific performance.

Id. at 704-05.

Although U.C.C. §2-302 recognized and codified the amorphous equi-
table doctrine, it did little to provide a set of rules for analyzing claims of
unconscionability. Also lacking in the statutory recognition of uncon-
scionability is a definition of that term. Courts and respected commenta-
tors alike have grappled with defining and applying unconscionability
under the Code since its adoption. To this day, both groups remain divided
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on the proper method for doing so, though they share some common
ground on defining such a test.

Within this common area, the elements of unconscionability can be
ascertained to fulfill the Code’s obvious intent of protecting against uncon-
scionable contracts while not unnecessarily denying parties the benefit of
their bargain. Although no litmus test exists, the cases do provide a reason-
able, workable analysis.

4. DIVISIONS OF UNCONSCIONABILITY UNDER THE U.C.C.

This court previously has acknowledged that the unconscionability
principle involves an assessment by the court of

whether, in the light of the general commercial background and the
commercial needs of the particular trade or case, the clauses involved are so
one: e unconscionable under the circumstances existing at t
time of the making of the contract. . . . The principle is one of the preven-
tion of oppression and unfair surprlse ... not of disturbance of allocation of
risks because of superior bargaining power.

Seekings v. Jimmy GMC of Tucson Inc., 130 Ariz 596, 602 638 P2d 210,
216 (1981) (citations omitted). iculation of the
principle, however, is not readily applicable to the infinite variety of cases
that may involve the doctrine of unconscionability.

The framework upon which the vast majority of courts construct their
analysis consists of the well recognized division of unconscionability into
substantive and procedural parts. See, e.g., James J. White & Robert S.
Summers, 1 Uniform Commercial Code 204, n.8 and cases cited therein;
John D. Calamari & Joseph M. Perillo, Contracts 406 (3d ed. 1987).
Professor Dobbs provides the following explanation of the difference
between these two types:

Procedural or process unconscionability is concerned with “unfair surprise,”
fine print clauses, mistakes or ignorance of important facts or other things
that mean bargaining did not proceed as it should. Substantive uncon-
scionability is an unjust or “one-sided” contract. Substantive unconscionabil-
ity is important in two ways. First, substantive unconscionability sometimes
seems sufficient in itself to avoid a term-in-the-contract. Second, substantive
unconscionability sometimes helps confirm or provide evidence of proce-
dural unconscionability.

Dobbs, supra at 706 (footnote omitted). This dichotomy evolved from a
distinction made by the late Professor Leff in his oft-cited article
Unconscionability and The Code — The Emperor’s New Clause, 115 U. Pa.
L. Rev 485 487 (1967) In his article, meessorl:effdrstr gﬁiéhed between

terms (substantive unc0nauuuauﬂit7)’”r
Over the 7 s fin ned the two divisions of uncon-
scionability and identified several factors that are indicative of each.

brap \"‘1
S —H(/Z

(6 1”+Vﬁ <_“+’




606 Chapter 6. Avoidance of the Contract

Procedural unconscionability was well-explained in Johnson v. Mobil Oil
Corp.:

" Under the procedural rubric come those factors bearing upon . . . the real
and voluntary meeting of the minds of the contracting party: age, education,

. intelligence, business acumen and experience, relative bargaining power,

i who drafted the contract, whether the terms were explained to the weaker

| party, whether alterations in the printed terms were possible, whether there

%x were alternative sources of supply for the goods in question.

415 F. Supp. 264, 268 (E.D. Mich. 1976) (internal quotations omitted). As

Professors White and Summers have noted, procedural unconscionability

bears a strong resemblance to its “common-law cousins” of fraud and

duress. White & Summers, supra at 204.

Substantive unconscionability concerns the actual terms of the
contract and examines the relative fairness of the obligations assumed.
Resource Management Co. v. Weston Ranch & Livestock Co., 706 P.2d
1028, 1041 (Utah 1985). Indicative of substantive unconscionability are
contract terms so one-sided as to oppress or unfairly surprise an innocent
party, an overall imbalance in the obligations and rights imposed by the
bargain, and significant cost-price disparity. Id. (citations and internal
quotations omitted).

We believe these authorities provide useful illustrations of both divi-
sions of unconscionability under the U.C.C., although we do not restrict
applicability of the doctrine to the factors outlmed

5. APPLICATION

The point of agreement by courts on the substantive-procedural
elements also marks a point of departure in analyzing claims of uncon-
scionability. See generally White & Summers, supra at 218-20. Many
courts, perhaps a majority, have held that there must be some quantum
of both procedural and substantive unconscionability to establish a
claim, and take a balancing approach in applying them. Id. at 219. See
also 2 William D. Hawkland, Uniform Commercial Code Series §2-
302:05 (1984) and cases cited therein. Other courts have held that it is
sufficient if either is shown. See, e.g., Gilman v. Chase Manhattan Bank,
N.A., 534 N.E.2d 824, 829 (N.Y. 1988) (“While determinations of uncon-
scionability are ordinarily based on the court’s conclusion that both the
procedural and substantive components are present . . ., there-have
been exceptional cases.where a ion of the ntract is so outra-
geous-as-tQ warrant holding it unenforceable on the grounid of substan-
ti onsciOmAbility alome "y (cIting State v-Wolowitz, 96 A.D.2d 47
(N.Y. 1983)). In addition to the numerous courts holding that either
procedural or substantive unconscionability is sufficient, the leading
commentators in this field have also endorsed this position. See White
& Summers, supra at 220 (advocating the sufficiency of excessive price
alone).
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The cases that require a showing of both procedural and substantive
unconscionability appear to be rather fact-specific, based more on the
historical reluctance of courts to disturb contracts than on valid doctrinal
underpinning.

il

In some cases substantive unconscionability is found because the contract

price is grossly excessive (or sometimes grossly inadequate). Most of these"
cases present additional elements such as actual misrepresentations, gross

mistreatment of people who are already disadvantaged, or a subject matter

such as premarital settlements that calls for intense state scrutiny by judges.

In some of them, the substantive unconscionability really seems to be

evidentiary only, that is, as confirming the conclusion that the process of
bargaining was itself defective.

Dobbs, supra at 707 (footnote omitted) (emphasis added); see also Calamari
& Perillo, supra at 406 (“[C]ontracts involving grossly unequal exchanges
almost always involve some impropriety in the negotiating process or disabil-
ity of a party.”); White & Summers, supra at 218 (“Almost all of [the cases
finding substantively unconscionable terms] exhibit creditor behavior that
may be regarded as both procedurally and substantively unconscionable.”).
Additional evidence that the dual requirement position is more coin-
cidental than doctrinal is found within the very text of the statute on
unconscionability, which explicitly refers to “the contract or any clause of
the contract.” A.R.S. §47-2302 (emphasis added). Conspicuously absent
from the statutory language is any reference to procedural aspects Th-at
the U.C.C. contemplated substay . . |
cientis-the mest-platsible readlng of t W7 2302 glven that
thé™Code trself provides for per se unconscionability if there exists,
without more, a substantlve term in the contract limiting consequential
damages for injury to the person in cases involving consumer goods. See
AR.S. §47-2719(C). It is wholly inconsistent to assert that unconscionabil-
ity under §47-2302 requires some procedural irregularity when uncon-
scionability under §47-2719 clearly does not.

. If only procedural 1rregular1t1es are present, it
may be more approprlate to analyze the claims under the doctrines of
fraud, misrepresentation, duress, and mistake, although such irregularities
can make a case of procedural unconscionability. See Resource
Management Co., 706 P2d at 1043. However, we leave for another day the
questions involving the remedy for procedural unconscionability alone.

We conclude further that this case presents a question of at least
substantive unconscionability to be decided by the trial court. From the
face of it, we certainly cannot conclude that the contract as a whole is not
ter for a modest resi-
dence ‘payable at 19.5 percent interest, for a total time- payment prlce of
$14, 860 43. These facts present at least a questlon of'
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White & Summers, supra at §4-5 and cases cited therein. This contract is
made even more harsh by its security terms, which, in the event of non-

payment, permit Fidelity not only to repossess the water heater but fore-
close on Maxwell’s home. The a he apparent injustice and oppression in these

secyrity- pﬁgymmsmm@x_m J_Qanmstantlve unconscionability
but_also may provide evidence of procedural unconscionability. See
Dobbs, supra at 706-07 (citing Williams v. Walker-Thomas Furniture Co.,
350 F.2d 445 (D.C. Cir. 1965)).

Under the U.C.C. as enacted in A.R.S. §47-2302, the court may “refuse
enforcement of the contract altogether.” Dobbs, supra at 705; Restatement
§208. The present factual record, before the statutorily required evidentiary
hearing, certainly contains some evidence that the entire 1984 contract,
including sale price, security provisions, and remedies, is unenforceable. . . .

608

CONCLUSION

We are not satisfied from the state of this record that Fidelity had a
meaningful opportunity to present evidence on the commercial setting,
purpose, and effect of the 1984 contract, as required by A.R.S. §47-2302.
The trial court expressly based its decision entirely on the doctrine of
novation without addressing the fundamental question of unconscionabil-
ity in the manner required by statute. . . .

Therefore, we vacate the court of appeals’ opinion, reverse the trial
court’s judgment, and remand to the trial court for proceedings consistent
with this opinion and A.R.S. §47-2302.

MARTONE, J., concurring in the judgment. I would hold that the 1984
contract and the 1988 contract are unconscionable as a matter of law. As
~-the majority acknowledges a declaration of unconscionability under A.R.S.

47-2302(A al conclusion to be made by the court. And the
evidence referred to in §47-2302(B) “is for the court’s consideration, and
not the jury’s.” U.C.C. §2-302, Comment 3 (1962). The facts as outlined by
the majority lead to.one inescapable conclusion: one of unconscionability:
If these contracts are not unconscionable as a matter of law, what contract
would be? .

On the undlsputed facts, the commercnal settmg, purpose and effect of
the contracts are tragically plain. The commercial setting: a “now defunct”
entity, ante, at 2, took advantage of a limited person living on the margin of
human existence. The purpose: to extract “$17,000” from a “hotel maid”
who earned “$400 per month.” Id. at 3-4. The effect: to subject a marginal
person to the risk of loss of her home, all for a hot water heater that “was
never installed properly, [and] never functioned properly” Id. at 2. . . .

NOTE ON DOOR-TO-DOOR SALES

Buyers trapped in their homes and subjected to hours of salespitch all
too frequently sign up for foolish ventures of the kind described in the
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case. Recognizing that those who are purchasing items in their own homes
do not have the bargaining position of someone who is in the seller’s store
(and thus free to walk away), the Federal Trade Commission has promul-
gated a regulation permitting such buyers to avoid the contract without
reason if a notice of rescission is mailed to tht seller before expiration of
midnight of the third business day following the date of sale. Further, the
three-day period does not even begin to run until the seller has furnished
the buyer with a form explaining this right to cancel. The rule does not
apply to the sale of insurance or real estate or to transactions in which
buyer is the one who initiates the contact. See Federal Trade Commission
Regulations for Door-to-Door Sales, 16 C.F.R. §429.

Problem 127

Star General Construction Company contacted Wong Air Conditioning
Contractors and offered to give Wong the air conditioning subcontract on a
construction project recently awarded to Star General if Wong could supply
the air conditioning units at $8,000 each. Wong replied that it would lose
money at that rate, but Star General said that $8,000 was the best it could
do. Wong is a tiny new business and needs to buiid its reputation. If it
agrees to do the project at the quoted rate, can it later use UCC §2-302 to
reform the contract and receive a greater price? Does §2-302 protect

mercban;s,.rn.sales-@@at-raets9

WEAVER v. AMERICAN OIL CO.
Supreme Court of Indiana, 1971
257 Ind. 458, 276 N.E.2d 144

ARTERBURN, C.J. In this case the appellee oil company presented to the
appellant-defendant leasee, a filling station operator, a printed form
contract as a lease to be signed, by the defendant, which contained, in
addition to the normal leasing provisions, a “hold harmless” clause which
provided in substance that the leasee operator would hold harmless and
also indemnify the oil company for any negligence of the oil company
occurring on the leased premises. The litigation arises as a result of the oil
company’s own employee spraying gasoline over Weaver and his assistant
and causing them to be burned and injured on the leased premises. This
action was initiated by American Oil and Hoffer (Appellees) for a declara-
tory judgment to determine the liability of appellant Weaver, under the
clause in the lease. The trial court entered judgment holding Weaver liable
under the lease.

Clause three (3) of the lease reads as follows:

Lessor, its agents and employees shall not be liable for any loss, damage,
injuries, or other casualty of whatsoever kind or by whomsoever caused to
the person or property of anyone (including Lessee) on or off the premises,
arising out of or resulting from Lessee’s use, possession or operation
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thereof, or from defects in the premises whether apparent or hidden, or
from the installation existence, use, maintenance, condition, repair, alter-
ation, removal or replacement of any equipment thereon, whether due in
whole or in part to negligent acts or omissions of Lessor, its agents or
employees; and Lessee for,himself, his heirs, executors, administrators,
successors and assigns, hereby agrees to indemnify and hold Lessor, its
agents and employees, harmless from and against all claims, demands, liabil-
ities, suits or actions (including all reasonable expenses and attorneys’ fees
incurred by or imposed on the Lessor in connection therewith) for such loss,
damage, injury or other casualty. Lessee also agrees to pay all reasonable
expenses and attorneys’ fees incurred by Lessor in the event that Lessee shall
default under the provisions of this paragraph.

It will be noted that this lease clause not only exculpated the leasor
011 company from its hablhty for its neghgence ompelled eaver

gli-
. ati E.2d

; But the indemnifying clause valid, 262 N.E.2d 663. In our oplnxon
both these provisions must be read together since one may be used to
effectuate the result obtained through the other. We find no ground for
any distinction and we therefore grant the petition to transfer the appeal
to this court.

This is a contract, which was submitted (already in printed form) to a
party with lesser bargaining power. As in this case, it may contain uncon-
scionable or unknown provisions which are in fine print. Such is the case
now before this court.

The facts reveal that Weaver had left high school after one and a half
years and spent his time, prior to leasing the service station, working at
various skilled and unskilled labor oriented jobs. He was not one who
should be expected to know the law or understand the meaning of techni-
cal terms. The ceremonious activity of signing the lease consisted of
nothing more than the agent of American Oil placing the lease in front of
Mr. Weaver and saying “sign,” which Mr. Weaver did. There is nothing in the
record to indicate that Weaver read the lease; that the agent asked Weaver
to read it; or that the agent, in any manner, attempted to call Weaver’s
attention to the “hold harmless” clause in the lease. Each year following,
the procedure was the same. A salesman, from American Oil, would bring
the lease to Weaver, at the station, and Weaver would sign it. The evidence
showed that Weaver had never read the lease prior to signing and that the
clauses in the lease were never explained to him in a manner from which
he could grasp their legal significance. The leases were prepared by the
attorneys of American Oil Company, for the American Oil Company, and
the agents of the American Oil Company never attempted to explain the
conditions of the lease nor did they advise Weaver that he should consult
legal counsel, before signing the lease. The superior bargaining power of
American Oil is patently obvious and the significance of Weaver’s signature
upon the legal document amounted to nothing more than a mere formality
to Weaver for the substantial protection of American Oil.

Had this case involved the sale of goods it would have been termed
an “unconscionable contract” under sec. 2-302 of the Uniform Commercial
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Code as found in Burns’ Ind. Stat. sec. 19-2-302, IC 1971, 26-1-2-302. The
statute reads as follows:

19-2-302. Unconscionable contract or clause. — If the court as a matter of
law finds the contract or any clause of the contract to have been uncon-
scionable at the time it was made the court may refuse to enforce the
contract, or it may enforce the remainder of the contract without the uncon-
scionable clause, or it may so limit the application of any unconscionable
clause as to avoid any unconscionable result.

(2) When it is claimed or appears to the court that the contract or any
clause thereof may be unconscionable the parties shall be afforded a reason-
able opportunity to present evidence as to its commercial setting, purpose
and effect to aid the court in making the determination. (Acts 1963, ch. 317,
sec. 2-302 p. 539.)

According to the Comment to Official Text, the basic test of uncon-
scionability is whether, in light of the general commercial background and
the comny s €pa T trade or case, the clauses involved—
are so one-sided as to be unconscionable undeér the cifcumstances-existing
at the time of the making of the contract-Subsection two makes-it-clear
that it is proper for thé court to hear evidence upon these questions.

An “unconscionable contract” has been defined to be such as no sensible
man not under delusion, duress or in distress would make, and such as no
honest and fair man would accept. There exists here an “inequality so
strong, gross and manifest that it is impossible to state it to 2 man of
common sense without producing an exclamation at the inequality of it.” -
“Where the inadequacy of the price is so great that the mind revolts at it the
court will lay hold on the slightest circumstances of oppression or advantage
to rescind the contract.”

It is not the policy of the law to restrict business dealings or to relieve a
party of his own mistakes of judgment, but where one party has taken advan-
tage of another’s necessities and distress to obtain an unfair advantage over
him, and the latter, owing to his condition, has encumbered himself with a
heavy liability or an onerous obligation for the sake of a small or inadequate
present gain, there will be relief granted. Stiefler v. McCullough (1933), 97
Ind. App. 123, 174 N.E. 823,

The facts of this case reveal that in exchange for a contract which, if
the clause in question is enforceable, may cost Mr. Weaver potentially
thousands of dollars in damages for negligence of which he was not the
cause, Weaver must operate the service station seven days a week for long

hours, at a total yearly income of $5,000-$6,000. T@;;l_e‘rﬁlgg;so‘rgveals
that the clause was in fme print and contained no title beading which

abust 0 educa 1on to a contract prepared

by the attorneys of American 011 for the bene merican Oil which

was presented to Weaver on a “take it or leave it basis.”

Justice Frankfurter of the United States Supreme Court spoke on the
question of inequality of bargaining power in his dissenting opinion in
United States v. Bethlehem Steel Corp. (1942), 315 U.S. 289, 326.
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[1]t is said that familiar principles would be outraged if Bethlehem were
denied recovery on these contracts. But is there any principle which is more
familiar or more firmly embedded in the history of Anglo-American law than
the basic doctrine that the courts will not permit themselves to be used as
instruments of inequity and injustice? Does any principle in our law have
more universal application than the doctrine that courts will not enforce
transactions in which the relative positions of the parties are such that one
has unconscionably taken advantage of the necessities of the other?

These principles are not foreign to the law of contracts. Fraud and phys-
ical duress are not the only grounds upon which courts refuse to enforce
contracts. The law is not so primitive that it sanctions every injustice except
brute force and downright fraud. More specifically, the courts generally
refuse to lend themselves to the enforcement of a “bargain” in which one
party has unjustly taken advantage of the economic necessities of the other.

The traditional contract is the result of free bargaining of parties who
are brought together by the play of the market, and who meet each other
on a footing of approximate economic equality. In such a society there is
no danger that freedom of contract will be a threat to the social order as a
whole. But in present-day commercial life the standardized mass contract
has appeared. It is used primarily by enterprises with strong bargaining
power and position. The weaker party, in need of the goods or services, is
frequently not in a position to shop around for better terms, either
because the author of the standard contract has a monopoly (natural or
artificial) or because all competitors use the same clauses.

Judge Frankfurter’s dissent was written nearly twenty years ago. It
represents a direction and philosophy which the law, at that time was
taking and is now compelled to accept in our modern society over the old
principle known as the parole evidence [sic] rule. The parole evidence
rule states that an agreement or contract, signed by the parties, is conclu-
sively presumed to represent an integration or meeting of the minds of
the parties. This is an archaic rule from the old common law. The objectiv-
ity of the rule has as its only merit its simplicity of application which is far
outweighed by its failure in many cases to represent the actual agreement,
particularly where a printed form prepared by one party contains hidden
clauses unknown to the other party is submitted and signed. The law
should seek the truth or the sub;ectlve understandmg of the partles in this
more enlightened age."The :

“a package in prlnted form to show that the other party had knowle vledge -of
cionable terms contained therein. The principle
should be the same as that applicable to 1mpll€H‘ﬁ7&rfant1es namely that a
package of goods sold to a purchaser is fit for the purposes intended and
contains no harmful materials other than that represented. Caveat lessee
is no more the current law than caveat emptor. Only in this way can justice
be served and the true meaning of freedom of contract preserved. The
analogy is rational. We have previously pointed out a similar situation in
the Uniform Commercial Code, which prohibits unconscionable contract
clauses in sales agreements.

When a party can show that the contract, which is sought to be

enforced, was in fact an unconscionable one, due toa prodlglous amount
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of bargaining power on behalf of the stronger party, which is used to the
strongerparty s-aevantage-and._is ;

gréat hardship and risk on the lesser party, the contract proviston, or the
contract as a whole, if the provision is not separable, should not be

enforceable on the grounds that the provision is contrary to public policy. T
The party seeking to t-has the burden of showing 5/ =
that the provisions were explained to the other party 3”'?6&%?%%‘“ T e
knowledge and there Was in fact a real and voluntary meeting of the " +~ .
minds ad 7ot merely an objective meeting. 7
Unijust contract provisions have been found unenforceable, in the "= &
past, on the grounds of being contrary to public policy, where a party has a o
greater superior bargaining position. In Pennsylvania Railroad Co. v. Kent ¢/ 7at,
(1964), 136 Ind. App. 551, 198 N.E.2d 615, Judge Hunter, speaking for the By a e
court said that although the proposition that “parties may enter into such - &Y o,
contractual arrangement as they may desire may be conceded in the e ?
general sense; when, however, such special agreement may result in affect-g?q y -
ing the public interest and thereby contravene public policy, the abroga- = =
tion of the rules governing common carriers must be zealously guarded “ < ¢ G
against.” N

We do not mean to say or infer that parties may not make contracts

Lisunknown to the lesser party, causing-a—

exculpating one i ligence and providing Tor indemnilicatio, Bt
it mu one knowingly and willingly a5 i insSUrance contracts made

fGW%
tis the duty of the courts to administer justice and that role is not

per% is-easc; by enforcing a written instrument, not really an
agreement of the partiesas shown by the evidence here, although sigied
by-the parties. The patoteevidence rule must yield to the equities of the

e\fféfwwgamm his court and the judgment-of-the-trial
COURtis reversed with direction to enter judgment for Tlant.
[ R

GvaN, DEBRULER and HUNTER, JJ7 ¢oncur.
PRENTICE, J., dissents, with opinion.

PRENTICE, J. (dissenting). . . . The identical clause which Defendant
here seeks to avoid was held not to be against public policy in the case of
Loper v. Standard Oil Co. (1965), 138 Ind. App. 84, 211 N.E.2d 797.
Defendant directs our attention, however, to Henningsen et al. v.
Bloomfield Motors, Inc., etal. (1960), 32 N.J. 358, 161 A.2d 69,75 A.L.R.2d
L, cited in Am. Jur. 2d Contract §188, where, according to Defendant, it is
said: “It has been held that clauses limiting liability are given rigid scrutiny
by the courts, and will not be enforced unless the limitation is fairly and
honestly negotiated and understandingly entered into.” The Appellate
Court has accepted this statement at face value although there appears to
be no Indiana authority in support of such rule. It has been given limited
application in other jurisdictions and, as limited, appears to be reasonable
ind workable. But the defendant appears to mislead us by failing to
:omplete the quotation, which is completed as follows: “. . . this is espe-
sially true where the contract involves services of a public or semipublic
1ature, but has also been applied in some controversies involving private
‘ontracts, particularly where, as in the case of a public or semipublic
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contract the private contract is the only means one of the parties has of
filling an important need.” (Emphasis added.) The Henningsen case
involved an action by a consumer against the vendor of an automobile,
wherein the court declined to enforce the provision of the sales contract
that provided that the express warranty was in lieu of all others expressed
or implied. The case has no application to the issues raised on this appeal.
Neither do the facts as found by the trial court, together with additional
facts mentioned, suggest a disparity of bargaining positions warranting the
application of exceptions to reasonable and well established rules or
offend against my concept of fair business negotiations. A general disparity
of economic or intellectual positions, while factors to be considered along
with others in such cases, do not, in and of themselves, give one who is
dominant in such attributes an unconscionable advantage in the particular
transaction. Whether or not the contract was “understandingly entered
into” by Defendant, we, of course, cannot say; but we see nothing to indi-

/\}J " _~cate that he was deprived of the opportunity to understand it by any acts

or omissions of American. It would be a strange, and in my opinion impos-

& ssible, rule if one party to a contract were to be - wardian of the

other and accountable to him for botlthe-advantages he hoped to gain
thgﬁuwmwmmmm%wgdg
Under such a rule, the less one knew of the provisions of the written
contract which he executed, the better would be his position in the event
of later dissatisfaction.

‘Chief Justice Arterburn, speaking for a majority of this Court, has
concluded that the defendant was in an inferior position with respect to
the lease and treats the lease as we might treat an adbesion contract. I find
justification for neither. An adhesion contract is one that has been drafted
unilaterally by the dominant party and then presented on a “take it or
leave it” basis to the weaker party, who has no real opportunity to bargain
about its terms. (Restatement 2d, Conflict of Law §332 a, Comment ¢) (17
C.J.S. Contracts §10, p.581.) Here we have a printed form contract
prepared by American. There was great disparity between the economic
positions of American and Defendant; and Defendant was a man of limited
educational and business background. However, there is nothing from
which we can find or infer that the printed lease provisions were not
subject to negotiation or that, with respect to this particular lease,
Defendant was not in a bargaining position equal to that of American. The
fact that Defendant did not avail himself of the opportunity to read the
agreement but elected to accept it as presented does not warrant the infer-
ence that his only options were to “take it or leave it.” That the “hold harm-
less” clause was or might have been in small print, as suggested by the
majority, can hardly have significance in light of the claim and finding that
the defendant did not read any portion of the document.

The majority places great reliance upon the dissenting opinion of
Justice Frankfurter in United States v. Bethlehem Steel Corp. (1942), 315
U.S. 289, 326. I agree that it is a well reasoned opinion and that the
philosophy there expressed has had a great impact upon the parole
evidence rule and rightfully so. However, I find no similarity between the
actual situations under consideration. In the Bethlebem Steel case, the
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national security of the United States hung in the balance while the terms
of the contract in question were negotiated. Although the negotiators for
the government had a theoretical choice between accepting the proposed
contract or taking over the operation, of Bethlehem, the latter subjected
the nation to such grave peril as to amount to no choice at all.
Bethlehem’s actions clearly amounted to the taking of an unconscionable
advantage of the circumstances, and there was ample authority for reliev-
ing the government of the harsh terms thusly coerced. The court there
had merely to apply the fundamental principles of law that the courts will
noﬁ?rc%fﬁ?gaffvvﬁere one party has unconscionably taken advan-
tage of the necessities and distress of the other. In"the case-arbar, the ™
defendant was under no compulsion to act. There is nothing to indicate
that he was motivated by any purpose other than to improve his own
economic position, that the lease arrangement was to be more beneficial
to American than to him, that he was financially, intellectually or emotion-
ally incompetent or disadvantaged, that his necessities or potential
distress were in any way involved or that his bargaining position with
respect to this particular transaction, was not substantially equal to that
of American. ‘ o
The case of the Pennsylvania Railroad Co. v. Kent (1964), 136 Ind.
App. 551, 198 N.E.2d 615, has no application, as it was determined upon
an issue of public interest and the rules governing common carriers. Also,
it is clear that the Uniform Commercial Code sections on sales cited by
the majority can have no application; and Chief Justice Arterburn was
careful to point out that it was referred to only to illustrate the accept-
ance of legal philosophies permitting and fostering fair dealings and
substantive justice rather than blind and often unjust adherence to hard
and fast rules. But we have neither the duty nor the right to abandon
established principles whenever, in our judgment, it is necessary to avert
a hardship. And should the Legisl i ' ith either or
both, I questMVWM%I
believe, fhat our mandate is not simply to administer justice bu
under the law. I hold no special interest i preservimg icy of
enfoTCingihdemnity and exculpatory contracts. It may well be that they
should be greatly curtailed. But the majority opinion does not so hold.
Defendant’s dilemma does not spring from an unconscionable advantage
taken of him either by deceit of American or by virtue of a superior
bargaining position. It clearly stems from either an unwillingness or indif-
ference upon his part to utilize the resources available to him or from a
willingness to assume the risks in exchange for the rewards that he hoped
to gain. Presumably he has had the benefits contracted for, and the major-
ity decision is a grant of retrospective unilateral contractual immunity to
the careless and speculative and places a premium upon ignorance. I fear
that it will stand as an invitation to any liti indi imself
burdened by his own contract; Will say that he did not understand its
provisions a}fl_ms/f()??eFWWm?rTeither the duty, Hight Tror——
wvisdom to grant.
—~Twould accept transfer of this cause, set aside the decision of the
Appellate Court, as modified, and affirm the decision of the trial court.
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QUESTIONS

1. What is the difference between an exculpatory clause and an
i @JQ indemnity clause? Which was which here? Why not simply declare all excul-
hae patory clauses void as against public policy?
" 2. Was there both procedural and substantive unconscionability here?
v 3. Can any language in the case be cited for the proposition that
Indiana has abandoned the parol evidence rule entirely? See Grande v.
s \“"( .General Motors Corp., 444 F.2d 1022 (7th Cir. 1971).
14 . CVWL{ 4. If you were advising American Oil Company, how should it proceed
v in the future to make sure these clauses would be enforceable?

@t

—

The chief reporter of the UCC, and its guiding spirit, was Professor
Karl Llewellyn of Columbia Law School. Llewellyn was one of the great
legal minds of his day and the author of many famous discussions of
commercial problems. When he tackled the problem of unconscionability,
he came up with his celebrated “true answer” to the issue of enforcing
harsh clauses in contracts:

The answer, I suggest, is this: Instead of thinking about “assent” to boiler-
plate clauses, we can recognize that so far as concerns the specific, there is
no assent at all. What has in fact been assented to, specifically, are the few
dickered terms, and the broad type of the transaction, and but one thing
more. That one thing more is a blanket assent (not a specific assent) to any
not unreasonable or indecent terms the seller may have on his form, which
do not alter or eviscerate the reasonable meaning of the dickered terms. The
fine print which has not been read has no business to cut under the reason-
able meaning of those dickered terms which constitute the dominant and
only real expression of agreement. h

K. Llewellyn, The Common Law Tradition: Deciding Appeals 370 (1960)

‘Problem 128

When she went to check her coat at La Casa Restaurant, Portia Moot
failed to notice a sign on the coatroom wall that stated “Not Responsible
for Lost Items” in rather large letters. When she went to retrieve the coat
after her meal, it was missing. Did the sign exculpate the restaurant from
liability? Would it help the defense if the claim check she had been given
also repeated this language?

NOTE ON UNCONSCIONABILITY IN THE LEASING OF GOODS

Article 2A of the UCC on the lease of goods contains an uncon-
scionability section modeled on §2-302, but going a bit further. Like its
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predecessor, §2A-108 does not define unconscionability but does have the
following rules:

a

§2A-108. Unconscionability.

(1) If the court as a matter of law finds a lease contract or any clause of
lease contract to have been unconscionable at the time it was made the

court may refuse to enforce the lease contract, or it may enforce the remain-

d
li

er of the lease contract without the unconscionable clause, or it may so
mit the application of any unconscionable clause as to avoid any uncon-

scionable result.

(2) With respect to a consumer lease, if the court as a matter of law finds

that a lease contract or any clause of a lease contract has been induced by

u

nconscionable conduct or that unconscionable conduct has occurred in

the collection of a claim arising from a lease contract, the court may grant
appropriate relief.

(o]

P
p

conduct.

(3) Before making a finding of unconscionability under subsection (1)
r (2), the court, on its own motion or that of a party, shall afford the
arties a reasonable opportunity to present evidence as to the setting,
urpose, and effect of the lease contract or clause thereof, or of the

(4) In an action in which the lessee claims unconscionability with

respect to a consumer lease:

(a) If the court finds unconscionability under subsection (1) or ),
the court shall award reasonable attorney’s fees to the lessee.
(b) If the court does not find unconscionability and the lessee claim-
_ing unconscionability has brought or maintained an action he [or
~ she] knew to be groundless, the court shall award reasonable attor-
ney’s fees to the party against whom the claim is made. =~ =
“(0) In determining attorney’s fees, the amount of the recovery on
~behalf of the claimant under subsections (1) and (2) is not
controlling. C R

R

unc

It is bossible that this exp‘anded set of rules will influence the courts

in nonlease situations when it is applied by analogy (for example, to forbid

onscionable behavior in the collection process).

sl

VIII. IMPOSSIBILITY

If an event occurs before the contract is formed that causes trouble

vith its performance, the law of mistake is generally used to solve the diffi-
:ulty. If the problem arises after contract formation, the rules that follow

\re

more appropriately used (though courts are not always careful to

»bserve this distinction).

When life goes wrong and the contract cannot be performed, who

years what risk? Where do the losses fall? Again our leading case comes
rom Great Britain.
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TAYLOR v. CALDWELL
Queen’s Bench, 1863
3 B.&S. 826, 122 Eng. Rep. 309

BLACKBURN, J. In this case the plaintiffs and defendants had, on the
27th May, 1861, entered into a contract by which the defendants agreed to
let the plaintiffs have the use of The Surrey Gardens and Music Hall on
four days then to come, viz., the 17th June, 15th July, 5th August and 19th
August, for the purpose of giving a series of four grand concerts, and day
and night fétes at the Gardens and Hall on those days respectively; and the
plaintiffs agreed to take the Gardens and Hall on those days, and pay £100
for each day.

The parties inaccurately call this a “letting,” and the money to be paid
a “rent”; but the whole agreement is such as to shew that the defendants
were to retain the possession of the Hall and Gardens so that there was to
be no demise of them, and that the contract was merely to give the plain-
tiffs the use of them on those days. Nothing however, in our opinion,
depends on this. The agreement then proceeds to set out various stipula-
tions between the parties as to what each was to supply for these concerts
and entertainments, and as to the manner in which they should be carried
on. The effect of the whole is to shew that the existence of the Music Hall
in the Surrey Gardens in a state fit for a concert was essential for the fulfil-
ment of the contract, — such entertainments as the parties contemplated
in their agreement could not be given without it.

“Afterthe-making of the-agreemer fore-thefir y-on-which.a.
concert-was:to:-be-giv e-Hallowas:dt yed:-by-fire. This destruction,
we must take it on the evidence, i nd

Was's sequence-the-conce v s
. And the question we have to decide is whether, under these

circumstances, theloss: pl fs i s to-fall-upon.
t nts: The parties when framing their agreement evidently had

not present to their minds the possibility of such a disaster, andsh:
no-exXpress:stipulation:v ~

There seems no doubt that where there is a positive contract to do a
thing, not in itself unlawful, the contractor must perform it or pay damages
for not doing it, although in consequence ofunforesee: lents, the
performance of his contract has become ‘burtl :

¢ s5le. The law is so laid down in 1 Roll. Abr. 450, Condition
(G), and in the note (2) to Walton v. Waterhouse (2 Wms. Saund. 421 a.
6th ed.), and is recognised as the general rule by all the Judges in the much
discussed case of Hall v. Wright (E.B.&E. 746). Butithis:ruleds:

: is=pOsiti nd-absolute,.and.

con pressorimplied: and there are authorities which, as wi
_thin‘ii', establish the principle that where, from the nature of the contract, it
appears that the parties must from the beginning have known that it could
not be fulfilled unless when the time for the fulfilment of the contract
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arrived some particular specified th

ing continu
entering into the contract, they must have e

>S shall be.:
mpossible from

i

yrifiance b

default of the ¢ T,
There see e doubt that this implication tends to further the / K
great object of making the legal construction such as to fulfil the intention X

of those who entered into the contract. For in the course of affairs men in

making such contracts in general would, if it were brought to their minds,

say that there should be such a condition. . . . . o

There is a class of contracts in which a person binds himself to do T

something which requires to be performed by him in person; and such o
promises, e.g. promises to marry, or promises to serve for a certain time,

are never in practice qualified by an express exception of the death of the

party; and therefore in such cases the contract is in terms broken if the
promisor dies before fulfilment. Yet it was very early determined that, if

the performance is personal, the executors are not liable; Hyde v. The

Dean of Windsor (Cro. Eliz. 552, 553). See 2 Wms. Exors. 1560, 5th ed.,

where a very apt illustration is given. “Thus,” says the learned author, “if
an author undertakes to compose a work, and dies before ing it, (f €v s,

C

his €xecutors are discharged from this confraci: for the undertaking is ol ,

me persopalin IS Tatureand; 5V the interven tractor’s ! qﬁd
death, has become impossible to beperfermed-=Fortt m -
of Lord Lyndhurst in Mz . adhurst(1 Tyr. 348, 349), and a case g

mentioned by Patteson J. in Wentworth v. Cock (10 A.&E. 42, 45-46). Inj\ TV
Hall v. Wright (E.B.&E. 746, 749), Crompton J., in his judgment, puts bo

another case. “ contract depends upon personal skill, and the act

o . . " . fe <,
of God renders it impossiBI€; as, for INSTANICE, I tThe caseofa painte ~,
employed i i ckblind, it may be t e q«@@“ ¢

performance might be excused.” rd ot
"It seems that in those-cases the only ground on which the parties or @ (\
their executors, can be excused from the consequences of the breach of
the contract is, that from the nature of the contract there is an implied
condition of the continued existence of the life of the contractor, and,
perhaps in the case of the painter of his eyesight.
It may, we think, be safely asserted to be now English law, that in all
contracts of loan of chattels or bailments if the performance of the promise
of the borrower or bailee to return the things lent or bailed, becomes
impossible because it has perished, this impossibility (if not arising from
the fault of the borrower or bailee from some risk which he has taken
apon himself) excuses the borrower or bailee from the performance of his
promise to redeliver the chattel.
The great case of Coggs v. Bernard (1 Smith’s L.C. 171, 5thed.; 2 L.
Raym. 909) is now the leading case on the law of bailments, and Lord Holt,
n that case, referred so much to the Civil law that it might perhaps be
‘hought that this principle was there derived direct from the civilians, and
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was not generally applicable in English law except in the case of bailments;
but the case of Williams v. Lloyd (W, Jones, 179), above cited, shews that
the same law had been already adopted by the English law as early as The

of these cases is the promise
nor is there any express stipulation that the destructio
thing shall excuse the performance; but

P

OLC In the present case, looking at the whole contract, we find that
the parties contracted on the basis of the continued existence of the Music
Hall at the time when the concerts were to be given; that being essential to
their performance.

We think, therefore, that the Music Hall having ceased to exist,
without fault of either party, both parties are excused, the plaintiffs from
taking the gardens and paying the money, the defendants from performing
their promise to give the use of the Hall and Gardens and other things.
Consequently the rule must be absolute to enter the verdict for the defen-
dants.

Rule absolute.

g

" QUESTIONS

1. How does the court know that the burning of the music hall is an

~ excusing event? How do you know it?

~ 2. Would the court reach the same result if the defendant had burned
down the music hall deliberately? Negligently? -
3. Return to the facts of Problem 69 in Chapter 3. Would the plane
crash that occurred be an event that excused the delivery company of
liability to Bill Gilbert? R

Problem 129

(2) Behemoth Construction Company agreed to build an office build-
ing for the city of Jordan. When the office building was 95 percent
completed, it was destroyed by fire due to an act of God. There was no
clause in the contract providing what was to happen in such an event
(such a clause is called a force majeure clause, or, in Latin, a vis major
clause). Must Behemoth Construction start over, or is the law of impossi-
bility an excuse? See United States Fidelity & Guarantee Co. v. Parsons, 147
Miss. 335, 112 So. 469 (1927); Stees v. Leonard, 20 Minn. 494 (1874).

(b) Job Paint Contractors agreed to paint the City Council meeting
room for the city of Jordan, with the city promising to pay $20,000 on
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completion. When Job was three-fourths done, the building holding the
meeting room was destroyed in an earthquake. May Job Paint Contractors
recover anything? See Albre Marble & Tile Co. v. John Bowen Co., 338
Mass. 394, 155 N.E.2d 437 (1959).

NISSHO-IWAI CO. v. OCCIDENTAL CRUDE SALES
United States Court of Appeals, Fifth Circuit, 1984
729 E.2d 1530

GOLDBERG, Circuit Judge. This diversity action involves a contract
dispute between the Nissho-Iwai Company, Ltd. (“Nissho”) and Occidental
Crude Sales, Inc. (“Occidental”). Occidental appeals from a jury verdict
awarding Nissho co and fraud damages arising from
Ocei fai : nt. We hold that there
was no reversible error in the finding that Oc was liable for breach
of contract. We reverse the damage award, however, and remand for a new
trial limited to determining contract damages. Finally, we reverse the fraud
verdict.

Facrs

Nissho is a Japanese corporation that distributes oil to Japanese
buyers. Occidental is an American corporation that explores for and
produces oil. In 1965, Occidental obtained a number of “oil concessions”
from the High Petroleum Council and the Council of Ministers of Libya.
The concessions permitted Occidental to drill for oil in two separate
blocks of property (“Concession 102” and “Concession 103”). The produc-
ing wells were managed by the Libyan Government, and Occidental was
responsible for pipelines that transported oil from the wells to an export
terminal in Zueitina. Each concession agreement provided for a royalty
payment of 12.5 percent and a tax payment of 50 percent to the
Government on each barrel of oil.

On September 1, 1969, a Revolutionary Government under Colonel
Mloammar Khadafy deposed the King of Libya and assumed control. In
anuary 1970, Colonel Khadafy formed a committee to negotiate higher
srices with Libyan oil producers; but the companies were unwilling to
‘omply. Khadafy imposed a series of production restrictions; and in August
1973, he nationalized 51 percent of Occidental’s concessions.

THE CONTRACT

Occidental had been under contract since 1971 to provide Nissho
vith “Zueitina Medium” crude oil produced from Concession 102.
‘ueitina Medium is a low sulphur oil that is particularly useful to electric
itility companies required to meet air pollution standards. After receiving
he oil, Nissho would resell it to various Japanese power companies.
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In 1973, Occidental, aware of the past difficulties with the Libyan
Government, renegotiated its contract with Nissho. On October 4, 1973,
Occidental and Nissho signed the new agreement, known as Contract
1038. Nissho agreed to purchase and Occidental agreed to supply 750,000
barrels of oil a month through December 31, 1978. The contract contains
a “force majeure” clause excusing nonperformance caused by

executive or administrative orders or acts [of the Libyan Government], . . .
or by breakdown or injury to . . . producing . . . or delivering facilities, . . . or
by any other event, whether or not similar to the causes specified above . . .,
which shall not reasonably be within the control of the party against whom
the claim would otherwise be made (i.e. Occidental in this case).

The éontract also provides that it is to be governed by the laws of
California.

Events LEaADING UP TO BREACH OF CONTRACT 1038

UNDERLIFTINGS BY NISSHO

The parties performed their respective duties for several months.

Troubles developed, however, in 1974. First, during several months in

1974 and 1975, Nissho failed to “lift” its required allotment of oil. The

reasons for these “underliftings” are disputed. There is evidence that

Occidental supplied reduced quantities during January and March, 1974,

because of the Arab-Israeli War. There is also evidence that some of the

- underliftings in late 1974 were caused by the Nereus Shipping Company
s € (“Nereus”) which “nominated” ships to receive oil at such close intervals
ah It What Occidental could not fill them. (Nereus was required to supply
. \\ tankers pursuant to a contract of affreightment with Nissho.) The parties,
[ 4 ) © however, continued to work under the contract. As one officer of
Occidental testified, the company elected not to take legal action against

Nissho, preferring to reach a commercial solution. Trial Transcript at 1101.

ACTIONS OF THE LIBYAN GOVERNMENT

During this period, actions of the Libyan Government affected
Occidental’s production. On February 7, 1974, the Government and
Occidental entered into an Exploration and Production Sharing
Agreement under which the Government received 81 percent of oil
production. In the following months, the Government ordered increases
or decreases in production from various wells. Occidental objected to
some of the charges and negotiated remedial production quotas.

The parties reached an impasse in the summer of 1975, however. On

July 31, the Gover nno hat-Oeccidental’s--production
exceed Petroleum.Regulation Number

wells in Concession 103 would be ‘ClOééd
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August 28, 1975,'th§g&g}0Vernm§@;1t i
tive September 1, 1975. Oc

que mages.” Pla tiff's Exhibit 11.
objected to the Government’s failure to pay for
required by

embargc
with Nissho that month.

The embargo on exports lasted until Occidental and the Government
settled their disputes on Q@&&%@ﬁ% , 9%7% Pursuant to the settlement
agreement, the embargo order was he pending arbitrations were
withdrawn, and the produ ntal-was:restored-
barrels per day.

PIPELINE ‘BREAKDOWNS

Breakdowns in the oil pipeline leading from Concession 102 to
Zueitina also affected Occidental’s ability to perform the contract with
Nissho. Leaks in early 1975; and Occidental shut down the
sipeline for repairs from June 20 to July 10. The:leaks: ersisted, however;
ind in October, Occide j TS neswas-pressure 1 — wqlt o Iy
€s) ol : A
After the oil embargo ended in December, 1975, Occidental 7, <
itempted to reconnect the pipeline and repair any remaining leaks. Yet, Ceyg
vhen the pipeline was reattached, Occidental discovered sand in the line. “/
[o correct that problem, Occidental again had to remove a section of the
ine. Consequently, the pipeline was shut down from October, 1975,
hrough May 10, 1976, and no oil was produced from Concession 102
luring that period.

BREACH BY OCCIDENT.

spln.sumyi
L@

&

QUL M a ¢“oil"embarg

revented performance between October and December, 1975. Then,
vipeline problems-stopped.tk il.until May, 1976.. The reason for
he breach in September, 1975, is unclear. However, Occidental wrote
lissho on more than one occasion in August and early September, stating
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that the September cargo ould not i tion
restrictions. ‘ ‘
" Occidental raises a number of challenges to the judgment in this case.
It argues that Judge O’ Conor erred in the first trial by recalling the jury to
reconsider its verdict; thus, the original verdict should stand and
Occidental is entitled to a dn’ected judgment. We do not even reach this
claim, however. Regardless of whether it was proper to recall the jury,
Judge O’Conor had broad discretion to declare a mistrial and order a new
trial when he detected confusion in the jury verdict.
Occidental also raises 2 number of issues concerning the second trial.
It argues, first, that the judge erred in charging the jury about the Force
Majeure clause. Occidental claims that the trial court should not have
instructed the jury to consider whether an excusing event under the clause
was within the reasonable control of Occidental. We hold that the instruc-
tion was proper. Moreover, we hold that Judge O’Conor properly refused
a qualifying charge that Occidental had requested. .

CHALLENGES TO THE SECOND TRIAL

FORCE MAJEURE

Occidental raises several supposed errors in the second trial as
grounds for reversing that judgment. Occidental objects to the giving of
one jury instruction and the failure to give another with regard to force
majeure. At tr1al Occidental attempted to defend its nonperformance on

W 50 t (in partlcular the

Neither party shall be liable for . . . loss, damage, claims or demands of
any nature whatsoever due to delays or defaults in performance . . . caused
by impairment in any manner of [Occidental’s] crude oil supply, [by] execu-
tive or administrative orders or acts . . . of any . . . government, [by] break-
down or injury to . . . producing . . . or delivering faczlztzes [by] émposition
of restrictions . . . by any . . . government, . . . or by any other event, whether
or not similar to the causes specified above . . . , which shall not be reason-
ably within the control of the party against whom the claim would other-
wise be made.

Plaitltiff s Exhibit 88, at 4, §XV (emphasis added).

- Judge O’Conor instructed the jury that [i]n order to find that Occidental’s
nonperformance was excused under the force majeure clause you must find . .
from a preponderance of the evidence (1) that the excusing event or events
relied upon by Occidental actually prevented Occidental’s performance, and
(2) that the excusing event or events were not reasonably within the control
of Occidental or its supplier.
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Record at 210. Occidental objects to the second element of the charge,
which required the jury to consider whether pipeline difficulties and the
Libyan oil embargo were within the reasonable control of Occidental.
According to Occidental, the contract clause distinguishes between specif-
ically enumerated events and the general category of “any other event”;
only the latter must be beyond the reasonable control of the Seller.
Occidental points out that in California, a limiting exception applies only
to the last phrase preceding it, unless the context indicates otherwise. See,
€.g., In re Estate of Colyear, 17 Cal. App. 3d 173, 94 Cal. Rptr. 696, 702
(1971); Grant v. Hipsher, 257 Cal. App. 2d 375, 383, 64 Cal. Rptr. 892
(1967). ’ :

In this case, however, the California law of force majeure requires us
to apply a reasonable control limitation to each specified event, regardless
of what generalized contract interpretation rules would suggest. {

ST O]

Dorat it, see Eastern Air Lines v. McDo
.2d 957, 99 (5th Cir. 1976). :

... The second aspect of reasonable control is more s
not allow a par ifh
) -2d 784, 291 P2d 17, 20-21 (1955); 6
342, at 328; Anderson, supra. The rationalesbehind.-
“thy j did

igence .

tual force majeure
provisions both aspects of “reasonable control” — good faith in not
causing the excusing event and diligence in taking reasonable steps to
ensure performance. In Oosten, supra, the parties had entered into a
contract for the sale of milk. Clause 12 of the contract provided:

In case of strike, lockout, or other labor trouble . . . which shall render it

impossible for [either party to perform], no liability for non-compliance with
this agreement caused thereby . . . shall exist or arise.

291 P2d at 19. The clause did not explicitly refer to “reasonable control.”
vet, the Court invoked the concept in describing the obligations of a party
'elying on a force majeure clause:
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In the instant case we construe clause 12, with respect to impossibility of
performance, the same as it is construed generally in contract law with
regard to whether performance has been made impossible. The only things
the clause adds are that certain things — labor disputes, strikes — may excuse
performance, when without it they might not, but the question remains
whether those things have been made impossible. As has been said: “We
cannot always be sure what ‘causes are beyond the control’ of the contrac-
tor. Many fires can be prevented by the use of foresight and sufficient expen-
diture. Most strikes can be avoided by a judicious yielding or by an abject
surrender to demands. No contractor is excused under such an express
provision unless he shows affirmatively that his failure to perform was prox-
imately caused by a contingency within its terms; that, in spite of skill,
diligence and good faith on his part, performance became impossible or
unreasonably expensive.”

Id. at 20-21. See also Butler v. Nepple, 54 Cal. 2d 589, 6 Cal. Rptr. 767,
772-773, 354 P2d 239, 244-245 (1960) (affirming Oosten rule that par
must take reasonable steps to ensure performance). , ~
 To be sure, the facts in Oosten are distinguishable from our case.
Nevertheless, the words of the California Court provide the most defini-
tive statement of California law concerning the relationship between
contractual force majeure clauses and the reasonable control limitation.

4 | D
. Contract 1038: Finally, we note that the Northern District of Illinois
reached the same result in construing a force: majeure clause under
Michigan law. See Chemetron v. McLouth Steel, 381 F. Supp. 245, 256
(N.D. 11l 1974), aff’d, 522 F.2d 469 (7th Cir. 1975). The clause at issue in

that case provided:

The failure of either Seller or Buyer to perform any of its obligations
hereunder, if caused by an . . . explosion . . . or by any other circumstances
beyond the reasonable ¢ontrol of the party so failing, shall not subject such .
party to any liability to the other party. . ; ~

Id. The seller McLouth attempted to excuse its nonperformance because |
of explosions in its compressor. The District Court rejected the defense, in
part because “there was not an adequate showing that the explosions were
beyond McLouth’s control.” Id. The court was clearly applying the
“reasonable control” requirement to the specified event (explosions).

In sum, we conclude that e O was corregt.in requiring
Occidental to prove that pipeline break downs or the acts of the Libyan
Governmentwerebeyond its reasonable controll 77 ‘

—&s we have seen, however, Californta-law requires Occidental to take
extra steps to prevent the embargo unless “extreme and unreasonable
difficulty, expense, injury, or loss[es] are involved.” Butler v. Nepple,
supra, 354 P2d at 245; Oosten supra, 291 P2d at 20. Whether a third party
violates a contract in demanding extra money from Occidental is certainly
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a factor in determining whether that expense is unreasonable. It is not
dispositive, however. For example, if the Libyan Government had
demanded that Occidental pay five extra dollars, the expense (though
unlawful) would not be unreasonable in terms of Occidental’s good faith
obligation to perform its contract with Nissho. Therefore, Occidental’s
requested instruction was not accurate ‘

or was the tri

i patge: 1 class Though we
may disagree with the jury’s result, we cannot reverse if there is substan-
tial evidence to support the judgmen Boeing Co. v. Shipma
F.2d 365, 374 (5th Cir. 1969). 1

e Bk

Of course,

(0 d pr i 0nS. A reasonable bq %:(5‘?‘?
jury could have found, though, that Occidental would be able to recoup he .
through arbitration or settlement any losses that might result from the ™ -
restrictions. The company had already commenced arbitration proceed- €O [
ings against the Libyan Government; and, in December, it was able to

reach a settlement. To be sure, the withheld payments and the resulting— /llq
embargo were factors producing that settlement. That is not to say, ,V 2
however, that a settlement would not have been reached in the absence & “p y,

of an embargo. In the past, Occidental had been able to convince the 474
Government to back down from production restrictions. A reasonable &~

jury might have found that Occidental would again have been able to f )

TN

negotiate a reasonable settlement, particularly given the threat of the ‘!cj'\'
arbitration proceedings. ¢ @gf v g

8 : ; T
Acci ol 1€ s. During Ea
1975 and 1976, Occidental conducted numerous repairs on the pipeline

eading from Concession 102 to Zueitina. In October, 1975, Occidental
yegan repairs and disconnected a section of the line. The line remained
severed until after the embargo ended in December. There was testimony
hat Occidental left the line disconnected because it did not want to spend
noney for repairs until after it had settled its dispute with Libya. Trial
[ranscript at 581. When the line was reconnected, Occidental discovered
hat it was clogged with sand. A reasonable jury could have found that the
slockage of the line or the failure to discover the blockage earlier was
raused by Occidental’s delay in repairing and reconnecting the:line. The
rvidence supported a finding that the pipeline breakdown was within
Jccidental’s reasonable control.

In sum, there was no reversible error in either the force majeure
‘harge given by Judge O’Conor or the jury’s result. . . .
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e ——————————)

Problem 130

In 2020,when the United States began regular flights to and from the
moon, strange cracking problems began to plague the barges the space-
ships towed behind them. The government advertised for bids for a
contractor/inventor who would guarantee the government a solution to
the problem. The government explained in its advertisement that it was
unsure whether current technology was advanced enough to solve the
problem at all. Edison Tomorrow Company submitted the only bid and
was awarded the job. After two years of steady effort, Edison Tomorrow
threw in the towel and demonstrated to the satisfaction of everyone that
the project was impossible; there was no way that the cracking could be
prevented at this date. Edison Tomorrow then submitted its bill for its
expenses, and the government refused to pay, pointing to the guarantee
Edison Tomorrow had signed when awarded the contract. Edison
Tomorrow took refuge in the law of impossib,ility. How should this come
s e R S il lD i

é

 Problem 131

Hiram Walker contracted to sell T. C. Sherwood a cow called Rose of
Aberlone. Prior to the date of delivery, Rose died. Is Walker in breach of
contract? See UCC §2-613. What if Rose is very sick on the delivery date?
* What if Hiram Walker died before the delivery date?

Problem 132

Mona’s Kitchen contracted with the U.S. Navy to supply it with
100,000 chicken pot pies every year for ten years at an agreed upon price.
_Mona’s had always purchased its chickens from the Chicken Ranch of Best,
Texas, with whom it had done business for 80 years. The Chicken Ranch |
suddenly closed its doors, a totally unexpected event, and Mona’s Kitchens
was unable to find substitute chickens at a price that made the contract |
with the navy profitable. Is this an excusing event? See UCC §2-615, its
Official Comments 4 and 5.

am————————

Problem 133

Farmer McGregor contracted to sell 10,000 potatoes to the Potter
Grocery Store. Both parties knew McGregor expected to grow the pota-
toes on his own farm, though the contract said nothing about the expected
source of the potatoes. A tornado swept through McGregor’s farm and
destroyed the potato crop. Is this an excusing event under UCC §2-615?
See its Official Comment 9. What if the problem was caused by rabbits? See
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Clark v. Wallace County Coop. Equity Exch., 26 Kan. App.2d 463, 986 P2d
391 (1999). ,

SUNFLOWER ELECTRIC COOPERATIVE, INC. v. TOMLINSON
~ OIL CO.
Kansas Court of Appeals, 1981
7 Kan. App. 2d 131, 638 P2d 963

HERD, J. This is a breach of contract action in which the trial court
relieved appellee of liability for breach under the doctrine of impossibility
of performance. Sunflower Electric appeals.

Appellant, Sunflower Electric Cooperative; Inc., a member of the
R.E.A. family, is a pul,ic::utifl«i'cy«fin»fth‘e;»\i»'bia'siness;of@generatingf, electricity for
wholesale to eight member cooperatives. Its main generating facility is
located in Finney County. Appellee, Tomlinson Oil mpany, Inc., is a
corporation involved in-oil and gas production. It owned a number of oil
and gas leases in an area known as the Stranger Creek gas field in
Leavenworth County. ;

On November 29, 1973, the parties executed an agreement for the
sale and purchase of natural gas which is the subject of this action.
Under the agreement, Tomlinson promised to sell and Sunflower to buy
3 MMCF (million cubic feet) of gas per day from the reserves in the
Stranger Creek field. Tomlinson also promised to develop its reserves
O as to guarantee delivery A(A)TU7VMMCAF per day. The price was fifty-five
cents per MCF (thousand cubic feet) for the first year after initial deliv-
ery, increasing one cent per MCF each year for three years. After the
fourth year the price would be renegotiated or submitted to arbitration.
Under an exchange agreement with Kansas-Nebraska Natural Gas Co,,
[nc., the gas would be delivered to a Cities Service storage facility in
Leavenworth County. Kansas-Nebraska would then deliver an equiva-
ent amount of gas to a point four miles south of Sunflower’s generat-
ng facility in Finney County. Tomlinson had to build a 13.2 mile
dipeline to the Cities Service storage facility and Sunflower a 4.5 mile
sipeline to the Kansas-Nebraska exchange delivery point. For purposes
>f appeal, the following provisions of the agreement are particularly
‘elevant:

Section 1. Gas to be Purchased and Sold Hereunder. The gas to be sold
by Seller and purchased by Buyer under the terms of this agreement shall be
producedc‘fmm@g_le,:;s”g@g;mg;ggmg; now existing and that will exist during
the term of this agreement under Seller’s Leasehold Area. . . . ‘

Section TII. Dedication of Acreage. Seller shall dedicate to Buyer a gas
supply from the reserves under the Sellér’s Leasehold Area up to 7. MMCF.
per day for a period of fifteen (15) years. . . .
~ Section IV, Deliverability and Development. Seller shall deliver not less
than 3 MMCF of gas per day at the commencement of delivery of gas as
herein provided for, and shall proceed to systematically and expeditiously
develop its leases in Seller’s Leasehold Area in such a manner as to guaran-
tee the maximum deliverability herein contracted for at the earliest possible
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time and to continue the maximum deliverability for the full term of this
agreement.

Section XII. Specific Performance. Buyer and Seller each expressly
recognize that the purchase of gas and the availability of gas to the Buyer is
the essence of this Agreement, that gas is a valuable and depleting natural
Msmn'ce , and_that the private interests of Buyer as well as the interests of
the consuming public of electricity served by Buye uld be irreparably

@E%LWIL}IC event that Seller failed to make the deliveries of gas herein
agreed upon. .

—The Seller and Buyer stipulate that the payment of money
damages would not be adequate to satisfy the claims of Buyer or Seller for
the breach of this agreement, and that by reason thereof this agreement shall

' and that either party may seek

be enforceable by specific perf
specific performance thereof against the other.

Both parties constructed their respective pipelines which were
completed by November 1974. Tomlinson breached the contract the first

Fg_;gg and was never able to deliver the minimum amount of gas called for

act thereafter. In 1975 Tomlinson delivered only 88,479 MCF
compared with 985,500 MCF it would have had to deliver to meet the
minimum. In July 1976, Tomlinson stopped all production in the Stranger
Creek field and hénce deliveries under the contract. Sunflower had to look
elsewhere for its natural gas supply. Sunflower then filed this action.

The trial court’s findings of fact may be summarized as follows. The
Stranger Creek field is located five to six miles northeast of an older field
known as the McLouth field, now used as a storage area. The McLouth
field, developed in the 1930’s, at one time had 90 producing gas wells.
Its history was extensively analyzed in a 1941 publication of the Kansas
Geological Survey known as Bulletin 53. One of the early developers of
the Stranger Creek field was Bill Iverson. Iverson was the consulting
geologist on approximately fifteen wells in this field. From 1968 to 1970
Iverson and his partners, encouraged by Bulletin 53 and similarities to
the older McLouth field, bought leases of 1200 acres in the Stranger
Creek field. They then sold this acreage to J. A. Allisen in mid-1970.
Allisen acquired additional leases and bought leased wells upon which
pipe was set. In the fall of 1971, Allisen sold a one-half interest to
Tomlinson and later another one-fourth interest. Ultimately Allisen and
Tomlinson acquired 80 leases covering 9874.62 acres in the Stranger
Creek field. : :

Prior to entering into the contract with Sunflower in November o
1973, Tomlinson had purchased 6 wells and drilled 6 wells. Of these
twelve wells, only five (Pauley #1, Collins #1, Feverly #2, Kellison and
Jones #1) were potential producers, with the remainder being dry holes
or abandoned as not commercial. Multipoint back pressure tests, most of
which were performed in October, 1972, by Cities Service revealed gas
flows for these five wells as follows: Pauley #1 (675 MCF), Collins #1
(1200 MCF), Feverly #2 (846 MCF), Kellison (3680 MCF), and Jones #1
(589 MCF). A multipoint back pressure test measures the relationship of
short-term gas flow to the back pressure of a pipeline but is not a measure
of the well’s long-term capacity or the gas reserves. The presence of heavy
oil in all these wells was noted early.
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In November, 1974, the five wells were connected to the pipeline
Tomlinson had constructed to the Cities Service storage facility and gas
was produced and sold under the contract starting December, 1974,
Tomlinson experienced problems with heavy oil immediately but was
unconcerned because three wells, Pauley, Feverly and Collins, had been
shut in for some time. The Pauley well never produced as the weight of
fluid was heavier than the gas Thé other four wells went on the line at a
good flow of gas but went into a rapid decline. On February 4, 1975, E.

B. Kreiter, production manager for Tomlinson, prepared a progress
report in which he noted that the wells were “declining at an abn ormally
high rate which would indicate a small reservoir or one of limited perme-
ability.” On Aptil 29, Tomlinson checked fluid levels on these wells and

Welt- Ll ol tluid. o Jnes Doy

dmonds #T, neither of which were commercial wells. In June of 1975,
Feverly #2 W;S temporarily abandoned. The remaining wells produced
some small amount of gas through July of 1976, when all production
stopped.

As production declined, ‘Tomlinson found heavy oil fouling up all of
its separators, tubing and meters. Kerosene and steam would not clean
this equipment. The oil changed to a solid-like asphalt. A sample of the
heavy oil from the Pauley #1 well was found to have a viscosity of 100,000
centipoise at 100° F with a pour point of 90° F. Normal crude oil has a
viscosity of 10 to 100 centipoise. Because of the heavy oil problem,
Tomlinson decided notto-spend any additional time or money-in develop-
ing or producing in the Stranger Creek field. . . .

e

‘From this conflicting testimony the trial court found:

[T]hat the gas in the Stranger Creek field is exhausted and that heavy oil is a

problem only because of the depletion of gas. The Tomlinson estimates.of
reserves when the contract-was signed, were ovEr optimistic. However, the

- . ——
Tomlinson development program and OpPeration after the CONTract was
signed was reasonable and prudent and Further effor = tire
would not result in production of any Significam

In its conclusions of law;-the trial court first held that the agreement
vas_subject to the Uniform Commercial _Code and that Sunflower’s
neasure of damages under K.S.A. 84-2-712(2), was the difference between -

he cost of “cover,” i.e., fuel purchased in substitution for that due from

[———

[omlinson; apd the contract price. The court found that Sunflower’s calcu-
ation of $2,614,011.13 based on the cost of replacement fuel for the four
ears of the agreement for which the price of gas was set was proper as
lamages under this formula. This-ameunt is-not challenged on appeal>
3ased on its finding that the gas in Stranger Creek was exhausted, the
'ourt denied specific performance.

The court then considered Tomlinson’s liability for damages. The
greement contained an “uneentrollable forces” clause which the court
Mpﬂif[able' Again, this ruling is not challenged on appeal. The

'''' dundeér the

ourt did hold, however, that Tomlinson should be reliev
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doctrine of impossibility of performance.Inso finding the court stated in

part:

[T his is a contract where-a-partienlar gas ﬁeld was being develo ed and a

assum ion of the.contractand-the-on re temgg.e.

tranger Creek gas field to producg sufficient quantm of gas to fulfill the
contraet-ferany Teason other than thie fault of the defendantisan excuse o
no; ormance unde el €OT s;-SUpra, §283 or §286,

, ,serve exlsts andwill exist to fulﬁll the con ;a‘ct and the Court cannot
conclude that one party rather than the other assumed the risk of a particu-
- lar-resemve. i

“The defendant has contended throughout that this is-a case of super-..
vening impossibility due to the unexpected problem with heavy oil. There is
little question but what oil with a viscosity 10,000 times that of normal crude
oil would and did produce unique and probably unsolvable problems with
production. However, the weight of the evidence seems to now suggest that
the Stranger Creek gas field is not similar to the McLouth field and the gas
reserves in this field were quite small when the contract was signed. If this is
correct, then we are dealing with orig 1b111ty This stlll makes no
dlfference from a legal standpomt so 1 :

Tomlmson had five apparently good gas wells with multipoint back pressure
tests 1nd1cat1ng tremendous quantities of gas. Most of the geolo 1sts found

difficult to estimate prior to actual production and the plalntlff s witnesses
thought the data insufficient to even try. Whether better data prior to execu-
tion of the contract would have given a better picture of the reserves is spec-
Lo ul A) - ulative. In order to accurately project reserves, it is necessary to have

p oductlon Wthh requn‘es a p1pe11ne and a market hence the contract’,bc\\
“ Q}( ) dst ¢ v 1 swas-net-atfault in failing to foresee
ger ! Creek field. T _/par—tiesmcted on
wadt leases contained substanti

as reserves. The defendant Tomlinson proceeded as @
developer in building the pipeline and then expanding its exploration. They
are to be excused by reason of objective impossibility of performance,
whether original or supervening. Restatement of Contracts, supra, §§281,
283, 286(1).
S Ce O
¢, G e Q The court also denied charges to Sunflower for the $262,209.55 it had
spent on the pipeline constructed under the agreement in Finney County.
From these rulings, Sunflower appeals. . . .
g/ ~  Accordingly, this court must determine whether the trial court’s find-
@/ [ ings of fact are supported by the evidence and whether those findings
A x support the legal conclusion that Tomlinson should be excused from its
obligation under the contract because of the doctrine of impossibility of
rformance. The latter determination is one of law. Restatement (Second)
of Contracts, ch. 11, Introductory Note, pp. 309-310 (1981). Moreover,
insofar as determindtion of this case requires interpretation of the agree-
ment itself, the standard of review is that regardless of the construction of
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a written instrument made by the trial court, on appeal the instrument

may be construed and its legal effect determined by the appellate court.

State Bank of Parsons v. First National Bank in Wichita, 210 Kan. 647, Syl.

11, 504 P2d 156 (1972). o te o~
The law has long since recognized that impossibility, or as stated by +

the more modern authorities, impracticability of performance may relieve / < » ‘{{” .,

a promisor of liability for breach of contract. Such impracticability may . \}Q?T

arise after the contract, in which case it is referred to as “supervening” or \ f -

ist at the time of the contract, in which case it is referred to as “orig- B

or “existing.” The trial court found this to be a case of existing”

impracticability in that the weight of the evidence suggested that Stranger

Creek never contained sufficient reserves to meet the contract require-

ment. The general rule as to existing impracticability is.stated in

Restatement (Second) of Contracts §266 (1981):

Where, at the time a contract is made, a party’s performance under it is
impracticable without his fault because of a fact of which he has no reason
to know and the non-existence of which is a basic assumption on which the
contract is made, no duty to render that performance arises, unless the
language or circumstances indicate the contrary. '

This statement of the general rule encompasses the exceptions to relief:
(1) the impracticability must not have been caused by the promisor (fault),
(2) the promisor must have had no reason to know of the impracticability
{foreseeability); and (3) the language or circumstances may indicate that
‘he promisor not be relieved because of the impracticability (assumption
of the risk).

The Restatement rule adopts in large part the rationale of section 2-
315 of the Uniform Commercial Code. The Code clearly applies here. The
iale of gas contemplated by the agreement was the “sale” of “goods.”
¢.S.A. 84-2-105 to 106. See Amoco Pipeline Co. v. Admiral Crude Oil Corp.,
t90 F.2d 114 (10th Cir. 1974). K.S.A. 84-2-615 provides in pertinent part:

Except so far as a seller may have assumed a greater obligation. . . .

(a) Delay in delivery or nondelivery in whole or in part by aseller . . . 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 nonoc-
currence of which was a basic assumption on which the contract was made.
Official comments 5 and 8 indicate that fault and foreseeability, as well as
assumption of the risk are exceptions to relief under this provision.

A distinction is also drawn between impracticabiligy-which i&i@EC-
ive” and “objective.” ribed as the difference, respec-
ively between * the thing cannot be done.” See State
lighway Construction Contract Cases, 161 Kan. 7, 67, 166 P2d 728
1946)~ Oty objective-impracticability may serve to relieve a party of his™
it her contractual obligation. —

There appears to be no real dispute that the existence of sufficient
eserves in Stranger Creek to meet the contract ‘requirements was a
basic assumption” of the agreement. Since under the trial court’s findings
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sufficient reserves do not exist, the general rule provides that Tomlinson
should be relieved from liability, unless one of the exceptions applies.
Sunflower’s six points on appeal are overlapping and repetitious but may
be reduced to the following: (1) the impracticability of performance was
subjective, (2) Tomlinson was at fault in developing Stranger Creek, (3)
lack of sufficient reserves was foreseeable by Tomlinson, (4) Tomlinson
assumed the risk of impracticability, and (5) it would be inequitable to
grant relief under the circumstances of this case.

We first consider the argument that this is a case of subjective impos-
sibility. As the trial court found, most of the Kansas cases which have
considered the doctrine of impossibility of performance have been found
to involve subjective impossibility and thus relief has been denied. The
general rule is stated in White Lakes Shopping Center, Inc. v. Jefferson
Standard Life Ins. Co., 208 Kan. 121, Syl. 12, 490 P2d 609 (1971):.

When one agrees to perform an act possible in itself he will be liable for
a breach thereof although contingencies not foreseen by him arise which
make it difficult, or even beyond his power, to perform and which might
have been foreseen and provided against in the contract. (Emphasis added.)

In White Lakes the alleged impossibility was that more financing
was needed for a construction project than had previously been agreed
to in a loan commitment. Impossibility, if it was such, was held to be
subjective. . . .

“Sunflower’s argument that the agreement for the sale of gas is a thing
possible “in itself” ignores the agreement which was expressly limited to
sale of gas produced from Stranger Creek. The trial court’s findings of fact
that Stranger Creek is exhausted and further efforts by anyone would not
result in production is supported by the evidence. The trial court’s finding
also disposes of Sunflower’s argument that “the use of pumping units and
bottom hole heaters could have been utilized to improve production. .

T hus, the sale of gas from Stranger Creek is impossible for anyone: to
form, making this a case of objective impossibility.

Second, Sunflower argues that the fault exception applies to
Tomlinson because it failed to expeditiously develop Stranger Creek. This
argument appears to be based on the fact only five wells were connected
to the pipeline constructed to deliver gas under the agreement, and after
it became apparent these wells would not produce sufficient gas to meet
the contract requirements, only two additional wells were drilled, neither
of which produced. This argument must fail for two reasons. First, the trial
court found “defendant Tomlinson proceeded as a prudent and diligent
developer in building the pipeline and then expanding its exploration.”
This finding is supported by the evidence. Secondly, failure to drill addi-
tional wells cannot be deemed “fault” in light of the trial court’s finding
that the reserves are exhausted. Failure to develop Stranger Creek,
whether expeditiously or not, did not contribute to the impracticability
involved in this case, i.e., the lack of reserves.

Because of the manner in which we dispose of this case we wﬂl dlscuss
Sunflower’s third and fourth arguments together. Those arguments are: the
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lack of reserves was foreseeable by Tomlinson and Tomlinson assumed the
risk that the reserves would be insufficient. As both the Restatement and
the Code indicate, the language or circumstances of a contract may indi-
cate that a party has assumed an obligation to perform despite impractica-
bility. Such an assumption of the risk may be implied and foreseeability may
be a factor in such a determination. . . .

Was the lack of reserves in Stranger Creek “sufficiently foreshadowed”
at the time of contracting to be considered a risk assumed by Tomlinson?
The trial court found Tomlinson was not “at fault” in failing to foresee the
lack of reserves in Stranger Creek. This was based on the fact that when
the contract was signed, Tomlinson had five wells with ‘multipoint back
pressure tests indicating sufficient gas to meet the contract requirements
and the fact that most of the geologists found similarities to the successful
McLouth field: The court also found, however, that multipoint back pres-
sure tests do not provide a measure of reserves. The court specifically
found that “[g]as reserves are difficult to estimate prior to actual produc-
tion and the plaintiff’s witnesses thought the data insufficient to even try.”
We think the court applied too strict a standard of foreseeability. It may
well be true under prudent business standards, Tomlinson assumed. it has
reserves in Stranger Creek. However, the evidence is overwhelming and
‘he trial court’s own findings are to the effect that such reserves are inher-
ently unknown. Tomlinson, in its brief, supports this conclusion when it
states that “[a]ll the experts agreed one does not know what is below the
yround and that the responsible estimates can be way off.” Green and
rates gave Tomlinson a negative report on reserves. The favorable reserve
‘eports were by Tomlinson’s employees. They based their opinion on
Bulletin 53 pertaining to the McLouth field and a pressure test which
wdmittedly did not pertain to reserves. We conclude Tomlinson should
1ave foreseen Stranger Creek might not contain sufficient reserves. . . .

Tomlinson would have us abandon the rule that if the event was fore-
ieeable the parties must make provision for it in the contract or be bound.
t points out that Williston finds this rule “descended in the law from a
ime when it was more nearly true than it now is, because impossibility
vas more rarely an excuse.” 18 Williston on Contracts §1953 (3d ed.
.978), p. 118. That treatise proposes the following test which Tomlinson
vould have us apply here:

prormance. p. 119.
A

Even were we to adopt this test of foreseeability, however, the present
ase falls within the next sentence of §1953, which provides:

D lv pFigte-N ‘
the contingéncy, ha OsSi-

ne power to p Vegt
Pl of T happening

A similar argume




636 Chapter 6. Avoidance of the Contract

Here, Tomlinson, as a company in the business of oil and gas produc-
tion, and as the owner of the Stranger Creek leases, and as the party
maKkj € €5t mus ave had superior

owledge as to the possibility that the reserves might prove insufficient.
avin eable to

Tomlinson, we also conclude that Tomlinson assumed the risk that such

would prove to be the case. The trial court correctly found that the agree-
ment contains no express assumptiorofsuchian obligation by i[“o%ﬁ@-‘%,\
but as indicated above, this may be implied by the circumstances of a.
particular case. Besides the factor that the lack of reserves was foresceabr
to Tomlinson ided that “the purchase of
gas and the availability of gas to Buyer is the essence of this agreement”
and that Tomlinson was to develop the field so as to “guarantee” the
maximum deliverability under the agreement. We find these provisions,
particularly the former, significant. Sunflower agreed to build a 4.5 mile
pipeline and loan Tomlinson the cost of its gathering system, a total outlay
of in excess of a half million dollars, based on Tomlinson’s assurances of
adequate reserves. ‘

Most cases with analogous facts are simply applications of the general
rule that relief will be allowed absent one of the exceptions. The general
rule is particularly applicable where the existence of a specific thing is
necessary for the performance of the contract and that specific thing is
destroyed or fails to come into existence. See Restatement (Second) of
Contracts §263 (1981). Thus, one who contracts to sell and deliver a crop
of fruit, vegetables, grain, or hay then growing on a specific tract of land,
or to be grown on such a tract within a specified growing season, is
discharged from duty by the destruction of that crop without fault.
Mercantile Co. v. Canning Co., 111 Kan. 68, 206 P. 337 (1922). This rule
has been applied to an oil sales contract when the well which was the
subject of the contract ceased to produce. North American Oil Co. v. Globe
Pipe Line Co., 6 F.2d 564 (8th Cir. 1925). See also Housing Auth. v. E. Tenn.
Etc. Co., 183 Va. 64, 31 S.E.2d 273 (1944), where it was held that a contract
to supply natural gas which the parties contemplated would come from a
particular field was excused when the field ceased to produce. It is of note
that this was a jury case and that the instructions provided that the
supplier must not have assumed the risk of failure of the field. The jury
verdict for the supplier was affirmed. "

Even when a specific thing is necessary for performance, however, the
circumstances may demonstrate that a party has assumed the risk. 6
Corbin on Contracts §1339 (1962), states: “In any such case, however, the
expressions of the parties, interpreted reasonably, may show that one
party has assumed the whole risk, has warranted the possibility of
performance or made himself an insurer. One who contracts to supply
pasturage on specific land for a number of cattle may be found to have
warranted that grass will grow and water run [citing Berg v. Erickson, 234
F. 817 (8th Cir. 1916)]. Qune who promises to supply water for irrigation

ook S na-fificd the water at the favorab

place; [citing NorthrIrr. o. . Watins, 183 S. W& . Civ_App.
1916)T; it is_the Fof droy - misee
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expects to eliminate. The water company may, of course, protect itself bya
clause respecting drought and other causes beyond its control.” p. 398.

A reasonable interpretation of the contract in this case shows that it
was the risk of obtaining a supply of natural gas, which the contract recog-
nized as a “depleting natural resource” which Sunflower sought to elimi-
nate. The fact that the agreement was specifically tied to the Stranger
Creek field is significant in determining whether Tomlinson should be
relieved. We gave effect to this limitation regarding Sunflower’s argument
of subjective impossibility. In light of the other circumstances, however,
we conclude that the fact the agreement was so limited does not in itself
compel relief for Tomlinson.

This is not a-case where a crop failed through some natural disaster or
even where an oil or gas field which had been producing so as to meet
contract requirements failed. In this case a contract was entered into to
supply a specified quantity of gas before it was determined that that quan-
tity existed and without any provision being made in the contract for such
a contingency. . . .

That Tomlinson assumed the risk reserves might be insufficient is, we
think, demonstrated by (1) the language of the contract making purchase

and availability of gas to Sunflower the ¢ssence of the agreement, (2)
Tomlinson’s foreseeability that the reserves might not be sufficient, and

(3) Tomlinson’s expertise and superior knowledge as to the possibitity-of
inadequ i pels a finding that Tomlinson not be
relieved of liability for its breach. To hold otherwise would mean an oil or
gas producer could enter into a long term supply contract, borrow money
on it, gamble on the extent of its supply, know the purchaser is relying and
expending sums thereon, then escape with impunity when the supply
proves inadequate. If the producer wishes to be relieved of liability where
its reserves are unknown, appropriate language can be inserted in the
contract. In this case, it was not. . . .

The judgment is reversed and remanded with directions to enter
judgment for plaintiff in the amount of $2,806,298.13 and costs.

e

, s
QUESTIONS ’ <= qé / [ 7(

1. How do we distinguish this case from the destruction of the potato
crop in Problem 1337

2. How do we distinguish this case from the death of the cow in
Problem 131?

KRELL v. HENRY
Court of Appeal, King’s Bench, 1903
2 K.B. 740

The plaintiff, Paul Krell, sued the defendant, C. S. Henry, for 50%,
>eing the balance of a sum of 758, for which the defendant had agreed to
aire a flat at 564, Pall Mall on the days of June 26 and 27, for the purpose

g
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of viewing the processions to be held in connection with the coronation of
His Majesty. The defendant denied his liability, and counterclaimed for the
return of the sum of 25%, which had been paid as a deposit, on the ground
that, the processions not having taken place owing to the serious illness of
the King, there had been a total failure of consideration for the contract
entered into by him.

The facts, which were not disputed, were as follows. The plaintiff on
leaving the country in March, 1902, left instructions with his solicitor to let
his suite of chambers at 564, Pall Mall on such terms and for such period
(not exceeding six months) as he thought proper. On June 17, 1902, the
defendant noticed an announcement in the windows of the plaintiff’s flat
to the effect that windows to view the coronation processions were to be
let. The defendant interviewed the housekeeper on the subject, when it
was pointed out to him what a good view of the processions could be
obtained from the premises, and he eventually agreed with the house-
keeper to take the suite for the two days in question for a sum of 75%.

On June 20, the defendant wrote the following letter to the plaintiff’s
solicitor:—

I am in receipt of yours of the 18th instant, inclosing form of agreement
" for the suite of chambers on the third floor at 564, Pall Mall, which I have
_agreed to take for the two days, the 26th and 27th instant, for the sum of
75%. For reasons given you I cannot enter into the agreement, but as
arranged over the telephone 1 inclose herewith cheque for 25& as deposit,
and will thank you to confirm to me that I shall have the entire use of these
rooms during the days (not the nights) of the 26th and 27th instant. You
may rely that every care will be taken of the premises and their contents. On
the 24th inst. I will pay the balance, viz., 508, to complete the 75& agreed
‘upon. : ,

On the same kday the defendant received the following reply from the
plaintiff’s solicitor:— V

I am in receipt of your letter of to-day’s date inclosing cheque for 25&
deposit on your agreeing to take Mr. Krell’s chambers on the third floor at

564, Pall Mall for the two days, the 26th and 27th June, and I confirm the
agreement that you are to have the entire use of these rooms during the days
(but not the nights), the balance, 508, to be paid to me on Tuesday next the
24th instant.

The processions not having taken place on the days originally
appointed, namely, June 26 and 27, the defendant declined to pay the

. balance of 50% alleged to be due from him under the contract in writing of

June 20 constituted by the above two letters. Hence the present action.
Darling J., on August 11, 1902, held, upon the authority of Taylor v.
g@gﬂlagyggll and The Moorcock, that there was an implied condition in the

ession should take-placeand-gave judgment for the,
defendant-orrtheelaim and counter-claim.

The plaintiff appealed.

WiLLAMS, L.J. [After discussing Taylor v. Caldwell and Roman civil law,
the court continued:] I do not think that the principle of the civil law as
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introduced into the English law is limited to cases in which the event
causing the impossibility of performance is the destruction or non-exis-
tence of some thing which is the subject-matter of the contract or of some
condition or state of things expressly specified as a condition of it. I think
that you first have to ascertain, not necessarily from the terms of the
contract, but, if required, from necessary inferences, drawn from
surrounding circumstances recognised by both contracting parties, what is
the he contract, and then to ask the question whether that
sﬁﬁﬁm%\m&mme assumption of the exis-

tence of a-particular-state of things. TF it does; this will limit the operation

of the general words, and in such case; if the contract becomes-impossible
of perfor by reason of the nonexistence of the state of things

assumed by both contracting parties as the toundatiomof-the-contract;
there will be no breach of the contract thus limited. Now what are the facts
of the present case? The contract is contained in two letters of June 20
which passed between the defendant and the plaintiff’s agent, Mr. Cecil
Bisgood. These letters do not mention the coronation, but speak merely
of the taking of Mi=Krell’S"chambers, orrather, the use of them, in the
daytime of June 26 and 27, for the sum of 75, 25§ then paid, balance 508
to be paid on the 24th. But the affidavits, which by agreement between the
parties are to be taken as stating the facts of the case, shew that the plain-
tiff exhibited on his premises, third floor, 564, Pall Mall, an announcement
to the effect that windows to view the Royal coronation procession were
to be let, and that the defendant was induced by that announcement to
apply to the housekeeper on the premises, who said that the owner was
willing to let the suite of rooms for the purpose of seeing the Royal proces-
sion for both days, but not nights, of June 26 and 27. In my judgment the
use of the rooms w, d taken for Qse o € Royal
procession. It was not a demise of the rooms, or even an agreement to let
and taKe the rooms. It is a licence to use rooms for a particular purpose
and none other. And in my judgment the taking place of those processions:
on the days proclaimed along the proclaimed route, which passed 56a,
Pall Mall, was regarded by both contracting parties as the foundation of
the contract; and I think that it cannot reasonably be supposed to have -
] in the contemplation of the contracting parties, when the contract -
was made, that the coronation would not be held on the proclaimed days;
or the processions not take place on those days along the proclaimed
oute; and I'think that the words imposing on the defendant the obliga-
tion to-accept and pay for the use of the rooms for the named days,
although general and unconditional, were not used with reference to the
possibility of the particular contingency which afterwards occurred: It was
suggested in the course of the argument that if the occurrence, on the
proclaimed days, of the coronation and the procession in this case were
the foundation of the contract, and if the general words are thereby
limited or qualified, so that in the event of the non-occurrence of the coro-
nation and procession along the proclaimed route they would discharge
both parties from further performance of the contract, it would follow that
if a cabman was engaged to take some one to Epsom on Derby Day at a
suitable enhanced price for such a journey, say 108, both parties to the
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contract would be discharged in the contingency of-the-race.at Epsom for

[ — ¥ 3 s N .
somWM&ﬂM@ggt think this follows, for I do

not fhink thatin the cab case the happening of the-Face-would be the foun-

iﬁ_@% contract. No doubt the purpose of the engager would be to
go to see the Derby, and the price would be proportionately high; but the
cab had no special qualifications for the purpose which led to the selec-

tion of the cab for this particular occasion. would have done _

as well, reover, I think that, under the cab contract, the hirer, even if
the race went off; teh—Pri > will pay you the
agree ; othing to ith the purpose forwhich Thired

%hy.b;’ and that if the cabman refused mﬂt}’ of a
breach of contract, there being nothing to qualify his promise to drive the
hirer to Epsom on a particular day. Whereas in the case of the coronation,
there is not merely the purpose of the hirer to see the coronation proces-
sion, but it is the coronation procession and the relative position of the
rooms which is the basis of the contract as much for the lessor as the hirer;
and 1 think that if the King, before the coronation day and after the
contract, had died, the hirer could not have insisted on having the rooms
on the days named. It could not in the cab case be reasonably said that

! S ie . \
seeing the-Derby-race was the 0 ¢ : 7l
licénce_in thi e. Whereas in the present case, where the rooms were

offered and taken, by reason of their peculiar suitability from the position

of thereoms-for-a-view-of the coronati Wf
t ion p tforrwas the foundation-of the contract, whichis a

very différént thing from the PUrPOSE of the man who €ngaged the cab —
namely, to see the race — being held to be the foundation of the contract.
Each case must be judged by its own circumstances. In each case one must
ask oneself, first, what, having regard to all the circumstances, was the
foundation of the contract? Secondly, was the performance of the contract
prevented? Thirdly, was the event which prevented the performance of the
contract of such a character that it cannot reasonably be said to have been
in the contemplation of the parties at the date of the contract? If all these
questions are answered in the affirmative (as I think they should be in this
joth parties are discharged from further performance of the

ndation of this
nd that the nen-happening of it prevented the performance of
~ t; and, secondly, I think that the non-happening of the proces-
sion, to use the words of Sir James Hannen in Baily v. De Crespigny, was
(an&y_qx_t:of such a character that it cannot reasonably be supposed to

e . D e

‘have been in tﬁéﬁnte_@g}gtlon of the contracting parties when the
ontract was niadé, and that théy eld bound by generil
' ,, ¢ not used with refer-
icular contingency which afterwards

mpossibility was or might have been anticipated and guarded against. It
seems difficult to say, in a case where both parties anticipate the happen-
ing of an event, which anticipation is the foundation of the contract, that
either party must be taken to have anticipated, and ought to have guarded
against, the event which prevented the performance of the contract. . . .
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I myself am clearly of opinion that in this case, where we have to ask
ourselves whether the object of the contract was frustrated by the non-
happening of the coronation and its procession on the days proclaimed,
parol evidence is admissible to shew that the subject of the contract was
rooms to view the coronation procession, and was so to the knowledge
of both parties. When once this is established, I see no difficulty whatever
in the case. It is not essential to the application of the principle of Taylor
v. Caldwell that the direct subject of the contract should perish or fail to
be in existence at the date of performance of the contract. It is sufficient if
a state of things or condition expressed in the contract and essential to its
performance perishes or fails to be in existence at that time. In the
present case the condition which fails and prevents the achievement of
that which was, in the contemplation of both parties, the foundation of
the contract, is not expressly mentioned either as a condition of the
contract or the purpose of it; but I think for the reasons which I have
given that the principle of Taylor v. Caldwell ought to be applied. This
disposes of the plaintiff’s claim for 50§ unpaid balance of the price
agreed to be paid for the use of the rooms. The defendant at one time set
up a cross-claim for the return of the 258 he paid at the date of the
contract. As that claim is now withdrawn it is unnecessary to say anything
about it. . . .

Appeal dismissed. <,
b vpy / .
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QUESTIONS h e |

IS {ﬁ‘;\} ec (™
1. How does this case differ from the burning of the music {nall in 7‘/; e
Taylor v. Caldwell? <t
2. Do you agree with the learned judge’s resolution of his hypotheti-
cal concerning the Derby Day cab? =
3. If the defendant had not dropped his cross-claim for the return of
the deposit, how would the issue be decided? B A ( 0/ ;
“ j < 7~
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Problem 134 \Qm\f

Henry Higgins asked Eliza Doolittle to go with him to the Embassy
Ball and for that purpose ordered a special gown to be made for her by
Shaw of London, a famous designer. Shaw created the dress for her after
several fittings, but before.it ¢ould be delivered Eliza suddenly died. Must “
Higgins pay for the dress? What if the Embassy Ball were cancelled?

V4

\\/Q 5

Problem 135

e

In 1970, Monopoly Oil Company entered into a ten-year contract with
[carus Airlines'by which it contracted to furnish the airline with all the
gasoline it would need for that period at a set price per barrel. The next
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year the oil-producing countries created for the first time a cartel to fix oil
prices and suddenly the price of oil skyrocketed. Monopoly Oil Company,
unable to get oil at the cheap old price, tells you, its attorney, that it will go
bankrupt if it is forced to honor its contract with Icarus. Advise your client.
Does UCC §2-615 provide an avenue of escape? Read it and its Official
Comment 4 carefully.

GROSETH INTERNATIONAL v. TENNECO, INC.
Supreme Court of South Dakota, 1987
410 N.w.2d 159

SABERS, Justice (on reassignment). Groseth International, Inc. and
Clifford Groseth appeal from summary judgments in favor of International
Harvester Company, in one action, and J. I. Case Company and Tenneco,
Inc., in the second action. The cases are consolidated on appeal pursuant
to SDCL 15-26A-3. We affirm in part, reverse in part, and remand.

SN
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enneco Inc. (Tenneco) is the parent company of J. I. Case Company
(Case), an equipment manufacturing corporation. Until 1985, International
Harvester Company (IHC) manufactured farm equipment, construction
equipment, and trucks. Groseth International, Inc. (Groseth) is a closely
held corporation located in Yankton, South Dakota. Until 1985, Chfford
Groseth was a franchised dealer of IHC farm equipment.

As a result of economic depression in the agricultural economy and farm
equipment operating losses, IHC’s financial condition deteriorated. IHC
began to search for potential buyers of its farm equipment division in 1982.

In 1984 IHC negotiated a purchase agreement with Case/Tenneco
R a_pu d._sale of.assets.. The acquisition covered
s ed assets and liabilities from IHC’s North Amerlcan group. The base
purchase price was $246,700,000 cash. Although Case was the acquiring
corporation, IHC received $161,300,000 of participating preferred stock
of Tenneco. IHC became Navistar International. While Navistar could no
longer manufacture farm equipment, it could continue to market trucks
under the name “International.” Case’s farm equipment line became
“Case-International.”

The IHC dealer network was of particular interest to Case/Tenneco
since it offered a chance to immediately command an existing market.
However, Case/ Tenneco did not “acquire” the franchise network. Instead,
it received “access” to IHC dealers, many of whom eventually received a
Case franchise. In 400 “conflict areas,” areas in which both Case and IHC
dealerships were located, Case offered only one franchise contract. In
nearly two-thirds of the conflict areas the IHC dealer received the fran-
chise. In this case, however, the Case Implement dealer in Yankton, Mark’s
Machinery, was chosen over the IHC dealer, Groseth.

FACTS

j
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THE FACTS MUST BE TAKEN IN THE LIGHT MOST FAVORABLE TO GROSETH
FOR THE PURPOSE OF SUMMARY JUDGMENT

Groseth was a family-owned corporation which employed fifteen
people. Pursuant to the franchise agreement with IHC, Groseth’s employ-
ees attended service and sales schools, training sessions, sales meetings,
and other requirements of the franchise agreement. Groseth abided by the
terms and conditions of the franchise agreement.

In December 1984, Groseth was called to a meeting in Dallas, Texas,
and notified by Case/Tenneco that Case would be acquiring IHC. Speakers
at the meeting stated that cities where Case and IHC dealers existed were
“conflict cities” and one dealership would be terminated. Case requested
information concerning Groseth’s business on December 14, 1984, and
Groseth responded. However, the decision to close Groseth’s business
had already been made by Case on December 6, 1984.

Despite Case/Tenneco’s assertion that there would be a “painstaking
evaluation” of dealers in conflict cities, none of their representatives
contacted Groseth to view his business operation, inspect the business
premises, evaluate the financial aspects of his business, or perform any
investigation whatsoever concerning the nature of his business as an IHC
franchisee. Termination decisions were not based on any market analysis
or study.

Without warning or explanation, Case/Tenneco representatives came
to Groseth’s business on January 3, 1985, and informed Groseth that he
was not to be awarded a franchise agreement and that his current dealer
agreement with THC was terminated. Contrary to the direct language of
the THC agreement, he was not given six months notice of his termination
nor any opportunity-t6-rectify any claim of breach of the agreement. He.
Was denied information as to why his franchise was terminated,

“—Groseth was not allowed to have anyone else in the room with him
when the Case/Tenneco personnel were present. They attempted to get
Groseth to sign a termination agreement, which by its own terms, indi-
cated that Case/Tenneco was terminating the IHC franchise with Groseth.
It also contained provisions releasing Case, Tenneco, and THC from any
liability resulting sroseth’s termination and further offered.a-$10,000
bonus-to.dealers-who.would sign within ten days. Groseth-refused to sign
the termination agreement.

On January 31, 1985, Case/ Tenneco acquired the assets of IHC in rela-
tion to its agricultural division. It acquired IHC’s patents, trademarks,
manufacturing facilities, personnel, and the North American dealership
network of IHC franchisees. The purchase agreement between the defen-
dants required Case/Tenneco to undertake negotiations with THC dealers
resulting in their termination. This was done, a ing to IHC officials,
so that IHC franchisees would no(mmmw>
equip arts pursua: ranchise Taws of various jurisdic-
tions and the IHGfranchise agreement.

According to the chief executive officer of IHC, Mr. Lennox, all respon-
sibilities concerning the IHC franchisees were turned over to and assumed
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by Case/Tenneco pursuant to the purchase agreement between those enti-
ties. From the time of consummation of the purchase agreement between
those entities, Case/Tenneco undertook termination of hundreds of IHC
franchisees throughout the United States, including Groseth in South
Dakota. Case/Tenneco formed a group within its organization called the
“transition task force.” This group was composed mainly of Case/Tenneco
officials who were internally referred to as a “swat team.” They met with a
clinical psychologist, hired by Case/Tenneco, in order to more effectively
deal with franchisees they were to terminate. This group was to obtain
franchisee signatures on termination agreements which would have
released Case/Tenneco from statutory obligations such as those found
under South Dakota’s franchise law.

According to the IHC franchise agreement in effect at the time of
Groseth’s termination, specifically Section 25(c), Groseth was required to
be given an opportunity to cure any supposed breach of his franchise
agreement. He was also entitled to notice, of not less than six calendar
months, of his termination period. None of the defendants complied with
these provisions. Defendants made no study of South Dakota franchise
laws. However, Case/Tenneco dealt differently with IHC dealers in other
states. For example, in Wisconsin, a dealer received a termination letter
from J. I. Case providing both notice and an opportunity to cure the
alleged deficiency in market penetration.

Following termination of Groseth’s franchise without compliance
with the franchise agreement or South Dakota law, Groseth was unable to
continue his operation as an IHC farm equipment dealer. His business is
presently open, but engaged only in repair and service of farm equipment
and the sale of trucks. He is no longer allowed to sell IHC farm equipment,
parts, or service IHC goods under warranty. He effectively has been
removed from the farm equipment business.

IHC claims it took no action to “terminate” Groseth. IHC merely

“voluntarily withdrew” from the agricultural equipment market after
selling its agricultural equipment division to Case/Tenneco for nearly a
half billion dollars.

GROSETH’S CLAIMS

Groseth claims that either IHC or Case/Tenneco, or both, are liable
for damages associated with losing the franchise and that the trial court
erred in awarding summary judgment in both cases. . . .

1. BREACH OF FRANCHISE AGREEMENT

Groseth argues that the trial court erred in granting summary judg-
ment to IHC on Groseth’s claim of breach of franchise agreement.

According to the terms of the franchise agreement IHC could unilater-
ally terminate the agreement only after written notice of termination. Such
notice could not be issued at all unless: (a) the dealer, having breached
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certain duties and obligations, was given an opportunity to cure those

defects, or (b) if in IHC’s judgment, the dealer’s trade area no longer

offered a sufficient market for IHC goods. Furthermore, termination could

not become effective until after six months from the date of such notice.
Section 2 of the franchise agreement further provided:

The agreement shall cover all those items of agricultural tractors, machines,
equipment and attachments, which appear in the Agricultural Equipment
Price List issued by the Company, and service parts. The company reserves
the right to make additions to and eliminations from such List, including but
not limited to reductions resulting from the discontinued production of a
line or lines of such tractors, machines, equipment and attachments, without
incurring any responsibility to the Dealer.

IHC argued, and the trial court agreed that Section 2 gave IHC the
unrestricted right to discontinue its farm equipment business whenever in
its judgment such event was advantageous or demanded as a result of
severe economic hardship. As a result, the court concluded that Section 2
allowed IHC to discontinue production of all lines of farm equipment
without incurring any liability to Groseth.

Generally, the court and not a jury construes contracts. Lien v.
Northwestern Engineering Co., 73 S.D. 84, 39 N.W.2d 483 (1949). We
believe that the court erred as a matter of law in concluding that Section 2
authorized a complete discontinuation of all product lines. Section 2 did
not state that IHC could discontinue all product lines without liability.
Instead, the section allowed “additions to and eliminations from” and
“reductions” to the “List” of products. While the “List” could constantly
change, tWWMmC
1p of products being marketed by IHC Arguably. by-eliminating all
product lines on the Tist ist itself would no longer exist. However, the
language in Section 2 clearly does not ntemplate discontinued produc-
tion of all agricultural equipment. Therefore, , le tha d:
! er e right to cancel the contract by operation of Section 2.
Accordingly, summary judgment was improperly granted on this issue.

In its memorandum opinion the trial court indicated that even absent
Section 2 of the franchise agreement it would discharge IHC from contrac-
tual liability to Groseth' g on of purpose (commercial

ration) and commercial impracticability doctrines

A. Commercial Frustration

The Restatement (Second) of Contracts defines the doctrine of
commercial frustration:

Where, after a contract is made, a party’s principal purpose is substantially
frustrated without his fault by the occurrence of an event the non-occur-
rence of which was a basic assumption on which the contract was made, his
remaining duties to render performance are discharged, unless the language
or circumstances indicate the contrary.

Restatement (Second) of Contracts §265 (1981).
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Three factors are necessary to establish commercial frustration.

First, the purpose that is frustrated must have been a Dprincipal purpose of
that [ party in.making the contract. It is not enough that he ha

specific ob]ect without Wthh he womaw maee-threCONTract. The

SUW .

Restatement (Second) of Contracts §265, comment a (1981).

Under the first factor, there must be an investigaton into the principal
purpose of the contract and a determination of the frustrating event that
destroys the primary basis of the contract. If the frustrating event was
within the promisor’s control or due to the promisor’s “fault,” then he is
not excused. 18 Williston, Contracts §1954 (1978); 17mntracts
§464 (1963).

The second factor needed to establish commercial frustration is:

[T]he frustration must be substantial. It is not enough that the transaction
has become less profitable for the affected party or even that he will sustain

a loss. Thefrustration must be so severe that-it-is.not fairly to be regarded as
- within-therisks that he assumedrurder-the contract. (emphasis supplied)

_ Restatement (Second) of Contracts §265, comment a (1981).

Under this factor, the degree of hardship is used as the standard for
relief. In order that contracts may be relied on with certainty, frustration is
limited to cases of extreme hardship and must be substantial. The fact that
performance has become economically burdensome or unattractive is not
sufficient to excuse performance. Neal-Cooper Grain Co. v. Texas Gulf
Sulphur Co., 508 F.2d 283 (7th Cir. 1974); United States v. Wegematic
Corp., 360 F.2d 674 (2d Cir. 1966); Transatlantic Financing Corp. v. United
States, 124 U.S. App. D.C. 183, 363 F.2d 312 (1966). A promise will not be
dischar ed because the performance promlsed in return has lost value on
acco eablesupre g umstances unless those circum-
stg_,cs. or qu1te completely destroy the purpose both parties to the
contract had in mind. Williston on Contracts, §1954 (1978). The question

und ubhc policy,

equire placing the risk of disruption or comiete

contract’s viability on one party or the other{ 5 Gal. 2d
\l/ 48, 153 P2d 47, 50 (1944). R A
Finally, the third element of commercial fmstratlon is
b”‘ﬁ’i < &Y Tihe non-occurrence of the frustrati must h en a basic
2155 wnn @ assumi, ract was made. This involves essentially the
same Sorts-of-determinations that are Tnvolved U general rule on

impracticaﬂbiht;aﬂ(tmplm&'si@hed)

Restatement (Second) of Contracts §265, comment a (1981).
Under the third factor, the Restatement adopts the central notion of
Uniform Commercial Code §2-615 (see SDCL 57A-2-615) of “a contingency
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the non-occurrence of which was a basic assumption on which the
contract was made” in dealing with commercial frustration. Introductory
Note to Chapter 11, Reporter’s Note; Rest. 2d §265, and comment a and b;
Rest. 2d §261 and comment b.

b. Basic assumption. In order for a supervening event to discharge a
duty under this Section, the non-occurrence of that event must have been a
“basic assumption” on which both parties made the contract. . . . Its applica-
tion is also simple enough in the cases of market shifts or the financial inabil-
ity of one of the parties. The continuation of existing market conditions and

HHation o ] inrarily -SHeh-assumptions;
so that-mere-market shifts or financirt-na hility do not usually effect
discharge under the rule stated in this Section.

Restatement (Second) of Contracts §261, comment b (1981). Using the
“basic assumption test” courts, in effect, imply a condition excusing both
parties from performance. This is based upon the theory of an implied

term which, in the eyes of the Taw, the parties themselves would have tegu-—.
lated by agreement if the necessi them--See-Patch v. Solar

Corp., 149 F2d 558, 560 (7th Cir. ;Tert-denied, 326 U.S. 741 (1945);

119 Fifth Avenue, Inc. v. Taiyo Trading Co., Inc., 190 Misc. 123, 73 N.Y.S.2d
774, aff’d 275 App. Div. 695, 87 N.Y.S.2d 430 (1949). If the frustrating
event was neither foreseen nor reasonably foreseeable, the promise was
not in fact intended by the parties to extend to such a contingency. If the
event was foreseeable when the contract was made, then the party will be
presumed to have assumed the risk of its occurrence. 18 Williston,
Contracts §1954 (1978); 17A C.J.S. Contracts §§463(2), 464 (1963).

' The application of the doctrine of commercial frustration, is a ques-
tion of law, to be determined by the court from the facts of the case. Glens
Falls Indem. Co. v. Perscallo, 96 Cal. App. 2d 799, 216 P2d 567 (1950).
Here, the trial court found that IHC’s losses of one million dollars a day
due to the depressed farm economy threatened the company'’s survival.
The court held:

Under such circumstances it would be commercially senseless to obligate

LH to performance under its franchise agreement with Groseth——
Consequently, the court finds that I.H.’s financial 1oss was of Such T Iaghi-
tude that it constitutes a supervening circumstance not fairly within the risks
assumed under the contract or within the contemplation of the parties at
the time of the agreement, that it strikes at the very root of the agreement
essentially destroying the purpose for which the contract was made, and that

performance would result in extreme and unreasonable hardship to 1.H.

Thus, regardless-of i 8 agreement, L.H. is
dischtrged from performance of the franchise agreement under =

The circuit court’s memorandum opinion closely matches analysis of
the elements made by IHC: First, profit was the primary purpose of the
dealership agreement. Second, the primary purpose was substantially frus-
trated. IHC had lost almost two billion dollars in shareholder equity
between 1980 and 1982 due to write-offs from plant closings and actual
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operating losses, had lost almost one million dollars a day in 1984 from its

g%l ral dlvision and could possibly be bankrupt the following year if
’f” O G LE los
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market Fourth the economic downturn-in-the.-farm pnnn(“u] d.ud JTHC’s
lOSS?%_EQ@ - unforeseeable and not the fault of IHC.

he trial court agreed with the analysis in Aluminum Co. of America v.
Essex Group, Inc., 499 F. Supp. 53 (W.D. Penn. 1980) (ALCOA), that profit
earning or loss avoidance can be the principal purpose of a contract. See
also Printing Industries Ass’n v. International Printing, 584 F. Supp. 990
(N.D. Ohio 1984). We cannot accept the logic in ALCOA, supra at 77. All of
the Restatement illustrations center on purposes other than making a
profit. Furthermore ALCOA broadens the scope of the frustration doctrine
in a manner that further confuses the distinction between frustration and
commercial impracticability.

In this case, the dominant purpose of the contract was to create a fran-
chise mechanism for IHC to market its equipment. Paragraph one of the
agreement stated that the general purpose of the agreement was to estab-
lish Groseth as a dealer of the goods covered under the agreement and to
govern the relationships between the dealer and the-eompany-in promot-
ing thgsaleswaf those goods. CertaxnIy,gLaanwbeﬂﬂfe-fr@dip@mmﬁ dealer
agfeement and the surroundlnﬁﬁzumstances that mutual profitability
was intended-bythe D Wg@;;txes 5. Few conmimerciat-contracts-are made in which
a profit is notan object. However, there is no evidence that this was the
basis of the contract realized by both parties at the time of making the
contract. Reduced market share or economic losses by IHC would not
destroy the purpose for [HC having a franchise network to sell and service
its products.

The frustrating-event-cited by T m opinion is
the cconemic-depressian in the farm tous 1gsses to

IHC that resulted.-Even if we agreed that this was the true cause, there is
no evidence that economic downturn, stiff competition, or other prob-
lems that developed for IHC were unexpected and therefore not assumed
risks. Moreover, even if there was no assumption of risk, the Restatement

is clear.that the contimuation of exxstlng ma“i‘két‘””“ondltlons and the finan-
cial situatio € umptions or implied

C io ich must exist in order to enforce a contract. Restatement
(Second) of-Gentraets §261, comment b (1981); 17A CJ.S. Contracts §464
(1963).

The actual frustrating event was IHC’s decision to sell off its divi-
sion assets and withdraw from the market. IHC was responsible for this
event. If the frustrating event was within the promisor’s control or due
to the promisor’s “fault,” he is not excused. 18 Williston, Contracts,
§1954 (3d ed. 1978); 17A C.J.S. Contracts §463(2), 464 (1963). Since
the frustrating event was a decision made by IHC, IHC cannot be
discharged. Martin v. Star Publishing Co., 50 Del. 181, 126 A.2d 238
(1956);, Willistonrsupra, §1966—Therefore~the doctrine of commercial

frustration does not discharge IHC from its duty to perform under the

franchise agreemen
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B. Commercial Impracticability

IHC also argues that it should be excused under the doctrine of
commercial impracticability. In the trial court’s discussion of commercial
frustration, there appeared the following sentence:

Given today’s rapidly changing business climate, the more enlightened
view should be that where massive financial losses and difficulty of compli-
ance is so great as to be prohibitive, it amounts to such an impracticability as
to constitute impossibility in legal contemplation excusing non-perform-
ance. ;

The authority for this cite is 84 A.L.R.2d at 112, which was the only refer-
ence to commercial impracticability offered by the trial court.

As a general rule, unexpected difficulty, expense, or hardship involved
in performance will not excuse performance where performance has not
become objectively impossible. Nevertheless, there may be excuse from
performance where very greatly increased difficulty is caused by facts not
only unanticipated, but inconsistent with the facts that the parties obvi-
ously assumed would likely continue to exist. See American Trading and
Production Corp. v. Shell Internat’l Marine Ltd., 453 F.2d 939 (2d Cir.
1972); Transatlantic Financing Corp., supra; Iowa Electric Light and
Power Co. v. Atlas Corp., 467 F. Supp. 129 (N.D. lowa 1978). The most
important question is whether an unanticipated circumstance has made
performance of the promise vitally different from what the parties contem-
plated when they entered the contract. Williston, supra, §1931. This prin-
ciple of allowing discharge due to extreme and unreasonable difficulty,
expense, injury or loss involved is established in Restatement (Second) of
Contracts, §261, as the commercial impracticability doctrine.

The doctrines of commercial frustration and impracticability focus on
different kinds of disappointment of a contracting party. Impracticabitity-
focuses on occurrences which gréatly increase the-costs,-difficulty, or risk

.ﬁp{h %
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party’s severe disappointment caused by a frustration-of-his principal

purpose in entering the T-ALCOA, supra at 73. Tt is extremely diffi-
cult to separate and apply these two doctrines. Nevertheless, we note that
the facts of this case are more properly analyzed under the test for severe
impracticability.

At the time of breach, performance may have become vitally different
from what the parties had contemplated when they entered the contract.

Forcing IHC to continue its farm equipment operations merely to sustain

its franchise contracts may have been impracticable. Although it was only

speculated, another year of simila{‘losses may have merel

IHC’s bankruptcy. The excuse of severe impracticability coul
require that the risk that IHC’s condition would suffer severely not be
thrown upon IHC. Simply allowing discharge, however, would not fairly
allocate the unexpected risks that occurred in this case.

IHC may not have been entirely responsible for the financial condi-
tion of the company that developed, but IHC was responsible for selecting
the attempted solution. There is a material issue of fact as to what the




|87 Vi(j, e
ot

S
650 C i’ﬁ 7 Chapter 6. Avoidance of the Contract

actual financial situation of IHC was at-the-time-of-sale. Most important,
thereis a questlormwhef’ffé; the parties could have terminated the
contract by mutual agreement as provided in the contract. If [HC breached
its contract by unilaterally terminating Groseth’s franchise, the question is
Whe;WMﬁWrmg Groseth, Inc. a
fair shdre in the moneys IHC receive € sale of its assets. There is
—156an issue as to what options, other than 4 sale of itsassets, wgm.avall-
ableto THC A salé of asséts was the obvieus-ehoice Tor THE 10 escape liabil-
ity tots franchise and at the same time allow Case/Tenneco to merely offer
.eontracts to IHC dealers when it was advantageous for them. Therefore,
we reverse the court’s summary judgment on this issue and remand for a
jury trial on the issue of impracticability. .

ooul ahout 4 Pf/"?[ te ”é@/i‘lz)/

NOTE AND QUESTION

1. How would this court have resolved the issue in Problem 135?

2. The court refuses to follow the lead of the controversial case of
Aluminum Co. of America v. Essex Group, 499 E. Supp. 53 (W.D. Pa. 1980),
in which the court completely rewrote the contract to give each party the
profits originally expected. The Alcoa fact pattern, however, is unique. In
that case the parties had employed eminent economist Alan Greenspan
(later chair of the Federal Reserve System) to devise a pricing index for the
sale of aluminum. When the index chosen proved to be dramatically out of
line with the expectations of the parties (because of the unexpected
actions of OPEC in the early 1970s the pricing formula awarded one party
huge gains while costing the other a loss of $75 million), the court
reformed the contract to bring it back into line with the original under-
standing. The case was settled rather than appealed, leaving on the books
a citation permitting a court enormous freedom to rewrite contracts where
the need to do so is strong.




