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Consequential Damages and Exclusion Clauses
Victor P Goldberg

‘What's in a name? Should it matter if a claim in a contract dispute were labeled
consequential damages rather than direct damages? If the contract includes
a clause that would deny recovery for consequential damages, the definition
would indeed matter." I confess that I did not think the distinction was much
of a problem until I ran into two practitioners in the same week who raised
the issue. The first, a transactional lawyer, claimed he no longer knew what
consequential damages meant, citing two opinions: Brotronik A.G. v. Conor
Medsystems Ireland, Ltd.,> and Pharmaceutical Product Development, Inc. v. TV.M
Life Science Ventures V1, L.P? The second was the losing litigator in Biotronzk.

In Biotronik, the manufacturer of stents terminated an exclusive distri-
bution contract. The distributor sued, claiming that it suffered substantial
lost profits. The defendant asserted that the lost profits were consequen-
tial damages and invoked a clause in the contract excluding consequential
damages. The plaintiff argued that the lost profits were direct damages, so
the exclusion would not apply, and in a 4-to-3 decision, the New York Court
of Appeals agreed.*

In the second case, the claim was that the seller of a company had
breached a warranty about a drug’s efficacy, and as a result, the acquirer had
incurred costs of millions of dollars in a fruitless attempt to develop the
drug. The seller argued that the clause excluding consequential damages
precluded recovery for these losses. Rejecting this argument, at the motion

* JeromeL.Greene Professor of Transactional Law, Columbia Law School. Email: vpg@law.columbia.edu.
The author would like to thank Maeve Glass, Avery Katz, Adam Kramer, Jody Kraus, Ethan Leib, Yael
Lifshitz, Ed Morrison, Bob Scott, John Taurman, and Florencia Wurgler for helpful comments and Duncan
Hardock for research assistance. Copyright 2018 by Victor P. Goldberg. All rights reserved.

1 There is a second reason for concern about the distinction between consequential and direct
damages. Some case law suggests that the standard of proof is higher for consequential damages. Two of
those cases will be discussed below: Tractebel Energy Mktg., Inc. v. AEP Power Mktg., Inc., 487 F.3d 89
(2d Cir. 2007); Compania Embotelladora Del Pacifico, S.A. v. Pepsi Cola Co., 650 F. Supp. 2d 314 (S.D.N.Y.
20009).

2 11 N.E.3d 676 (N.Y. 2014).

3 No. 5688-VCS, 2011 WL 549163 (Del. Ch. Feb. 16, 2011).

4 The case will be discussed in Part I.B.
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to dismiss stage, then Vice Chancellor Leo Strine noted that the “laundry
list of precluded damages might have been put in the Merger Agreement by
lawyers who themselves were unclear on what those terms actually mean.”
He did not elaborate on how, if the transactional lawyers were unclear, the
litigating lawyers would find clarity.®

A search through the case law and commentary for the boundary between
direct and consequential damages is unhelpful. A number of courts have held
that general damages are direct and special damages are consequential. A
Westlaw search for “consequential damages’ and synonymous and ‘special
damages”™ yielded 35 cases, and a similar search for “general damages’ and
synonymous and ‘direct damages” yielded 40.* The Restatement (Second) of
Contracts is likewise unhelpful: “Loss that results from a breach in the ordi-
nary course of events is foreseeable as the probable result of the breach. . . .
Such loss is sometimes said to be the ‘natural’ result of the breach, in the
sense that its occurrence accords with the common experience of ordinary
persons. . . . The damages recoverable for such loss that results in the ordinary course
of events are sometimes called general’ damages.” It continues by blurring the
categories: “The damages recoverable for loss that results other than in the
ordinary course of events are sometimes called ‘special’ or ‘consequential’
damages. These terms are often misleading, however, and it is not necessary
to distinguish between ‘general’ and ‘special’ or ‘consequential’ damages for
the purpose of the rule stated in this Section.” But, obviously, it would be
necessary to distinguish between the two if the question were whether the
damages were recoverable given the existence of an exclusion clause.

The Restatement invoked the terms “foreseeable,” “probable,” and
“natural.” Were the lost profits when a factory was shut down foreseeable?

5 Pharmaceutical Prod. Dev., Inc., 2011 WL 549163, at *7.

6 The case will be discussed in Part III.

7 For example, “consequential,” “special,” and “indirect” damages are synonymous terms. See BLACK’s
Law DICTIONARY 445—46 (Bryan A. Garner ed., West 9th ed. 2009) (“[Clonsequential damages . . .
[are allso termed indirect damages.”); Dan B. Dosss & CapricE L. RoBERTS, 3 LaAw OF REMEDIES:
DaMAGES—EQUITY—RESTITUTION § 12.2(3), at 38 (West 2017) (“[Slpecial damages is also referred to as
consequential damages.”); In re CCT Commc’ns, Inc., 464 B.R. 97, 117 (Bankr. SD.N.Y. 2011). The term
“special damages” is synonymous with “consequential damages,” and both refer to damages that do not
flow directly from the breach of contract but are still caused by the breach. In re Lyondell Chem. Co.,
544 B.R. 75, 91 (Bankr. S.D.N.Y. 2016). The term “consequential damages” is synonymous with special
damages. Progress Energy, Inc. v. US. Global, LLC, 102 So. 3d 768, 771 (Fla. Dist. Ct. App. 2012).

8 See, eg, In re CCT Commc'ns, Inc., 464 B.R. at 116 (“General damages are synonymous with ‘direct’
damages, and provide the aggrieved party with the difference between the price he agreed to pay and the
value he was to receive through performance.” (internal citations omitted) (citing BLack’s Law D1CTIONARY,
supra note 7, at 446; DoBss & ROBERTS, supra note 7, § 12.2(1), at 21)); KSW Mech. Servs. v. Johnson
Controls, Inc., 992 F. Supp. 2d 135, 145 (E.D.N.Y. 2014) (“The damages contemplated by UCC § 2-714 are
referred to as direct or general damages.” (internal citations omitted) (citing American Elec. Power Co.,
Inc. v. Westinghouse Elec. Corp., 418 F. Supp. 435, 454 (S.D.N.Y. 1976); In re CCT Commc'ns, Inc., 464 B.R.
at 116)); In re Lehman Bros. Holdings Inc., 544 B.R. 62, 72 n.12 (Bankr. S.D.N.Y. 2015) (“General damages
are synonymous with ‘direct’ damages.” (quoting BLack’s LAw DICTIONARY, supra note 7, at 446)).

9 RESTATEMENT (SECOND) OF CONTRACTS § 351 cmt. b (Am. Law INsT. 1981) (emphasis added).

10 Id
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Did the damages flow naturally and necessarily from the breach? Was the
loss a natural result of an ordinary course of events? These questions define
a different boundary—the boundary between consequential damages that
are recoverable and those that are not. It makes little sense for them to
also define the boundary between direct and consequential damages. Yet
some courts follow the Restatement. Judge Posner, for example, purported
to distinguish between direct and consequential damages, saying that “the
difference lying in the degree to which the damages are a foreseeable (that is,
a highly probable) consequence of a breach.”™

Instead of invoking concepts like foreseeability and naturalness, I propose
that we view the contract as an asset, and that direct damages be defined as
the change in the value of that asset.”” Consider a simple example. Suppose
that the seller promises to deliver 1,000 bushels of wheat at $3 each; at the
time of delivery the price of a bushel is $4 and the seller breaches. Everyone,
I believe, will agree that the damages would be $1,000 and would be direct.
The change in the value of the asset in this simple case is the contract-market
differential. For more complex transactions, ascertaining the change in the
contract value would be difficult, but that is only a measurement problem.
Those complex transactions will be the focus of the remainder of this article.

One component of damages—lost profits—has been particularly contro-
versial. Disclaimers typically include lost profits as a component of conse-
quential damages.” If the damages could be classified as direct damages,
the disclaimer would fail to protect the seller. Some courts have concluded
that all lost profits claims are for consequential damages: “Although [plain-
tiff} suggests that the issue of whether lost profits may be considered direct
damages has yet to be decided by an Iowa court, the Court finds that a fair
reading of Jowa law reveals that lost profits are routinely regarded as conse-
quential damages and not as direct damages.”* That, however, is a minority
view. There remains, however, substantial disagreement as to how to char-
acterize claims for lost profits. One proffered distinction is to treat claims
for “collateral business” as consequential. In Tractebel Energy Marketing, Inc. v.
AEP Power Marketing, Inc.,> the Second Circuit Court of Appeals said:

11 Rexnord Corp. v. DeWolff Boberg & Assocs., Inc., 286 F.3d 1001, 1004 (7th Cir. 2002). The outcome
of the case did not depend on this demarcation.

12 See Victor P. Goldberg, Reckoning Contract Damages: Valuation of the Contract as an Asset, 75 WASH. &
Lk L. Rev. 301 (2018).

13 Here is a fairly typical disclaimer: “Under no circumstances whatsoever will either party be liable
under any theory of liability for special, incidental or consequential damages including, without limitation,
lost profits or revenues, even if such party has been advised of the possibility or likelihood of such damages.”
Optimal Interiors, LLC v. HON Co., 774 F. Supp. 2d 993, 1008 (S.D. Iowa 2011) (emphasis added).

1 Id. at 1o12.

15 487 F.3d 89 (2d Cir. 2007). The case will be discussed below in Part I.A.
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Lost profits are consequential damages when, as a result of the breach,
the non-breaching party suffers loss of profits on collateral business arrange-
ments. In the typical case, the ability of the non-breaching party to operate
his business, and thereby generate profits on collateral transactions,
is contingent on the performance of the primary contract. When the
breaching party does not perform, the non-breaching party’s business is in
some way hindered, and the profits from potential collateral exchanges are
“lost.”

By contrast, when the non-breaching party seeks only to recover money
that the breaching party agreed to pay under the contract, the damages
sought are general damages. . . . The damages may still be characterized
as lost profits since, had the contract been performed, the non-breach-
ing party would have profited to the extent that his cost of performance
was less than the total value of the breaching party’s promised payments.
But, in this case, the lost profits are the direct and probable consequence
of the breach. The profits are precisely what the non-breaching party
bargained for, and only an award of damages equal to lost profits will put
the non-breaching party in the same position he would have occupied had
the contract been performed.’

Courts have, in a number of instances, used the “collateral business” language
to conclude that a claim was for consequential damages,” but it is overinclu-
sive. Suppose, for example, that a licensee breaches a patent license. If the
license calls for annual payments, the damages would be direct—the present
value of the future stream of payments offset by any mitigation. No one ques-
tions that conclusion. What if the payments were a royalty based on sales? If
the licensee breaches, the future stream of payments would be the royalty
on the future sales—losses on collateral business. Would the change in the
form of compensation convert the damages from direct to consequential?
That issue will be significant when we consider below claims by terminated
distributors, such as Biotronik.

Even if a court were to find the claimant entitled to direct damages, reck-
oning those damages would be problematic. The lost profits remedy can, if
not tightly cabined, result in substantial overcompensation. That adds an
additional layer of complexity to the analysis. I have argued in recent articles
against allowing recovery for two classes of claims. One article concerns the
plaintiff who claims that if the defendant had not breached, it would have had
an additional sale, the so-called lost volume seller.”® The other involves the

16 Id. at 109-10 (emphasis added).

17 See, e.g., Compania Embotelladora Del Pacifico, S.A. v. Pepsi Cola Co., 650 F. Supp. 2d 314 (S.D.N.Y.
20009).

18 Victor P. Goldberg, The Lost Volume Seller; R.I.P, 2 CRITERION J. ON INNOVATION 205 (2017).
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new-business rule, in particular, claims of the sort: “if you had performed, my
project would have been a success and I would have made a lot of money.”"
So, while I will argue that in some of the cases analyzed below the court
should have found the damages direct, I will not necessarily endorse how
courts have reckoned those damages.

The direct-versus-consequential-damages question arises in a number of
different contexts. Suppose that a seller wrongfully terminates a contract. In
the simplest case, the market price rises and the seller breaches. The buyer’s
claim would be for the difference between the contract price and the market
price. Labeling this measure lost profits would seem to be a pretty strained
terminology. Indeed, Mr. Justice Cooke rejected such language: “The contract
price/market price differential is not a computation of lost profit. . . . In my
judgment, no-one who understood the way in which the Sale of Goods Act
works, would refer to this measure of loss as ‘lost profits’ or ‘loss of antic-
ipated profits’ and clause 32.1 cannot operate to exclude the loss claimed
here.” Nonetheless, courts frequently do characterize such claims as lost
profits. We shall see, in Part I.A, that in cases involving the repudiation of
a long-term contract, the lost profits language is routinely used. In these
cases, lost profits would clearly be direct damages. A blanket disclaimer of
lost profits would risk excluding claims for the contract-market differential.

Suppose that instead of the contract having an explicit price, the
complainant’s compensation was indirect. The distributor might, for
example, have been wrongfully terminated, as was the case with Biotronik.
There would have been no explicit promise to pay the distributor any
amount. Whether its loss should be treated as direct is a harder question,
and the courts have gone both ways. I will argue that the damages in this case
as well should be classified as direct. The trick is recognizing that the distrib-
utor is selling a service to the manufacturer and that the price is determined
by the difference between the wholesale and retail price. These cases will be
considered in Part I.B.

Wrongful termination is but one way of breaching a contract. Delay pres-
ents different issues. Delay might give rise to a claim for lost profits while
a factory is closed (for example, as in Hadley v. Baxendale). Or the claim-
ant might argue that it had incurred additional costs because of the seller’s

19 Victor P. Goldberg, The New-Business Rule and Compensation for Lost Profits, 1 CRITERION J. ON
INNOVATION 341 (2016).

20 Glencore Energy UK Ltd v. Cirrus Oil Servs. Ltd {2014} EWHC (Comm) 87 [98]-[100] (Eng.).
A US. court made a similar argument: “Nor is defendant correct in describing as lost profits the gain
that Western Union could have expected to realize from the sale of the launch contract. That gain—the
difference between the contract price and the market price (or more specifically, the price Hughes Com-
munications would have been willing to pay)—is synonymous with the very value of the performance for
which Western Union had bargained. Such a value, by definition, constitutes general damages rather than
lost profits.” New Valley Corp. v. United States, 72 Fed. Cl. 411, 414 (2006).

21 Hadley v. Baxendale, 9 Ex. 341, 156 Eng. Rep. 145 (1854).
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delay, perhaps in an attempt to mitigate losses.> Whether these consequen-
tial damages would be recoverable in the absence of a disclaimer would be
contestable. Might any delay damages be direct? In Part II, I will consider
two cases. In the first, the court incorrectly labeled some of the damages
as direct; in the second it correctly labeled them direct, but for the wrong
reason.

The breach of warranty cases are, I believe, the most complicated ones.
If, for example, a manufacturer warrants that a machine will perform at a
level of 100, but it only performs at 8o, would the buyer’s additional expenses
be classified as consequential damages or direct? What about the additional
research expenditures alluded to in Pharmaceutical Product? The warranty
cases will be analyzed in Part III.

Rather than producing a compilation of cases, my approach has been
to focus on a few cases in each category. There is a tradeoff between depth
and breadth; whether I have struck the proper balance I leave to the read-
er’s judgment. I do not claim that my categories capture the entire range of
issues. There are, no doubt, other contexts in which the direct-versus-conse-
quential-damages question arises, but I believe that I have captured the most
significant categories.

I. TERMINATION AND LOST PROFITS

Contracts assign the risks of market change. If the market price rises and the
seller breaches, the buyer’s damages are the difference between the contract
and the market price. In a simple commodity sale, these “lost profits” are
clearly direct damages. They give the claimant the benefit of the bargain. For
more complex transactions, the lost profits characterization will be more
meaningful.

A. Change in Market Conditions

Cherokee County Cogeneration Partners, L.P v. Dynegy Marketing & Trade® adds
one wrinkle to the contract-market differential story. The contract called
for Dynegy to sell a fixed quantity of natural gas each day to Cherokee. The
contract gave Cherokee the option of using the gas for its own cogeneration
facility or to resell the gas to third parties. The contract included a clause
that would award Cherokee the contract-market differential for any shortfall
(the standard remedy for direct damages),** and a no-consequential-damages

22 See, e.g., Spang Indus., Inc., Fort Pitt Bridge Div. v. Aetna Cas. & Sur. Co., 512 F.2d 365 (2d Cir. 1975).

23 305 S.W.3d 309 (Tex. App. 2009).

24 Id. at 312—13 (“Seller’s Failure to Make Gas Available. If Seller fails, in whole or in part, to make available
to Buyer the then-effective Nominated Purchase Quantity on any day, and if such failure is not excused
by an event of force majeure or Buyer’s failure to take gas nominated, Buyer’s right to recover damages for
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clause.” After Hurricane Katrina, Dynegy attempted to invoke the force
majeure clause for a five-week period. During that time, the market price
of natural gas jumped to about five to ten times the contract price. Dynegy
managed to provide sufficient gas to operate Cherokee’s facility, but fell
short of delivering the contract quantity. Cherokee contested Dynegy’s force
majeure claim and sued, claiming that Dynegy had breached, and asked for
the shortfall multiplied by the difference between the contract and market
price—almost $5 million.>

Dynegy moved for partial summary judgment contending that the
damages were consequential lost-profits damages. If Dynegy had failed to
provide enough gas to run Cherokee’s facility, then, it conceded, it would have
been liable for direct damages. However, Cherokee was asking for “[p}rofits
lost due to the loss of other contracts, and similar collateral opportunities,
[which] are the classic ‘consequential’ damages.”” Because the contract
excluded recovery of consequential damages, Cherokee should get nothing.
The trial court agreed.

The Court of Appeals reversed. Because Cherokee was free to resell
to anyone, the court concluded, it was free “to profit from increases in the
market-price of natural gas, by purchasing the commodity from Dynegy at the
contract price and then reselling the purchased gas at a higher price.””® Thus,
“Dynegy’s alleged breach would naturally and necessarily cause Cherokee
to suffer direct damages in the form of profits on the Agreement itself.”> Two
points are worth noting. First, the defendant tried (unsuccessfully) to invoke
the collateral business defense; second, the contract-market differential was
characterized by the Court as Cherokee’s lost profits. The contract assigned
the market risk; it was for the delivery of a specific quantity at a fixed price.
Whether Cherokee intended to use the gas for its own facility or to sell it to
others should have been irrelevant, as the Court of Appeals held.

Cherokee County was pretty straightforward; the lost profits were simply
the contract-market differential for goods not delivered. The anticipatory
repudiation of a long-term contract is more complicated, but the principles
are the same. The contract should be viewed as an asset, and the damages

such failure shall be limited to an amount equal to the shortfall in delivery from the Nominated Purchase
Quantity, multiplied by the amount, if any, by which the Gas Daily Spot Price (hereinafter defined) exceeds
the applicable Commodity Charge.”).

25 Id. at 313 (“Neither party shall be liable in any event for consequential, incidental, special or punitive
damages or losses which may be suffered by the other as a result of the failure to deliver . . . the required
quantities of gas.”).

26 Brief of Appellee at 6, Cherokee County Cogeneration Partners, L.P. v. Dynegy Mktg. & Trade,
305 S.W.3d 309 (Tex. App. 2009) (No. 14-08-00086-CV), 2008 WL 5027634, at *6. This was only a partial
breach—the contract remained in force after the alleged force majeure period.

27 Id. at *8.

28 Cherokee County Cogeneration Partners, L.P, 305 S.W.3d at 315.

29 Id. (emphasis in original).



34 The Criterion Journal on Innovation [Vol. 3:27

are the decline in the value of the asset at the time of the repudiation.®® In
Tractebel, after the market price for electricity collapsed, the buyer repudiated
a twenty-year agreement for the purchase of electric power from American
Electric Power (AEP).>" As in many long-term contracts, both price and quan-
tity were variable. The court concluded that Tractebel (TEMI) had repudi-
ated and was then confronted with the issue of damages.

The contract included a termination clause, which stated that, if TEMI
defaulted, AEP may “accelerate all amounts owing between the Parties
and . . . liquidate and terminate all obligations under this Agreement;”* the
termination payment would be the difference between the payments that
TEMI was required to make and the market value of the products that it
was supposed to purchase.® Even if the contract were silent on the matter,
this would be how damages would be defined. Damages would be the present
value at the time of the repudiation of the difference between the value of
the contract before and after the market decline—characterized by the court
and the economic experts as lost profits. The trial judge asked whether the
lost profits were general (direct) damages or special (consequential) damages.
He concluded that they were the latter:

General damages are usually measured by the difference between the
market value for a product and the contract price. On the other hand,
“special” or “consequential” damages “seek to compensate a plaintiff for
additional losses (other than the value of the promised performance) that
are incurred as a result of the defendant’s breach. The type of consequen-
tial damages most often sought is lost operating profits of a business.” . . .
In this case, the amount of damages sought by AEP resembles most closely
consequential damages. . . . AEP’s claim is appropriately characterized as
one for consequential damages because it is a measure of “income or loss, or
cash flow, including losses that may result far into the future.”

The Court of Appeals disagreed: “In characterizing AEP’s claim as one for
consequential damages, the district court confused the benefit of the bargain
with speculative profits on collateral transactions. . . . AEP seeks only what
it bargained for—the amount it would have profited on the payments TEMI
promised to make for the remaining years of the contract. This is most
certainly a claim for general damages.” The value of the contract to the
seller had increased because of the market collapse, just as the value of the

30 See Goldberg, Reckoning Contract Damages, supra note 12.

31 For additional detail on the contract, see 7d.

32 Tractebel Energy Mktg., Inc. . AEP Power Mktg., Inc., No. 03 Civ. 6731, 2006 WL 147586, at *1 n.2
(S.D.N.Y. Jan. 20, 2016).

33 Id at *2.

34 Id. (internal citations omitted) (first quoting Schonfeld v. Hilliard, 218 F.3d 164, 175-76 (2d Cir. 2000);
and then quoting DoBBs & ROBERTS, supra note 7, § 12.2(3), at 42).

35 Tractebel Energy Mktg., Inc. v. AEP Power Mktg., Inc., 487 F.3d 89, 110 (2d Cir. 2007).
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Cherokee contract to the buyer had increased when the price of gas soared.
Measurement was much easier in Cherokee County, but in each case the
damage claim was for direct damages.

Why did it matter? The concern was not whether a damage claim was
excluded. Rather, the issue was the standard of proof:

While certainty of amount is not an element of general damages in New
York, it is an element of consequential damages. In addition to proving that
the existence of damage is reasonably certain, and that the damages were
foreseeable and within the contemplation of both parties, a party claiming
consequential damages must also prove the amount of damage with
“reasonable certainty.” . . . Thus, there exists a higher burden for proving
consequential damages than for general damages. This is the burden that
the district court erroneously imposed on AEP3

Had the Court of Appeals concluded that the lost profits should be labeled
consequential damages, it would presumably have refused to award expec-
tation damages. The trial judge was dissatisfied with the economic expert
reports and held that even with the lower standard of proof for direct losses,
their estimates were too speculative: “With so many unknown variables, these
experts might have done as well had they consulted tea leaves or a crystal
ball.”” (The experts differed by around $500 million.) As a result, he would
have awarded no damages. Again, the Court of Appeals disagreed. If proof
were disallowed because of all the unknown variables, it said, no victims of a
repudiation of a long-term contract could ever be compensated.

When a buyer repudiates a contract, the seller can mitigate damages
in one of two ways. It could continue to produce with damages being the
expected difference in revenues in the pre- and post-repudiation worlds—
that is how the Court of Appeals would have damages reckoned in Tractebel.
But what if the expected future unit costs of production exceeded the
expected prices? Then mitigation would entail shutting the project down.
The seller’s loss would be the expected future revenues less the expected
cost of producing that revenue (the costs saved). Courts have recognized
this measure, treating it as obvious that the remedy would be labeled lost
profits. For example, in a casebook favorite, Northern Indiana Public Service
Co. v. Carbon County Coal Co.* Judge Posner noted: “With the collapse of
oil prices, which has depressed the price of substitute fuels as well, this coal
costs far more to get out of the ground than it is worth in the market.” He

36 Id. at 111 (emphasis in original) (internal citations omitted) (quoting Kenford Co. v. County of Erie,
493 N.E.2d 234, 235 (N.Y. 1986)).

37 Tractebel Energy Mktg., Inc. v. AEP Power Mktg., Inc., No. 03 Civ. 6731, 2005 WL 1863853, at *11-12
(S.D.N.Y. Aug. 8, 2005).

38 299 F.2d 265 (7th Cir. 1986).

39 Id. at 279.
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concluded: “The loss to Carbon County from the breach of contract is simply
the difference between (1) the contract price (as escalated over the life of the
contract in accordance with the contract’s escalator provisions) times quan-
tity, and (2) the cost of mining the coal over the life of the contract.”* That
difference, he says, is the seller’s lost profits.+

In New Valley Corp. v. United States,** the court did a good job distin-
guishing the direct damages from the consequential damages. Western
Union (renamed New Valley in 1991) had a contract with NASA to receive
launch services for a communications satellite. After the Challenger disaster,
President Reagan announced that “NASA will no longer be in the business of
launching private satellites.”# The court held that this violated NASA’s best
efforts obligation and therefore NASA had repudiated. Western Union had
gone into bankruptcy and its communications satellite business had been
sold to Hughes Communications. At trial the government argued that there
should be no damages since Western Union’s precarious financial condition
meant that it would not have been able to perform. The court rejected that
argument holding that its financial capacity was irrelevant since it could have
assigned the launch contract, thereby allowing Western Union to realize the
market value of the contract. The court left for future determination the
question of “how much more Hughes Communication would have paid for
the Westar Division assets had they included a NASA launch contract.”#
That is, the launch contract was an asset and, as in Tractebel, the damages
would be the change in the value of that asset.

In the next phase, both parties asked for summary judgment. NASA
claimed that all the damages were consequential damages and recovery was
precluded by the disclaimer: “liability to the Customer . . . shall be limited to
direct damages only and shall not include any loss of revenue, profits or other
indirect or consequential damages.”* Why might they be consequential? The
government’s reasoning strikes me as incoherent:

In support of this argument, defendant asserts that Western Union
did not sell the Westar Division assets because of the breach but rather
because it was confronting a liquidity crisis that left it without sufficient
funds to satisfy its day-to-day operations and also meet its debt service
obligations. Defendant thus maintains that plaintiff’s damages cannot be

40 Id

41 Id. (“‘Hence by offering Carbon County more than contract damages (i.e., more than Carbon County’s
lost profits), NIPSCO could induce Carbon County to discharge the contract and release NIPSCO to buy
cheaper coal.”).

42 72 Fed. Cl. 411 (2006).

43 New Valley Corp. v. United States, 119 F.3d 1576, 1578 (July 23, 1997) (citing 22 WEEKLY CoMmP. PRES.
Doc. 1103, 1104 (Aug. 15, 1986)).

44 New Valley Corp., 72 Fed. Cl. at 413.

45 14
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said to flow directly from the breach but are instead the result of a collateral
undertaking and therefore constitute consequential damages. More par-
ticularly, defendant identifies plaintiff’s damages claim as a claim for lost
profits, 7.e., monies that Western Union claims it would have realized had
it been able to sell its favorably priced NASA launch contract for its much
higher market value.+

The government appears to be arguing that the change in value of the launch
contract could be characterized as lost profits (true), and since the disclaimer
mentions lost profits (true), lost profits cannot be recovered (not true). The
court rightly rejected the motion. The sale was not caused by the breach.
Rather, “the sale was simply the focal point of the loss, ze., the occasion when
the market value of the launch contract could have been realized by Western
Union had there in fact been no breach.”” Damages would have been the
difference between what Hughes would have paid had it purchased the
Western assets with and without the launch contract.

There were complementary assets that also diminished in value as a
result of the repudiation—notably a satellite—which accounted for about half
of the $40 million Hughes paid for Western’s assets. The plaintiff asked for
$11.7 million for the diminution in value of the satellite. The court properly
rejected that claim since the satellite’s lost value, and that of other assets,
were simply a consequence of the breach. The court did, in passing, raise one
troublesome point. In determining the damages, it suggested that Western
Union’s financial situation should be taken into account referring to “the
sale price Western Union reasonably might have expected to receive given
its distressed financial position and Hughes Communications’ awareness of
that condition.”® Damages arising from the unique characteristics of the
claimant (Western’s financial position, Hadley’s shaft inventory) would be
consequential. In the instant case, there should be no impact since Western’s
financial position would likely have had the same effect on the sale price with
and without the launch contract.

In the previous cases the breach was precipitated by changed market
conditions. In Penncro Associates, Inc. v. Sprint Spectrum, L.P,* there was no
indication of a change in the market. Nonetheless, the court concluded
correctly that the claimant’s lost profits were direct, not consequential.
Sprint, having decided to outsource the collection of overdue payments,
entered into contracts with three providers, one of the contracts being a
three-year agreement with Penncro. The agreement required that Penncro
maintain a staffing level sufficient to provide Sprint with 80,625 productive

46 Id at 413-14.

47 Id. at 414.

48 Jq

49 499 F.3d 1151 (1oth Cir. 2007).
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hours per month and Sprint agreed to pay for 80,625 productive hours per
month.’° The court interpreted this as a contract for capacity—it would have
to pay “whether or not Penncro’s phones were ringing.”" It did not go well.
After a few months in which usage fell short of 80,625 hours, Sprint invoked
the termination clause, which allowed it to terminate after six consecutive
months of poor performance. Specifically, if Penncro ranked last of the three
providers in certain performance metrics, Sprint could terminate. However,
the court concluded, Penncro did not rank last and therefore the termination
was wrongful. Sprint did not contest liability; it only contested damages.’

Penncro did not claim damages for the period prior to the termination,
but it did sue for the “lost profits” for the remainder of the contract period.
The trial court awarded Penncro $53,109,386 in lost contractual revenues,
minus $28,307,302 in costs avoided by not having to perform and $7,665,472
in losses avoided due to the breach for a final total of $17,136,612. Both parties
appealed. Sprint argued that recovery for lost profits was barred by the
contractual disclaimer of liability for consequential damages, “includling},
but . . . not limited to, lost profits, lost revenues and lost business opportu-
nities.”? Penncro disputed the reduction for losses avoided. In an opinion
written by then Circuit Judge Neil Gorsuch, the trial court decision was
affirmed on all counts.

The damages, he held, were direct damages, not consequential. This was,
in effect, a take-or-pay contract. In an anticipatory repudiation of a capacity
contract, the damages reflect the claimant’s mitigation.** Sprint had prom-
ised to pay for 80,625 hours per month for the duration of the contract. Its
breach released Penncro from its obligation to incur the costs of maintain-
ing that staffing level (the costs avoided) and it was now free to use those
resources for other purposes (the losses avoided).”

Penncro claimed that it would have been able to fulfill the other contracts
it had subsequently entered into, even if this one had remained in effect. It
was, it claimed, a lost volume seller, so the profits it made on these other
contracts should not be used to partially offset the assessed damages.*® The

50 Id. at 1153 (“A productive hour was defined as time spent by a fully trained Penncro employee handling
calls, waiting for calls, training, or waiting due to system downtime.”). The contract set the hourly rate at
$22; in addition, the contract required that Penncro assign, and Sprint pay for, 40 managers per month at
$4,500 per manager. Id.

SUId. at 1159.

52 Id. (“But Sprint long ago made the tactical decision not to contest liability on this or any other
basis—such as mutual breach, anticipatory breach, mistake, fraud, or material misrepresentation—and its
decision to hang its hat at trial solely on the nature and quantum of Penncro’s damages cannot be recon-
sidered on appeal.”).

53 Id. at 1155.

54 See Goldberg, Reckoning Contract Damages, supra note 12.

55 This is a mix of Tractebel (losses avoided) and NIPSCO (costs avoided).

56 For a more complete analysis of why there should be no recovery for the lost volume seller, see
Goldberg, The Lost Volume Seller; R.I.P, supra note 18.
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trial court found that Penncro did enter into two contracts afterwards, but
concluded that it could not have performed these while performing this
contract. It therefore rejected the lost volume argument and deducted those
earnings (the loss avoided) from the assessed damages.

B.  Indirect Compensation

Compania Embotelladora Del Pacifico, S.A. v. Pepsi Cola Co.5 did not involve a
termination, but it is an indirect-compensation case that is cited in a number
of the termination cases. In Compania, Judge Rakoff denied recovery on
a number of grounds, one of which was the higher standard of proof for a
consequential damage claim. Compania (CEPSA) would “bottle sell and
distribute the [Pepsi Colal beverage only in the [appointed territory},” and
it would “not, directly or indirectly, bottle, sell or distribute the Beverage in
any other Territory.”® It had been a Pepsi bottler for over 40 years. Because
the agreement had no definite term, it was terminable at will by either party.
CEPSA claimed that Pepsi had breached the exclusivity agreement by failing
to police “transshipping”—that is, the sale by third parties (other Pepsi
bottlers) into CEPSA’s exclusive territory.

Judge Rakoff ruled against the bottler on a number of grounds. First, he
held that there was no breach. The contract granted CEPSA an exclusive
territory, but Pepsi did not promise to police transshipping. It had no obli-
gation to take affirmative steps to prevent other bottlers from selling in the
exclusive territory. That should have been enough—no breach, no damages.

However, Judge Rakoff piled on with additional grounds for rejection.
He granted Pepsi’s summary judgment motion on the admissibility of the
CEPSA experts’ damage reports.’? CEPSA’s expert witnesses estimated lost
profits by projecting the dollar sales that CEPSA would have made but for
the transshipment, and then applying CEPSA’s historical profit margin rate.
The damages, claimed the experts, were over $236 million. “An even cursory
review of these damages calculations demonstrates that they are based on
what {the expert] himself concedes to be unreliable and inaccurate data,
together with a series of assumptions that have no basis in fact or reality.”*
(The reports appear to have some problems, but I confess that I have seen
courts accept a lot worse.)

Citing Tractebel, Judge Rakoff asked whether “the damages sought by
CEPSA are general, thus merely requiring a ‘reasonable estimate’ of damages
before an award can be made, or instead consequential, thus requiring

57 650 F. Supp. 2d 314 (S.D.N.Y. 20009).

58 Id. at 318.

59 This is the longest part of the opinion. Id. at 318—21.
60 Id. at 319.
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CEPSA to prove such damages ‘with reasonable certainty.”* He answered:
“Here, CEPSA is plainly not seeking to recover money that PepsiCo agreed
to pay under the EBA. Instead, CEPSA is seeking to recover lost profits
from lost sales to third-parties that are not governed by the [contract]. Such
damages are properly characterized as consequential damages, because, as
a result of PepsiCo’s alleged breach, CEPSA suffered lost profits on collat-
eral business arrangements (Ze., sales of PepsiCo products to its customers
throughout its exclusive territory).”> CEPSA fell short of the “reasonable
certainty” standard. “In the absence of any admissible expert testimony
concerning causation or damages, and without any evidence indicating that
CEPSA would have made any additional sales in the absence of transship-
ment, CEPSA plainly falls short of this standard, and summary judgment
dismissing its breach of contract claim is thus warranted.”® The experts’
damage reports were inadmissible regardless of what standard they were held
to, so it should not have mattered whether the damages were classified as
consequential or direct. CEPSA should lose because Pepsi had not breached,
and anyway, CEPSA could not prove any damages.

So, it really wasn’t necessary for him to determine whether the claimed
damages were direct or consequential. But what if he had found that Pepsi
had promised not to police transshipping and had failed to do so? CEPSA’s
claim was for sales that would have been made but for the breach. Judge
Rakoft characterized these as lost profits for sales to third parties invoking
the collateral business standard (discussed above);** therefore, he concluded,
the damages were consequential. His argument appears to be that even if
every sale by a transshipper would have been made instead by CEPSA, its
hypothesized sales would be to third parties, and the lost profits would there-
fore be consequential damages.

Judge Rakoff might not have been willing to go quite that far. Perhaps
his concern was that there was not a one-to-one relationship between the
sales made by others (the transshipping bottlers) and the sales that would
have been made by CEPSA. The lost profits were too uncertain and there-
fore, he presumably thought, they did not flow directly from the breach.
However, that would just present a measurement problem (one a lot easier
than the one in Tractebel). CEPSA’s losses would be of the same type as Otis
Wood’s losses when Lucy, Lady Duff Gordon breached her agreement and
entered into endorsement agreements directly with Sears and others.” That

61 Id. at 322 (first quoting Tractebel Energy Mktg. v. AEP Power Mktg., 487 F.3d 89, 110 (2007); and then
quoting 7d. at 109).

62 I

63 Id. (emphasis added).

64 I4

65 Wood v. Lucy, Lady Duff Gordon, 222 N.Y. 88 (1917). For more detail on the case, see VicTor P.
GOLDBERG, FRAMING CONTRACT LAw: AN Economic PErsPECTIVE ch. 2 (Harvard Univ. Press 2006).
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is, the contract gave CEPSA (and Wood) all the revenue it could generate in
its exclusive arrangement, but the breach resulted directly in a reduction of
those revenues (subject to mitigation); the damages were direct.

I want to turn to a different type of case involving a distributor. What if
a manufacturer wrongly terminated a distributor who then claims that it had
lost future profits? Briotronik, which will be discussed below, is one such case.
Consider first a stylized example. A manufacturer, M , buys retailing services
from a retailer, R . M agrees to pay to R _a flat rate of $10,000 per month for
retailing services for ten years. After two years M is dissatisfied and breaches
the agreement. There should be no doubt that the damages would be direct.
Damages would be for lost profits, calculated in the same way that Tractebel’s
and Carbon County’s were: the future revenue stream ($10,000 per month),
taking into account reasonable mitigation.

Of course, distribution contracts usually are not flat rate. In most
instances, that pricing scheme would be inefficient. Instead, when manu-
facturers buy retailing services, they typically pay for them indirectly—as
the difference between the wholesale and retail price—so there would be no
explicit price term.* Suppose that M  were to wrongfully terminate such a
contract with R . Although the contract would be written in terms of the sale
of goods from M to R, functionally it is the sale of retailing services from
R to M. If M were to breach, R ’s damages would be its future lost profits.
There would be no reason to distinguish between the claims of R and R
because both would be for a future stream of payments, a direct result of the
termination. The fact that R ’s claim was based on “collateral business” ought
to be irrelevant.

Returning to CEPSA, suppose that PepsiCo had breached, that the
contract was for a fixed time period, and that the damage claim was for future
lost profits. (The court had found that the actual contract was terminable
at will in which case there would have been no future lost profits.) CEPSA’s
claim would be the same as R ’s. But for the breach, it would have made future
sales and incurred future costs. Perhaps it would have mitigated by using its
facilities for some other purpose.”” Measurement would have been difficult,
but that does not change the conclusion that those losses would have been
direct, not consequential.

In CEPSA there was no disclaimer of consequential damages. Judge
Rakoft’s concern was the higher standard of proof for consequential damages.
In some other cases in which a distributor sued for lost profits, there was a
disclaimer and the courts labeled the damages consequential, thereby denying
recovery. Two examples: (1) “Because those damages rely on future deals with

66 In some instances (for example, in cosmetics departments) a manufacturer will rent space in a
department store, essentially paying a fixed monthly fee.
67 In fact, CEPSA was in bankruptcy, but that should not matter.
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a business that is not a party to the [contract], and are contingent on antici-
pated prices and demand that are not determined by the contract itself, the
damages are not ‘necessarily inherent in the contract;”® and (2) “Because
the remainder of the profit Optimal alleges it would have earned under the
Agreement was entirely contingent on collateral third-party agreements, the
Court must find that the remainder of Optimal’s claim is a claim for conse-
quential damages.” Not all courts reasoned this way. “Unquestionably the
Distributorship Agreement contemplated DP’s selling of AM’s machines for
a profit. Alleged damages in the form of loss of profits and the disruption
of day to day business, for example, could be viewed as flowing directly and
immediately from the breach of the claimed contract.””

The facts in Biotronik are a bit more complicated than the simple manu-
facturer-retailer example. Conor was the developer and manufacturer of
CoStar, a drug-eluting coronary stent.” The agreement gave Biotronik the
exclusive right to distribute CoStar in a worldwide market territory exclud-
ing the United States and certain other countries. Biotronik promised to use
commercially reasonable efforts to promote and distribute CoStar. Biotronik
began distributing the product in 2006 after receiving regulatory approval. In
the next year two things happened that led to Conor recalling all the stents
and stopping production. In an FDA trial it could not establish that CoStar
was equivalent to Taxus, a stent produced by a competitor. In addition,
Conor was purchased by Johnson & Johnson, which marketed a competing
stent, Cypher. Conor then recalled CoStar and notified Biotronik that it was
removing it from the market. Biotronik sued, claiming that the recall was a
sham motivated by Johnson & Johnson’s interest in promoting its competing
product. It asked for its lost profits (which its expert said were $85 million).
The contract included a disclaimer of consequential damages: “Neither party
shall be liable to the other for any indirect, special, consequential, incidental
or punitive damage with respect to any claim arising out of this agreement
(including without limitation its performance or breach of this agreement)
for any reason.””

Conor moved for summary judgment on liability and damages. Summary
judgment on liability was denied. The trial court granted its motion on
damages, holding that the lost profits were consequential and were therefore

68 Atlantech Inc. v. Am. Panel Corp., 743 F.3d 287, 294 (st Cir. 2014) (quoting Support Agreement
Between Atlantech and American Panel Corp. to Memorandum of Agreement (Dec. 2, 2003)).

62 Optimal Interiors, LLC v. HON Co., 774 F. Supp. 2d 993, 1013 n.18 (S.D. Iowa 2011).

70 DP Serv, Inc. v. AM Int’l, 508 F. Supp. 162, 167 (N.D. Il 1981).

7V Medical Encyclopedia: Stent, MEDLINEPLUS, https://medlineplus.gov/ency/article/002303.htm (‘A stent
is a tiny tube placed into a hollow structure in your body. This structure can be an artery, a blood vessel, or
something such as the tube that carries urine (ureter). The stent holds the structure open. . . . A drug-elut-
ing stent is coated with a medicine. This medicine helps further prevent the arteries from re-closing.”).

72 Biotronik A.G. v. Conor Medsystems Ireland, Ltd., 11 N.E.3d 676, 678 (N.Y. 2014). The disclaimer did
not include a reference to lost profits as a type of consequential damage.
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precluded. A unanimous Appellate Court (6 to o) agreed; however, in a 4-to-3
decision, the Court of Appeals reversed, holding that the damages were direct
and therefore the claim was not barred by the disclaimer.” So, although the
final decision held that the damages were direct, ten of the fourteen judges
ruling on the case held otherwise. The case subsequently settled for an undis-
closed amount (but, I am told, for substantially less than $85 million).

The contract mechanics were somewhat complicated. Quantity was to
be determined by a process. Biotronik would make a forecast of the upcom-
ing twelve-month period and update it monthly. The contract established a
mechanism for determining a minimum order for each month. Biotronik was
obligated to take, and pay for, that minimum quantity. Conor’s maximum
commitment in any month was to provide up to 30 percent more than
the forecast amount; it had the option, but not the obligation, to supply
more. Nor did the agreement specify price. Biotronik was free to charge its
customers any price. An essential aspect of Biotronik’s role was to negotiate
with customers for the best prices. Unlike in the simple retailer arrangement
described above, the wholesale price was not fixed, it depended on the prices
Biotronik succeeded in obtaining. It would then pay to Conor a transfer price
of 61 percent of its net sales.”* At the end of each quarter the parties would
meet to agree upon a minimum transfer price for the following quarter. The
transfer price would be determined by dividing the net sales by the quantity
of stents sold in the period. At the end of the quarter there would be a recon-
ciliation; if the actual transfer price exceeded the minimum, Biotronik would
pay the difference to Conor; if it fell short, then Conor would receive the
minimum; it would not have to compensate Biotronik for the shortfall.

The trial judge held that “Biotronik is claiming damages in the form of
lost profits on collateral business arrangements, and that these are conse-
quential damages.”” It then invoked Comment 6 to UCC section 2-715:
“In the case of sale of wares to one in the business of reselling them, resale
is one of the requirements of which the seller has reason to know within
the meaning of subsection (2)(a).” This, it said, “squarely places a buyer’s
lost profits from a seller’s breach of an agreement to supply those goods
within the realm of consequential damages.””® However, this misinterprets
section 2-715. It allows for recovery of consequential damages, but it does
not mean that all such cases must be for consequential damages. As White
and Summers say: “[S}ection 2—715(2) is not an exhaustive specification of the

73 Biotronik, A.G. v. Conor Medsystems Ireland, Ltd., 33 Misc. 3d 1219(A), 2011 WL 5385980
(Sup. Ct. 2011); Biotronik A.G. v. Conor Medsystems Ireland, Ltd., 95 A.D.3d 724 (N.Y. App. Div. 2012),
revid, 11 N.E.3d 676 (N.Y. 2014).

74 If a subdistributor or affiliate made the sales in the markets that Biotronik did not directly serve,
Conor would receive 75 percent of Biotronik’s net sales.

75 Biotronik, 2011 WL 5385980, at *13.

76 Id. at *14 cmt. 6.
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necessary and sufficient conditions for application of the concept of conse-
quential damages.””” The Appellate Court, invoking CRESPA and the “collat-
eral business” argument, affirmed.

The Court of Appeals majority held that the damages were general. “This
distinction does not mean that lost resale profits can never be general damages
simply because they involve a third-party transaction. Such a bright-line
rule violates the case specific approach we have used to distinguish general
damages from consequential. . . . The present case illustrates the wisdom
of our traditional approach.”” The profits flowed directly from the pricing
formula. The purpose of the agreement was to resell and this distinguished
it from “a situation where the buyer’s resale to a third party is independent
of the underlying agreement.”” Rather than having Conor pay Biotronik,
the contract required that Biotronik pay Conor the minimum transfer price,
a distinction emphasized by the dissent.’> However, the majority argued:
“Whether lost profits are the natural and probable result of a breach does
not turn on which party actually takes out the checkbook at the end of the
fiscal quarter.”™

Biotronik was providing a package of services to Conor, indirectly
charging a price for these services. The price was the future stream of
payments; if Conor wrongfully terminated the agreement,* Biotronik suffered
a direct loss—the revenues it would have received less the costs saved, which
would include the possibility that the resources that would have been used
to perform this contract could be deployed elsewhere.” The measurement
problem, difficult in any event, would have been compounded by the fact
that there were competing stents that were, arguably, superior to Conor’s.
Taking all these factors into account, direct damages would have been very
difficult to determine and, I suspect, would have been substantially less than
Biotronik’s expert’s $85 million figure.® But measurement problems should
not deflect attention from the basic point: the loss was the direct result of
the (alleged) breach.

77 1 JaAMES J. WHITE & ROBERT S. SuMMERS, UN1FORM COMMERCIAL CODE § 10-4 (West 4th ed. 1995).
78 Biotronik A.G. v. Conor Medsystems Ireland, Ltd., 11 N.E.3d 676, 682 (N.Y. 2014).

79 Id. at 683.

0 Id. at 687 (“Notably, under no circumstance do the Agreement’s pricing provisions require Conor (the
breaching party) to pay any moneys to Biotronik (the non-breaching party); rather, under certain circum-
stances Biotronik (the non-breaching party) must pay additional moneys to Conor (the breaching party)
for the purchase of the stents.”).

81 Id. at 682.

82 The court remanded on the liability question.

85 The dissent noted the possibility of substitution: “The record clearly shows there were at least
three other brands of drug-eluting coronary stents commercially available when Conor breached the
Agreement. . . . But this should not relieve Biotronik . . . of the obligation imposed by that case to show
first that a good faith but ultimately unavailing effort was made in the marketplace to secure a substitute
for the stent.” Biotronik, 11 N.E.3d at 691.

84 T have not been able to get access to the expert’s report.
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I1. DELAY

In the typical delay case (for example, Hadley) the buyer’s loss would be
consequential damages and would be excluded by a standard disclaimer.
In this part I want to consider two more complicated cases in which the
court did find some delay costs to be direct. In the former, Tennessee Gas
Pipeline Co. v. Technip USA Corp.,’ the court rejected most of the claims that
the damages were direct, but held one subset to be direct. In the latter,
DaimlerChrysler Motors Co., LLC v. Manuel,*® the damages were direct, but the
court’s rationale was faulty.

Tennessee Gas Pipeline Co. (TGP) entered into an agreement with
Technip USA for the replacement and upgrade of six compressors on
one of TGP’s main transmission lines, for a “lump sum, fixed amount” of
$86,740,000. The project was expected to take 17 months, but ended up
taking three years. TGP claimed that Technip’s delay was a breach and sued
to recover its increased costs.*® The agreement had a standard consequential
damages exclusion.® An early draft of the contract had included a liquidated
damages provision (which specified damages for delay), but it was dropped
in the final draft in exchange for a $1.5 million reduction in the price. At a
pre-trial hearing the court instructed the parties to put all their evidence
on damages to the jury, and said that it would subsequently decide which
damages were excluded as a matter of law. The jury found that the delay was
a breach of the contract and found damages of over $18 million. Technip
argued that all the damages should have been excluded.

The Court of Appeals broke down the claims into three broad categories
and found only one of them to be direct damages, and therefore compensable.
The net result was a reduction in damages by about 8o percent. The ostensi-
ble ground for the reduction was application of the “naturally and necessarily
flow directly from the breach” test. TGP compared the cost of gas and oil
and labor used in the old compressors with what it anticipated it would have
expended had the new, more efficient compressors been timely installed.
The claim was rejected on the ground that it fell outside the contract; the

85 No. 01-06-00535-CV, 2008 WL 3876141 (Tex. App. Aug. 21, 2008).

86 362 S.W.3d 160 (Tex. App. 2012).

87 There was testimony that the project involved cutting-edge technology and that there had been
a number of change orders during the project. For the testimony of William Ellison, see Téennessee Gas
Pipeline Co., 2008 WL 3876141, at *13.

88 Jd at*3.

89 Id. (“Notwithstanding any other provisions of this Agreement to the contrary, in no event shall
Owner or Contractor be liable to each other for any indirect, special, incidental or consequential loss
or damage including, but not limited to, loss of profits or revenue, loss of opportunity or use incurred by
either Party to the other, or like items of loss or damage; and each Party hereby releases the other Party
therefrom.”). The contract also capped Technip’s liability for any claim arising out of or relating to the
contract at “50% of the Contract Price, regardless of whether the liability arises out of contract . . . or any
other legal or equitable theory” Id. at *8.
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court said that the costs were too remote for Technip to have foreseen or
contemplated. Whether these costs were truly unforeseeable is disputable.
But that dispute goes to the distinction between consequential damages that
are recoverable and ones that are not.

TGP also argued that it should be compensated for interest on the
project for the delay period. It had financed the project from its own funds,
so its interest costs were not actual payments, but only imputed interest for
the delay period. The court distinguished this case from one in which the
plaintiff had borrowed funds so that the interest was not imputed. There is,
however, no good reason to treat the two cases differently. In either case the
loss (interest on money already paid to Technip) would be consequential. The
court concluded: “The lost use of money represents an indirect loss to TGP
because any return that might be attributable to theoretical investments
TGP might have made falls outside its Contract with Technip.”°

The Court found one category of claims to be direct damages: the addi-
tional expenses for labor, travel, and other costs that would not have been
incurred but for the delay. These costs included payments for such things as
environmental contractors and administration of the contract. The exclu-
sion, it held,

did not preclude recovery of direct damages involving loss of use,
opportunity, or profits . . . because they naturally and necessarily flow
directly from the breach. . . . The parties clearly contemplated that
TGP would incur these costs throughout the Project and a breach of the
Contract by delay naturally and necessarily would cause these costs to be
extended over a longer period of time. . . . It can be conclusively presumed
to have been foreseen or contemplated by Technip that, as a consequence
of its breach of the Contract by delay, TGP would have to continue paying
these ongoing costs.”

Were these expenses more foreseeable than the additional costs incurred by
using the old compressors? Do they flow more naturally from the breach? In
either case, TGP incurred costs that it would not have, had Technip finished
on time. The criteria—foreseeability or naturalness—are inappropriate. The
Court is again distinguishing between consequential damages that would
be compensable and those that would not be. But because all consequential
damages were excluded, TGP should have received nothing. In effect, the
damages were prepaid when the parties traded the liquidated damages for a
price cut.

The case suggests an interesting paradox. Recall that prior to revision the
contract included a liquidated damage clause. The liquidated damages would

90 JId. at *10.
9 JId at *8.
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be, as per section 2-718(1), a reasonable measure of damages “in the light of
the anticipated or actual harm.”* What would the anticipated harm have
been? Consequential damages.” Nonetheless, the liquidated damages should
be viewed as direct. Otherwise, we would end up with the absurd result of
the consequential damages exclusion negating the liquidated damages clause.

The facts in the second case were unusual. Texas, like many other states,
had an auto dealer protection statute. One aspect of the law was of particular
importance in this case. Dealers had the right to protest the establishment
or relocation of other dealerships selling the same line or make of vehicles in
the same county or within fifteen miles of the existing dealership. By filing
a notice of protest, a dealer would trigger an administrative proceeding in
which the applicant for the new dealership has the burden of establishing
“good cause.” Until the proceeding is resolved, the new dealership could not
proceed, and the final resolution of protests could take years.

The plaintiff, Tommy Manuel, had been a franchised auto dealer in the
Dallas-Fort Worth area for 47 years, 25 for Chrysler. Chrysler wanted to reor-
ganize its dealership arrangement in the area and entered into a franchise
dealership with Manuel in an “Agreement to Enter into Sales and Service
Agreement” (the AESSA). Chrysler paid Manuel about $15 million (some of
which was to settle previous litigation between them) to give up his previ-
ous franchise; Chrysler gave him a new one in a different location. The
agreement recognized that there was a possibility that another dealer might
protest the new location. In the event of a protest, Chrysler promised to “use
its best efforts to litigate or settle the protest or lawsuit in order to allow the
establishment of the dealership.”+ Another dealer, Meador, did file a protest
against the new dealership, and the filing triggered a statutory stay against
Manuel’s attempt to open his dealership.

Eight months after the protest was filed, Chrysler settled with Meador.
Manuel sued Chrysler for the delay, arguing that Chrysler had not used its
best efforts to settle Meador’s protest. The trial court found in Manuel’s favor
on the liability issue (Chrysler did not use its best efforts), and the Court of
Appeals upheld that finding. The jury found damages of $370,000 for lost
profits due to the one-year delay in opening his dealership. Manuel’s claim
was that he had lost one year’s worth of profits. He argued that the year he
missed was a particularly good year for selling cars; when he finally opened,
the market had soured and he suffered losses.

92 U.C.C § 2-718(1) (2002).

93 The decision does not say, but most likely the liquidated damages would have been for delay, setting
a price per day.

94 DaimlerChrysler Motors Co., LLC v. Manuel, 362 S.W.3d 160, 168 (Tex. App. 2012).

95 Id. at 169 (“It was undisputed that the years 2000 and 2001 were exceptionally good years for car sales
in the Dallas—Fort Worth market, but Manuel was not able to complete and open the South Arlington
dealership until February 2002. A significant downturn in sales and a steep decline of the American market
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The damages issue was complicated by the fact that there were two
linked agreements, and that their language was inconsistent. The AESSA
limited liability to “out-of-pocket expenses that cannot be mitigated.”* In
the Settlement Agreement, the dealer waived consequential damages, but
said that both parties would be liable for actual damages.”” In the event that
terms conflicted, the Settlement Agreement terms would control.”® The best
efforts promise appeared only in the AESSA, adding an additional complica-
tion. The Court concluded that the Settlement Agreement governed. Manuel
clearly could not recover consequential damages. But the court was then left
with the question: what were “actual damages,” and were they recoverable?
Actual damages, the court concluded, would include both direct and conse-
quential damages.

The Court relied on Cherokee County in reaching the conclusion that lost
profits could be direct losses, not consequential damages. Chrysler argued
that the damages claim was for lost income from collateral contracts (retail
sales the dealership would have made to third parties). The Court emphat-
ically rejected that argument: “The recent Cherokee County case supports
recovery of lost profits for resale to third parties as direct damages in the face
of alimitation-of-damages clause, similar to the one in this case, which waived
recovery of consequential damages without mentioning lost profits. . . . It
bears repeating that lost profits are not per se consequential damages solely
because there will be a subsequent sale to third parties.””® But, as shown
above, in Cherokee County, the direct damages were simply the contract-mar-
ket differential; resale was (or, at least, should have been) irrelevant.

share of automobiles began in 2002. They were continuing at the time of trial, and the new dealership
sustained a loss for 2002 and subsequent years.”).

9 Brief of Appellant Chrysler Motors, LLC at 6, DaimlerChrysler Motors Co., LLC v. Manuel,
362 S.W.3d 160 (Tex. App. 2012) (No. 02-07-00299-CV), 2008 WL 2164700, at *6 (“In the event of default
under this Agreement, the sole liability of the defaulting party is payment of the other party’s out-of-
pocket expenses that cannot be mitigated. Both You and DCMC waive any rights to other compensatory
damages or to consequential or punitive damages under any theory of law or cause of action, including
any applicable motor vehicle dealer-manufacturer statute. Both You and DCMC waive any right to trial by
jury in any litigation to enforce the terms of this Agreement.”).

97 Appellees’ Brief at 16, DaimlerChrysler Motors Co., LLC v. Manuel, 362 S.W.3d 160 (Tex. App. 2012)
(No. 02-07-00299-CV), 2008 WL 2876115, at *28 (“Manuel and his subsidiary dealership corporations,
including MCDI and West Loop, and DCMC, waive any claims they may have for incidental or conse-
quential damages, for punitive or exemplary damages, and for jury trial, that may arise by virtue of any
breach of this Agreement or the AESSA, or by virtue of any transaction based in whole or in part upon a
provision of this Agreement or the AESSA. The parties remain liable for any actual damages.” (emphasis
omitted)).

98 Id. at 16, 2008 WL 2876115, at *29 (“This Agreement is not a part of the Sales and Service Agreement
of any dealership. The terms of any Sales and Service Agreement prevail if there is any conflict. To the
extent that there is any conflict between this Agreement and any other agreement or document other than
a Sales and Service Agreement between DCMC and a dealership owned or controlled by Manuel . . . the
terms of this Agreement prevail.” (emphasis omitted)).

99 DaimlerChrysler Motors Co., LLC, 362 S.W.3d at 185 (citing Cherokee County Cogeneration Partners,
L.P. v. Dynegy Mktg. & Trade, 305 S.W.3d 309 (Tex. App. 2009)). For some reason the Court claimed that
the Cherokee County court had held that the contract was not for the sale of goods, controlled by the UCC,
but was decided on common law grounds. Id. at 184. This was obviously false.
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Nonetheless, Manuel did suffer direct damages. Like Biotronik, he sold
retailing services to a manufacturer. Unlike Biotronik, he was not termi-
nated, but lost only sales for the period of delay. His payment for that period
would have been the difference between the wholesale and retail price. The
damages would have been determined by subtracting the costs avoided,
just as in NIPSCO or Biotronik. There could be a dispute over whether the
damages should be based on his actual performance (the losses he actually
suffered) or performance in the boom year that he missed. But the answer to
that does not affect the conclusion that the damages were direct.

III. BReacH OF WARRANTY

When a seller breaches a warranty, the buyer can suffer a number of differ-
ent types of losses. Some, but not all, would clearly fall in the consequen-
tial damages category—for example, delay and lost profits arising from the
failure. Others would clearly not be considered consequential damages. If, for
example, a seller promised a product that produced 100 units and delivered
one that only produced 80, the damages would be based on that difference.**
Whether that would be the difference in value or in the cost of achieving
the promised amount is a difficult question, but one that has nothing to do
with the fact that these would not be consequential damages. If the prom-
isee incurred (wasted) expenses before it learned that the goods were not
as warranted, the damages would be neither direct nor consequential—they
would be for reliance. They might not be compensable, but that would not be
because of the exclusion clause.

In American Electric Power Co., Inc. v. Westingbouse Electric Corp.,;>* AEP
sued Westinghouse for breach of warranty.* Westinghouse sold a turbine
generator for about $12 million (over $60 million in current prices). The
generator was not an off-the-shelf product; rather, the technology was evolv-
ing. The trial judge characterized the turbine as “a highly complex, sophisti-
cated, and in some ways experimental piece of equipment,”? and noted “that
Westinghouse engineers are engaged in a continuous process of research and
development in order to update and improve the design and functioning of
their turbine-generators.”* The unit was guaranteed to produce 760,000
kilowatts. Westinghouse manufactured and installed the generator over a
period of about two years. After installation there were two separate failures;

100 U.C.C. § 2-714(2) (2002) (“The measure of damages for breach of warranty is the difference at the
time and place of acceptance between the value of the goods accepted and the value they would have had
if they had been as warranted.”).

101 418 F. Supp. 435 (S.D.N.Y. 1976).

102 Tt added complaints of fraudulent inducement and misrepresentation, which I will ignore. Westing-
house counterclaimed for the last installment payment of about $1.4 million.

103 American Elec. Power Co., Inc., 418 F. Supp. at 458.

104 Jd. at 452.
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repairing each entailed a five-month delay. In addition, AEP claimed (and for
summary judgment purposes the court took to be true) that the generator
was only capable of producing 690,000 kilowatts.

The agreement included a number of restrictions on AEP’s potential
recovery. Westinghouse promised that, if there were defects, its responsi-
bility would be limited to repair and replacement; it disclaimed liability for
consequential damages and capped its total liability at the price of the defec-
tive equipment:

The Seller warrants that the equipment to be delivered will be of the
kind and quality described in this contract and will be free of defects in
workmanship and material. Should any failure to conform to this warranty
appear within one year after the initial date of synchronization, the Seller
shall, upon notification thereof and substantiation that the equipment
has been stored, installed, maintained and operated in accordance with
the company’s recommendations and standard industry practice, correct
such defects including non-conformance with the specification, by suitable
repair or replacement at its own expense.

Correction of non-conformities, in the manner and for the period of time
provided above, shall constitute fulfillment of all liabilities of the Company
to the purchaser, whether based on contract, negligence or otherwise with
respect to, or arising out of such equipment.

Except as otherwise agreed herein, the Seller shall not be liable for special,
or consequential damages, such as, but not limited to, damage or loss of
other property or equipment, loss of profits or revenue, loss of use of
power system, cost of capital, cost of purchased or replacement power, or
claims of customers of purchaser for service interruptions. The remedies
of the purchaser set forth herein are exclusive, and the liability of Seller
with respect to any contract, or anything done in connection therewith
such as the performance or breach thereof, or from the manufacture, sale,
delivery, resale, installation or technical direction of installation, repair or
use of any equipment covered by or furnished under this contract whether
in contract, in tort, under any warranty, or otherwise, shall not, except as
expressly provided herein, exceed the price of the equipment of (or) part on
which such liability is based.”s

105 Id. at 440—41.
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AEP sought damages for costs of replacement electricity, increased costs
of operating less efficient units, increased fuel costs, lost profits, and
loss of return on their capital investment. It argued that, in reliance on
Westinghouse’s representations regarding the generator, it constructed ancil-
lary plant equipment at a cost of over $100 million.”® These delay damages
were clearly covered by the disclaimer.

But what of the failure to repair and replace? Because the generator
was installed at AEP’s plant and AEP had accepted delivery, it could not
invoke perfect tender. If it had indeed received less than it had bargained
for, its damages were direct and would not be covered by the disclaimer.
(Westinghouse argued that it had fully complied, and therefore damages
on this issue should be zero.”) It is less clear how the damages should be
measured. Should the remedy be the difference between a 760,000-kilo-
watt generator and a 690,000-kilowatt generator? If so, would it be based
on the difference in capacity (roughly 10 percent), the difference in costs of
new generators with those capacities, or the cost of bringing the generator
up to the contract specifications? The contract does not say. Nor does it deal
with the possibility of rapid technological change, which could mean that the
generator, even if it had met the specifications, might have been obsolete. It
treats these questions only indirectly by capping liability at the price of the
equipment.

AEP argued that “Westinghouse has acted in bad faith in repairing the
Unit, has been willfully dilatory in rendering repairs, and has not merely failed
to repair or replace but has repudiated its obligation to repair and replace. As
such, plaintiffs argue, the limited and exclusive remedy of repair or replace-
ment provided for in the contract has failed of its essential purpose.”®
Citing UCC 2-719(2), AEP claimed that, because the remedy had failed in
its essential purpose, the limitation was voided.” Although the court cited a
number of cases in which the “failure of essential purpose” allowed a plaintiff
to avoid the consequential damages disclaimer, it chose not to do so. The
repair and replace provision was independent of the consequential damages
remedy, and because the court found that the disclaimer was not unconscio-
nable, it was given effect.”® The court concluded:

106 Jd. at 460 n.44.

107 That was a fact question that could not be resolved on summary judgment.

108 American Elec. Power Co., Inc., 418 F. Supp. at 453.

109 Id. at 456; U.C.C. § 2-719(2) (2002) (‘/ Where circumstances cause an exclusive or limited remedy to
fail of its essential purpose, remedy may be had as provided in this Act.”).

10 The court added one caveat regarding fraud: “[ Tthe contractual limitation of liability precluding the
recovery of consequential damages cannot be effective if plaintiffs’ claims of fraudulent inducement are
sustained at trial. The defendant cannot be heard to rely on the provisions of a contract which was entered
into as a result of fraudulent actions on defendant’s part.” American Elec. Power Co., Inc., 418 F. Supp. at
460.
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In the event that this court finds that the defendant has totally failed to
perform its warranty to repair or replace, damages at least in an amount
equal to the price of all uncorrected parts will be recoverable. Thus, if the
generator, as a unit, cannot or has not been repaired so as to meet contract
specifications, and has not been replaced by a generator that can, the
full purchase price of the generator may be recovered as damages by the
plaintiff. Moreover, if plaintiffs’ direct damages exceed this amount they
may be recoverable as well, since the contract precludes the recovery of
consequential damages only.™

The court did not explain why the direct damages could exceed the replace-
ment cost, nor why such additional compensation should be recoverable.
The cap would seem to limit recovery to the cost of the replacement genera-
tor. Nor did the court determine which claims would be for direct damages,
leaving that to be determined at trial."

Consequential damage exclusions sometimes appear in corporate acqui-
sitions. A study of private target acquisitions completed in 2014 found
that they were included in about half™? In one such deal, Pharmaceutical
Product Development, Inc. PPD) purchased Magen Biosciences for $14.866
million.”+ Magen had a product, MAG-131, a Vitamin D Receptor Modulator
(VDRM) that was intended to treat psoriasis. Magen represented that the
product was 60- to 130-fold more potent than the currently FDA-approved
VDRM. In fact, it was barely, if at all, more potent. The merger agreement
provided that the sellers were liable for losses resulting from “any breach or
inaccuracy of a representation or warranty of the Company contained in {the
Merger Agreementl.” PPD sued, asserting that Magen had breached its
representation that “[tthe Company [Magen} has provided to PPD all infor-
mation and data known to the Company relating to safety, efficacy, and toxic-
ity of all Company Products.”"*

Magen attempted to have the claim dismissed, arguing that it had not
breached because the drug met the efficacy standard; potency, it claimed, was

M Jd. at 459.

12 The UCC suggests that the remedy be based on the difference in value: “The measure of damages for
breach of warranty is the difference at the time and place of acceptance between the value of the goods
accepted and the value they would have had if they had been as warranted, unless special circumstances
show proximate damages of a different amount.” U.C.C. § 2-714(2) (2002). Comment 3 qualifies this: It is
“the usual, standard, and reasonable method of ascertaining damages in the case of breach of warranty but
it is not intended as an exclusive measure.” Id. § 2-714 cmt. 3.

113 AMERICAN BAR AsSOCIATION, PRIVATE TARGET MERGERS & AcQuisiTiONs DAL Points Stubpy 74
(2014). If acquirers are substantially larger than the sellers, the agreement would be less likely to include
a consequential damages exclusion. AMERICAN BAR AssoCIATION, ImpacT OF “BuyER POWER RaTI0” ON
SELECTED M&A DEAL TERMS IN ACQUISITIONS OF PRIVATELY HELD TARGET COMPANIES BY PUBLICLY
TraDED BUYERS 37-38 (2017).

114 Pharmaceutical Prod. Dev,, Inc. v. TVM Life Sci. Ventures VI, L.P, No. 5688-VCS, 2011 WL 549163
(Del. Ch. Feb. 16, 2011).

15 Jd at *1.

116 Id
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irrelevant. Vice Chancellor Strine rejected this argument, although he did
hold out the possibility that efficacy could be ambiguous and that it could be
a question of fact. Magen also objected to some components of the damage
claim. It did not object to PPD’s claim for a return of the purchase price. It
did, however, object to two other claims.

PPD argued that after the purchase it made additional fruitless expen-
ditures for R&D on MAG-31 ($7.4 million) and that, once it became clear
that it had bought a worthless company; it incurred costs in shutting down
the project ($2 million). The issue was whether these costs were consequen-
tial damages that were excluded by the contract. Section 7.4(c) of the Merger
Agreement (“Limits on Indemnification”) stated:

In no event shall the indemnification obligations under this article vii or
the term “losses” cover or include (x) consequential, incidental, special,
indirect, or punitive damages, unless such damages are actually paid to a
third party claimant by an indemnified party, whether based on statute,
contract, tort or otherwise, and whether or not arising from the indemni-
fying party’s sole, joint or concurrent negligence, strict liability or tort, or
(y) lost profits.”

This is one of the few cases in which the contract treated lost profits damages
as being independent of consequential damages.” Citing earlier case law and
Blacks Law Dictionary, Magen argued that special damages were natural, “but
not the necessary result of the act complained of. . . . {They} do not flow
directly and immediately from an injurious act, but that result indirectly
from the act.”™

The alleged losses resulting from PPD’s research and development costs
or its expenses relating to winding down PPD Dermatology, even if
purportedly foreseeable at the time of the alleged breach, are thus not
recoverable from Stockholder Defendants under the Merger Agreement.
Costs associated with winding down PPD Dermatology are merely
incidental to the rescission sought by PPD and PPD’s expenditures on
research and development of MAG-131 prior to discovering the alleged
breach are not the “necessary result” of Magen’s alleged misrepresenta-
tions but rather a consequence of PPD’s own actions. Accordingly, PPD
is explicitly prohibited from recovering such losses from the Stockholder
Defendants in their capacity as indemnitors.™

117 Opening Brief in Support of the Stockholder Defendants’ Motion to Dismiss at 7, Pharmaceutical
Prod. Dev, Inc. v. TVM Life Sci. Ventures VI, L.P,, No. 5688-VCS (Del. Ch. Oct. 22, 2010).

18 See Part IV.

119 Opening Brief in Support of the Stockholder Defendants’ Motion to Dismiss, supra note 119, at 20.

120 J4. at 20-21.



54 The Criterion Journal on Innovation [Vol. 3:27

PPD responded by arguing that direct damages are those that arise naturally
and ordinarily, whereas consequential damages “arise from the intervention
of special circumstances.”* The expenses before PPD discovered the breach
for employee salaries, toxicology studies, and others were

characteristic of the investment that would occur after the purchase of
any biotechnology company developing pre-clinical compounds. In other
words, PPD’s routine investment in the further development of MAG-131
was not due to a unique circumstance attributable to PPD. Similarly,
PPD’s expenses in winding down PPD Dermatology were costs that would
naturally be incurred by any party that acquired a company that lacked any
viable products. Thus, these losses are direct damages, not indirect or con-
sequential ones, and are therefore recoverable under Section 7.4(a)."

PPD also argued that if the seller had knowledge of the falsity of the repre-
sentation at the time of the breach (had committed fraud), then the exclu-
sion should be unenforceable as a matter of public policy.'

Vice Chancellor Strine accepted, at the motion to dismiss stage, the
possibility that PPD could show that the damages were direct and therefore
recoverable:

I am chary to make the context-specific determination about the Drug
Development Costs given the necessarily limited record. For one thing, it
is not at all obvious, especially at the pleadings stage, that the $7.4 million
spent on further researching and developing MAG-131 is unique to PPD in
the sense that it seems reasonable to infer that any acquiring drug company
in PPD’s position would want, and most likely need, to continue investing
resources in the research and development of the acquired experimental
compounds that were the reason the acquirer purchased the company. The
situation with respect to the $2 million allegedly spent in winding up PPD
Dermatology, Inc. is similar in that it seems plausible that a close down
of PPD, Dermatology, Inc. was the only logical step available to PPD,
who claims to have been defrauded into buying what turned out to be a
worthless company and that such shut-down costs would be a component
of a full rescissory damages award. In sum, on a motion to dismiss, I am not
able to make the determination that the Magen Stockholders’ urge—that
the Drug Development Costs are indisputably special damages.™

121 Plaintiff Pharmaceutical Product Development, Inc.’s Answering Brief in Opposition to the
Shareholder Defendants’ Motion to Dismiss at 25, Pharmaceutical Prod. Dev, Inc. v. TVM Life Sci.
Ventures VI, L.P, No. 5688-VCS (Del. Ch. Oct. 22, 2010) (citing RESTATEMENT (SECOND) OF CONTRACTS
§ 351, cmt. b (Am. Law INST. 1981)).

122 I at 26.

123 They drew upon an earlier opinion by Vice Chancellor Strine, ABRY Partners V, LP v. F & W
Acquisition LLC, 891 A.2d 1032 (Del. Ch. 2006). PPD had not yet found evidence of fraud but argued that
it might show up in the course of discovery.

124 Pharmaceutical Prod. Dev, Inc. v. TVM Life Sci. Ventures VI, L.P, No. 5688-VCS, 2011 WL 549163,
at *7 (Del. Ch. Feb. 16, 2011).
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PPD’s claim is analogous to a repair and replace claim in a contract for goods.
If the expenditures had succeeded in restoring MAG 31’s efficacy or potency
(and if the court found the expenditures reasonable) the costs would no
doubt have been compensable. But they failed. If the court were to conclude
that the effort had been in good faith, I believe that it ought to have found in
tavor of PPD. By analogy, had AEP insisted on removal of the flawed genera-
tors, Westinghouse would have borne the cost of removal.

IV. Lost Prori1s ExcLusionNs

Lost profits typically appear in limitation clauses in the laundry list of
consequential damages. Lost profits that were not a form of consequential
damages would normally be recoverable, despite the limitation clauses. There
is good reason for that because the purest version of direct damages, the
contract-market differential, is often referred to as lost profits. Nevertheless,
there are some exceptions. The PPD-Magen contract, discussed above, was
one of the few exceptions. In a second, Progress Energy, Inc. v. US. Global,
LLC,™ also a corporate acquisition, the clause clearly treated lost profits as
a separate category: “In no event shall any party be liable to any other party
under any provision of this Agreement for any lost profits, lost sales, busi-
ness interruption, lost business opportunities, lost Tax Credits, lost Tonnage
Fees or consequential, incidental, punitive or exemplary damages incurred or
suffered by a party.”*¢ The trial court and the dissent both claimed that only
consequential damages were barred, but benefit-of-the-bargain claims were
not. However, the majority found the language unambiguous and remanded
to determine whether the claimant’s sole remedy, specific performance,
would be available.

In Imaging Systems International, Inc. v. Magnetic Resonance Plus, Inc.,"” the
court upheld a limitation on liability for lost profits. The clause was unambig-
uous: “Limitation of liability[:} neither the customer nor MRP will be liable
to each other or any other party for any lost profits or any incidental, special,
or consequential damages relating to this agreement.”® The plaintiff tried
to argue that the clause only related to consequential damages, but the court
properly held otherwise:

Thus there are two types of lost profits: (1) lost profits which are direct
damages and represent the benefit of the bargain (such as ageneral contractor
suing for the remainder of the contract price less his saved expenses), and
(2) lost profits which are indirect or consequential damages such as what

125 102 So.3d 768 (Fla. Dist. Ct. App. 2012).
126 Id. at 769.

127 490 S.E.2d 124 (Ga. Ct. App. 1997).

128 Jd. at 126.
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the user of the MRI would lose if the machine were not working and he was
unable to perform diagnostic services for several patients. The contract at
issue did not distinguish between the two types; it forbade the recovery of
“ANY LOST PROFITS.” No exceptions were provided for. The meaning
of “any” in context is “all.” Both consequential damages and direct damages
(to the extent direct damages concern lost profits) are not recoverable under
the contract.”

In SOLIDFX, LLC v. Jeppesen Sanderson, Inc.,” the court interpreted the liabil-
ity limitation clause to exclude lost profits separately. There the language was
ambiguous at best:

8.2 exclusion of consequential and other damages: except to the extent of
the indemnification obligations set forth in section 9, neither party will
have any obligation or liability whatsoever, whether arising in contract
(including warranty), tort (whether or not arising from the negligence of
either party), strict liability or otherwise,

8.2.1 for loss of use, revenue or profit; or

8.2.2 for any other indirect, incidental, consequential, special, exemplary,
punitive, or other damages with respect to the Jeppesen data, the Jit, and
other products and services provided hereunder;'

The court interpreted the lost profits of § 8.2.1 as being independent of
the consequential damages of § 8.2.2. The italicized phrase—any other—
should, I think, be interpreted to mean that lost profits was a subcategory
of the damages listed in § 8.2.2. Ultimately; it did not matter since the court
concluded that the claimed damages were consequential so that § 8.2.1 did
not apply.

For another case close to the boundary (but I think this time on the
other side), consider In re CCT Communications, Inc.* The language seemed
pretty clear: “In no circumstances shall either we or you be liable for indirect,
consequential, reliance, or special loss or damages or for lost revenues, lost
savings, lost business opportunity or lost profits of any kind.” The defen-
dant’s interpretation was straightforward: “by separating the second part
of the clause from the first with the conjunction ‘or,” and by including in it
the words ‘of any kind,” the parties meant to bar claims for both direct and
consequential lost revenues, lost savings, lost business opportunity, and lost

129 Id. at 127 (emphasis in original).

130 841 F.3d 827 (1oth Cir. 2016).

31 Jd. at 833 (emphasis added) (quoting License and Cooperation Agreement Between SOLIDFX and
Jeppensen Sanderson (Dec. 31, 2009)).

132 464 B.R. 97 (Bankr. S.D.N.Y. 2011).

133 Id. at 102.
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profits. Specifically, the ‘or’ is disjunctive, and the various ‘lost’ categories
following it stand in contrast to the ‘broad’ categories of damages in the first
clause.”+ Nonetheless, the court found the language sufficiently ambiguous
to postpone its decision: “I decline to interpret the full scope of § 6.2 as a
matter of law, except to the extent that I conclude, as both sides agree, that
it bars claims for consequential, indirect or special damages. . . . I expressly
decline to conclude as a matter of law that § 6.2 bars general or direct damage
claims, but recognize the possibility that extrinsic evidence, including trade
usage, may explain its meaning.”* The rationale was that “lost revenues,
lost savings, lost business opportunity or lost profits of any kind” could have
left some wiggle room—there might be some category of general or direct
damages that was not included. The court at least left open the possibility
that the contract-market differential was not included in the laundry list. Had
the court accepted the defendant’s interpretation, there could have been no
recovery for the contract-market differential. That surely is a plausible inter-
pretation of the language.”*

The plaintiff did not need the wiggle room. The contract explicitly priced
termination by Global Crossing:

If Global Crossing terminated the RCA based on a CCT breach, CCT was
required to pay Global Crossing 100% of the Monthly Recurring Charges
(“MRC”) remaining for the service term in addition to charges, if any,
relating to the early termination of any local access circuits. . . . The parties
agreed that the termination fees provided for in § 5 of the RCA “are based
on agreed revenue expectation and are not a penalty.” . . . The MRC was
$71 per concurrent call session . . . and CCT “purchased” 1,344 concurrent
call sessions for a period of three years ending in December 2009. Hence,
if CCT breached the parties’ contract and Global Crossing terminated it,
CCT still had to pay $95,424 per month until December 2009. This amount
reflected direct damages—the lost revenues under the parties’ contract.”?

In effect, the contract could be interpreted as saying that Global Crossing
waived the right to collect any damages 7n addition to the liquidated damages
defined in the contract.

CONCLUSION

“When I use a word,” Humpty Dumpty said, in rather a scornful tone, ‘it
means just what I choose it to mean—neither more nor less.” “The question

B4 Id at 118.
135 Id. at 120.
136 The inordinate number of instances of the word “or” in the clause suggests that this might only be a

case of bad grammar.
137 In re CCT Commc’ns, Inc., 464 B.R. at 120.
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is,” said Alice, ‘whether you can make words mean so many different things.’
‘The question is,” said Humpty Dumpty, ‘which is to be master—that’s all.”®

Humpty would, no doubt, have appreciated the definitional flexibility
courts have given to “general damages.” General damages could be a compo-
nent of consequential damages, and therefore excluded under a clause limit-
ing recovery of consequential damages. Or they could be direct damages and
recoverable. The criterion in either case would be the naturalness or foresee-
ability of the result. The courts, like Humpty, have been free to choose.

I have argued that concepts like foreseeability, naturalness, and collat-
eral business have not been useful in determining whether a particular claim
could be excluded under a consequential damages limitation. The outer
edges of consequential damages might be blurry, but I believe that I have
somewhat sharpened the definition. I have approached the problem by
analyzing three different categories of claims. First, if a claim arises from
wrongful termination, the loss of value of the claimant’s contract—the lost
profits—would be direct damages. Properly calculated, the lost profits would
reflect the claimant’s reasonable mitigation; in the simplest version they are
just the contract-market differential. The more controversial version of this
argument concerns contracts in which the claimant is not directly paid for
its services—for example, distribution contracts in which the distributor’s
compensation is a function of the sales.

Second, I argued that in most instances, losses arising from a delay (like
in Hadley) should be treated as consequential damages. Courts have gener-
ally been consistent about this; I discussed two instances in which courts
concluded otherwise. In the first, I suggested that the costs should have
been treated as consequential. In the second, I reinterpreted the contract
as the manufacturer buying distribution services; the court, I suggested, got
the right result but for the wrong reason. Finally, if the complaint concerns
the breach of a warranty, the direct damages would not be future lost profits;
rather, they would be the costs of providing the claimant with what it had
been promised. The damages could entail the costs of achieving what had
been warranted, as in AEP v. Westinghouse.

138 T Ewis CARROLL, THROUGH THE LOOKING-GLASS, AND WHAT ALICE FOUND THERE 205 (Macmillan
1934) (1871).



