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Contractual Allocation of Risk
A typical contract serves two main functions:
1. Clarify and Express Expectations. Who will do what, by 

when, in what manner, and how will the results and 
proceeds of their efforts (risks, losses, gains) be allocated; 
and

2. Dealing with Disruption.  The contract should simplify and 
streamline how the parties manage disruptive change and 
disagreement – how issues are identified, how the parties 
are notified, and how the conflict is engaged and resolved.

Linda Alvarez, Discovering Agreement, American Bar Association, 2016.



Contractual Allocation of Risk

 Risk of non-performance
 Risk of flawed performance
 Risk of foregone opportunities
 Risk of change in circumstances



Contractual Allocation of Risk
 What are the client’s expectations?
 What risks and damages will the client incur from non-

performance or flawed performance?
 What possible remedies are available?
 What is the risk that circumstances will change?
 What is the risk that the client could get a better deal 

elsewhere?
 What are the opportunity costs?



Contractual Allocation of Risk
 Force majeure, impossibility/frustration of purpose, and 

commercial impracticability
– Doctrines to excuse performance in certain changed circumstances

 Force majeure
– Event outside of the parties’ control prevents a party from being able 

to perform

 Classic examples – fire, hurricane, war

– Usually a creation of contract

– Unless otherwise defined by the parties, generally requires effective 
impossibility of performance



Contractual Allocation of Risk
 Changes in costs or taxes will generally not be considered force 

majeure events unless the contract specifically states otherwise
– Government policies that affect the profitability of a contract but do not preclude 

performance should not be considered “acts of government” for force majeure clause 
purposes. See, e.g., Langham–Hill Petroleum, Inc. v. S. Fuels Co., 813 F.2d 1327 (4th 
Cir.1987) (rejecting claim for relief under force majeure where the government of Saudi 
Arabia acted to cause a collapse in world oil prices, making a contract unprofitable for 
one party); N. Ind. Pub. Serv. Co. v. Carbon County Coal Co., 799 F.2d 265 (7th 
Cir.1986) (holding that a government order denying a request from a utility to pass 
increased coal prices along to its customers did not excuse utility from a long-term 
contract to buy coal even though contract was unprofitable). 

– “A force majeure clause is not intended to buffer a party against the normal risks of a 
contract. The normal risk of a fixed-price contract is that the market price will change.” 
N. Ind. Pub. Serv. Co., 799 F.2d at 275.



Contractual Allocation of Risk
 Defining what constitutes a Force Majeure event versus not defining it

– The danger of attempting to list every possible Force Majeure event lies in the 
doctrine of Expressio Unius Est Exclusio Alterius

– If your clause says, “Acts of God, fire, or flood,” but doesn’t say “earthquake,” 
you may have an issue

– Best practice – include “catch all” language in addition to any express listing

 Example:

Each party will be excused from performance under this 
Agreement while and to the extent it is unable to perform for 
unforeseen causes beyond its reasonable control including, but 
not limited to, [a, b, and c].  This does not include [x, y, and z]. This 
provision does not excuse any party from making timely payment 
of any amount due under this Agreement.



Contractual Allocation of Risk
Some commentators have suggested not defining what 
constitutes a Force Majeure event. Example:

“To the extent caused by force majeure, no delay, failure, or 
default will constitute a breach of this Agreement.”  

See, David W. Tollen, The Tech Contracts Handbook, American Bar Association, 
2010.



Contractual Allocation of Risk
 Other common issues with Force Majeure clauses

– Is the non-performing party’s performance excused temporarily or permanently?

 If temporary, for how long is performance excused?

– Must the event be unforeseen?  Must the event be beyond the control of the non-
performing party?

 See, Perlman v. Pioneer Ltd. Partnership, 918 F.2d 1244 (5th Cir. 1990).   (Where contract did 
not require the event be unforeseen or beyond control of a party, trial court erred in reading those 
terms into the contract)

– Obligation of the non-performing party to give notice of Force Majeure event within a 
specified time

– Non-performing party’s duty, if any, to attempt to respond to Force Majeure event

– Right of a party to terminate contract if Force Majeure event continues for specified 
time



Contractual Allocation of Risk
 Common law:

– The law offers two doctrines that may excuse a party’s obligations 
when an unanticipated, supervening event fundamentally alters the 
nature of the parties’ contract: 
 impossibility / impracticability

 frustration of purpose

– For a general discussion of these, see Seaboard Lumber Co. v. U.S., 
308 F.3d 1283 (5th Cir. 2002)

– Exact parameters vary by jurisdiction



Contractual Allocation of Risk
 Commercial impracticability under the Uniform Commercial 

Code
– “Delay in delivery or non-delivery in whole or in part by a seller who 

complies with paragraphs (b) and (c) is not a breach of his duty under 
a contract for sale if performance as agreed has been made 
impracticable by the occurrence of a contingency the non-occurrence 
of which was a basic assumption on which the contract was made or 
by compliance in good faith with any applicable foreign or domestic 
governmental regulation or order whether or not it later proves to be 
invalid.” UCC 2-615(a)

– Must be risk that is not assigned to either party under the contract

– Fact that seller may take a loss is not sufficient

– Obligation to make “fair and reasonable” allocation of supply



Contractual Allocation of Risk
 Recent case law trends regarding Force Majeure / impracticability

– Most courts viewed the pandemic as qualifying under FM provisions 
relating to “natural disaster” or “government action”

– For the first few years of the pandemic, buyers had limited success in 
obtaining injunctive relief in the face of pandemic disruptions and 
supply shortages
 JVIS-USA, LLC v. NXP Semiconductors USA, Inc., No. 20-10801 (E.D. 

Mich. Apr. 16, 2021) (trial court order denying request for TRO)

 Inovia Pharmaceuticals, Inc. v. GeneOne Life Science Inc., No. 20-06554, 
2020 WL 5047283 (Pa. Com. Pl. Aug. 25, 2020) (denying petition for 
preliminary injunction)



Contractual Allocation of Risk
 Recent case law trends regarding Force Majeure / 

impracticability (continued)
– Pendulum may be starting to swing back in toward buyers in 

situations in which seller uses pandemic and supply chain issues in 
an effort to leverage price increases or commercial concessions
 e.g., Isuzu North America Corporation v. Progressive Metal Manufacturing 

Company, Case No. 2:21-cv-12358 (E.D. Mich., Oct. 19, 2021) (order 
granting request for temporary restraining order)

– Sellers are pushing back on “payment under protest” language, which 
can further increase the likelihood that a court will grant an injunction
 HBPO Northern America, Inc. v. U.S. Farathane, LLC, Case No. 21-190331 

(Mich. Cir. Ct., Oct. 6, 2021) (order granting request for preliminary 
injunction)



Contractual Allocation of Risk
 Possible solutions to unforeseen changes in business / 

market conditions
– Triggers:
 If X occurs, then Y

 Y could be a pre-determined price increase, a renegotiation, termination of 
the contract, or something else

– Indexing:
 Contract price tied to an inflation index and adjusted periodically or tied to 

the cost of a key material or component and rises when the cost of the 
material or component reaches a specified level

 Be specific about which index

– Renegotiation



Contractual Allocation of Risk
 Post-Deal.  Takes place when contract expires
 Intra-Deal.  Takes place while the contract is in force, 

according to predefined conditions
 Extra-Deal. Takes place in the absence of a specific clause 

authorizing renegotiation due to imperfections in the 
contract or changed circumstances

Salacuse, Renegotiating Existing Agreements – How to Deal with “Life Struggling Against 
Form”, Negotiation Journal, Vol. 17, Number 4 (October 2001).



Contractual Allocation of Risk
 Differences between initial negotiation and renegotiation

– The parties have an existing contract that will continue to apply 
(unless terminated) absent a new agreement

– The parties know more about each other

– The parties know more about the transaction

– As a result of the investment in the initial transaction, the cost of 
refusing to renegotiate usually is higher than the cost of  walking away 
initially 



Contractual Allocation of Risk
 Drafting risks:

– Ambiguity – lack of clarity regarding the parties’ 
respective rights and obligations lead to disputes

– Inconsistency – inconsistent provisions of the contract 
lead to disputes

– Omission – when an issue is not addressed in the 
contract, it can lead to disputes

These problems can open the door to the use of extrinsic 
(parol) evidence to determine the intent of the parties, and
may create issues of fact that preclude summary judgment.



Contractual Allocation of Risk
 Checklist for key contractual terms

– Introduction
– Parties  
– Effective Date (may be different than date signed)
– Definitions
– Warranties and Representations
– Duties / Rights of Each Party
– Price
– Quantities
– Delivery (timing, which party pays, risk of loss, insurance)
– Time/Method of Payment
– Term of Agreement and Rights of Termination, Renewal



Contractual Allocation of Risk
 Checklist for key contractual terms (continued)

– Intellectual Property Rights / Protections
– Default
– Taxes (who is responsible to pay?)
– Confidentiality
– Personal Guaranty
– Invalidity / Severability
– Reading / Review of Counsel
– Voluntary Agreement
– Integration / Merger Clause
– Modification
– Rules of Construction



Contractual Allocation of Risk
 Checklist for key contractual terms (continued)

– Authority to Bind the Business
– Non-Assignability
– Forum Selection / Venue / Governing Law
– Dispute Resolution (arbitration or waiver of jury?)
– Attorney’s Fees, Expenses, and Costs
– Remedies and Limitations on Liability 
– Liquidated Damages
– Non-Solicitation / Non-Compete
– Obligations of Successors
– Notices
– No Waiver
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Reps and Warranties 
 Covenant – a promise to perform an obligation
 Representation – a statement of fact as of the time the 

contract is formed
 Warranty – a guarantee that a certain fact will remain true 

for the term of the contract



Reps and Warranties 
 Contractual promises made by the parties
 Often cover such issues as:

– Capabilities of the parties – e.g., seller has sufficient capacity to meet 
buyer’s needs

– Authorization/validity of the parties – e.g., each party is a duly created 
legal entity with authority to enter into the transaction

– Lack of conflict – seller and its officers do not have any relationship to 
buyer

– Compliance with laws



Reps and Warranties 
 Product warranties

– Define the requirements that products must meet

 Common examples:
– Free from defect
 Material

 Design

 Workmanship

– Conform to applicable specifications

– Will be new

– Free of liens or encumbrances



Reps and Warranties 
 UCC 2-313
 (1) Express warranties by the seller are created as follows:

• (a) Any affirmation of fact or promise made by the seller to the buyer which relates to 
the goods and becomes part of the basis of the bargain creates an express warranty 
that the goods shall conform to the affirmation or promise.

• (b) Any description of the goods which is made part of the basis of the bargain creates 
an express warranty that the goods shall conform to the description.

• (c) Any sample or model which is made part of the basis of the bargain creates an 
express warranty that the whole of the goods shall conform to the sample or model.

 (2) It is not necessary to the creation of an express warranty that 
the seller use formal words such as "warrant" or "guarantee" or that he have a 
specific intention to make a warranty, but an affirmation merely of the value of 
the goods or a statement purporting to be merely the seller's opinion or 
commendation of the goods does not create a warranty.



Reps and Warranties 
UCC 2-314. Implied Warranty: 
Merchantability; Usage of Trade.

(1) Unless excluded or modified 
(Section 2-316), a warranty that the 
goods shall be merchantable is 
implied in a contract for their sale if 
the seller is a merchant with 
respect to goods of that kind.

UCC 2-315. Implied Warranty: 
Fitness for Particular Purpose.
Where the seller at the time of 
contracting has reason to know 
any particular purpose for which 
the goods are required and that 
the buyer is relying on the seller's 
skill or judgment to select or 
furnish suitable goods, there is 
unless excluded or modified
under the next section an implied 
warranty that the goods shall be 
fit for such purpose.



Reps and Warranties 
UCC 1-102(3)(a): The effect of 
provisions of the Uniform Commercial 
Code may be varied by agreement.

UCC 2-316. Exclusion or Modification of 
Warranties.

 EXCEPTIONS:

o Obligations of good faith, diligence, 
reasonableness, and care 
prescribed by UCC may not be 
disclaimed by agreement

o Statute of Frauds UCC § 2-201
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Indemnity
 Indemnity Provisions

– Contractual provision that requires one party to reimburse the other 
for certain costs in certain circumstances

 Trigger / Nexus
– What kind of costs/claims are subject to indemnity?

– Is there a requirement for some kind of wrongdoing?
 e.g., breach or negligence 

– Or, is one side required to indemnity for any costs / claims?
 e.g., indemnity for any and all third-party claims related to a project



Indemnity
 Notice

– What is the timing in which a party seeking indemnity must give 
notice?

– Risk of waiver if notice is not given?

 Defense
– Is indemnitor required or able to assume the defense of any claim or 

only indemnify for costs?
 Usually better for indemnitor to have the ability to control the defense and, 

therefore, some control over the costs

– Requirement for indemnified party to cooperate in the defense

– Issues regarding IP concerns and invalidity



Indemnity
 Settlement

– Right to control and approve / disapprove settlement
 Limitations on reasonableness?

– Tender of proposed settlement



Indemnity
Other Considerations – Use of “Hold Harmless”
Indemnification generally involves claims by third-parties, not claims between 
parties to the agreement. But a court might construe such a clause to apply to first 
party claims if drafted a certain way.  See, Hot Rods, LLC v. Northrop Grumman 
Sys. Corp.,  242 Cal. App. 4th 1166, 1170 (Cal. App. 2015) (Seller was liable to 
buyer where contract said, “Seller hereby agrees to indemnify, defend by legal 
counsel…, and hold the Buyer … harmless from and against any claims…”

The routine inclusion of "hold harmless" has led to litigation over whether the 
indemnitor must advance defense costs to the indemnitee. Majkowski v. American 
Imaging Management Services, 913 A. 2d 572 (Del. Ch. 2006).   "Hold harmless" 
language may also open the door to claims that one party agreed to release the 
other from responsibility for its own negligence. Rooz v. Kimmel, 55 Cal.App.4th 
573, 582 (1997) (Hold harmless provision prevented plaintiff from recovering 
damages resulting from defendant's negligence).  See also, U.S. v. Contract 
Management, Inc., 912 F. 2d 1045 (9th Cir. 1990).



Indemnity
Other Considerations – Relationship to Other Contract 
Provisions
Watch for conflicts between the indemnification provision and any limitations on 
liability.  You may want to make clear that limitations on liability do not apply to:

 Indemnity claims when a third-party sues

 Breach of confidentiality

 Gross negligence, willful misconduct, fraud
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Term and Termination
 Term – how long the parties are bound by the contract, also 

referred to as duration
– Specified term versus a contract that continues until terminated

– Automatic renewal unless notice of intent not to renew provided by a 
specified date

– Contract ends on a specified date, but there is an option to renew if 
notice of intent to renew is provided by a specified date

– Beware the “illusory option” – an option where the terms will be 
negotiated.

 Termination – under what circumstances can the parties 
terminate the contract prior to its natural expiration date?



Term and Termination
 Termination

– Specify events that entitle a party to terminate the contract
 Common in loan agreements, leases, etc.

 But could be used in other contracts

– Termination for cause
 Define what constitutes “cause”  

– Termination without cause with notice
 How much notice?

– Specify which provisions survive termination of the contract
 e.g., confidentiality, dispute resolution, non-competes, etc.



Term and Termination
 “The only thing that is constant is change.” (- Heraclitus, c. 

535 BC – 475 BC)
– Given the volatile environment we have all experienced over the last 

three years, more true today than it has been for decades

 Length of the contract, and ability of a party to exit the 
contract, are part of the risk allocation
– e.g., when entering a fixed-price supply contract for a commodity, 

each side assumes certain risks:
 Buyer assumes the risk that prices may go down

 Seller assumes the risk that its costs may go up



Term and Termination
 We tend to think there is tension between flexibility and 

predictability (stability) in contracts, but if the relationship is 
important, flexibility may promote long-term stability in the 
relationship

 Factors in determining the importance of the relationship:
– Importance of the transaction to the parties

– Alternatives available to the parties

– Potential for future transactions with the other party

– The other party’s ability to help develop new customers



Term and Termination
 Common termination issues

– What is the Contract?
 Battle of the forms issues

 Amendments / modifications

– Triggers

– Notice requirements

– Survival of certain provisions

– Obligation to destroy / return confidential material

 Termination for default
– Cure period
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Damages (and Limitations)
 The basic principle underlying damages for breach of 

contract in most jurisdictions (and under the UCC) is to 
place the non-breaching party in the same position in which 
it would have been in had the breaching party fully 
performed the contract

 Damages are not intended to:
– Be punitive

– Provide the non-breaching party with a windfall



Damages (and Limitations) 
 Law generally permits parties to change or limit remedies / damages

– Limited remedy – repair or replace
– Exclude certain types of damages:
 Incidental/consequential
 Lost profits
Lost profits that represent the benefit of the bargain are direct damages.  SOLIDFX, LLC v. 
Jeppesen Sanderson, Inc., 841 F.3d 827 (10th Cir. 2016).  It is well established that damages 
that are consequential (special) in one case might be direct in another.  Rexnord v. DeWolff 
Boberg & Associates, Inc., 286 F.3d 1001 (7th Cir.2002); White & Summers, Uniform 
Commercial Code, § 10–4 at 573 (4th ed.1995). 

 Cap on damages
– Can be used to tie risk to relative value of the contract

– Fixed vs. function of the parties’ business
 e.g., damages shall not exceed total payments made to seller under the contract over the last twelve 

months



Damages (and Limitations) 
 Liquidated damages

– Contractual provision that provides a fixed measure of damages or formula for 
calculating damages

 e.g., $[x] in damages for each day that delivery is late

– Usually requires that damages must be difficult to estimate or ascertain at the time of 
contracting

– Must have some rational relationship to the damages likely to be incurred and may not 
be used to create a penalty provision

– Don’t confuse a limitation on damages with a liquidated damages provision. (A 
liquidated damages provision generally requires proof of difficulty in ascertaining actual 
damages). 

– Be wary of provisions that purport to give a party the option to seek liquidated or actual 
damages. See, Agerbrink v. Model Service LLC, 196 F. Supp.3d 412 (S.D.N.Y. 2016) (If 
actual damages can be determined, liquidated damages clause is not enforceable).



Damages (and Limitations) 
 Under the UCC:

– Contract may provide for liquidated damages.  UCC 2-
718(1)

– Contract may “provide for remedies in addition to or in 
substitution for those provided in this Article and may limit 
or alter the measure of damages recoverable under this 
Article.”  UCC 2-719(1)
 Failure of essential purpose



Damages (and Limitations) 
 Check on this process:  unconscionability
 “If the court as a matter of law finds the contract or 

any clause of the contract to have been 
unconscionable 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 
unconscionable clause, or it may so limit the 
application of any unconscionable clause as to 
avoid any unconscionable result.” UCC 2-302(1)



Conclusion

THANK YOU
Questions?
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