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Inflation is back. The evidence is now undeniable. 

 

Unfortunately, after a generation of relative price stability, most 

commercial contracts do not anticipate or account for inflation. This may 

lead to tough decisions for sellers, lessors and lenders. The prospect of a 

now unprofitable contract may force them to consider renegotiating its 

terms, halting performance or seeking intervention from the courts. 

 

Inflation and Its Impact 

 

Perhaps the most widely used measure of inflation is the consumer price 

index, published by the U.S. Bureau of Labor Statistics. In October, the CPI surged to an 

annual rate of 6.2%, the fastest pace since 1990. Even without food and fuel, the annual 

CPI was 4.6%, which indicates a broad spike in prices throughout the economy. Just from 

September to October, the CPI increased by 0.9%. Most of us have no recollection of similar 

price increases in our adult lives. 

 

The problem with inflation is that it subtly changes a contract by silently shifting the 

financial burdens of the agreement. This is despite the fact that the parties may have 

explicitly negotiated and drafted what they have deemed fair terms for an exchange. The 

predictability of a fixed price helps the parties plan and budget for the future. 

 

However, while the price in the parties' contract is usually set, inflation decreases the real 

value of the money used to pay. As a result, a seller, lessor or lender receives payment of 

the same fixed amount but in cheaper dollars with lower purchasing power. The nominal 

inflation of the past 30 years made this hardly noticeable. 

 

Yet assume now that two businesses decided on a fixed price of $1,000 per month, for five 

years. Just between September and October of this year, with 0.9% inflation, the real value 

of the $1,000 payment fell by $90. At the current 6.2% annual rate of inflation, that is a 

$744 decrease in the actual value of payments over a full year. Thus, a burst of inflation 

such as the one we are living through can easily turn a slim profit margin into a loss. 

 

The longer the contract, the worse the harm because while the price is locked in, money 

becomes worth less and less. A five-year contract, lease or loan could become disastrous. 

The seller must decide whether to ride it out and provide the same goods or services for 

increasingly less real compensation, or cut its losses by halting performance — which, of 

course, creates a risk of litigation for breach of contract and the possibility of paying 

damages. 

 

There is the added complication that the potential for accelerating inflation, as with the 

phenomenon of the wage-price spiral, could render the extent of the loss uncertain but 

always growing. Meanwhile, buyers, renters and borrowers reap the windfall of paying less 

in real terms for the same goods, services, leases or loans. 

 

The Prospect of Relief From Courts 

 

During our last bout of sustained inflation in the 1970s and early 1980s, courts were 
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unsympathetic to victims of rising prices. Some courts, as the U.S. Court of Appeals for the 

Third Circuit did in Camerlo v. Howard Johnson Co. in 1983, acknowledged that "[t]here 

may be situations where a change in economic conditions renders enforcement of a contract 

'unconscionable,' or relieves a party from performance on the basis of impracticability or 

frustration of purpose."[1] 

 

However, most courts — like the U.S. Court of Appeals for the First Circuit in Martin v. 

Vector Co. in 1974 — looked to the "well-accepted rule of construction in the commercial 

law that the obligor under a contract takes the risk of increase in the cost of performance, 

unless the contract provides otherwise."[2] 

 

In one often-cited case, E. Air Lines Inc. v. Gulf Oil Corp., the U.S. District Court for the 

Southern District of Florida in 1975 flatly rejected the argument that the skyrocketing cost 

of oil had made it commercially impracticable for Gulf Oil to continue to supply fuel to 

Eastern Airlines at a low fixed price, as required by their contract.[3] The court explained 

that: 

 

The fact that performance has become economically burdensome or unattractive is 

not sufficient for performance to be excused ... The buyer has a right to rely on the 

party to the contract to supply him with goods regardless of what happens to the 

market price. 

Courts today would likely reach a similar conclusion and refuse to reform or rewrite 

contracts to account for unanticipated inflation. Courts will leave sellers, lessors and lenders 

with the harsh choice of either performing their agreements in return for ever-decreasing 

real compensation, or paying damages to buyers, tenants and borrowers. 

 

Contract Options to Deal With Inflation 

 

One solution to this conundrum is to incorporate a price adjustment clause into new or 

revised contracts. 

 

This could be as simple as negotiating a schedule of regular, agreed-to step-ups in price of a 

set amount or percentage, which would occur over time whatever the rate of inflation. 

 

Another method is to index the price to an agreed-to measure of inflation. This index could 

be a general benchmark, such as the CPI, although that measures the prices consumers 

pay. 

 

For business-to-business transactions, using the producer price index, also published by the 

Bureau of Labor Statistics, may be more appropriate. The PPI measures the prices received 

by domestic producers, and notably, in October, was up at an annual rate of 8.6%. 

Businesses may also opt for a specific industry or commodity inflation index published by an 

independent and recognized trade group. 

 

The price adjustment clause could also include a procedure for triggering price changes, and 

some kind of formula for determining them. For instance, the parties could identify the 

occurrence of a particular event that may mandate a price change. 

 

Furthermore, the parties could agree to limit the number of price changes, or limit their 

duration or cap them. To avoid ambiguity, disputes and litigation, the parties should 

consider including an illustrative example of how any procedure or formula might work in 

practice. 
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The overall objective is to negotiate a predictable and fair contract upon which the parties 

can better rely because the agreement will explicitly mitigate the uncertainty of inflation, 

which they can now foresee, but over which they have no control. 
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