Void Versus Voidable Contracts: The Subtle Distinction
That Can Affect Good-Faith Purchasers’ Title to Goods

By Melissa Yang

The subtle distinction between a void and a voidable
contract for the sale of goods has perplexed practitioners
over the years. Understanding the difference becomes
significant for good-faith purchasers who later buy those
goods and find themselves faced with a challenge as
to the validity of title. A review of New York case law
indicates that the issue of whether contracts for the sale
of goods are void or voidable is most often litigated when
duress, fraud, and theft are involved. Given that the New
York Pattern Jury Instructions currently lack instructions
on this issue, and in response to the confusion that has
arisen over the years regarding the difference between
void and voidable contracts, this article analyzes how
duress, fraud, and theft can affect contracts for the sale of
goods and, in turn, good-faith purchasers’ title to those
goods.

l. The Difference Between Void and Voidable
Title

Contracts for the sale of goods involving duress,
fraud, and theft may be either void or voidable. On one
hand, “[a] void contract is no contract at all; it binds no
one and is a mere nullity.”! On the other hand, a contract
is “voidable when one of the parties has the power either
to avoid or to validate the agreement.””?

For good-faith purchasers of those goods, the distinc-
tion between void and voidable contracts is important;
it determines whether the good-faith purchaser received
valid title to those goods. Good-faith purchasers who
buy goods from a party to a void contract have no title
and must return the goods to the rightful owner upon
demand.? By contrast, good-faith purchasers who buy
goods from a party to a voidable contract will receive good
title to those goods.*

The following summary analyzes both case law and
the New York Uniform Commercial Code (UCC), and
discusses how the existence of duress, fraud, and theft
in a contract for the sale of goods can affect a subsequent
good-faith purchaser’s title to those goods.

A. Duress

Generally, duress occurs when one exerts unlawful
force upon a party to induce that party’s assent to a con-
tract for the sale of goods.® The unlawful force is usually
a threat, communicated though words or actions, either
directly or by inference.® To constitute duress, the basis
for the party’s assent to the contract must be the improp-
er threat.” An improper threat may take the form of either
physical or economic compulsion.

1.  Physical Duress

When the improper threat takes the form of physical
compulsion, the resulting contract is void.? A good-faith
purchaser does not take valid title to goods that originated
from a contract which a party was physically compelled to
execute.’

2.  Economic Duress

By contrast, a party’s assent to a contract through eco-
nomic compulsion may be voidable under certain circum-
stances.1 If the contract for the sale of goods is considered
voidable, then a good-faith purchaser may take good title
to those goods.™!

“Good-faith purchasers who buy goods
from a party to a void contract have no
title and must return the goods to the
rightful owner upon demand. By contrast,
good-faith purchasers who buy goods
from a party to a voidable contract will
receive good title to those goods.”

Economic compulsion generally occurs when a party
refuses to engage in an action, even though he or she is
under a legal obligation to act, until the other party agrees
to execute a contract or, if a contract already exists, to less
favorable terms.’? A contract is voidable as a result of
economic duress only if the following three elements are
established: (1) the victim was precluded from exercising
free will and agreed to execute the contract as a result of
an improper threat; (2) the victim could not obtain the
goods from another source or supply; and (3) the victim
could not be made whole through ordinary breach-of-con-
tract remedies.’® All three elements were present in Austin
Instrument, Inc. v. Loral Corp.—the seminal case in New
York on economic duress.

In Austin Instrument, Inc., plaintiff had a contract to
deliver radar sets to the U.S. Navy and sub-contracted
with defendant to purchase gear components for the
radar sets.!* Defendant later refused to deliver the gear
components unless plaintiff agreed to pay a higher price
and award a second subcontract to defendant.® The New
York Court of Appeals held that plaintiff was subject to
economic duress because (1) defendant’s refusal to deliver
the gear components was a wrongful threat, (2) plaintiff
was unable to purchase substitute components from other
vendors with the proper specifications and in time to meet
its deadline with the U.S. Navy, and (3) plaintiff would be

NYSBA NYLitigator | Spring 2014 | Vol. 19 | No. 1

31



liable for liquidated damages in its contract with the U.S.
Navy for failing to timely deliver gear components, so
ordinary breach-of-contract damages were inadequate.*®

To provide further illustration, each element of eco-
nomic duress is discussed in turn.

a. Economic Duress #1—A Wrongful Threat

A wrongful threat occurs when a party refuses to act,
even though he or she is legally required to act, to induce
the other party into agreeing to execute a contract, or, if a
contract already exists, to agree to less favorable terms.’
Duress does not exist in the absence of a wrongful act
or threat that precluded a party from exercising his free
will.18 Courts have found that no wrongful act or threat
has occurred where a party is merely exercising his legal
right, e.g., not providing the goods until the other party
has provided payment.®

b. Economic Duress #2—No Alternative Source of
Supply

“Athreat, even if improper, does nhot amount to du-
ress if the victim has a reasonable alternative to succumb-
ing and fails to take advantage of it.”2° For example, in
cases where a party wrongfully withholds goods until the
other party has agreed to an additional demand, courts
have held that there is no economic duress if the other
party could have obtained those goods from an alterna-
tive source.?!

c.  Economic Duress #3—Contract Remedy
Inadequate

Courts have held that recovery based upon economic
duress is precluded where breach-of-contract dam-
ages are sufficient to make the party whole.? Indeed, if
plaintiff could recover contract remedies, then plaintiff is
precluded from recovering under quasi-contract or tort
theories.?®

d. Economic Duress Involving a Contract Between
the Party Exerting Duress and the Victim

Where each of the foregoing elements of economic
duress are met, the contract between the party who ex-
erted the duress and the victim of the duress is voidable
at the victim’s option.?* The victim of the duress could
choose to ratify the contract by simply acquiescing to its
terms.? If the victim ratified the contract, a good-faith
purchaser who later buys those goods would receive
good title.28

e. Economic Duress Involving a Contract Between
the Victim and an Innocent Party

In cases where a third party exerts economic duress
to force the victim to enter into a contract with another
party, an additional question arises as to whether the
contract is voidable at the victim’s option.?’ If the other
party to the contract is aware of the third party’s duress,
then the contract is voidable at the victim’s option.?8

However, if the other party does not have knowledge of
the third party’s duress, acts in good-faith, and provides
value or changes his position materially in reliance on
the transaction, then the contract between the other party
and the victim is valid and not voidable at the victim’s
option.?® Given that the contract is valid, it follows that

a subsequent good-faith purchaser for value will receive
good title.

B. Fraud

Pursuant to UCC § 2-403, a good faith purchaser or a
buyer in the ordinary course of business can receive valid
title to goods under certain circumstances. The relevant
language of UCC § 2-403 is as follows:

Power to Transfer; Good Faith Purchase
of Goods; “Entrusting”.

(1) A purchaser of goods acquires all title
which his transferor had or had power

to transfer except that a purchaser of a
limited interest acquires rights only to the
extent of the interest purchased. A person
with voidable title has power to transfer
a good title to a good faith purchaser

for value. When goods have been deliv-
ered under a transaction of purchase the
purchaser has such power even though
(a) the transferor was deceived as to the
identity of the purchaser, or (b) the deliv-
ery was in exchange for a check which is
later dishonored, or (c) it was agreed that
the transaction was to be a “cash sale,”
or (d) the delivery was procured through
fraud punishable as larcenous under the
criminal law. (2) Any entrusting of pos-
session of goods to a merchant who deals
in goods of that kind gives him power

to transfer all rights of the entruster to a
buyer in ordinary course of business.

Whereas UCC § 2-403(1) applies in contracts for the sale
of goods where the buyer makes false and fraudulent
misrepresentations, e.g. providing a bad check to the
other party, to induce the seller to make the sale,*° UCC

§ 2-403(2) applies in a bailor/bailee situation, where the
seller entrusts the goods to a “merchant who deals in
goods of that kind” and the merchant subsequently sells
those goods to “a buyer in ordinary course of business.”3!
Each provision is discussed in turn.

1. UCC § 2-403(1)

UCC § 2-403(1) provides that contracts for the sale
of goods procured by fraud are voidable at the option of
the party who was defrauded.32 However, the defrauded
party must cancel the contract and seek the return of the
goods before they have been sold to a good-faith pur-
chaser for value.3® If the goods were sold to a subsequent
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good-faith purchaser, then under UCC § 2-403(1) the
good-faith purchaser has valid title to those goods.

Courts have reasoned that the seller’s title to the
goods passes to the other party upon the unconditional
delivery of the goods, even though the contract was in-
duced by fraud.?* The defrauded party, however, has the
option at his or her election to rescind the entire contract
and demand the return of the goods, unless those goods
were sold to a good-faith purchaser for value.® If the de-
frauded party still has the opportunity to rescind the con-
tract, the parties would be restored back to their original
positions as if the contract had never occurred.3 Here,
the defrauded party must rescind the entire contract; he
or she cannot affirm the contract in part and rescind in
part.®’

If the defrauded party chooses to rescind the con-
tract, he or she must not take any course of action that
would be inconsistent with the disaffirmance of the
transaction, otherwise it could be construed that he or
she waived rescission.® If the party that perpetrated the
fraud refuses to return the goods to the defrauded party,
then the defrauded party may bring an action for rescis-
sion, or defend an action brought against him or her and
raise fraud as a defense.3

If the defrauded party chooses to affirm the contract,
then he or she could bring an action against the other
party for damages, which is measured by “the difference
between the value of the subject-matter of the contract as
represented and its actual value.”*° The defrauded party
can reclaim the goods sold against anyone except a good-
faith purchaser for value who did not have notice of the
fraud.*

2. UCC § 2-403(2)

UCC § 2-403(2) provides that a “buyer in [the]
ordinary course of business” may receive valid title to
goods when the goods are purchased from “a merchant
who deals in goods of that kind.” UCC § 2-104(1) defines
merchant as,

a person who deals in goods of the kind
or otherwise by his occupation holds
himself out as having knowledge or
skill peculiar to the practices or goods
involved in the transaction or to whom
such knowledge or skill may be attrib-
uted by his employment of an agent or
broker or other intermediary who by his
occupation holds himself out as having
such knowledge or skKill.

Courts in New York have held that both the original
owner and the buyer in the ordinary course must be
aware that the merchant deals in goods of that kind in
order for the protections of UCC § 2-403(2) to apply.*?
In Porter v. Wentz, for example, the defendant was not
entitled to the protections of UCC § 2-403(2), where he

purchased a painting from a person who was not an art
dealer but rather a delicatessen employee.*®

A “buyer in [the] ordinary course” is a type of a good-
faith purchaser—one that purchases goods from a person
whose business it is to deal in goods of that kind.** As
defined under UCC § 1-201(9), a “buyer in [the] ordinary
course of business” is

a person that buys goods in good faith,
without knowledge that the sale violates
the rights of another person in the goods,
and in the ordinary course from a person,
other than a pawnbroker, in the business
of selling goods of that kind. A person
buys goods in the ordinary course if the
sale to the person comports with the
usual or customary practices in the kind
of business in which the seller is engaged
or with the seller’s own usual or custom-
ary practices.

Courts have held that buyers are not entitled to
protection under UCC § 2-403(2) if there are “warning
signs” or “red flags” surrounding the transaction and the
buyer moves forward with the sale without conducting
further due diligence.* “Examples of such warning signs
include a purchase price that is obviously below market,
a sales procedure that differed from previous transactions
between the two parties, or any other ‘reason to doubt the
seller’s ownership of the [goods].””* Moreover, in cases
where the buyer is a merchant, courts have imposed a
higher standard of good-faith, defined as “honesty in fact
and the observance of reasonable commercial standards
of fair dealing in the trade[,]”*” and have required that the
buyer take additional steps to verify the true owner of the
goods to receive protection under UCC § 2-403(2).48

C. Theft

As opposed to contracts for the sale of goods pro-
cured by economic duress and fraud, contracts for the
sale of stolen goods are void.*® Whereas fraud, economic
duress, and theft all involve a wrongful act to procure
goods, theft differs because there is no contract and no de-
livery of the goods with intent to pass title and complete
the sale.°

At common law, a thief acquires no title to stolen
goods and therefore passes no title to a good-faith pur-
chaser of those goods.>! Because no title can pass, a
good-faith purchaser must, upon demand, return the
goods purchased to the rightful owner.?? If the good-faith
purchaser refuses, then the rightful owner may initiate a
replevin action seeking the return of his or her goods.>3

New York courts view the rightful owner’s demand
and the good-faith purchaser’s refusal to return the goods
as a substantive element for a replevin cause of action,
because “[the] good-faith purchaser of stolen property
commits no wrong, as a matter of substantive law, until
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he or she has first been advised of the plaintiff’s claim to
possession and given an opportunity to return the chat-
tel.”>* To prevail on a replevin action, the rightful owner
must establish that he or she has “legal title or a superior
right of possession” over the good-faith purchaser.%®
Here, the rightful owner is only required to prove good
title against the good-faith purchaser; the owner need
not prove superior title against the whole world.%¢ In
response, the good-faith purchaser may defend his or her
title to the goods by, inter alia, establishing that the goods
were not stolen, or asserting statute of limitations or
laches as affirmative defenses.®’

II.  Conclusion

In cases where good-faith purchasers’ title to goods
are in question, it is important for practitioners to under-
stand and identify whether those goods originated from
a void or a voidable contract. The difference is dispositive
as to whether that good-faith purchaser has a claim of
right to the goods at issue. Because the distinction be-
tween void versus voidable contracts is subtle, the New
York Pattern Jury Instructions should adopt instructions
for good-faith purchasers of goods that emanated from
contracts involving duress, fraud, and theft.
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See, e.g., Peters, 34 A.D.3d at 36-37 (holding that the statute of
limitations expired over 70 years ago and that petitioner’s action
is barred by laches for failing to conduct due diligence regarding
artwork’s whereabouts); but see Matter of Flamenbaum, 22 N.Y.3d at
965-66 (holding that estate failed to establish affirmative defense
of laches to the museum’s failure to report missing gold tablet

to authorities); cf. Solomon R. Guggenheim Found., 153 A.D.2d at
153 (holding that the good-faith purchaser bears the burden of
proving the painting was not stolen and therefore falls under UCC
§ 2-403(1)).

Melissa Yang is an associate at Rakower Lupkin

PLLC and a member of the Commercial and Fed-
eral Litigation Section’s Pattern Jury Instructions
subcommittee.

Like what you’'re reading? To regularly receive issues of the NYLitigator,
join NYSBA’s Commercial and Federal Litigation Section (attorneys and law students only).

NYSBA NYLitigator | Spring 2014 | Vol. 19 | No. 1

35



