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Sailing Through the

30-SECOND SUMMARY Contract manufacturing involves negotiation between two parties: the manufacturer and the brand name owner. For commercial
purposes, the arrangement works well. Each party is able to focus on their core competencies. For example, a contract manufacturer for Hershey's will combine
the milk purchased from a dairy farm with ingredients purchased from other suppliers, and will then sell the finished candies to Hershey's to sell under its own
brand name. In an effort to best manage its supply chain, Hershey's decides it needs an agreement directly with the dairy to ensure they provide the highest
quality milk possible. But, when the lawyers sit down to hammer out the contracts, problems often arise. Three strategies can resolve these contractual issues:
the one-to-one contracting model, agreements in tandem, or a Joinder, which brings the contract manufacturer under the terms of the Master Agreement.

Sermuda Iriangle

You may not think you are familiar with the world of contract manufacturing, but it would
be nearly impossible, unless you are living off the grid, to avoid the products assembled by
them. If the names IBM, Hewlett-Packard or Dell Computers mean anything to you, or if
you have purchased a medical, electronic or even confectionery product in the past decade,
then you have bought something that was made by a contract manufacturer. According to
industry publications, over 90 percent of notebook computers are actually designed and
manufactured, not by their brand name owners, but by outsourced companies in Taiwan.!

of Contracting

By Sasha Glassman and Stuart Zigun
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From medical devices to pharma-
ceuticals?, computing® to food manu-
facturing and automobiles, the con-
tract manufacturing process works like
this: The supplier, also known as the
manufacturer, manufactures parts or
components for its customer, the brand
name owner (BNO). The BNO doesn’t
want to put all the pieces of its product
together itself, and so it outsources this
function to a contract manufacturer
(CM). The CM then takes the sup-
plier’s component(s), along with those
from other suppliers, uses the specifi-
cations from the BNO, puts the pieces
together, and ships the product to the
BNO (or to the BNO’s customer) who
then puts its brand on the product and
markets it for sale.

If you find yourself negotiating an
agreement as a supplier, BNO or CM,
you are going to run into a frustrat-
ing scenario we have dubbed the CM
Bermuda Triangle, where many a
contract has been lost forever.

The process works like this: The BNO
(i.e., the brand name that actually sells
the product to the retail market — for
example, let’s say Hershey’s), decides it
no longer wants to enrobe its choco-
late-covered candies itself. Since the
process isn't particularly proprietary,
and it's messy anyhow, Hershey’s de-
cides to leave that job to someone else.
So, Hershey’s hires a contract manufac-
turer (CM), or co-packer, as they are
known in the food products industry,
to cover its candies in Hershey’s choco-
late.* The co-packer, most likely located
in a low-labor cost locale, will need the
milk, along with many other ingredi-
ents that will go into the candies, so
they will source from a dairy (known as
a supplier or manufacturer in other in-
dustries).” The co-packer will combine
the milk purchased from the dairy with
other ingredients purchased from other
suppliers, and will sell the finished can-
dies to Hershey’s to sell under its own
brand name.

SAILING THROUGH THE BERMUDA TRIANGLE OF CONTRACTING

In an effort to best manage its sup-
ply chain, Hershey’s decides it needs
an agreement directly with the dairy
to ensure they provide the highest
quality milk possible. Additionally,
Hershey’s would like the dairy to sell
to the co-packer just as if the dairy
were selling directly to Hershey’s.

In other words, Hershey’s will want
preferential payment terms, quality
assurances and delivery commitments
(just to name a few clauses) included
in its agreement with the dairy. To
this end, Hershey’s will negotiate a
full-fledged Master Supply Agreement
with the dairy, with the expectation
that the co-packer will be entitled

to all the benefits of that agreement.
The dairy, wanting to be responsive

to such a large customer, will enter-
tain Hershey’s request to enter into a
full Master Supply Agreement, even
though it is the co-packer that will
actually be purchasing the milk.

For commercial purposes, the ar-
rangement works well. Each party is
able to focus on their core competen-
cies. But, when the lawyers sit down
to hammer out the agreements, each
party seems to have a different idea
of where the contractual obligations
should run. The dairy wants to con-
tract and be obligated only with the
co-packer since that is their customer.
However, Hershey’s, attempting to
best manage its supply chain, would
like a contract in place directly with
the dairy, as well as with the co-
packer, to ensure they are getting the
best deal possible. The co-packer finds
itself caught in the middle, squeezed

sasha.glassman@emerson.com
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from both sides. Hershey’s will want
the candy maker to sign up to many
obligations — from delay penalties to
price guarantees. The co-packer will
then try to flow those down to the
dairy, along with its other materials
suppliers, but the dairy will likely not
accept those obligations, especially
since the co-packer doesn’t have the
negotiating power that Hershey’s
does. After all, Hershey’s decides who
the suppliers will be, so the co-packer
can’t shop around or decide not to
purchase from the supplier. In this
scenario, the candy maker may decide
it is better off not having a formal
agreement in place with the dairy at
all. That way, the candy maker can
avoid clauses that the dairy will insist
upon, like a cap on liability or an ex-
clusion of consequential damages.

If you find yourself in the CM
Bermuda Triangle, you will need some
creative ideas to negotiate your way
through it.

Outsourcing, or employing another
for that which one does not wish to
do himself, has a history as old as
mankind, but modern-day contract
manufacturing is most often traced
back to the 1980s.¢

Since the mid-1980s, and particularly
since the early 1990s, large and well-
known American (and more recently,
European) electronics companies such
as Apple, IBM, NCR, Philips, AT&T,
Hewlett Packard, Digital Equipment
and Ericsson have been abandoning
their internal manufacturing operations

Sasha Glassman is corporate counsel for Emerson Electric, a global manufacturing company.
She negotiates agreements for the company’s Embedded Computing and Power business
as well as assists with ethics and environmental compliance around the world.

Stuart Zigun is assistant general counsel of Emerson Electric, a certified professional contracts
manager, a fellow of NCMA, a licensed patent attorney and has over 30 years of experience
working in-house with global high technology companies.



What | know:
| know keeping costs in check is vital to my company
| know, having put two daughters through college, that keeping costs in check is vital to my family.
| know if you treat your people like family, they'll take care of the business
) peay
| know we reached our ten-vear goal of being 100% employee owned in nine years.
| know that makes our employees family.

| know my Bradley Arant Boult Cummings attorney helps me keep my legal costs in check.

I know my Bradley Arant Boult Cummings attorney treats my matters as if | were family,

, a4
That's what | know. {Uuthe— foni—

BILL ROARK
CEQ
TORCH TECHNOLOGIES

BEST

I-AW HRMS AMONG THE \". I.l[}'::ﬁ'f.{ BEST LAWYERS

Best Lawyers: L BRADLEY ARANT
ol BouLT CUMMINGS

babc.com | ALaBaAMA | DISTRICT OF COLUMBIA | MISSISSIPPI | NORTH CAROQLIMA | TENNESSEE
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Figure 1: Sample product supply chain (dashed outline signifies optional parties)

en mass and turning to contract manu-
facturers to build their products.”

And it isn’t just large companies that
use contract-manufacturing services;
small business can also find the ar-
rangement advantageous in reducing
cost, increasing output and shifting
liability.! However, even today, with
contract manufacturing having been
in place for a substantial period of
time, most consumers are unaware
of the practice, leading The New York
Times to dub the practice “stealth
manufacturing”

Since the 1990s, the electronics
contract-manufacturing market has
consolidated, and there are now two
primary players: Foxconn/Hon Hai and
Flextronics, both based in Asia.

Although Asia, and Taiwan specifi-
cally, now lead the electronic con-
tract-manufacturing services market,
domestic contract manufacturing
can still be found in the United States
and the European Union. Particularly

in the case of chip manufacturing,
companies such as Intel and others
have invested in US manufacturing
plants.'® Contract manufacturers
located in high labor-cost locales are
able to compete by offering what some
term “high-level assembly services”
that require advanced levels of engi-
neering and specialization.

The traditional contracting model
(i.e., each party would contract only
with the party to which it had a
direct relationship) has only begun
to change in the past decade. BNOs
have become increasingly interested
in having full-fledged master agree-
ments in place with their suppliers,
whether or not they place any direct
orders with that supplier, or if all
purchases will in fact go through a
contract manufacturer.

This new scenario gives rise to a num-
ber of contractual issues:

Keeping the parties straight

SUPPLIER

Also known as the manufacturer, the supplier makes

a component that it then sells to the CM.

CONTRACT MANUFACTURER (CM)

Also known as a co-packer (food industry), Original Design Manufacturer

or Electronics Manufacturing Services (electronic industry), Contract
Manufacturing Organization or Contract Development and Design Organization
or Loan License Manufacturer (Pharmaceutical Industry), or Turn Key

Product Manufacturer, the CM takes the components from the supplier and
combines it with other parts to create a completed product for the BNO.

BRAND NAME OWNER (BNO)

Also known as the Original Equipment Manufacturer (electronics industry),
the BNO takes the product from the CM and sells it to the marketplace,
whether through distribution or other channels, under its own name.
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What happens when the CM

attempts to flow-down terms
from the Contract Manufactur-
ing Agreement to the supplier to
which the supplier is not obligated
per its Master Agreement with
the CM? A good example of this
type of term is a late-delivery
penalty or liquidated-damages
clause for deliveries made past the
delivery date. The BNO, in many
cases, has successfully negotiated
such a clause with its CM that
requires the CM to pay the BNO if
it delivers product late. However,
the BNO may not have been so
successful in negotiating such a
clause in its Master Agreement
with the supplier. This, of course,
makes sense because the BNO is
not all that interested in whether
the supplier delivers late, but in
whether the CM delivers late.

So, when the CM then attempts
to flow-down the late delivery
penalty clause to the supplier, the
supplier is unwilling to sign up to
such terms, pointing out that it
was not required to do so under
the Master Agreement.

What happens when there are
overlapping and inconsistent obli-
gations? Given that the agreements
between the BNO and the sup-
plier and between the CM and the
supplier both cover the same leg
of the supply chain, the potential
for inconsistent and overlapping
obligations arises. For example,
the BNO may negotiate 30-day
payment terms, expecting that
these terms will be extended to the
CM. However, when the CM is not
willing to join in the supplier/BNO
agreement, and instead negotiates
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Figure 2: Current contracting practice between

the BNO, CM and supplier

Master Supply
Agrecment

its own full-fledged Supply Agree-
ment, the supplier may only extend
45-day payment terms. Thus, the
BNO is not getting the benefit out
of the Master Agreement it went

to so much trouble to negotiate
and, in effect, is left with only a
post-sale obligations agreement.
This also does not work well for
the supplier who has seemingly
overlapping and potentially con-
flicting obligations to the BNO and
the CM. The supplier is often most
concerned with the limitation of li-
ability clause, which limits the sup-
plier’s exposure under agreement.
The CM and BNO agreements will
understandably contain differing
caps on liability for the supplier.
This happens for a number of
reasons: 1) The CM does not have
the bargaining power that the BNO
enjoys; 2) the potential for liability
really arises once the product has
reached the BNO’s end customer,
not in the interim steps; and 3)

the CM is likely buying in much
smaller quantities than the BNO
does. With differing caps on liabil-

Contract Manulacturing
Agreement

Supply Agreement

ity, the supplier has no assurance
that one or the other will apply, or
if they would be obligated to both
caps on liability in the aggregate.

Initial attempts to bring the
contractual obligations between
the parties in line with each other
have focused on signing CMs up
to the Master Agreements through
mechanisms, such as Joinders, that
bring the CM under the terms of the
Master Agreement. Once joined, all
the supplier’s obligations under the
Master would now be obligations
to the CM, and vice versa. Often,
payment terms will be explicitly not
included when joining the CM to the
Master Agreement, and the Supplier
and CM will be left to negotiate their
own payment terms.

These efforts have been rebuked by
both CMs and BNOs on a number
of grounds. The CMs understand-
ably want to negotiate their own
agreements, rather than be bound by
a contract they did not participate
in crafting. To use the late-delivery
penalty example again, why would the
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CM want to sign up to an agreement
that did not require the supplier to
pay them a late-delivery penalty, when
the CM has to pay such a penalty to
the BNO? Given this concern, CMs,
in large part, have refused to sign
Joinders at all.

Given that this initial attempt at
resolving this contractual conun-
drum has been less than adequate, we
recommend three different strategies:
1) You can attempt to return to the
simplified, one-to-one contracting
model in which each party contracts
only with those it has a direct buy/
sell relationship with; 2) you can
attempt to negotiate the agreements
in tandem, so that all obligations be-
tween the parties are sorted out at the
same time; or (3) you can pursue the
“Joinder scenario” described above if
the parties are amenable.

A return to the olden days - the

direct, one-to-one contracting model
Under the direct contracting model,
contracts would only be in place
between parties who have a direct
buy/sell relationship. This model has
a number of advantages. One, it is
simple. The BNO, CM and supplier
will easily be able to understand their
obligations under each agreement
with no overlap. The BNO can take
an active part in negotiating the CM/
supplier agreement by requiring that
the CM flow-down certain provisions
of the BNO/CM agreement. The BNO
can also directly communicate to the
terms it requires the supplier to agree
upon with the CM.

Tandem negotiations, risk-hased

pricing and cumulative caps

Under this scenario, the BNO and

the supplier would still have a Master
Agreement in place, covering all terms
and conditions of sale, including
forecasting obligations and liabilities
that the BNO has to the supplier.
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There would also be contracts in place
between the parties who have a direct
buy/sell relationship (e.g., supplier to
CM, CM to BNO). See Figure 2 for a
visual representation.

Here, the key to achieving mutually
advantageous agreements largely lies
in the timing, both from a commercial
perspective and a contractual one. On
the business side of things, the product
must have some revenue-generating
future. In other words, sales should
either be flat or increasing, but certainly
not heading toward end of life. This is
because considerable time, effort and
patience will need to go into achieving
final agreements between the parties,
and no one is going to be motivated to
expend such energies for a product that
has limited future viability.

The second key to tandem negotia-
tions is that the parties must all be ne-
gotiating their agreements at the same
time with a goal of closing them togeth-
er. This way, all parties are incentivized
to reach an agreement. For example, if

SAILING THROUGH THE BERMUDA TRIANGLE OF CONTRACTING

the supplier refuses to close its agree-
ment with the BNO until its agreement
with the CM is finalized, the BNO is
more likely to push its CM to come to
an agreement with the supplier.
Another tool that suppliers can
use to encourage CMs to negotiate is
differential, risk-based pricing. Risk-
based pricing is an extension of the
idea that price should always contain
all the costs of doing business — from
the cost of materials to management
costs, transportation, taxes and all the
other costs that go into producing a
product. However, prices often fail
to vary based on the element of risk.
The insurance industry is, of course,
founded on accurately being able to
assess and price risk, but this same
model can be applied to any product
or service. For example, if a product
is being sold to a party who refuses
to enter into a sales agreement, that
would be a riskier sale than one that
already has an agreement in place, as-
suming that agreement contains such

Update: Contract manufacturing agreements in
the pharmaceutical industry — draft guidance

As you might guess, due to the highly-regulated nature of their industry,
use of contract manufacturers in the pharmaceutical space must comply
with many requirements. Just as Federal Acquisition Regulations (FAR)
require that government contractors flow-down certain provisions to

their suppliers, the FDA has similar requirements for drug makers.

To that end, in May 2013, the FDA issued draft guidance on the Quality
Agreements that drug manufacturers are required to have in place.!!
Specifically, the draft guidance notes that “Quality Agreements are not
commercial or business agreements; they do not cover issues such as
general business terms and conditions, confidentiality, pricing or cost
issues, delivery terms, or limits on liability or liquidated damages.” A
Quality Agreement should cover these basic areas: purpose/scope, terms,
dispute resolution, responsibilities (including communication mechanisms
and contacts), and change control and revisions. Areas of responsibility
include: quality unit responsibilities, facilities and equipment, materials
management, product-specific requirements and responsibilities, laboratory
controls, and documentation. The final section offers hypothetical
situations that illustrate common problems in CMO arrangements,

along with the FDA’s thoughts on possible resolutions, including actions
that may be taken against the owner and the contracted facility.
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standard risk-limiting provisions,
such as exclusions of consequential
damages and limitations of liability.
Thus, the supplier can motivate the
CM to enter into a formal Supply
Agreement by pricing the product
and/or service higher when there is
no agreement in place.

A supplier can also remedy the mul-
tiple-cap-on-liability issue by inserting
a clause such as the following:

For all claims arising hereunder, whether
from a CM, subcontractor, agent, etc. ... the
cap on liability is X. In the event that Sup-
plier’s liability exceeds the cap with the CM,
Brand Name Owner must indemnify Supplier.

Additionally, the supplier can use
the following wording in its CM
agreement:

CM cannot make a claim for compensation
or indemnification from Supplier on the same
subject matter that is or may be subject to a
claim by Brand Name Owner.

In this way, the supplier avoids hav-
ing two, possibly cumulative, limita-
tions on liability.

Contractual Joinder
Although we have described the
“Joinder scenario” as ineffective in
most contexts, there are certain situa-
tions in which joining the CM to the
agreement between the supplier and
the BNO may be the best course of
action. For example, certain CMs may
wish to save the time and expense of
negotiating their own agreements, and
rather sign up to what has already been
negotiated by the BNO. This does not
mean that amendments between the
CM and the supplier cannot be made.
Indeed, those parties often will want
to negotiate their own payment terms,
and the CM will want to be sure to
flow-down any penalty clauses from its
own agreement with the CM.

The BNO may also prefer this
scenario as it gives the BNO more
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Figure 3: The direct contracting model

oversight over its supply chain and the
contracts governing it. For this reason,
the BNO may wish to take an active
role in assuring that their CMs con-
tract with the suppliers. Our recom-
mendation, for purposes of simplicity,
is for the BNO, once an agreement has
been reached with a Supplier, to send
that agreement to the CM, requir-

ing the CM to sign that agreement
between the CM and the Supplier.
Some items, such as payment terms,
can be left open to negotiation, but the

vast majority of terms will have already
been decided upon. Additionally, the
BNO can redact any clauses that are
not pertinent to the CM and that it
wishes to keep confidential.

The BNO will need to address the
CM'’s concern regarding penalties. For
example, if the BNO has not insisted
upon a late-delivery penalty in the
contract with the supplier, then it
would not make sense to insist that the
CM be on the hook for late deliveries
caused by the supplier.
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This route addresses a number of
concerns for the CM. For example, it
limits the amount of time their legal
department must dedicate to negotiat-
ing agreements, thereby keeping the
costs of contracting low.

Here is a sample clause to be insert-
ed into the Master Agreement between
the BNO and the supplier:

The entities entitled to purchase Products
under this Agreement (“Buyers”) include
(i) Brand Name Owner, and its respective
affiliates, and (i) any, subject to creditwor-
thiness reasonably acceptable to Supplier,
agents, distributors, subcontractors or
third-party contract manufacturers listed
on Exhibit X or otherwise designated by
Brand Name Owner and agreed by Supplier
in writing. Buyers may place Purchase
Orders with Supplier that incorporate the
terms and conditions of this Agreement by
reference. In such cases, the term “Brand
Name Owner,” as used in this Agreement,

/(C_\Association of
Corporate Counsel
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shall be deemed to refer to such Buyer.
Each Buyer will be responsible for its own
obligations, including, but not limited to,
all charges incurred in connection with
such Purchase Order. Brand Name Owner
shall not, under any circumstances, be

responsible for any acts or omissions of any

other Buyer, including, without limitation,
any forecasts, nor shall any other Buyer
be responsible for the acts or omissions of
Brand Name Owner. Brand Name Owner
may immediately suspend or cancel the
rights of any Buyer to place Purchase
Orders hereunder by written notice to Sup-

plier. Purchases by Buyers who are agents,
distributors, subcontractors and third-party

contract manufacturers shall be limited
to purchases for the benefit of or for sale
to Brand Name Owner, and Supplier shall
make no sale under this Agreement to any
such Buyer unless such Buyer certifies in
writing that all Products to be purchased

are for the benefit of or for sale to Brand
Name Owner. Notwithstanding anything to
the contrary in this Agreement, Brand Name
Owner shall be a third-party beneficiary of
all Purchase Orders placed by other Buyers,
and Brand Name Owner shall be entitled to
all rights under this Agreement (including,
without limitation, indemnity, epidemic
failure and warranty protection) for Prod-
ucts purchased by other Buyers as if Brand
Name Owner had purchased such Products
directly from Supplier. In consideration of
Supplier’s agreement to deal with Buyers
as described herein, Brand Name Owner
will inform other Buyers that Supplier is an
“Approved Supplier” of Products to Brand
Name Owner; provided that Brand Name
Owner may, at any time and for commer-
cially reasonable cause, as determined in
Brand Name Owner’s reasonable discre-
tion, notify Buyers that Supplier is no
longer an “Approved Supplier” of Products.

ACC EXTRAS ON... Contract manufacturing

ACC Docket i Presentation
Implementation and Use

of Electronic Contracts

(Sep. 2013). www.acc.com/
docket/elec-cont_sepl3

Forms and Policies

Sample Manufacturing
Services Agreement

(Feb. 2005). www.acc.com/
forms/manu-agree_feb05

octll
ACC Extras

Sample Manufacturing

and Supply Agreement

(Oct. 2011). www.acc.com/
forms/mnfctrng&spply_octl1

Custom Manufacturing
Agreement (July 2008).
www.acc.com/forms/
custom-agree_julO8

Manufacturing and Supply
Agreement (Jan. 2013).
www.acc.com/manu-agree_
Jjanl3

Quick Reference

Key Issues in a
Manufacturing Agreement
from the Manufacturer’s
Perspective (Oct. 2011).
www.acc.com/manu-agree_ |
octll :

Using Risk Analysis and
Creative Negotiation in
Contract Negotiations in
Manufacturing or Product
Agreements (Oct. 2011).
www.acc.com/risk-contract_

Agency for Dispute Resolution
To learn how to negotiate
even more effectively,
consider the Negotiation
Nexus course offered

by Agency for Dispute
Resolution, an ACC
Alliance partner. This
on-site training program,
developed specifically

for legal professionals by
the nationally recognized
Straus Institute for Dispute
Resolution, teaches new and
innovative techniques that
can and must be learned if
maximum effectiveness is
to be achieved. Visit www.
NegotiationNexus.com or
call 800.616.1202.

Thomson Reuters

“Drafting Assistant —
Transactional” from Thomson
Reuters, an ACC Alliance
partner, works within your
word processor to scan
documents in seconds for
inconsistencies, missing
information and more. You
can identify potential drafting
mistakes, create reports

of flagged issues, cross
check references, defined
terms and citations, view and
edit the document outline
and keep better track of your
document versions. Find out
more at http:/bit.ly/16TJruv

ACC HAS MORE MATERIAL
ON THIS SUBJECT ON OUR
WEBSITE. VISIT WWW.ACC.COM,
WHERE YOU CAN BROWSE OUR
RESOURCES BY PRACTICE AREA
OR SEARCH BY KEYWORD.

38 ASSOCIATION OF CORPORATE COUNSEL

HAVE A COMMENT ON THIS ARTICLE? VISIT ACC’S BLOG AT WWW.INHOUSEACCESS.COM/ACC-DOCKET.

With these tools on board, these three
ships can successfully navigate the
Bermuda Triangle of stealth manufac-
turing to arrive safely on the shores of
a solid agreement. Acc
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corporate counsel.

*2013 BTI Client Service A-Team survey, The BTl Consulting Group, Wellesley, MA

Tell us how Foley can add value to your business. Contact Chairman

Jay O. Rothman at jrothman@foley.com, or send us your thoughts at
wearelistening@foley.com.
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