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The Enforceability of Requirements
Contracts in the Automotive
Industry: Do Your Agreements

Pass Scrutiny?

By Thomas S. Bishoff and Jeffrey R. Miller

Introduction

The automotive industry supply chain his-
torically has been structured on long-term
supply agreements with either fixed-price
terms or scheduled price reductions over the
life of a part or program. As the supplier base
continues to experience eroding profit mar-
gins, however, suppliers are finding it more
difficult economically to maintain produc-
tion under those agreements. Faced with this
problem, suppliers increasingly are asserting
legal challenges to the enforceability of their
long-term agreements, typically seeking to
have those agreements declared invalid to
force negotiation of new agreements with
higher prices. One issue that has gained con-
siderable attention recently is the validity
of open quantity “requirements” contracts
under Michigan law.

The example of a supplier looking to in-
validate an agreement due to rising raw ma-
terial costs is illustrative. Your client, a Tier
1 supplier of automotive suspension compo-
nents, calls you and presents the following
factual scenario:

The client manufactures a suspension as-
sembly that it sells to its Original Equipment
Manufacturer (OEM) customer for use in a
popular sport utility vehicle under a fixed-
price long-term agreement. The client pur-
chases various steel components included in
the assembly from its Tier 2 supplier, which,
in turn, purchases raw steel from its own
supplier. The client is one year into a multi-
year fixed-price purchase order contract with
its Tier 2 supplier, which includes an open
“blanket” quantity term and obligates your
client to purchase parts only upon the issu-
ance of periodic production releases. Due to
increases in the cost of steel, the Tier 2 sup-
plier faces significantly higher production
costs and has approached your client seek-
ing to pass along steel surcharges. Knowing
that its OEM customer would be reluctant to

absorb a corresponding price increase, your
client rejects the Tier 2's proposal, citing the
parties’ fixed-price agreement. In response,
the Tier 2 threatens to stop accepting addi-
tional production releases and cease produc-
tion. Despite having performed for a period
of time, the Tier 2 argues that the contract is
invalid because it does not define a specific
quantity of goods and obligates the Tier 2 to
produce only the quantities specified in the
individual production releases it accepts.
Faced with the prospect of not being able to
meet its supply obligations to its customer,
your client asks for a legal analysis of the
supply agreement’s enforceability as a long-
term requirements contract. What issues do
you consider and advice do you give?

This article examines these questions, fo-
cusing on Michigan law as it applies to the
enforceability of requirements contracts. It
also considers common arguments made by
litigants seeking to invalidate requirements
contracts and lessons learned from reported
decisions for those drafting or negotiating au-
tomotive supply agreements. Although this
article examines these issues in the context of
the automotive industry, the legal analysis is
applicable to any requirements contracts un-
der the Uniform Commercial Code (UCC).

The UCC Authorizes Parties to
Contract for a Requirements-
Based Quantity of Goods

One consequence of utilizing long-term sup-
ply agreements that follow the life of a part
or program is that parties cannot adequately
predict the quantities of parts that will be
required to meet OEM production demand
over time. Part demand naturally fluctu-
ates with vehicle demand, which is notori-
ously difficult to predict. After all, it may not
make sense for an OEM to enter into a ten-
year agreement to purchase 10,000 ethanol-
fuel engines for a truck line when consumer
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demand might quickly shift to electric hybrid
or other alternative energy platforms.

The UCC provides an alternative that al-
lows parties to enter into binding long-term
agreements that account for fluctuating de-
mand. Under UCC 2-306, parties to a sale
of goods contract are authorized to define
quantity in a supply agreement as the buy-
er’s good faith “requirements” (or, alterna-
tively, as the seller’s good faith “output”) for
the goods:

A term which measures the quan-
tity by the output of the seller or the
requirements of the buyer means
such actual output or requirements

as may occur in good faith, except

that no quantity unreasonably dis-

proportionate to any stated estimate
or in the absence of a stated estimate

to any normal or otherwise compa-

rable prior output or requirements

may be tendered or demanded.!

Because requirements-based quantity
terms are uncertain and often moving tar-
gets, parties looking to challenge the valid-
ity of a purported requirements contract
increasingly have asked courts and arbitra-
tors to scrutinize quantity language. Such
legal challenges routinely call into question
whether an enforceable quantity term exists
and, if so, whether that term supports mu-
tuality of obligation. Other forms of legal
challenges concede the enforceability of a
requirements contract on its face but assert
breach claims premised upon a party’s ac-
tions to evade performance of the obligation
to meet the buyer’s requirements.

The Statute of Frauds as the First
Line of Defense

Satisfying the UCC statute of frauds is a
threshold issue to the enforceability of any
contract for the sale of goods, but one that
typically does not carry much teeth. Under
UCC 2-201, a contract valued in excess of
$1,000 satisfies the statute of frauds as long as
it is in writing and contains an express quan-
tity term.? The Michigan Supreme Court has
held that “Section 2-201 does not require that
the terms of a contract for the sale of goods,
other than the quantity term, be expressed in
writing.”? Accordingly, a supply agreement
that defines quantity but leaves all other
terms open, including price, delivery terms,
and payment instructions, should pass mus-
ter under the statute of frauds. The UCC pro-
vides that open terms other than quantity

can be added subsequently by a court, either
through the UCC’s enumerated gap-filling
provisions or by parol evidence of usage of
trade, course of dealing, and course of per-
formance.*

Because the statute is satisfied where a
quantity term is stated, a disputed issue is
often whether a term qualifies as a quantity
term. As to this issue, the burden is minimal.
Only where a written contract is totally si-
lent as to quantity will the contract be held
per se unenforceable under the statute of
frauds.’ A contract that contains some state-
ment of quantity, even one that is ambigu-
ous, generally satisfies the statute of frauds.®
For example, the Michigan Court of Appeals
held that the word “all” in a contract defin-
ing quantity as “all wood sawable” was suf-
ficient to satisfy the statute of frauds by stat-
ing a quantity.” In addition, the term “blanket
order” has been held sufficient to connote a
quantity in an automotive supply agreement,
although ambiguous as to the scope of its ob-
ligation.® Similarly, a term defining quantity
according to individual production releases
has also been held sufficient.? Given the mini-
mal burden imposed by the statute of frauds,
purported requirements contracts rarely rise
or fall on this issue.

A Requirements-Based Quantity
Term Must Support Mutuality of
Obligation

The more challenging and heavily-litigated
issue is whether an express quantity term is
sufficient to satisfy the obligations imposed
by UCC 2-306 for a valid requirements con-
tract. As the Michigan Supreme Court has
held, “[a] writing that satisfies [the statute
of frauds] does not prove the terms of a con-
tract; such a writing merely removes the
statutory bar to the enforcement of the con-
tract....”® An enforceable requirements con-
tract must contain a quantity term that not
only satisfies UCC 2-306"s definition for such
a contract, but also is specific enough to sup-
port consideration and mutuality of obliga-
tion." In other words, enforceability depends
on whether a quantity term is sufficient to
impose a binding obligation on the seller to
sell and the buyer to buy its requirements
for the goods at issue during the term of the
contract.”” Absent a firm obligation on both
parties, the contract may be deemed illusory
and unenforceable.

All things being equal, a contract that
defines quantity as “100% of the buyer’s re-

The UCC
provides an
alternative
that allows
parties to
enter into
binding
long-term
agreements
that account
for fluctuating
demand.
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Michigan law
is not
well-settled
on the
enforceability
of purported
requirements
contracts
with
ambiguous
quantity
terms.

quirements” expresses the parties’ unam-
biguous intent to enter into a requirements
contract. Requirements contracts are routine-
ly upheld where the parties use unambigu-
ous “requirements” language. For example,
in Plastech Engineered Products v Grand Haven
Plastics, Inc, the court held that purchase or-
ders stating that “[s]cheduled Purchase Or-
der to cover 100% Johnson Controls require-
ments” were enforceable as requirements
contracts.” Similarly, in QC Onics Ventures,
LP v Johnson Controls, Inc, a quantity term
stating that the “scheduled Purchase Order to
cover 100% requirements” was likewise held
to support a valid requirements contract.™

Unfortunately, parties in long-term auto-
motive supply agreements often fail to use
similarly unambiguous language to define
quantity. Instead, parties often rely on blan-
ket quantity purchase order contracts. Such
contracts typically define quantity as a “blan-
ket quantity” and provide, either within the
purchase order or in separate incorporated
terms, that the seller is obligated only to de-
liver parts when the buyer realizes demand
for specific quantities and issues individual
production releases. This practice faced less
scrutiny when the supply chain enjoyed
healthier profit margins. Increasingly, how-
ever, sellers have begun to question whether
blanket-quantity contracts actually impose
the mutuality of obligation necessary to en-
force a requirements contract. The last ten
years have seen numerous courts consider
this issue with mixed results.

Michigan Law Applying UCC 2-306
Is Not Well Settled

Michigan law is not well-settled on the
enforceability of purported requirements
contracts with ambiguous quantity terms.
Many courts have recognized that require-
ments contracts are the norm in the automo-
tive industry and have addressed legal issues
with that frame of reference. Chainworks, Inc
v Webco Indus, Inc is a leading case.” In that
case a steel supplier sought to evade perfor-
mance under an unprofitable, fixed-price
blanket purchase order contract by argu-
ing that the purchase order itself did not
constitute a contract but, rather, individual
contracts were formed each time the sup-
plier accepted and shipped against produc-
tion releases. The court rejected that theory,
holding that the purchase order constituted
one requirements contract for its entire dura-
tion.'* The court recognized that the produc-

tion releases did not define the scope of the
parties’ obligation, but only provided the
mechanism for delivery. Therefore, the con-
tract language referring to the production
releases was not a quantity term. The court
found that the quantity term stating, “[t]his
is a requirements based blanket order,” was
sufficient to express the parties’ intent to
enter into a requirements contract.”

Similarly, in General Motors Corp v Para-
mount Metal Products Co, the seller sought
to invalidate purchase orders governing the
supply of automotive seat frames arguing,
among other things, that the purchase or-
ders lacked mutuality of obligation because
they were not exclusive and only became
enforceable on the acceptance of production
releases.”® The court rejected both arguments.
It held that nothing in the UCC mandates
that requirements contracts be exclusive and
found no contract language evidencing an
intent that the production releases, rather
than the purchase orders themselves, would
define the quantity obligation.”

While not an automotive industry case,
Metal One America, Inc v Center Manufactur-
ing, Inc is in accord.” In this case the seller
sought to enforce a purported requirements
contract after the buyer closed its plant and
unilaterally sought to terminate the contract.
Like many other courts before it, the court
rejected the theory that individual contracts
were formed as each production release was
accepted. Instead, the court found an en-
forceable requirements contract based prin-
cipally on parol evidence, including the par-
ties” course of performing under the broader
supply agreement and the buyer’s history of
purchasing all of its requirements from the
seller.®

As the heading of this section suggests,
however, there is a body of caselaw find-
ing to the contrary. These cases have more
closely scrutinized the express contract lan-
guage and have held that more is required
to support a finding of mutuality of obliga-
tion. For example, in Acemco, Inc v Olympic
Steel Lafayette, Inc, the court held that a sup-
ply agreement stating “[d]uring the term of
this Agreement, the Seller agrees to sell to
the Buyer such quantities of the Products as
the Buyer may specify in its purchase orders,
which the buyer may deliver at its discretion”
did not contain a quantity term of any kind,
ambiguous or unambiguous, and, therefore,
was not a valid requirements contract.? The
court found the purported quantity term

8 \‘M%,
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to be discretionary and consideration to be
lacking.®

In Advanced Plastics.Corp v White Consoli-
dated Indus, Inc, the court rejected the argu-
ment that the following default term included
in the buyer’s general terms and conditions
was sufficient to support a requirements
contract because it gave the buyer discretion
in its performance: “Seller agrees to furnish
Buyer's requirements for the goods or ser-
vices covered by this Purchase Order to the
extent of, and in accordance with, the deliv-
ery schedule set forth therein, or, if no such
schedule is set forth, then pursuant to Buy-
er's written instruction.”* The court found
this default term insufficient because the con-
tract documents expressly provided that the
buyer was only obligated to purchase those
parts for which it issued production releases
or other instructions. There was no quantity
language obligating the buyer to “purchase
all of its needs or requirements from” the
seller.®

The unreported decision in Schefenacker
Vision Systems, USA, Inc v Depco International
Inc goes even farther. That decision held that
purchase orders are, as a general rule, offers
to purchase that are only accepted once a
production release is issued.” The court held
that where a supply agreement does not ex-
pressly define the quantity obligation as the
buyer’s requirements but, instead, specifies
that quantities are to be determined accord-
ing to production releases, the agreement is
not enforceable as a requirements contract.”
The Schefenacker decision has not been cited
with approval in any reported case.

The most recent decision to address these
issues and consider all of the foregoing cases
is Johnson Controls, Inc v TRW Vehicle Safety
Systems, Inc.® Judge Zatkoff of the Eastern
District of Michigan was faced with cross
motions for summary judgment regarding
the enforceability of purported purchase or-
der requirements contracts. The court first
held that the blanket purchase orders defin-
ing quantity simply as “AS REL,” which was
intended to designate quantities as specified
in production releases, were sufficient to
satisfy the statute of frauds.” The court then
held that while the language could evidence
a requirements contract “in light of the prac-
tice among automotive suppliers to enter
into long-term, just-in-time production ar-
rangements that rely on a fixed-price and a
variable quantity, and provide flexibility to
adjust to changing commercial conditions,”

the interpretation of the quantity term was
properly left to a jury and parol evidence.®

Some Lessons Learned from
Cases Considering Facial
Challenges to the Enforceability of
Requirements Contracts

Despite the thorough analysis of the issues
in Johnson Controls, the law on facial chal-
lenges to ambiguous quantity terms remains
unsettled. Nevertheless, several lessons can
be learned from the caselaw that may help
parties avoid similar disputes. The follow-
ing should be considered when negotiating
a requirements contract in the automotive
industry or when faced with a legal chal-
lenge to an agreement.

Lesson No. 1 - Be Specific and Use
“Requirements” Language

Open, ambiguous, or “blanket” quantity
terms not tied specifically to “requirements”
in supply agreements are easy targets for liti-
gation. The clear lesson from the caselaw is
that, while not mandatory for enforcement,
quantity terms that specifically use the word
“requirements” and do not include language
providing either party discretion on perfor-
mance go a long way towards minimizing
the risk that a court may find a purported
requirements contract invalid. There is ample
authority holding that an agreement that
specifies quantity as “100% (or some other
defined percentage) of the buyer’s require-
ments,” is enough to support a finding of
a valid requirements contract, even where
delivery terms for shipments may be speci-
fied individually on production releases.

Lesson No. 2 - Document Your Contract
Interpretation Position

Under the UCC, parol evidence is admissible
to explain or supplement, but not contradict,
contract terms.* In construing the enforce-
ability of purported requirements contracts,
courts regularly rely on parol evidence to
define the intent of the parties. Course of
performance is often considered the best
evidence of the parties’ intent. Accordingly,
prior to and during performance of a require-
ments contract, parties should include lan-
guage in correspondence that evidences their
understanding of the contract as a valid and
enforceable requirements contract. Letters, e-
mails, and other documents may be critical
evidence in a subsequent action where the

Under the
Tee,

parol evidence
is admissible
to explain or
supplement,
but not
contradict,
contract
terms.
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parties are asking a court or arbitrator to rule
on the validity of a contract.

Les‘son No. 3 - Utilize Over-Arching Supply
Agreements

Frequently, purchase orders are at the heart
of contractual supply arrangements in the
automotive industry. Increasingly, however,
parties are entering into over-arching sup-
ply agreements that provide greater detail
regarding their rights and obligations than
would typically be included in a purchase
order. Such agreements are especially help-
ful where parties in a long-term relationship
operate pursuant to numerous separate pur-
chase orders or other contract documents that
could be read together as constituting one
contractual relationship. They are also help-
ful in addressing head-on issues that tend to
be litigated in the context of the “battle of the
forms.”

Lesson No. 4 - Include Default Quantity
Terms in Standard Terms and Conditions

Parties to supply relationships often incorpo-
rate standard terms and conditions into their
purchase orders or other contract documents.
To avoid ambiguity regarding the quantity
obligation, sophisticated parties increasingly
are including default or fallback quantity
terms in their standard terms. Johnson Con-
trols is an example of a Tier 1 supplier that
has modified its Global Terms of Purchase to
include the following default provision on
quantity:

Quantities listed in each [Purchase]

Order as estimated are Buyer’s best

estimate of the quantities of Sup-

plies it might purchase from Seller

for the contract term specified in the

Order. If no quantity is stated or if

the quantity is stated as zero: (a)

Seller is obligated to supply Buyer’s

stated requirements for the Supplies

in quantities as specified by Buyer in

Material Releases; (b) unless express-

ly stated on the face of the Order,

Buyer is not required to purchase

Supplies exclusively from Seller; and

(c) Buyer is required to purchase no

less than one piece or unit of each of

the Supplies that are goods and no

more than those quantities identified

as firm orders in material authori-

zation releases, manifests, broad-

casts, or similar releases (“Material

Releases”) transmitted by Buyer to

Sellef., %
While Advanced Plastics, supra, teaches that
such a default provision will not always sub-
stitute for a well-defined and unambiguous
requirement-based quantity term, when the
scope of the quantity obligation is in ques-
tion, a default quantity provision declaring
quantity to be the buyer’s requirements may
constitute critical parol evidence supporting
an intent to enter into a requirements con-
tract.

Conclusion

Given the financial challenges faced by
the automotive industry, it is reasonable to
assume that legal challenges to the enforce-
ability of long-term requirements contracts
will continue. Parties wishing to cut-off such
challenges before they develop into litiga-
tion, or at least strengthen their position in
the event a lawsuit is filed, would be wise
to avoid ambiguous quantity terms and,
instead, negotiate quantity terms that sup-
port mutuality of obligation based on the
buyer’s requirements. Although the appeal
of a quantity term that provides maximum
flexibility to respond to market fluctuations
may be advantageous at the time of contract
formation, it is significantly less so when a
court finds the contract containing such a
quantity term to be illusory and unenforce-
able, and your client is faced with the pros-
pect of having to absorb raw material price
surcharges.
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