Reprinted with permission of West Group, from the Real Estate Finance Journal.
To order this publication, please visit the West Group store at <http://store.westgroup.com>http://store.westgroup.com.

The Applicability of the Doctrine of Adequate
Assurances to Real Estate Gontracts

Thomas J. Hall

In a decision that reconfigures the real estate battlefield, New York's highest court
expands the doctrine to long-term real estate contracts.

istoricallywhen a party to a contract
H had reasonable doubts as to the

other party’s ability to perform in the
future, little could be done. The performing
party was forced under the law to continue
performing and to wait until the time of the
other party’s performance. If the other party
failed to perform, a suit for breach of
contract could be brought.This could result
in considerable unfairness where the
performing party was forced to continue its
own performance until the time of the other
party’s breach, when all along there was no
realistic chance that the other party would
later perform.

The Uniform Gommercial Gode Doctrine

The doctrine of adequate assurances was
developed to address this problem. As
originally codified- in the Uniform
Commercial Code (UCC) (Section 2-609),
the doctrine provides that when one party
to a contract for the sale of goods has
“reasonable grounds for insecurity” “with
respect to the performance” of the other
party, the performing party can demand in
writing “adequate assurances of the per-
formance” Adequate assurances can, for
example, take the form of a letter of credit
securing future payment obligations. Until
adequate assurances are received, the
demanding party is entitled to “sus-
pend any performance for which he
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has not already received the agreed return”

The UCC further provides that if adequate
assurances are not provided in response to
ajustified demand within a reasonable time,
the demanding party can consider the
contract to be repudiated with the demand-
ing party’s obligations concluded. Because
until recently in New York the doctrine of
adequate assurances was limited to UCC
contracts involving the sale of goods, it
had no applicability to most real estate
transactions.

However,in December 1998, the New York
Court of Appeals, the state's highest court,
expanded the doctrine beyond the sale of
goods. In NorCon PFartners LP v. Niagara
Mohawk Power Corp.,' the court determined
that the doctrine would henceforth apply to
“long term commercial contracts between
corporate entities” that are “complex and
not reasonably susceptible of all security
features being anticipated, bargained for
and incorporated in the original contract”
This decision for the first time opened the
door for New York courts to apply this
doctrine to contracts other than for the sale
of goods, as long as they satisfied the above
criteria. The doctrine may be particularly
well suited to the real estate context where
complex, long-term commercial contracts
proliferate, thereby satisfying NorCon'’s key
criteria for the applicability of the doctrine.

Facts of the Gase

In NorCon, the parties had executed a
25-year power sales agreement pursuant to
which Niagara Mohawk was obligated to
purchase the electric energy generated by
NorCon’s power plant.The contract set forth

the prices that Niagara Mohawk was
required to pay, pursuant to pricing formu-
lae applicable to three separate periods.The
pricing structure generally required that
during the second pricing period, from years
6 through 15,the parties would keep track of
the difference between the price being
paid under the contract and the actual
market cost of electricity. To the extent that
the contract price during the second period
was more than the market price, Niagara
Mohawk was to receive a credit in the third
pricing period to be realized by a reduction
of the contract price in that period.

The problem in NorCon arose when,
because of a steep drop in the market price
of electricity, Niagara Mohawk calculated
that the credit that would accrue in its favor
by the end of the second period was in
excess of $600 million. Niagara Mohawk
calculated that even if NorCon delivered
its electricity generation free of charge in
the third period it would still not come close
to working the $600 million credit down to
zero. Therefore, Niagara Mohawk asserted
that it was reasonably insecure concerning
NorCon’s ability to perform during the third
pricing period when the credit in Niagara
Mohawk’s favor was to be paid back.
Seeking to find a way to suspend its obliga-
tion to purchase electricity during the
second period at above market prices,
Niagara Mohawk served a demand on
NorCon that it provide adequate assurances
in the form of security for the projected $600
million credit. Niagara Mohawk advised that
if such assurances were not forthcoming, it
would have the right to declare the contract
at an end.



