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IN TIMES LIKE THESE HOW SURE CAN WE REALLY BE?
THE RIGHT TO ADEQUATE ASSURANCE

The fact that some of the most
successful and long standing companies
in American history are filing for
bankruptcy protection at an alarming
rate is a tell-tale sign that we are
operating in unique and difficult times.
Businesses have now started to speculate
whether the parties with whom they
have contracted will actually be able to
uphold their end of the bargain.
Eighteen months ago a concern like this
would have never been an issue.

While nothing outside of full
performance will be able to alleviate this
concern, one option available for
companies who are unsure as to the
viability of the other party to the
contract is the right to request and
receive adequate assurance of the other
party’s performance, which is codified in

Ohio Revised Code § 1302.67 (UCC §
2-609).

THE RIGHT TO DEMAND
ADEQUATE ASSURANCE

When a party has reasonable grounds for
insecurity with respect to the other
party’s performance under a sales
contract, the insecure party may make a
written request of the other party that it
provide adequate assurance of its
performance under the contract on a
going forward basis. The party receiving
the demand is required to provide
adequate assurance of its intended
performance under the contract within a
reasonable time but in no event more
than 30 days after its receipt of the
demand request. Meanwhile, the

insecure party has the option to suspend
its performance under the contract until
it receives adequate assurance of the
other party’s performance, provided that
doing so is “commercially reasonable.”
If the other party fails to provide
adequate assurance in a timely manner,
that party will be deemed to have
repudiated the contract and the insecure
party can proceed with a claim for,
among other things, breach of contract.

A party’s right to demand adequate
assurance is based upon the principle
that parties to a contract have bargained
for the actual performance of that
contract. With that said, whether a
party actually has reasonable grounds to
be insecure about the other party’s
performance, and what constitutes
“adequate” assurance, are factual
inquires that depend upon the
circumstances surrounding the contract
as well as the credibility of the parties
involved.

REASONABLE INSECURITY

What constitutes reasonable insecurity is
a malleable concept; however, the
following are examples of instances
when a party may be found to rightfully
have “reasonable insecurity” as to the
performance of the other party:

A seller may have reasonable insecurity
if a buyer falls behind on its account
with the seller, even if the buyer’s
default is not with respect to the
contract in question. In addition, a
seller may be reasonably insecure even if
the buyer has not defaulted on an

account but has repeatedly requested
additional credit or stops taking
advantage of an early payment discount
that the buyer consistently used in the
past.

A buyer may be reasonably insecure with
respect to a seller’s performance if the
buyer learns from a reliable source that
the seller is financially unstable and not
able to fulfill its obligations under the
contract. For example, a buyer of
precision parts that learns from an
apparently reliable source that the seller
has been delivering defective parts to
other buyers has reasonable grounds for
insecurity if the buyer intends to use the
parts immediately upon delivery.

ADEQUATE ASSURANCE

Even if a party has reasonable grounds to
be insecure, the adequate assurance that
the insecure party requests must also be
commercially reasonable. The
reasonableness of adequate assurance is
also a factual inquiry that is based upon,
among other factors, the trustworthiness
of the party asked to give the adequate
assurance. For example, if a buyer learns
that a seller of otherwise good reputation
has delivered defective goods to other
buyers, the seller’s promise that the
defect will not be repeated may
constitute adequate assurance. If, on the
other hand, the seller is known as a
“corner-cutter,” then a mere promise by
the seller of a conforming shipment may
be deemed inadequate assurance without
the seller providing the buyer with
additional assurances, which may take
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the form of a guaranty or other financial
backing such as a letter of credit.

CONCLUSION

The right to demand adequate assurance
is a valuable contractual tool for a
company that now finds itself dealing
with a financially distressed company.
Companies should consult their legal
counsel to determine whether invoking
this right is appropriate for a particular
situation and what type of assurance may
be adequate for the circumstances at

hand.
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As a reminder, this Advisory is being sent
to draw your attention to issues and is not
to replace legal counseling.

UNITED STATES TREASURY DEPARTMENT
CIRCULAR 230 DISCLOSURE: TO ENSURE
COMPLIANCE WITH REQUIREMENTS IMPOSED
BY THE IRS, WE INFORM YOU THAT, UNLESS
EXPRESSLY STATED OTHERWISE, ANY U.S.
FEDERAL TAX ADVICE CONTAINED IN THIS
COMMUNICATION (INCLUDING ANY
ATTACHMENTS) IS NOT INTENDED OR WRITTEN
TO BE USED, AND CANNOT BE USED, FOR THE
PURPOSE OF (i) AVOIDING PENALTIES UNDER
THE INTERNAL REVENUE CODE, OR (i)
PROMOTING, MARKETING OR RECOMMENDING
TO ANOTHER PARTY ANY TRANSACTION OR
MATTER ADDRESSED HEREIN.
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