Contractual Unconscionability:
Identifying and Understanding
Its Potential Elements

By PAUL BENNETT MARROW

gant. The theory for your position is grounded in a

statute that lacks any statement of criteria. You have
no idea what the legal elements of your position are.
You have checked the case law, and not one opinion
suggests a criteria or lists any of the elements. Yet you
have found decisions that say your pleadings should be
dismissed if they recite mere unsubstantiated conclu-
sions.

If this isn’t enough, you have found many decisions
indicating that courts know a valid claim arising under
this statute when they see one! Now you are before the
court and compelled by the enabling statute to limit
your proof to matters that appear to have no direct rela-
tionship to the facts that brought your client into your
office in the first place.

This nightmare scenario becomes all too real every
time someone claims that a contract or lease, or a provi-
sion in a contract or lease, is unconscionable.

Anyone who asserts a claim of contractual uncon-
scionability is, by definition, acknowledging that some-
one made a bad deal. Courts do not normally act to pro-
tect contracting parties from mistakes in judgment.’
Exceptions are made only when the court is persuaded
that the faulted action is per se unfair or that it resulted
from unusual circumstances usually beyond the control
of the complainant.

Fairness and restraint are the watchwords that are
said to govern this process. When is a contractual provi-
sion so unfair as to be offensive? It’s far from clear.

Much has been written about the theoretical exis-
tence of contractual unconscionability? but little has
been said about what components actually make up
such a claim. Rules do exist, but few courts have for-
mally identified them. This article is designed to help
both draftsman and litigants identify and understand
potentially unconscionable elements.

Imagine appearing before a court on behalf of a liti-

Background
At common law, traditional doctrines such as fraud,
duress and mutual mistake went only so far. They did

not cover every situation in which a contract might be
oppressive. Developed to resolve specific types of strife,
the doctrines required litigants to accommodate techni-
cal elements. The doctrine of unconscionability evolved
to fill the gaps.

Contractual unconscionability was thought to in-
volve contracts “as no man in his senses and not under
delusion would make on the one hand and as no honest
and fair man would accept on the other.”® Unfortu-
nately, this abstraction was short on details, which were
thought best left to the judgment of courts on a case-by-
case basis. But what standards were to be applied? Un-
certainty was the order of the day.

Until recently the situation had not changed much. In
1951 the New York Court of Appeals declared that an
unconscionable contract is one that is “so grossly unrea-
sonable or unconscionable in the light of the mores and
business practices of the time and place as to be unen-
forcible according to its literal terms.”*

Commentators have struggled to provide clarity.
Most notable has been the contribution by Professor
Arthur Allen Leff, who suggested a two-step framework
for any analysis. > First the parties negotiate terms, then
they incorporate the final terms into a definitive agree-
ment. He characterized the first stage as procedural, the
second as substantive. Using this approach, courts
sometimes identify offensive conduct during the first
stage as being procedurally unconscionable. Coarse
substantive terms are frequently referred to as being
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substantively unconscionable. These descriptions fall
short in that they merely tell us where in the process the
unconscionability is thought to have occurred. What is
missing is any information about what makes the provi-
sion per se unconscionable.

In 1962, the legislature attempted to include the con-
cept of unconscionability in New York’s commercial ju-
risprudence when it passed § 2-302 of the Uniform
Commercial Code® (UCC) governing sales contracts. In
1976, N.Y. Real Property Law
§ 235-c (RPL), a provision
similar in content to the UCC,
was enacted to govern real
estate leases. Although the
official comments and much
of the legislative history state
otherwise,® the litigants are
told only that courts have the
power to do what the legislature has failed to do, i.e., de-
fine and defeat unconscionability when and if they see
it. This was a power the courts already possessed, rais-
ing the question of whether these statutes contributed
anything of substance.

New York courts still reserve for themselves the com-
mon law power to review covenants that fall outside the
scope of these statutes. Challenges based on uncon-
scionability are commonplace in the context of agree-
ments involving matrimonial disputes,” covenants not
to compete found in employment agreements,"” and ar-
bitration agreements found in agreements relating to
mergers and acquisitions," to name a few. In disposing
of these “non-statutory” cases, the courts appear to use
the same equitable principles that apply in cases arising
under the statutes.

What the Statutes Say
Both the UCC as adopted in New York and the RPL
follow a similar format. They:

* Give courts the power to define and identify as a
matter of law if contracts or leases, or their provi-
sions, were unconscionable when made.

* Give courts the power to refuse to enforce any un-
conscionable provision or to enforce the contract
or lease so as to avoid any unconscionable result.

* When either someone claims unconscionability, or
the court on its own suspects unconscionability,
the parties are afforded a reasonable opportunity
to present evidence:

¢ in the case of a contract, about its commercial
setting, purpose and effect;

* in the case of a lease, about its purpose and ef-
fect, so as to aid the court in making a determina-
tion about unconscionability."

Inherent in the statutory scheme
is the assumption that
unconscionability actually exists.

On its face, the legislation appears almost mystical in
that it assumes that the lack of definition notwithstand-
ing, unconscionability nevertheless exists and that
courts can spot and defeat it. It’s a bit like religion: un-
conscionability exists in the minds of true believers. This
seems to leave the draftsman with the charge of predict-
ing the whims of mysterious forces.

What is clear is that courts are empowered to police
and protect against whatever they perceive to be uncon-
scionable covenants. The courts are given the power to
(1) define what as a matter of
law is unconscionable, (2) de-
cide whether to enforce a
covenant if doing so would
lead to an unconscionable re-
sult given (a) the court’s def-
inition and (b) where appro-
priate, receive proof offered
by the parties.

Both statutes require a plenary hearing for the intro-
duction of evidence if a party raises the issue in plead-
ings or the court on its own suspects that uncon-
scionability may be present. Presumably this means that
the court on its own has the power at any time to deter-
mine that, as a matter of law, unconscionability is pres-
ent, in which case a plenary hearing is not required.

Rules for Defining Unconscionability

Within the context of cases decided under these
statutes, now examine the rules the courts have fash-
ioned to define what they believe is meant by uncon-
scionability. Bear in mind that these rules appear to have
application to “non-statutory cases.”

Inherent in the statutory scheme is the assumption
that unconscionability, whatever it is, actually exists.
Given the failure of the legislature to define what it
meant by unconscionability, the courts appear free to
apply any equitable standard developed prior to the
legislation, together with whatever standards are devel-
oped thereafter. This reality is the basis for the question
of whether the statutes actually add anything of sub-
stance to the debate.”

Although it is not stated in the statutory text, the leg-
islative history does provide a hint regarding what un-
conscionability was actually thought to involve. The
draftsman of the Uniform Commercial Code declares:

The basic test is whether, in the light of the general com-
mercial background and the commercial needs of the
particular trade or case, the clauses involved are so one-
sided as to be unconscionable under the circumstances
existing at the time of the making of the contract. . . .
The principle is one of the prevention of oppression and
unfair surprise and not of the disturbance of allocation
of risks because of superior bargaining power.

CONTINUED ON PAGE 22
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Thus, under the statutes at least, the question is not
whether a covenant is or is not unconscionable, but
rather is it so one-sided or oppressive and likely to re-
sult in unfair surprise that it becomes unconscionable.
The primary judicial responsibility therefore is to create
rules that define the transgression.

When looking for clauses that are one-sided, oppres-
sive and result in unfair surprise, what should courts
watch for?

For the most part, the issue of when a contract is one-
sided involves a review of only the substance of the
questionable provision. What makes a contract one-
sided is most often tied directly to the substantive result
of the language in question, such as when contractual
language is profoundly discriminatory in its effect on
one of the parties. In making this determination, the
court normally looks no further than the substance of
the covenant itself. But does this mean that no questions
of fact exist? This issue is discussed below.

By contrast, determining oppression or the possibil-
ity for unfair surprise will almost always necessitate a
consideration of the factual circumstances leading up to
the contract and the substantive provision itself.

It appears that there are at least
three threshold rules leading to
a conclusion that a covenant is
actually unconscionable — i.e.,
one-sided, oppressive and likely
to result in unfair surprise.

Oppression bespeaks trying to sanction abusiveness,
arbitrariness or the imposition of a needlessly burden-
some condition. The evaluation exercise usually re-
quires considering the circumstances that led to the
agreement. Usually, but not always, neither the sub-
stance nor the circumstances alone leads to the conclu-
sion that unconscionability exists. To reach such a result,
there is a need to couple the two. Because the circum-
stances are rarely self-evident from the terms of an
agreement, a hearing of some sort is needed for the pre-
sentation of facts.

A contract results in unfair surprise when the real
meaning of its terms are intentionally obscured from
one of the parties, thereby precluding the complainant
from making a reasoned choice. Here again the evalua-

tion often requires consideration of the substantive pro-
vision itself and the circumstances leading to the actual
agreement.

From the above, it thus appears that there are at least
three threshold rules leading to a conclusion that a
covenant is actually unconscionable — i.e., one-sided,
oppressive and likely to result in unfair surprise:

¢ [ts effect is profoundly discriminatory to one of
the contracting parties.

¢ [t contains language that attempts to sanction abu-
siveness, arbitrariness or the imposition of a need-
lessly burdensome condition.

¢ [t contains language the real meaning of which is
intentionally obscured from one of the parties.

All three elements justify judicial interference be-
cause they have the appearance of being unfair, they
have an unfair consequence, and there is no reasonable
basis for enforcing the contested covenant.

Covenants having a profoundly discriminatory effect
on one of the contracting parties have been found to
exist where:

¢ There is exploitation, i.e., where one party receives
all the benefits and the other none at all, such as
where a consumer receives a product that does not
work but is barred from a refund by virtue of a
clause disclaiming warranties," or where a party
turns over title to property in exchange for an
open-ended promise to pay at the option of the
person receiving the property.'®

* The offending provision entitles one party to a
benefit that bears no reasonable relationship to the
subject matter of the agreement. Examples are
clauses that require arbitration in a foreign juris-
diction where the filing fee exceeds the amount of
the substantive claim,”” or a labor escalation pro-
vision that bears no relationship to actual labor
cost.’®

¢ The provision imposes a condition that cannot be
met, thereby relieving one party from any obliga-
tion.

* One party to the contract has the unfettered power
to act arbitrarily and unilaterally, such as where
the agreement on price is left blank and the seller
has the right to fill in any price he wishes, when-
ever he wishes."”

* The parties to the contract agree to deny a court
the power to exercise judicial discretion when
such denial interferes with the courts” otherwise
lawful ability to administer judicial business.”

* Holding otherwise would sanction an act that is
unto itself against public policy.*!

CONTINUED ON PAGE 24
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Clauses seeking to sanction abusiveness, arbitrari-
ness or the imposition of a needlessly burdensome con-
dition have been found to exist where:

* One party is entitled to abuse the dignity and well-
being of the other, such as an agreement granting
one party the right to physically injure the other.”

* The nature of the offending provision suggests
that one party has grossly overreached and taken
unfair advantage, such as where an unknowing
consumer pays a price that is greater than four
times the retail value paid by others.”

¢ The contract is one of adhesion.”

Generally, courts put aside
claims of unconscionability
where the nature of the
business makes the contested
clause commercially reasonable.

Provisions have been found to be intentionally ob-

scure where:

* One party is profoundly handicapped and unable
to understand the terms agreed to, such as where
a buyer is presented with an agreement in a lan-
guage that he cannot read,” or lacks sufficient ed-
ucation to understand what he has read,”® or is
mentally or physically impaired and unable to
make a reasoned decision.”’

* One party is profoundly handicapped by virtue of
non-disclosure of circumstances that have a bear-
ing on the meaning of the contractual language,
thereby depriving that party of the ability to make
a meaningful choice.”

* One party is denied all recourse from defects dis-
covered upon delivery, such as an agreement in
which a buyer contractually cannot object to de-
fects once merchandise is delivered and signed for,
even if the signature is given before the packaging
is opened.”

Rules for Rejecting Claims of
Unconscionability

Equally important and informative are cases that
have rejected claims of contractual unconscionability.
Generally, courts put aside claims of unconscionability

where the nature of the business makes the contested
clause commercially reasonable.”

Building on this approach, courts rebuff claims of un-
conscionability in situations where a commercially rea-
sonable bargain has been struck and one party’s obliga-
tions were fulfilled pursuant to that bargain before the
claim of unconscionability. Such situations include:

* (Cases where the party defending against a claim
of unconscionability has performed as required by
the bargain and to that party’s detriment.”

* Cases where the claim of unconscionability is
founded solely upon an assertion of superior bar-
gaining power in a contract that is otherwise com-
mercially reasonable.”

* (Cases where a party has exchanged something of
value for the waiver of a right.*®

* Cases where the party claiming unconscionability
failed to negotiate the terms before the agreement
was signed.*

* Cases where the party claiming unconscionability
failed to inquire about circumstances that pre-
ceded the challenged agreement.®

Courts will reject claims of unconscionability where
the court is required to imply a condition not agreed to
by the parties. Such situations include:

* Cases where a party regrets having accepted a risk
imposed by an otherwise commercially reasonable
agreement.*

* Cases where the complaining party fails to prove
circumstances under which courts would other-
wise imply the covenant sought.”

Courts have rejected assertions of unconscionability
when a covenant has the effect of merely recognizing a
condition or status otherwise permissible by law.*®

Using this analysis, it is possible to conclude that
there are at least four general rules associated with the
denial of claims of unconscionability:

* As a general rule, commercially reasonable agree-
ments are not unconscionable simply because
there is a disparity in bargaining power or because
a given provision is exacting in nature.

* Contracts will not be struck as unconscionable if
they require the implication of a condition not
agreed to by the parties.

e If a party to a commercially reasonable bargain
has completed its obligations before the claim of
unconscionability is made, the contract will be up-
held.

* A covenant that has the effect of merely recogniz-
ing a condition or status otherwise permissible by
law will be upheld.
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Linking the Rules Together

Is there a relationship between the rules that permit a
finding of unconscionability and those that do not? Are
these rules mutually exclusive of one another? It ap-
pears that the answer is that there is a relationship and
that the rules operate in a mutually exclusive manner.

The rules that apply when unconscionability is not
established revolve around determinations of reason-
ableness and recognition of a condition or status other-
wise permissible by law. The rules that support findings
of unconscionability are applied in situations emphasiz-
ing factors that make a given contract unreasonable.
This group of rules actually defines what is unreason-
able and what is not. They also suggest conditions that
must be met prior to a finding of unconscionability.

A provision cannot be reasonable and unreasonable
at the same time. It’s one or the other. Thus, for example,
in the case of a one-sided agreement, the complainant
must show that the agreement is unreasonable because
it is profoundly discriminatory in its effect. But a con-
tract by definition cannot be both reasonable and dis-
criminatory if the latter condition is per se unreasonable.
Likewise, a contract cannot be found to be reasonable if
facts are shown to establish that there was an attempt to
intentionally obscure terms from one of the parties.

Taken together, these rules suggest some important
guidelines. Practitioners should advise their clients that
these principles should always be considered from the
outset and that the mere appearance of a disparity be-
tween the parties and/or an exacting provision is not
enough to establish a claim of unconscionability.

It should be explained that the complainant must be
able to establish that the contested covenant is not com-
mercially reasonable and /or that the disparity or the re-
sult is so profoundly unfair as to require judicial review.

The circumstances and conditions that exist when a
potentially suspect provision is agreed upon should be
carefully and completely documented.

Recitations in the contract regarding the basis for its
terms and conditions, while not always unassailable,
should assist in containing attempts to set an agreement
aside on grounds of unconscionability.

Some Unresolved Issues

Some decisions handed down by the courts have left
open technical questions that will have to be resolved in
the future.

Questions of fact or law? Although statutes may
not contribute much to the definition of what is or is not
unconscionable, they do make it clear that the courts
must afford the parties a reasonable opportunity to pre-
sent evidence, in the case of a contract, about its com-
mercial setting, purpose and effect, and in the case of a
lease, about its purpose and effect when: (a) uncon-
scionability is raised by a party in pleadings, or (b) the
court on its own suspects that unconscionability may be
present.

Regardless of the statutory language, some confusion
exists about whether the issue of unconscionability is
for the court to decide without a plenary hearing.”” The
better rule appears to be that if there is any question
about whether unconscionability may exist, such a hear-
ing is appropriate as a pre-condition to any final deci-
sion by the court.”’ The scope of such a hearing is ap-

Journal | February 2000

25



parently limited because both statutes appear to bar ev-
idence that goes beyond the setting, purpose and effect
of the covenant. This constraint may have unintended
consequences.

As illustrated here, some of the rules defining uncon-
scionability require a review of only the substance of the
challenged provision, with the court free to make a rul-
ing thereupon as a matter of law. Other rules require a
review of both the substantive provision and its factual
circumstances. For this latter group, a plenary hearing is
required before any determi-
nation can be made.*!

But what about situations
involving the rules of uncon-
scionability that deal only
with an interpretation of the
substantive provision itself?
Is there room under the exist-
ing statutory scheme for a
plenary hearing on issues
that go beyond setting, pur-
pose and effect?

Consider, for example,
Leonedas  Realty Corp. v.
Brodowsky.* Here there was
no question that the respondent, Brodowsky, was living
at the demised premises with a man to whom she was
not married. The lease in question contained a “singles
only” restriction that the court found to be discrimina-
tory on its face in violation of § 296(5)(a) of the N.Y. Ex-
ecutive Law and § B1-7.0(5)(a) of the New York City Ad-
ministrative Code and therefore unconscionable. There
was no question about who was or was not living at the
premises. Nor was there any issue regarding marital sta-
tus. These issues were conceded by the parties.

Suppose, however, that a factual issue had been pre-
sented by a denial. The resulting threshold question
would have been whether there could be any discrimi-
nation in the first place. Would this issue have fit within
the statutory restriction that evidence presented must be
limited to “setting,” “purpose” and “effect?” A plausible
argument can be made that the answer is no, in which
case logically any pleading raising the issue should be
dismissed. But this objection notwithstanding, can the
court nevertheless proceed to hear evidence relevant to
the question even though the grounds for doing so lie
outside the statutory limitations? While it is far from
clear, especially in cases where unconscionability is the
sole issue, the better answer would appear to be “yes.”
The statutes give the courts full powers to develop rules
against unconscionable covenants, and it follows that
the statutes should be interpreted in the broadest man-
ner possible to assure that the courts can carry out that
mission. It serves no useful purpose to place technical

Courts recognize that their role is
to police against unconscionability
no matter who the prey might be,
as evidenced by rulings that have
found unconscionability when
terms have been intentionally
obscured from business people.

constraints on the legislature’s designee to police
against unconscionability.

The businessman. The doctrine of contractual un-
conscionability was developed in large measure to pro-
tect the consumer from any disparity of bargaining
power,” and from a lack of understanding about what
contested terms may actually mean (unfair surprise).**
But where the parties to a contract are both business
people in a commercial setting, it is often said that there
is “a presumption of conscionability.”* The reason
given is that business people
are thought to be capable of
applying whatever resources
are needed to assure that
their position is protected.

In substance, this “pre-
sumption” is a non-sequitur
given the reality that all con-
tracts are presumed con-
scionable unless challenged
in court. Anyone raising the
issue has the burden of estab-
lishing  unconscionability.
The underlying premise for
the “presumption” is that all
business people are equal, and clearly this is not the
case. Some business people are quite sophisticated and
some are not. Some are victims of the unscrupulous con-
duct and some are not.

In practice, courts recognize that their role is to police
against unconscionability no matter whom the prey
might be, as evidenced by rulings that have found un-
conscionability when terms have been intentionally ob-
scured from business people.*® What must be clarified is
whether there really is need for special rules where busi-
ness people are involved. It would appear that the bet-
ter answer is “no.”

What’s next? Defining what is and what is not an
unconscionable contract has been handled by the legis-
lature as if it were a hot potato. The courts were left to
fill this void. In meeting that challenge, they created a
series of rules that the practitioner can use to evaluate
most covenants.

The flexibility that the legislature created when it
passed the responsibility on to the courts for the most
part has been realized. The doctrine is evolutionary, not
static, and with time, no doubt, new scenarios will ap-
pear for review, and the courts may be called upon to
fashion additional rules. The practitioner should keep in
mind that unconscionability is a conclusion reached
after a covenant has been agreed to. Its effects are re-
viewed against the simple standard of what is or is not
reasonable under the circumstances. The emphasis is on
fairness and restraint. Courts are appropriately reluc-

26

Journal | February 2000



tant to interfere when a reasonable basis exists for a 7.

seemingly exacting provision. The appearance of in-
equality itself is not likely to result in a finding of un-
conscionability. There must be more. The offending
covenant must create a profoundly adverse and unfair
result before judicial interference is justified.

1. Rowe v. Great Atlantic & Pacific Tea Co., 46 N.Y.2d 62,
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(1) If the court as a matter of law finds the contract
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scionable at the time it was made the court may
refuse to enforce the contract, or it may enforce the
remainder of the contract without the uncon-
scionable clause, or it may so limit the application
of any unconscionable clause as to avoid any un-
conscionable result.

(2) When it is claimed or appears to the court that
the contract or any clause thereof may be uncon-
scionable the parties shall be afforded a reasonable
opportunity to present evidence as to its commer-
cial setting, purpose and effect to aid the court in
making the determination.

RPL § 235-c provides:

(1) If the court as a matter of law finds a lease
or any clause of the lease to have been uncon-
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refuse to enforce the lease, or it may enforce the
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tion of any unconscionable clause as to avoid any
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(2) When it is claimed or appears to the court
that a lease or any clause thereof may be uncon-
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able opportunity to present evidence as to its set-
ting, purpose and effect to aid the court in
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This section is intended to make it possible for
courts to police explicitly against the contracts or
clauses which they find to be unconscionable. In the
past such policing has been accomplished by ad-
verse construction of language, by manipulation of
the rules of offer and acceptance or by determina-
tions that the clause is contrary to public policy or
to the dominant purpose of the contract. This sec-
tion is intended to allow the court to pass directly
on the unconscionability of the contract or particu-
lar clause therein and to make a conclusion of law
as to it unconscionability. The basic test is whether, in
the light of the general commercial background and the
commercial needs of the particular trade or case, the
clauses involved are so one-sided as to be unconscionable
under the circumstances existing at the time of the mak-
ing of the contract. Subsection (2) makes it clear that
it is proper for the court to hear evidence upon
these questions. The principle is one of the preven-
tion of oppression and unfair surprise and not of
disturbance of allocation of risks because of supe-
rior bargaining power.

(emphasis added) (citation omitted).

The Official Uniform Comment that accompanied UCC
§ 2-302 upon its enactment, provides:

Concerning RPL § 235-c, in a memorandum submitted in
support the following appears:
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The necessity of such legislation has become appar-
ent as a result of the lack of an authoritative court
ruling interpreting the unconscionability defense of
the U.C.C. § 2-302 as being applicable to real estate
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