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Requirements Contracts Under
Michigan UCC Law: Can a Buyer
Significantly Reduce Its Orders in
Response to Its Own Customer’s
Reduced Demands Without

Liability?

By Thomas S. Bishoff and Andrew M. Gonyea

In a recent circuit court case, plaintiff, a Tier
2 automotive supplier, alleged that defen-
dant, a Tier 1 supplier, breached the par-
ties’ requirements contract by substantially
reducing its orders to the Tier 2 for the sub-
ject parts. The Tier 1 had estimated it would
purchase 400,000 such parts per year from
the Tier 2 for the life of the underlying vehi-
cle program. However, when the vehicle did
not sell as expected, demand for the Tier 1’s
assemblies plummeted and so too did the
Tier 1's demands for the Tier 2’s parts.

The Tier 1 moved for summary disposi-
tion on the pleadings, arguing that under
Article 2 of the Uniform Commercial Code
(UCC), it was permitted as a matter of law to
reduce order volumes in “good faith” based
on the reduced demands of its own customer,
the original equipment manufacturer (OEM).
The motion raised an issue of statutory con-
struction and what turned out to be an issue
of first impression under published Michi-
gan caselaw: Whether UCC Article 2, Sec-
tion 306(1) permits a requirements buyer to
reduce order volumes so long as it does so in
“good faith,” or alternatively, whether it pre-
cludes a requirements buyer from reducing
orders to the point they are “unreasonably
disproportionate to any stated estimate,” re-
gardless of the buyer’s good faith.!

While the circuit court acknowledged
that the vast majority of jurisdictions have
adopted the former “good faith” interpreta-
tion, it was compelled to follow the statute’s
“unreasonably disproportionate” language
based on the oft-recited mandate of statu-
tory construction that statutes must be inter-
preted and applied according to their plain
language.” The court denied summary dispo-
sition and dismissal of the Tier 2’s breach of

requirements contract claim, and the parties
later settled the action without an appeal.

To date, no Michigan published appellate
opinion has addressed how MCL 440.2306(1)
applies in this particular context, and the
binding decision on this issue will have a
significant impact on allocation of risk in the
automotive supply chain. Under the major-
ity, “good faith” reductions approach, it is
the supplier who assumes the business risk
of potentially significant fluctuations in de-
mand for its parts, in exchange for a long-
term and exclusive contract for the particular
part or assembly. Under the minority, “un-
reasonably disproportionate to any stated
estimate” approach, buyers are effectively
placed in the position of being guarantors of
minimum order volumes, even though such
volumes are tied to consumer demand for
the subject vehicle and are therefore outside
of the buyer’s control.

This article seeks to provide practitioners
with an understanding of the different inter-
pretations of UCC Article 2, Section 306(1)
(Section 2-306) as to substantially reduced
order volumes by a requirements buyer, and
to equip practitioners with the arguments
needed to litigate this open issue. In the first
part of this article, we briefly examine the
function and operation of requirements con-
tracts in the automotive supply chain. In the
second part, we examine and explain the ma-
jority and minority interpretations of Section
2-306 as it applies to substantially reduced
order volumes by a requirements buyer. Fi-
nally, we examine the “good faith” reasons
why a requirements buyer might substan-
tially reduce its order volumes to its supplier
without incurring liability.
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Requirements Contracts in the receive long-term and exclusive contracts for
Automotive Industry the particular part or assembly.®
The just-in-time delivery system implement- Tier 1,’ ,2’ and 'other supphers make busi-
ed by the various OEMs has enabled signifi- ness decisions to invest in the success of a ve-
cant efficiency gains in the automotive sup- hicle program, and sometrmes, those 1nvesr—
ply chain. In the span of a few days or weeks, ments prove to be unprofitable. In the previ-
raw material is manufactured into a part ously mentioned circuit court case, the OEM
integrated into a sub-assembly, and installed termiuated production of ’_[he subject V.ehic.les
in a vehicle. Indeed, inventories have been ~ Well in advance of projected termination
reduced to the point that they are often mea- dates due to low consumer demand, and as a
sured in hours. direct consequence of the program’s failure,
The just-in-time delivery system requires the Tier 1 was forced to lay off hundreds of
flexibility to adjust to consumer demand, workers and close two of its plauts. As for
and accordingly, OEMs structure their con- the Tier 2, b}’ the end.of the parties SPPPIY
tracts with Tier 1 suppliers as requirements agreemerlt, it was selling a mere fractlou of
contracts. Unlike a fixed-quantity contract, the anticipated order volumes, after having
[A] Requirements contract allows pro- invested millions to develop the necessary
duction flexibility by enabling buyer to program capacity. Thus, the policy issue un-
The just-in— shift to seller the risk of demand fluc- derlying Section 2-306 is how to allocate risks
. . tuations in the market for buyer’s final and costs of dried-up end-user demand be-
time dehvery product, Buyer may adjust its orders tween requirements buyers and suppliers.
SyStem for the contract good to reflect varia- L. . .
implemented tions in demand for the final product. The MajOTI!Zy and Minority
by th . When demand is high, buyer places Interpretations of UCC 2-306(1)
y the various large orders with seller; when demand as to a Buyer’s Substantially
OEMs has is low, buyer places small orders with Reduced Order Volumes
enabled seller. "',If the market for buyer s final The relevant UCC section provides as fol-
. 6 t product is uncertain ... a requirements lows:
1gniican ibili i )
S1g ' C eontract offers ﬂexrblht}; not found in a Sec. 2306. (1) Output, requirements. A
efficiency fixed quantity contract, term which measures the quantity b
. . OEMs frequently select the supplier of a part d y oy
gains in the " o the output of the seller or the require-
or assembly through a competitive bidding
. . . ments of the buyer means such actual
automotive  process. The chosen supplier commits to

supply chain.

supplying the OEM’s requirements for the
subject part for the duration of the vehicle
program, a period that can last four to eight
years. The supplier is ordinarily required to
make a significant capital investment in R&D
and production assets. OEMs also typically
secure in all supply contracts the right to uni-
laterally terminate orders, on short notice,
with or without cause. Upon termination, an
OEM may pay the supplier only for finished
parts, work in progress, and raw materials.
Importantly, the structure and terms of
supply contracts between OEMs and Tier 1
suppliers are necessarily replicated down-
stream, as Tier 1 companies, when acting as
buyers, cannot afford to give their Tier 2 sup-
pliers better terms than they themselves can
negotiate with the OEMs.* As a consequence,
in the automotive supply chain, it is the
downstream supplier —not the buyer—who
bears the inherent risk that poor sales of a ve-
hicle will reduce or even terminate demand
for the vehicle’s component parts.” Suppli-
ers accept this risk, and, in exchange, they

output or requirements as may occur in
good faith, except that no quantity unrea-
sonably disproportionate to any stated esti-
mate or in the absence of a stated esti-
mate to any normal or otherwise com-
parable prior output or requirements
may be tendered or demanded.”
On its face, it is the second, “unreasonably
disproportionate” clause that defines the
extent to which a requirements buyer may
increase or reduce its order volumes under
the contract, with the same standard apply-
ing to both substantial increases and substan-
tial decreases. Essentially, reasonable devia-
tions from estimated or reasonably anticipat-
ed order volumes are permitted, and unrea-
sonably disproportionate deviations are not.
Yet, despite this apparently clear language,
the vast majority of courts have concluded
that only substantially increased demands are
subject to the “unreasonably disproportion-
ate” standard of Section 2-306. Substantially
decreased demands, by contrast, are subject to
the more lenient “good faith” standard.



REQUIREMENTS CONTRACTS UNDER MICHIGAN UCC LAW

45

Judge Richard Posner’s opinion in Em-
pire Gas Corp v American Bakeries Co, 840 F2d
1333 (7th Cir 1988), serves as an intellectual
foundation for the majority interpretation of
Section 2-306. In that case, the seller, Empire
Gas (“Empire”), agreed to supply the buyer,
American Bakeries (“American”), with its
requirements for propane and converters
that would allow American’s motor vehicle
fleet to run on propane rather than gasoline.
American estimated it would purchase 3000
converters over the four-year contract peri-
od. Within days of signing the contract, how-
ever, American reneged and decided against
the fleet conversion plan, and it ordered no
equipment or propane from Empire. Empire
sued for breach of the parties” requirements
contract and ultimately won a $3 million jury
verdict for estimated lost profits.®

American appealed, arguing that the jury
had been improperly instructed on the ap-
plication of Section 2-306. Specifically, over
American’s objection, the trial court judge
had read the statute to the jury verbatim,
and without explaining the purportedly gov-
erning “good faith” standard. Judge Posner
found that the trial court had erred by its
instruction, but that the error was harmless
because of American’s obvious bad faith in
essentially repudiating the parties” contract.’

As to the proper statutory interpretation,
Judge Posner stated that the fundamental
question before the court was whether Sec-
tion 2-306’s “proviso” dealing with “quantity
unreasonably disproportionate to any stated
estimate” “...should be read literally when the
buyer is demanding less rather than more
than the stated estimate.”" The court found
that “[t]he proviso does not distinguish be-
tween the buyer who demands more than the
stated estimate and the buyer who demands
less, and therefore if read literally it would
forbid a buyer to take (much) less than the
stated estimate.”" The court found further
support for the minority, “symmetrical” in-
terpretation in Official Comment 3, which
unambiguously provides that

If an estimate of output or require-

ments is included in the agreement, no

quantity unreasonably disproportion-
ate to it may be tendered or demanded.

Any minimum or maximum set by the

agreement shows a clear limit on the

intended elasticity. In similar fashion,
the agreed estimate is to be regarded

as a center around which the parties

intend the variation to occur."

Ultimately, however, Judge Posner found
more compelling reasons for interpreting
Section 2-306 as providing separate and dis-
tinct standards for substantially increased
and substantially decreased demands, with
“good faith” being the standard govern-
ing the later. As an initial matter, the court
observed that this was the common law ap-
proach and the dominant approach among
the admittedly “sparse” jurisdictions where
the issue had been decided.® Per the cited
common law rule, “the seller assumes the
risk of all good faith variations in the buyer’s
requirements even to the extent of a determi-
nation to liquidate or discontinue the busi-
ness.”™ Official Comment 2, in recognized
conflict with Comment 3, also advocates the
common law approach, stating

Reasonable elasticity in the require-

ments is expressly envisaged by this

section and good faith variations from
prior requirements are permitted even
when the variation may be such as to
result in discontinuance. A shut-down
by a requirements buyer for lack of

orders might be permissible when a

shut-down merely to curtail losses

would not. The essential test is wheth-

er the party is acting in good faith.”

Relevant to Michigan law, Judge Posner
also found support for the majority “good
faith” standard in the statutory language it-
self. First, the court noted the drafters’ choice
of the word “demanded” at the conclusion
of the statute’s second clause (“no quantity
unreasonably disproportionate to any stated
estimate ... may be ... demanded”), which it
felt was “more naturally read as applying to
the case where the buyer is demanding more
than when he is reducing his demand below
the usual or estimated level.”*¢

Second, and more importantly, the court
found a reasonable alternative construction
of the statute’s language, based on the redun-
dancy between its main and second clauses.
In the court’s view, the second clause’s pro-
viso against demands for quantities that are
“unreasonably disproportionate to any stat-
ed estimate” may be read as seeking to define
or explain what constitutes “good faith” in a
particular context, rather than as establishing
an independent legal standard:

More important than this verbal skir-

mishing is the fact that the entire pro-

viso is in a sense redundant given the
words “good faith” in the main clause

of the statute. The proviso thus seems

Importantly,
the structure
and terms

of supply
contracts
between
OEMs

and Tier 1
suppliers are
necessarily
replicated
downstream,
as Tier 1
companies,
when acting
as buyers,
cannot
afford to give
their Tier 2
suppliers
better terms
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themselves
can negotiate
with the
OEMs.
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to have been designed to explicate the The essential ingredient of good faith in the
term “good faith” rather than to estab- case of the buyer’s reducing his estimated
lish an independent legal standard."” requirements is that he not merely have

Based on this construction, Judge Posner had second thoughts about the terms of the
concluded that the second clause was intend- contract and want to get out of it ... . Once
ed to serve a specific purpose: to prevent it is decided (as we have) that a buyer
a requirements buyer from exploiting an cannot arbitrarily declare his require-
increase in the market price for the subject ments to be zero, this becomes an easy
good, by demanding substantially increased case, because American Bakeries has
quantities at the lower contractual price and never given any reason for its change
then reselling the goods at a profit. As the of heart.”
court explained: The court also noted that a buyer does not
[T]he aspect of good faith that required act in bad faith if it reduces its requirements
explication had only to do with dis- for “a business reason ... independent of the
proportionately large demands. If the terms of the contract or any other aspect of its
buyer saw an opportunity to increase relationship with [the seller].”*
his profits by reselling the seller’s While no published Michigan opinions
goods because the market price had address the differing standards in Section
Second, risen above the contract price, the 2-306, MCL 440.1103(1)(c) does direct Michi-
exploitation of that opportunity might gan courts to construe and apply Section
and more not clearly spell bad faith; the proviso 2-306 to promote uniformity of law among
importantly, was added to close off the opportunity. UCC jurisdictions,” and the federal courts of
the court There is no indication that the drafts- appeals uniformly agree that Section 2-306
men were equally, if at all, concerned permits a requirements buyer to reduce or-
found a about the case where the buyer takes der volumes in response to its own custom-
reasonable less than his estimated requirements, er’s significantly reduced demands without
. provided, of course, that he does not regard to proportionality to forecasted re-
alternative buy from anyone else.’ quirements.?*
construction  For these reasons, Judge Posner concluded Moreover, the majority interpretation of

of the statute,
based on the
apparent
redundancy
between

its main

and second
clauses.

that Illinois courts construe Section 2-306 as
allowing a requirements buyer to reduce or
even eliminate its requirements so long as
the buyer does so in “good faith,” regardless
of the reduced volume’s “proportionality” to
contractually forecasted requirements."

As to bad faith, the court found it suffi-
cient that American had refused to provide
any reason for not ordering parts or equip-
ment from Empire, because a contrary rul-
ing would effectively convert the parties’ re-
quirement contract to an option contract. As
the court explained:

If no reason at all need be given for

scaling back one’s requirements even

to zero, then a requirements contract

is from the buyer’s standpoint just an

option to purchase up to (or slightly

beyond, i.e., within the limits of rea-
sonable proportionality) the stated
estimate on the terms specified in the
contract, except that the buyer cannot
refuse to exercise the option because
someone offers him better terms. This

is not an unreasonable position, but it

is not the law.?

Regarding what constitutes good or bad
faith, the court went on to state that

Section 2-306 finds support in decisions by
the Sixth Circuit Court of Appeals and fed-
eral courts applying Michigan law. In Wiseco,
Inc v Johnson Controls, Inc, 155 Fed Appx 815
(6th Cir 2005) (applying Kentucky law), the
court recognized that Empire Gas “appears
to be the most frequently consulted case in
analyzing the good faith component of a
requirements contract under the U.C.C.[,]”
and that “the majority of authorities have
construed [Section 2-306] as permitting good
faith reductions in requirements, as opposed
to increases, even though the reductions
may be highly disproportionate to stated
estimates.”? The court found that the seller
Wiseco had failed to rebut Johnson Controls’
evidence of legitimate business reasons for
significantly reducing its requirements for
Wiseco’s part, including evidence showing
that the reduction was attributable to the
reduced requirements of Johnson Controls’
own OEM customer. Accordingly, Wiseco
failed to establish that Johnson Controls had
reduced its order volumes in bad faith.*
Additionally, in Tigg Corp v Dow Corn-
ing Corp, 962 F2d 1119 (3d Cir 1992) (apply-
ing MCL 440.2306), an opinion authored by
then Judge (now Justice) Samuel Alito, the
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court expressly acknowledged that “under
the [Michigan] U.C.C., a requirements buyer
may have a good faith reason for demand-
ing no goods from the seller. In such a case,
the buyer does not breach by ordering no
goods.”? This case primarily involved allo-
cation of the burden of proof, and the court
ultimately found that buyer Dow Corning
had acted in bad faith and breached the par-
ties” requirements contract by abandoning it
on the false pretext that seller Tigg’s device
was defective, when in fact Dow’s decision
was based on other, non-excusing factors.?

With respect to the minority interpreta-
tion of Section 2-306, the Alabama Supreme
Court’s opinion in Simcala, Inc v American
Coal Trade, Inc, 821 So 2d 197 (Ala 2001), is
frequently cited in arguments advocating the
plain reading interpretation of Section 2-306:
that it contains a single standard for increased
and decreased order volumes, and that such
volumes may not unreasonably deviate from
forecasted requirements, regardless of the
buyer’s good faith. Simcala provided the ba-
sis for the Michigan circuit court opinion in
Wellington Indus, Inc v Faurecia Interior Sys,
Inc, discussed above.?

In Simcala, American Coal Trade (ACT)
agreed to supply Simcala’s 1998 require-
ments for coal, with Simcala estimating it
would purchase 17,500 tons from American
Coal that year at a price of $78.50 per ton. By
the end of 1998, however, Simcala had only
purchased 7,200 tons from ACT, represent-
ing 41 percent of its anticipated requirement.
Simcala’s reduced orders were attributable
to problems with its furnace. The trial court
found no evidence that Simcala had reduced
its order volumes in bad faith, but based on
its plain reading of Section 2-306, the trial
court determined that Simcala’s substantially
reduced order volumes were “unreasonably
disproportionate” to Simcala’s forecasted re-
quirements and therefore breached the par-
ties” requirements contract. ACT recovered
over $100,000 from Simcala in lost profits
damages.*

On appeal, the Alabama Supreme Court
found that the application of Section 2-306 as
to substantially reduced order volumes was
an issue of first impression under Alabama
law, and the court affirmed judgment for
ACT under its plain reading interpretation of
the statute.” In relevant part, the court found
that Comments 2 and 3 to Section 2-306 are
not in conflict, because unlike Comment 2,
Comment 3 specifically addresses contracts

that include an estimate of the buyer’s re-
quirements. Accordingly, the Simcala court
found that the more specific Comment 3 re-
veals the drafters’ intent as to how the stat-
ute should be applied in contracts containing
an estimate of the buyer’s requirements. Per
Comment 3, “the agreed estimate is to be re-
garded as a center around which the parties
intend the variation to occur|[,]” and accord-
ing to the court, “[t]he use of the word “center’
clearly indicates that the drafters intended to
prohibit both unreasonably disproportionate
increases and decreases from the estimates in
a requirements contract.”*?

The Simcala court expressly acknowl-
edged that the majority of UCC jurisdictions
had adopted the “good faith” interpretation
of Section 2-306 as to substantially reduced
requirements —that “unreasonably dispro-
portionate decreases are permissible so long
as the buyer has acted in good faith[.]”*
However, the court found that those deci-
sions were admittedly based on “concerns
over market impact that would flow from
following the plain meaning of the statute[,]”
rather than on the plain language of the stat-
ute itself.** Like the Michigan circuit court
in the previously mentioned case, the Ala-
bama Supreme Court found that its role in
interpreting and applying Section 2-306 was
to “say what the law is, not what it should
be[,]” and that “[i]f adverse effects on mar-
ket conditions warrant a different result, it is
for the Legislature, not this Court, to amend
the statute.”* Because Simcala did not chal-
lenge the finding that its actual purchases
from ACT were unreasonably disproportion-
ate to its estimate, the court held that further
discussion of Simcala’s good or bad faith was
unnecessary to its affirmance of the lower
court judgment.®

“Good Faith” in the Context of
Reduced Order Volumes

Because the vast majority of UCC jurisdic-
tions have concluded that the “good faith”
standard applies to a requirements buyer’s
reduced order volumes, we conclude by
briefly examining what constitutes “good
faith” in this context.

Perhaps unsurprisingly, “good faith” un-
der Section 2-306 has not been consistently
defined (and for that reason, could be the
subject of its own article). That said, one
commentator aptly summarized the concept
as follows:

(1) the buyer’s actual requirements

47
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has not been
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defined]|.]
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must be based upon a good faith oper-
ation of its business, and (2) the buyer
must, in good faith, make an accurate
communication of such actual require-
ments to the contractual seller. Accord-
ingly, under the language of the Code,

it would seem that a buyer may not

represent fewer requirements to its

seller than it actually has, nor may a

buyer manipulate its actual operations

in order to avoid making purchases

from its contractual seller.?”

In other words, a buyer “may not sim-
ply ‘choose’ the requirements it wishes to
demand[,]” but a buyer “may respond to its
business needs and the business environ-
ment.”

This explanation is consistent with the
limited statutory guidance on what consti-
tutes “good faith” versus “bad faith” that
appears in Official Comment 2 to Section
2-306: “A shut-down by a requirements buy-
er for lack of orders might be permissible[,]”
whereas “a shut-down merely to curtail losses
would not.”* It is also consistent with Empire
Gas’s holding that “[t]he essential ingredient
of good faith [is] that [the buyer] not merely
have had second thoughts about the terms
of the contract and want to get out of it[,]”
and that a buyer does not act in bad faith if it
reduced its requirements for “a business rea-
son ... independent of the terms of the con-
tract or any other aspect of its relationship
with [the seller].”*

Thus, as a general rule, when a buyer’s
reduction in requirements is attributable to
a legitimate business reason or decision not
involving the seller or the price terms of the
contract—e.g., reduced demands of the buy-
er's own customer, or the buyer’s insolven-
cy —the court will find the requisite “good
faith.”* The burden of establishing bad faith
is on the seller, and the seller is usually un-
successful.*?

Conclusion

The issues analyzed herein will at some
point be decided by the Michigan Supreme
Court, and as we have summarized, there are
valid text-based arguments that support the
majority and minority interpretations of Sec-
tion 2-306 as to a requirements buyer’s abil-
ity to substantially reduce order volumes.
For counsel representing a defendant buyer
in an order volume dispute, emphasis should
be placed on the UCC’s mandate to promote
uniformity of law among the UCC jurisdic-

tions, and on the fact that the minority rule
or standard would risk jeopardizing the tre-
mendous efficiency gains made possible by
the automotive supply chain’s just-in-time
delivery system. For counsel representing a
plaintiff seller, the apparently unambiguous
text of MCL 440.2306(1) provides the stron-
gest argument for adoption of the minority
approach in Michigan.
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