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that you will receive immediately following the program.

For additional information about continuing education, call us at 1-800-926-7926
ext. 35.
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hand column on your screen.

• Click on the tab labeled “Handouts” that appears, and there you will see a
PDF of the slides for today's program.

• Double click on the PDF and a separate page will open.

• Print the slides by clicking on the printer icon.
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SOURCING TRANSACTIONS:
STRUCTURING KEY TERMS AND
OBLIGATIONS
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ABOUT THE SPEAKERS

 Edward J. Momkus,Member
Momkus McCluskey, Lisle, Ill., emomkus@momlaw.com

Mr. Momkus concentrates his practice in complex business transactions, mergers and acquisitions,
corporate law, financing, business succession and liability prevention systems. He negotiates and
drafts contracts for a wide array of business transactions, including manufacturing contracts, purchase
agreements, equipment leases, corporate and partnership formation, business succession and sales of
businesses. Before founding Momkus McCluskey, Ed previously was employed as corporate attorney at
Leaseway Transportation Corporation and later Evans Products Company, and subsequently became
Appliance Group Counsel at Sunbeam Corporation and General Counsel at Gottlieb Properties.

 Tricia A. Sherick, Partner
Honigman Miller Schwartz and Cohn, Detroit, tsherick@honigman.com

Ms. Sherick’s practice involves representing original equipment manufacturers and Tier 1 suppliers in
the development of strategies when faced with nonperforming suppliers, assisting in contract
negotiations, as well as providing analysis and advice regarding maintenance of supply
relationships. She also advises secured and general creditors in phases of commercial bankruptcy cases
as well as purchasers and sellers of assets in and out of bankruptcy, with a special emphasis on
automotive-related transactions.
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TYPES OF SOURCING AGREEMENTS
 Specific one-time PO specifying the product, quantity

and delivery date, whether or not incorporating other
T&Cs.

 Custom contract - all terms negotiated and drafted
for the particular deal.

 Standard/semi-standard MPA - does not bind to
quantities, but calls for future purchase orders to
specify quantity and delivery dates, perhaps also
pricing.

 Blanket POs - where annual (or other timeframe)
quantity levels are ordered, but release dates,
quantities and perhaps price variations are contained
in “releases”.

 Combinations of the foregoing

 Specific one-time PO specifying the product, quantity
and delivery date, whether or not incorporating other
T&Cs.

 Custom contract - all terms negotiated and drafted
for the particular deal.

 Standard/semi-standard MPA - does not bind to
quantities, but calls for future purchase orders to
specify quantity and delivery dates, perhaps also
pricing.

 Blanket POs - where annual (or other timeframe)
quantity levels are ordered, but release dates,
quantities and perhaps price variations are contained
in “releases”.

 Combinations of the foregoing
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WHAT FORM OF AGREEMENT IS APPROPRIATE?
 What are the buyer’s capabilities and processes?

 Do they follow a well-conceived sourcing process?
 Visit the supplier?
 Samples verified?
 Competitive bidding?

 Are we purchasing core vs non-core products or services?

 What is the market for the products to be ordered? Volatile or stable?

 Generic products vs custom products
 Ownership of Design/Inventions

 Sole source vs multiple sources
 Legally exclusive?
 Effectively, but not legally exclusive?
 Numerous available alternate sources?
 Limit risk by length of term

 Lead times
 Raw material delivery time
 Manufactured goods lead time
 Customs clearance for imported goods

 Tooling/IP ownership and control
 Is it a core/critical product or service?
 Can you replicate if you have no rights in the IP?
 Did your employees contribute to the design or IP?

 Are the company’s T&Cs specific, or broad to cover all circumstances?

 What does “success” look like?
 What are the actual mechanics of how the product/service is received and used?

 What are the buyer’s capabilities and processes?
 Do they follow a well-conceived sourcing process?
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ADVANTAGES OF BLANKET POs

 Minimize inventory while satisfying recurring
requirements

 Minimize administrative expense of obtaining quotes
and processing frequent purchase orders

 Obtain discount pricing through volume commitments
 Reduce lead time
 Control/employ standard terms

 Minimize inventory while satisfying recurring
requirements

 Minimize administrative expense of obtaining quotes
and processing frequent purchase orders

 Obtain discount pricing through volume commitments
 Reduce lead time
 Control/employ standard terms

9
©2016 Momkus McCluskey LLC



DISADVANTAGES OF BLANKET POs

 Ultimate quantities may be difficult to commit
 Can address by setting a range

 Limited incentives for cost improvement unless
productivity reductions built in

 No incentives for innovation

 Typically only refer to “standard” T&Cs

 Ultimate quantities may be difficult to commit
 Can address by setting a range

 Limited incentives for cost improvement unless
productivity reductions built in

 No incentives for innovation

 Typically only refer to “standard” T&Cs
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ADVANTAGES OF MPAs

 Usually MPAs are designed to be used for specific
purposes, especially for critical and/or high value parts
and components

 Consequently, MPAs tend to have provisions that more
closely fit the realities of the transactions for which they
are used

 MPAs usually run for longer times; e.g., lifecycle of the
Ford F150

 Usually MPAs are designed to be used for specific
purposes, especially for critical and/or high value parts
and components

 Consequently, MPAs tend to have provisions that more
closely fit the realities of the transactions for which they
are used

 MPAs usually run for longer times; e.g., lifecycle of the
Ford F150
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DISADVANTAGES OF MPAs

 MPAs tend to be voluminous, complicated documents

 The fact that they typically contain more terms also
means that they often contain terms that will cause the
seller to negotiate

 It also means that they are more likely to involve lawyers
and cost billable time

 MPAs tend to be voluminous, complicated documents

 The fact that they typically contain more terms also
means that they often contain terms that will cause the
seller to negotiate

 It also means that they are more likely to involve lawyers
and cost billable time
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TRANSACTIONS AMENABLE TO
BLANKET POs

 Recurring transactions for expendable goods or services from the
same supplier
 Services – VERY standard only

 Required in a predictable manner during a certain time period,
usually one (1) year

 Standard materials or supplies which require numerous shipments
 Enable the buyer to obtain more favorable pricing through volume

commitments
 Fixed price OR Extremely defined price changes
 Quantity discounts
 Productivity reductions: 2-4%
 Banding

 Oracle Purchase Order Examples

 Recurring transactions for expendable goods or services from the
same supplier
 Services – VERY standard only

 Required in a predictable manner during a certain time period,
usually one (1) year

 Standard materials or supplies which require numerous shipments
 Enable the buyer to obtain more favorable pricing through volume

commitments
 Fixed price OR Extremely defined price changes
 Quantity discounts
 Productivity reductions: 2-4%
 Banding

 Oracle Purchase Order Examples
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PROCESS AND PAPER EQUALLY
IMPORTANT

 Attorneys usually focus on the documents

 Critical to make sure that personnel implement the
documents correctly

 Close coordination with Purchasing Dept.

 Written procedures

 Training is essential

 Attorneys usually focus on the documents

 Critical to make sure that personnel implement the
documents correctly

 Close coordination with Purchasing Dept.

 Written procedures

 Training is essential
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EXAMPLE OF PURCHASING POLICIES (Oracle)
 Purchase Order Types

 Purchasing provides the following purchase order types: Standard Purchase Order, Planned Purchase Order, Blanket Purchase
Agreement, and Contract Purchase Agreement. You can use the Document Name field in the Document Types window to change the
names of these documents. For example, if you enter Regular Purchase Order in the Document Name field for the Standard Purchase
Order type, your choices in the Type field in the Purchase Orders window will be Regular Purchase Order, Planned Purchase Order,
Blanket Purchase Agreement, and Contract Purchase Agreement.

 Standard Purchase Orders

 You generally create standard purchase orders for one-time purchase of various items. You create standard purchase orders when you
know the details of the goods or services you require, estimated costs, quantities, delivery schedules, and accounting distributions. If you
use encumbrance accounting, the purchase order may be encumbered since the required information is known.

 Blanket Purchase Agreements

 You create blanket purchase agreements when you know the detail of the goods or services you plan to buy from a specific supplier in a
period, but you do not yet know the detail of your delivery schedules. You can use blanket purchase agreements to specify negotiated
prices for your items before actually purchasing them.

 Blanket Releases

 You can issue a blanket release against a blanket purchase agreement to place the actual order (as long as the release is within the
blanket agreement effectivity dates). If you use encumbrance accounting, you can encumber each release.

 Contract Purchase Agreements

 You create contract purchase agreements with your suppliers to agree on specific terms and conditions without indicating the goods and
services that you will be purchasing. You can later issue standard purchase orders referencing your contracts, and you can encumber
these purchase orders if you use encumbrance accounting.

 Planned Purchase Orders

 A planned purchase order is a long-term agreement committing to buy items or services from a single source. You must specify tentative
delivery schedules and all details for goods or services that you want to buy, including charge account, quantities, and estimated cost.

 Scheduled Releases

 You can issue scheduled releases against a planned purchase order to place the actual orders. If you use encumbrance accounting, you
can use the planned purchase order to reserve funds for long term agreements. You can also change the accounting distributions on each
release and the system will reverse the encumbrance for the planned purchase order and create a new encumbrance for the release.

 Purchase Order Types

 Purchasing provides the following purchase order types: Standard Purchase Order, Planned Purchase Order, Blanket Purchase
Agreement, and Contract Purchase Agreement. You can use the Document Name field in the Document Types window to change the
names of these documents. For example, if you enter Regular Purchase Order in the Document Name field for the Standard Purchase
Order type, your choices in the Type field in the Purchase Orders window will be Regular Purchase Order, Planned Purchase Order,
Blanket Purchase Agreement, and Contract Purchase Agreement.

 Standard Purchase Orders

 You generally create standard purchase orders for one-time purchase of various items. You create standard purchase orders when you
know the details of the goods or services you require, estimated costs, quantities, delivery schedules, and accounting distributions. If you
use encumbrance accounting, the purchase order may be encumbered since the required information is known.

 Blanket Purchase Agreements

 You create blanket purchase agreements when you know the detail of the goods or services you plan to buy from a specific supplier in a
period, but you do not yet know the detail of your delivery schedules. You can use blanket purchase agreements to specify negotiated
prices for your items before actually purchasing them.

 Blanket Releases

 You can issue a blanket release against a blanket purchase agreement to place the actual order (as long as the release is within the
blanket agreement effectivity dates). If you use encumbrance accounting, you can encumber each release.

 Contract Purchase Agreements

 You create contract purchase agreements with your suppliers to agree on specific terms and conditions without indicating the goods and
services that you will be purchasing. You can later issue standard purchase orders referencing your contracts, and you can encumber
these purchase orders if you use encumbrance accounting.

 Planned Purchase Orders

 A planned purchase order is a long-term agreement committing to buy items or services from a single source. You must specify tentative
delivery schedules and all details for goods or services that you want to buy, including charge account, quantities, and estimated cost.

 Scheduled Releases

 You can issue scheduled releases against a planned purchase order to place the actual orders. If you use encumbrance accounting, you
can use the planned purchase order to reserve funds for long term agreements. You can also change the accounting distributions on each
release and the system will reverse the encumbrance for the planned purchase order and create a new encumbrance for the release.
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PROCESS AND PROCEDURE – SUPPLIER’S VIEW

 Create a Checklist of what’s most important

 Prioritize the items on the checklist

 Prepare specific description of the desired outcome

 Create your own Terms and Conditions of Sale

 Prepare specific description of acceptable outcome

 Prepare list of negotiating options

 Training of negotiators

 Understand what the customer needs vs printed terms of
the form contract

 Create a Checklist of what’s most important

 Prioritize the items on the checklist

 Prepare specific description of the desired outcome

 Create your own Terms and Conditions of Sale

 Prepare specific description of acceptable outcome

 Prepare list of negotiating options

 Training of negotiators

 Understand what the customer needs vs printed terms of
the form contract
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EXAMPLE OF PRIORITIZED CHECKLIST OF
IMPORTANT ITEMS

1. Manufacture to specifications provided by Buyer and agreed upon by Seller

2. Warrant only that product will conform to specifications are described in #1
above

3. Limitations of Liability to Customer Notwithstanding Breach of Warranty within
the 12 month warranty period

4. Indemnity/Defense by Seller

5. Quality Assurance obligations

6. Buyer’s Indemnity/Defense of Seller

7. Government-mandated recalls

8. Elective recalls by customer/ultimate manufacturer

9. Order Process

10. Incoterms

11. Payment Terms

12. Intellectual Property Rights/Indemnity

1. Manufacture to specifications provided by Buyer and agreed upon by Seller

2. Warrant only that product will conform to specifications are described in #1
above

3. Limitations of Liability to Customer Notwithstanding Breach of Warranty within
the 12 month warranty period

4. Indemnity/Defense by Seller

5. Quality Assurance obligations

6. Buyer’s Indemnity/Defense of Seller

7. Government-mandated recalls

8. Elective recalls by customer/ultimate manufacturer

9. Order Process

10. Incoterms

11. Payment Terms

12. Intellectual Property Rights/Indemnity
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DO YOU KNOW THE FACTS?
 We transactional lawyers spend a lot of time knowing the

law and focusing on the documents, but do you know the
answers to the following questions?
 What specific components and parts does your client

outsource? Could you list them?
 What components and parts are made by the client in-

house?
 What specific end products incorporate the

outsourced part or component?
 How many of each end product are sold to/used by the

ultimate users in a year?
 Exactly what products incorporate your client’s

products and who buys them?

 We transactional lawyers spend a lot of time knowing the
law and focusing on the documents, but do you know the
answers to the following questions?
 What specific components and parts does your client

outsource? Could you list them?
 What components and parts are made by the client in-

house?
 What specific end products incorporate the

outsourced part or component?
 How many of each end product are sold to/used by the

ultimate users in a year?
 Exactly what products incorporate your client’s

products and who buys them?
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THE FACTS ARE PROBABLY MORE
IMPORTANT THAN THE LAW

 Did you have the specific list of outsourced components
in front of you when you drafted the form MPA or
Blanket Purchase Order T&Cs?

 Did you know how the outsourced component interacts
with the parts and components manufactured in-house
by your client?

 Did you know each failure mode of the outsourced
component and the consequence to the final product?

 Did you know whether the failure mode creates an
unsafe condition?

 Did you have the specific list of outsourced components
in front of you when you drafted the form MPA or
Blanket Purchase Order T&Cs?

 Did you know how the outsourced component interacts
with the parts and components manufactured in-house
by your client?

 Did you know each failure mode of the outsourced
component and the consequence to the final product?

 Did you know whether the failure mode creates an
unsafe condition?
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• Quantity

• Pricing

• Term and Termination

• Indemnification

• Liability Limits

• Breach of Warranty

• Duty to Mitigate

• Recalls

• Litigation-related clauses/Dispute Resolution

SOME SPECIFIC CLAUSES
• Quantity

• Pricing

• Term and Termination

• Indemnification

• Liability Limits

• Breach of Warranty

• Duty to Mitigate

• Recalls

• Litigation-related clauses/Dispute Resolution
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QUANTITY CLAUSES

 Quantity is the only mandatory term

 Fixed Quantity

 Requirements and Output contracts
 Buyer's requirements and seller's output must be

determined in good faith

 Quantity is the only mandatory term

 Fixed Quantity

 Requirements and Output contracts
 Buyer's requirements and seller's output must be

determined in good faith
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QUANTITY CLAUSES, CONT'D
 Contract should state that buyer will purchase "all of its

requirements" of the goods.

 Other terminology may be found ambiguous:
 As ordered
 As Released
 Blanket Order

 Must be mutuality of obligation

 Some courts require exclusivity.
 A minimum may be sufficient, such as a specified

quantity or dollar amount or percentage of
requirements

 Contract should state that buyer will purchase "all of its
requirements" of the goods.

 Other terminology may be found ambiguous:
 As ordered
 As Released
 Blanket Order

 Must be mutuality of obligation

 Some courts require exclusivity.
 A minimum may be sufficient, such as a specified

quantity or dollar amount or percentage of
requirements
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QUANTITY CLAUSES, CONT'D

 Important to clearly define the goods

 Example: Does a requirements contract for component
part No. 1234 include requirements for future products
that could use the part?

 Important to clearly define the goods

 Example: Does a requirements contract for component
part No. 1234 include requirements for future products
that could use the part?
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QUANTITY: ESTIMATES
 Must understand the role that estimates play

ucc §2-306:
 A term which measures the quantity by the output of

the seller or the requirements of the buyer means such
actual output or requirements as may occur in good
faith, except that no quantity unreasonably
disproportionate to any stated estimate or in the
absence of a stated estimate to any normal or
otherwise comparable prior output or requirements
may be tendered or demanded.

 Parties can establish minimums and maximums

 Must understand the role that estimates play

ucc §2-306:
 A term which measures the quantity by the output of

the seller or the requirements of the buyer means such
actual output or requirements as may occur in good
faith, except that no quantity unreasonably
disproportionate to any stated estimate or in the
absence of a stated estimate to any normal or
otherwise comparable prior output or requirements
may be tendered or demanded.

 Parties can establish minimums and maximums
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IS IT REALLY A CONTRACT?

 Beware the pitfalls of not having a quantity  specified:

Requirements contracts (providing all
required goods) are enforceable if:

Statute of Frauds UCC 2-201:
Contracts are only enforceable with

a quantity term.

Requirements contracts (providing all
required goods) are enforceable if:

Exclusive. Nonexclusive,
but clear and

genuine in intent.

If the contracts do not have a
quantity term, courts must
determine their enforceability.

Considerations include:

1. Whether an estimate or
forecast was included,

2. Industry standards, and

3. The parties’ prior course of
dealings.
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PRICING MODELS
 Fixed – defined product or service, usually needed long-

term. Provides price certainty, but includes a risk
premium. Not amenable to large complex projects

 Inputs (how much you give us) – Time and materials;
Tiered pricing; Banded pricing; Productivity reductions

 Outputs – (what customer operational goals were
achieved) mostly IT, looking at the results: defects fixed,
support incidents addressed, test cases completed,
impact on sales, etc.

 Outcomes (the customer made more $)– Bonuses for
performance

 Fixed – defined product or service, usually needed long-
term. Provides price certainty, but includes a risk
premium. Not amenable to large complex projects

 Inputs (how much you give us) – Time and materials;
Tiered pricing; Banded pricing; Productivity reductions

 Outputs – (what customer operational goals were
achieved) mostly IT, looking at the results: defects fixed,
support incidents addressed, test cases completed,
impact on sales, etc.

 Outcomes (the customer made more $)– Bonuses for
performance
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PRICE ADJUSTMENT CLAUSES
 Almost too many to count (see handout for several

highly varied clauses)
 Fuel cost adjustment contracts in transportation

contracts
 CPI-based adjustments
 Adjustments based on increases in raw material

indexes (PPI Index); e.g., US Producer Price Index (PPI)
for “Plastic materials and Resins Manufacturing
PCU325211325211

 Volume discounts
 Productivity improvements
 Increases in labor rates

 Almost too many to count (see handout for several
highly varied clauses)
 Fuel cost adjustment contracts in transportation

contracts
 CPI-based adjustments
 Adjustments based on increases in raw material

indexes (PPI Index); e.g., US Producer Price Index (PPI)
for “Plastic materials and Resins Manufacturing
PCU325211325211

 Volume discounts
 Productivity improvements
 Increases in labor rates
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DURATION
 If no term is stated, the UCC gap filler applies: contract is

"valid for a reasonable time." UCC §2- 309(2)
 Contract may be terminated upon reasonable notice
 The facts and circumstances determine what is

"reasonable"
 Duty to act in good faith

 Automatic renewal provisions
 Calendar important notice periods
 Consider including an optional extension period if the

other party gives notice of non-renewal

 If no term is stated, the UCC gap filler applies: contract is
"valid for a reasonable time." UCC §2- 309(2)
 Contract may be terminated upon reasonable notice
 The facts and circumstances determine what is

"reasonable"
 Duty to act in good faith

 Automatic renewal provisions
 Calendar important notice periods
 Consider including an optional extension period if the

other party gives notice of non-renewal
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DURATION, CONT'D
 Consider provisions regarding post-expiration

obligations
 Turnover of tooling, documents, or other necessary

information, sell raw materials, etc.
 For Buyers: consider requiring cooperation in moving

to another source
 Upon the expiration or termination of this Agreement,

Supplier will cooperate with Buyer and provide all
reasonably requested support and information
required by Buyer to facilitate Buyer's sourcing of the
Goods to a replacement supplier.

 Consider provisions regarding post-expiration
obligations
 Turnover of tooling, documents, or other necessary

information, sell raw materials, etc.
 For Buyers: consider requiring cooperation in moving

to another source
 Upon the expiration or termination of this Agreement,

Supplier will cooperate with Buyer and provide all
reasonably requested support and information
required by Buyer to facilitate Buyer's sourcing of the
Goods to a replacement supplier.
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TERMINATION CLAUSES:
BY BUYER FOR CAUSE

 Buyer may terminate immediately all or any part of this
Purchase Order, without any liability of Buyer to Seller, if:
(i) Seller repudiates, breaches or threatens to repudiate or
breach any of the terms of this Purchase Order or any other
agreement between Buyer and Seller; (ii) Seller fails to
provide Buyer with adequate and reasonable assurance of
Seller’s ability to perform timely any of Seller’s obligations
under this Purchase Order; (iii) Seller is insolvent;  or (iv)
Seller becomes subject to a bankruptcy proceeding or
similar event.

 Buyer may terminate immediately all or any part of this
Purchase Order, without any liability of Buyer to Seller, if:
(i) Seller repudiates, breaches or threatens to repudiate or
breach any of the terms of this Purchase Order or any other
agreement between Buyer and Seller; (ii) Seller fails to
provide Buyer with adequate and reasonable assurance of
Seller’s ability to perform timely any of Seller’s obligations
under this Purchase Order; (iii) Seller is insolvent;  or (iv)
Seller becomes subject to a bankruptcy proceeding or
similar event.
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TERMINATION CLAUSES: BUYER’S CONVENIENCE
 Notwithstanding the occurrence of any event subject to the terms of Section 16, Buyer may, at

its option, terminate all or any part of this Purchase Order at any time and for any reason by
giving written notice to Seller. Within 30 days after the date Buyer gives notice to Seller of
termination under this Section 13, Seller will submit to Buyer a written notice setting forth in
sufficient detail to allow Buyer to perform an audit, (1) the Purchase Order price for Goods
completed as of the date of termination in accordance with this Purchase Order and not
previously paid for, (2) the actual costs of work in process incurred by Seller as of the date of
termination in furnishing Goods under this Purchase Order to the extent such costs are
reasonable in amount and are properly allocable or apportionable under generally accepted
accounting principles to the terminated portion of this Purchase Order, including the actual
cost of work in the process and materials delivered to Buyer together with the reasonable cost
of discharging liabilities which are so allocable or apportionable (the "Termination Claim"). A
Termination Claim is Seller’s sole remedy for termination of this Purchase Order under this
Section 13 and will under no circumstances include lost profits or incidental or consequential
damages. If the Termination Claim is received by Buyer timely and Buyer is able to verify the
costs set forth in the Termination Claim, Buyer will pay to Seller the amount set forth in the
Termination Claim within sixty (60) days after Buyer completes its review of and approves the
Termination Claim. Notwithstanding the foregoing, if Buyer terminates the Purchase under
this Section 13 as a result of Buyer’s Customer terminating an agreement with Buyer, Buyer’s
liability for the Termination Claim will be limited in proportion to the amounts actually
recovered by Buyer from its Customer for the termination.

 Notwithstanding the occurrence of any event subject to the terms of Section 16, Buyer may, at
its option, terminate all or any part of this Purchase Order at any time and for any reason by
giving written notice to Seller. Within 30 days after the date Buyer gives notice to Seller of
termination under this Section 13, Seller will submit to Buyer a written notice setting forth in
sufficient detail to allow Buyer to perform an audit, (1) the Purchase Order price for Goods
completed as of the date of termination in accordance with this Purchase Order and not
previously paid for, (2) the actual costs of work in process incurred by Seller as of the date of
termination in furnishing Goods under this Purchase Order to the extent such costs are
reasonable in amount and are properly allocable or apportionable under generally accepted
accounting principles to the terminated portion of this Purchase Order, including the actual
cost of work in the process and materials delivered to Buyer together with the reasonable cost
of discharging liabilities which are so allocable or apportionable (the "Termination Claim"). A
Termination Claim is Seller’s sole remedy for termination of this Purchase Order under this
Section 13 and will under no circumstances include lost profits or incidental or consequential
damages. If the Termination Claim is received by Buyer timely and Buyer is able to verify the
costs set forth in the Termination Claim, Buyer will pay to Seller the amount set forth in the
Termination Claim within sixty (60) days after Buyer completes its review of and approves the
Termination Claim. Notwithstanding the foregoing, if Buyer terminates the Purchase under
this Section 13 as a result of Buyer’s Customer terminating an agreement with Buyer, Buyer’s
liability for the Termination Claim will be limited in proportion to the amounts actually
recovered by Buyer from its Customer for the termination.
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TERMINATION CLAUSE: WHAT
ABOUT THE SELLER?

 Simple version: Seller may terminate this agreement at
any time and for any reason, provided that Seller gives
notice of the effective date of such termination no fewer
than __ days prior to the effective date of termination.

 In many contracts it will be necessary to negotiate a
custom provision which protects specific interests of the
parties.

 Simple version: Seller may terminate this agreement at
any time and for any reason, provided that Seller gives
notice of the effective date of such termination no fewer
than __ days prior to the effective date of termination.

 In many contracts it will be necessary to negotiate a
custom provision which protects specific interests of the
parties.
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INDEMNIFICATION

 It is important to note that an indemnity is a distinct right
from the right to claim damages for breach of contract.
Therefore any limitations under an indemnity will be for
that indemnity only and will not operate to limit the
common law right for damages for breach of contract.
Conversely, if the indemnity is intended to be unlimited,
then it is important that this is expressly stated in the
contract so as to prevent any purported limitation of
liability biting.

 It is important to note that an indemnity is a distinct right
from the right to claim damages for breach of contract.
Therefore any limitations under an indemnity will be for
that indemnity only and will not operate to limit the
common law right for damages for breach of contract.
Conversely, if the indemnity is intended to be unlimited,
then it is important that this is expressly stated in the
contract so as to prevent any purported limitation of
liability biting.
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DEFEND, INDEMNIFY AND
HOLD HARMLESS

“Indemnify,” “hold harmless” and “defend” are often used interchangeably, but
actually have distinct and separate meanings:
 Indemnify. Indemnification is a contractual obligation by one party (the

indemnitor) to pay or compensate for the losses, damages or liabilities
incurred by another party (the indemnitee).

 Hold Harmless. In some states, this term only releases the indemnitee from
liability to the indemnitor, not to third parties. An obligation to “hold
harmless” may amount to nothing more than an agreement by the party
giving the indemnity not to seek to counterclaim against the party receiving
the indemnity, even if they have contributed to the event which gave rise to
the indemnity being triggered.

 Defend. In many states, the obligation to indemnify does not occur until
resolution of the case, when the indemnitee has had a judgment entered
against it for damages, or has made payments or suffered actual loss—
unless the contract requires such a defense. Also, in some states (like
California and New York), the right to indemnify includes the reasonable
costs of defense, but in other states (like Illinois), it does not, unless
expressly stated.

“Indemnify,” “hold harmless” and “defend” are often used interchangeably, but
actually have distinct and separate meanings:
 Indemnify. Indemnification is a contractual obligation by one party (the

indemnitor) to pay or compensate for the losses, damages or liabilities
incurred by another party (the indemnitee).

 Hold Harmless. In some states, this term only releases the indemnitee from
liability to the indemnitor, not to third parties. An obligation to “hold
harmless” may amount to nothing more than an agreement by the party
giving the indemnity not to seek to counterclaim against the party receiving
the indemnity, even if they have contributed to the event which gave rise to
the indemnity being triggered.

 Defend. In many states, the obligation to indemnify does not occur until
resolution of the case, when the indemnitee has had a judgment entered
against it for damages, or has made payments or suffered actual loss—
unless the contract requires such a defense. Also, in some states (like
California and New York), the right to indemnify includes the reasonable
costs of defense, but in other states (like Illinois), it does not, unless
expressly stated.
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INDEMNIFICATION PROVISIONS IN
SUPPLY CONTRACTS

 Indemnification provisions provide that the indemnifying
party covers the indemnified party for "losses, liabilities,
claims and causes of action" that arise out of the
underlying contract

 There are two types of indemnification-
 Indemnification For Direct Claims
 Indemnification For Third Party Claims

 Indemnification provisions provide that the indemnifying
party covers the indemnified party for "losses, liabilities,
claims and causes of action" that arise out of the
underlying contract

 There are two types of indemnification-
 Indemnification For Direct Claims
 Indemnification For Third Party Claims
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WHAT'S THE DIFFERENCE?
 Direct claims
 Indemnifying party covers the indemnified party for

any breach of the supply contract
 Indemnification for direct claims is not common

 Best practices for direct claims
 Language must be precise: clear and unambiguous

that the parties are indemnifying for direct claims
 Caution: if the supply contract contains a limitation on

liability, consider whether a party should have the
right to recover under the indemnity over and above
the liability limit. If not, then include a reference to the
indemnification clause in the limitation on liability.

 Direct claims
 Indemnifying party covers the indemnified party for

any breach of the supply contract
 Indemnification for direct claims is not common

 Best practices for direct claims
 Language must be precise: clear and unambiguous

that the parties are indemnifying for direct claims
 Caution: if the supply contract contains a limitation on

liability, consider whether a party should have the
right to recover under the indemnity over and above
the liability limit. If not, then include a reference to the
indemnification clause in the limitation on liability.
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THIRD PARTY CLAIMS

 If the item supplied is a component of the ultimate
product, much depends on the existence of/lack of
cooperation between Buyer and Seller

 If the item supplied is the final finished product, who
designed it?

 Failure to warn claims vs defective design vs defective
manufacture

 If the item supplied is a component of the ultimate
product, much depends on the existence of/lack of
cooperation between Buyer and Seller

 If the item supplied is the final finished product, who
designed it?

 Failure to warn claims vs defective design vs defective
manufacture
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INDEMNIFICATION FOR THIRD PARTY
CLAIMS

 Arises where a third party makes a claim against an
indemnified party that relates to the supply contract

 More common than direct claims indemnification

 Magic Language:
 Option 1: "Party A will indemnify Party B"
 Option 2: "Party A will indemnify and hold harmless Party

B"
 Option 3: "Party A will indemnify, defend and hold harmless

Party B"

Preferred Language: Option 3

 Arises where a third party makes a claim against an
indemnified party that relates to the supply contract

 More common than direct claims indemnification

 Magic Language:
 Option 1: "Party A will indemnify Party B"
 Option 2: "Party A will indemnify and hold harmless Party

B"
 Option 3: "Party A will indemnify, defend and hold harmless

Party B"

Preferred Language: Option 3
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WHAT'S THE DIFFERENCE?

 In Option 2, most courts read "indemnify and hold
harmless" synonymously as "indemnification"

 Some courts, however, assign a separate and distinct
meaning-requires indemnifying party to advance
payment for covered unpaid costs and expenses (e.g.,
liabilities) as they are incurred

 Additionally, under applicable state law, "hold harmless"
may be interpreted as the indemnifying party releasing
the indemnified party from claims arising out of the
indemnified action

 In Option 2, most courts read "indemnify and hold
harmless" synonymously as "indemnification"

 Some courts, however, assign a separate and distinct
meaning-requires indemnifying party to advance
payment for covered unpaid costs and expenses (e.g.,
liabilities) as they are incurred

 Additionally, under applicable state law, "hold harmless"
may be interpreted as the indemnifying party releasing
the indemnified party from claims arising out of the
indemnified action
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WHAT'S THE DIFFERENCE?
CONT'D

 Under Option 3 ("Party A will indemnify, defend and hold
harmless Party B"), inclusion of "defend“ obligates the
indemnifying party to "defend“ regardless of the merits
of the underlying claim

 Exists only in the context of third party claims

 Under Option 3 ("Party A will indemnify, defend and hold
harmless Party B"), inclusion of "defend“ obligates the
indemnifying party to "defend“ regardless of the merits
of the underlying claim

 Exists only in the context of third party claims
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CARVE-OUTS FROM INDEMNIFICATION
CLAUSES

 Consider carve-outs and their impact. The following

 are most common:
 Gross negligence of indemnified party
 Fraud and/or intentional misconduct of indemnified

party
 Bad faith failure to comply with the supply agreement
 Misuse and failure to use the products supplied in

accordance with the specifications

 Consider carve-outs and their impact. The following

 are most common:
 Gross negligence of indemnified party
 Fraud and/or intentional misconduct of indemnified

party
 Bad faith failure to comply with the supply agreement
 Misuse and failure to use the products supplied in

accordance with the specifications
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INTERPLAY WITH INCIDENTAL
AND CONSEQUENTIAL DAMAGE

WAIVERS
 Consider interaction with the incidental and consequential

damage waiver

 If the parties intend for the indemnity to cover these types
of damages, then carve the indemnification clause out of
the waiver

 If the indemnification is not expressly excluded from the
waiver, then the result is that the indemnifying party is not
required to indemnify for indirect and consequential
damages

 Consider interaction with the incidental and consequential
damage waiver

 If the parties intend for the indemnity to cover these types
of damages, then carve the indemnification clause out of
the waiver

 If the indemnification is not expressly excluded from the
waiver, then the result is that the indemnifying party is not
required to indemnify for indirect and consequential
damages
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LIABILITY CAPS AND WAIVERS

 Consider whether the indemnification provision should
have its own overall caps and internal limitations
 Overall Cap
 Thresholds
 Deductibles

 Also, the general rule is that indemnification provisions
should be carved out of the damage limitation unless it is
clear that the parties intend for it to be limited

 Consider whether the indemnification provision should
have its own overall caps and internal limitations
 Overall Cap
 Thresholds
 Deductibles

 Also, the general rule is that indemnification provisions
should be carved out of the damage limitation unless it is
clear that the parties intend for it to be limited
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LIMITS ON LIABILITY

 Include or exclude some obligations from a liability limit?
E.g., fines.

 Include or exclude indemnity obligations from a
disclaimer of consequential damages?

 Baskets and hurdles – Where a claim must exceed a
certain amount before it is subject to indemnification.

 Caps - Where an indemnity has a financial cap the
indemnified party may, depending on any other
limitation clauses, still have an uncapped claim in
contract law for any breach of contract.

 Include or exclude some obligations from a liability limit?
E.g., fines.

 Include or exclude indemnity obligations from a
disclaimer of consequential damages?

 Baskets and hurdles – Where a claim must exceed a
certain amount before it is subject to indemnification.

 Caps - Where an indemnity has a financial cap the
indemnified party may, depending on any other
limitation clauses, still have an uncapped claim in
contract law for any breach of contract.
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DISCLAIMING CONSEQUENTIAL DAMAGES

 "Neither party will be held liable for consequential or
incidental damages"

 Left with "general" or "direct" damages

 What are consequential damages?

 May limit damages beyond what is intended
 Seller sold components to a aircraft manufacturer that

proved to be defective and thus a breach of a warranty.
25 planes had to be idled for 30 days while new part was
designed and manufactured and repairs made. Repairs
cost $10,000 per aircraft. Downtime damages were
$25,000 per day.

 "Neither party will be held liable for consequential or
incidental damages"

 Left with "general" or "direct" damages

 What are consequential damages?

 May limit damages beyond what is intended
 Seller sold components to a aircraft manufacturer that

proved to be defective and thus a breach of a warranty.
25 planes had to be idled for 30 days while new part was
designed and manufactured and repairs made. Repairs
cost $10,000 per aircraft. Downtime damages were
$25,000 per day.
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DISCLAIMING CONSEQUENTIAL
DAMAGES, CONT’D

 Direct damages:
 $10,000 repair cost x 25 planes = $250,000

 Consequential damages:
 25 planes x $25,000 per day x 30 days = $18,750,000

 Because of a consequential damage waiver, the
buyer/manufacturer could not recover its most
significant damages

 Direct damages:
 $10,000 repair cost x 25 planes = $250,000

 Consequential damages:
 25 planes x $25,000 per day x 30 days = $18,750,000

 Because of a consequential damage waiver, the
buyer/manufacturer could not recover its most
significant damages
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DISCLAIMING CONSEQUENTIAL
DAMAGES, CONT'D

 May not give the protection you want. For example, damages to a buyer for
delay or lost profits may be "direct“ damages versus a consequential
damage
 Example: Seller improperly terminated its distribution agreement with

Buyer and thus Buyer lost sales- the court held that lost profits were direct
damages and not impacted by a waiver of consequential damages

 Avoid ambiguities with a carefully drafted damages waiver:
 In no event will either party be liable under this Agreement to the other

party for any consequential, incidental, indirect, exemplary, special or
punitive damages, including any damages for business interruption, loss of
use, revenue or profit, whether arising out of breach of contract, tort
(including negligence) or otherwise, regardless of whether such damages
were foreseeable and whether or not the breaching party was advised of
the possibility of such damages.

 May not give the protection you want. For example, damages to a buyer for
delay or lost profits may be "direct“ damages versus a consequential
damage
 Example: Seller improperly terminated its distribution agreement with

Buyer and thus Buyer lost sales- the court held that lost profits were direct
damages and not impacted by a waiver of consequential damages

 Avoid ambiguities with a carefully drafted damages waiver:
 In no event will either party be liable under this Agreement to the other

party for any consequential, incidental, indirect, exemplary, special or
punitive damages, including any damages for business interruption, loss of
use, revenue or profit, whether arising out of breach of contract, tort
(including negligence) or otherwise, regardless of whether such damages
were foreseeable and whether or not the breaching party was advised of
the possibility of such damages.
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INSURANCE

 Indemnification provisions should reflect the parties’
insurance coverage. The indemnitor for a type of loss
should be the one to obtain insurance for that loss
and should name the indemnitee as an additional
insured.

 Indemnity may only be as strong as the insurance
the party has to back it up—especially where the
indemnitor is a small company with limited assets.

 Conversely, where you are giving the indemnity,
always make sure that doing so is permitted under
your insurance.

 Indemnification provisions should reflect the parties’
insurance coverage. The indemnitor for a type of loss
should be the one to obtain insurance for that loss
and should name the indemnitee as an additional
insured.

 Indemnity may only be as strong as the insurance
the party has to back it up—especially where the
indemnitor is a small company with limited assets.

 Conversely, where you are giving the indemnity,
always make sure that doing so is permitted under
your insurance.
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BREACH OF
WARRANTY/REPRESENTATION

 In the sale of most goods it is necessary to negotiate the
warranties and representations in conjunction with the
indemnity provisions

 Effect of multiple design warranties in a product that
includes multiple components from multiple suppliers

 Beware the warranty that the product will fulfill its
intended purpose

 In the sale of most goods it is necessary to negotiate the
warranties and representations in conjunction with the
indemnity provisions

 Effect of multiple design warranties in a product that
includes multiple components from multiple suppliers

 Beware the warranty that the product will fulfill its
intended purpose
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WARRANTIES - A REFRESHER
 Implied warranties
 Warranties that are implied by law
 Examples include:
 Merchantability
 Fitness for a particular purpose
 Title
 Against infringement
 Course of dealing
 Usage of trade

 Implied warranties are frequently waived.

 Implied warranties
 Warranties that are implied by law
 Examples include:
 Merchantability
 Fitness for a particular purpose
 Title
 Against infringement
 Course of dealing
 Usage of trade

 Implied warranties are frequently waived.
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WARRANTIES - A REFRESHER,
CONT'D

 Express Warranties
 No magic words or specific intention is needed if it goes to

the essence of the agreement and relates to type, quality,
or condition

 Can be written or oral
 Can arise before, at the time of, or after the contract is

entered into
 Use merger/integration clauses
 Use "modifications must be in writing and signed by both

parties"
 Waiving express warranties can be tricky

 Express Warranties
 No magic words or specific intention is needed if it goes to

the essence of the agreement and relates to type, quality,
or condition

 Can be written or oral
 Can arise before, at the time of, or after the contract is

entered into
 Use merger/integration clauses
 Use "modifications must be in writing and signed by both

parties"
 Waiving express warranties can be tricky
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WARRANTIES - BEST PRACTICES
AND REMINDERS

 Remember: a warranty is only as good as your remedy
for breach

 Do not give away your breach of warranty claims with
other damages limitations - watch waivers of incidental
and special damages and limitations on liability clauses

 Include conditions that invalidate the warranty (e.g.,
abuse, misuse, improper storage and handling, etc.)

 Make upstream and downstream warranties mirror each
other

 Remember: a warranty is only as good as your remedy
for breach

 Do not give away your breach of warranty claims with
other damages limitations - watch waivers of incidental
and special damages and limitations on liability clauses

 Include conditions that invalidate the warranty (e.g.,
abuse, misuse, improper storage and handling, etc.)

 Make upstream and downstream warranties mirror each
other
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WARRANTIES - BEST PRACTICES AND
REMINDERS, CONT’D

 Consider a contractual statute of limitations

 UCC §2-725 provides:
 (1) An action for breach of any contract for sale must be

commenced within four years after the cause of action has
accrued. By the original agreement the parties may reduce
the period of limitation to not less than one year, but may
not extend it.

 (2) ... A breach of warranty occurs when tender of delivery is
made, except that where a warranty explicitly extends to
future performance of the goods and discovery of the
breach must await the time of such performance the cause
of action accrues when the breach is or should have been
discovered.

 Consider a contractual statute of limitations

 UCC §2-725 provides:
 (1) An action for breach of any contract for sale must be

commenced within four years after the cause of action has
accrued. By the original agreement the parties may reduce
the period of limitation to not less than one year, but may
not extend it.

 (2) ... A breach of warranty occurs when tender of delivery is
made, except that where a warranty explicitly extends to
future performance of the goods and discovery of the
breach must await the time of such performance the cause
of action accrues when the breach is or should have been
discovered.
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DUTY TO MITIGATE?

 In the US the duty to mitigate is nearly universal, but it is
nonetheless good practice to include it in the document:
“Without limiting any obligation to mitigate damages
that is imposed by law…”

 NOTE: In some other countries (UK) whether the
beneficiary of an indemnity will have a duty to mitigate
their loss will depend on if their claim is considered a
debt claim or a damages claim. To avoid confusion it is
advisable to always make it clear whether the beneficiary
is under a duty to mitigate or not.

 In the US the duty to mitigate is nearly universal, but it is
nonetheless good practice to include it in the document:
“Without limiting any obligation to mitigate damages
that is imposed by law…”

 NOTE: In some other countries (UK) whether the
beneficiary of an indemnity will have a duty to mitigate
their loss will depend on if their claim is considered a
debt claim or a damages claim. To avoid confusion it is
advisable to always make it clear whether the beneficiary
is under a duty to mitigate or not.
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RECALLS

 Government-mandated (safety/misrepresentation)

 Seller’s decision to recall without any governmental
requirement (reputation/customer satisfaction)

 Effect on product liability claims

 Government-mandated (safety/misrepresentation)

 Seller’s decision to recall without any governmental
requirement (reputation/customer satisfaction)

 Effect on product liability claims
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LITIGATION-RELATED PROVISIONS
 Choice of law
 without regard to choice-of-law principles
 if choice of law applies to extra-contractual matters that

arise from the contract or all relations between the parties,
expressly say so

 contracts with international parties, must consider the
Convention on Contracts for the International Sale of
Goods (CISG)
 • To opt out, must specifically and unequivocally do so:
The parties agree that the United Nations Convention on
Contracts for the International Sale of Goods does not apply
to this Agreement.

 Choice of law
 without regard to choice-of-law principles
 if choice of law applies to extra-contractual matters that

arise from the contract or all relations between the parties,
expressly say so

 contracts with international parties, must consider the
Convention on Contracts for the International Sale of
Goods (CISG)
 • To opt out, must specifically and unequivocally do so:
The parties agree that the United Nations Convention on
Contracts for the International Sale of Goods does not apply
to this Agreement.
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LITIGATION-RELATED
PROVISIONS, CONT'D

 Choice of forum
 mandatory vs. permissive
 forum non conveniens defense waived?
 transfer and removal rights waived?

 Choice of forum
 mandatory vs. permissive
 forum non conveniens defense waived?
 transfer and removal rights waived?
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DISPUTE RESOLUTION PROCESSES
 Can be helpful, but must be very clear
 Escalation clauses
 Operational executives
 Senior executives
 Mediation
 Litigation (or arbitration)

 Include a carve out for emergency relief:
 Injunction
 TRO
 Specific Performance
 Claim and Delivery (Replevin)

 Can be helpful, but must be very clear
 Escalation clauses
 Operational executives
 Senior executives
 Mediation
 Litigation (or arbitration)

 Include a carve out for emergency relief:
 Injunction
 TRO
 Specific Performance
 Claim and Delivery (Replevin)
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