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Introduction

CAUTION: Small differences in circumstances can make a big difference in the
legal outcome — and so in using the TANGO materials, YOU AGREE: (i) that
the TANGO materials are offered AS IS, WITHOUT WARRANTY; (ii) that
you won’t rely on the TANGO materials as legal advice; and (ii) that you
won’t contend that your use of the TANGO materials establishes or evidences
an attorney-client relationship with the author.

Using the term sheet as a signable agreement

To use the TANGO Terms,* in consultation with your lawyer, you can create
and “sign” a document (a “Term Sheet”) that does the following: ¢ states
the parties’ business intentions, in plain English; ¢ says (in effect), “The
TANGO Terms will apply”; this should automatically adopt certain terms as
stated below (check with your lawyer to be sure that’s the case under your
local law); and e specifies any other agreed provisions, such as optional
TANGO provisions. The resulting document is referred to here as “the
AGREEMENT.”

“Signature” for the Term Sheet could be done in a variety of ways,
including by email and/or text message agreeing to the terms; see § 132
below. The idea would be for your signed Term Sheet, plus the TANGO
Agreement and the relevant options, to form a binding contract between
the parties:

Signed Term Sheet + TANGO provisions = “The contract”
(the “AGREEMENT”)

t Author’s note about the TANGO name: 1looked for names that suggested graceful coordinated
action, such as in aviation (FORMATION); singing (DUETS); and dancing (FOXTROT). A family
friend, hearing the FOXTROT idea, suggested TANGO because of the well-known phrase, it takes
two to tango. (Thanks, Trish!) Tt turns out that the TANGO name fits pretty well, because:
Tango, the dance, is made up of basic steps that (so I'm told):  can be performed slowly and
gracefully by beginners; but also « can be accelerated by experienced performers to add speed,
flair, and sophistication.
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Which TANGO terms will apply?

Do you need to read all of the TANGO Terms? No, because only certain
terms will apply, depending on what your Term Sheet says, as set forth
below.

If the Term Sheet simply “adopts” the TANGO Terms

The quickest and easiest way to use the TANGO Terms is for the Term Sheet
to just adopt the TANGO Terms. In that case, the following provisions will
apply. (Parties are always free to agree to deviate from the TANGO Terms,
of course.)

Business Basics Package

General Terms Package

The Business Basics Package

Whenever the Business Basics Package is included in the AGREEMENT, the
following TANGO terms will apply:

Confidential Information Protocol: Each party’s information is
potentially eligible to be Confidential Information.

Expense Reimbursement Protocol
Interest Charge Protocol

Invoicing Protocol

Issue Escalation Requirement
Lead Representatives Protocol
Letter of Intent Option
Order-Processing Protocol
Payment Terms

Personnel Compensation

Services Protocol
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Status Conference Requirement
Taxes Protocol

SECOND: The General Terms (Error! Reference source not found.), and t
he General Definitions (Error! Reference source not found.) will likewise
always apply whenever a Term Sheet adopts the TANGO Terms.

THIRD: Other TANGO terms will not apply unless the Term Sheet clearly says
so. A Term Sheet’s drafters (and reviewers) can look at the table of contents of
this book to see if there are any other options that might be usefully adopted in
the Term Sheet.

A hypothetical example of a Term Sheet

TERM SHEET
The following TANGO options will apply:

Risk Options:

Consequential Damages Disclaimer

Damages Cap

Implied Warranty Disclaimer

Dispute Options:

Arbitration Protocol - arbitration is to be in New York City

Governing Law Protocol - New York law will apply

Other matters

What do the checkboxes M and 0 mean?

a. Checkboxes indicate items for possible discussion by the parties;
unless the AGREEMENT clearly states otherwise, terms preceded by

a checked checkbox (M) are part of the AGREEMENT, while terms preceded
by a blank checkbox () are not. 9 In case of doubt: the same is true for
any alternatives and options labeled as such.
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NorT a substitute for legal advice INTRODUCTION

b. Special case: A TANGO provision prefixed with a blank checkbox (1)
might include a sub-provision that includes a checked checkbox (M). In
that situation, the sub-provision is not part of the AGREEMENT unless its
“parent” provision is.

What do cross-references mean?

a. Numbered references with a “Ch.” Or “§” prefix refer to the
headings of TANGO provisions unless the context indicates otherwise.

b. If one TANGO provision refers to another by name or number (for
example in a parenthetical reference), then that other provision is
incorporated by reference into the referring provision.

What do brown-colored terms mean?

Terms in brown are variables that the parties might wish to change (by saying
so in the Term Sheet).

Which terms will take precedence if there’s a conflict?

a. Except as provided in subdivision b, if a Term Sheet adopts a TANGO
provision, then that TANGO provision will take precedence in case of
a conflict.

b. Exception: The Term Sheet and/or the TANGO provision can make it
manifestly clear that a specific individual provision in the Term Sheet is to
override a specific individual Tango provision (for example, if the Term
Sheet specifies a different value for a variable provision in brown in

a TANGO rider). In that case, the Term Sheet provision will control.
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NorT a substitute for legal advice ACKNOWLEDGEMENTS (IN A CONTRACT)

Is the TANGO commentary part of the AGREEMENT?

No: The TANGO commentary is for educational purposes? and does not
form part of the AGREEMENT (unless the Term Sheet says otherwise, of
course).

Why the question-and-answer format?

Because people seem to like it, finding the Q&A format easier to understand.?

Legalese isn’t necessary, as the Supreme Court of Texas scolded the drafter(s)
of one contract:

[The contract] could then have been re-written to

say exactly what the parties intend, without resort to
industry jargon, outdated legalese, or tenuous assumptions
about how judges will interpret industry jargon or outdated
legalese.

If you can’t understand what your contract means without
asking the lawyer who wrote it, you should not be surprised
later if judges—who can’t just take your lawyer’s word for
it—also have trouble understanding what it means.

Burlington Resources Oil & Gas Co. LP v. Texas Crude Energy, LLC,
573 S.W.3d 198, 210 n. (Tex. 2019) (cleaned up, extra paragraphing added).

Acknowledgements (in a contract)

a. When a party acknowledges a stated assertion, it means that the
party:

2 Author’s note: One of my principal use cases for the TANGO Terms is as a textbook for the
contract-drafting courses I teach as an adjunct professor at the University of Houston Law
Center.

3 Author’s note: 1 recast some contract language into Q&A form and showed it to a number of
non-lawyers, nearly all of whom were experienced business people. I was surprised that, by and
large, these folks significantly preferred the Q&A form over traditional contract language. As an
experiment for a client project, I created a contract largely in Q&A form; both the client’s CEO
and its general counsel specifically said that they liked the Q&A form a lot.
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1. commits, with binding effect, not to contest the truth of the
assertion; and

2. waives any requirement that another party bear a burden of proof
of the truth of the assertion.

b. In case of doubt, an acknowledgement in this sense does not
require the certification of a notary public or other official.

COMMENTARY

An acknowledgement is tantamount to an admission under the (U.S.)
Federal Rules of Civil Procedure. It would therefore make sense for a party
to be able to withdraw or amend an acknowledgement in generally the
same manner as withdrawing or amending an admission under Fed. R.
Civ. P. 36(b).

Apropos of this subject, California Evidence Code § 622 provides: "The
facts recited in a written instrument are conclusively presumed to be
true as between the parties thereto, or their successors in interest; but this
rule does not apply to the recital of a consideration."

An acknowledgement, used in this sense, is not the same as an
acknowledgement before a notary public or other officer; the latter is
discussed just below.

PRO TIP: Don’t be obnoxious in drafting acknowledgements. Some
inexperienced drafters include statements in which another party
“acknowledges” a supposed fact that would be against that party’s interest.
Here’s an example sometimes seen in confidentiality agreements:
“Receiving Party acknowledges that Disclosing Party would be
irreparably harmed by a breach or threatened breach of Receiving
Party’s confidentiality obligations under this Agreement.” (The drafter’s
intent here is presumably for the Receiving Party to waive the Disclosing
Party’s burden of proof in seeking a preliminary injunction or comparable
relief.) Most Receiving-Party counsel would reflexively: (i) delete this
acknowledgement entirely, or (ii) change “would be ..” to “could be
irreparably harmed.”
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Acknowledgements (notary public)
(commentary)

[TO DO: Examples of statutory notary certificates from various jurisdictions]

“Notarizing” a document with
an acknowledgement certificate

(This section discusses the certificate of acknowledgement by a notary public
or other authorized official; that’s a different type of certificate than a “jurat,”
which is tantamount to an oath sworn by the signer — the notary or other
official certifies that the signer of the document appeared personally [or, in
some jurisdictions, remotely by live audio and video call] and declared, under
penalty of perjury, that the document’s contents were true.)

A document such as a deed to real property might include, after the signature
blocks, a space for a notary to sign a certificate that the signer appeared before
the notary, presented sufficient identification, and acknowledged that the
signer indeed signed the document. In many jurisdictions, the notary’s signed
certificate and official seal serve as legally-acceptable evidence that the
document isn’t a forgery — that is, that the document is authentic. (This is
sometimes referred to as making the document self-authenticating or self-
proving.)

The law likely requires anotary’s certificate of acknowledgement if the
document is to be recorded in the public records so as to put the public on
notice of the document’s contents. Let’s illustrate the process with
a hypothetical example.

Suppose that “Alice” is selling her house. To do so, she will ordinarily sign
a deed and give it to “Bob,” the buyer.

e Bob will normally want to take (or send) the deed to the appropriate
government office to have the deed officially recorded. That way, under
state law, the world will be on notice that Bob now owns Alice’s house.

e But how can a later reader know for sure that the signature on the deed
is in fact Alice’s signature, not a forgery?

The answer is that under the laws of most states, for Alice’s deed to Bob even
to be eligible for recording in the official records, the deed must include an
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acknowledgement certificate, signed by a notary public or other authorized
official. The notary’s certificate must state that Alice:

e personally appeared before the notary (usually on a stated date);

e produced sufficient identification to prove that she was indeed Alice;
and

e acknowledged to the notary that she had signed the deed.

If Alice signed the deed in a special capacity (e.g., as trustee of a trust or
executor of her father’s estate), then the notary’s certificate will usually say
that, too.

Once Alice has done this, the notary will sign the certificate and imprint a seal
on the deed. The notary might do this with a handheld “scruncher” that
embosses the paper of the deed, or instead with an ink stamp (this depends on
the jurisdiction).

Typically, the notary is also required to make an entry in a journal to serve as
a permanent record.

This acknowledgement procedure allows the civil servants who must record
Alice’s deed to look at the deed and have at least some confidence that the
signature on it isn’t a forgery.

Incidentally, state law usually determines just what wording must appear in an
acknowledgement.

In some jurisdictions, Alice is not required to actually sign the deed in the
presence of the notary; she need only acknowledge to the notary that yes, she
signed the deed.

See generally Acknowledgements and Jurats (NationalNotary.org).

Non-notary officials might also be authorized
to certify signature authenticity

By statute, certain officials other than notaries public (note the plural form)
are authorized to certify the authenticity of signatures in certain circumstances.
See, e.g., TEX. CIv. PRAC. & REM. CODE § 121.001, which gives the power to
certify signature acknowledgements to the following (among others):

e district-court and county-court clerks; and

e in certain cases, commissioned officers of the U.S. armed forces.
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A notary public shouldn’t (or can’t) certify
a signature if s/he has a conflict of interest

See generally, e.g., American Society of Notaries, Conflicts of Interest (2008).

See also TEX. C1v. PRAC. & REM. CODE § 121.002: That statute specifically allows
a corporate employee (who is a notary public) to certify the acknowledgement
of a signature on a document in which the corporation has an interest unless
the employee is a shareholder who owns more than a specified percentage of
the stock.

CAUTION: A flawed signature-acknowledgement
certificate can lead to serious problems in court

Parties will want to double-check that the notary “does the needful” (it’s an
archaic expression, but I like it) to comply with any statutory requirements. In
a New York case, a married couple’s prenuptial agreement was voided because
the notary certificate for the husband’s signature didn’t recite that the notary
had confirmed his identity. See Galetta v. Galetta, 21 N.Y.3d 186, 191-92,
991 N.E.2d 684, 969 N.Y.S.2d 826 (2013) (affirming summary judgment that
prenup was invalid). It was undisputed that the couple’s signatures on the
agreement were authentic, and there was no accusation of fraud or duress. See
id., 21 N.Y.3d at 189-90. Even so, said the state’s highest court, the notarization
requirement was important because it “necessarily imposes on the signer
a measure of deliberation in the act of executing the document.” Id. at 191-92.

A lawyer who certifies a client’s signature
acknowledgement might have to testify about it

In many states it’s easy to become a notary public. Some lawyers themselves
become notaries so that they can certify the authenticity of clients’ signatures
on wills, deeds, and the like. But that might lead to a lawyer’s being called
someday to testify in court about a signed document, for example about how
the lawyer confirmed the signer’s identity. That could pose two problems for
the lawyer:

e The lawyer might not get paid for spending the time needed to prepare
for and deliver the testimony (both in court and in deposition); and

e The lawyer might also be disqualified from being able to represent the
client whose signature was certified. See, e.g., TEX. CIV. PRAC. & REM.
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CODE § 121.001; TEX. DISCIPL. R. PROF. CONDUCT § 3.08 (“Lawyer as
Witness”). (As a practical matter, though, disqualification might not be
too much of an issue, because the lawyer might already have to testify
by virtue of having participated in the events leading up to the signing
of the notarized document.)

Study exercises: Notary-public acknowledgements

FACTS: Your client, Landlord, has negotiated a five-year commercial lease
agreement for one of its office buildings. The tenant’s lawyer wants the signers
to have their signatures notarized. Landlord agrees to have the signatures
notarized. ASSUME: All events take place in Texas and are subject to Texas
law.

QUESTION: Why might the tenant’s lawyer want the lease agreement to be
notarized? Would that be in your client Landlord’s best interest? Explain, citing
relevant statutory provisions, including the relevant subdivision(s) if any.
Suggested reading: J. Allen Smith & Michael R. Steinmark, Tenants’ Rights
Under Unrecorded Leases, at http://goo.gl/S2prC (2010); Tex. Prop. Code
8§ 12.001, 13.001, 13.002.

QUESTION: If the notary public can’t find her notary seal, may she sign the
notary certificate and skip applying the seal? Explain, citing relevant statutory
provisions, including the relevant subdivision(s) if any. Suggested reading:
TEX. Gov. CODE § 406.013; TEX. CIV. PRAC. & REM. CODE § 121.004.

QUESTION: What must the notary public do before signing the notary
certificate to confirm that the signers are who they claim to be? Explain, citing
relevant statutory provisions, including the relevant subdivision(s) if any.
Suggested reading: TEX. CIv. PRAC. & REM. CODE § 121.005(a).

QUESTION: Must the notary’s certificate say anything in particular about the
identity of the signer? Explain, citing relevant statutory provisions, including
the relevant subdivision(s) if any. Suggested reading: TEX. CIv. PRAC. & REM.
CODE § 121.005(b).

QUESTION: What must the notary do after notarizing the signature(s)?
Explain, citing relevant statutory provisions, including the relevant
subdivision(s) if any. Suggested reading: TEX. CIV. PRAC. & REM. CODE
§ 121.012; TEX. GOV. CODE § 406.014.

QUESTION: If no notary is around, can you notarize the signatures as an
attorney? Should you? Explain, citing relevant statutory- and regulatory
provisions, including the relevant subdivision(s) if any. Suggested reading:
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TEX. CIV. PRAC. & REM. CODE § 121.001; TEX. D1SCIPL. R. PROF. CONDUCT § 3.08
(“Lawyer as Witness”).

QUESTION: Surprise! The person who will sign the lease for the tenant has
gone on a business trip to Kuwait and will FAX her signed signature page to
you. Can your secretary, who is here in Houston and is a notary public, notarize
that signature page? Explain, citing relevant statutory provisions, including the
relevant subdivision(s) if any. Suggested reading: TEX. CIV. PRAC. & REM. CODE
§ 121.004(a).

QUESTION: Another document in the transaction must be signed and
notarized by an individual who’s in California. Is anything special required for
the notary certificate? What downside risk does the notary have if the notary is
asked to sign the certificate in the absence of the individual who’s going to sign
the document? Explain, citing relevant statutory provisions, including the
relevant subdivision(s) if any. Suggested reading: CAL. CIv. CODE § 1189(a).

QUESTION: Who in Kuwait could “notarize” the signature? Explain, citing
relevant statutory provisions, including the relevant subdivision(s) if any.
Suggested reading: TEX. CIv. PRAC. & REM. CODE § 121.001.

Affiliate Definition

What persons and organizations count as affiliates?

a. Two persons A and B are affiliates (or affiliated) if any of the
following is true:

1. B “controls” A, as defined below; or
2. A controls B; or
3. Band A are each under common control of a third person.

b. Two persons A and B may also be affiliates if the AGREEMENT
specifically says so.

COMMENTARY

Subdivision a: This definition of affiliate is adapted from (a portion of)
the regulatory definition promulgated by the U.S. Securities and Exchange
Commission (“SEC”) in Rule 405, 17 C.F.R. § 230.405, which is also found
in other sources. See, e.g., UBS Securities LLCv. Red Zone LLC, 77 A.D.3d
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575, 578 (N.Y. App. Div. 1st Dept. 2010) (quoting BLACK’S LAW DICTIONARY
and citing New York and Delaware statutes).

Subdivision b: This provision allows drafters to expand the definition of
affiliate in a controlled way. By designating specific affiliate groups,
drafters can expand the definition of affiliate on a case-by-case basis as
needed. This can be useful because voting control might not capture all of
the individuals and/or organizations that a party wants to name as
affiliates. 1 If it’s not possible to determine in advance who all the named
affiliate groups will be, the parties could consider: - letting one party
unilaterally name additional affiliates with the other party’s consent, not
to be unreasonably withheld; and/or - designating specific “open
enrollment” periods in which affiliates can be named.

What counts as control for purposes of defining
affiliate?

a.

If B is a corporation or other organization, then A controls B if A has

the power to vote at least 50% of the voting power entitled to vote for
members of the organization’s board of directors, or equivalent body in
a non-corporate organization.

b.

In addition, A controls B if A has the power — by contract — to direct

B’s management and policies relating to their agreement.

C.

Control for this purpose can be direct, or it can be indirect through

one or more intermediaries.

COMMENTARY

Subdivision a: A minimum voting percentage of 50% seems to be pretty
typical. Drafters, however, should think about why they’re defining the
term affiliate, because the answer might warrant changing the percentage.
For other possible definitions of voting control, see § 4.3.3.

Subdivision b: This part of the definition of control does not subscribe to
the notion that affiliate status can arise through non-contractual forms of
“management power” — even though that concept can be found in from
U.S. securities regulations such as SEC Rule 405, 17 C.F.R. § 230.405 —
because the vagueness of the quoted term could lead to expensive
litigation, as discussed at § 4.3.2.. magic influence, because
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Affiliate status — additional commentary

Businesses sometimes want “affiliates” to have contract
rights

Affiliate status can be important in a contract because the contract might give
rights to — and/or purport to impose obligations on — the “affiliates” of one or
both of the parties.

For example, a software license agreement might grant the right to use the
software not only to the named licensee company, but also to affiliates of the
licensee company. Such an agreement will almost certainly impose
corresponding obligations on any affiliate that exercises the right to use the
software.

Or, a customer will sometimes want its non-owned “affiliated”
companies to be allowed to take advantage of the contract terms that
the customer negotiates with a supplier.

A supplier, though, might not be enthused about an expansive definition
of affiliate. The supplier will often not want to limit its own freedom
to negotiate more-favorable terms with the customer’s affiliates.

Expansively defining “control” could lead to trouble.

Some contracts categorically define “control,” for purposes of determining
affiliate status, as including management control by any means. Such a vague
definition could eventually lead to major disputes.

Consider the Offshore Drilling Co. case: the parties in the lawsuit hotly
disputed who had had “control” of a vessel destroyed by fire, and
thus which party or parties should be liable for damages. The specific
facts and outcome of the case aren’t important here — what matters is that the
parties almost-certainly had to spend a lot of time and money fact-intensive
litigation over the control issue. See Offshore Drilling Co. v. Gulf Copper &
Mfg. Corp., 604 F.3d 221 (5th Cir. 2010) (affirming summary judgment in
relevant part). That’s the last thing parties to a contract should want.

And in the UBS v. Red Zone case, the UBS investment bank and Red Zone LLC,
a private equity firm (whose managing member was Dan Snyder, owner of the
Washington Redskins) entered into a contract which stated, in part, that Red
Zone would pay UBS a $10 million fee if Red Zone succeeded in acquiring — or
in acquiring “control” of — the amusement-park company Six Flags.
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Apparently Red Zone never did acquire more than 50% of Six Flags’s stock, but
because of other circumstances the appellate court held that “Red Zone clearly
controlled Six Flags once its insiders and nominees constituted the majority of
the board and took over the company’s management.” UBS Securities LLC v.
Red Zone LLC, 77 A.D.3d 575, 578, 910 N.Y.S.2d 55 (N.Y. App. Div. 1st Dept.
2010) (reversing denial of UBS’s motion for summary judgment).

Epilogue: After losing its case with UBS, Red Zone successfully sued its law
firm for malpractice in drafting the contract in question; Red Zone was
awarded a $17.2 million judgment. See Red Zone LLC v. Cadwalader,
Wickersham & Taft LLP, 45 Misc.3d 672, 994 N.Y.S.2d 764 (N.Y. Sup. Ct.
2013), aff’d, 2014 NY Slip Op 4570, 118 A.D.3d 581 988 N.Y.S.2d 588 (App.
Div. 1st Dept. 2014).

Other definitions of voting control

Some drafters might want voting control also to arise from one or more of the
following;:

1. alegally enforceable right to select a majority of the members of the
organization’s board of directors or other body having comparable
authority — note that this alternative does notsay that control exists
merely because a person has a veto over the selection of a majority of the
members of the organization’s board;

2. alegally enforceable right, held by a specific class of shares or of
comparable voting interests in the organization, to approve a particular
type of decision by the organization; or

3. alegally enforceable requirement that a relevant type of transaction or
decision, by the organization, must be approved by avote of
a supermajority of the organization’s board of directors, shareholders,
outstanding shares, members, etc. (The required supermajority might be
two-thirds, or three-fourths, or 80%, etc.)

Pro tip: Plan for changes in affiliate status

Contract drafters and reviewers should plan for changes in affiliate status, in
case one or more of the following things happens:

e A party acquires a new affiliate, e.g., because its parent company makes
an acquisition;
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e Two companies cease to be affiliates of one another, e.g., because one
of them is sold off or taken private;

e A third party — perhaps an unwanted competitor — becomes an affiliate
of “the other side.”

The timing of affiliate status can be important

In some circumstances, affiliate status might exist at some times and not exist
at others. That could be material to a dispute. Compare, for example:

“Absent explicit language demonstrating the parties’ intent to bind future
affiliates of the contracting parties, the term ‘affiliate’ includes only those
affiliates in existence at the time that the contract was executed.” Ellington v.
EMI Music Inc., 24 N.Y.3d 239, 246, 21 N.E.3d 1000, 997 N.Y.S.2d 339,
2014 NY Slip Op 07197 (affirming dismissal of complaint).

In GTE Wireless, Inc. v. Cellexis Intern., Inc., 341 F.3d 1 (1st Cir. 2003), the
appeals court held that Cellexis breached a settlement agreement not to sue
GTE or its affiliates when it sued a company that, at the time of the settlement
agreement, had not been a GTE affiliate, but that later became an affiliate.
Reversing a summary judgment, the appeals court reasoned that the contract
language as a whole clearly contemplated that future affiliates would be
shielded by the covenant not to sue. See id. at 5.

Amendments & Waivers Protocol

Amendments and waivers of what
are of concern here?

This section applies to amendments and waivers: (i) of the AGREEMENT, and
(ii) of any related document, unless the AGREEMENT clearly and specifically
states otherwise.

Amendments and waivers must be in writing —
why?

Amendments and waivers must be in writing:
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1. To mitigate the problem of faulty memories (and “he said, she
said” disputes), any such amendment or waiver must be in
a signed writing.

2. Toreduce the risk that an amendment or waiver might be
inadvertently overlooked in a document, any amendment or
waiver must be clearly and conspicuously labeled as such.

COMMENTARY

The “clearly and conspicuously labeled” requirement has in mind that
a party might bury an amendment or waiver in some otherwise-innocuous
communication. (See also § 121 on conspicuousness.) See generally, e.g.,
Linda R. Stahl, Beware the Boilerplate: Waiver Provisions (Andrews Kurth
Jan. 14, 2013) (citing Texas cases about conspicuousness).

CAUTION: A court might not enforce a contractual requirement
that amendments and waivers must be in writing. Under
a century-old New York precedent (which this author refers to as the
“Cardozo Rule,” after the judge who announced it), parties are free to
orally waive such a requirement and then do as they please, subject to the
statute of frauds. See Beatty v Guggenheim Exploration Co., 225 N.Y. 380,
387-88 (1919) (Cardozo, J.), quoted in Israel v. Chabra, 12 N.Y.3d 158, 163-
64 (2009).

The issue isn’t free from doubt, however, because:

+ Other court decisions have upheld amendment-in-writing and waiver-
in-writing requirements; see, e.g., DeValk Lincoln Mercury, Inc. v. Ford
Motor Co., 811 F.2d 326, 334 & n.2 (7th Cir. 1987), where the court,
looking to Michigan precedents, upheld a summary judgment giving effect
to an “anti-waiver” clause in Ford’s dealership agreement.

» The United Kingdom’s Supreme Court expressly rejected the Cardozo
Rule, concluding that “the law should and does give effect to a contractual
provision requiring specified formalities to be observed for a variation.”
Rock Advert. Ltd v MWB Bus. Exch. Ctrs. Ltd, [2018] UKSC 24 1 10.

+ A statute might expressly validate such provisions, such as the New
York law referred to in § 5.6 as well as UCC 2-209(2) for amendments to
agreements for the sale of goods.
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Which party must sign an amendment or a waiver?

a. Amendments: An amendment must be signed M by each party
U by at least the party against which enforcement of the amendment is
sought.

b. Waivers: Only the waiving party need sign a waiver.

COMMENTARY

Subdivision a: In the author’s view, it’s better to require all parties to sign
amendments, to keep the parties talking and thus help reduce the chances
of later disputes generally.

Note that the (U.S.) Uniform Commercial Code’s statute of frauds
provision requires only that a contract be signed “by the party against
whom enforcement is sought ....” UCC § 2-201.

Who must sign an amendment
or waiver on behalf of a party?

M An amendment or waiver may be signed by any authorized
representative of the signing party.

U An amendment or waiver must be signed by an officer of the signing
party at the level of vice-president or higher (or equivalent for
organizations not having vice-presidents).

COMMENTARY

A party might want to use the stricter alternative so as to preclude the
other party from relying on “apparent authority” of other would-be
signers.

How broadly will a waiver extend?

To reduce the chance that a party might try to take “unfair” advantage
(however that might be defined) of a waiver by another party of a term- or
breach of the AGREEMENT:

a. Any such waiver will be a one-time thing unless the waiving party
clearly says otherwise in writing.
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b. The waiver is not to be deemed a waiver of any other term or
breach at any time.

C. A party will not be precluded from requiring strict performance or
exercising any right or remedy solely because on one or more past
occasions it did not do .

d. IF: A tribunal holds that, notwithstanding this Protocol, a party, at
a given moment in time, waived its right to enforce one or more terms

of the AGREEMENT by not doing so. THEN: That non-enforcement is not be
deemed a waiver by that party of its right to enforce any term at any other
time.

COMMENTARY

But see: The Connecticut supreme court once noted that “ a party to an
executory bilateral contract waives a material breach by the other party if
he continues the business relationship, and accepts future performance
without some warning that the contract is at an end.” RBC Nice Bearings,
Inc. v. SKF USA, Inc., 318 Conn. 737, 123 A.3d 417, 425 (2015) (citations
omitted).

To like effect is Inferno Rest. & Pizzeria, Inc. v SW Michaels Pizzeria, Inc.,
2019 NY Slip Op 50995, 64 Misc. 3d 1203 (N.Y. Sup. Ct. Jun. 13, 2019)
(party waived its right to terminate) (citing cases).

What law governs amendments and waivers?

To reduce uncertainty about how this Protocol might be interpreted by
courts and other tribunals, the parties desire that this Protocol be
governed by and enforced in accordance with New York’s General
Obligations Law 15-301(1); in that statutory provision, the term “change”
is to be deemed to encompass both amendments and waivers.

COMMENTARY

New York’s General Obligations Law 15-301(1) provides that “[a] written
agreement ... which contains a provision to the effect that it cannot be
changed orally, cannot be changed by an executory agreement unless such
executory agreement is in writing and signed by the party against whom
enforcement of the change is sought or by his agent.”
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It might seem strange to specify a choice of law to govern a specific
provision in the contract. But it’s not unheard of; for example, in the 1988
update to the Restatement (Second) of Conflicts of Laws, comment i to 187
states in part that “the parties may choose to have different issues
involving their contract governed by the local law of different
states,” citing Kronovet v. Lipchin, 288 Md. 30, 415 A.2d 1096 (1980).

What if a tribunal holds that oral amendments
and waivers are allowable anyway?

a. The parties recognize that under some past precedent, a court or
other tribunal of competent jurisdiction might hold that the applicable law
allows oral amendments and/or waivers despite the requirements of this
Protocol.

b. In that situation, to reduce the risk of after-the-fact surprise, the
parties agree that in any case where a party is claiming that an oral
amendment or waiver (“modification”) was made:

1. Clear and convincing evidence must indicate that each alleged
oral modification was agreed to by all parties that might be
adversely affected by the change.

2. Such evidence must include (without limitation) reasonable
corroboration of any self-interested statements, for example, self-
interested witness testimony.

3. If asked, the party asserting any oral modification must promptly
provide all evidence referred to in subdivisions a and b (where
such evidence is in the possession, custody, or control of that
party) to all other parties referred to in subdivision b.

COMMENTARY

It's a real possibility that a court might disregard a contractual
requirement that amendments and waivers must be in writing; this is
discussed in more detail above.

Subdivision b.1:  Concerning the clear-and-convincing-evidence
requirement, see the commentary at Error! Reference source not f
ound..
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Subdivision b.2 The corroboration requirement seeks to reduce the risk of
fraud or faulty memory; it borrows from (U.S.) patent law, which requires
that an inventor who claims an invention date earlier than the filing date
of her patent application must corroborate that claim, for example, with a
signed- and witnessed laboratory notebook, and may not rely solely on his-
or her oral testimony alone.

And/or

a.

When the term and/or is used in a list, such as “A, B, C, and/or D,”

it refers to one or more (or, some or all) of the listed items, not to just one
of them.

b.

As a hypothetical example, consider the following sentence: The

parties expect to meet on Tuesday, Wednesday, and/or Thursday. This
means that the parties expect to meet on one or more of those days, not
on one and only one of them.

COMMENTARY

The term and/or is equivalent to the inclusive or (as opposed to the
exclusive or, which is expressed mathematically as XOR). Some people
scorn the term and/or, but it can be quite useful. For example, one
appellate judge excoriated the use of and/or as “indolent.” That judge —
evidently not a slave to brevity — proclaimed that instead a drafter “could
express a series of items as, A, B, C, and D together, or any combination
together, or any one of them alone.” See Carley Foundry, Inc. v. CBIZ
BVKT, LLC, No. 62-CV-08-9791, final paragraph (Minn. Ct. App., Apr. 6,
2010) (italics added). Um, sure, your honor.

Granted, it’s possible to use and/or inappropriately. See, e.g., the
examples collected by Wayne Scheiss, director of the legal-writing
program at the University of Texas School of Law, in In the Land of
Andorians (Jan. 2013). But let’s face it: Trying to ban and/or might be an
exercise in frustration, because many drafters will use the term anyway.
And properly used, the term and/or can be a serviceable shorthand
expression. So the better practice might well be just to define the term —
as here — and be done with it.

Ken Adams, author of A Manual of Style for Contract Drafting, helpfully
suggests that, when dealing with a list of three or more items, use “one or
more of A, B, and C.” That might well work in many cases. See Kenneth A.
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Adams, “A, B, and/or C”, Dec.2, 2012, athttp://goo.gl/moU3p
(adamsdrafting.com).

Apparent authority (commentary)

“Apparent authority” is a legal doctrine:

e Suppose hypothetically that Party A’s actions made it reasonable for
others to assume that an individual “Alice” had authority to bind
Party A (for example, by allowing Alice to use a title with terms such as
“manager” or “executive”).

e And suppose also that Alice, purportedly on behalf of Party A, signed
a contract with Party B.

In that situation, Party A might be bound by the signed contract, even if in fact
Party A had directed Alice not to sign it.

Arbitration Protocol

When does this Protocol apply?

This Protocol applies whenever the AGREEMENT provides that disputes are
to be arbitrated.

What disputes are to be arbitrated?

All disputes arising out of or relating to the AGREEMENT or any
transaction or relationship resulting from it — including without limitation
claims arising by statute or common law — must be arbitrated in
accordance with this Protocol.

COMMENTARY

CAUTION: Some disputes might not be arbitrable because of
statutory restrictions; see § 8.9.2 and § 8.9.3 for additional discussion.

This arbitration provision is broad in scope so as to try to avoid expensive
piecemeal proceedings. As one experienced arbitrator points out: “It
makes no sense to limit the arbitrator’s purview to contract claims,
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allowing related tort and statutory claims to be litigated in court on
a parallel track.” Gary McGowan, 12 Ways to Achieve Efficiency and Speed
in Arbitration, Corporate Counsel (2013) (emphasis added). Y According
to the Fourth Circuit, however, just that sort of piecemeal litigation was
mandated by the specific arbitration provision in a franchise agreement,
despite the resulting inefficiency. See Chorley Enterprises, Inc., v.
Dickey’s Barbecue Restaurants, Inc., 807 F. 3d 553, 558 (4th Cir. 2015)
(reversing district court ruling that all claims must be litigated).

The phrase any transaction or relationship is informed in part by an
arbitration provision seen in cases decided by the Fifth and Eleventh
Circuits respectively. The provision in question stated that “[a]ll disputes,
claims, or controversies arising from or relating to the Agreement or the
relationships which result from the Agreement... shall be resolved by
binding arbitration.” See Sherer v. Green Tree Servicing LLC, 548 F.3d
379, 382-83 (5th Cir. 2008) (reversing denial of motion to compel
arbitration), citing Blinco v. Green Tree Servicing LLC, 400 F.3d 1308,
1310 (11th Cir. 2005) (same).

Statute-based claims can be arbitrated in the U.S., but only if the
parties so agree. For example: « An employer tried to force an
employment-discrimination case to be heard in arbitration under the
employer’s collective-bargaining agreement (“CBA”) with a union. The
employer managed to convince the district court to rule in its favor. But
the Fifth Circuit disagreed; the appeals court said that the arbitration
provision in the CBA didn’t cover discrimination claims because the
provision didn’t include a clear and unmistakable statement that statutory
claims were to be arbitrated. See Ibarra v. United Parcel Service, 695 F.3d
354, 356 (5th Cir. 2012) (reviewing Supreme Court cases; vacating and
remanding summary judgment in favor of employer). « In contrast,
another employer’s collective-bargaining agreement did include what the
[U.S.] Supreme Court described as “aprovision ... that clearly and
unmistakably requires union members to arbitrate claims arising under
the Age Discrimination in Employment Act of 1967 (ADEA)”; the Court
held that that arbitration provision was enforceable. See 14 Penn Plaza
LLC v. Pyett, 556 U.S. 249 (2009) (reversing court of appeals; citation
omitted).
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What arbitration rules will govern?

a.

All arbitration proceedings are to be governed by the Commercial

Arbitration Rules of the American Arbitration Association as in effect at
the time of the demand for arbitration.

b.

In case of doubt: The arbitration rules are agreed to as a choice of

rules and not of forum.

COMMENTARY

Subdivision a: Many arbitration rules are sufficiently well-
developed that they could be thought of as the arbitral version
of the Federal Rules of Civil Procedure: Once you agree to such
rules, you've agreed, in great detail, how any arbitration proceeding would
be conducted. Drafters have considerable choice in their selection of
arbitration rules, such as, for example: « The Commercial Arbitration
Rules of the American Arbitration Association seem to be a typical
“default” standard in the U.S. The AAA also has expedited rules that can
be used if desired, as well as rules for appeal of arbitration awards to an
appellate panel of arbitrators. (Disclosure: The author is a member of the
AAA’s commercial arbitration panel.) - The International Arbitration
Rules of the International Centre for Dispute Resolution (“ICDR”), which
has published its International Arbitration Rules, are said to be based on
the UNCITRAL Rules (mentioned below) but with administration features
included. For a discussion of the 2014 revisions to the ICDR rules, see
Eduardo R. Guzman and Joseph M. Kelleher, International Centre for
Dispute Resolution (“ICDR”) Revised Rules Came Into Effect on June 1,
2014. » The LCIA Arbitration Rules of the London Court of International
Arbitration (LCIA) are popular in international arbitrations. « The ICC
arbitration rules of the International Chamber of Commerce (ICC) are
believed to be among the most popular world-wide, in part because the
arbitration award prepared by the Arbitral Tribunal will be scrutinized,
before being released to the parties, by the ICC’s International Court of
Arbitration. Others, though, believe that these putative benefits must be
weighed against the likely cost of an ICC arbitration; see, e.g., Latham &
Watkins, Guide to International Arbitration, ch. IV. « The UNCITRAL
arbitration rules do not provide for administration; to some, the absence
of administration would be a serious deficiency. » The World Intellectual
Property Organization (WIPO) has published arbitration
rules and expedited  arbitration rules. «TheJAMS Streamlined
Arbitration Rules have been praised by some arbitrators as effective;
JAMS also has a set of international arbitration rules. « The International
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Institute for Conflict Prevention and Resolution (CPR) rules are favored
by some. { For a detailed comparison of arbitration rules in the U.S. (AAA,
JAMS, and CPR), see Liz Kramer, ArbitrationNation Roadmap: When
Should You Choose JAMS, AAA or CPR Rules? For international
arbitration, see this October 2014 chart (CorporateCounsel.com), by Kiera
Gans and Amy Billing, of selected key aspects of different rules.

Subdivision b: The phrase “choice of rules and not of forum” is
designed to forestall the strange result that occurred in the
Second Circuit’s 1995 Salomon securities class-action case.
There, the arbitration agreement stated that the rules of the New York
Stock Exchange (NYSE) would control. Those rules provided for
arbitration proceedings to be heard by the NYSE. In that case, however,
the NYSE declined to accept the case for hearing — and the court held that
this action by the NYSE negated the parties’ agreement to arbitrate. See,
for example: « In re Salomon Inc. Shareholders’ Derivative Lit., 68 F.3d
554 (2d Cir. 1995); « Inetianbor v. CashCall, Inc.,768 F.3d 1346 (11th Cir.
2014) (affirming denial of motion to compel arbitration); « Grant v.
Magnolia Manor-Greenwood, Inc., 383 S.C. 125, 678 S.E.2d 435 (2009)
(citing Salomon in affirming denial of motion to compel arbitration);
» PoolRe Ins. Corp. v. Organizational Strategies, Inc., 783 F.3d 256 (5th
Cir. 2015) (affirming vacatur of arbitration award and denial of motion to
compel second phase of arbitration) (citing cases). § Other courts,
however, have reached what seems to be the opposite result,
namely that the unavailability of the designated arbitral body will not
negate the agreement to arbitrate unless that designation was material to
the agreement. See, e.g.: » Ferrini v. Cambece, No. 2:12-cv-01954 (E.D.
Cal. June 3, 2013) (magistrate judge’s recommendation that motion to
compel arbitration be granted) (citing cases); « GAR Energy & Assoc., Inc.
v. Ivanhoe Energy Inc., No. 1:11-CV-00907 (E.D. Cal. Dec. 23, 2011)
(magistrate judge’s recommendation that motion to compel arbitration be
granted; the record contained no indication that the parties regarded the
agreement’s selection of anow-defunct arbitration association as
significant) (citing cases), recommendation adopted in full, Jan. 19, 2012;
« Nachmani v by Design, LLC, 901 N.Y.S.2d 838, 74 A.D.3d 478 (App. Div.
2010) (affirming order compelling arbitration not administered by AAA
and staying arbitration that was to be administered by AAA; agreement to
AAA rules was a choice of rules and not of an administrator).
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What law is to govern the arbitration proceedings?

All arbitration proceedings are to be governed by the (U.S.) Federal
Arbitration Act.

COMMENTARY

The arbitral law could be, for example: « the (U.S.) Federal Arbitration Act;
« the (UK) Arbitration Act 1996; the relevant U.S. state arbitration act
(see this list); » some other jurisdiction’s law.

An ordinary choice of law clause might not apply in arbitration.
In a U.S. Supreme Court case, a securities firm’s customer agreement
stated that New York law applied, and also required arbitration of
disputes. And New York law stated that arbitrators could not award
punitive damages. But an arbitrator in Illinois awarded punitive damages
anyway, as permitted by the agreed arbitration rules. The Court held that
the parties’ choice of New York law did not preclude the award of punitive
damages, because “the choice-of-law provision covers the rights and duties
of the parties, while the arbitration clause covers arbitration; neither
sentence intrudes upon the other.” Mastrobuono v. Shearson Lehman
Hutton, Inc., 514 U.S. 52, 63-64 (1995).

The choice of arbitral law might make a difference, for example
if the parties were to choose the Federal Arbitration Act (FAA)
instead of state arbitration law. For example, the choice of law might
affect the standard of review on appeal, because the arbitration laws in
California, New York, and Texas (for example) allow broader appellate
review than does the Federal Arbitration Act. See County of Nassau v.
Chase, 402 Fed. Appx. 540 (2d Cir. 2010) (comparing New York and
federal arbitration statutes in affirming district court’s granting of motion
to confirm arbitration award) (non-precedential); see also Cindy G.
Buys, The Arbitrators’ Duty to Respect the Parties’ Choice of Law in
Commercial Arbitration, 79 St. John’s L. Rev. 59 (2005). (See also the
notes to XXX.)

CAUTION: The Fifth Circuit has held that the Federal Arbitration Act
applies “absent clear and unambiguous contractual language to the
contrary” in which the contract “expressly references state arbitration
law.” BNSF R.R. Co. v. Alston Transp., Inc., 777 F.3d 785, 790-92 (5th Cir.
2015) (vacating district court’s vacatur of arbitration award and
remanding with instructions to reinstate award) (cleaned up; emphasis by
the court, extensive citations omitted).
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How many arbitrators are to hear a dispute?

The arbitration is to be heard by an arbitral tribunal consisting of a single
individual:

1. having the qualifications (if any) specified in the AGREEMENT and
the arbitration rules, and

2. selected in accordance with the arbitration rules or, failing that,
as provided by law.

COMMENTARY

At least in theory, three arbitrators are more likely than a single arbitrator
to consider everything that needs to be considered and not overlook
significant issues or evidence. It’s also possible that a reviewing court
might be more inclined to confirm an arbitration award rendered by three
arbitrators instead of just one. § But folk wisdom among litigators
and arbitrators is that three arbitrators are likely to increase
both delay and expense. Contract negotiators therefore might want to
specify appointing a single arbitrator in cases of comparatively low value,
perhaps using three arbitrators for “big” cases. 1 Under Rule R-16 of the
AAA’s Commercial Arbitration Rules, the AAA can in its discretion decide
to appoint three arbitrators, but otherwise a single arbitrator is used
unless the arbitration agreement specifies otherwise.

Arbitrator qualifications are worth some thought; some contracts specify
different arbitrator qualifications for different types of dispute. One such
case involved the sale of certain oil and gas properties for $1.75 billion. The
contract called: « for title disputes to be arbitrated by consultants familiar
with the energy industry; and « for accounting disputes to be arbitrated by
an accounting referee. See BP America Production Co. v. Chesapeake
Exploration LLC, 747 F.3d 1253, 1256 (10th Cir. 2014) (affirming a variety
of orders by the district court).

Subdivision 2: “As provided by law” as a fallback selection method: As a
fallback, this provision states that the Arbitral Tribunal is to be selected
“as provided by law” if for some reason the agreed selection method were
to fail. This is to avoid having a court refuse to compel arbitration in such
a circumstance — that’s the subject of a circuit split among U.S. federal
courts, as discussed in Moss v. First Premier Bank, 835 F.3d 260, 266-67
(2d Cir. 2016) (affirming district court’s refusal to compel consumer-
provider arbitration on grounds that the designated arbitration forum had
ceased accepting cases of that kind).
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Where will the arbitration hearing be conducted?

The arbitration hearing is to be conducted in a location to be determined

in accordance with the arbitral rules.

COMMENTARY

The choice of arbitral location — sometimes referred to as the
“seat” of the arbitration — can have significant procedural
implications, such as in determining the arbitral law that will govern the
arbitration proceedings themselves. (The arbitration rules might well
specify the arbitral location to be applied in the absence of the parties’
agreement otherwise.) EXAMPLE: Suppose that the parties’ agreement
specifies that the arbitral location will be (say) London, but the agreement
does not specify an arbitral law. In that case, procedurally the arbitration
proceedings might well be governed by English arbitration law — even if
the agreement’s governing-law specified another law to govern the
interpretation and enforcement of the parties’ agreement. See, e.g., Zurich
American Insurance Co. v. Team Tankers A.S., 811 F.3d 584, 588-89 (2d
Cir. 2016) (affirming confirmation of arbitral award).

Who is to administer the arbitration?

a. Any arbitration is to be administered by the American Arbitration
Association.
b. If the designated administrator declines or is unable to serve and

the parties do not agree on another administrator, then the arbitral
tribunal is to administer the arbitration.

COMMENTARY

Subdivision a: Many practitioners (the author included) prefer
“administered” arbitration, as opposed to “ad hoc” arbitration
in which the arbitration is administered by the arbitral tribunal and the
parties themselves. Among the reasons for preferring administered
arbitration:

e Administration chores such as scheduling, invoicing, etc., are

unavoidable in arbitration, and it’s usually more cost-effective to have
those chores handled by the AAA, JAMS, LCIA, ICC, or other arbitral
institution, than it would be to pay the arbitrator’s hourly rate.
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e An experienced arbitrator notes that “AAA’s vetting process formalizes
disclosures of potential conflicts/biases and thus minimizes the
likelihood of a flawed proceeding” that could result in the award being
vacated, which would waste a great deal of time and money. Gary
McGowan, 12 Ways to Achieve Efficiency and Speed in Arbitration,
Corporate Counsel (Apr. 22, 2013). Another commentator says that
“the conventional wisdom is that it is easier to enforce an award given
by an arbitral institution than one given by an ad hoc arbitrator.” Eric S.
Sherby, A Checklist for Drafting an International Arbitration

Clause (Sept. 10, 2010).

Subdivision b: The “declines or is unable to serve” language is a fallback
provision, intended to preserve the parties’ agreement to arbitrate from
possible invalidation in case for some reason the designated arbitration
administrator declines to serve (as has happened in some employment-

and consumer-related arbitrations) or even no longer exists.

Disclosure: The author is an arbitrator on the AAA’s commercial panel.

What language is to be used for the arbitration?

Except to the extent that the parties clearly agree otherwise, the English
language as spoken in the United States of America is to be used for:

1. all notices in any arbitration proceedings;
2. all written and oral communications in such proceedings; and

3. any award.

COMMENTARY

CAUTION: An agreement involving multi-national parties should be very
clear about the language of arbitration. Failure to do so could lead to nasty

surprises.

Which language? In transnational contracts, the parties might well

choose English, the global lingua franca, as the arbitral language. BUT:

Drafters might also wish to consider the language of where the
arbitration award might someday need to be enforced or
challenged, with an eye to reducing the expense (and time delay) of
providing a translation — which might be necessary under Article IV.2 of
the 1958 Convention on the Recognition and Enforcement of Foreign

Arbitral Awards (the New York Convention).
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Subdivision 1: The language of arbitration notices might turn out
to be important, as a U.S. retailer learned in its dealings with a Chinese
manufacturer in CEEG (Shanghai) Solar Science & Tech. Co. v. LUMOS
LLC, 829 F.3d 1201 (10th Cir. 2016). In that case, a Chinese manufacturer
of solar-panel products entered into a co-branding agreement with a U.S.
retailer. The two companies got into a dispute; a Chinese arbitration
institution sent the U.S. retailer a notice of arbitration — which was
written in Chinese, and so the U.S. retailer did not realize what the notice
was. A Chinese arbitral tribunal awarded the Chinese manufacturer more
than USD $1 million; the U.S. retailer was able to have the award set aside
by a U.S. court, but at the cost of much expense and angst, which might
have been at least partly avoided if the notice of arbitration had been in
English.

Additional notes

Some key takeaways about arbitration

Arbitration is binding; mediation generally is nonbinding.

A three-arbitrator panel is often more than three times as costly as using
a single arbitrator.

Arbitration proceedings can be kept confidential if the parties so agree.

The American Arbitration Association's Commercial Arbitration Rules are
quite workable, although there are other arbitration providers with their own
rules. (Disclosure: The author serves as an arbitrator on AAA's commercial
panel.)

An arbitrator might have the power to decide acase as she sees fit, in
accordance with her own notions of fairness, without staying within the strict
bounds of the contract or the law, unless the contract or the arbitration rules
say otherwise. (The legalese names for this concept are amiable compositeur
and ex aequo et bono.)

Arbitration is especially popular in international contracts, because, by treaty,
enforcement of foreign arbitration awards is very often easier than
enforcement of foreign court judgments.

In international contracts, the language of the arbitration should be specified,
including the language for any notices. Otherwise, a party might receive
anotice of an arbitration claim in, say, Chinese — precisely that happened
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in CEEG (Shanghai) Solar Science & Tech. Co. v. LUMOS LLC, 829 F.3d 1201
(10th Cir. 2016).

Some arbitration provisions might be
unenforceable under U.S. federal law

Not all arbitration provisions will be readily enforced by U.S. courts. For
example:

« Drafters working in the financial-services arena should check the Dodd-
Frank Act’s prohibition of mandatory arbitration of Sarbanes-Oxley Act
“whistleblower” claims. See generally, e.g., Federal Courts Split on Whether
Dodd-Frank’s Bar on Arbitration of Whistleblower Retaliation Claims Under
Sarbanes-Oxley Is Retroactive (Oct. 9, 2012) (sutherland.com).

« In the Truth in Lending regulations, Regulation Z now prohibits pre-dispute
arbitration clauses in mortgages secured by dwellings. See 12 C.F.R.
§ 1026.36(h).

» Government contractors and subcontractors should check restrictions on
arbitration clauses in employment agreements relating to certain government
contracts. See Frank Murray, Assessing the Franken Amendment (Feb. 16,
2011).

» Moreover, in July 2014, President Obama signed an executive order stating
that in federal-government contracts for more than $1 million,
“contractors [must] agree that the decision to arbitrate claims arising under
Title VII of the Civil Rights Act of 1964 or any tort related to or arising out of
sexual assault or harassment may only be made with the voluntary consent of
employees or independent contractors after such disputes arise”; the order
includes a flowdown requirement for subcontracts for more than $1 million.

(The executive order sets out exceptions for (i) the acquisition of commercial
items or commercially available off-the-shelf items; (ii) collective bargaining
agreements; and (iii) some but not all arbitration agreements that were in place
before the employer placed its bid for the government contract in question.)

» Federal law provides that in franchise agreements between automobile
manufacturers and their dealers, pre-dispute arbitration agreements are
unenforceable. See 15 U.S.C. § 1226(a)(2).

« The regulations implementing the Military Lending Act render
unenforceable any agreement to arbitrate consumer credit disputes between
lenders and active-duty military personnel or their eligible dependents; the
regulations do not distinguish between pre-dispute and post-dispute
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agreements to arbitrate, even though the statute appears to make just such
a distinction. See 10 U.S.C. § 987(e)(3), implemented in 32 C.F.R. § 232.9(d).

« Federal regulations governing livestock and poultry production require that
certain contracts mandating the use of arbitration must include, on the
signature page, a specifically-worded notice, in conspicuous bold-faced type,
allowing the producer or grower to decline arbitration; in addition the
Secretary of Agriculture apparently has the power to review arbitration
agreements to determine “whether the arbitration process provided in
a production contract provides a meaningful opportunity for the poultry
grower, livestock producer, or swine production contract grower to participate
fully in the arbitration process.” See 9 C.F.R. § 201.218.

U.S. state statutes might purport to invalidate or restrict
certain arbitration agreements (but might be preempted
by federal law)

State laws in the U.S. have not always been friendly to non-judicial arbitration.
But any time a question of state-law unenforceability arises concerning
arbitration, the reader should consider the possible preemptive effect of the
Federal Arbitration Act.See generally, e.g., Doctor’s Associates, Inc. v.
Casarotto, 517 U.S. 681, 687-688 (1996), where:

The case involved an arbitration provision in the franchise agreement for
Subway sandwich shops.

A Montana statute required a specific notice to be included on the first page of
any contract containing an arbitration provision, otherwise the arbitration
provision would be unenforceable.

Reversing the Montana supreme court, the Supreme Court held that under the
federal Act, state courts “may not ... invalidate arbitration agreements under
state laws applicable only to arbitration provisions.” Id. at 687 (emphasis in
original).

More recently, in California the Legislature passed, but the governor
vetoed, AB 465, which would have clamped down severely on arbitration
provisions in  employment agreements. Governor Brown’s veto
message explained that, among other things, he wanted to see the outcome of
some pending U.S. Supreme Court cases. (For a pre-veto discussion of the bill
and its implications for employers, see Fenwick Employment Brief, Sept.
2015.) At this writing, the California legislature is trying again with AB 51.
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Be sure arbitration-agreement signatures
can be satisfactorily proved

It behooves a party wanting arbitration to make sure a /complete/ signed copy
of the arbitration agreement is available in the record. Otherwise, a party
opposing arbitration might well deny having signed the arbitration
agreement. See, e.g., Ashburn v. AIG Financial Advisors, Inc., 234 Cal. App.4th
79 (2015) (reversing grant of motion to compel arbitration and remanding for
evidentiary hearing); Ruiz v. Moss Bros. Auto Group, Inc., 181 Cal. Rptr.3d 781,
232 Cal. App.4th 836, 844-45 (2014) (affirming denial of motion to compel
arbitration, but offering suggestions on how to prove up electronic signatures
to arbitration agreement).

Employers: Be sure your arbitration policy is actually
binding

Here’s a drafting lesson from a California court of appeal: An employer’s
arbitration provisions was set forth in its employee handbook — but the
handbook stated in part, “[T]his handbook is not intended to be a contract
(express or implied), nor is it intended to otherwise create any legally
enforceable obligations on the part of the Company or its employees.” The
court affirmed a trial court’s refusal to compel arbitration. Esparza v. Sand &
Sea, Inc., 2 Cal. App. 5th 781, 783, 206 Cal. Rptr. 3d 474 (2016).

Be very clear that arbitration is mandatory, not optional

Feel-good language making it seem that arbitration is optional can kill an
arbitration provision. Consider, for example, the arbitration “agreement” that
stated: “Arbitration: If the dispute is not resolved through mediation, the
parties may submit the controversy or claim to Arbitration. If the parties agree
to arbitration, the following will apply: ....” Quam Construction Co. v. City of
Redfield, 770 F.3d 706, 708 (8th Cir. 2014). Not surprisingly, both the trial
court and appellate court concluded that under this clause, arbitration was not
required and that the appellant’s motion to compel arbitration must be denied.

A badly drafted forum selection provision
might kill an arbitration provision

It’s not unheard of for (thoughtless) contract drafters to include both (i) an
arbitration provision and (ii) a forum-selection provision requiring all disputes
to be litigated in a specified court. That might well cause a court to refuse to
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enforce the arbitration provision. For more details, see the commentary to the
Forum Selection provision (§ 58).

A broad arbitration provision coupled with
a narrow choice of law provision could spell trouble

See § 66.5.7 for an example of how a broad arbitration provision and a narrow
choice-of-law provision helped lead to a treble-damage award of $48 million
against an investment-advisory firm.

A one-way arbitration clause might be vulnerable to
challenge for unconscionability and/or lack of mutuality

A drafter might be tempted to craft a provision requiring arbitration if
a particular party requests it, but requiring court litigation otherwise. Such
a provision might be held unenforceable for unconscionability. See, for
example:

e Armendariz v. Foundation Health Psychcare, Inc., 24 Cal. 4th 83,
6 P.3d 669, 775, part II-D-2 (2000), where the California supreme
court reversed the court of appeals and upheld the trial court’s denial
of an employer’s motion to compel arbitration of employees’ claims;
and

e Eaton v. CMH Homes, Inc., 461 S.W.3d 426 (Mo. 2015) (en banc),
where the Missouri supreme court reversed the trial court’s refusal to
compel arbitration, but also “clarifie[d] that a lack of mutuality of the
obligation to arbitrate is one of the relevant factors a court will
consider, along with the other terms of the contract, in determining
whether the agreement to arbitrate otherwise is unconscionable.”

In a puzzling 2014 Arkansas case — decided by a 4-3 majority — a cell-phone
carrier’s consumer contract included an arbitration provision. The contract
also said that if the carrier failed to enforce any right or remedy, that failure
would not constitute a waiver on the carrier’s part: “If we do not enforce any
right or remedy available under the Agreement, that failure is not a waiver.”
amajority of the Arkansas supreme court held that this rendered
the arbitration provision void for lack of mutuality. SeeAlltel Corp. v.
Rosenow, 2014 Ark. 375. (The dissent in that case arguably has the stronger
position.)
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Some parties fear that arbitrators might “go rogue”

Parties considering agreeing to arbitration sometimes fear that an arbitrator
might "go rogue," imposing an award that no one could have foreseen, acting
on his or her own individual sense of justice. Depending on the applicable law
and the arbitration rules, that might not be an unwarranted concern.

For example, some critics thought the arbitrators ran amok in
a software-copyright dispute between competitors IBM and Fujitsu.
In that case, the arbitrators ultimately ordered IBM to provide its operating-
system source code and other secret information to Fujitsu; they ordered
Fujitsu to pay significant money to IBM. See David E. Sanger, Fight Ends For
[.LB.M. And Fujitsu, NY Times, Sept. 16, 1987. For more background on the
dispute, see a student note from the 1980s by Anita Stork (now a prominent
antitrust litigator), The Use of Arbitration in Copyright Disputes: IBM v.
Fujitsu, 3 BERKELEY TECH. L.J. 241 (1988).

As another example, in a 2014 case, Minnesota's supreme court upheld
a $600 million arbitration award that in essence was a punitive sanction
against a party for fabricating evidence. See Seagate Technology, LLC v.
Western Digital Corp., 854 N.W.2d 750 (Minn. 2014). The court quoted one of
its earlier holdings, that "Where the arbitrators are not restricted by the
submission to decide according to principles of law, they may make an award
according to their own notion of justice without regard to the law." Id. at 764.

Uniform standards in this area don't exist; in some jurisdictions, and under
some arbitral rules:

... absent provision in the arbitration clause itself, an
arbitrator is not bound by principles of substantive
law or by rules of evidence. He may do justice as he
sees it, applying his own sense of law and equity to the
facts as he finds them to be and making an award reflecting
the spirit rather than the letter of the agreement, even
though the award exceeds the remedy requested by the
parties.

His award will not be vacated even though the court
concludes that his interpretation of the agreement
misconstrues or disregards its plain meaning or misapplies
substantive rules of law, unless it is violative of a strong
public policy, or is totally irrational, or exceeds a specifically
enumerated limitation on his power.

TANGO Terms 2019A ROUGH DRAFT 2019-08-19 PAGE 43 OF 691


http://www.nytimes.com/1987/09/16/business/fight-ends-for-ibm-and-fujitsu.html
http://www.nytimes.com/1987/09/16/business/fight-ends-for-ibm-and-fujitsu.html
https://www.linkedin.com/pub/anita-stork/6/a75/16b
http://scholarship.law.berkeley.edu/btlj/vol3/iss2/3.
http://scholarship.law.berkeley.edu/btlj/vol3/iss2/3.
https://scholar.google.com/scholar_case?case=11929073809519141838
https://scholar.google.com/scholar_case?case=11929073809519141838

§ 8.9.11

STUDENT EDITION (DRAFT) FALL 2019
NorT a substitute for legal advice ARBITRATION PROTOCOL

Nor will an arbitration award be vacated on the mere
possibility that it violates an express limitation on the
arbitrator's power.

Silverman v. Benmor Coats, Inc., 61 N.Y.2d 299, 300, 308-09, 473 N.Y.S.2d
774, 461 N.E.2d 1261 (1984) (affirming confirmation of arbitration award)
(extra paragraphing added, citations and internal quotation marks
omitted), cited in County of Nassau v. Chase, No. 09-3643-cv (2d Cir. Oct. 4,
2010) (summary order affirming district court's refusal to vacate award;
internal quotation marks omitted) and Advanced Aerofoil Technologies, AG v.
Todaro, No. 13 Civ. 7181 (RWS) (S.D.N.Y. Apr. 15, 2014) (confirming
arbitration award); see also, e.g.,LG Electronics, Inc. v. Interdigital
Communications, Inc., No. 9747-VCL, part II-B, esp. text accompanying n.4 et
seq. (Del. Ch. Aug. 20, 2014) (extensively-annotated discussion).

And Rule 47 of the AAA's Commercial Arbitration Rules expressly authorizes
the arbitrator to "grant any remedy or relief that the arbitrator deems just and
equitable and within the scope of the agreement of the parties ...."

On the other hand:

e In some jurisdictions it's the other way around. That is, an arbitrator is
not permitted to act as amiable compositeur or ex aequo et bono unless
the arbitration agreement expressly says so;

e Likewise, Article 21.3 of the ICC Rules of Arbitration require agreement
of the parties as a prerequisite to the arbitrator's deciding as amiable
compositeur or ex aequo et bono; ditto Article 33.2 of the UNCITRAL
Arbitration Rules and Article 59(a) of the WIPO Arbitration Rules.

See also the respective articles on "Ex aequo et bono" by McGill
University and Wikipedia.

Judicial reference as an alternative to arbitration
(California)

As an alternative to arbitration, drafters of contracts that would be litigated in
California can consider including a provision requiring disputes to be heard in
a bench trial to ajudicial referee, instead of to ajudge, under sections 638
through 645.1 of the California Code of Civil Procedure. See generally What
You Need To Know About Judicial Reference (Sidley.com 2014).
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Article- and section references

a. This Article applies unless otherwise clear from the context.

b. A reference to an Article is to a top-level numbered entry in these
TANGO Terms; the term “this Article” refers to the top-level numbered entry
containing the referring text (in this case, § 9).

c. References to numbered sections (for example, § 9) are to the
correspondingly numbered sections in the TANGO Terms, which could be an
Article.

d. References to “this section” are to be interpreted as dictated by the
context.

As-Is Definition

a. Theterm “asis” (as well as variations such as “as is, where is, with all
faults”) operates as a disclaimer of all performance and noninfringement
warranties.

b. The disclaimer referred to in subdivision a extends, without limitation,
to any implied warranties of merchantability or fitness for a particular
purpose that might otherwise apply.

c. Any express warranties of performance in the AGREEMENT are not
affected by an as-is disclaimer. EXAMPLE: “Provider warrants that the
widgets will do X, Y, and Z, but the widgets are otherwise provided AS IS.”
In this example, the as-is disclaimer at the end does not affect the
warranty in the first part of the sentence.

d. Theterm “asis” (or variations thereof) does not itself disclaim any
implied warranties of title.

COMMENTARY

This as-is definition is modeled on §2-316 of the (U.S.) Uniform
Commercial Code, which covers disclaimer of implied warranties in sales
of goods. It’s included here in case the UCC doesn’t apply (for example, if
this Agreement is not for the sale of goods or if the transaction is governed
by alaw that doesn’t include some version of the UCC). Y One common
formulation for disclaiming warranties is “AS IS, [and sometimes:
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WHERE IS,] WITH ALL FAULTS,” in all-cap, bold-faced type, or other
conspicuous manner. Y CAUTION: Check for any applicable legal
requirement of “conspicuousness” for warranty disclaimers.

Subdivision c: This language is modeled on UCC § 2-312 (disclaimer of
warranty of title must be expressly stated). From a business perspective
this makes sense; for example, if Alice sells Bob a car on an as-is
basis, Bob still should be entitled to expect that Alice actually
owns the car (i.e., that he’s not buying stolen property).

Assignment Consent

How does this Article apply?

Each party (each, an “Assigning Party”) must obtain the consent of each
other party (each, a “Reviewing Party”) before assigning the AGREEMENT.

COMMENTARY

In the U.S., a party to most types of contract (but not all types) may assign
the contract to a third party without the consent of the other party — but
that is not universally the case: Sometimes the law requires consent to
assignment, and sometimes a contract itself will require such consent. For
more background information, see the additional commentary to this
Article.

Strategically, assignment consent is often an important negotiation topic.
It’s worth taking the time to read the additional commentary.

What factors must a Reviewing Party consider?

In deciding whether to grant its consent to a proposed assighment,

a Reviewing Party is to give due consideration to whatever evidence that
the Assigning Party timely presents to the Reviewing Party concerning the
relevant qualifications, capabilities, and financial position of the proposed
assignee.

COMMENTARY

The idea for this provision is adapted from aTaco Bell franchise
agreement, quoted in Robert E. Scott and George G. Triantis, Anticipating
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Litigation in Contract Design, 115 YALE L.J. 814, 872-73, text
accompanying n.178 (2006), archived at https://perma.cc/R46W-H5JA.

Must consent to assignment not be unreasonably
withheld?

M The Reviewing Party may grant or withhold consent to assignment of the
AGREEMENT in the Reviewing Party’s sole discretion.

U The Reviewing Party must not unreasonably withhold, delay, or
condition its consent to an assignment of the parties’ agreement.

U IF: The Reviewing Party unreasonably withholds, delays, or conditions its
consent to a proposed assignment; THEN: The Reviewing Party is to be
deemed as having given its consent, effective on the date that the
Reviewing Party received the request for consent. M But such deemed
consent will not affect any other remedy for the unreasonable withholding
that might be available to the Assigning Party (for example, the right to
recover monetary damages).

U Any withholding, delay, or conditioning of the Reviewing Party’s consent
to assignment is presumed to be done in good faith.

COMMENTARY

Even if the agreement is silent as to unreasonable withholding of
assignment consent, the law might have something to say about it, as
explained in § 11.11.13

CAUTION: It could be dangerous for a prospective assigning party to ask
for a prohibition of unreasonable withholding of consent: If the reviewing
party refused to agree to the prohibition, then the refusal might well be
interpreted as establishing that consent could be withheld in the reviewing
party’s sole discretion.

The first alternative provision above is adapted from a suggestion by Ric
Gruder; it’s included to dissuade a Reviewing Party from rolling the dice
and refusing consent in order to extract concessions.
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Is consent required for a sale of
the Assigning Party’s business assets?

M An Assigning Party need not obtain the Reviewing Party’s consent to an
assignment of the AGREEMENT if the assignment is in connection with a sale
or other transfer of substantially all of the assets of the Assigning Party’s
business M to which the AGREEMENT relates.

U Yes, an assignment of the AGREEMENT in conjunction with a sale of
assets requires consent to the same extent as any other assignment.

COMMENTARY

This exception is stated as a standard part of this Requirement because it’s
likely to be extremely important to a party that might later want to sell
a line of business or a product line, or to spin off an unincorporated
division.

Does a pledge of rights under the
AGREEMENT require consent?

M No:

a. An Assigning Party need not obtain the Reviewing Party’s consent to
a “Pledge,” namely (i) an assignment- or pledge of a right under the
AGREEMENT, and/or (ii) a grant of a security interest in any such right, as
stated in more detail below.

b. This exception, however, does not apply to a Pledge: (i) that purports to
delegate any material obligation of the Assigning Party under the
AGREEMENT, or (ii) that has such an effect as a matter of law.

c. When this exception does apply, it applies regardless whether the
Pledge in question is absolute or collateral.

U Yes: An assignment- or pledge of a right under the AGREEMENT, and/or
grant of a security interest in any such right, requires consent to the same
extent as would other assighments of the AGREEMENT.
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COMMENTARY

When an agreement requires consent to assignment of the agreement,
a prospective assigning party will often insist on an exception for
pledges of rights under the agreement, e.g., a pledge to abank of the
pledging party’s right to payment. See generally, e.g., section 4.5 of the
introductory report to the 2016 Model Intellectual Property Security
Agreement, prepared by a task force of the American Bar Association’s Section
of Business Law.

Even without an explicit carve-out for pledges, courts have distinguished
between assigning an agreement in its entirety and assigning certain rights
and benefits under the agreement. See, e.g., Bioscience West, Inc. v.
Gulfstream Prop. & Cas. Ins. Co., 185 So.3d 638 (Fla. App. 2016), where the
court held that an insurance policy holder had not assigned the insurance
policy per se (which would have violated an assignment-consent requirement
in the policy), but instead had merely assigned the right to payment for
a particular loss that had occurred. See id. at 640-42.

CAUTION: An arbitration provision might not be binding on the recipient of
a pledge if the recipient does not agree to arbitration. See, e.g., Lachmar v.
Trunkline LNG Co., 753 F.2d 8, 9-10 (2d Cir. 1985) (following New York law).

Is assignment without consent a material breach

M Yes: Any assignment of the AGREEMENT without a consent required by
the AGREEMENT is a material breach of the AGREEMENT.

U Not necessarily: Assignment without a required consent is a material
breach only if it would otherwise qualify as such under applicable law.

COMMENTARY

The default selection here supposes that if a party felt that an assignment-
consent requirement was important enough to include in an agreement,
then the requirement likely qualifies as a “material” term, and therefore
failure to obtain consent would be a material breach.

Why would it matter whether A’s assignment of the agreement without
B’s consent would be a material breach? Consider the business context:

» Suspension of performance: A’s material breach would normally
justify B’s suspension of B’s own performance and perhaps even
termination of the agreement. That prospect might give B considerable
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leverage to demand money or other concessions from A and/or from A’s
would-be assignee.

* Greener pastures: A’s material breach might also provide B with
a pretext to scrap B’s contractual commitments to A and take up instead
with another, more-lucrative counterparty. Such a desire seems to have
been at work in Hess Energy Inc. v. Lightning Oil Co., 276 F.3d 646, 649-
51 (4th Cir. 2002).

e “Own goal” if not actually a material breach? Suppose that
there’s no material-breach clause in the assignment-consent provision. In
that case, a court might hold that A’s assignment without consent was
a breach but not a material one. If B did give notice of termination for
(supposed) material breach, then B’s termination might itself constitute
an “own goal” breach of the contract — but by B, not by A. This happened,
for example, in Hess Energy, 276 F.3d at 651; Automated Solutions Corp.
v. Paragon Data Sys., Inc., 2006 Ohio 3492, 167 Ohio App.3d 685 (2006).
Such an own-goal could be costly: See Southland Metals, Inc. v. American
Castings, LLC, 800 F.3d 452 (8th Cir. 2015), in which a party that
terminated a contract for breach was held liable for $3.8 million in
damages because the terminating party had not allowed the other party to
try to cure the breach, as required by the contract’s termination provision.

What effect would an assignment have on future
consents?

a. If a Reviewing Party assigns the AGREEMENT (or another party succeeds
to the Reviewing Party’s rights), then that assignee (or successor) has the
sole right to grant consent to an assignment, to the exclusion of the former
Reviewing Party.

b. An assignee of or successor to an Assigning Party must obtain consent
to an assignment the same extent as then-former Assigning Party.

0 Assignment by operation of law requires consent

(a) The term “Operation-of-Law Transaction” refers to a merger,
consolidation, amalgamation, or other similar transaction or series of
transactions involving the Assigning Party in which the Assigning Party is
not the surviving entity, regardless whether an assignment is deemed to
occur by operation of law.
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(b) An Operation-of-Law Transaction requires consent to the same extent,
if any, as would an assignment by the Assigning Party outside of such
a transaction.

COMMENTARY

This option could be dangerous for a prospective assigning party, as
discussed in § 11.11.5.

0 Assignment without consent is void

An assignment of the AGREEMENT is void if it is made without a consent
required by that agreement or by law.

COMMENTARY

A court applying the so-called ‘classical approach’ might hold that an
assignment was void if made without a required consent. See, e.g., Condo
v. Connors, 266 P.3d 1110, 1117-18 (Colo. 2011).

In contrast, a court applying the so-called “modern approach” (or one of
its variants) might hold that such an unconsented assignment was
a breach of the contract, for which damages might be available, but that
the assignment per se was not void unless the contract said so, perhaps
with requisite “magic words.” See id. at 1119; c¢f. David Caron Chrysler
Motors, LLC v. Goodhall’s, Inc., 43 A.3d 164, 170-72 (Conn. 2012)
(reviewing case law from numerous jurisdictions).

0 Assignment can be grounds for “insecurity”

a. A non-assigning party may treat any assignment that delegates the
assigning party’s performance obligations without the non-assigning
party’s consent as creating reasonable grounds for insecurity.

b. In anysuch case, without prejudice to the non-assigning party’s rights
against the assigning party:

1. The non-assigning party may, by notice in accordance with the
AGREEMENT, demand assurance of due performance, from one or
more of the non-assigning party and the assignee, that is
commercially reasonable under the circumstances of the
particular case.
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2. Until the non-assigning party receives such assurance, the non-
assigning party may, if commercially reasonable to do so, suspend
any performance under the AGREEMENT for which it has not already
received the agreed return.

3. Failure by the assignee and the assigning party to provide such
assurance, within a reasonable time (not to exceed 30 days) after
the effective date of the notice, is a repudiation of the AGREEMENT.

COMMENTARY

The [U.S.] Uniform Commercial Code has a provision similar to this
clause, namely UCC § 2-210(5) (which applies by its terms only to sales of
goods). It states that “[t]he other party may treat any assignment which
delegates performance as creating reasonable grounds for insecurity and
may without prejudice to his rights against the assignor demand
assurances from the assignee” under UCC § 2-609. Under the latter UCC
section, the non-assigning party may suspend its performance (if
commercially reasonable) and eventually treat the agreement as
repudiated if the assignee does not provide adequate assurances.

Additional commentary

Background: To promote economic efficiency,
most contracts can be freely assigned

Normally, in U.S. law, most contracts (but not all) can be freely “assigned,” that
is, transferred to a third party, with the assigning party’s duties delegated to
the third party, without the consent of the other party.

Economic efficiency underlies the policy rationale behind the free
assignability of contracts: If B can carry out A’s obligations under a contract at
lower cost than A could do so, then it might well make economic sense for A to
sell the contract to B. This concept is seen in the routine buying and selling of
standard contracts for future deliveries of commodities (natural gas, wheat,
whatever). See generally Futures contract (Wikipedia.com).

To illustrate, imagine these hypothetical facts:

1. Supplier A and Customer have a contract for Supplier A to deliver
a hill of beans to Customer’s back yard.
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2. Supplier A discovers that another supplier, Supplier B, has a bean
farm that’s closer to Customer’s house; Supplier B could deliver the
beans to Customer’s house with lower transportation costs.

3. Supplier B is willing to buy Customer’s bean-delivery contract from
Supplier A; that way, both suppliers can make some money from the
contract, and Supplier A can use his own resources to pursue other
business.

4. Customer, the buyer of the beans, doesn’t care which supplier delivers
the hill of beans, as long as someone makes it happen.

Supplier A’s transfer of “the Customer contract” to Supplier B is referred to as
an assignment of the contract. In the U.S. and similar legal systems, the law
usually favors such assignments, because they promote economic efficiency,
which is (usually) regarded as a Good Thing. As aresult, Supplier A is
normally free to assign the Customer contractto Supplier B, which also
entails delegating Supplier A’s contractual duties to Supplier B. This is more
than a little bit like subcontracting. The major difference is that:

5. If Supplier A were to subcontract to Supplier B, then Supplier B would
deal with Supplier A, and Supplier A would deal with Customer.

6. On the other hand, with an assignment of the contract, Supplier B
would take over dealing directly with Customer — but either way,
Supplier A would still be liable to Customer for any damage she
suffered if Supplier B didn’t deliver the hill of beans as promised.

An excellent general resource on this subject is Tina L. Stark, Assignment and
Delegation, which is Chapter 3 of her book Negotiating and Drafting Contract
Boilerplate (2003). Disclosure: Professor Stark is a friend and mentor of the
author.

Some special types of contract can’t be assigned without
consent

But now imagine these hypothetical facts:

e Justin is a teenaged singer who has posted a lot of homemade music
videos to YouTube. As aresult, he has become wildly popular with
‘tween girls all over the world.

e Justin has alongstanding contract with Connie; the contract calls for
him to do a birthday show for Connie’s twelve-year old daughter and
her friends.
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e Then Justin gets a huge career break: The Why, a legendary rock group
from the Sixties, want Justin to open for them in their reunion tour.
Unfortunately, for Justin to open for The Why, he would have to miss
Connie’s daughter’s birthday party.

e Justin comes up with a solution: His long-time friend, Sam, who is
trying to break into the business, should sing at Connie’s party instead,
so that Justin can open for The Why.

e In that situation, though, a reasonable person likely would think that
Sam was not an acceptable substitute for Justin at Connie’s daughter’s
birthday party.

e Consequently, U.S. law probably would not allow Justin to delegate his
birthday-party performance to Sam unless Connie consented to it.

And intellectual-property licenses generally
can’t be assigned without the licensor’s consent (read)

Another example: Under U.S. law, licenses of intellectual property are an
exception to the general rule of assignability — an IP licensee may not assign
its license rights, nor delegate its license obligations, without the licensor’s
consent, even when the license agreement is silent on the subject. See, e.g.:

e Trademark licenses: In re XMH Corp., 647 F.3d 690 (7th Cir. 2011)
(Posner, J.)

e Copyrightlicenses: Cincom Sys., Inc. v. Novelis Corp., 581 F.3d 431 (6th
Cir. 2009)

e Patent licenses: Rhone-Poulenc Agro, S.A. v. DeKalb Genetics Corp.,
284 F.3d 1323 (Fed. Cir. 2002)

The non-assignability of IP licenses is a good deal for IP owners and can put IP
licensees in something of a bind. EXAMPLE: Imagine that you’re a customer
that will be taking a license to intellectual property, for example computer
software, from a supplier. In the U.S., you can’t assign the license without the
supplier’s consent — and the supplier might want to be the sole source of
licenses, so that no one else can make money selling licenses.

For real-world examples of a software vendor controlling the supply of its
software licenses in this way, see, for example:

« Vernor v. Autodesk, Inc., 621 F.3d 1102 (9th Cir. 2010) (vacating summary
judgment granting declaratory judgment). In that case, Vernor bought used
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copies of Autodesk’s AutoCAD software from Autodesk’s direct customers and
then resold those copies on eBay. The appeals court held that Autodesk did
not sell copies of its software, but licensed them, and therefore Vernor’s
actions were prohibited by copyright law, because the first-sale doctrine did
not apply.

« In Adobe Systems Inc. v. Hoops Enterprise LLC, No. C 10 2769 (N.D. Cal.
Feb. 1, 2012), the court granted partial summary judgment dismissing the
defendants’ counterclaim of copyright misuse; the Ninth Circuit affirmed.
Adobe Systems Inc. v. Kornrumpf, No.12-16616 (g9th Cir.Jun. 2, 2014)
(unpublished).

Optional additional reading: For further discussion of the assignability of IP
licenses, see this article, posted on the Web site of the Licensing Executives
Society, by Finnegan Henderson attorneys John Paul, Brian Kacedon, and
Douglas W. Meier.

Some government contracts, by law,
cannot be assigned by the contractor

As an example of statutory restrictions on assignment, a New York statute
provides that, whenever a company enters into a contract with a state agency,
the company cannot assign the contract without the agency’s consent; if the
contractor fails to obtain the consent, the agency “shall revoke and annul such
contract,” and the contractor forfeits all payments except that needed to pay its
employees. See N.Y. State Fin. L. art. 9, 138.

The non-assignability of state contracts in New York gives the state agency
considerable leverage — which New York state agencies apparently can be quite
unabashed about wielding, as seen in the Dubai deal discussed at § 11.11.8.

Would a merger require consent
as an “assignment” of a contract?

The law seems to vary as to whether a merger or similar transaction effects an
assignment of contracts by operation of law.

« In one case, the Delaware chancery court ruled, on summary judgment, that
“mergers do not result in an assignment by operation of law of assets that
began as property of the surviving entity and continued to be such after the
merger.” Meso Scale Diagnostics, LLC v. Roche Diagnostics GmbH 62 A.3d 62
(Del. Ch. 2013) (partially granting motion for summary judgment) (emphasis
added).

TANGO Terms 2019A ROUGH DRAFT 2019-08-19 PAGE 55 OF 691


https://scholar.google.com/scholar_case?case=3322805491010693737
https://scholar.google.com/scholar_case?case=14963103879331944969
http://www.lesusacanada.org/featured-articles/trademark-licensees-cannot-assign-trademark-license-rights-without-an-express-provision-providing-for-assignment
https://www.nysenate.gov/legislation/laws/STF/138
http://courts.delaware.gov/opinions/download.aspx?ID=185600

§11.11.6

§11.11.7

STUDENT EDITION (DRAFT) FALL 2019
NorT a substitute for legal advice ASSIGNMENT CONSENT

« A California federal court, reviewing case law, noted the existence of
variations in different states’ laws on this point. The court held that the law
governing the license agreement would control. See Netbula, Llc v. BindView
Development Corp., 516 F. Supp.2d 1137, 1148-50 (N.D. Cal. 2007), where the
court granted the defendants’ motion for summary judgment dismissing the
plaintiff’s claim of copyright infringement. (Disclosure: The author was vice
president and general counsel of the defendant BindView during most of the
relevant events and was a deposition witness in the lawsuit.)

See generally a state-by-state survey by Jolisa Dobbs of the Thompson Knight
law firm at http://goo.gl/Sdiwzs.

Would a stock sale alone effect an assignment —
and require consent?

A Seventh Circuit opinion followed what seems to be the general (U.S.) rule
that a mere change of control of a licensee corporation, through a transfer of
the corporation’s stock to a new owner, does not constitute an “assignment” of
the license that would require consent of the licensor (assuming, that is, that
the licensee remained a separately functioning corporation). See VDF
Futureceuticals, Inc. v. Stiefel Labs., Inc., 792 F.3d 842, 846 (7th Cir. 2015)
(Posner, J.), quoting Kenneth Ayotte & Henry Hansmann, Legal Entities as
Transferable Bundles of Contracts, 111 MICH. L. REV. 715, 724
(2013), and Elaine D. Ziff, The Effect of Corporate Acquisitions on the Target
Company’s License Rights, 57 BUS. LAWYER 767, 789 (2002).

Why might a party want to restrict
the other party’s right to assign?

In some situations, even though the law would normally allow assignment of
a contract, one party to the contract might want its opposite number not to be
free to assign it. Contracts often include language to this effect. Such language
can be great for a party that has the right to consent to another party’s
assignment — and very not-great for a party that must obtain consent to such
an assignment.

For example: You're a supplier. You're talking to a potential customer about
a contract to sell them your stuff. The customer will often want you to agree not
to assign the contract to anyone without their consent. The customer’s
rationale is basically this: We don’t care if assignability is good for commerce
in general: We want to decide who we do business with. (Yes, grammatically
this gets the who-whom bit wrong.)
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And customers sometime demand assignment-consent restrictions “Just
Because.” They’re especially likely to do so if they went to some trouble picking
out a supplier, for example by going through a request for proposal (RFP)
process.

Business danger # 1: De facto control
of assigning party’s destiny

In a long-term contractual relationship, a party’s desire to restrict
assignment can be strategically dangerous for the other party:

e Large-scale asset transfers are used for many strategic business
transactions, such as sales of factories and other facilities; sales of product
lines; and spin-offs of divisions.

e Importantly, key contracts are often among the assets transferred in such
transactions; for example, in 2017 BP entered into an agreement to
acquire existing- and new biomethane production sites from Clean Energy
Fuels — and under the asset purchase agreement, the purchased assets
included “all Contracts which /sic: that] are primarily related to the
Business ...."

If a contract’s assignment-consent requirement applied even in a transaction
such as this, it would effectively give the non-assigning party a veto over the
transaction — and multiple counterparties might have such veto power.

EXAMPLE (STUDY): In one high-profile, politically-sensitive case involving
a Dubai company, the Port of New York and New Jersey was able to ... extract
a $10 million consent fee — plus acommitment to invest
$40 million in improvements to terminal operations — in return for consent
to an assignment of a lease agreement, as reported in the New York Times.

EXAMPLE (skim): A woman dying of cancer arranged to leave her ownership
interest in a real-estate investment to a trust for the benefit of her long-time
companion. A court held that this was ineffective because of an anti-
assignment clause in the investment contract documents. See Lee Graham
Shopping Center, LLC v. Estate of Diane Z. Kirsch, 777 F.3d 678 (4th Cir. 2015)
(affirming summary judgment).

Business danger # 2: Burden of obtaining consents (skim)

Obtaining assignment consents could be burdensome: In one case involving
assignment consents, the assigning party wanted to sell a product line but had
to seek consent from some 25 different companies. At a minimum, this would
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be time-consuming and could easily delay closing the deal; at worst, 25
different companies could each try to extract a price for their
consent — possibly with each successive company demanding more than the
previous one. See MDS (Canada) Inc. v. Rad Source Tech., Inc., 720 F.3d 833,
850 (11th Cir. 2013) (affirming district court’s judgment in part and certifying
question of sublicense-as-assignment to Florida supreme court), certified
question answered in part, No. SC13-1215 (Fla. July 10, 2014).

Business danger # 3: Blowing up a potential transaction

In an especially bad case, the delay required to obtain consents to
assignment might result in blowing up the prospective transaction that
would have involved the assignments in question.

Legal danger: Loss of valuable, paid-for rights

Valuable rights under a contract might disappear if a party were to
assign the contract without arequired consent. Consider the following
examples:

e The Oregon supreme court ruled, in effect, that a bank materially
breached alease when it merged with its own wholly-owned
subsidiary — in effect, causing an assignment of the lease — without first
obtaining the landlord’s consent as required by the lease. See Pacific First Bank
v. New Morgan Park Corp., 876 P.2d 761 (Ore. 1994) (reversing trial-court
judgment). That ruling presumably gave the landlord the right to demand
whatever it wanted from the bank to cure the breach — at least if the bank
wanted to continue to occupy the leased premises.

« In Cincom Sys., Inc. v. Novelis Corp., 581 F.3d 431 (6th Cir. 2009), a software
supplier successfully sued acustomer that had done a corporate
reorganization — and, in effect, forced the customer to re-buy the
customer’s software license after the customer did a corporate
reorganization, just because technically a different corporate subsidiary was
using the software than before.

(Author’s note: The Cincom case strikes me as shortsighted behavior on the
part of the software vendor — it’s hard to imagine that the customer was ever
again willing to buy anything else from that vendor.)

« In a 2011 Delaware case, one party had agreed to indemnify another — and
the agreement prohibited assignment. The court held that the contract
language was ambiguous about whether the indemnity right was passed on to
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a successor company in an unauthorized merger. ClubCorp, Inc. v. Pinehurst,
LLC, C.A. No. 5120-VCP, slip op. at 6 (Del. Ch. Nov. 15, 2011) (Parsons, V.C.)
(denying motion for summary judgment).

Exception to consent requirement: “Strategic” asset
dispositions

Suppose that Alice and Bob are negotiating a contract between them. It’d be
fairly standard for Bob to want to be able to assign the contract without Alice’s
consent if Bob were to do an asset disposition such as the sale of an
unincorporated division or a specific product line.

« As discussed above, this could be crucial to Bob’s company if the company
wanted to retain control over its own strategic destiny.

« It also could keep Bob’s assignee (“Betty”) from having to re-buy and pay
again for an IP license that the assigning party already paid for once, as
happened in the Cincom case discussed above.

In their contract negotiation, Bob might argue for one or more consent carve-
outs along the following lines:

We need to keep control of our strategic destiny. If we ever wanted to sell
a product line or a division (or even the whole company) in an asset sale, we’'d
need to be able to assign this agreement as part of the deal. We don’t want to
have to worry about whether somebody at your company was going to get
greedy and try to hold us up for a consent fee.

Alice, though, might respond in the negotiation with something like this:

What if you decided to sell a product line or a division to one of our
competitors? We need to retain control over that possibility. The only way for
us to do that is to retain the absolute right to consent to any assignment you
might make.

The negotiation of that point might come down to a question of bargaining
power and skill.

(It might not be necessary to give a party an absolute veto over an asset-
transaction assignment; instead, the prospective assigning party might
consider agreeing not to assign its assets without first consulting with the non-

assigning party.)
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Should unreasonable withholding of consent be prohibited?

Applicable law might — or might not — require consent to assignment not to
be unreasonably withheld. Here are a few examples; drafters should check the
applicable law in their cases.

«Cal. Civ. Code §1995.260 imposes an implied requirement of no
unreasonable withholding of consent to transfer of a lease if the lease is silent
about the standard for withholding consent. One court held that a provision
allowing withholding of consent “for any reason or no reason” did not trigger
the implied requirement and thus was not to be construed as including an
unreasonably withheld standard. Nevada Atlantic Corp. v. Wrec Lido Venture,
LLC, No. G0o39825 (Cal. App. Dec. 8, 2008) (unpublished; reversing trial-court
judgment that withholding of consent was unreasonable).

« In contrast, the Texas supreme court held that, when an oil-and-gas contract
required consent to assignment but was silent about the standard for
withholding consent, the reviewing party’s right to refuse consent was
unrestricted. Barrow-Shaver Resources Co. v Carrizo Oil & Gas, Inc., No. 17-
0332, slip op. at 16 (Tex. June 28, 2019) (affirming court of appeals’ reversal
of trial-court judgment on jury verdict).

« The Alabama supreme court held that when contract in suit specifically gave
a party the right, in its sole discretion, to consent to any proposed assignment
or sublease, that trumped a case-law rule that a refusal to consent is to be
judged by areasonableness standard under an implied covenant of good
faith.” Shoney’s LLC v. MAC East, LLC, 277 So.3d 1216, 1220-21 (Ala. 2009) (on
certification by Eleventh Circuit).

« A lease prohibited the tenant from assigning the lease, including by operation
of law, without the landlord’s consent. The lease also stated that the landlord
would not unreasonably withhold its consent to an assignment of the lease to
a subtenant that met certain qualifications. Notably, though, the lease
agreement did not include a similar statement for other assignments. The
Oregon supreme court held that ordinarily, the state’s law would have required
the landlord to act in good faith in deciding whether or not to consent to an
assignment. But, the court said, the parties had implicitly agreed otherwise;
therefore, the landlord did not have such a duty of good faith. Pacific First
Bank v. New Morgan Park Corp., 876 P.2d 761 (Or. 1994) (affirming court of
appeals decision on different grounds; reversing trial-court declaration that
bank-tenant had not materially breached lease agreement).

In afactually-messy Eleventh Circuit case, the court upheld a trial court’s
finding that the owner of a patent, which had exclusively licensed the patent to
another party, had not acted unreasonably when it refused consent to an
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assignment by the licensee to a party that wanted to acquire the licensee’s
relevant product line. MDS (Canada) Inc. v. Rad Source Tech., Inc., 720 F.3d
833, 850 (11th Cir. July 1, 2013) (affirming district court’s judgment in part).

Associated Individuals Definition

The term Associated Individual, as to an organization, refers to any
individual who, at the time in question, falls into one or more of the
following categories:

1. an employee of the organization;
2. an officer or director of the organization, if it is a corporation;

3. a holder of a comparable position, if the organization is of another
type (for example, a limited liability company); and

4. any other individuals expressly specified in the AGREEMENT, if any.

COMMENTARY

This defined term can be used in extending a contract’s limitations of
liability to specified individuals. That can be useful if an aggrieved plaintiff
were to sue, not just the company that is another party to the contract, but
also various individuals associated with that company. This might occur:
« if the plaintiff felt that the defendant company had few assets that could
be seized to satisfy a judgment, but that the individual co-defendants
personally owned substantial assets; and/or e if the plaintiff wanted to put
pressure on the company to settle the case, as seems to have happened in
the bitter Oracle v. Oregon lawsuit, where various Oracle managers and
executives were individually named as co-defendants in a multi-million
lawsuit over a failed software development project. (The case was later
settled, with Oracle agreeing to pay $25 million in cash and to provide
technology worth another $75 million.)

Subdivision b.2 recognizes that with the benefit of hindsight, a motivated
opposing counsel and expert witness can almost always find something
that the a party conceivably could have done, but in fact didn’t do, to
achieve the stated objective.
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Attorney Fees Protocol

M The prevailing party is entitled
to recover its attorney fees, etc.

a. Inany litigation, arbitration, or other action arising out of or relating to
the AGREEMENT or any transaction or relationship resulting from it, the
prevailing party(if any), will be entitled to recover its Dispute Expenses
from the other party, in addition to any other relief that may be granted.

b. All provisions of the AGREEMENT relating to the recovery of attorney fees
and other Dispute Expenses will survive each of the following;:

1. anytermination, expiration, or other coming to an end of the
AGREEMENT; and

2. the entry of a judgment, arbitration award, or other decision in
a contested proceeding — for the avoidance of doubt, however,
this Protocol is not to be considered to have merged into that
decision.

COMMENTARY

While this provision uses the term Dispute Expenses, the concept is often
stated as attorneys' fees or attorney's fees. Legal-language maven Bryan
Garner suggests using the singular attorney fees.

0 Each party is to pay its own attorney fees, etc.

In any litigation, arbitration, or other action arising out of or relating to the
AGREEMENT or any transaction or relationship resulting from it, each party is
to bear its own Dispute Expenses.

COMMENTARY

This is an alternative to the prevailing-party language above; it conforms
to the “American Rule” discussed in the additional commentary.
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Q0 Attorney Fees in Motion Practice Option

Why are the parties agreeing to this Option?

The parties are agreeing to this Option to provide an incentive for the
parties to amicably resolve any subsidiary- or ancillary dispute that is
brought before a tribunal (each, a Motion).

What happens if a party loses a Motion?

a. The prevailing party in a Motion will be entitled to recover its Dispute
Expenses for the Motion unless the tribunal, for good cause, rules
otherwise.

b. A tribunal's decision not to award Dispute Expenses under this section
is final and non-appealable.

Can the losing party recover its expenses later?

a. Motion-related Dispute Expense recoveries may not be recaptured as
part of a later recovery of Dispute Expenses for the overall action.
EXAMPLE:

1. Suppose that a party ("Alice") recovers Dispute Expenses from
another party ("Bob") in connection with a Motion in an action
because Alice was the prevailing party in the Motion.

2. But suppose also that Bob later prevails in the overall action and
thus becomes entitled to recover Dispute Expenses from Alice,
either by agreement or by law.

3. Inthat case, Bob is not entitled to a refund of the Dispute
Expenses that Alice recovered from him in connection with the
Motion.

COMMENTARY

Subdivision b: Much of the expense of litigation (and, to a lesser extent, of
arbitration) comes from pre-trial motion practice. This drop-in provision
tries to provide an incentive for the parties to avoid such motion practice —
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with subdivision ¢ likewise trying to avoid “satellite litigation” over
attorney-fee demands in motion practice.

Q Attorney Fees for Serious Accusations Option

COMMENTARY

This Option is intended to discourage parties and their trial counsel from
making baseless accusations in the hope of prejudicing the jury, judge, or
arbitrator and/or of gaining settlement leverage, for reasons discussed in
the additional commentary.

The concept underlying this Option was inspired by a remark many years ago
by the author’s then-law partner (and longtime mentor), iiber-patent-litigator
John F. Lynch. At that time, accused patent infringers would routinely accuse
patent owners and their patent attorneys of what was then referred to as "fraud
on the Patent Office," which is now known as inequitable conduct before
the U.S. Patent and Trademark Office. John mused that perhaps there should
be a rule — paraphrased from memory here: If Lawyer A accuses Lawyer B of
fraud on the Patent Office, then perhaps at the end of the case, one of the two
lawyers should be suspended from practice. This provision doesn't (and can't)
go quite that far; it does, though, give parties an incentive to be cautious about
making a Serious Accusation.

What does “Serious Accusation” mean?

This Option will be relevant if a party makes a “Serious Accusation,”
namely an assertion: by one or more individuals and/or organizations
(each, an "accuser"), * before any tribunal, * in a claim or defense

to a claim, ¢ that one or more other individuals and/or organizations
(each, an "accused") had engaged or is engaged in one or more of

the following:

1. conduct punishable as a felony;
2. fraud;
3. breach of fiduciary duty;

4. gross negligence;
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5. willful misconduct; and

6. any other particular Serious Accusations expressly agreed to in
writing by the parties, if any — for the avoidance of doubt, it is
immaterial if one or more such other particular Serious
Accusations is also in another category listed above.

This Option takes effect in case
of an unproved Serious Accusation

a. This Option will take effect in any case, regardless of any other
outcome in the case, in which:

1. an accuser makes a Serious Accusation; but

2. inthe final judgment in litigation or final arbitration award, as the
case may be, the tribunal does not find that the accuser proved
the Serious Accusation by the quantum of proof required by law,
or if greater, the quantum of proof required by the AGREEMENT.

b. The accuser in such a case is referred to below as an “unsuccessful
accuser.”

An unsuccessful accuser must pay
the accused’s Dispute Expenses

An unsuccessful accuser must reimburse the accused for all of the
accused’s Dispute Expenses incurred in the entire case (not merely in
defending against the Serious Accusation), unless the tribunal determines
otherwise for good reason supported by clear and convincing evidence.

An unsuccessful accuser may not recover its own Dispute
Expenses

An unsuccessful accuser s not entitled to recover any of its attorney fees
or other expenses or costs of the litigation or arbitration, and hereby
WAIVES any such recovery, regardless whether such recovery would
otherwise be available under the AGREEMENT or applicable law.
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An unsuccessful accuser must also pay liquidated damages

An unsuccessful accuser must pay the accused USD $10,000 as
liguidated damages to compensate the accused for the additional
expense, burden, and inconvenience of defending against all of the one or
more Serious Accusations in the case, over and above the accused’s
Dispute Expenses.

Severability

The parties intend for any and all parts of this Option to be severable from
the AGREEMENT if found to be unenforceable for any reason.

0 ADR Non-Participation Attorney Fee Option

Why are the parties agreeing to this Option?

a. The parties wish to create incentives to comply with any applicable
dispute-resolution provision(s) in the AGREEMENT (each, a Dispute-
Resolution Provision) in the following categories.

1. arbitration;

2. early neutral evaluation;

3. economical litigation agreement;
4

escalation of disputes;

o1

forum selection;

6. jury-trial waiver;

7. mediation;

8. minitrial to management;

9. service of process by courier.

b. The parties agree that such provisions, when part of the AGREEMENT,
hold out the possibility of promoting amicable settlement of any disputes
that might arise between the parties, or at least of helping reduce the
expense and burden of such disputes.
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COMMENTARY

This Option is modeled on a mediation provision in a standard California
residential real-estate purchase agreement, which has been enforced at
least twice by courts. See generally:

e Cullen v. Corwin, 206 Cal. App. 4th 1074, 142 Cal. Rptr. 3d 419 (2012)
(reversing award of attorney fees to prevailing defendant, on grounds
that the defendant had refused to participate in mediation as required
by contract); and

e Lange v. Schilling, 163 Cal. App. 4th 1412 (2008) (reversing award of
attorney fees to prevailing plaintiff). Cf. also Thompson v. Cloud,
764 F.3d 82 (1st Cir. 2014), where the court denied the winning party's
request for attorney fees under an analogous clause, on grounds that
the winning party never asked for mediation and thus the losing party
didn't refuse to mediate. See id. at 92.

If this Option applies, what effect will it have?

a. This Option will apply if a party (the “Non-Participating Party”) does any
of the following:

1. fails, upon written request by another party, to participate in
dispute-resolution efforts or proceedings required by a Dispute-
Resolution Provision; or

2. challenges the enforceability of a Dispute Resolution Provision.

b. If this Option applies, then no Non-Participating Party will be entitled to
recover Dispute Expenses, and each Non-Participating Party WAIVES any
claim to such recovery, even if that Non-Participating Party:

1. would otherwise have been entitled to such a recovery, whether
under the AGREEMENT or under applicable law; and/or

2. prevails in the dispute in question or in the challenge against
validity or enforceability of the Dispute-Resolution Provision in
question.

c. Incase of doubt: This Option does not limit any other party's right to
relief, if any, in respect of an action or omission by the Non-Participating
Party.
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COMMENTARY

The use of bold-faced type for the waiver language is for conspicuousness.

Additional commentary

Legal background: The "American rule" vs. "loser pays"

The general rule in the U.S., sometimes known as the "American rule," is that
each party must pay its own attorney fees. See, e.g., Zurich American Insurance
Co. v. Team Tankers A.S., 811 F.3d 584, 590 (2d Cir. 2016) (reversing award of
attorney fees; discussing American Rule), citing Baker Botts LLP v. ASARCO
LLC, 576 US __, 135 S. Ct. 2158 (2015).

Some, though, view a prevailing-party allocation of attorney fees as
fundamentally more fair: If you lose a case, presumably you were responsible
for the case having to be litigated, so you should pay the attorney fees and
expenses that you forced the prevailing party to spend.

(The prevailing-party rule is sometimes called the "loser pays" rule, or the
"everywhere but America" rule.)

Complicating the picture: Big companies sometimes regard litigation expenses
as a cost of doing business. Once in a while, a big company might try to use its
superior financial strength to bully a weaker counterparty. Smaller companies
can try to offset that advantage by negotiating a prevailing-party clause.

Of course, a prevailing-party clause raises the stakes for a smaller litigant as
well: If the smaller litigant were to lose the case, then the smaller litigant would
be liable for the bigger litigant's attorney fees; those fees will often have been
billed by a big, expensive law firm.

What constitutes a prevailing party?

Some courts have held that, if the putatively winning side is not the "prevailing
party" if it did not receive any monetary damages or equitable relief. See,
e.g., Intercontinental Group Partnership v. KB Home Lone Star LP,
295 S.W.3d 650 (Tex. 2009) (5-4 reversal of $66,000 attorney fees award to
plaintiff that had received a zero-dollar damages award and no declaratory or
other equitable relief).

Some commentators have suggested that drafters should specify what they
mean by "prevailing party," but my guess is that most will not want to do so.
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The "Texas rule": Only a successful contract enforcer can
recover fees — and then
only from an individual or corporation

If aparty negotiating a contract thinks it might be more likely to be the
defendant in a dispute than the plaintiff, it might want to affirmatively include
a "pay your own lawyer" provision in the contract such as in § 13.2 above.

In Texas, absent an agreement otherwise, a party that successfully enforces
a claim against an individual or corporation on an oral or written contract —
but not a party that successfully defends against an enforcement action — is
entitled to recover attorney fees. See Tex. Civ. Prac. & Rem. Code § 38.001.

Courts have held that wunder section 38.001, attorney fees are
recoverable only from an individual or corporation. See Hoffman v. L&M Arts,
No. 3:10-CV-0953-D, slip op. at part III (N.D. Tex. Mar. 6, 2015) (citing cases)
(subsequent history omitted). In 2015, a bill to change that died in committee
in the Texas Legislature. See Tate Hemingson, Recovery of attorney fees under
Civil Practice & Remedies Code Section 38.001(Strasburger.com 2015).

The California rule: It's all "prevailing party"

California Civil Code § 1717 provides, in essence, that any one-way attorney
fees provision (as is sometimes seen in consumer-facing contract forms) is to
be treated as a prevailing-party provision, and states that attorney fees under
the section cannot be waived.

Other possible attorney-fee provisions

Drafters could consider redefining the term Recovering Party as one of the
following;:

e any party that succeeds in enforcing one or more rights under the
Agreement;

e aspecified party if it is the prevailing party (but not the other party even
if it prevails);

e neither party — that is, each party will bear its own attorney fees and
expenses.
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Attorney fees in arbitration awards

In an arbitration proceeding, applicable law might override the parties'
agreement that attorney fees can, or cannot, be awarded. See Recovery of
Attorney Fees in International Arbitration: the Dueling "English" and
"American" Rules, by John L. Gardiner & Timothy G. Nelson of Skadden Arps,
available at http://goo.gl/jsjy4 (accessed Jan. 30, 2010).

One-sided attorney-fee clauses might well be enforced

Some contracts contain unilateral attorneys' fee clauses; for example, a real-
estate lease agreement might state that the landlord can recover its attorney
fees if it has to sue the tenant, while remaining silent as to whether
the tenant can ever recover its attorney fees. (Under the 'American rule,' that
would normally mean that the tenant could not recover, even if it were the
prevailing party in a suit brought by the landlord — except in California, as
noted above.)

Such unilateral clauses might well be enforceable. See, e.g., Allied Indus.
Scrap, Inc., v. OmniSource Corp., 776 F.3d 452 (6th Cir. 2015) (reversing
district court's denial of attorney fees), discussing Wilborn v. Bank One Corp.,
906 N.E.2d 396 (Ohio 2009) (affirming dismissal of borrowers' lawsuit against
lenders claiming that unilateral attorneys' fee clause in residential mortgage
loan agreement form was void as contrary to public policy).

Serious Accusation attorney-fee awards

Many litigators like to load up their pleadings with accusations of fraud, gross
negligence, bad faith, breach of fiduciary duty, and the like, whether or not such
accusations are warranted by the facts. For an example of such a loaded-up
case, see Falco v. Farmers Ins. Gp., 795 F.3d 8643 (8th Cir. 2015), in which the
appeals court affirmed summary judgment in favor of defendants, including
dismissal of the plaintiff's claim that the defendants had supposedly breached
a fiduciary duty.

The strategic thinking among plaintiffs often seems to be something like
this: We might as well go ahead and make these accusations — there's no
downside to us for doing so, and the jury might believe the accusations. That
will raise the stakes for the other side; this in turn will give us more leverage
to force the other side to settle the case on our terms.

Such strategic thinking can work out very well for the claimant (sometimes
spectacularly so, as discussed elsewhere in this work). Unfortunately, even
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when utterly baseless, Serious Accusations can pose major problems for their
targets. Such accusations: « can unfairly influence jurors; « in themselves can
damage a defendant's reputation — because the press and other third parties
can tend to think, where there's smoke, there's fire — even if the defendant is
ultimately vindicated; « are almost always expensive and time-consuming both
to prosecute and to defend against, because wide-ranging discovery and expert
testimony will usually ensue; and « can be tough to get rid of quickly, either on
the pleadings or on summary judgment, because judges and arbitrators will
often find that a full trial (usually a jury trial in the U.S.) or arbitration is
required to decide the truth of the matter.

With these factors in mind, the expense-shifting and liquidated-damages
features of the Serious Accusations option are intended to encourage parties to
think long and hard before making Serious Accusations, by giving a prospective
accuser a significant financial downside if it proceeds to make such an
accusation but then fails to prove it.

Audit Rights Protocol

Audit basics

Definitions

a. “Auditable Records” refers to records sufficient to document each of
the following, as applicable,

1. labor performed and billed under the AGREEMENT;
2. materials and other items billed under the AGREEMENT;
3. W compliance with specific requirements of the AGREEMENT; and

4. any other matters as to which, under the AGREEMENT, the Auditing
Party has the right to audit records.

b. “Auditing Party” refers to a specified party that has the right to
cause Auditable Records to be audited under the AGREEMENT.

c. “Permissible Auditors” refers to:

1. any Big Four accounting firm;
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2. M any other independent accounting firm that regularly audits
books and records of the Recordkeeping Party; and

3. any other auditor proposed in writing by the Auditing Party
to which the Recordkeeping Party does not reasonably object.

d. “Recordkeeping Party” refers to any party that, under the AGREEMENT, is
required to keep records that come within the definition of Auditable
Records.

COMMENTARY

This language is set up in generic terms with aview to having this
provision be serviceable even if adrafter doesn’t fill in deal-specific
details.

Subdivision a.1 allows generic compliance audits — but that might be
controversial, especially in the case of highly-sensitive information.

Subdivision b.2: Contract-negotiation consultant and author John
Tracy suggests (in a LinkedIn discussion thread) that an auditing party
should consider agreeing in advance that, if it wishes to audit the
recordkeeping parties books and records, the auditing party will
engage the outside CPA firm that regularly audits the
recordkeeping party’s books anyway. John says that this should
reduce the cost of the audit and assuage the recordkeeping party’s
concerns about audit confidentiality; he also says that “the independent
CPA will act independently rather than risk the loss of their license and
accreditation and get sued for malpractice.”

What audits may the Auditing Party have done?

The Auditing Party may cause one or more audits of Auditable Records to
be conducted, in accordance with this Article, by one or more Permissible
Auditors.

COMMENTARY

In some cases involving multiple parties to a contract, a recordkeeping
party might want to define Auditing Party to include only selected other
parties.

The “cause” language has in mind that:
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An auditing party might not want to bear the expense of having an outside
auditor do the job, and instead might prefer to send in one of its own
employees to “look at the books”;

On the other hand, a recordkeeping party might not want the auditing
party’s own personnel crawling around in the recordkeeping party’s
records, but it might be OK with having an outside accountant (or other
independent professional) do so.

A recordkeeping party might want the absolute right to veto the auditing
party’s choice of auditors, instead of having the right to give reasonable
consent. On the other hand, the auditing party might not trust the
recordkeeping party to be reasonable in exercising that veto, and it could
be concerned that a dispute over that issue would be time-consuming and
expensive. This provision represents a compromise.

An auditing party might want to add that consent is deemed given if the
recordkeeping party doesn’t object in writing within X days after receiving
or refusing the auditing party’s written proposal of an auditor.

How much advance notice is required for an audit?

The Auditing Party must give the Recordkeeping Party at least ten
business days’ advance written notice of any proposed audit except for
good reason.

COMMENTARY

Normally, both parties will benefit if the recordkeeping party has
areasonable time to collect its records, remedy any deficiencies, etc.,
before the auditor(s) get there. On the other hand, if the auditing party
suspects cheating or other malfeasance, a surprise audit might be in order.

What access must the Recordkeeping Party provide to the
auditors?

The Recordkeeping Party must:

1. provide the auditor(s) with access to the Auditable Records to the
extent reasonably necessary for the audit; and

2. make the Recordkeeping Party’s relevant personnel reasonably
available to the auditor(s), and direct them to answer reasonable
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questions from the auditor(s), except as otherwise provided in the
AGREEMENT.

COMMENTARY

A party agreeing to an audit clause might want to restrict the auditor’s
access to the facilities, computers, etc., of the party being audited. For
example:

« Software vendors often include audit provisions in their license
agreements, to allow a vendor to audit a customer’s use of the software to
confirm that all such use is appropriately licensed (and paid for).
A software vendor’s audit clause might allow the vendor to access the
customer’s computer systems, but the customer might not want this,
especially if the customer is in a sensitive industry such as finance or
health care.

« A possible compromise might be to allow a third-party auditor to have
limited access to computer systems, etc., under a strict confidentiality
agreement.

(Hat tip: Christopher Barnett, Top Three Revisions To Request In
Software License Audit Clauses (ScottAndScottLLP.com 2015).)

Subdivision 2: Audits sometimes happen after business relationships start
to turn sour. In situations like that, it’s not unheard of for recordkeeping
parties’ personnel to be uncooperative. So, it can help to lay out ground
rules for what might otherwise be an unfriendly episode.

What facilities must be provided to the auditors?

IF: An audit is to be conducted at one or more sites controlled by the
Recordkeeping Party; THEN: The Recordkeeping Party is to cause the audit
site(s) to be furnished with appropriate facilities of the type customarily
used by knowledge-based professionals, including without limitation
furniture; lighting; air conditioning; electrical power; and Internet access.

COMMENTARY

In an unfriendly audit, an uncooperative recordkeeping party might try to
make the auditors work in a closet, an unairconditioned warehouse, or
worse.
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In what form are Auditable Records to be provided?

The Recordkeeping Party will make Auditable Records available to the
auditor(s) in the form, electronic or otherwise, in which those records are
kept in the ordinary course of business.

COMMENTARY

An auditing party probably would not want a recordkeeping party to just
print out its electronic records on paper and deliver them to the auditors;
in all likelihood, that would significantly increase the cost of the
audit. See Ryan C. Hubbs, The Importance of Auditing In An Anti-Fraud
World — Designing, Interpreting, And Executing Right to Audit Clauses
For Fraud Examiners, at 4 (Assoc. of Certified Fraud Examiners 2012).

Where are audits to take place?

Unless otherwise agreed, each audit is to be conducted:

1. atthe location or locations where the Auditable Records are kept
in the ordinary course of business the records; and/or

2. atthe Recordkeeping Party’s option, at one or more other
reasonable places desighated in advance by the Recordkeeping
Party in consultation with the Auditing Party.

COMMENTARY

This provision reminds drafters that in an unfriendly audit, the
recordkeeping party might try to demand that auditable records be
produced for audit at a location not desired by the auditing party, or vice
versa.

In some contracts it might be desirable for the audit provision to specify
either (1) an agreed location for audits, or (2) if a specific location can’t be
satisfactorily determined in advance, an agreed procedure for
determining the location if the parties are unable to agree on one. (This is
an example of the truth that if parties can’t agree in advance on an outcome
— possibly because one or more of them simply doesn’t know what
outcome they want — then perhaps they can agree on a process for
determining the outcome when the circumstances arise.)
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§15.1.8 When are audits to take place?

Unless otherwise agreed, each audit is to take place at one or more
reasonable times designated in advance by the Recordkeeping Party in
consultation with the Auditing Party.

COMMENTARY

In some situations, a recordkeeping party might find it more convenient
for audits to take place outside of business hours — for example, if a retail
store’s landlord has the right to audit the store’s books (for determining
percentage rent owed), then the store owner might prefer for the audit to
occur when customers aren’t in the store.

§ 15.1.9 Is any information “off limits” to the auditors?

Unless the AGREEMENT expressly states otherwise, the Auditing Party’s right
to audit Auditable Records does not extend to any of the following;:

1. information that, under applicable law, would be immune from
discovery in litigation, for example on grounds of attorney-client
privilege, work-product immunity, or any other privilege;

2. trade secrets and other confidential information relating to
formulae and/or processes; and

3. clearly unrelated or -irrelevant information.

COMMENTARY

This clause excludes from auditing any information that is subject to
the attorney-client privilege and any other applicable privilege. That’s
because in the case of the attorney-client privilege, disclosure of privileged
information to outsiders likely would waive the privilege in many
jurisdictions and thus make the privileged information available for
discovery by others, including third parties. (A recordkeeping party might
also want to specify other particular audit exclusions.)

Subdivision 2 might be open to dispute, but at least it gives the
Recordkeeping Party ammunition with which to oppose an unreasonable
“fishing expedition” by the Auditing Party.
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How often may audits be conducted?

Except for good reason, the Recordkeeping Party need not permit audits
more often than:

1. once per 12-month period; and

2. once per period audited .

COMMENTARY

An audit might end up being at least somewhat burdensome and
disruptive to the recordkeeping party; most recordkeeping parties will
want to limit the auditing party’s ability to initiate audits. See also » the
definition of good reason; and « the option requiring the Auditing Party to
reimburse the Recordkeeping Party’s expenses.

Is there a deadline for requesting an audit?

a. Except for good reason, the deadline for the Auditing Party to request
an audit for any given Auditable Record is the later of:

1. the end of any legally enforceable record retention period for that
Auditable Record, if any; and

2. three years after the end of the calendar quarter in which the
substantive content of that Auditable Record was most-recently
revised.

b. For the avoidance of doubt, subdivision a does not in itself require the
Recordkeeping Party to maintain Auditable Records for any period of time,
but only states a deadline for the audit request.

COMMENTARY

An audit request should be timely; otherwise, a creative counsel might try
to argue that the party had the right to conduct an audit even when, for
example, the underlying agreement had expired or been terminated.
A would-be auditing party tried unsuccessfully to make such an argument
in New England Carpenters Central Collection Agency v. Labonte Drywall
Co., 795 F.3d 271 (1st Cir. 2015) (affirming district court’s judgment after
bench trial).
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At some point, the recordkeeping party might want to be able to get rid of
its records; also, it won’t want to have to support an audit of (say) 20 years
of past records.

Is there a deadline for completing an audit?

Except for good reason, the deadline for the auditor(s) to complete a given
audit is three months after the effective date of the Auditing Party’s
advance written notice of the audit.

COMMENTARY

Three months should normally be more than enough time for an auditor
to complete a reasonable audit unless one or another party is unreasonable
about scheduling, access, etc.

What confidentiality obligations apply to audits?

a. Absent consent of the Recordkeeping Party, the Auditing Party:

1. may not use any nonpublic information that is learned or derived
in the course of any such audit, except to the extent necessary to
protect the Auditing Party’s rights and/or for the Auditing Party’s
performance of its obligations under the AGREEMENT;

2. may not disclose any such information to third parties except in
response to compulsory legal process, after first: (A) advising the
Recordkeeping Party of such process (where not prohibited by
law); and (B) providing reasonable cooperation in any efforts by
the Recordkeeping Party to preserve the confidentiality of such
information.

b. The Auditing Party must enter into binding written agreements with its
auditors requiring them to comply with the audit-confidentiality
requirements of the AGREEMENT.

COMMENTARY

This provision includes what amounts to a nondisclosure agreement
(“NDA”) in miniature. For especially sensitive matters, the parties might
wish to negotiate a separate NDA for the auditor(s) to sign — perhapsusing
the Confidential Information Protocol.
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May auditor(s) retain copies of Auditable Records?

M Yes: Auditor(s) may make and keep copies of audited Auditable
Records, so long as the auditor(s):

1. comply with the audit-confidentiality requirements of the
AGREEMENT; and

2. return or destroy the copies, in accordance with the auditor’s
regular, commercially reasonable policies and processes, within
a reasonable time after the end of the last period for which
Auditable Records are required to be maintained under the
AGREEMENT or by law.

U No: Auditor(s) must not retain any copies of Auditable Records once the
audit is completed.

COMMENTARY

An auditing party’s auditors might well find it burdensome (and therefore
more expensive for the auditing party) to be precluded from making copies
of the recordkeeping party’s records.

Outside auditors might insist on being able to take copies with them to file
as part of their work papers.

In some circumstances, the recordkeeping party might want to negotiate
for limits on the types of records that the auditor(s) are allowed to copy
and take away.

Audit reports

Must auditor(s) limit what is reported to the Auditing Party?

M The auditor(s) may provide the Auditing Party with a reasonable
summary and detail of the audit findings.

U The auditor(s) must agree in writing (and must provide a copy of the
agreement directly to the Recordkeeping Party):

1. to disclose to the Auditing Party only whether a reportable
discrepancy was revealed by the audit, and if so, the size and
general nature of the discrepancy; and
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2. that the Recordkeeping Party is a third-party beneficiary of that
written agreement.

COMMENTARY

A Recordkeeping Party might want this if it is concerned that the
auditor(s) might need to delve into confidential information that the
Recordkeeping Party doesn’t want to be provided to the Auditing Party.

Is the Recordkeeping Party entitled
to a copy of the audit report?

M If requested by the Recordkeeping Party, the Auditing Party will direct
the auditor(s) to provide the Recordkeeping Party, at the Auditing Party’s
expense, a complete and accurate copy of any audit report.

U The Auditing Party may, in its sole discretion, provide the Recordkeeping
Party with a copy of some or all of the audit report.

COMMENTARY

The Recordkeeping Party might not care about getting a copy of an audit
report if the report says, basically, everything’s cool here. But if the
Recordkeeping Party will have to come up with extra money, or is accused
of a material breach, it likely will indeed want to get a copy of the audit
report.

The Auditing Party might object to providing the Recordkeeping Party
with a copy of the audit report. But face it: If the dispute goes to litigation
or even arbitration, the odds are high that the Auditing Party’s lawyers will
be able to get a copy of the audit report as part of the discovery process (for
example, by issuing a subpoena to the auditors).

Audit adjustments, interest, and expense-shifting

What post-audit adjustments are to be made?

IF: An audit reveals the apparent existence of a billing- or payment
discrepancy such as (for example) over- or underbilling or over- or
underpayment; THEN: The party benefiting from that discrepancy is

to promptly take such action as may be necessary to remedy (“true-up”)
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the discrepancy, including, for example, refunding an overpayment or
paying a shortfall, as the case may be.

COMMENTARY

This is practically a universal feature of audit provisions.

§15.4.2 Must interest be paid on adjustments?

a. This section applies if, after an audit, a party must pay a shortfall or
refund an overpayment due to an error by that party or for which that party
is otherwise responsible.

b. The party referred to in subdivision a must also pay interest on the
shortfall or refund at 1.5% simple interest per month or the maximum
rate permitted by law, whichever is less.

c. The TANGO interest-charges protocol (including but not limited to its
usury-savings provisions) will apply to any such interest payment.

COMMENTARY

Drafters should be very careful about usury laws, which can have teeth, as
discussed in interest charges.

If an agreement also is going to provide for charging interest on past-due
amounts apart from an audit provision, then that interest provision
probably should be separate from the audit provision. In the
2014 Cellport case, a contract drafter’s failure to keep the two provisions
separate resulted in a contract plaintiff's winning its case but receiving
a much-lower interest rate than was called for by the contract. See Cellport
Sys., Inc. v. Peiker Acustic GmbH & Co., KG, 762 F.3d 1016, 1028-29 (10th
Cir. 2014).

§15.4.3 Who must pay for the audit?

a. The Recordkeeping Party must reimburse the Auditing Party for
reasonable outside auditors’ fees and -expenses if (i) the audit reveals the
existence of one or more of the following items and (ii) under the
AGREEMENT the Recordkeeping Party is responsible for the item(s):
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1. adiscrepancy in billing or payment, for the period being audited,
that: (A) is equal to or greater than 5%; and (B) was caused by
an error made by, or imputable to, the Recordkeeping Party; and
(C) favors the Recordkeeping Party; and/or

2. an uncured material breach of the AGREEMENT, and/or
3. fraud.

b. Otherwise, the Auditing Party is responsible for all costs of an audit.

COMMENTARY

Subdivision a.1: The discrepancy revealed by the audit must exceed the
stated threshold percentage for the period being audited. That will help to
avoid unfair expense shifting if, say, a discrepancy for a single month was
discovered in an audit of five years’ worth of records. In that kind of
situation, the Recordkeeping Party arguably shouldn’t have to foot the bill
for the entire five-year audit; on the other hand, neither should the
Recordkeeping Party necessarily escape the consequences of the ten-
percent discrepancy in that one month. The language of this provision
represents a compromise position.

Subdivision a.1: The threshold for shifting audit expenses might well be
negotiable, often falling in the range between 3% and 7% for royalty-
payment discrepancies and perhaps around 0.5% for billing discrepancies
in services.

Subdivision a.2: Consider also whether the auditing party should be
required to pay the recordkeeping party’s audit expenses, discussed below.

Who will pay for the Recordkeeping Party’s audit expenses?

M The Recordkeeping Party is responsible for its own expenses incurred in
connection with any audit.

U IF: For a particular audit, the Recordkeeping Party is not required to
reimburse the Auditing Party’s expenses of the audit; THEN:

The Auditing Party is to reimburse the Recordkeeping Party (and the
Recordkeeping Party’s subcontractors, if applicable) for reasonable
expenses actually incurred in connection with the audit, such as (for
example) reasonable fees and expenses for an auditor engaged by the
Recordkeeping Party to monitor the audit.
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COMMENTARY

An article by two construction lawyers points out that “audit provisions
rarely address the apportionment of the costs incurred by the Contractor
or its subcontractorsin facilitating the audit, managing the audit,
reviewing and responding to the audit results, and other related
activities if the audit fails to demonstrate significant overbilling by the
Contractor.” Albert Bates, Jr. and Amy Joseph Coles, Audit Provisions in
Private Construction Contracts ..., 6 J. AM. COLL. CONSTR. LAWYERS 111,

132 (2012) (emphasis added).

O Limitation of Remedies for Audit Discrepancies

IF: In respect of any invoicing- or payment discrepancy revealed by an
audit, the Recordkeeping Party complies with the obligations of this
Protocol within 30 days after receiving notice of the discrepancy and

a copy of the audit report; THEN: The Recordkeeping Party will have no
further obligation or liability for that discrepancy or the actions or
omissions that caused it.

COMMENTARY

An auditing party might object to this provision if it wanted to be free also
(i) to terminate the Agreement if the discrepancy were material, and/or
(ii) to demand a greater measure of damages for the discrepancy if that
were available by law (such as indirect damages resulting from copyright
infringement).

As a contrary example, though: A software customer might want this
provision as a shield against an aggressive software licensor in case an
audit by the licensor revealed that the customer was making more use of
the software than it had paid for. See, e.g., Christopher Barnett, Top Three
Revisions To Request In Software License Audit
Clauses (ScottAndScottLLP.com 2015). (Software licensors might well be
willing to go along with such a limitation of liability — but possibly with
the proviso that any catch-up license purchases would be at full retail
price, regardless of any negotiated discount; otherwise the customer
would have an incentive to roll the dice and cheat on obtaining licenses.)
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Other audit provisions

What constitutes “good reason”?

For purposes of the audit provisions of the Agreement, good reason,
whether or not capitalized, includes, without limitation, any one or more of
the following:

1. significant lack of cooperation, by the Recordkeeping Party, in an
audit under the Agreement; and

2. the discovery of substantial evidence of fraud, or of material
breach of the Agreement, by or attributable to the Recordkeeping
Party.

COMMENTARY

Either of the two listed items might well warrant setting aside the usual
agreed limitations on advance notice, deadlines, etc.

Will audit provisions survive termination?

The AGREEMENT’s audit provisions will survive any termination or expiration
of the AGREEMENT (but will also remain subject to all deadlines and other
limitations stated in the Agreement).

COMMENTARY

Not specifying that audit rights survive termination of the Agreement
might result in the audit right ending when the Agreement does. That
happened in New England Carpenters Central Collection Agency v.
Labonte Drywall Co., 795 F.3d 271 (1st Cir. 2015) (affirming district court’s
judgment after bench trial).
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O Flowdown Requirement for Audit Provisions

a. The Recordkeeping Party is to include, in each subcontract under the
Agreement, if any, provisions for the benefit of the Auditing Party as
a third-party beneficiary, as follows:

1. arequirement that the subcontractor permit audits by the
Auditing Party in accordance with the audit provisions of the
Agreement; and

2. an authorization for the subcontractor to deal directly with the
Auditing Party and its auditor(s) in connection with any such audit.

b. In case of doubt, subdivision a neither authorizes nor prohibits the
Recordkeeping Party’s use of subcontractors under the Agreement.

COMMENTARY

Flowdown requirements are often found in government contracts.

Additional commentary

A real-world example (skim)

The nuclear Navy, in which the author served, has a saying: You get what you
inspect, not what you expect. This saying can be equally true in the world of
contract relationships: Mistakes can happen — and sometimes, so can creative
accounting, stonewalling, and even outright fraud. Here’s a real-world
situation in which an audit provision in a contract came in handy for the would-
be auditing party:

» A Saudi company signed a consignment agreement with a Florida company.
Under that agreement, the Florida company would sell what was expected to
be around $500 million worth of aircraft parts.

« The parties apparently didn’t have any procedure in place for confirming just
what parts the Saudi company had shipped to the Florida company to be sold
off. (The court’s opinion suggests that the Florida company might have used
“creative” accounting techniques in that regard.)

« The Saudi company tried to get discovery to find out just how much the
Florida company had really sold. The Florida company evidently stonewalled
on producing its records.
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« The district court refused to order an accounting — this, even though the
parties’ contract included an audit provision. The appellate court reversed and
remanded, stating that the district court abused its discretion by refusing to
order an accounting. See Zaki Kulaibee Establishment v. McFliker, 771 F.3d
1301 (11th Cir. 2014).

Some things an audit might uncover (skim)

One fraud examiner asserts that “entities often implicitly trust vendors. but just
as good fences make good neighbors, vendor audits produce good
relationships.” Craig L. Greene, Audit Those Vendors (2003). Greene lists
a number of things that fraud examiners watch for, including, for example:

e fictitious “shell entities” that submit faked invoices for payment;
e cheating on:

o shipments of goods (e.g., by short-shipping goods or sending
the wrong ones) or

o performance of services (e.g., by performing unnecessary
services or by invoicing for services not performed);

e billing at higher-than-agreed prices;
e kickbacks and other forms of corruption;

and others. See id.

Best Efforts Definition

What does “best efforts” mean?

a. The term best efforts refers to the diligent making of reasonable
efforts to achieve a stated objective.

b. In case of doubt, a party obligated to use best efforts need not:
1. take any unreasonable action;

2. take every conceivable reasonable action to achieve the stated
objective; nor
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3. materially harm its own lawful interests.

COMMENTARY

Subdivision a: The “diligent” term comes from RESTATEMENT (SECOND)
OF AGENCY § 13, comment a (1957), quoted in T.S.I. Holdings v. Jenkins,
924 P.2d 1239, 1250, 260 Kan. 703, 720 (1996), quoted in Corporate
Lodging Consultants, Inc. v. Bombardier Aerospace Corp., No. 6:03-cv-
01467-WEB, slip op. at 9 (D. Kan. May 11, 2005).

Subdivision b attempts to reconcile the divergent holdings of some courts,
as discussed below.

Additional commentary

Best-efforts clauses can be (quite) problematic, because different courts
have expressed very-different views as to what level of effort the term
requires (see the additional commentary below). Even so, many business
people like best-efforts provisions, and so contracts often contain them. It
therefore can be a good idea to define “best efforts” to reduce at least some
of the attendant legal uncertainty. (W.L.D.D.: When In Doubt,
Define!)

Why do some contracts include best-efforts terms?

Best-efforts obligations are especially common when one party grants another
party exclusive rights, for example exclusive distribution rights or an exclusive
license under a patent, trademark, or copyright. This was the case in Kevin M.
Ehringer Enterpr., Inc., v. McData Serv. Corp., 646 F.3d 321 (5th Cir. 2011),
where the appeals court reversed judgment on ajury’s verdict that the
defendant had not intended to perform its best-efforts obligation.

A sports analogy to best efforts: Bring your “A” game

To many business people, it may seem self-evident that when a contract uses
the term best efforts, it calls for “something more” than mere reasonable
efforts — otherwise, why bother even saying best efforts? That is, reasonable
efforts will cover a range of possibilities, while best efforts refers to somewhere
near the top of that range.
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To many business people: «“C” is a passing grade in (U.S.) schools, and is
equivalent to reasonable efforts. « In contrast, best efforts means an “A”
effort — or in sports slang, bring your “A” game, buddy, not your “C” game.

Another analogy: Best speed

Here’s another analogy: On major U.S. highways, the speed-limit signs often
include both maximum and minimum speeds of (say) 60 mph and 45 mph.
Those two speeds establish the upper- and lower bounds of reasonableness.

Now, suppose that a trucking company were to agree that its driver would use
her “best efforts” to drive a shipment of goods from Point A to Point B on such
a highway, where drivers must drive between 45 mph and 60 mph. In good
weather with light traffic and a smoothly running truck, driving at 45 mph
might qualify as reasonable efforts, but not as best efforts.

Possible variation: “All reasonable efforts”
instead of “best efforts”

A drafter could specify that best efforts requires the diligent making of all
reasonable efforts. Reportedly, that’s a common formulation in the UK; see
Shawn C. Helms, David Harding, and John R. Phillips, Best Efforts and
Endeavours — Case Analysis and Practical Guidance Under U.S. and U.K. Law
(JonesDay.com 2007).

A drafter could also add the phrase, leaving no stone unturned in seeking to
achieve the stated objective. This language is from an opinion by the supreme
court of British Columbia. See Atmospheric Diving Systems Inc. v.
International Hard Suits Inc., 89 B.C.L.R. (2d) 356 (1994). The author has not
been able to find the full text of this opinion freely available online. It’s
extensively excerpted by Ken Adams in his posting “Best Efforts” Under
Canadian Law. (Warning: The present author strongly disagrees with Ken’s
view that “best efforts” means simply “reasonable efforts.”)

CAUTION: Best efforts might mean
different things to different courts

Depending on the jurisdiction, a court might not share the view of best efforts
just described. As one court explained, “[c]ontracting parties ordinarily use
best efforts language when they are uncertain about what can be achieved,
given their limited resources.” See CKB & Assoc., Inc. v. Moore McCormack
Petroleum, Inc., 809 S.W.2d 577, 581-82 (Tex. App. — Dallas 1990) (affirming
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summary judgment that defendant had failed to use its best efforts; “[a]s
a matter of law, no efforts cannot be best efforts”)

« Some — but not all — U.S. courts have seemingly equated best efforts with
mere reasonable efforts, contrary to what business people are likely to think
they’re getting in a best-efforts clause.

As one 2005 review of case law puts it, “For years U.S. courts have used the
phrases ‘reasonable efforts’ and ‘best efforts’ interchangeably within and
between opinions. Where only one of the terms is used, the best-efforts
obligation frequently appears indistinguishable from a reasonable-efforts
obligation. Some recent cases have gone so far as to equate best efforts and
reasonable efforts.” See Scott-Macon Securities, Inc. v. Zoltek Cos., Nos. 04 Civ.
2124 (MBM), 04 Civ. 4896 (MBM), part II-C (S.D.N.Y. May 11, 2005) (citing
cases).

(Some of those cases, though, might be interpreted more narrowly as holding
merely that a best-efforts obligation does not require the obligated party to
make unreasonable efforts, while still requiring diligence in the making of
reasonable efforts.)

« Fortunately, still other U.S. courts seem to have recognized that best efforts
means something more than merely reasonable efforts.

For example, in the Tigg Corp. v. Dow Corning Corp. case, the Third Circuit
held that, at least where the contract involved an exclusive-dealing
arrangement, “[t]he obligation of best efforts forces the buyer/reseller to
consider the best interests of the seller and itself as if they were one firm.” the
appellate court affirmed a trial court’s judgment, based on ajury verdict,
holding Dow Corning liable for breaching a best-efforts obligation in an
exclusive-dealing agreement. The appellate court agreed with Dow Corning,
however, that the trial court had erred in entering judgment on the amount of
monetary damages Dow Corning should pay, and remanded the case for a new
trial on that issue. Tigg Corp. v. Dow Corning Corp., 962 F.2d 1119 (3d Cir.

1992).

Likewise, in Macksey v. Egan, a Massachusetts appeals court construed the
term best efforts “in the natural sense of the words as requiring that the party
put its muscles to work to perform with full energy and fairness the relevant
express promises and reasonable implications therefrom.” Macksey v. Egan, 36
Mass. App. Ct. 463, 472, 633 N.E.2d 408 (1994) (reversing judgment on jury
verdict that defendant had breached best-efforts obligation; extensive citations
omitted).
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» Some UK and Canadian courts have defined the standard of performance for
best efforts as, in essence, all reasonable efforts. For a survey of such cases, see
Shawn C. Helms, David Harding, and John R. Phillips, Best Efforts and
Endeavours — Case Analysis and Practical Guidance Under U.S. and U.K. Law,
July 2007.

For example, in its Atimospheric Diving Systems opinion (1994), the supreme
court of British Columbia held that best efforts requires “taking, in good faith,
all reasonable steps to achieve the objective, carrying the process to its logical
conclusion and leaving no stone unturned. ... doing everything known to be
usual, necessary and proper for ensuring the success of the endeavour.”

Similarly, in Australia, the term best endeavours seems to be treated as
synonymous with all reasonable endeavours; in its Hospital Products opinion
(1984), that country’s highest court held that “an obligation to use ‘best
endeavours’ does not require the person who undertakes the obligation to go
beyond the bounds of reason; he is required to do all he reasonably can in the
circumstances to achieve the contractual object, but no more ... [A] person who
had given such an undertaking ... in effect promised to do all he reasonably
could ....” Hospital Prods. Ltd v. United States Surgical Corp., 1984 HCA 64,
156 CLR 41, paras. 24, 25.

Adding to the difficulty, some U.S. courts have held that the term best efforts
is too vague to be enforceable unless the parties agree to some sort of objective
standard of performance, “some kind of goal or guideline against which best
efforts may be measured,” in a case quoted by the court in the Kevin Ehringer
Enterprises case.

One court held that “as promptly as practicable” and “in the most expeditious
manner possible” were sufficient to meet that requirement. See Herrmann
Holdings Ltd. v. Lucent Technologies Inc., 302 F.3d 552, 559-61 (5th Cir.
2002) (reversing dismissal under Rule 12(b)(6); citing cases).

With all of this in mind, the definition of best efforts in this clause attempts to
draw at least a somewhat-bright line that provides an objective standard of
performance (albeit one that might require a trial to determine whether it had
been met).

[TO DO: Look up California law - all efforts even if bankruptcy?
https://www.linkedin.com/grp/post/4036673-6027114806685810691]
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“Best efforts” might be held to be unenforceably vague

According to some U.S. courts, the term best efforts is too vague to be
enforceable unless the parties agree to some sort of objective standard of
performance. In one case, the Fifth Circuit, quoting a Texas appellate court,
held that under state law, “to be enforceable, a best efforts contract must set
some kind of goal or guideline against which best efforts may be measured.”
Kevin M. Ehringer Enterprises v. McData Serv. Corp., 646 F.3d 321, 326 (5th
Cir. 2011) (emphasis added, citation omitted).

“Every effort” clauses and the like
are often interpreted similarly

“When confronted with idiosyncratic contractual language expressing
sentiments akin to doing all that one can or ‘all that is necessary’ to complete
a task, Texas courts often interpret such language as requiring ‘best efforts’-an
expression with a more clearly established meaning and history.” Hoffman v.
L & M Arts, 774 F. Supp. 2d 826, 833 (N.D. Tex. 2011) (citing cases).

“[Clourts and arbitrators interpreting similar phrases [the phrase in question
was ‘every effort’] have determined, like the district court here, that they
impose an obligation to make all reasonable efforts to reach the identified end.”
Aeronautical Indus. Dist. Lodge 91 v. United Tech. Corp.., 230 F.3d 569, 578
(2d Cir. 2000) (citations omitted).

Asking for a best-efforts commitment
can make business sense

Sure, there’s some legal uncertainty associated with a best-efforts
commitment. But from a business perspective it can make good sense to ask
the other side for such a commitment anyway: a party that makes a best-efforts
commitment — to the extent that it later thinks about that commitment at all —
will at least be aware that it might well have to make more than just routine,
day-to-day, “reasonable” efforts. That alone might be worthwhile to the party
asking for the commitment.

CAUTION: Agreeing to a best-efforts
commitment might lead to trouble

If you commit to a best-efforts obligation, and the other side later accuses you
of breaching that obligation, and you can’t settle the dispute, then you're likely
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to have to try the case instead of being able to get rid of it on summary
judgment. That’s because:

¢ No matter what you do, if a problem arises, the other side’s lawyers,
with 20-20 hindsight, will argue that there were X number of things
that you supposedly could have done to achieve the agreed goal.

e You're unlikely to be able to get summary judgment that you didn’t
breach the best-efforts obligation. Instead, you're likely to have to go to
the trouble and expense of a full trial or arbitration hearing. The judge
or arbitrator might well say that the question involves disputed issues
of material fact. Those issues will have to be resolved by witness
testimony and cross-examination about such things as industry
practices; then-existing conditions; etc. According to the rules of
procedure in many jurisdictions, that will require a trial and will not be
able to be done in a summary proceeding. Your motion for summary
judgment is therefore likely to be denied.

e The tribunal, after hearing the evidence, may find that in fact you did
not use your best efforts. If that happens, you're going to have a very
hard time convincing an appeals court to overturn that finding.

Best-efforts takeaways

Drafters should try very hard to be as precise as possible in specifying just what
goal the best efforts are to be directed to achieving.

And obligated parties should think long and hard before agreeing to a best-
efforts obligation, because in the long run it could prove to be burdensome and
expensive.

Optional reading about best efforts

e Brian D. Hershberg and Alex J. Speyer, Contractual Standards:
Distinctions  without a  Difference?, https://goo.gl/iWCTIN
(MayerBrown.com) (archive: https://goo.gl/GVhBjQ [archive.org])
(accessed Aug. 22, 2018).

e John Pavolotsky, Best efforts clauses — what buyers expect versus how
suppliers respond (IACCM.com 2015).
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e Shawn C. Helms, David Harding, and John R. Phillips, Best Efforts and
Endeavours — Case Analysis and Practical Guidance Under U.S. and
U.K. Law (JonesDay.com 2007).

e Jonathan Pink, Making the Best of a Best Efforts Clause (Blogspot.com
2008).

e Janet T. Erskine, Best Efforts versus Reasonable Efforts: Canada and
Australia (McCarthy.ca 2007).

e Rob Park, Putting the “Best” in Best Efforts, 73 U. CHI. L. REV. 705
(2006).

e Aaron Singer, What do “Best Efforts” and “Reasonable Commercial
Efforts” mean? (BCRElinks.com 2003).

Binding Agreement

To help forestall hindsight claims that a party supposedly didn’t
understand the AGREEMENT when it agreed to it, each party acknowledges
that:

1. it has read and understood the AGREEMENT;

2. it agrees to be bound by the AGREEMENT — except for provisions, if
any, that are clearly identified as nonbinding; and

3. the AGREEMENT will also bind each party’s heirs, legal
representatives, successors, and permitted assigns, if any.
COMMENTARY

The AGREEMENT’s terms might include some specified nonbinding
provisions, for example if the parties’ agreement is a letter of intent
(concerning which, see generally Error! Reference source not f
ound.).

Blue-Pencil Request

IF: A tribunal of competent jurisdiction holds that a provision of the
AGREEMENT is invalid, void, unenforceable, or otherwise defective; THEN:
The parties’ intent is as follows:
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a. All other provisions of the AGREEMENT are to remain enforceable;
b. The holding of defectiveness is to apply:
1. onlyin the jurisdiction of the tribunal issuing the holding; and
2. only for so long as the holding remains in effect; and

c. The tribunal is respectfully requested to reform the defective
provision, if practicable, to the minimum extent necessary to cure the
defect while still given effect to the intent of the defective provision.

COMMENTARY

CAUTION: This “blue-pencil” request — seen most often in connection
with overly-restrictive noncompetition covenants— could in theory lead to
unpredictable results; moreover, some courts refuse to engage in blue-
penciling even when requested by the parties. See generally Kenneth J.
Vanko, A Quick State-By-State Guide on the Blue-Pencil Rule, archived at
https://perma.cc/CMF7-LHJB.

For commentary about a UK supreme court decision addressing blue-
penciling, see Seyfarth Shaw LLP, First UK Supreme Court Decision on
Restrictive Covenants for 100 years (JDSupra 2019), discussing Tillman v.
Egon Zehnder Ltd., [2019] UKSC 32 at 19 54 et seq.

Board of Directors Definition

The term board of directors refers to the principal governing body of an
organization, such as (without limitation) the board of directors of an
American corporation.

COMMENTARY

This is a convenience definition, allowing drafters to refer generically to
a “board of directors” without having to spell out different variations for,
e.g., limited liability companies, foreign organizations, and the like.

Business Day Definition

The term business day refers to a day other than a Saturday; a Sunday; or
a holiday on which banks in New York City are generally closed.
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(See also the definition of day, below.)

COMMENTARY

For time periods greater than five- or ten business days, it might be
simpler to use the term calendar day(and indeed for all time periods), so
as not to have to figure out what counts as a business day, especially if
different jurisdictions are involved. See a 2015 LinkedIn discussion on
that subject (membership required).

Calendar Year Definition

a. Theterm calendar year refers to a year according to the Gregorian
calendar, beginning at the beginning of January 1 and ending at the end of
the following December 31.

b. Aninterval of a calendar year, specified as beginning at any time on

a particular date or as following a particular date, ends at exactly
12:00:00 midnight at the beginning of the same date one year afterwards.
EXAMPLE: A period of one calendar year following January 2, 20x5 ends at
12:00:00 midnight at the beginning of January 2, 20x6.

COMMENTARY

Many parties entering into contracts, even in non-Western countries, will
likely operate on the West’s conventional Gregorian calendar, but that
might not be the case in, e.g., Muslim countries. See generally the blog post
and comments at Ken Adams’s post, Referring to the Gregorian
calendar? (Nov. 14, 2013).

i

Note the use of “12:00:00 midnight at the beginning of the same date ...’
to remove ambiguity about whether a calendar-year interval ends at the
beginning- or end of the anniversary date.

Certify Definition

When a party “certifies” an assertion (in a “certification” or “certificate”),
the certifying party is declaring:

1. that the assertion is true;
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2. that, within a reasonable time before certifying the assertion,
the certifying party made a reasonable investigation to confirm
that the assertion was true;

3. that the certifying party intends for the other party to rely on the
certification; and

4. thatitis reasonable for the other party to rely on the certification
for purposes relating to the AGREEMENT.

Claim Definition

a. The term claim refers to any request or demand for damages or other
relief by an individual or organization (including without limitation
a governmental entity).

b. A claim might be set forth:

1. in a written communication such as, for example, a letter or email;
and/or

2. inafiling with (or submission to) a tribunal of competent
jurisdiction.

COMMENTARY

This definition of claim draws on ideas set out in an article by D. Hull
Youngblood, Jr. and Peter N. Flocos, Drafting And Enforcing Complex
Indemnification Provisions, THE PRACTICAL LAWYER, Aug. 2010, p. 21,
at 27.

When appropriate, drafters should consider specifying written claims, to
avoid putting a hair trigger on provisions that depend on claims being
made, e.g., claim-defense requirements.

Clear and Convincing Evidence
Definition

For an asserted fact to be proved by clear and convincing evidence, the
evidence must be sufficient to produce, in the mind of the factfinder, an
abiding conviction that the assertion’s truth is highly probable.
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COMMENTARY

This definition restates, in somewhat-plainer language, the standard set
out by the Supreme Court of the United States. See Colorado v. New
Mexico, 467 U.S. 310, 316 (1984) (original proceeding); see also Ninth
Circuit Model Jury Instructions 1.7 (quoting Colorado).

Contracts sometimes require facts to be established by clear and
convincing evidence. For example, an indemnification agreement between
a company (DAOU Systems) and its officers states that: “... it shall in any
event be presumed that Indemnitee has at all times acted in good faith and
in a manner he reasonably believed to be in or not opposed to the best
interests of the Company. Anyone seeking to overcome this presumption
shall have the burden of proof and the burden of persuasion by clear and
convincing evidence.” Robert E. Scott and George G. Triantis,
Anticipating Litigation in Contract Design, 115 YALE L.J. 814, 867 (2006)
(footnote 166 omitted, emphasis by the authors), archived at
http://perma.cc/R46W-H5JA.

Code of Conduct Modification

When would this Modification apply?

This Modification applies if the AGREEMENT requires one or more parties
(each, an “Obligated Party”) to abide by a code of conduct specified by
a party.

COMMENTARY

CAUTION: A customer with bargaining power will sometimes demand
that its suppliers agree to comply with the customer’s sometimes-lengthy
code of conduct. That can be a real challenge for a supplier:

If the supplier has numerous customers, it can be a significant operational
burden for the supplier to have to try to manage compliance with
X different codes of conduct.

It’s a non-trivial cost for a supplier just to have to read a given customer’s
code of conduct.
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e In the author’s experience, customers often just want the ability, in case of
a code-of-conduct violation by a supplier, to be able to say publicly, “We
terminated our contract with that supplier.”

e As will be seen below, this Protocol therefore sets up such termination
as a (usually) exclusive remedy for breach of the code of conduct.

What would happen if an Obligated Party
were to violate the code of conduct?

IF: An Obligated Party violates the specified code of conduct; THEN: Except
as otherwise provided in this Modification, the other party’s EXCLUSIVE
REMEDY will be — in the other party’s sole discretion — to terminate the
AGREEMENT by giving notice of termination to the breaching party.

What if the violation is also a separate breach?

This Modification will not preclude a party from seeking remedies for an
Obligated Party’s violation of a code of conduct that would breach the
AGREEMENT even in the absence of a commitment to abide by the code of
conduct.

Commercially Reasonable Definition

a. (Defining the term by example:) The term commercially reasonable
efforts refers to those efforts that prudent people, experienced in the
relevant business, would generally regard as sufficient, in the relevant
circumstances, to constitute reasonable efforts.

b. In case of doubt: If the AGREEMENT requires a party to make
commercially reasonable efforts to do something (referred to as “X”), then
the party:

1. need not actually succeed in accomplishing X;
2. need not make all reasonable efforts to accomplish X; and

3. may take its own business interests into account.
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COMMENTARY

Many business people are drawn to the term commercially reasonable,
which can speed up contract negotiations, but the vagueness of the term
poses a risk of disagreement later. See the extended commentary
at § 26.2.1.

Subdivision a: A prudence standard played a role in defining
commercially reasonable efforts in a major lawsuit between the (U.S.)
state of Indiana and IBM Corporation, as discussed in the extended
commentary at § 26.2.4.

Subdivision b.1: A court might interpret a commercially reasonable-
efforts obligation as requiring a party actually to do X; see the extended
commentary at § 26.2.2

Subdivision b.2: Business people Clients be taken aback to learn that,
absent an agreed definition, the term commercially reasonable efforts
might require the making of all reasonable efforts; see the extended
commentary at § 26.2.2.

Subdivision b.3: A California federal district court, reviewing (sparse)
precedent, held that a party obligated to use commercially reasonable
efforts could permissibly take into account its own business interests. See
Citri-Lite Co. v. Cott Beverages, Inc., No. 1:07-cv-01075, slip op. at 45
(E.D. Cal. Sept. 30, 2011) (findings of fact and conclusions of law; citing
cases), affd, No. 11-17609 (9th Cir. Nov. 21, 2013) (unpublished).

Additional commentary

Why business people sometimes use the term

Commercially reasonable is a “let’s kick the can down the road” term, as in,
we’ll deal with this later. The term is often used in routine contracts in lieu of
stating more precise standards of performance, especially for matters for which
the parties are confident they can amicably resolve any disputes that might
arise. Many business people are drawn to such clauses, which can speed up
contract negotiations, even though the vagueness of the term poses a risk of
disagreement later.

Clients, though, can sometimes be overconfident in their expectation that “we’ll
just work it out later if the issue ever comes up.” They can lose sight of the fact
that the congenial individuals who negotiated the contract might not be in the
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same jobs later. Hindsight disagreements about what’s required to be
“commercially reasonable” have sometimes led to litigation, as discussed
below.

Left undefined, “commercially reasonable efforts”
might mean all reasonable efforts

Clients might be taken aback to learn that, absent an agreed definition, the
term commercially reasonable efforts might require the making of all
reasonable efforts: In a 2017 opinion, the Delaware supreme court held that
the term commercially reasonable efforts required taking “all reasonable
steps” to achieve the stated objective. Williams Companies, Inc. v. Energy
Transfer Equity, L.P., 159 A.3d 264, 272-73 (Del. 2017) (affirming that party
had not breached its efforts obligation).

(This, even though the contract elsewhere used the term reasonable best
efforts; the principle of expressio unius, exclusio alterius might have suggested
that the two terms were intended to have different meanings. See id. at 267.)

In a dissent on other grounds, Chief Justice Strine opined that commercially
reasonable efforts is “a comparatively strong” commitment, one that is only
“slightly more limited” than best efforts. Id. at 276 & n.45 (Strine, C.J.,
dissenting) (citation omitted).

Balancing the interests

A California federal district court, reviewing (sparse) precedent, held that
a party obligated to use commercially reasonable efforts could permissibly take
into account its own business interests:

Defendant correctly points out that the limited case law
regarding the meaning of “commercially reasonable efforts”
is consistent with the principle that commercial practices by
themselves provide too narrow a definition and that the
performing party may consider its own economic business
interests in rendering performance.

Citri-Lite Co. v. Cott Beverages, Inc., No. 1:07-cv-01075, slip op. at 45 (E.D. Cal.
Sept. 30, 2011) (findings of fact and conclusions of law; citing cases), affd,
No. 11-17609 (9th Cir. Nov. 21, 2013) (unpublished). (Hat tip: Dallas attorney
Gary Powell.)
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A tangentially related issue arose in a 2014 English case stemming from the
financial crisis of 2008: There, Barclays Bank had the right to consent to
a particular type of financial transaction, but it was obligated to grant or
withhold such consent in a commercially reasonable manner. The England and
Wales Court of Appeals rejected Unicredit’s argument that this meant that
Barclays was required to take Unicredit’s interests into account, not merely
Barclays’s own interests. Barclays Bank PLC v. Unicredit Bank AG,
[2014] EWCA Civ 302, 1 16 (affirming trial-court ruling).

A court might apply a “prudence” standard

In a major lawsuit between the (U.S.) state of Indiana and IBM, the contract in
question took a stricter view of commercially reasonable efforts. That contract
defined the term as “taking commercially reasonable steps [circularity,
anyone?] and performing in such a manner as a well managed entity would
undertake with respect to a matter in which it was acting in a determined,
prudent, businesslike and reasonable manner to achieve a particular result.”
Indiana v. IBM Corp., 4 N.E.3d 696, 716 n.12 (Ind. App. 2014) (reversing trial
court in pertinent part) (emphasis added, citation to trial record omitted),
affirmed, 51 N.E.3d 150 (Ind. 2016), after remand, 112 N.E.3d 1088 (Ind.
App. 2018) (affirming in part, reversing in part, trial court’s recalculation of
damages), affirmed in pertinent part, No. 19S-PL-19 (Ind. June 26, 2019).

In that case, the contract in suit called for IBM to overhaul Indiana’s computer
system for managing its welfare program; the project ended up being in
essence a train wreck, after which the parties sued each other. The trial court
rendered judgment for IBM, but a state appellate court reversed in part and
remanded, holding that while IBM was entitled to be paid for its work, that
payment would be subject to offset (determined on remand), on grounds that
IBM had materially breached the contract.

Commercial reasonableness might be proved up indirectly

A party seeking to prove (or disprove) commercial reasonableness of
a transaction, contract term, decision, etc., might want to focus on the process
by which the transaction, etc., came into being. “Where two sophisticated
businesses reach a hard-fought agreement through lengthy negotiations, it is
difficult to conclude that any negotiated term placed in their contract is
commercially unreasonable.” West Texas Transmission, LP v. Enron Corp.,
907 F.2d 1554, 1563 (5th Cir. 1990) (affirming district court’s refusal to grant
specific performance of right of first refusal) (extensive citations omitted).
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Specific cases [updated occasionally]

In a lawsuit over a merger agreement, Delaware’s chancery court ruled that an
obligation to use commercially reasonable efforts to close the merger by
a certain date — pending regulatory approval — did not require a party to warn
the other party that it intended to walk away from the deal if the regulatory
approval had not been received by that date. See Vintage Rodeo Parent, LLC v.
Rent-A-Center, Inc., No. 2018-0927-SG (Del. Ch. Mar. 14, 2019).

Confidential Information Protocol

Definition of Confidential Information

Which party’s information is potentially protectable?

Unless the AGREEMENT clearly specifies otherwise:

a. Each party is a “Disclosing Party” whose Confidential Information
(defined below) is protectable.

b. Any party accessing Confidential Information under the AGREEMENT is
referred to as a “Receiving Party.”

COMMENTARY

A confidentiality agreement protecting each party’s information will often
be a better idea than a one-way agreement, as discussed in more detail in
§ 27.7.2. (Keep in mind, however, that a nominally-two-way agreement
can still be drafted to favor the role that the drafting party expects to play.)

CAUTION: Drafters representing disclosing parties should be sure that
each prospective receiving party is a signatory to the confidentiality
obligations, because the disclosing party might not have any recourse
against a non-signatory. This happened in Knight Capital Partners Corp.
v. Henkel AG, No. 18-2189 (6th Cir. Jul. 16, 2019), affirming in pertinent
partNo. 16-12022 (E.D. Mich. Oct. 11, 2018) (granting defendant’s motion
for summary judgment).
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What types of information are eligible
to be considered Confidential Information?

a. Any otherwise-eligible information disclosed by a Disclosing Party to
a Receiving Party under the AGREEMENT is referred to as “Confidential
Information.”

b. All types of information are potentially eligible for protection as
Confidential Information, so long as the information is the subject of
efforts that are reasonable under the circumstances to maintain its
secrecy.

c. The term Confidential Information likewise encompasses the following,
prepared by (or for, or on behalf of) the Receiving Party, when they contain
Confidential Information: Analyses; compilations; forecasts;

interpretations; notes; reports; studies; summaries; and similar materials.

COMMENTARY

Subdivision b: The language, “the subject of efforts reasonable under the
circumstances,” is adapted from the Uniform Trade Secrets Act; see,
e.g., Cal. Civ. Code § 3426.1(d)(2); Tex. Civ. Practice & Rem. Code
§ 134A.002(6)(B).

Subdivision b: Some drafters like to go into even more detail in stating that
Confidential Information includes various specific categories of
information. It’s a judgment call whether the benefit of doing so would
outweigh the time burden (and the opportunities for mistakes) of adding
yet-more verbiage that the parties must review.

Subdivision b: For some confidentiality agreements, drafters might want
to consider limiting the categories of potentially protectable information.

Subdivision c: This is a typical requirement in confidentiality agreements.
What about a special “secret sauce”
compilation of nonconfidential information?

In case of doubt: Confidential Information can include, without limitation,
“secret sauce” confidential selections and/or combinations of specific
items of nonconfidential information.
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COMMENTARY

It’s well-established in U.S. law that when a party makes a specific,
“secret sauce” selection or combination of one or more particular items of
nonconfidential information, the selection or combination itself can
qualify as Confidential Information, even if the individual items of
information are not themselves confidential. (Think of Kentucky Fried
Chicken’s “secret blend of 11 herbs and spices.”) See, e.g., « AirFacts, Inc.
v. de Amezaga, 909 F.3d 84, 88-89, 96-97 (4th Cir. 2018) (proprietary
flowcharts showing public information in a useful form); « Tewari De-Ox
Systems, Inc., v. Mountain States/Rosen, L.L.C., 637 F.3d 604, 613-14 (5th
Cir. 2010) (commonly-known information about meat packing; citing
cases); * Hertz v. Luzenac Group, 576 F.3d 1103, 1110 (10th Cir. 2009)
(process for producing vinyl silane-coated talc); « Integrated Cash Mgmt.
Servs., Inc. v. Digital Transactions, Inc., 920 F.2d 171, 174 (2d Cir. 1990)
(“winning combination” of generic software programs).

Is third-party information protectable?

Yes:

a. Third-party information in the possession of a Disclosing Party

is considered to be Confidential Information if the information is otherwise
eligible — but subject, however, to the Disclosing Party’s obligations in
subdivision c.

b. Disclosing Party representation: By providing the information to the
Receiving Party, the Disclosing Party represents and warrants to the
Receiving Party that the Disclosing Party is authorized to make the third-
party information available to the Receiving Party.

c. Disclosing Party indemnity obligation: By providing the information to
the Receiving Party, the Disclosing Party agrees to defend and indemnify
(§ 53) the Receiving Party and its Protected Group (§ 116) against any
claim, by the third party, that the Disclosing Party allegedly was not
authorized to make the third party’s information available to the Receiving
Party.

COMMENTARY

Thought experiment: Suppose that a disclosing party (“Alice”) furnishes
a receiving party (“Bob”) with confidential information that belongs to
a third party (“Carol”), which Carol previously provided to Alice under a
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separate confidentiality agreement. In that situation, Bob should keep in
mind that if Alice wasn’t authorized to share Carol’s information with Bob,
then Carol might not sue just Alice for breach of their agreement: She
might also sue Bob, as well, for tortious interference with the Alice-Carol
agreement. Obviously, Bob doesn’t want to find himself in that situation.

Subdivision b puts the disclosure of third-party information into the
category of representations, with its own set of potentially-grave legal
consequences for the Disclosing Party if it acts negligently, recklessly, or
fraudulently in making the disclosure.

Subdivision c: As with any defense- and indemnity obligation, the
receiving party should consider whether the disclosing party
has the financial wherewithal to meet the obligation — and whether
to seek afurther contractual commitment to maintain appropriate
insurance coverage. [TO DO: LINK]

M Information marked “confidential” is presumed to be so

a. Confidential Information need not be marked as such unless the
AGREEMENT clearly states otherwise (see the Marking Requirement Option
in § 27.1.6).

b. Information that is marked as confidential, in a manner that
reasonably calls attention to the claim of confidentiality, is to be rebuttably
presumed to be Confidential Information.

COMMENTARY

This section represents a compromise between a receiving party’s attitude
(“Hey, if you forget to mark your information, it’s fair game for me to use
or disclose as I please; too bad!”) versus a disclosing party’s desire not to
have to bother marking its information. See also the optional § 27.1.6
(marking requirement for Confidential Information).

O Marking Requirement Option

This Option applies only if the AGREEMENT clearly so states.

a. Requirement: Except as provided below, information of a Disclosing
Party is not eligible to be Confidential Information unless it is disclosed in
a tangible form that prominently marked as such with a visible
confidentiality legend.
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b. Catch-up marking: IF: The information is not marked in accordance
with subdivision a at the time of initial disclosure; THEN:

1. The Disclosing Party must clearly advise the Receiving Party,
at the time of the initial disclosure, that the information is
confidential; and

2. The Disclosing Party must provide the Receiving Party with
a follow-up written disclosure or summary of the information —
which must be marked as confidential — within ten business
days after an initial unmarked disclosure; and

c. Notice of catch-up marking: The Disclosing Party must give the
Receiving Party notice of the follow-up written disclosure as a reminder of
the confidential nature of the information.

d. Marking exception for internal files: Information need not be marked
as confidential if the information is provided to the Receiving Party solely

by giving the Receiving Party access to the Disclosing Party’s internal files
without permission to make notes or copies.

e. W Marking exception for clearly confidential information: Information
need not be marked as confidential if the information would be
recognized, by a reasonable person familiar with the type of information in
question, as clearly being Confidential Information.

COMMENTARY

See the extended discussion of confidential information marking at
§ 27.7.4.

CAUTION: Imposing amarking requirement might be
unrealistic, because disclosing parties often simply forget to mark their
confidential information. See Larry Schroepfer, Nondisclosure
Agreements: To Mark, or not to Mark?, at https://perma.cc/6HXL-KP6D
(2016). An English licensing lawyer adds: “[P]eople very rarely comply
with the marking requirement; they are therefore shooting themselves in
the foot by accepting such a requirement.” Mark Anderson (in a comment
to the above).

CAUTION: Agreeing to a marking requirement, but then not
complying with it, can be fatal to a claim of confidentiality, as
discussed at § 27.7.4.3 and § 27.7.4.4.
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Subdivision b.2: The catch-up marking option is pretty standard in
confidentiality agreements when marking is required — but (to reiterate)
agreeing to a marking requirement, and then failing to comply with it, can
be fatal to the Disclosing Party’s rights, as discussed in more detail at
§ 27.7.4.

Subdivision c: If a Disclosing Party were to make an initial unmarked
disclosure but then later do catch-up marking, the Receiving Party likely
would want a formal written reminder that the information is confidential.
Sending the notice would help document the fact that the Disclosing Party
did in fact do catch-up marking; the Disclosing Party might later be
grateful that it had left a paper trail on that point.

Subdivision d:  This exception recognizes that It might well be
burdensome for a disclosing party to have to go through its internal files
to ensure that all confidential information was marked, on pain of losing
confidentiality protection.

Subdivision e: Disclosing parties often prefer this approach to marking,
because it relieves them of any obligation to mark.

Exclusions from Confidential Information status

What information is ineligible
to be Confidential Information?

Three categories of information are excluded from Confidential
Information status, as follows.

a. Confidential Information does not include “generally available”
information; the emphasized term refers to information that is shown to be
or to have become — without breach of the AGREEMENT — in one or both of
the following categories:

1. generally known to people within the circles that normally deal
with the kind of information in question, and/or

2. readily accessible or -ascertainable to such people without using
unlawful means;

b. Confidential Information does not include information that is
“independently possessed” by the Receiving Party; the quoted term refers
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to information that is shown — with reasonable corroboration of testimony
by interested withesses — to be in any of the following subcategories:

1. the Receiving Party already knew the information when the
Disclosing Party provided it;

2. athird party made the information available to the Receiving
Party without violating an obligation of confidence to the
Disclosing Party; and/or

3. the information was developed independently by the Receiving
Party, that is, without using information of the Disclosing Party
that was not itself excluded from the definition of Confidential
Information; and

c. Confidential Information does not include information that is disclosed
by the Disclosing Party (or with its permission) to one or more third parties
without restrictions comparable to those of the AGREEMENT.

COMMENTARY

CAUTION: Applicable law might impose confidentiality restrictions on
information (for example, personal health information or export-controls
information) even if the information came within one of the exclusions in
this section.

Some wordier confidentiality provisions list five specific exclusion
categories; this section combines those into three broader categories.

Subdivision a: This “generally available” exclusion is a standard
feature of confidentiality agreements (and the law). Its specific
language is a mash-up of the definitions in: «the UK’s 2018 draft
regulations implementing the EU Trade Secrets Directive (2016/943); see
UK IP Office, Consultation on draft regulations concerning trade secrets
at19 (2018), archived at https://perma.cc/PHT8-DQFJ; and
esection1(4)(i) of the U.S. Uniform Trade Secret Act,
https://perma.cc/XK9G-CLJA at 5.

Generally available information includes, for example, information that
can be found: « in a published book; « on a Web site; « in a magazine,
journal, or other publication; « in an issued patent or a published patent
application. (These aren’t the only possibilities.)

If information is generally available, but others don’t know that
a Disclosing Party is using it, then the fact of the Disclosing Party’s use of
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the information could separately qualify as Confidential Information, even
though the information being used is itself generally available. [TO DO:
Find case citation]

Subdivision a.2: The “without using unlawful means” provision is
intended to be more definitive than “without using improper means,”
because the latter term can give rise to disputes. In an old case, the Fifth
Circuit held that when aerial photographers — hired by an unknown
party — had flown in circles above an unfinished chemical plant and taken
photographs, that constituted trade-secret misappropriation under Texas
law. See E. 1. duPont deNemours & Co. v. Christopher, 431 F.2d 1012, 1015
(5th Cir. 1970) (affirming photographers’ denial of motion to dismiss).

Subdivisionb Concerning the corroboration requirement,
a disclosing party will sometimes propose an even-stiffer
obligation, namely requiring the receiving party to prove any exclusion
from confidentiality with documentary evidence. As a compromise, this
section borrows the corroboration requirement from (U.S.) patent to help
guard against the possibility that witnesses might “describe [their] actions
in an unjustifiably self-serving manner .... The purpose of corroboration
[is] to prevent fraud, by providing independent confirmation of the
[witness’s] testimony.” Sandt Technology, Ltd. v. Resco Metal & Plastics
Corp., 264 F.3d 1344, 1350 (Fed. Cir. 2001) (cleaned up); see also the
additional discussion at § 35.

Subdivision b.2: If a third party has the information in question, and isn’t
obligated to keep the information secret, then it’s tough for the Disclosing
Party to argue that the information really is the confidential information
of the Disclosing Party.

Subdivision b.3: CAUTION: As a practical matter, an accused
misappropriator of confidential information might have a hard
time convincing a judge or jury that it independently developed
the allegedly-misappropriated information on its own, unless the
defendant had made “clean room” efforts to wall off the independent
developers from anyone who had had access to the confidential
information. For an example, see Celeritas Technologies Ltd. v. Rockwell
Int’], Inc., 150 F.3d 1354 (1998), where a federal-court jury in Los Angeles
awarded a startup company more than $57 million because the jury found
that Rockwell had breached a confidentiality agreement; the jury rejected
Rockwell’s assertion that its engineers had independently developed the
technology in question after those same engineers had been exposed to the
startup company’s information. (Disclosure: The author was part of
Rockwell’s trial team in that case.)
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On a tangential note: An Oregon court held that a departed employee
could misappropriate the former employer’s confidential customer
information merely by remembering it. See Pelican Bay Forest Products,
Inc. v. W. Timber Products, Inc., 297 Or. App. 417 (2019) (reversing and
remanding summary judgment in favor of former employee and his new
employer).

Subdivision c: A disclosing party might try to omit this exclusion, but in
such a case the receiving party would probably push back, on theory that if
you [the disclosing party] allow others to use its information without legal
restriction, then I get to do the same thing. « Moreover, it’s unclear what
the legal effect of omitting this exclusion would be, because by law (at least
in the U.S.), such a disclosure of information to athird party without
confidentiality restrictions would have the effect of killing any trade-secret
rights the discloser might have had in the information, as discussed in

§ 27.7.5.

What effect does a subpoena, etc., have?

Confidential Information does not lose its status as such merely because
the information becomes the subject of a subpoena, search warrant, etc.;

that possibility is addressed at § 27.4.7 (compulsory legal demands).

COMMENTARY

It would be undesirable to totally strip away trade-secret protection
from otherwise-confidential information solely because it has been
requested under subpoena, etc., because it might well be possible to get a
court order limiting what the requester was allowed to do with the
information. See the discussion at § 27.4.7 (compulsory legal demands).

Confidentiality Obligations

What must a Receiving Party do
with Confidential Information?

a. A Receiving Party must take appropriate measures to safeguard
Confidential Information; those measures must be, at a minimum:

1. notless than whatever reasonable people in business, in
comparable circumstances, would do; and
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2. not less than the protective measures that the Receiving Party
uses to safeguard its own confidential information of comparable
value.

b. U The Receiving Party must keep all Confidential Information
segregated from other information, so as to facilitate any necessary return
or destruction of the Confidential Information.

COMMENTARY

This section represents a typical formulation of the secrecy measures
required of a Receiving Party. In many situations, these “standard”
precautions are likely to satisfy the disclosing party’s desires, but for some
types of Confidential Information, a disclosing party might want to insist
on special precautions — especially in the era of criminal hackers, and even
state actors, breaking into insufficiently-secure computer systems and
stealing valuable information, such as happened to Sony Pictures
Entertainment, allegedly at the hands of North Korea, and to Home Depot,
which booked a charge of $161 million after a 2014 theft of customers’
credit-card data

If a Disclosing Party were to fail to require the Receiving Party to take
reasonable secrecy precautions to protect Confidential Information —
including restricting disclosure of the information by the Receiving
Party — that failure could jeopardize or even destroy the
Disclosing Party’s legal rights in the information. See § 27.7.5 for real-
world examples.

Subdivision b: See also the return-or-destruction provisions in § 27.4.14.
This requirement could well be unduly burdensome; on the other hand, a
segregation requirement might have been useful in S.W. Energy Prod. Co.
v. Berry-Helfand, 491 S.W.3d 699 (Tex. 2016). In that case, an
independent oil-and-gas reservoir engineer disclosed trade-secret
information to a production company under a nondisclosure agreement;
when the relationship waned, the engineer asked for the information to be
returned, but that proved problematic, as one individual ended up
retaining some of the information in his files. See id. at 708. (The jury
awarded more than $11 million in damages, but the state supreme court
held that the expert testimony did not support the entire amount of the
award and so remanded for a new trial. See id. at 721.)
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What must a Receiving Party not do
with Confidential Information?

a. A Receiving Party must not take any of the following actions without
the Disclosing Party’s clear, prior, written consent (in the AGREEMENT or
otherwise):

1. disclose or use Confidential Information;

2. copy, duplicate, create excerpts of, or make audio- or visual
recordings of Confidential Information.

b. A Receiving Party must not take any action with Confidential
Information that would violate applicable law.

Must a Receiving Party help out against misappropriators?

Yes:

a. IF: A Receiving Party suspects someone is disclosing or using
Confidential Information without the relevant Disclosing Party’s
permission; THEN: The Receiving Party must promptly report its suspicions
to the Disclosing Party.

b. If the Disclosing Party so requests, the Receiving Party must — at the
Disclosing Party’s expense — provide reasonable cooperation with the
Disclosing Party and/or its legal counsel in investigating and/or taking
legal action against possible misappropriation. (NOTE: This subdivision b
applies whether or not the possible misappropriation was something that
the Receiving Party had reported to the Disclosing Party.)

c. The Receiving Party’s cooperation obligation includes, without
limitation, providing the Disclosing Party with any evidence that reasonably
requested by the Disclosing Party and/or the Disclosing Party’s counsel
concerning the possible misappropriation.

Are these confidentiality obligations “fiduciary” in nature?

No — just because the Receiving Party is agreeing to preserve Confidential
Information in confidence, that does not mean:

1. that the Receiving Party is a fiduciary of the Disclosing Party, nor

TANGO Terms 2019A ROUGH DRAFT 2019-08-19 PAGE 112 OF 691



§27.3.5

§27.3.6

STUDENT EDITION (DRAFT) FALL 2019
NorT a substitute for legal advice CONFIDENTIAL INFORMATION PROTOCOL

2. that the parties have entered into a “confidential relationship,”
which has significantly different connotations than an agreement
to preserve information in confidence.

COMMENTARY

A receiving party likely would not want to take on the higher burden of
entering into a fiduciary relationship with the disclosing party. 9 Opinions
seem to vary as to whether the term fiduciary
relationship and confidential relationship are synonyms; the answer
might depend on the jurisdiction. See John A. Day, Difference Between
Fiduciary Relationships and Confidential Relationships
(JohnDayLegal.com) (citing Tennessee cases).

How long will these confidentiality
obligations remain in effect?

The confidentiality obligations of this Protocol will continue to apply to
particular Confidential Information for as long as the information does
not come within one or more of the exclusion categories in this
Protocol.

COMMENTARY

A receiving party might want confidentiality obligations to expire at a time
certain, e.g., X years after the effective date of the parties’ agreement.
A disclosing party might be OK with that if the information in question is
likely to have lost its value by then — but the disclosing party might balk if
the information was avaluable trade secret that could provide
a competitive advantage for years to come.

Will the Receiving Party be free
to do what it wants after that?

Not necessarily: Termination or expiration of the Confidential Information
obligations of the AGREEMENT:

1. will not waive or otherwise affect the Disclosing Party’s ability to
enforce its other intellectual-property rights (for example,
copyrights and patents) against the Receiving Party except to the
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extent, if any, that the parties expressly agree otherwise in writing;
and

2. will not affect any obligation of confidentiality imposed by law.

Uses and disclosures of Confidential Information

What may the Receiving Party do
with Confidential Information?

During the term of the AGREEMENT, a Receiving Party may use
Confidential Information only to the extent reasonably necessary for one or
more of the following purposes:

1. performing the Receiving Party’s obligations, and/or exercising
the Receiving Party’s rights, under the AGREEMENT;

2. assessing whether to enter into another agreement with the Dis-
closing Party; and

3. any other particular authorized uses expressly agreed to in writing
by the parties.

COMMENTARY

Many confidential-information clause templates don’t specify any
preauthorized uses or disclosures of Confidential Information; typically,
the parties end up reinventing the wheel by negotiating some fairly
standard categories of authorized use. To save that time and effort, this
provision simply goes ahead and pre-authorizes some of those particular
categories of use and disclosures.

If this Confidential Information Module is part of a larger agreement that
addresses subjects beyond confidentiality, then conceivably the Disclosing
Party might want to cut off the Receiving Party’s right to use and disclose
Confidential Information before the end of the term of that agreement.

A receiving party might want to state explicitly that that certain specific
uses are pre-authorized.

CAUTION: Some receiving parties ask for “residuals” clauses that state, in
effect, that the receiving party will not be liable for use of confidential
information that receiving-party personnel retain in their unaided
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memory. This could be dangerous for the disclosing party; see Error! R
eference source not found..

To whom may the Receiving Party disclose
Confidential Information?

a. The disclosure authorizations of this section apply only to the extent
that disclosure is not prohibited by applicable law such as (for example)
export-control law, privacy law, etc.

b. The Receiving Party may disclose Confidential Information:

1. toanyone approved in writing by an authorized representative of
the Disclosing Party;

2. tothe Receiving Party’s outside legal counsel and outside
accountants who have a binding legal obligation to preserve the
Confidential Information in confidence; and

3. asstatedin § 27.4.7 (subpoenas, etc.) and § 27.4.4 (disclosures
to law enforcement, etc.).

c. Inaddition, during the term of the AGREEMENT, the Receiving Party
may disclose Confidential Information to the Receiving Party’s employees,
officers, and directors who have a legitimate “need to know” in connection
with an authorized use of the information.

COMMENTARY

CAUTION: Privacy- or export-control laws might prohibit some
disclosures regardless whether the disclosures are authorized
by the AGREEMENT.

Drafters should consider the extent— ifany— to which
the Receiving Party’s contractors, affiliates, etc., should also be
permitted to receive Confidential Information. This will be especially true
if the Receiving Party’s workforce includes so-called leased employees or
other individuals working long-term in independent-contractor status.

How are subpoenas, etc. to be handled?

a. |IF: A Receiving Party is served with a subpoena, a search warrant, or
other compulsory legal demand for information initiated by
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a governmental authority or another party acting under such authority;
THEN: The Receiving Party may disclose Confidential Information as
required by the compulsory demand; BUT:

1. The Receiving Party must promptly check with the Disclosing Party
before it discloses the demanded Confidential Information, unless
such checking is prohibited by law.

2. The Receiving Party must cooperate with the Disclosing Party — at
the Disclosing Party’s expense — if it seeks legal protection for the
information.

3. The Receiving Party must disclose only so much information as is
specifically required by the demand.

b. In case of doubt, this section does not allow the Receiving Party to
disclose Confidential Information in situations where disclosure
requirement would be triggered by action or omission on the part of the
Receiving Party itself — for example, a filing under the securities laws
would not qualify under this section. (On that subject, see § 27.4.14.)

COMMENTARY

Note that this section is phrased as an authorized disclosure and
not as stating that the issuance of a subpoena, etc., immediately excludes
the requested information from Confidential-Information status (which
would be both a terrible idea and usually unnecessary).

Subdivision b: For a case in which the securities-law-filing issue was
litigated, see Martin Marietta Materials, Inc v. Vulcan Materials Co., 56
A.3d 1072 (Del. Ch.), affd, 45 A.3d 148 (Del. 2012) (en banc). There, the
court held that Martin Marietta had breached a non-disclosure agreement
by including Vulcan’s confidential information in an SEC filing about
Martin Marietta’s proposed takeover of Vulcan.
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Some disclosures to law enforcement,
legislators, etc., are not prohibited

Nothing in the AGREEMENT is intended to prohibit disclosure of Confidential
Information to law enforcement, congressional investigators, attorneys,
etc., as follows:

1. tothe extent necessary to report possible violations of law or
regulation to a federal, state, or local government authority that
has jurisdiction over such violations;

2. toan attorney to the extent necessary for the purpose of reporting
or investigating a suspected violation of law;

3. inafiling under seal in a complaint or other document filed in
a lawsuit or other proceeding;

4. to an attorney representing the Receiving Party for use in the
court proceedings of a lawsuit alleging that the Disclosing Party or
its affiliate retaliated against the Receiving Party for reporting a
suspected violation of law — as long as any document containing
the Confidential Information is filed in court only under seal AND
the Receiving Party does not otherwise disclose the Confidential
Information except under a court order; and

5. tothe minimum extent affirmatively authorized by law or
regulation, for example the (U.S.) National Labor Relations Act or
other applicable labor- or employment law.

COMMENTARY

This section is informed by the fact that American law limits the ability of
individuals and companies to restrict disclosure of confidential
information where the restriction would contravene public policy — for
example, the (U.S.) Defend Trade Secrets Act, enacted in 2016 and codified
at 18 U.S.C. § 1833 et seq.

Subdivision 5 reflects the position taken by the (U.S.) National Labor
Relations Board about employees’ discussions of wages and working
conditions; see generally, e.g., Nat’l Labor Rel. Bd. v. Long Island Assoc.
for AIDS Care, 870 F.3d 82, 88-89 (2d Cir 2017) (affirming NLRB ruling).
NOTE: More recently, Trump-administration appointees to the NLRB
appear to be willing to revisit employer-employee confidentiality
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agreements, at least in the context of settlement- and separation
agreements. See, e.g., Stephen M. Swirsky, NLRB Board Members Signal
Intention to Reconsider Board Law on Confidentiality of Settlement
Agreements and to Modify the Board’s Blocking Charge “Rule”
(NatLawReview.com Jan. 5, 2018).

§ 27.4.5 May the Receiving Party disclose Confidential
Information to contractors?

See § 27.4.2.

§27.4.6 What specific instructions must be given to individual
recipients?

a. This section applies if specifically requested in advance by the
Disclosing Party as to any particular item(s) of Confidential Information
and/or any particular individual recipient(s).

b. Before the Receiving Party discloses the item(s) of Confidential
Information in question to such a recipient, the Receiving Party must first
take reasonable steps to cause the recipient to be specifically instructed
or -reminded that he or she has a duty to abide by the confidentiality
obligations of the AGREEMENT.

COMMENTARY

This section reflects an extra precaution that some disclosing parties like
to require of receiving parties.

Subdivision a makes the compliance burden more manageable by
requiring the Receiving Party to take steps, but only if requested by the
Disclosing Party.

§ 27.4.7 0 Recipients’ confidentiality agreements
must be provided upon request

a. Upon request by the Disclosing Party, the Receiving Party will provide
the Disclosing Party with a copy of the written confidentiality agreement
between the Receiving Party and each individual or organization to which
the Receiving Party provides Confidential Information.
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b. Such copies may be redacted, if so desired by the Receiving Party, to
prevent disclosure to the Disclosing Party of confidential information of the
Receiving Party.

COMMENTARY

This requirement might be burdensome for the receiving party, but in
some situations the disclosing party might have a legitimate need for it.

May a Receiving Party confirm guesses about Confidential
Information?

No — if a third party asks a Receiving Party to confirm the third party’s
guess about Confidential Information, the Receiving Party must not say or
do anything that would confirm that the guess is right or wrong.

COMMENTARY

This section could come into play if a receiving party were questioned by a
journalist — or by a competitor or the disclosing party.

What copies of Confidential Information may be made?

The Receiving Party may make (or have made) copies of Confidential
Information as reasonably necessary for uses and disclosures authorized
by this Plan.

May the Receiving Party rely on Confidential Information?

The Receiving Party is not entitled to rely, and agrees not to rely, on
Confidential Information for any purpose, EXCEPT to the extent (if any)
expressly stated otherwise in the AGREEMENT.

COMMENTARY

This section is included to try to head off fraudulent-
inducement claims by the Receiving Party, as discussed in more detail
in the commentary to the Reliance Disclaimer (§ 20).
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Some language in this provision is in bold-faced type to make it
conspicuous (about which more, see Error! Reference source not f
ound.).

ALERT: Export-controlled information is subject to special
rules

If particular Confidential Information is subject to applicable export-control
laws, then the Receiving Party must comply with those laws. For example,
without the proper license or license exception —

a. The Receiving Party must not send or take Confidential Information to
another country — that might include even taking a phone, laptop, or other
device to another country.

b. The Receiving Party must not disclose Confidential Information to
anyone who is a citizen of a country subject to export-controls restrictions
such as embargoes and/or sanctions.

COMMENTARY

If someone needs a better reason to comply with this section than just
liability for breach of contract, consider this: Violating the export-
control laws could land the violator in prison. This actually
happened, for example, to a7i-year old emeritus professor at the
University of Tennessee who was sentenced to four years in prison for
disclosing export-controlled information to two of his graduate students,
who were from Iran and China respectively. (The reported facts seem to
have been somewhat egregious.)

ALERT: Personal information might be protected by law

The Receiving Party must comply with applicable law (if any) concerning
personal information.

COMMENTARY

Disclosing- and receiving parties will want to check out privacy
laws concerning (without limitation): « protected health information, for
example under the U.S. Health Insurance Portability and Accountability
Act of 1996 (“HIPAA”); « personal financial information, for example
under the Gramm-Leach-Bliley Act; « the EU’s General Data Protection
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Regulation (GDPR); and « American state laws concerning user privacy
such as the recently-enacted California Consumer Privacy Act (CCPA).

O Disclosure in a secure data room is permitted

a. The Receiving Party may, without the Disclosing Party’s consent,
disclose Confidential Information to a prospective acquirer of:

1. substantially all shares (or equivalent ownership interest under
applicable law) of the Receiving Party itself; or

2. substantially all of the assets of the Receiving Party’s business
specifically associated with the AGREEMENT.

b. Any such prospective recipient of Confidential Information must agree
in writing to abide by the Receiving Party’s obligations in the AGREEMENT
relating to Confidential Information.

c. Anysuch disclosure must be done in one or more secure physical data
rooms or via a secure online data room.

d. The Receiving Party must not allow the recipient to keep copies of
Confidential Information without the Disclosing Party’s prior written
consent.

COMMENTARY

In merger-and-acquisition activity, a company that will be acquired will
generally “open the kimono” to the potential acquiring company, very
often by allowing the acquiring company to access electronic documents
in a secure data room. § This specific provision was inspired by a blog
posting by English lawyer Mark Anderson. See generally the Wikipedia
article Data room.

O Disclosure in public filings is permitted (with restrictions)

The Receiving Party may include Confidential Information in a submission
to a regulatory agency or other governmental body, if all of the following
conditions are met:

1. the inclusion must be compelled by law, to the same extent as if
the inclusion were compelled by law in response to a subpoena or
other compulsory legal demand (§ 27.4.7);
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2. the Receiving Party must first consult with the Disclosing Party a
sufficient time in advance to give the Disclosing Party a
reasonable opportunity to seek a protective order or other relief;

3. the Receiving Party must disclose only so much Confidential
Information as is required to comply with the law; and

4. the Receiving Party must provide reasonable cooperation with any
efforts by the Disclosing Party to limit the disclosure, and/or to
obtain legal protection for the information to be disclosed, in the
same manner as if the proposed disclosure were in response to a
compulsory legal demand.

COMMENTARY

A Receiving Party that is publicly traded (or wants to be) might feel it must
disclose Confidential Information in its public filings. Such disclosure,
though, can destroy the confidentiality status of
the information. See generally, e.g., Ruckelshaus v. Monsanto Co.,
467 U.S. 986, 1011-12, esp. text accompanying n.15 (1984) (noting that
Environmental Protection Agency’s disclosure of Monsanto’s pesticide
test data would destroy Monsanto’s trade-secret rights in the data).

This basic issue arose in Martin Marietta Materials, Inc v. Vulcan
Materials Co., 56 A.3d 1072, 1147 (Del. Ch. 2012), affd, 45 A. 3d 148 (Del.
2012) (en banc): In that case, Martin Marietta was held to have breached
a confidentiality agreement by including confidential information of
Vulcan Materials in a public filing with the Securities and Exchange
Commission.

Return or destruction of Confidential Information

When must Confidential Information be returned or
destroyed?

If the Disclosing Party so requests in writing, the Receiving Party must turn
over to the Disclosing Party all hard copies and other tangible
embodiments of Confidential Information in the Receiving Party’s
possession, custody, or control — EXCEPT:

1. as otherwise provided in this Option; and/or
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2. as necessary for § 27.4.4 (disclosure to law enforcement, etc.);
§ 27.5.4 (emails and electronic files); and/or § 27.5.6b (archival
copies).

COMMENTARY

CAUTION: An obligation to return or destroy Confidential
Information might not be practical if (for example) Confidential
Information is embodied in a deliverable (for example, custom-developed
computer software, or a physical object) that the receiving party will have
the right to keep on using; this might be the case in a services agreement.

CAUTION: Unfortunately, sometimes parties forget about return-or-
destruction obligations. A disclosing party will want to follow up to be sure
that the return-or-destruction requirement is actually complied with; if
it were to fail to do so, a receiving party (or a third party) could try to use
that as evidence that the disclosing party did not take reasonable
precautions to preserve the secrecy of its confidential information.
Likewise, if the receiving party were to forget to comply with its return-or-
destruction obligations, then the disclosing party might use that fact to
bash the receiving party in front of a judge or jury.

SUGGESTION: For easier Receiving-Party compliance with this section,
drafters could consider the segregation-requirement option of § 27.3.1b —
or a Receiving Party could elect to segregate Confidential Information on
its own initiative, even without a specific contractual requirement.

May the Receiving Party just destroy
the Confidential Information instead?

a. The Receiving Party may destroy its copies of Confidential Information
instead of returning them O but only if the Disclosing Party approves in
writing.

b. The required destruction would include deleting Confidential
Information from phones, tablets, personal computers, etc., except as
provided below.

COMMENTARY

Subdivision a: The (optional) requirement of obtaining Disclosing-Party
consent for destruction has in mind the situation in which the Disclosing
Party doesn’t itself have acopy of Confidential Information to be
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destroyed. That might occur if, say, (i) a contractor had developed
particular information that, under the parties’ agreement, was
the property of the customer, but (ii) the contractor hadn’t yet provided
any copies of the information to the customer.

What if the Receiving Party is an employee of the Disclosing
Party?

a. IF: The Receiving Party is a Disclosing-Party employee; THEN: The
employee must not retain copies of Confidential Information except solely
for the purpose of imminently disclosing that specific information to law
enforcement authorities, etc., under § 27.4.4.

b. The employee’s confidentiality obligations will continue unabated as
to all such retained copies (if any).

c. The employee must return or destroy all other copies of Confidential
Information.

d. For this purpose, the term “employee” includes, without limitation,
a contractor who is in an employee-like status with the Disclosing Party.

Must even email attachments, etc., be purged?

The Receiving Party need not return or destroy electronic copies of
Confidential Information to the extent that it would be unduly burdensome
or costly to do so; examples would be Confidential Information in email
attachments and system-backup media.

COMMENTARY

A receiving party might find it to be tremendously burdensome — and
expensive — to try to return or destroy all copies of a disclosing party’s
confidential information, even those in emails, backup systems, etc.

What is the status of remaining copies (if any)?

The confidentiality obligations of the AGREEMENT will continue in effect by
their terms for all copies of Confidential Information that are not returned
or destroyed (including without limitation archive copies retained under
the Archive Copies Protocol, below).
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How will the Disclosing Party know that Confidential
Information has been returned or destroyed?

a. IF: The Disclosing Party so requests in writing within a reasonable time
after the return-or-destruction of the AGREEMENT become applicable; THEN:
The Receiving Party will promptly provide the Disclosing Party with

a written certificate of its compliance with those provisions.

b. The certificate must:

1. be signed by an officer of the party or other individual authorized
to bind the party;

2. note any known compliance exceptions; and

3. for each exception, note whether and how the exception is
authorized by the AGREEMENT (unless prohibited by applicable law,
for example because the Receiving Party is cooperating with law-
enforcement authorities).

COMMENTARY

Requiring the Receiving Party to certify its compliance with the return-or-
destruction requirements would:

e make “obligation management” easier for the Disclosing Party;

e give the Receiving Party an incentive to do a good job in complying with
the return-or-destruction requirement;

e help the parties identify specific areas that might need attention before
a dispute arose, and thus possibly help to avoid the dispute in the first
place; and

e provide the Disclosing Party with “they lied!” ammunition in case it
turned out that some specimens of Confidential Information were not
returned or destroyed.

What “archive” (or “archival”) copies may be retained?

A Receiving Party may indefinitely retain — in confidence — archive copies
of Confidential Information, including a reasonable number of backup
copies.
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COMMENTARY

Confidentiality agreements will often allow receiving parties to retain
archive copies of confidential information. Doing so can be highly useful
if, for example, the parties were to later get into a dispute about just what
a disclosing party did or did not actually disclose. This is especially true in
the case of confidentiality agreements entered into in connection with
merger- or asset-purchase agreements.

How must archive copies be stored?

a. The Receiving Party must maintain all archive copies in accordance
with commercially reasonable security standards.

b. Asan example (and without limitation), subdivision a could be
satisfied by maintaining the archive copies in the custody of a reputable
commercial records-storage organization that is contractually obligated to
maintain the copies in confidence.

How may the Receiving Party use archive copies?

The Receiving Party may not use archive copies except for the following;:

1. helping to ascertain and confirm the Receiving Party’s compliance
with its continuing confidentiality obligations;

2. documenting the parties’ interactions in connection with the
AGREEMENT;

3. any other purpose agreed to in writing by the Disclosing Party; and

4. reasonable testing of the accuracy of the archive copies.

Who must keep custody of archive copies?

a. An archive-copy custodian may be, but need not be, “independent”
in the sense used of independent accountants.

b. The Receiving Party’s outside counsel and its independent
accountants (if any, and without limitation) are considered independent
for purposes of archival-copy custody.
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COMMENTARY

The term independent is generally well understood by corporate lawyers.
If the archive custodian(s) does not need to be “independent” (a term well-
understood by corporate lawyers), then the custodian(s) might be, for
example, the receiving party’s IT staff. Alternatively, a disclosing party
might want the archive custodian(s) to be limited to the Receiving Party’s
outside counsel

The phrase outside counsel only is generally well understood by lawyers
who work in litigation. See, for example, paragraph 11© of the protective
order entered in an antitrust case brought by the [U.S.] Department of
Justice.

Who may access archival copies?

The Receiving Party must take prudent measures to ensure that
Confidential Information contained in archive copies is not made
accessible to Receiving-Party personnel, other than as follows:

1. tothose of the Receiving Party’s personnel who maintain the
archive copies, if applicable;

2. with the Disclosing Party’s prior written consent; or

3. asdirected (or permitted) by a tribunal having jurisdiction.

COMMENTARY

The “prudent measures” requirement in the preamble of this section is
a tightening up of the “commercially reasonable measures” standard used
in, e.g., section 9 of the Mutual Non-Disclosure Agreement between large
software companies Sybase and SAP (https://goo.gl/MwkmNa). (Sybase
was acquired by SAP in 2010.)

Other confidentiality provisions

0 Compliance-Inspection Option

This Option applies only if the AGREEMENT clearly so states.

a. Atanytime that the Receiving Party has Confidential Information in its
possession, the Disclosing Party may cause reasonable inspections of

TANGO Terms 2019A ROUGH DRAFT 2019-08-19 PAGE 127 OF 691


http://www.justice.gov/atr/cases/f205600/205664.pdf
http://www.justice.gov/atr/cases/f205600/205664.pdf
https://www.sec.gov/Archives/edgar/data/768262/000119312510128597/dex99d2.htm
https://goo.gl/MwkmNa

§27.6.2

STUDENT EDITION (DRAFT) FALL 2019
NorT a substitute for legal advice CONFIDENTIAL INFORMATION PROTOCOL

the Receiving Party’s relevant properties and premises to be conducted to
confirm compliance with the Receiving Party’s confidentiality obligations
under the AGREEMENT.

b. M Any such inspection must be upon reasonable written notice.

c. Incase of doubt: The right of inspection of this Option extends, by way
of illustrative example and not of limitation, to any or all hard-copy and
electronic records of any kind in the possession, custody, or control of

the Receiving Party.

COMMENTARY

Receiving parties are highly likely to balk at this Option; in some
cases, though, a disclosing party might feel it was necessary.

0 Receiving-Party Expanded Liability Option
This Option applies only if the AGREEMENT clearly so states.

a. Applicability: This Protocol concerns “Receiving-Party Uses or
Disclosures,” namely uses and/or disclosures of Confidential Information
that take place: by; on behalf of; or with the permission of, the Receiving
Party.

b. Background (1): The parties wish to plan for the possibility that one or
more Receiving-Party Uses or Disclosures might result in one or more of
the following being experienced by: (i) the Disclosing Party and/or

(i) a member of the Disclosing Party’s Protected Group:

1. aclaim by a third party; and/or
2. loss or expense arising from violation of law.

c. Indemnity obligation: The Receiving Party will defend and indemnify
the Disclosing Party and its Protected Group against any of the events
referred to in subdivisions b.1 and b.2.

d. Background (2): The parties also wish to play for the possibility that
a third party (referred to as the Recipient) might — legitimately or
otherwise — obtain or otherwise access Confidential Information in
guestion as a result of the Recipient’s relationship with the Receiving
Party.
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e. Vicarious liability: IF: The Recipient uses, discloses, and/or copies
such Confidential Information in a manner not permitted by the AGREEMENT;
THEN: The Receiving Party will be liable to the Disclosing Party for any
resulting harm to the Disclosing Party or its interests, to the same extent
as if the damage had been caused by use, disclosure, or copying of the
Confidential Information by the Receiving Party.

f.  For this purpose, the term Recipient includes, without limitation, any
employee of the Receiving Party.

COMMENTARY

A disclosing party will sometimes ask a receiving party to be liable (or, “be
responsible”) for any misappropriation of Confidential Information by the
receiving party’s employees, contractors, etc. This is an example of the
“one throat to choke” principle. (OK, OK, that’s an outdated expression;
it’s still useful.)

If a receiving party objects to this provision, the objection might trigger
questions from the disclosing party about the receiving party’s intentions
(or competence).

0 General-Experience Option

This Protocol’s restrictions on the Receiving Party’s use of Confidential
Information do not limit the ability of the Receiving Party’s personnel to
utilize their general knowledge, skills, and experience in the general field
of Confidential Information, even if those things were improved by the
personnel’s exposure to Confidential Information.

COMMENTARY

The above language is adapted from section 3 of an AT&T nondisclosure
agreement(archived at http://perma.cc/G974-2ZH5): “... and the use by
a party’s employees of improved general knowledge, skills, and experience
in the field of the other party’s proprietary information is not a breach of
this Agreement.” CAUTION: This language could be dangerous to a
disclosing party because of the difficulty of determining when it did or
didn’t apply.
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QO Residuals Usage Option

a. Theterm Residuals refers to ideas, concepts, know-how, techniques,
and similar information that may be retained in the unaided memory of the
Receiving Party’s personnel who did not intentionally memorize the
information for that purpose.

b. The Receiving Party may use Residuals as it sees fit without obligation
to the Disclosing Party — this subdivision, however, does not negate any
restriction of the AGREEMENT on the Receiving Party’s disclosure of
Confidential Information to third parties.

c. Forthe avoidance of doubt, any use of Residuals by the Receiving
Party will be subject to any applicable patent rights, copyrights, trademark
rights, or other intellectual-property rights owned or assertable by the
Disclosing Party.

COMMENTARY

A disclosing party likely will push back strongly against any request for
this provision. In practice, the provision can amount to a blank check for
the receiving party and its people to do whatever they want with the
disclosing party’s confidential information.

Some receiving parties (cough, Microsoft) have tried to include provisions
granting them “residual rights” along the following lines:

a. The parties’ agreement’s restrictions on use of
Confidential Information do not limit a Receiving Party’s
ability to use “Residuals,” as defined in subdivision b.

b. The term “Residuals” refers to ideas, concepts, know-
how, techniques, and similar information, derived from
Confidential Information, that is retained in the unaided
memory of a Receiving Party’s personnel who did not
intentionally memorize the information for that purpose.

c. Subdivision a above is not to be interpreted as granting
the Receiving Party any license under any patent, copyright,
or other intellectual-property right owned or otherwise
assertable by the disclosing party.

The danger is that granting residuals rights of this kind could later result
in he-said-she-said disputes about whether the receiving party’s personnel
were in fact relying on their unaided memories — and that same
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uncertainty might well tempt the receiving party to treat this language as
a get-out-of-jail-free card to do whatever it wanted with the disclosing
party’s confidential information.

If pressured to agree to this provision, a disclosing party might try to
exclude particular receiving-party personnel or departments from being
able to exercise residual rights.

Additional reading (optional for students):

Larry Schroepfer, Residuals: License to Steal? (2016)
Tom Reaume, This Residuals Clause Left a Bad Residue (2011);

Scott M. Kline and Matthew C. Floyd, Managing Confidential
Relationships in Intellectual Property Transactions: Use Restrictions,
Residual Knowledge Clauses, and Trade Secrets, 25 Rev. Litig. 311, 315
et seq. (2006);

Brian R. Suffredini, Negotiating Residual Information Provisions in IT
and Business Process Outsourcing Transactions (2004).

Michael D. Scott, Scott on Information Technology Law § 6.25[D]
(accessed Nov. 26, 2010)

Brian R. Suffredini, Negotiating Residual Information Provisions in IT
and Business Process Outsourcing Transactions (2004)

Will these confidentiality provisions
expire with the AGREEMENT?

No: The confidentiality obligations of the AGREEMENT will survive any
termination or expiration of that agreement; this will be true no matter
what other provision(s) of that agreement (if any) deal with the survival of
that agreement’s terms.
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Additional commentary

Why do parties enter into confidentiality agreements —
and why does the law enforce such agreements?

It’s quite common for parties to enter into a confidentiality agreement as
a prelude to negotiation of another agreement such as asale- or license
agreement or a merger- or acquisition agreement.

It’s also quite common for other types of agreement to include confidentiality
provisions, for example services agreements; license agreements; and
employment agreements.

One [U.S.] state supreme court summarized the public-policy basis for
enforcing confidentiality agreements:

The basic logic of the common law of trade secrets
recognizes that private parties invest extensive sums
of money in certain information that loses its value
when published to the world at large.

Based on this logic, trade secret law creates a property right
defined by the extent to which the owner of

the secret protects his interest from disclosure to
others.

In doing so, [trade secret law] allows the trade secret
owner to reap the fruits of its labor ....

Trade secret law promotes the sharing of knowledge, and
the efficient operation of industry; it permits the individual
inventor to reap the rewards of his labor by contracting with
a company large enough to develop and exploit

it. [Quoting Kewanee Oil Co. v. Bicron Corp., 416 U.S. 470,
493 (1974).]

DVD Copy Control Assn., Inc. v. Bunner, 31 Cal. 4th 864, 880, 75 P.3d 1 (2003)
(reversing court of appeal, and holding that preliminary injunction against
Web site operator, prohibiting disclosure of trade secrets, did not violate
the First Amendment) (citations omitted, extra paragraphing added), as
excerpted by Altavion, Inc. v. Konica Minolta Sys. Lab. Inc., 226 Cal. App. 4th
26, 34 (2014) (affirming judgment of trade-secret misappropriation)
(alteration marks edited, emphasis added).
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The law protects just about any information that is kept confidential
and provides a competitive advantage. This prerequisite generally comes
from the definition of “trade secret,” as found either in the relevant statute —
which in the U.S. will typically be a variation of the Uniform Trade Secrets
Act — orsection 757 of the Restatement of Torts. As summarized by
the Seventh Circuit:

Ilinois courts frequently refer to six common law factors
(which are derived from § 757 of the Restatement (First) of
Torts) in determining whether a trade secret exists:

(1) the extent to which the information is known outside of
the plaintiff’s business;

(2) the extent to which the information is known by
employees and others involved in the plaintiff’s business;

(3) the extent of measures taken by the plaintiff to guard
the secrecy of the information;

(4) the value of the information to the plaintiff’s business
and to its competitors;

(5) the amount of time, effort and money expended by
the plaintiff in developing the information; and

(6) the ease or difficulty with which the information could
be properly acquired or duplicated by others.

Learning Curve Toys, Inc. v. PlayWood Toys, Inc., 342 F.3d 714, 722 (77th Cir.
2003).

Two-way confidentiality agreements
are usually a better idea

The term Disclosing Party implicitly defines whose Confidential Information
will be protected. One of the first issues the parties likely will confront is
whether the agreement should protect just one party’s Confidential
Information, or that of each party.

In many cases, a two-way confidentiality agreement that protects each party’s
Confidential Information will:

e get to signature more quickly;

e Dbe safer for both sides; and
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e reduce the chance of future embarrassment for the drafter(s).

A two-way confidentiality agreement will usually be signed sooner

A confidentiality agreement protecting just one party’s information will usually
take longer to negotiate. That’s because a confidentiality agreement will
(usually) be more balanced — and therefore quicker to negotiate and easier to
work with — if its provisions will apply equally to the confidential information
of each party, not just one party.

e If only one party will be disclosing confidential information, and that
disclosing party is doing the drafting, then the confidentiality provision
might contain burdensome requirements that the receiving party
would have to review carefully.

e Conversely, if thereceiving party is doing the drafting, then
the disclosing party would have to review the confidentiality provisions
carefully to make sure itcontained sufficient protection for
Confidential Information

In contrast, a two-way provision is likely to be more balanced — it’s a variation
of the “I cut, you choose” principle — because each negotiator keeps in mind
that today’s disclosing party might be tomorrow’s receiving party or vice versa.

(Beware, though: even if an agreement is nominally a two-way agreement,
it still can be drafted so as subtly to favor the drafter’s client.)

A two-way confidentiality agreement will usually be safer

A two-way agreement can avoid the danger of future, “afterthought”
confidential disclosures by the receiving party. With a one-way agreement,
only the (original) disclosing party’s information is protected, and so any
disclosures by the receiving party might be completely unprotected, resulting
in the receiving party’s losing its trade-secret rights in its information.

That’s just what happened to the plaintiff in Fail-Safe, LLC v. A.O. Smith
Corp. 674 F.3d 889, 893-94 (7th Cir. 2012) (affirming summary judgment for
defendant). There, the plaintiff’s confidentiality agreement with the defendant
protected only the defendant’s information. Consequently, said the court,
the plaintiff’s afterthought disclosures of its own confidential information were
unprotected.
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A two-way agreement might help avoid future embarrassment

Suppose that Alice and Bob enter into a confidentiality agreement that protects
only Alice’s information. Also suppose that the agreement’s terms were
strongly biased in favor of Alice.

But now suppose that, at a later date, the parties decide that they also needed
to protect Bob’s confidential information as well, so that Bob can disclose it to
Alice.

In that case, with the shoe on the other foot, Alice might not want to live with
the obligations that she previously made Bob accept. As a result, whoever
negotiated the (one-way) confidentiality agreement for Alice might find
himself in a doubly embarrassing position:

e First, Alice’s negotiator would be (i) asking Bob to review and sign
anew confidentiality agreement, which would cause delay; and
(ii) probably having to explain to both Alice and Bob why Alice isn’t
willing to live with the same terms that she previously asked Bob to
agree to.

e Second, Alice might ask pointedly of her negotiator, Why didn’t you do
this right the first time, instead of wasting everybody’s time?

So it’s often a good idea to insist that any confidentiality provisions be two-way
in their effect from the start, protecting the confidential information of both
parties.

How much secrecy is needed?

Fort-Knox security measures aren’t necessary (usually)

Some people mistakenly think that legal protection won’t be available for
confidential information unless every possible security measure is taken.
That’s not how thelaw works. It’s not mandatory to keep confidential
information locked up in Fort Knox-like secrecy; in many circumstances, less-
strict security measures may well suffice. See, e.g., Learning Curve Toys, Inc.
v. PlayWood Toys, Inc., supra (reversing judgment as a matter of law and
remanding with instructions to reinstate jury verdict of misappropriation;
applying Illinois law).

As one court remarked:

... there always are more security precautions that can be
taken. Just because there is something else that

TANGO Terms 2019A ROUGH DRAFT 2019-08-19 PAGE 135 OF 691


http://scholar.google.com/scholar_case?case=13127226594406794000
http://scholar.google.com/scholar_case?case=13127226594406794000

§27.73.2

§27.7.4

§27.7.4.1

§27.74.2

STUDENT EDITION (DRAFT) FALL 2019
NorT a substitute for legal advice CONFIDENTIAL INFORMATION PROTOCOL

Luzenac could have done does not mean that their
efforts were unreasonable under

the circumstances. In light of undisputed precautions
that Luzenac took, we do not think that the record
demonstrates beyond dispute that Luzenac’s measures to
protect the secrecy of 604AV were merely “superficial.” ...
Whether these precautions were, in fact, reasonable, will
have to be decided by a jury.

Hertz v. Luzenac Group, 576 F.3d 1103, 1113 (10th Cir. 2009) (citations
omitted).

But some secrecy efforts are virtually mandatory

Still, the disclosing party will have to show that it made at least some efforts to
keep the information confidential — obviously “more is better,” but more is
also more costly.

Failure on this point can be fatal to atrade-secret claim: In one case,
the Seventh Circuit noted pointedly that the party asserting misappropriation
had madeno effort to preserve theso-called trade secrets in
confidence. See Fail-Safe, LLC v. A.O. Smith Corp. 674 F.3d 889, 893-94 (7th
Cir. 2012) (affirming summary judgment for defendant; applying Illinois law).

Marking requirements: More background

Purpose of marking requirements

The basic objectives of the marking requirement are usually:

e to alert the receiving party’s personnel that particular information is
subject to confidentiality obligations;

e conversely, to let the receiving party’s personnel know what particular
information is not subject to confidentiality obligations and therefore
may be used freely; and

e perhaps most importantly (at least from a litigation perspective), to
help courts and arbitrators sift through claims that particular
information was or was not subject to confidentiality obligations.

Courts pay attention to the absence of marking

In assessing whether a disclosing party in fact maintained particular
information in confidence, a court very likely will give significant weight to
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whether the disclosing party caused the information to be marked as
confidential.

In the Seventh Circuit’s Fail-Safe case, the court pointedly noted that
the plaintiff had not marked its information as confidential; the court affirmed
the district court’s summary judgment dismissing the plaintiff’s claim of
misappropriation. See Fail-Safe, LLC v. A.O. Smith Corp. 674 F.3d 889, 893-
94 (7th Cir. 2012) (applying Illinois law).

To like effect was another Seventh Circuit case, nClosures, Inc. v. Block & Co.,
770 F.3d 598, 600 (7th Cir. 2014), where the court affirmed a summary
judgment that “no reasonable jury could find that nClosures took reasonable
steps to keep its proprietary information confidential,” and therefore
the confidentiality agreement between the parties was unenforceable.

Failure to mark, when required by contract, can be fatal

A disclosing party’s failure to mark its confidential information as such when
required by a confidentiality agreement or nondisclosure agreement (“NDA”)
can be fatal to a claim of misappropriation of trade secrets or misappropriation
of confidential information.

For example, in Convolve v. Compaq, the computer manufacturer Compaq
(now part of Hewlett-Packard) defeated a claim of misappropriation of trade
secrets concerning hard-disk technology because the owner of the putative
trade-secret information did not follow up its oral disclosures with written
summaries as required by the parties’ non-disclosure
agreement. See Convolve, Inc. v. Compaq Computer Corp., No. 2012-1074, slip
op. at 14, 21 (Fed. Cir. Jul. 1, 2013) (affirming summary judgment in pertinent
part; non-precedential).

As another example, see, Hoover Panel Systems Inc. v. Hat Contract Inc., from
the U.S. District Court for the Northern District of Texas (citation unavailable
at this writing), discussed in Steven E. Jedlinski, Summary Judgment of No
Misappropriation Due to Failure to Follow Confidentiality Marking
Requirements (HKLaw.com 2019).

Forgetting “catch up” marking can also be fatal —or not ...

In the Convolve v. Compagq case discussed above, Convolve had disclosed some
of its confidential information orally to Compagq, but it didn’t follow up those
oral disclosures with written summaries, which was required by the parties’
non-disclosure agreement. See Convolve, Inc. v. Compaq Computer Corp., No.
2012-1074, slip op. at 14, 21 (Fed. Cir. July 1, 2013) (affirming summary
judgment in pertinent part; non-precedential).

TANGO Terms 2019A ROUGH DRAFT 2019-08-19 PAGE 137 OF 691


http://scholar.google.com/scholar_case?case=3855750888701636738
https://scholar.google.com/scholar_case?case=11370852118599727479
http://www.cafc.uscourts.gov/images/stories/opinions-orders/12-1074.Opinion.6-27-2013.1.PDF
https://www.hklaw.com/es/insights/publications/2019/07/summary-judgment-of-no-misappropriation-due-to-failure
https://www.hklaw.com/es/insights/publications/2019/07/summary-judgment-of-no-misappropriation-due-to-failure
https://www.hklaw.com/es/insights/publications/2019/07/summary-judgment-of-no-misappropriation-due-to-failure
https://scholar.google.com/scholar_case?case=16871160620451260362

§27.74.5

§27.74.6

§27.74.7

§27.7.5

STUDENT EDITION (DRAFT) FALL 2019
NorT a substitute for legal advice CONFIDENTIAL INFORMATION PROTOCOL

On the other hand, a jury and judge might look past a failure to mark

Caution: Some information might be confidential by law even without marking

Applicable law might independently impose a confidentiality obligation
benefiting third parties, regardless of marking. For example, the U.S. Health
Insurance Portability and Accountability Act(HIPAA) imposes such
obligations in respect of patients’ protected health information.

Should marking be required even for in-place access?

A slightly tricky situation is when a receiving party’s people are allowed to look
at a disclosing party’s internal files but not to make notes, take away copies,
etc. In such a situation, it might well be burdensome for the disclosing party to
have to go each of the files to ensure that all confidential information is marked,
on pain of losing confidentiality protection. There might also later be a he-said,
she-said proof problem if a dispute were to arise about whether particular
information had in fact been marked.

Examples of marking requirements

The following agreements include marking requirements for confidential
information, several of which contain catch-up marking provisions:

e Dow Chemical Master Collaboration Agreement § 1.4—the on-line
version appears to be an incomplete provision, and the marking
requirement applies to information first disclosed in a non-written
form.

e Ford Global Services Agreement § 8.1(b) and (d), with a catch-up
marking provision in § 8.1(c).

Not requiring secrecy precautions can kill trade-secret rights

A disclosing party should always insist on imposing confidentiality obligations
on a receiving party; otherwise, a court is likely to hold that the disclosing party
had failed to make reasonable efforts to protect its confidential information.
See, e.g.:

Gal-Or v. United States, No. 09-869C (Ct. Fed. Cl. Nov. 21, 2013) (dismissing
plaintiff’s trade-secret claims): “[I]nstances in which Mr. Gal-Or took proactive
steps to protect the confidentiality of his trade secrets are simply overwhelmed
[emphasis in original] by the number of times he did not. ... In sum, because
Mr. Gal-Or disclosed trade secrets to others, who were under no obligation to
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protect the confidentiality of the information, Mr. Gal-Or lost any property
interest he may have held.” [Emphasis added.]

Southwest Stainless, LP v. Sappington, 582 F.3d 1176, 1189-90 (10th Cir. 2009)
(reversing judgment of misappropriation of trade secrets): A supplier gave
specific price-quote information to acustomer without any sort of
confidentiality obligation; that defeated the supplier’s claim of trade-secret
misappropriation against a former employee.

Lockheed Martin Corp. v. L-3 Comm. Integrated Sys. L.P., No. 1:05-CV-902-
CAP (N.D. Ga. March 31, 2010) (granting L-3’s motion for new trial): The court
set aside a $37 million damages verdict for trade-secret misappropriation in
favor of Lockheed after it came to light that Lockheed had disclosed the trade
secrets in question to a competitor without restrictions. The case later
settled; see, e.g., R. Robin McDonald, Discovery Failure Sinks Lockheed’s $37
Million Win, Apr. 6, 2010; see also R. Robin McDonald, Lockheed and L-3
settle five-year battle, Nov. 29, 2010. For a more-detailed discussion of the
specifics of the lawsuit, see this blog entry of Apr. 6, 2010 by “Todd” (Todd
Harris?) at the Womble Carlyle trade secrets blog.

E.I. DuPont De Nemours & Co. v. Kolon Industries, Inc. 748 F.3d 16 (4th Cir.
2014): Ajury found South Korea-based Kolon Industries liable for
misappropriating DuPont’s trade-secret information in DuPont’s Kevlar®
production process. The jury awarded DuPont nearly $1 billion in damages,
and the trial judge enjoined Kolon from producing Kevlar-type fiber for
20 years.During the trial, Kolon had argued that DuPont, in earlier litigation
with its then-primary competitor, had supposedly failed to keep the
information confidential. The trial judge, though, did not allow Kolon to put on
evidence of this. Kolon had better luck with this argument on appeal: The
appellate court reluctantly vacated the jury verdict and ordered a new trial.
(The appellate court also ordered that a different district judge be assigned to
hear the case.) The civil case later settled on undisclosed terms; this was in
conjunction with Kolon’s guilty plea in a related criminal case, where Kolon
agreed to pay a $360 million penalty. See Andrew Zajac, Kolon Guilty in Kevlar
Secrets Case, Settles with DuPont (Bloomberg.com Apr. 30, 2015).

Events Media Network, Inc. v. The Weather Channel Interactive, Inc., No. 13-
03 (D.N.J. Feb. 3, 2015): Events Media Network (“EMNTI”) was in the business
of collecting, reviewing, and compiling detailed information about various local
and national events and attractions. EMNI licensed the information to other
companies, including The Weather Channel (“TWC”). EMNI made its
information available on its Web site; it claimed that technical restrictions
precluded anyone from accessing all of the information. TWC’s license
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agreement with EMNI allowed TWC to use the EMNI information in TWC’s
own Web properties. The parties allowed the license agreement to expire.

EMNI claimed that TWC continued using the EMNI information after
expiration, and that this allegedly constituted misappropriation of EMNTI’s
trade secrets and breach of contract. TWC moved for summary judgment
dismissing EMNTI’s trade-secret claim, on grounds that the information in
question wasn’t preserved in confidence and therefore could not be the subject
of a trade-secret misappropriation claim.

The district court granted that part of TWC’s summary-judgment motion — the
court said that under the license agreement, “EMNI was not attempting to
protect the Information from public disclosure, but increase its
dissemination, giving TWC broad discretion over how and where it would
use the Information publicly to achieve this end.” Id., slip op. at 16 (emphasis
added).

How long should confidentiality obligations last?

Disclosing parties will normally be reluctant to agree to a fixed confidentiality
period. That’s because doing so can result in destruction of the disclosing
party’s trade-secret rights in its confidential information after the end of
the confidentiality period.

Receiving parties, of course, generally prefer to have fixed expiration dates for
confidentiality obligations.

Negotiation arguments for having confidentiality obligations expire

Whether confidentiality obligations should ever expire might depend on
the circumstances:

e Some types of confidential information will have a limited useful life,
e.g., future plans. Such information might reasonably have its
protection limited to X months or years.

e Other types of confidential information might have essentially-
unlimited useful life — for example (putatively), the recipe for making
Coca-Cola® syrup.

A receiving party might want an expiration date for confidentiality obligations
as a safe harbor. After X years have gone by, it might well take time and energy
for the receiving party to figure out (1) which information of the disclosing
party is still confidential, and (2) whether the receiving party might be using or
disclosing confidential information in violation of the NDA. The receiving
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party likely would prefer instead to have a bright-line “sunset,” after which
the receiving party can do whatever itwants without having to incur
the burden of analyzing the facts and circumstances.

A disclosing party might regard an expiration date for confidentiality
obligations as acceptable, depending largely on:

1. how sensitive the information is, in the disclosing party’s eyes, and
2. how long it will be until the confidentiality obligations expire.
For example: Suppose that:

e the confidential information relates to thedesign of a product
manufactured and sold by the disclosing party, and

e the disclosing party knows that, in two years, it will be discontinuing
the product and will no longer care about the product-design
information.

In that situation, the disclosing party might be willing to have the receiving
party’s confidentiality obligations expire in three or four years. That would
provide the receiving party with a bright-line sunset date as well as providing
the disclosing party with a year or two of safety margin.

Danger of letting confidentiality obligations expire

If thereceiving party’s confidentiality obligations are allowed to expire,
the disclosing party might thereafter find it difficult — or, more likely,
impossible — to convince acourt to enforce any trade-secret rights in
the relevant information. [CITATION NEEDED]

Possible expiration dates for confidentiality obligations

The parties could specify that the Receiving Party’s confidentiality obligations
will expire X months or years after:

e the date that all copies of the information are returned or destroyed;
e the effective date of the AGREEMENT;

e the effective date of termination or expiration of the AGREEMENT.
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Confidentiality agreements (“NDAs”) and potential investors

Potential investors in a company might be reluctant to sign a nondisclosure
agreement (“NDA”). Venture capitalists in particular often flatly refuse to do
so. With folks like that, you basically have to take your chances that they won’t
“steal” your idea.

As a practical matter, going without an NDA with venture capitalists might
not be a bad bet, because:

e You can try to be very, very selective about what you disclose without
an NDA, so that you're not giving away the “secret sauce” of your idea.

e Investors and others generally do have one or two other things on their
minds. They generally see lots of entrepreneurs who are convinced
they’ve got a world-beating idea. You’'ll probably be lucky to get these
investors to pay attention for two minutes. Ask yourself how likely it is
that they’ll want to take your idea and spend time and money building
a business around it without you.

e Contracts aren’t the only thing that discourage bad behavior. If an
investor stole someone’s idea, and if word got around, then that
investor might later find it hard to get other people to talk to him.

e You have to decide what risks you want to take. Your business might
fail because an investor steals your idea and beats you to market. Or
it might fail because you can’t raise the money you need to get started.

It’s sort of like having to take a trip across the country. You have to decide
whether to fly or drive. Sure, there’s a risk you could die in a plane crash flying
from one side of the country to the other. But if you were to drive the same
route, your risk of dying in a car crash has been estimated as being something
like 65 times greater than flying.

As the old saying goes, you pays your money and you takes your choice.

Caution: NDAs and prospective BigCo partners / acquirers

It’s not unheard of for a big company to approach a small company about being
“partners,” perhaps hinting that the big company might want to acquire
the small company. In that situation, the small company should be alert to
the possibility that the big company might be trying to get a free look at
the small company’s confidential information. See, e.g., this story told by an
anonymous commenter on Hacker News.

TANGO Terms 2019A ROUGH DRAFT 2019-08-19 PAGE 142 OF 691


https://news.ycombinator.com/item?id=8877932

§27.7.9

§27.7.9.1

STUDENT EDITION (DRAFT) FALL 2019
NorT a substitute for legal advice CONFIDENTIAL INFORMATION PROTOCOL

An NDA can come in very handy in such situations. Enforcing an NDA can take
alot of time and money, especially if the big company is convinced (or
convinces itself) that it hasn’t done anything wrong. But a jury might well
punish abig company that itfound breached asecrecy agreement. See,
e.g., Celeritas Technologies Ltd. v. Rockwell Int’l, Inc., 150 F.3d 1354 (1998),
where a federal-court jury in Los Angeles awarded a startup company more
than $57 million because the jury found that Rockwell had breached an NDA.
(Disclosure: The author was part of Rockwell’s trial team in that case.)

Review questions (for students)

FACTS:

You represent Seller, Inc., which is considering signing a confidentiality
agreement (“NDA,” or nondisclosure agreement) with a potential customer,
Buyer, Inc.

The NDA says:

The Receiving Party acknowledges that the Confidential Information is
proprietary to the Disclosing Party, has been developed and obtained through
great efforts by the Disclosing Party and that Disclosing Party regards all of its
Confidential Information as trade secrets.

QUESTION 1: Are you OK with this?

MORE FACTS: The NDA contains blanks to be filled in for who will be the
“Disclosing Party” and who will be the “Recipient.”

QUESTION 2: What should be filled in?

QUESTION 3: Should the NDA include a time limit for when disclosure can be
made in confidence? Why or why not?

MORE FACTS: The NDA includes a number of exclusions from the definition
of Confidential Information. One of those exclusions is that information
subject to a third-party subpoena is not considered Confidential Information.

QUESTION 4: Would you object to this? Why?

QUESTION 5: What would be a better alternative?
MORE FACTS: The NDA states:

The Receiving Party acknowledges that any breach or
threatened breach of this Agreement by the Receiving Party
would result in irreparable harm to the Disclosing Party,
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entitling the Disclosing Party to temporary and permanent
injunctive relief against the breach; the Receiving Party
waives any requirement that the Disclosing Party post

a bond.

You remember seeing this sort of clause in a lot of NDAs.

QUESTION 6: From Seller’s perspective, do you see any problem with this
clause? [Hint: Look for “bond” in the Equitable Relief provisions.]

Confidentiality of Dealings Requirement

a. All nonpublic information about the fact, and the terms, of the parties’
dealings under the AGREEMENT must be preserved in confidence (as defined
below) by the specified party (each party if not otherwise specified).

b. For this purpose, “preserved in strict confidence” means not
disclosing (or confirming) the fact or terms of the parties’ dealings to any
third party, nor to any of the obligated party’s officers, directors,
employees, and agents, except on a need-to-know basis.

c. The confidentiality obligation of this Protocol: ¥ does not expire
U expires at exactly 12 midnight at the end of [FILL IN DATE].

Commentary

Parties often want the mere fact that they are in discussions to remain
confidential, let alone the details of their business dealings. That can
present some tricky issues, though, especially in an employment-related
agreement, as discussed in more detail below.

For example, in a sales agreement:

« The vendor might want for the pricing and terms of the agreement to be
kept confidential. Otherwise, a buyer for a future prospective customer
might say, "I know you gave our competitor a 30% discount, and I want to
show my boss that I can get a better deal than our competitor did, so you
need to give me a 35% discount if you want my business.”

« Conversely, the customer might not want others to know who its
suppliers are, possibly because the customer doesn't want its competitors
trying to use the same suppliers.
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Likewise, parties to “strategic” contracts such as merger and acquisition
agreements very often want their discussions to be confidential. If
the word leaks out that a company is interested in being acquired, that
could send its stock price down.

Tangentially: Agreements to settle disputes sometimes require that the
settlement terms be kept confidential. /See, e.g., Caudill v. Keller Williams
Realty, Inc.., 828 F.3d 575 (7th Cir. 2016) (Posner, J.) (affirming district-
court holding that settlement agreement's liquidated-damages provision,
calling for $20 million payment for breach of agreement's confidentiality
requirement, was unreasonable).

§ 28.2.1 Confidentiality of parties' dealings, not of their relationship

Drafters should be careful to make it clear that the parties' dealings are
confidential, not their relationship. If it were otherwise — that is, if an
agreement said that the parties' relationship was confidential — then the
confidentiality provision might be (mis)interpreted as a declaration of
a “confidential relationship”; that in turn might imply unwanted fiduciary
obligations.

§28.2.2 Confidential-dealings clauses have been enforced

Clauses requiring parties' contract terms to be kept confidential have been
enforced. For example, in 2013 the Delaware chancery court held that
a party materially breached an agreement by publicly disclosing
the agreement's terms in violation of a confidentiality clause, thereby
justifying other party's termination of agreement. /See/ eCommerce
Indus., Inc. v. MWA Intelligence, Inc., No. 7471-VCP, part II-A, text
accompanying notes 117 et seq. (Del. Ch. Oct. 4, 2013).

§28.2.3 But a confidential-dealings clause might not be "material"

In a different case, the Supreme Court of Delaware held that in a patent
license agreement, a provision requiring the terms of the license to be kept
confidential was /not/ material, because the gravamen of the contract was
the patent license, not the confidentiality provision; as a result, when
the licensee publicly disclosed the royalty terms, the patent owner was not
entitled to  terminate  thelicense  agreement  for material
breach (see § 4.76). Qualcomm Inc. v. Texas Instr. Inc., 875 A.2d 626, 628
(Del. 2005) (affirming holding of chancery court).
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Beware of confidential-dealings clauses
in employment agreements

In employment agreements, confidentiality provisions sometimes require
the employee to keep confidential all information about salary, bonus, and
other compensation. The NLRB and some courts have taken the position
that such a requirement violates Section 7 of the National Labor Relations
Act, as explained in this Baker Hostetler memo. (See also the discussion of
how the [U.S.] Securities and Exchange Commission has taken a similar
view about employees' reporting possible criminal violations to
government authorities.)

Consequential Damages Exclusion

COMMENTARY

CAUTION: Drafters should consider instead simply establishing some
kind of damages cap, as discussed in the Damages Cap entry. That’s
because, as discussed below, it can be tricky to determine just what
damages incurred by a party are “consequential” and thus would be
excluded.

What are “consequential damages”?

The term “consequential damages” (whether or not capitalized) refers
to uncommon harm, namely: at the time that the parties entered into the
AGREEMENT, reasonable people, experienced in the type of business

contemplated by the AGREEMENT, would not have expected such harm to
result routinely, in the usual course of things, from the event (or series of
events) that produced the harm.

COMMENTARY

This language essentially paraphrases the crux of the Hadley rule.

Reminder: It’s black-letter law that damages cannot be recovered in any
case for unforeseeable harm.

Subdivision 2: This definition follows the landmark English case of
Hadley v. Baxendale, [1854] EWHC Exch J70 (the “corn mill crankshaft
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case”), and its progeny, as explained in detail in the additional
commentary to this section.

CAUTION: Drafters should keep in mind that, as Ken Adams points out,
“courts are prone to holding that elements of damages that the seller might
have intended to exclude are in fact direct rather than consequential.”
Adams cites a UK case, GB Gas Holdings Ltd. v Accenture (UK) Ltd.,
[2010] EWCA 912 at paragraphs 66-69, affirming [2009] EWHC 2734
(Comm), in which certain specific claims for damages were held (as
a preliminary matter, before trial) not to be categorically excluded from
recovery by the contract’s exclusion of indirect and consequential
damages.

Practice note: Some drafters like to enumerate specific categories of risk
for which damages cannot be recovered, hoping to improve the odds that
a court will enforce the enumeration in a manner congenial to them. The
following categories have been harvested from various agreement forms
but should be reviewed carefully, as some could be a bad idea: « breach of
statutory duty; e business interruption;  diminution of value — but in
a purchase of goods (or other asset), this might well be one of the principal
measures of damages; see Thomas H. Warren, W. Jason Allman, &
Andrew D. Morris, Top Ten Consequential Damages Waiver Language
Provisions to Consider (ACC.com 2012), archived at
https://perma.cc/AE4M-ZLKW; e«loss of business or of business
opportunity; «loss of competitive advantage; «loss of data; loss of
privacy; ¢ loss of confidentiality — this would normally be a really bad idea,
at least from the perspective of a party disclosing confidential information;
*loss of goodwill; «loss of investment; loss of product; «loss of
production; « loss of profits from collateral business arrangements; « loss
of cost savings; « loss of use; « loss of revenue. § For a summary of cases in
U.S., English, and Australian courts addressing such “laundry lists,” see
Consequential Damages Redux: An Updated Study of the Ubiquitous and
Problematic “Excluded Losses” Provision in Private Company Acquisition
Agreements, 987-91 (Weil.com 2015), archived at
http://perma.cc/D2HC-Z5XD.

What does this Exclusion do?

a.

No party will be entitled to recover damages for uncommon harm

(defined above) from any other party, and no such other party will attempt
to do so.
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b. This Exclusion, however, does not limit recovery of lost profits from the
specific transaction(s) contemplated by the AGREEMENT.

COMMENTARY

Subdivision a: The “no other party will attempt to recover ...” phrase is
intended to make it a separate breach of the AGREEMENT for a party to try
to set aside a consequential-damages exclusion.

Subdivision b follows New York law as stated in Biotronik A.G. v. Conor
Medsystems Ireland, Ltd., 22 N.Y.3d 799, 11 N.E.3d 676,988 N.Y.S.2d 527
(2014), where that state’s highest court held that, on the specific facts of
the case, “lost profits were the direct and probable result of a breach of this
Agreement and thus constitute general damages” (emphasis added,
citations omitted), and thus were not barred by a limitation-of-liability
clause. Accord, Tractebel Energy Mktg., Inc. v. AEP Power Mktg., Inc.,
487 F.3d 89, 109-110 (2d Cir. 2007); Atos IT Solutions and Services
GMBH v Sapient Canada Inc., 2018 ONCA 374 1 72.

CAUTION: A federal district court held that a particular clause excluding
all lost profits meant that a party could recover no damages for breach —
and this, said the court, meant that under Wisconsin law, the agreement’s
limited remedy (i) failed of its essential purpose and (ii) was
unconscionable; thus, under UCC §2-719, all UCC remedies were
available, including lost profits as consequential damages. On appeal, the
Seventh Circuit agreed, even though the majority of states had since
shifted to the opposite view, on grounds that to change Wisconsin law was
not a matter within the purview of federal courts. See Sanchelima Int’l,
Inc. v. Walker Stainless Equipment Co., 920 F.3d 1141 (7th Cir. 2019)
(with extensive citations).

Does it matter what the liable party knew, when?

This Exclusion applies even if the liable party was advised (or had other
reason to know) of the possibility, or even the probability, of the
uncommon harm (defined above) in question.

COMMENTARY

This language “writes around” part of the Hadley rule. The business idea
is that as a matter of agreed allocation of risk — and to try to avoid
after-the-fact disputes about what both parties did or did not
contemplate — the breaching party will not be liable for damages for
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uncommon harm, period; this will be true even if the breaching party had
been advised that the uncommon harm might occur, or even that it
probably would occur, in case of breach.

The party at risk of suffering the uncommon harm is free to try to bargain
for the future breaching party to accept more of the risk associated with
the uncommon harm — although that might affect the economics of the
transaction. This would work in much the same way that an overnight
delivery service will typically limit its liability for loss or damage
unless the sender declares a higher value for the package, in
which case the delivery service will usually charge a higher price.

What other terms apply to this Exclusion?

The Limitation of Liability General Terms are incorporated by reference
into this Exclusion.

Additional commentary

Hadley v. Baxendale

As every first-year law student learns (in the U.S. at least), consequential
damages are usually defined with reference to the landmark English case of
Hadley v. Baxendale, [1854] EWHC Exch J70. In Hadley:

A corn mill used a crankshaft to turn a grinding wheel. The crankshaft broke,
and the mill owners didn’t have a spare, so they engaged a transportation
company to take the broken crankshaft to a manufacturer, which would use the
broken crankshaft as a template to make a new one. Without a crankshaft,
the corn mill was out of commission.

The transportation company screwed up and didn’t deliver the broken
crankshaft to the manufacturer when promised, so the corn mill was out of
commission for longer than anticipated. The mill owners sued the
transportation company for the profits they lost during the mill’s
extra down time.

The court held that the mill owners could not recover the lost profits from the
mill’s extra down time, because:

e that type of damage from the transportation company’s breach — i.e.,
the mill owners’ loss of profits from an out-of-commission corn mill —
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was not something that would have been expected to occur in
the usual course; and

e inthe particular circumstances of the case, the transportation company
had no reason to think that its breach would cause such harm; for
example, the transportation company had no reason to know that
(because the mill owners didn’t have a spare crankshaft on hand) the
broken crankshaft had put the corn mill out of commission.

The Hadley rule diverges from tort law’s “eggshell skull” rule, under which
a defendant is liable for the plaintiff’s “unforeseeable and uncommon reactions
to the defendant’s negligent or intentional tort.” Eggshell Skull Rule, at
https://www.law.cornell.edu/wex/eggshell_skull_rule; see generally, e.g.,
Vosburg v. Putney, 80 Wis. 523, 50 N.W. 403 (1891); Thomas J. Miles, Posner
on Economic Loss in Tort: EVRA Corp v. Swiss Bank, 74 U. CHI. L. REV. 1813,
1813 n.1 (2007), archived at https://perma.cc/EV2G-BETQ (explaining
eggshell-skull rule).

The following quote from the Hadley opinion is instructive and worth a careful
reading:

Now we think the proper rule in such a case as the present
is this:-- Where two parties have made a contract which one
of them has broken, the damages which the other party
ought to receive in respect of such breach of contract should
be such as may fairly and reasonably be considered either
arising|:]

[i] naturally, i.e., according to the usual course of
things, from such breach of contract itself, or

[ii] such as may reasonably be supposed to have been in the
contemplation of both parties, at the time they made
the contract, as the probable result of the breach of it.

Now, if the special circumstances under which the contract
was actually made were communicated by the plaintiffs to
the defendants, and thus known to both parties, the
damages resulting from the breach of such a contract,
which they would reasonably contemplate, would be the
amount of injury which would ordinarily follow
from a breach of contract under these special
circumstances so known and communicated.
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But, on the other hand, if these special circumstances were
wholly unknown to the party breaking the contract, he, at
the most, could only be supposed to have had in his
contemplation the amount of injury which would arise
generally, and in the great multitude of cases not affected
by any special circumstances, from such a breach of
contract.

For, had the special circumstances been known, the
parties might have specially provided for the
breach of contract by special terms as to the damages
in that case; and of this advantage it would be very unjust to
deprive them.

(Emphasis extra paragraphing, and bracketed numerals added.)

Now as a hypothetical situation, let’s suppose that the mill owners, in
negotiating their contract with the transportation company, had included
language along the following lines: Our corn mill is out of commission, and
we’re losing money every day, so it’s important that you get the replacement
crankshaft back to us when you promised. In that situation, the Hadley court
might well have allowed the mill owners to recover their lost profits, because
the transportation company clearly had reason to know of the mill owners’
special vulnerability to a breach.

So let’s change the hypothetical facts again: Suppose that the mill owners
hadn’t been quite so explicit in their warning to the transportation company,
but the court found that the transportation company still had reason to know
about the mill owners’ plight. In that situation, the Hadley court might also
have allowed the mill owners to recover their lost profits.

Hadley is still followed

The principles announced in Hadley v. Baxendale are still followed. For
example, in New York, as announced by the state’s highest court:

... the party breaching the contract is liable for those risks
foreseen or which should have been foreseen at the
time the contract was made. It is not necessary for the
breaching party to have foreseen the breach itself or the
particular way the loss occurred, rather, it is only necessary
that loss from a breach is [i] foreseeable and [ii] probable.
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To determine whether consequential damages were
reasonably contemplated by the parties, courts must look to
the nature, purpose and particular circumstances of the
contract known by the parties as well as what liability the
defendant fairly may be supposed to have assumed
consciously, or to have warranted the plaintiff reasonably
to suppose that it assumed, when the contract was made.

Of course, proof of consequential damages cannot be
speculative or conjectural.

Bi-Econ. Mkt., Inc. v. Harleysville Ins. Co., 10 N.Y.3d 187, 193, 886 N.E.2d 127
(2008) (cleaned up; citations omitted, emphasis, extra paragraphing, and
bracketed romanettes added); see also Kreg Therapeutics, Inc. v. VitalGo, Inc.,
No. 17-3005, slip op. at 20-21, part I1.B.3 (7th Cir. Mar. 14, 2019), citing Bi-
Econ. Mkt.; PNC Bank, Nat. Ass’n v. Wolters Kluwer Financial Servs. Inc., 73 F.
Supp. 3d 358, 370 (S.D.N.Y. 2014) (following New York law).

For a somewhat-stricter definition, see El Paso Marketing, L.P. v. Wolf Hollow
I, L.P., 383 S.W.3d 138, 144 (Tex. 2012), where the court (quoting from an
earlier opinion) said that:

Direct damages are the necessary and usual result of the
defendant’s wrongful act; they flow naturally and
necessarily from the wrong.

Consequential damages, on the other hand, result naturally,
but not necessarily.

(Cleaned up, emphasis and extra paragraphing added.)

A consequential-damages award could be ruinous

An award of consequential damages can be sizeable, as noted practitioner-
commentator Glenn D. West observes:

In 1984, an Atlantic City casino entered into a contract with
a construction manager respecting the casino’s renovation.
The construction manager was to be paid

a $600,000 fee for its construction management services.
In breach of the agreement, completion of construction was
delayed by several months. As a result, the casino was
unable to open on time and [it] lost profits, ultimately
determined by an arbitration panel to be in the
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amount of $14,500,000. There was no consequential
damages waiver in the contract at issue in this case.

Glenn D. West, Consequential Damages Redux ..., 70 BUS. LAWYER 971, 984
(Weil.com 2015) (footnote omitted, emphasis added), archived at
http://perma.cc/D2HC-Z5XD.

In an example from Down Under, a Dr. Kitchen, an opthmalmologist,
wrongfully terminated his service agreement with an eye clinic. The service
agreement did not include an exclusion of consequential damages. The
Supreme Court of Queensland held him held liable for the clinic’s
lost profits and other amounts, in the total sum of nearly
AUD $11 million. See Vision Eye Institute Ltd v Kitchen, [2015] QSC 66,
discussed in Jodie Burger and Viva Paxton, Australia: A stitch in time saves
nine: How excluding consequential loss could save you millions (Mondaq.com
2015).

A consequential-damages disclaimer
should make Hadley irrelevant

In our Hadley hypothetical above, let’s suppose that the transportation
company’s contract form had expressly excluded liability for consequential
damages. In that situation, at least under U.S. law (and assuming no factors
such unconscionability), it would have been irrelevant if the transportation
company knew or had reason to know of the mill owners’ plight, because the
transportation company would not have been liable for consequential damages

anyway.

A consequential-damages disclaimer usefully simplifies litigation and
settlement discussions concerning the breach of contract. To paraphrase one
of the author’s former students on a different subject, “that’s a conversation
we don’t want to have.”

The Fourth Circuit lectures negotiators
of consequential-damages exclusions

If acustomer agrees to an exclusion of consequential damages protecting
a supplier, the customer might find that courts are unsympathetic that the
customer wasn’t made whole by what it was able to recover from the supplier.
To borrow aline from the movie The Princess Bride, the Fourth Circuit
‘splained things in a case where a fumigation service provider had caused
millions of dollars of damage to its customer’s facility, but a consequential-
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damages exclusion in the contract spared the fumigator from having to pay for
the damage:

Companies faced with consequential damages limitations in
contracts have two ways to protect themselves. First, they
may purchase outside insurance to cover the consequential
risks of a contractual breach, and second, they may
attempt to bargain for greater protection against
breach from their contractual partner. Severn [the
fumigation customer] apparently did take the former
precaution — it has recovered over $19 million in insurance
proceeds from a company whose own business involves the
contractual allocation of risk. But it did not take the latter
[precaution], and there is no inequity in our declining to
rewrite its contractual bargain now.

Severn Peanut Co. v. Industrial Fumigant Co., 807 F.3d 88, 92 (4th Cir. 2015)
(emphasis added). The appellate court affirmed summary judgment in favor of
the fumigator.

For simplicity: Consider some kind of damages cap instead?

Excluding consequential damages creates the risk of future disputes about
what specific damages are excluded. Parties should consider instead simply
imposing a cap on recoverable damages — either a cap on overall damages or
a cap on consequential damages. For more details, see the Damages Cap entry.

Further reading on consequential damagers (optional)

Bi-Econ. Mkt., Inc. v. Harleysville Ins. Co., 10 N.Y.3d 187, 193, 886 N.E.2d 127
(2008).

Kreg Therapeutics, Inc. v. VitalGo, Inc., No. 17-3005, slip op. at 20-21,
part I1.B.3 (7th Cir. Mar. 14, 2019), citing Bi-Econ. Mkt.

PNC Bank, Nat. Ass’n v. Wolters Kluwer Financial Servs. Inc., 73 F. Supp. 3d
358, 370 (S.D.N.Y. 2014) (following New York law).

RESTATEMENT (SECOND) OF CONTRACTS § 351, “Unforeseeability And Related
Limitations On Damages,” comment b.

Thomas J. Miles, Posner on Economic Loss in Tort: EVRA Corp v. Swiss Bank,
74 U. CHL L. REV. 1813 (2007), archived at https://perma.cc/EV2G-BETQ, in
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which the now-dean of the University of Chicago’s law school examines
Hadley’s principles in a tort-related context.

Thomas H. Warren, W. Jason Allman & Andrew D. Morris, Top Ten
Consequential Damages Waiver Language Provisions to Consider (2012).

Glenn D. West, Consequential Damages Redux, supra, 70 BUS. L. at 992.

Conspicuousness Definition

What does “conspicuous” mean?

a. Aterm or clause is conspicuous when it is so written that a reasonable
person against whom it is to operate ought to have noticed it.

b. If a party was represented by counsel in entering into the AGREEMENT,
then any term in the AGREEMENT that is not obscured (see also the
Redlining Representation) is deemed conspicuous as to that party.

COMMENTARY

In some jurisdictions, certain types of clauses might not be enforceable
unless they are “conspicuous.” For clauses in this category, courts typically
want extra assurance that the signers knowingly and voluntarily assented
to the relevant terms and conditions.

(Spoiler alert: A long provision in all-capital letters (“all-caps”) won’t
necessarily be deemed conspicuous; it’s just less readable.)

This definition of conspicuous is based on the definition in section 1-
201(10) of the [U.S.] Uniform Commercial Code.

Subdivision b cuts the Gordian knot: If a party is represented by counsel,
then that party should not be heard to complain about a supposed lack of
conspicuousness unless the provision in question was somehow obscured.

Does conspicuousness require all-caps?

No — and in fact all-caps provisions are discouraged except for terms of
just a few words.
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COMMENTARY
The Ninth Circuit noted acerbically:

Lawyers who think their caps lock keys are instant
“make conspicuous” buttons are deluded. In
determining whether a term is conspicuous, we look at
more than formatting. A term that appears in capitals can
still be inconspicuous if it is hidden on the back of a
contract in small type. Terms that are in capitals but also
appear in hard-to-read type may flunk the conspicuousness
test. A sentence in capitals, buried deep within a
long paragraph in capitals will probably not be
deemed conspicuous. Formatting does matter, but
conspicuousness ultimately turns on the likelihood that a
reasonable person would actually see a term in an
agreement. Thus, it is entirely possible for text to be
conspicuous without being in capitals.

In re Bassett, 285 F.3d 882, 886 (9th Cir. 2002) (emphasis added,
citations omitted). To like effect is a Georgia supreme court opinion:

No one should make the mistake of thinking, however, that
capitalization always and necessarily renders the capitalized
language conspicuous and prominent. In this case, the
entirety of the fine print appears in capital letters,
all in a relatively small font, rendering it difficult for
the author of this opinion, among others, to read it.
Moreover, the capitalized disclaimers are mixed with
a hodgepodge of other seemingly unrelated, boilerplate
contractual provisions — provisions about, for instance,

a daily storage fee and a restocking charge for returned
vehicles — all of which are capitalized and in the same
small font.

Raysoni v. Payless Auto Deals, LLC, 296 Ga. 156, 766 S.E.2d 24, 27 n.5
(2014).

The drafting tips here, of course, are:
¢ Bejudicious about what you put in all-caps.

e Don’t use too small a font for language that is to be conspicuous.
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CAUTION: Conceivably a relevant statute might require certain contract
terms to be in all-caps; this is especially likely to be true in the case of
consumer-protection legislation.

Additional commentary

In judging conspicuousness,
courts tend to focus on “fair notice”

In a non-UCC context, the Supreme Court of Texas held that — with a possibly-
significant exception — an indemnity provision protecting the indemnitee from
its own negligence must be sufficiently conspicuous to provide “fair notice.”
The supreme court adopted the conspicuousness test stated in the UCC, quoted
above; the court explained:

This standard for conspicuousness in Code cases is familiar
to the courts of this state and conforms to our objectives of
commercial certainty and uniformity. We thus adopt the
standard for conspicuousness contained in the
Code for indemnity agreements and releases like those in
this case that relieve a party in advance of responsibility for
its own negligence.

When a reasonable person against whom a clause is to
operate ought to have noticed it, the clause is conspicuous.

For example, language in capital headings, language in
contrasting type or color, and language in an extremely
short document, such as a telegram, is conspicuous.

Dresser Indus., Inc. v. Page Petroleum, Inc., 853 S.W.2d 505, 508-09 (Tex.
1993) (citations omitted, emphasis and extra paragraphing added).

The Dresser court also pointed out that the fair-notice requirement did
not apply to settlement releases: “Today’s opinion applies the fair notice
requirements to indemnity agreements and releases only when such
exculpatory agreements are utilized to relieve a party of liability for its own
negligence in advance.” Id., 853 S.W.2d at 508 n.1 (emphasis added).
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Fair notice will often depend on the circumstances

What counts as “conspicuous” will sometimes depend on the circumstances. In
still another express-negligence case, the Texas supreme court said that the
indemnity provision in question did indeed provide fair notice because:

The entire contract between Enserch and Christie consists
of one page; the indemnity language is on the front side of
the contract and is not hidden under a separate heading.
The exculpatory language and the indemnity language,
although contained in separate sentences, appear together
in the same paragraph and the indemnity language is not
surrounded by completely unrelated terms. Consequently,
the indemnity language is sufficiently conspicuous to afford
“fair notice” of its existence.

Enserch Corp. v. Parker, 794 S.W.2d 2, 8-9 (Tex. 1990).

A federal judge held that a contract’s waiver of the right to jury trial was
sufficiently conspicuous when it was “in plain language, written in an identical
font size as the rest of the MLA, and was in a short document between two
sophisticated parties,” in “a complex business transaction in which neither side
had a significant bargaining power advantage over the other.” BMC Software,
Inc. v. IBM Corp., No. H-17-2254, slip op. at 8, 9, part III-C (S.D. Tex. Jan. 25,
2019) (adopting magistrate judge’s order granting IBM’s motion to strike
BMC’s jury demand).

Actual knowledge — when proved —
might substitute for conspicuousness

Texas’s Dresser court noted an exception to the conspicuousness requirement:
“The fair notice requirements are not applicable when the indemnitee
establishes that the indemnitor possessed actual notice or
knowledge of the indemnity agreement.” Id., 853 S.W.2d at 508 n.2
(emphasis added, citation omitted).

Note especially the emphasized portion of the above quotation, which implies
that the burden of proof of actual notice or knowledge is on the party claiming
indemnification from its own negligence.

In contrast, a federal district judge in Houston granted Enron’s motion to
dismiss Hewitt Associates’ claim for indemnity, on grounds that the contract
in question did not comply with the conspicuousness requirement of the
“express negligence” rule (which requires obligations to indemnify someone

TANGO Terms 2019A ROUGH DRAFT 2019-08-19 PAGE 158 OF 691


http://scholar.google.com/scholar_case?case=17184973092190281888
https://www.govinfo.gov/content/pkg/USCOURTS-txsd-4_17-cv-02254/pdf/USCOURTS-txsd-4_17-cv-02254-3.pdf
https://www.govinfo.gov/content/pkg/USCOURTS-txsd-4_17-cv-02254/pdf/USCOURTS-txsd-4_17-cv-02254-3.pdf

STUDENT EDITION (DRAFT) FALL 2019
NorT a substitute for legal advice CONSPICUOUSNESS DEFINITION

against their own negligence to be both express and conspicuous). The judge
surveyed prior cases in which actual knowledge (of an indemnity clause) had
been sufficiently established, including by ways such as:

e cvidence of specific negotiation, such as prior drafts;

e through prior dealings of the parties, for example, evidence of similar contracts

over a number of years with a similar provision;

e proof that the provision had been brought to the affected party’s attention, e.g.,
by a prior claim.

See Enron Corp. Sav. Plan v. Hewitt Associates, LLC, 611 F. Supp. 2d 654, 673-
75 (S.D. Tex. 2008) (Harmon, J.).

§31.3.4 Guidance from the SEC (skim)

The Security and Exchange Commission’s Plain English Handbook (at 43)
points out that:

... All uppercase sentences usually bring the reader
to a standstill because the shapes of words disappear,
causing the reader to slow down and study each letter.
Ironically, readers tend to skip sentences written in all
uppercase.

To highlight information and maintain readability, use a
different size or weight of your typeface. Try using extra
white space, bold type, shading, rules, boxes, or
sidebars in the margins to make information stand out.

Whatever method you choose to highlight information, use
it consistently throughout your document so your readers
can recognize how you flag important information.

(Emphasis and extra paragraphing added.)

The Handbook gives a "before" example:

THE SECURITIES AND EXCHANGE COMMISSION HAS
NOT APPROVED OR DISAPPROVED THESE
SECURITIES OR DETERMINED IF THIS PROSPECTUS IS
TRUTHFUL OR COMPLETE. ANY REPRESENTATION TO
THE CONTRARY IS A CRIMINAL OFFENSE.
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It suggests replacing the all-caps with italics ...

The Securities and Exchange Commission has not
approved or disapproved these securities or determined if
this prospectus is truthful or complete. Any representation
to the contrary is a criminal offense.

... or with bold-faced type:

The Securities and Exchange Commission has not
approved or disapproved these securities or
determined if this prospectus is truthful or
complete. Any representation to the contrary is a
criminal offense.

Further reading

See Linda R. Stahl, Beware the Boilerplate: Waiver Provisions (Andrews Kurth
Jan. 14, 2013) (citing Texas cases).

Consumer Price Index Definition

Unless the AGREEMENT states otherwise, “CPl” and “Consumer Price Index”
refers to the Consumer Price Index - All Urban Consumers ("CPI-U"), as
published from time to time by U.S. Bureau of Labor Statistics.

Commentary

Business context

CPI clauses are sometimes included in contracts for ongoing sales or goods or
services. Such contracts will typically lock in the agreed pricing for a specified
number of years, subject to periodic increases by X% per year (let's say) or by
the corresponding increase in CPI, whichever is greater (or sometimes,
whichever is less).

Depending on the industry, CPI-U might or might not be the best specific index
for estimating how much a provider's costs have increased. this is explained in
the FAQ page of the Bureau of Labor Statistics (accessed Aug. 16, 2012).
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Caution: "The lesser of CPI or X%" could be dangerous

Prohibiting a provider from increasing its pricing by more than the increase in
CPI or X percent per year, whichever is less, would force the provider to 'eat’
any increases in its own costs that exceeded the increase in the particular index
chosen.

Consider: What if CPI goes down?
A drafter might want to specify whether agreed pricing, rent, etc., can
ever decrease as a result of changes in CPI.

Consider: Are pricing increases to be compounded?

If price increases are limited to adjusting for increases in CPI over a baseline
figure, that will automatically take care of compounding. But if the permissible
price increase is "the change in CPI or X%, whichever is greater," then the X%
might end up being compounded over time, so that the X% increase in Year
One would itself be increased by another X% in Year Two. [NEED EXAMPLE]

Additional reading (optional)

e Malik Crawford and Kenneth J. Stewart, Writing an escalation clause
using the Consumer Price Index (BLS Nov. 2012)

e Bureau of Labor Statistics, Frequently Asked Questions (FAQs)

Contra Proferentem Disclaimer

The parties do not desire for the contra proferentem (“against the offeror”)
principle of contract interpretation to be given effect in interpreting the
AGREEMENT; each party therefore WAIVES any argument to that effect.

Commentary

Overview

The contra proferentem principle of contract interpretation holds that if an
ambiguity in particular language cannot be resolved by other conventional
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means, then the ambiguity should be resolved against the party that drafted
the ambiguous language and thus is “to blame” for the problem.

(If a contract provision is not ambiguous, then contra proferentem won’t come
into play in the first place.)

The (U.S.) Supreme Court explained the concept of contra proferentem:
“Respondents drafted an ambiguous document, and they cannot now claim the
benefit of the doubt. The reason for this rule is to protect the party who did not
choose the language from an unintended or unfair result.” Mastrobuono v.
Shearson Lehman Hutton, Inc., 514 U.S. 52, 62-63 (1995) (reversing 7th
Circuit) (citations and footnotes omitted).

The contra proferentem principle gives drafters a powerful incentive to draft
clearly: As between the drafter of ambiguous language, on the one hand, and
the “innocent” other party, it’s the drafter that must bear the consequences of
the ambiguity.

For additional information, see generally:
e the Wikipedia article Contra proferentem;

e Michelle E. Boardman, Contra Proferentenr. The Allure of Ambiguous Boilerplate,
104 MICH. L. REV. 1105 (20006) (hat tip: Anna Sharova in a LinkedIn group

discussion (group membership required).

Caution: Disclaiming contra proferentem
could cause problems

Suppose that (1) a contract states that contra proferentem is not to be applied,
but in a dispute, (2) a court or arbitrator concludes that an ambiguity in
a contract could not otherwise be resolved. The results in that situation might
be unpredictable:

e The tribunal might disregard the contra proferentem prohibition and apply the

principle to resolve the ambiguity; or

e The tribunal might rule that the ambiguous provision could not be enforced —
which in some circumstaces might jeopardize the enforceability of the entire

contract.

(Hat tip: Jonathan Ely, in a comment in a LinkedIn group discussion (group
membership required).)
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Arguing contra proferentem might be a tough sell

In Song v. Iatarola, 83 N.E.3d 80, (Ind. App. 2017), one party to a contract lost
a case because of the way the court interpreted a particular provision in the
contract. On appeal, the losing party claimed that the provision should have
been interpreted against the winning party because the winning party
supposedly “wrote” the provision.

The record, though, contained evidence that, while the winning party had
typed the provision into the Word document, the parties had jointly drafted
the actual wording of the provision. That sank the losing party’s argument; the
appellate court held that:

During the summary judgment stage and in their appeal,
the Iatarolas failed to establish that no genuine issue of
material fact existed about whether Song independently
drafted the addendum such that its interpretation should be
construed against him. Rather, the evidence outlined above
indicates that it was the Iatarolas who wanted the
addendum drafted, and that both parties contributed to its
preparation.

Id., 83 N.E.3d at 81 (on rehearing; emphasis added).

Question bank

FACTS:

e You represent Buyer in negotiating a long-term master purchase
agreement with Seller.

e You draft a price-increase clause that limits Seller's permissible price
increases to no more than the increase in CPI (and no more than once
a year as well).

e Avyear later, Seller says it is increasing its price by the percentage stated
in a particular CPI published by the U.S. Government for the specific
industry in which Seller and Buyer operate. You hadn't known there
even was such a thing.

e Your client Buyer angrily tells you that Seller's price increase must be
limited to the (much-lower) increase in the "regular" CPI, namely CPI-
U, US City Average, All Items, 1982-1984=100.
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QUESTION: On these facts, how might a court rule on Buyer's claim that
Seller's price increases must be limited to the increase in CPI-U and not to the
increase in the special CPI?*

Copies of Agreement

To reduce the cost of litigation and other proceedings: In any action or
other context of any kind, photocopies and electronic images of the
AGREEMENT may be used as originals in the same manner as provided in
Rule 1003 of the U.S. Federal Rules of Evidence.

COMMENTARY

In the (U.S.) Federal Rules of Evidence, Rule 1003 provides that in federal-
court litigation, “[a] duplicate is admissible to the same extent as the
original unless a genuine question is raised about the original’s
authenticity or the circumstances make it unfair to admit the duplicate.”

Corroboration requirements
(commentary)

Some TANGO provisions borrow a corroboration requirement from U.S. patent
law. Under that law, if an inventor claims an invention date earlier than the
filing date of her patent application, she must corroborate that claim, for
example, with a signed- and witnessed laboratory notebook, and cannot rely
solely on her testimony alone.

The corroboration requirement helps to guard against the possibility that
witnesses might “describe [their] actions in an unjustifiably self-
serving manner .... The purpose of corroboration [is] to prevent fraud, by
providing independent confirmation of the [witness’s] testimony.” Sandt
Technology, Ltd. v. Resco Metal & Plastics Corp., 264 F.3d 1344, 1350 (Fed.
Cir. 2001) (affirming relevant part of summary judgment; as a matter of law,
inventor provided sufficient corroboration of date of invention) (cleaned up;
emphasis added).

4 Chances are that the court would rule in favor of Seller, because you (on behalf of Buyer) drafted
the price-increase provision.
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As the U.S. Supreme Court once explained:

This corroboration requirement for testimony by an
interested party is based on the sometimes-unreliable
nature of oral testimony, due to the forgetfulness of
witnesses, their liability to mistakes, their proneness to
recollect things as the party calling them would have them
recollect them, aside from the temptation to actual perjury.

Washburn & Moen Mfg. Co. v. Beat ‘Em All Barbed-Wire Co., 143 U.S. 275, 284
(1892), quoted in TransWeb LLC v. 3M Innovative Properties Co., 812 F.3d
1295, 1301 (Fed. Cir. 2016) (cleaned up).

Corroboration cases are governed by a rule of reason; not every detail need be
“independently and  conclusively  supported by  corroborating
evidence,” TransWeb, 812 F.3d at 1302 (internal quotation marks and citation
omitted); “there are no hard and fast rules as to what constitutes sufficient
corroboration, and each case must be decided on its own facts.” Id.

Counsel Consultation Acknowledgement

a. The parties agree to this section to help forestall hindsight claims that
a party should supposedly be excused from its obligations, or that the
party is supposedly entitled to greater rights, under the AGREEMENT,
because the party purportedly did not understand the implications of
entering into that agreement.

b. Each party acknowledges the following:

1. The acknowledging party had the opportunity to consult counsel
of its choice in deciding whether to enter into the AGREEMENT on
the terms stated in it;

2. If the acknowledging party did not consult counsel, it made an
informed decision not to do so;

3. In case of doubt: The acknowledging party is not relying on advice
from legal counsel for any other party in deciding whether to enter
into the AGREEMENT; and

4. Each party other than the acknowledging party is relying on the
acknowledgements in this section.
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COMMENTARY
Subdivision b.1 — “acknowledges”: See the Acknowledgements entry.

The acknowledgements in this section are mainly “litigation insurance,”
intended to try to foreclose an aggressive trial counsel from arguing the
contrary.

Subdivision b.2 says that the parties have had the opportunity to consult
counsel. It does not say that the parties have been represented, because
one or both parties might not have been represented.

Subdivision b.2 refers to consultation with counsel when the parties were
entering into their agreement, not to when they were negotiating this
Agreement (because there might not have been any negotiation).

Subdivision b.2: The idea for this subdivision came from a services-
contract form used by a large company in the oil and gas industry.

Subdivision b.3: This language can provide protection for the parties’
attorneys against later claims, by a disgruntled counterparty, to the effect
of, I thought you were my lawyer; you had a conflict of interest and didn’t
disclose it. (In malpractice lawsuits against attorneys, a standard tactic by
plaintiffs’ lawyers is to claim that the attorney accused of malpractice had
an undisclosed conflict of interest — and that’s a claim that’s easy for
nonlawyer jurors to understand, akin to They lied!)

Damages Cap

When does this damages cap apply?

This damages cap applies if the AGREEMENT states, in substance, that
a party’s liability for damages is limited to either (i) a specified amount, or
(if) an amount that can be computed.

What is the amount of the damages cap?

a. If the AGREEMENT includes a damages cap but does not specify an
amount, then the liability of either party is limited to 2X on a 12-month
lookback (see the definition below).
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b. The following hypothetical examples are provided to illustrate the
meanings of the terms used above:

1. ABC’s liability for breach is capped at 2X: This means that ABC will

not be liable for more than two times the amount paid or payable
to ABC.

2. ABC’s liability for breach is capped at 3X on a 12-month lookback:
This means that ABC will not be liable for more than three times
the amount that it was paid (or was owed) in the 12-month period
just before the date that any claimant against ABC knew or
reasonably should have known of the circumstances giving rise to
the claim.

What types of damages are
limited by the damages cap?

Unless the AGREEMENT clearly states otherwise, the damages cap applies to
all damages and other monetary recover that: M arise out of breach M
relate to breach, of the AGREEMENT.

COMMENTARY

The term “relating to” is considered broader than “arising out of”; this
means that a relating-to damages cap would potentially limit the recovery
for more categories of claim than would an “arising out of” damages cap.

Does the damages cap cover other monetary awards
too?

M Yes: The damages cap limits the aggregate monetary amount
recoverable (including but not limited to attorney fees and -expenses) in
respect of the same claim or group of claims.

U No: A party that is liable for capped damages can still be liable for other
monetary amounts — for example, attorney fees and -expenses — when
allowed by the AGREEMENT and/or by applicable law.
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What other terms apply to the damages cap?

The Limitation of Liability General Terms are incorporated by reference
into this article.

Additional commentary

Consider the cases below:

From USA Today: "Southwest [Airlines] said in a statement that it
suspended operations for about 50 minutes early Friday to 'ensure
performance’ of software systems that were upgraded overnight. The
matter didn't cause any flight cancellations, spokeswoman Michelle
Agnew said, but early morning flights on the East Coast were delayed
by an average of 40 minutes."

From KHOU.com: "Hill’s Pet Nutrition is facing three class action
lawsuits after reports of pet deaths after eating dog food with elevated
levels of vitamin D. ... [The company] said it learned of the problem
through a complaint. It said a supplier error was to blame for the
elevated vitamin D."

From acorporate press release: A Taiwan company, TSMC,
manufactures computer chips. It recently learned that "a batch of
photoresist [a light-sensitive material used in ‘etching’' circuits onto
chips] from achemical supplier contained a specific component
which [sic] was abnormally treated, creating a foreign polymer in the
photoresist." BOTTOM LINE: "This incident is expected to reduce Q1
revenue by about US$550 million ...."

Now imagine that you were the supplier that provided the software to
Southwest Airlines, or the ingredients to Hill's Pet Nutrition, or the photoresist
to the chip manufacturer.

How would you like to have to litigate which damages were "direct" and which
were "consequential"?

The better approach: Consider instead trying to negotiating a damages cap,
to cut the Gordian knot — or to be like Indiana Jones.

Day Definition

a.

The term day refers to a calendar day.
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b. A period of X days begins on the specified date and ends at exactly
12 midnight (UTC if not otherwise specified) at the end of the day X days
later. EXAMPLE: If a five-day period begins on January 1, it ends at exactly
12 midnight at the end of January 6.

COMMENTARY
Subdivision b is included for certainty.

UTC is the standard abbreviation for Coordinated Universal Time
(basically, Greenwich Mean Time); the specific abbreviation reflects a
compromise between English- and French-speakers at the International
Telecommunication Union and the International Astronomical Union. See
https://en.wikipedia.org/wiki/Coordinated_ Universal_Time

Deadline Definition

IF: The AGREEMENT states a deadline date marking the end of a specified
period, but does not clearly indicate a time at which the period ends;
THEN: The period ends at exactly 12 midnight, in the time zone where the
relevant actor (or action to be taken) is (or is to be) located, at the end of
the indicated date.

COMMENTARY

This definition simply provides a benchmark reference point; using this
definition, drafters can precisely specify deadlines as desired.

Deceptive-Practices Prohibition

In its dealings relating to the AGREEMENT, each party will:

1. refrain from engaging in any deceptive, misleading, or unethical
practice; and

2. ™ defend and indemnify each other party against any third-
party claim arising out of any alleged such practice.
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COMMENTARY

Provisions like this are sometimes seen in contracts where, say,
a manufacturer’s reputation might be adversely affected by deceptive
conduct on the party of a reseller.

Deliveries

COMMENTARY

This Article is adapted from various purchase order forms.

What delivery commitment does Supplier make?

M Supplier: M will cause delivery Q will endeavor to cause delivery of
ordered deliverables, in the quantities, and on the schedule, (i) as
specified in the accepted order or (ii) as otherwise agreed in writing.

U Delivery times are approximate.

What packaging requirements must be met?

Supplier will cause all deliverables specified in an accepted order to be
properly packaged, including conformance to:

1. any requirements of law; and

2. any specific packaging instructions stated in the accepted order.

Are country-of-origin markings required on goods?

When required by law or specified in an accepted order, Supplier will
cause ordered deliverables (and/or their containers, if applicable) to be
accurately marked with their country of manufacture.
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Q0 Time is of the essence for accepted orders

COMMENTARY

When a contract states that time is of the essence, it generally means that
if a party misses a deadline, then the other party will have the right to
cancel the contract. But a court might look past a time-of-the-essence
clause if it appears that it was included as a mere “stock phrase” as
opposed to being genuinely negotiated and agreed to. See generally
RESTATEMENT OF CONTRACTS § 242, comment d.

0 May Supplier make substitutions for deliverables?

U Supplier may not substitute different deliverables for those specified in
an accepted order without Customer’s prior written consent.

U Supplier may make substitutions for deliverables specified in an
accepted order as follows:

a. The substituted deliverables must meet any functional specifications
stated in the order for the ordered deliverables.

b. Supplier must advise Customer of the substitution no later than the
scheduled time for delivery.

c. Customer may reject the substituted deliverables on or before
14 days after delivery.

0 How will Supplier handle shortages of
deliverables?

IF: Supplier runs short of ordered deliverables, for whatever reason or
reasons; THEN: Supplier may do some or all of the following: (1) allocate
its production as it deems appropriate; (2) delay or stop shipments;

(3) send partial shipments with prior notice.

COMMENTARY

This no-liability provision is a barebones, one-sided force majeure
provision.
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Supplier and Customer might want to give more thought to this particular
“what-if?” scenario; see generally the Force Majeure Protocol.

Order number is required on shipping documents

IF: Customer provides an identifier for an accepted order that is
recognizable as such (for example, a purchase-order number); THEN:
Supplier is to cause that identifier to be included on shipping labels,
shipping documents, and order-related correspondence.

Consolidation of shipping documents is encouraged
Supplier is encouraged to consolidate shipping documents wherever
practicable.

Prudent, lawful shipping practices are required

Supplier will see to it that all shipments of deliverables under an accepted
order are made in a prudent manner, including without limitation
compliance with all applicable laws. (See also the above requirements in
this Article concerning packaging.)

Supplier is responsible for environmental damage

As between Supplier and Customer, Supplier is responsible for any and all
environmental damage arising from ordered deliverables to Customer until
Customer receives the deliverables.

Delivery to Customer-designated third party

a. Customer may designate, in writing, a third party to which deliverables
are to be shipped.

b. Supplier will cause deliverables to be shipped to any such third party,
absent reasonable objection by Supplier.
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COMMENTARY

Supplier might have legitimate reasons for not wanting to ship ordered
goods to particular third parties. For example, a third party might be a
competitor of Supplier, or the third party might be on a bar list of some
kind, e.g., under the export-control laws.

When will ownership and risk of loss transfer?

Unless otherwise agreed in writing, title and risk of loss for deliverables will
pass per INCOTERMS 2010 EXW (Ex Works) Supplier’s facility.

COMMENTARY

Drafters should usually try to take advantage of the INCOTERMS three-
letter options, which spell out things such as responsibility for freight
charges, insurance, and export- and customs clearance, as well as the
passage of title and risk of loss. See

0 What if delivery is to be to a stocking point?

IF: The relevant order specifies that ordered deliverables are to be
delivered to a warehouse (or other stocking point) until needed by and
released to Customer; THEN: Both title and risk of loss for the ordered
deliverables will pass to Customer only when they are released for final
delivery to Customer.

COMMENTARY

Just-in-time delivery of parts is sometimes used by manufacturers to
minimize the amount of their capital that is tied up in inventory. Such
a manufacturer might require asupplier to deliver parts and other
components — still owned by the supplier, and thus tying up the supplier’s
capital —until needed by the manufacturer. See generally, e.g., Everything
you need to know about Just in Time inventory management
(tradegecko.com), archived at https://perma.cc/L7Y9-DDSM.
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O Written advice of shipment is required (with
details)

a. This section applies if Customer so requests in the AGREEMENT and/or
in a particular accepted order.

b. Seller will advise Customer in writing when the order has been
shipped.

c. Seller’s written advice of shipment is to include any specific details
reasonably requested by Customer, such as tracking information for the
shipment.

Q Shipping documents are to be sent for release of
goods

If an order so specifies: Promptly after Supplier delivers ordered
deliverables to a carrier for shipment to Customer, Supplier will send
Customer any documents necessary for Customer to cause the
deliverables to be released to Customer or Customer’s designee.

COMMENTARY

In some international shipments, deliverables might be delivered to the
custody of customs officials, and Customer might need to present certain
documents to have the deliverables released.

O Prompt alerting (by Supplier)
about likely delay is required

a. Supplier is to promptly advise Customer, preferably in writing, if
a reasonable person would conclude that a delivery is likely not to meet
the schedule specified in the relevant order.

b. In case of doubt: Supplier’'s advising Customer of a possible delay, in
itself, will not affect any right or remedy Customer might have for an
actual delay.
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O Prompt alerting (by Customer)
about delivery problems is required

Customer will promptly advise Supplier, in writing of any mismatch
between the type, quantity, and price of deliverables specified in an
accepted order and the deliverables actually delivered.

Q Are partial- and/or early deliveries permitted?

U Supplier may, in its sole discretion:
1. ship partial deliveries of ordered deliverables; and

2. deliver ordered goods in advance of the delivery schedule
specified in the order.

U Customer may, in its sole discretion, reject any delivery that is
incomplete or that is not delivered on the date specified in the order; if
Customer does so, that will not affect any right or remedy Customer might
have arising from the delivery failure.

COMMENTARY

Supplier might want to be able to ship things as they’re finished, without
waiting for the order to be completed; on the other hand, Customer might
want deliveries to be all-or-nothing, so that Customer’s people won’t have
to spend time dealing with deliveries that don’t conform exactly to the
Order.

0 Customer may store rejected
deliverables at Seller’s expense

a. Customer may direct that rejected deliverables be returned to Supplier
(at whatever address Supplier specifies) at Supplier’s sole expense.

b. Customer may store rejected deliverables, at Supplier’s risk, pending
Customer’s receipt of Supplier’s return shipping instructions.

c. Supplier is to pay, or reimburse Customer for, all charges for storage,
insurance, and return shipping of rejected deliverables.
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§ 41.20 0 Customer may sell or dispose
of “orphaned” deliverables

a. This section applies if:

1. Customer rejects one or more deliverables as authorized by the
AGREEMENT, but

2. Supplier does not provide Customer with pre-paid return shipping
instructions within a reasonable time.

b. Customer may, in its sole discretion:
1. destroy some or all of the rejected deliverable(s);

2. sell some or all of the rejected deliverable(s), at a commercially
reasonable public- or private sale;

3. otherwise dispose of some or all of the rejected deliverables.

c. If Customer sells some or all of the rejected deliverables, it will apply
any proceeds in the following order:

1. expenses of the sale;
2. storage charges;
3. any other amounts due to Customer from Supplier;

4. payment of any remaining balance to Supplier.

§ 41.21 Q0 No Supplier liability for delivery failure

Supplier will not be liable for any failure to deliver all or any part of an
order.

COMMENTARY

This is likely to get pushback from customers.
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Q0 Supplier may store deliverables
until Customer is ready for delivery

a. This section applies if, through no fault of Supplier or its contractors,
Customer is not ready to receive some or all deliverables under an
accepted order on the schedule specified in the order.

b. Supplier may cause the relevant deliverables to be stored at a site
reasonably selected by Supplier. Such a site might be under the control of
Supplier or a third party (such as, for example, a freight forwarder).

c. Both title and risk of loss for stored deliverables will immediately pass
to Customer (if that has not happened already).

d. Supplier may deem its delivery of the relevant deliverables to be
complete once put into storage (and thus Supplier may invoice Customer
for any remaining amount due).

e. Customer will reimburse Supplier for all expenses incurred by Supplier
in connection with putting the relevant deliverables into storage, per the
Expense Reimbursement article.

f.  When Customer is able to accept delivery of the stored deliverables,
Supplier will arrange for delivery — but Supplier need not do so if any of
Supplier’s invoice(s) relating to the order in question is past due.

COMMENTARY

This optional section draws on ideas seen in § 4.4 of the GE Terms of Sale,
cited in § 162.1.

Discretion Definition

a. Basic definition: Unless the AGREEMENT specifies otherwise, discretion
refers to reasonable discretion as defined in subdivision c.

b. Sole discretion: If the AGREEMENT provides that a party may act in its
“sole discretion” (or “unfettered” or “absolute” discretion or similar terms),
it means that the party may act:

1. asthat party sees fit, with regard solely to its own interests as it
then perceives those interests,
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2. aslong as the action or inaction is not shown — by clear and
convincing evidence — to be arbitrary, capricious, or irrational,

and the party is to be conclusively deemed to have satisfied any applicable
standard of good faith.

c. Reasonable discretion: If the AGREEMENT provides that a party may act
in its “reasonable discretion,” then that party:

1. must act (i) reasonably, and (ii) in good faith; and

2. isto be presumed to have complied with subdivision c.1 unless
shown otherwise by clear and convincing evidence.

d. Action or inaction: For purposes of these definitions, not acting is
considered an action.

COMMENTARY

Subdivision b: If an agreement gives a party sole, absolute, and/or
unfettered discretion as to a particular matter, then the party’s exercise of
that discretion should be largely unreviewable; the party should normally
be deemed to have satisfied any applicable standard of reasonableness
and/or good faith.

In the UK, there is case law indicating that discretion must be exercised in
good faith and not arbitrarily, capriciously, or irrationally. See Barry
Donnelly and Jonathan Pratt, Are you obliged to act reasonably?, in the
In-House Lawyer [UK], June 2013, at 20 (archive:
https://perma.cc/HQHW-7KDA).

And in some U.S. jurisdictions, a party’s discretion might be constrained
by an implied obligation of reasonableness, or perhaps of good faith. See,
e.g., Han v. United Continental Holdings, Inc., 762 F.3d 598 (7th Cir.
2014) (applying Illinois law).

Unlike the UK cases, this definition does not impose a good-faith
requirement on exercises of sole discretion, because doing so can
complicate litigation.

Subdivision c¢: This language borrows the idea of a presumption of proper
action from the business-judgment rule that is applied to directors of
a corporation, albeit without the other duties that bind directors, most
notably the duties of loyalty and care. See generally, e.g., Lindsay C.
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Llewellyn, Breaking Down the Business Judgment Rule (Winston.com
2013), archived at https://perma.cc/TR7G-CNUS.

Disparagement Prohibition

a. [Each party (each, an “Obligated Party”) will refrain from disparaging
the other party, and/or the products or services of that other party, to any
third party.

b. In case of doubt, for this purpose the term “third party” does not
include the other party’s affiliates, nor the officers, employees,
distributors, resellers, and agents of the other party or any of its affiliates.

COMMENTARY

Manufacturers sometimes ask for disparagement prohibitions in their
distribution- or reseller agreements, with the idea that they can prohibit
their distributors and resellers from making negative comments to end-
customers. Distributors and resellers, however, might well object to this
statement, wanting to preserve their freedom to say whatever they please
to their own customers.

Some jurisdictions might limit a party’s ability to enforce a non-
disparagement provision; for example, in 2014, California enacted Cal.
Civ. Code 1670.8 prohibiting such provisions in consumer contracts, with
civil penalties for violation.

A disparagement prohibition could lead to bad publicity, as discussed in
the Review Restrictions entry.

Parties wanting a provision like this should consider the so-called
“Streisand effect,” which is named for the legendary singer-actress: When
word got out that she was trying to suppress unauthorized photos of her
residence, the resulting viral Internet publicity resulted in the photos
being distributed even more widely — thus defeating her purpose.

The litigation privilege might trump a non-disparagement provision; see,
for example, the decision of Maryland’s highest court in O’Brien & Gere
Engineers, Inc. v. City of Salisbury, 135 A.3d 473, 447 Md. 394 (2016).
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Dispute Expense Definition

“Dispute Expense” refers to one or more of the following when incurred (for
example) in a trial or arbitration hearing; an appeal at any level; or other
contested proceeding in the action:

1. reasonable fees billed by (or by one or more firms for the services
of) attorneys; law clerks, paralegals, and other persons not
admitted to the bar but performing services under the supervision
of an attorney; and expert witnesses;

2. reasonable expenses actually incurred by individuals and/or firms
referred to in subdivision 1 in connection with the proceeding,
such as (for example) printing, photocopying, duplicating, and

shipping;

3. the costs of the litigation, arbitration, or other proceeding, such as
for example costs of court; administration fees charged by an
arbitration provider; and arbitrator fees and expenses; and

4. costs, fees, and other expenses incurred in enforcing a right to
recover Dispute Expenses.

COMMENTARY

The text of this provision is informed in part by the attorneys-fees clause
in the contract in suit in Seaport Village Ltd. v. Seaport Village Operating
Co., No. 8841-VCL (Del. Ch. Sept. 24, 2014) (letter opinion awarding
attorney fees).

Subdivision 4: Note that any attorney fees, etc., incurred in enforcing the
right to attorney fees are themselves recoverable.

Effective Date Definition

The effective date of the AGREEMENT is the last date signed as written in
the signature blocks.

COMMENTARY

In most contracts, the preamble states the effective date; strictly speaking,
that’s usually unnecessary unless the contract is to be effective as of
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a specific date (and not before or after), but many drafters like to
include the effective date anyway.

To state the effective date, the author prefers the “last date signed”
approach that’s used in the following example:

THIS AGREEMENT (“Agreement”) is between ABC
Corporation [state of incorporation and address for notice
omitted] and XYZ LLC [ditto]. This Agreement is effective
the last date written on the signature page.

Here’s a different version of the last-date-signed approach:

THIS AGREEMENT is made, effective the last date signed as
written below, between ....

In reviewing others’ contract drafts, you're likely to see some less-good
possibilities, such as writing a specific date into the preamble. The
problem is that the stated date might turn out to be inaccurate,
depending on when the parties actually signed the contract — and more
than one corporate executive has gone to prison for doing so.

On the other hand, it might be just fine to state that a contract is
effective as of a different date.

« EXAMPLE: Alice discloses confidential information to Bob after Bob
first orally agrees to keep the information confidential; they agree to have
the lawyers put together a written confidentiality agreement. That written
agreement might state that it is effective as of the date of Alice’s oral
disclosure. The following might work if it’s for non-deceptive purposes:

This Agreement is entered into, effective December 31,
20XX, by ....

(Alice and Bob would not want to backdate their actual signatures,
though.)

Employees’ Labor-Law Rights

a. The parties agree to this section to help forestall later claims of the
kind referred to below.

b. In case of doubt: Nothing in the AGREEMENT is intended to restrict
a party’s ability to exercise any legally protected and non-waivable right:
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1. to engage in collective action, for example under the U.S. National
Labor Relations Act (“NLRA”); or

2. tofile a charge or other claim with a governmental authority, for
example the U.S. National Labor Relations Board (“NLRB”) or the
U.S. Equal Employment Opportunity Commission (“EEOC”).

c. This section, however, also is not to be asserted as establishing,
evidencing, or asserting:

1. that an employment relationship exists between the parties; nor
2. that the NLRA or other legislation applies; nor

3. that the NLRB or EEOC has jurisdiction.

COMMENTARY

Subdivision b is informed by attempts on the part of the EEOC and NLRB
to invalidate certain kinds of agreements between companies and their
employees. See, e.g., Hunton & Williams LLP, NLRB Strikes Down
Employee Conduct Rules and Non-Disclosure Agreement ... (2014); Kerry
Notestine, Terri Solomon, and Dan Thieme, EEOC Lawsuit Against CVS
Pharmacy Challenging Severance Agreements Dismissed (2014). One
such case was decided against the NLRB in Murphy Oil USA, Inc.v. NLRB,
808 F.3d 1013 (5th Cir. Oct. 26, 2015), affd sub nom. Epic Systems Corp.
v. Lewis, _ U.S._,136 S. Ct. 1612 (2018), in which Murphy Oil’s employees
were required to sign an arbitration agreement that prohibited “class
action” arbitrations. The NRLB ruled that this constituted an unfair labor
practice, but the Fifth Circuit disagreed, and the Supreme Court affirmed
holding that the Federal Arbitration Act trumped section 7 of the National
Labor Relations Act.

Ending Time Definition

a. If the AGREEMENT states that a time period, a right, an obligation, etc.,
ends or expires on a specified day but does not clearly indicate the time of
day, then the end or expiration is exactly 12 midnight at the end of the
specified date.
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b. If not otherwise specified in the AGREEMENT, the time zone to be used is
the time zone where the relevant actor, or the action to be taken, is
located (or, if applicable, is required to be located) at that time.

COMMENTARY

Another time-zone possibility would be to use Coordinated Universal
Time, which is basically Greenwich Mean Time with a few technical
differences; see generally the Wikipedia article Universal Time.

Entire Agreement

Why is this Article included?

This Article is intended to forestall later claims that one or more other
documents (and/or oral terms) are supposedly part of the AGREEMENT.

What constitutes “the AGREEMENT”?

Each party will treat the following, and no more, as “the AGREEMENT”:
1. the Term Sheet;

2. any exhibits, schedules, appendixes, statements of work, etc.,
that are attached to the Term Sheet;

3. any TANGO provisions adopted by the Term Sheet; and

4. any materials adopted or otherwise clearly incorporated by
reference into one or more of the materials listed in
subdivisions 1 through 3 above, if any.

COMMENTARY

Some entire-agreement provisions state that the agreement is the parties’
entire agreement “concerning the subject matter hereof”; drafters should
keep in mind that the exact boundary of that subject matter might later be
disputed.

EXAMPLE: In a California case, parties to various contracts agreed to
terminate those contracts. The termination agreement stated that it was
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the parties’ entire agreement concerning “the subject matter hereof.” The
appeals court held that this termination language did not have the effect
of terminating the arbitration agreement that was set forth in some of
the contracts. See Oxford Prep. Academy v. Edlighten Learning Solutions,
No. Go055685, slip op. (Cal. App. Apr. 22, 2019) (reversing denial of
motion to compel arbitration).

To what extent are the parties’
prior discussions still relevant?

The AGREEMENT merges and supersedes any and all oral- and/or written
discussions or negotiations; comments; remarks; and interim- or partial
commitments; concerning the subject matter of the AGREEMENT.

COMMENTARY

This section reminds the parties that whatever they might have thought
they agreed to before will be of no moment once they sign (or otherwise
assent to) the parties’ agreement.

What if a party later issues a purchase
order, etc., with other terms?

a. This section applies if, in connection with the AGREEMENT or
a transaction under the AGREEMENT:

1. a party sends another party, directly or indirectly, an
additional document such as a purchase order, an order
confirmation, a bill of sale, an invoice, etc., and

2. that additional document contains terms (“Modifying Terms”),
over and above specific transaction details (such as quantity,
price, delivery date, and the like), that would add to or vary
the terms of the AGREEMENT;

b. The Modifying Terms will be of no effect — even if one or more parties
takes action consistent with those terms — unless they meet the
requirements to amend or waive the AGREEMENT.
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COMMENTARY

Even when parties have agreed in writing about the terms on which they
do business, their procurement- or sales people might reflexively issue
purchase orders, sales confirmations, and similar documents. Such party-
issued documents typically include terms and conditions that might be
significantly different than what the parties agreed to (read: heavily biased
in favor of the issuing party). When party-issued documents are “in play”
in connection with an Order, it can sometimes lead to disputes about
which terms and conditions are to control. This section tries to forestall
such disputes.

Subdivision a.1: Concerning the “directly or indirectly” term: To keep its
internal costs down, a large customer might insist on doing business with
smaller vendors only via a reseller (or another intermediary). When the
buyer wants to buy something from such a vendor, the buyer will issue a
purchase order to the reseller, which in turn will issue a purchase order to
the vendor; likewise, the vendor might issue an order confirmation to the
reseller, which passes it on to the customer.

Subdivision b: CAUTION: Allowing Modifying Terms to take precedence
would give a party ablank check to “re-trade the deal” by including
Modifying Terms in a purchase order, an order confirmation, an invoice,
etc.

Subdivision b (“action consistent ...”): A party might claim that another
party had implicitly accepted Modifying Terms by taking action that
conformed to some of the Modifying Terms — in fact, some customers’
purchase-order forms state that the supplier is deemed to have accepted
the purchase-order terms if the supplier starts work in any manner; see,
e.g., section 1 of the Honeywell PO and section 1 of the Cisco PO, each cited
in § 162.1.

Equitable Relief Stipulation

Definitions

a.

For purposes of this Stipulation:

1. “Injunctive relief” (whether or not capitalized) refers, without
limitation, to an order (by any tribunal) directing specific perform-
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ance; temporary restraining orders; temporary- and permanent
injunctions; and similar relief.

2. “Claimant” refers to any signatory party seeking injunctive relief
against any other party (each, a “Respondent”).

COMMENTARY

“Claimant” is defined here as potentially being any party. This contrasts
with some “form” contracts (for example, consumer contracts) that are
drafted with “one-way” equitable-relief clauses in which only one side is
entitled to relief. This clause is written as a two-way provision, in part
because contract reviewers tend to respond more favorably to provisions
that apply equally to all parties.

(As a practical matter, though, it might be that only one side would be
likely ever to seek equitable relief, for example the disclosing party in
aone-way confidentiality agreement or the licensor in a patent- or
trademark license agreement.)

§ 49.2 Injunctive relief is not precluded

Nothing in the AGREEMENT is intended to preclude the Claimant from
obtaining injunctive relief when all of the following are true:

1. a breach of the AGREEMENT has occurred or appears to be
imminent;

2. the Claimant presents proper proof in accordance with applicable
law;

3. the Claimant seeks to prevent or stop irreparable injury or other
harm that is not capable of being fully redressed by a monetary
award.

COMMENTARY

Prospective claimants often ask for much-stronger language, namely a flat
statement that the claimant is entitled to injunctive relief. Prospective
respondents justifiably push back against stronger language, because it
could severely disadvantage them in litigation.

Background: When a party asks for language in this area, invariably the
party wants stronger language in the hope of later being able to shortcut
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around its burden of proof in litigation — which could seriously
disadvantage the other party. As explained by the Supreme Court of the
United States, in American jurisprudence:

... a plaintiff seeking a permanent injunction must satisfy
a four-factor test before a court may grant such relief.
A plaintiff must demonstrate: (1) that it has suffered an
irreparable injury; (2) that remedies available at law,
such as monetary damages, are inadequate to
compensate for that injury; (3) that, considering the
balance of hardships between the plaintiff and
defendant, a remedy in equity is warranted; and (4) that
the public interest would not be disserved by
a permanent injunction. The decision to grant or deny
permanent injunctive relief is an act of equitable
discretion by the district court, reviewable on appeal for
abuse of discretion.

eBay Inc. v. MercExchange, L.L.C., 547 U.S. 388, 391 (2006) (describing
traditional four-factor test in context of patent-infringement injunctions)
(citations omitted, emphasis added).

§ 49.3 Irreparable harm is a possibility

Respondent acknowledges that some types of breach of the AGREEMENT by
Respondent could result in irreparable harm to the Claimant that would
not be adequately compensable by monetary damages or other remedies
at law.

COMMENTARY

Claimants usually want a stronger version of this provision in
which the respondent stipulates that the breach would result in irreparable
harm to the claimant. That might well be a major concession by
the respondent, absolving the claimant from what could be a significant
burden of proof in litigation, as discussed above.

In some cases, though — for example, cases involvmisappropriation of
crucial trade secrets — the existence of irreparable harm might be pretty
obvious. In such acase, it might not be much of aconcession for
a potential Respondent to stipulate in advance to the existence of
irreparable harm.
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Stipulations to irreparable harm have been enforced. In a 2012
opinion, then-chancellor Strine of the Delaware chancery court (now chief
justice of the state’s supreme court) relied in part on a similar clause in
granting a four-month injunction against one company’s hostile takeover
bid targeting another company:

In Delaware, parties can agree contractually on the
existence of requisite elements of a compulsory remedy,
such as the existence of irreparable harm in the event of
a party’s breach, and, in keeping with the contractarian
nature of Delaware corporate law, this court has held that
such a stipulation is typically sufficient to demonstrate
irreparable harm.

Martin Marietta Materials, Inc v. Vulcan Materials Co., 56 A.3d 1072,
1144-45 (Del. Ch.), affd, 45 A.3d 148 (Del. 2012) (en banc) (footnotes with
extensive citations omitted).

On the other hand, just because a contract stipulates that a party will
suffer irreparable harm from a breach, that doesn’t mean that a court
will give effect to the stipulation. The same Delaware chancery court
disregarded such a stipulation in a 2015 case, saying:

Parties sometimes, as Renco and M&F did here, agree that
contractual failures are to be deemed to impose the risk of
irreparable harm. Such an understanding can be
helpful when the question of irreparable harm is a close
one.

Parties, however, cannot in advance agree to assure
themselves (and thereby impair the Court’s exercise of its
well-established discretionary role in the context of
assessing the reasonableness of interim injunctive relief)
the benefit of expedited judicial review through the use of
a simple contractual stipulation that a breach of that
contract would constitute irreparable harm.

[In footnote 20 the court added:] In part, this is simply a
matter that allocation of scarce judicial resources is
ajudicial function, not ademand option for
litigants.

AM General Holdings LLC v. The Renco Group, Inc., No. 7639-VCN, slip
op. at 10, text accompanying nn.19-20 (Del. Ch. Dec. 29, 2015) (denying
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request for preliminary injunction) (footnotes omitted, emphasis and
extra paragraphing added).

0 Bond Waiver Option

Respondent WAIVES any requirement that the Claimant post a bond as
a condition of obtaining injunctive relief or other equitable relief against
Respondent for breach or threatened breach of the AGREEMENT.

COMMENTARY

CAUTION: A party agreeing in advance to waive a bond requirement
might later find itself subjected to a preliminary injunction, but then
prevail at trial — only to find itself unable to obtain any
meaningful recovery for the wrongful injunction, because the
plaintiff was unable to pay a damage award and the prevailing party had
waived a bond requirement.

Background: When a party seeks preliminary or temporary injunctive
relief in a U.S. court, the court will often (and possibly must) require that
party to post a bond as security. The purpose of the bond is to guarantee
that at least some money will be available (from the insurance company
that writes the bond, in return for a premium) to compensate the
defendant for any damage it might have suffered from an improvidently
granted preliminary injunction. See generally, e.g.: Fed. R. Civ. P. 650©;
Tex. R. Civ. P. 684. Thomas E. Patterson, Handling the Business
Emergency, ch.3 (American Bar Association 2009), extensive excerpts
available at http://goo.gl/ak7Mt (books.google.com).

Escalation Requirement

Why are the parties agreeing to this Requirement?

The parties hope to resolve disputes between them before they get out of
hand and possibly damage the parties’ business relationship; to that end,
the parties are agreeing to escalate, to higher levels of their respective
managements, any issues that cannot be resolved at the working level.
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COMMENTARY

A requirement for issue escalation (or, “dispute escalation”) can be
effective because “the threat to line managers of having to explain to senior
executives of both companies the failure to effectively cooperate likely
carried more weight than the threat of legal action.” Ronald J. Gilson,
Charles F. Sabel & Robert E. Scott, Contracting for Innovation: Vertical
Disintegration and Interfirm Collaboration, 109 COLUM. L. REV. 431, 470
(2009), archived at https://perma.cc/TYY2-423D. “Superiors are unlikely
to look with favor on subordinates who send problems up the line for
resolution. The subordinates’ job is to resolve problems, not escalate
them.” Id. at 481. 9 For another example of escalation-clause language,
see the CPR International Model Multi-Step Dispute Resolution
Clause (scroll down to “(A) Negotiation”).

What issues must be escalated?

Escalation is required, whenever requested in writing by either party, for
any issue that arises out of or relates to:

1. the AGREEMENT, and/or

2. atransaction or relationship resulting from the AGREEMENT.

COMMENTARY

See the commentary to §8.2 for adiscussion of the phrase any
transaction or relationship.

How far “up” must issues be escalated?

An issue must be escalated “up” at least two levels of management, in
succession — or, if the organization in question does not have two levels
remaining “upward,” then the maximum number of levels left.

COMMENTARY

Some escalation provisions require issues to be referred all the way up to
“executive-level management.” Apart from the vagueness of the quoted
term, a giant multinational corporation isn’t likely to want to be forced to
escalate a small-dollar issue all the way to its executive suite.
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How are the parties actually to do the escalation?

a. Each party is to promptly advise the other party in writing of the name
and contact information of its representative(s) at the relevant
management level(s).

b. The party requesting escalation is to arrange one or more telephone or
video-conference meetings between the representatives.

c. Each party is to participate in escalation in good faith.

COMMENTARY

Subdivision b: Affordable, high-quality, Web-based video conferencing
(with screen sharing to view documents together) is becoming increasingly
widespread.

Subdivision c: The good-faith requirement sets a fairly low bar.

May a party skip (further) escalation?

Normally, no: Any party involved in escalation of an issue must finish
the escalation in accordance with this Protocol before going to court or
arbitration, EXCEPT as follows:

1. tothe minimum extent necessary (i) to prevent irreparable harm,
or (ii) to meet a deadline for taking action under an applicable
statute of limitations or -repose; or

2. ifthe other party refuses to provide reasonable cooperation in
escalating the issue under this Protocol.

COMMENTARY

This section seeks to forestall a non-aggrieved party from going to court
(or arbitration) to seek a declaratory-judgment action about the issue.

Could a party’s statements in escalation
be used against that party later?

All oral, written, and other communications made in the course of an issue
escalation under this Protocol are to be treated as having been made in
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compromise negotiations, with the same effect as stated in Rule 408 of
the [U.S.] Federal Rules of Evidence. (This is regardless whether that rule
would apply in a court proceeding or arbitration concerning the issue.)

COMMENTARY

This very-standard exclusion helps the parties to speak candidly.
(Rule 408 does allow for some exceptions to the general rule of
inadmissibility of settlement discussions.)

Evergreen Definition

COMMENTARY

CAUTION: Some states restrict automatic extension or renewal of certain
contracts unless specific notice requirements are met. See generally Faegre
Baker Daniels, Automatic Renewal Laws in All 50 States: An Updated
Guide, archived at https://perma.cc/AAS6-RNF6.

CAUTION: An agreement with an evergreen term might be held to be
an agreement of indefinite duration — and therefore terminable at will —
unless the agreement expressly limits the termination possibilities. That
issue came up in in Burford v. Accounting Practice Sales, Inc., 786 F.3d
582 (7th Cir. 2015) (reversing and remanding summary judgment). In
that case, the appeals court held that a company’s contract with an outside
sales representative was not terminable at will, even though it
automatically “renewed” every 12 months (which made it of “indefinite”
duration); that was because other limitations on the termination right
precluded termination at will. See id. at 586-88.

When would this Definition be relevant?

This Definition will apply in any case in which both of the following are true:

1. The AGREEMENT sets forth a time period, a right, or an obligation
(each referred to generically as an “Evergreen Period”), that by its
terms is to expire at a particular time; and

2. The AGREEMENT also states that the time period, right, or obligation
is to be automatically renewed or extended for one or more
specified periods.
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How long will each automatic extension be?

If neither party opts out as provided below, then the Evergreen Period will

be automatically extended, at its then-current expiration date, for
successive extension periods of the original duration of the Evergreen
Period — but only up to a maximum of one year per extension period.

EXAMPLE 1: A six-month Evergreen Period would be automatically
extended for successive six-month extension terms.

EXAMPLE 2: A three-year Evergreen Period would be automatically
extended for successive one-year extension terms.

COMMENTARY

The term “extension” is used here because “renewal” (the common term)
might require a party to renegotiate; see the discussion at § 51.5.

PRO TIP: Evergreen extension periods could be of different lengths,
because it’s not carved in stone that all automatic-extension periods
should be of the same duration. For example, in some contractual
relationships, a first extension period might be relatively short, to give the
parties a chance to find out what it’s like working together. Then, if neither
party opts out, subsequent extension periods could be of longer duration.

CAUTION: The author once represented a client that had previously
agreed to supply a customer with a product at pricing that was to be fixed
for five years, with automatic renewal for an additional five-year period if
the client did not opt out. Sure enough, the client did forget to opt out, and
so it was stuck having to honor the same pricing for a total of ten years for
that one customer.

How may a party opt out of an automatic extension?

Either party may opt out of an extension by giving notice (see the Notices
Protocol) to that effect; if that happens, then the Evergreen Period will
come to an end automatically at its then-current expiration date.
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What is the deadline to opt out of an automatic
extension?

Any opt-out notice must be effective no later than 30 days before then-
current expiration date of the Evergreen Period.

COMMENTARY

A party might prefer to be able to opt out at a later date than this — perhaps
even after the automatic-extension date — but it might also be able to get
the same effect by asking for the right to terminate the applicable time
period or relationship “at will” or “for convenience.”

What terms and conditions will
apply during an extension period?

The terms and conditions of the AGREEMENT will continue to apply unless
the parties agree to amend or waive them in accordance with the
AGREEMENT.

COMMENTARY

This language is intended to forestall the result in an Eighth Circuit case,
where the appellate court affirmed a declaratory judgment that a lease
agreement had given the tenant an option to renew rather than an option
to extend; consequently, under a state law, the landlord was free to
demand that the terms be renegotiated — this, even though the lease
agreement expressly termed the option as a right to extend. See Camelot
LLC v. AMC ShowPlace Theatres, Inc., 665 F.3d 1008 (2012) (8th Cir.
2012).

In contrast, the Third Circuit held that a contractual right to renew an
insurance policy meant renewal on the same or nearly the same terms and
conditions. See Indian Harbor Ins. Co. v. F&M Equip., Ltd., 804 F.3d 310
(3d Cir. 2015). The appellate court vacated the trial court’s denial of the
insured’s motion for summary judgment and remanded with instructions
to enter summary judgment.
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0 An opting-out party must pay an opt-out fee

a. This section applies if a party wishes to opt out of an extension of an
Evergreen Period U before an earliest opt-out date specified in the Term
Sheet.

b. In addition to giving timely notice as provided above, the opting-out
party must pay the other party an opt-out fee in an amount stated in the
Term Sheet.

1. The opt-out fee payment is due no later than then-current
expiration date of the Evergreen Period.

2. Ifthe payment is not timely made, then the extension will go into
effect and the right to opt out will expire automatically.

c. In case of doubt, the opt-out fee is intended to provide an alternative
form of performance and is not intended as liquidated damages.

COMMENTARY

This provision was inspired by an analogous provision in Foodmark, Inc.
v. Alasko Foods, Inc., 768 F.3d 42 (1st Cir. 2014). In that case, the court of
appeals affirmed a summary judgment that Alasko, a Canadian food
distributor, owed Foodmark, a U.S. marketing firm, a fee for electing not
to renew the parties’ “evergreen” agreement.

Subdivision a: The intent of the optional language about the earliest opt-
out date is to allow the parties give the non-opting-out party a specified
minimum time in which, say, to recoup the investments it makes in
supporting the parties’ contractual relationship.

Examples Definition

a. Examples are for purposes of illustration and not limitation.

b. When examples of a term are given, the parties do not intend for the
principle of ejusdem generis (“of the same kind”) to limit the term’s
meaning unless clearly stated otherwise.

c. The AGREEMENT might sometimes use longer expressions such as “by
way of example and not of limitation.” Such expressions do not mean that
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the parties intend for shorter expressions (such as “for example”) to
function as limitations unless expressly stated otherwise.
COMMENTARY

Including this definition in a contract will let drafters safely say, e.g.,
“including, for example,” which is somewhat less stilted than “including,
by way of example and not of limitation.”

Subdivision b hopes to avoid the effect of some judicial opinions that hold
otherwise, as discussed in the commentary to the Including definition.

Exclusivity Definition

This Definition is intended to help avoid later disputes about just how far
a party’s “exclusive” rights are meant to extend.

When does this Definition apply?

a. This Definition applies if, in the AGREEMENT, one party (“Alpha”) grants
its consent to another party (“Beta”) to conduct one or more activities
(“Specified Activities”).

b. As (non-exhaustive) hypothetical examples of Specified Activities,
Alpha might grant a license to Beta under a patent or trademark, or it
might appoint Beta as a reseller or other type of channel associate.

c. Note: The AGREEMENT might limit the scope of Alpha’s consent so that it
extends only to a particular “territory,” which could be based on geography
and/or market segment.

Is the AGREEMENT exclusive for any party?

Unless the AGREEMENT clearly states otherwise:
1. Alpha’s grant of consent to Beta is not exclusive; and

2. In case of doubt, Alpha and Beta are each free, each in its sole
discretion, to enter into similar- or identical arrangements with
other individuals and/or organizations, even if they are
competitors of the other party.
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COMMENTARY

A grant of exclusive rights can limit the grantor’s flexibility, possibly
making it difficult or impossible to do similar business with other
companies. A grant of exclusivity can also make a company fatally
unattractive to a potential acquirer or merger partner.

PRO TIP: Ideally, exclusivity arrangements should include limitations on
time, place and manner, such as (for example) a “sunset” provision stating
that the exclusivity ends (and perhaps the entire agreement ends) after
a certain period if not extended.

Exclusivity arrangements could also include require performance metrics
that the grantee must meet in order to retain exclusivity — or to retain the
grant at all.

May Alpha party continue its own activities,
notwithstanding Beta’s exclusivity?

a.

This section applies if the AGREEMENT states that Alpha’s grant of

consent to Beta is exclusive to any extent.

b. Unless the AGREEMENT clearly states otherwise:

1. Beta’s exclusivity does not preclude Alpha, in Alpha’s sole
discretion, from doing the same thing(s) that Alpha granted
consent to Beta to do, even if in competition with Beta; and

2. Alpha need not account to Beta, nor need Alpha compensate
Beta, if Alpha does so.

c. Incase of doubt: this section applies regardless whether Alpha acts
within, or outside of, a particular geographic territory and/or market
segment.

COMMENTARY

Subdivision b.2: The reference to accounting is informed by the U.S.
copyright law requirement that co-owners of a copyright in a work of
authorship, unless they agree otherwise, must “account” to one another for
their uses of the work — basically, this means sharing profits / royalties.
[TO DO: Cite] The provision in the text disclaims any such obligation.
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Expense Reimbursement Protocol

This Protocol applies if the AGREEMENT requires a party (a “Reimbursing
Party”) to reimburse another party (the “Incurring Party”) for expenses
(specified or otherwise).

What expenditures will be reimbursed?

The Reimbursing Party will reimburse (only) reasonable expenses, actually
incurred, that are otherwise eligible for reimbursement under the
AGREEMENT and this Protocol.

Who is to make sure only eligible expenses are
submitted?

a. The Incurring Party will not knowingly submit ineligible expenses for
reimbursement; noncompliance with this subdivision a would be
a material breach of the AGREEMENT.

b. In each invoice for reimbursement, the Incurring Party is to suitably
flag any submitted expense as to which reasonable parties might disagree
whether the expense is eligible for reimbursement.

COMMENTARY

This section is intended to put most of the administrative burden of
expense reimbursement onto the Incurring Party, which of course has the
greatest ability to monitor such things.

Are expense markups permitted?

M An Incurring Party may not mark up expenses submitted for
reimbursement unless the parties expressly agree otherwise in writing.

U An Incurring Party may mark up its reimbursable expenses, but only by
no more than 0.01%.
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COMMENTARY

Some contracts are cost-plus, meaning that reimbursable expenses would
be marked up.

In the alternative term above, the 0.01% number is a placeholder for
negotiation.

May a payer impose additional
requirements for reimbursement?

a. The Incurring Party will comply with any commercially reasonable
written reimbursement policy that the Reimbursing Party:

1. requires of its vendors generally from time to time; and

2. provides to the Incurring Party a reasonable time before the
Incurring Party incurs the relevant expense or otherwise becomes
obligated to pay it.

b. O The Reimbursing Party’s current reimbursement policy: Q is
attached to the parties’ agreement U has been separately provided to the
Incurring Party.

COMMENTARY

A customer might or might not want to impose a specific written-
reimbursement policy at the time of contracting, while leaving that option
open for the future.

Customers’ expense-reimbursement policies are sometimes an
administrative pain for providers, but they’re often a practical necessity,
especially for large corporate customers that by law must comply
with internal-controls requirements.

Subdivision a.1: “From time to time” signals that the Reimbursing Party
may update its reimbursement policy and send the updated policy to the
Incurring Party.
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Q Will any particular expenses be discussed in
advance?

Before the Incurring Party incurs any individual expense item in excess of
[FILL IN AMOUNT] for which it expects to be reimbursed, the Incurring
Party must: M consult with the Reimbursing Party O obtain the
Reimbursing Party’s prior written approval.

COMMENTARY

This advance-approval requirement might be overkill for many
relationships, but some reimbursing parties might want this language so
as to keep very-tight control over reimbursable expenditures.

0 Should any expenses be directly
billed to the Reimbursing Party?

M The Incurring Party may arrange for individual expenses of at least [FILL
IN AMOUNT] to be billed directly to the Reimbursing Party; the
Reimbursing Party is to timely pay any such direct-billed expense.

O If requested by the Reimbursing Party for a particular expense, the
Incurring Party will consult with the Reimbursing Party before arranging for
direct billing of that expense to the Reimbursing Party.

COMMENTARY

This direct-billing provision has in mind that, as a matter of prudent cash-
flow management, a service provider or other contract party might want
its customer to “front” significant reimbursable expenses.

What if the AGREEMENT is silent
about expense reimbursement?

IF: The AGREEMENT does not address expense reimbursement; THEN: As
between the parties, each party is solely responsible for its expenses
incurred in performing its obligations under the AGREEMENT UNLESS clearly
and unmistakably agreed otherwise in writing.
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COMMENTARY

See also the Expense Reimbursement entry.

Export controls (commentary)

(Black letter:) Some key takeaways:

The export-controls laws in the U.S. are a bit complicated, but it’s extremely
important for companies to sort them out. Here are a couple of examples of
“exports” that might be surprising;:

e Disclosure of controlled technical data to a foreign national
in the U.S. can constitute an “export” that requires either
a license or a license exception.

e Emailing controlled technical data to a U.S. citizen located in a foreign
country could constitute an export of the data.

Failure to get an export license (or come within a license exception) can lead to
all kinds of trouble, including imprisonment for up to ten years; millions of
dollars in fines and civil penalties; and denial of export privileges.

For example: Aw7i-year old emeritus university professor was
sentenced to four years in prison for export-controls violations
(Bloomberg.com 2012: https://goo.gl/gfvGhR) (FBI.gov 2012:
https://goo.gl/jtZR7C). The professor had been doing research, under an Air
Force contract, relating to plasma technology designed to be deployed on the
wings of remotely piloted drone aircraft. Apparently, his crime was to use, as
part of the project staff, two graduate students who were Iranian and Chinese
nationals respectively. It probably didn’t help that he was found to have
concealed those graduate students’ involvement from the government.

Optional: For additional information, see, e.g., a University of Southern
California primer about export controls (USC.edu: https://goo.gl/EjnztS) and
a slide deck from an Association of Corporate Counsel presentation (ACC.com
2003: https://goo.gl/qN7diu).

Fiduciary duties (commentary)

Safe-harbor language can sometimes contractually eliminate fiduciary duties,
especially when permitted by statute (such as some business-organizations
acts). See, e.g., Dieckman v. Regency GP LP, 155 A. 3d 358 (Del. 2017).
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Force Majeure Protocol

This Protocol sets out rules for excusing a party from complying with its
obligations because of force majeure (which defined below).

is rce majeur X .
What is “force majeure,” exactly?

Except as stated otherwise below, the term “Force-Majeure Event” refers
generally to any event (or series of events) as to which all of the following
are true:

1. the event (or series of events) causes a failure of timely
performance under the AGREEMENT;

2. aprudent person, in the position of the party invoking force
majeure, would not reasonably have been able to anticipate and
avoid the failure of timely performance; and

3. the AGREEMENT does not state that the event (or series of events) is
an “Excluded Event.”

COMMENTARY

For possible examples of force majeure events, see below.

Who can invoke force majeure, and how is that to be
done?

In response to actual- or imminent occurrence of one or more Force-
Majeure Events, either party (an Invoking Party) may invoke force majeure
by advising another affected party by notice or other reasonable means.

COMMENTARY
This is a typical provision on this subject.

The “actual or imminent occurrence” language contemplates that a party
might invoke force majeure before the fact — for example, if a hurricane
were approaching — as well as after the fact.
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If force majeure is invoked, what effect will that
have?

a. An Invoking Party that invokes force majeure at a reasonable time will
not be liable under the AGREEMENT for any loss, injury, delay, damages, or
other harm suffered or incurred by another affected party due to failure of
timely performance, by the Invoking Party, resulting from the force
majeure.

b. A reasonable time for invoking force majeure might be before or after
the relevant Force Majeure Event or -Events.

COMMENTARY

This is pretty much the way the law works anyway (in the U.S.).

What must the parties do to respond to force
majeure?

a. [Each party is to make any efforts expressly specified for that party in
the AGREEMENT — if any — with respect to mitigating and/or remediating the
effects of the force majeure.

b. In case of doubt, though: This section is not to be interpreted as
implicitly requiring any party to make any such efforts.

COMMENTARY

Mitigation, remediation, or both? Note that there are two distinct options
presented here: One for mitigation, one for remediation, which are two
different things.

CAUTION: Some customers might want suppliers to commit to
using “best efforts” to mitigate or remediate the effects of force
majeure; see, e.g., section 4 of a set of Honeywell purchase-order terms
and conditions, apparently from February 2014.

e A supplier might be reluctant to agree to a best-efforts commitment for the
reasons discussed in the commentary to the Best Efforts entry.

e Such asupplier might prefer acommercially reasonable
efforts commitment instead; see the Commercially Reasonable entry.
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Of course, a drafter should be careful not to commit a client
to either mitigation or remediation efforts if such efforts are
not part of the client’s business model.

In a supply- or services agreement, the customer might not want to be
bound by any mitigation obligation.

If the required mitigation or -remediation efforts are going to be defined,
it might make sense to refer to an exhibit or appendix where the term can
be spelled out in appropriate detail.

§ 57.5 What are some examples of Force-Majeure Events?

In case of doubt, the term Force-Majeure Event includes without limitation
the following, when otherwise eligible under the AGREEMENT:

1.

any event that (i) is not an Excluded Event and (ii) falls within one
or more of the following categories (some are in bold-faced type
to call drafters’ attention to them): » act of a public enemy; ¢ act
of any government or regulatory body, whether civil or military,
domestic or foreign, not resulting from violation of law by

the invoking party; * act of war, whether declared or undeclared,
including for example civil war; * act or omission of the other
party, other than a material breach of the parties’ agreement;

* act or threat of terrorism; ¢ blockade; * boycott; ¢ civil
disturbance; ¢ court order; ¢ drought;  earthquake; ¢ economic-
condition changes generally; * electrical-power outage;

* embargo imposed by a government authority;  epidemic;

e explosion; ¢ fire; * flood; * hurricane; * insurrection; ¢ internet
outage; ¢ invasion; ¢ labor dispute, including for example strikes,
lockouts, work slowdowns, and similar labor unrest or strife; * law
change, including any change in constitution, statute, regulation,
or binding interpretation; ¢ legal impediment such as an inability
to obtain or retain a necessary authorization, license, or permit
from a government authority; ¢ nationalization; ¢ payment failure
resulting from failure of or interruption in one or more third-party
payment systems; e riot; ¢ sabotage; ¢ storm; ¢ supplier default;
e telecommunications service failure; * tariff imposition;

e transportation service unavailability; * tornado; * weather in
general; and

TANGO Terms 2019A ROUGH DRAFT 2019-08-19 PAGE 204 OF 691



§57.6

STUDENT EDITION (DRAFT) FALL 2019
NorT a substitute for legal advice FORCE MAJEURE PROTOCOL

2. any other particular examples of force majeure (if any) identified
in the AGREEMENT — it is immaterial if one or more of them also
comes within the scope of subdivision 1 above.

COMMENTARY

The “laundry list” of force-majeure examples in subdivision 1 was drawn
from various agreement specimens.

Concerning economic changes generally, see Kevin Jacobs and Benjamin
Sweet, ‘Force Majeure’ In the Wake of the Financial Crisis, Corp. Coupsel,
Jan. 16, 2014.

In some customer-oriented supply- and service contract forms, labor
difficulties are excluded from the definition of force-majeure event.

This list of examples does not include the so-called “act of God” because of
the vagueness of that term.

Some drafters might want to use the “other particular examples ...” option
in subdivision (b) to specify particular force-majeure risks of concern.

Will force majeure extend any
deadlines for exercising rights?

Yes: IF: One or more properly invoked Force-Majeure Events make

it impracticable or impossible for an Invoking Party to timely exercise

a right under the AGREEMENT; THEN: The time for exercising that right will be
deemed extended for the duration of the delay resulting from the Force-
Majeure Event or Events.

COMMENTARY

This clause addresses a potential gap (depending on one’s perspective) in
many force-majeure clauses. This gap caused fracking companies to lose
a case in New York’s highest court. See Beardslee v. Inflection Energy,
LLC, 25 N.Y.3d 150, 31 N.E.3d 80, 8 N.Y.S.3d 618 (on certification from
Second Circuit), subsequent proceeding, 798 F.3d 90 (2d Cir. 2015)
(affirming judgment of district court). In that case, New York’s highest
court aligned itself with courts in several other “oil” jurisdictions. See id.,
25 N.Y.3d at 159.
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May a party “pull the plug” in response to force
majeure?

Yes: Any party may terminate all going-forward obligations under the
AGREEMENT if the aggregate effect of the relevant Force-Majeure Events:

1. is material considering the AGREEMENT as a whole; and

2. lasts past the 30 days after invocation of force majeure by any
party entitled to do so under the AGREEMENT.

COMMENTARY

The “material considering the AGREEMENT as a whole” language is adapted
from the outsourcing master services agreement in Indiana v. IBM Corp.,
51 N.E.3d 150, 153 (Ind. 2016) (procedural posture too complicated to
summarize here, but IBM got whacked, albeit not as badly as it might
have).

The parties might negotiate different earliest termination dates for
different parties or different situations. For example, in a supply- or
services agreement, the customer might want to be able to “pull the plug”
after a relatively short period, while keeping the supplier “on the hook” for
a longer period.

Q Is there an “economic out” in case of force
majeure?

An Invoking Party is considered not to be reasonably able (or not to have
been reasonably able, as applicable) to avoid a failure of timely
performance resulting from one or more Force-Majeure Events if
avoidance is (or was) not possible at a commercially reasonable cost.

COMMENTARY

This language could be a source of mischief because of the potential for
disputes about what would constitute “a commercially reasonable cost.”
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§ 57.9 Can a subcontractor’s failure
constitute a Force-Majeure Event?

Possibly but not necessarily:
a. Suppose that:

1. an Invoking Party does not timely perform its obligations (or
exercise its rights) under the AGREEMENT; and

2. the Invoking Party’s failure was due to a failure of performance of
a subcontractor or supplier to the Invoking Party.

b. Inthat situation, the Invoking Party’s failure will be excused only if
both of the following are true:

1. the failure by the subcontractor or supplier otherwise qualifies as
one or more Force-Majeure Events; and

2. it was not reasonably possible for the Invoking Party to timely
obtain, from one or more other sources, the relevant goods or
services that were to have been provided by the subcontractor or
supplier.

COMMENTARY

Some customers want provisions like this in in their contracts with
suppliers. (XXX)

§ 57.10 Must an Invoking Party keep other parties up to
date?

a. Ifrequested by another affected party, an Invoking Party will provide
reasonable information, from time to time, about its efforts, if any,
to remedy and/or mitigate the effect of the force majeure.

b. Any party receiving any force-majeure status information from an
Invoking Party must maintain that information in confidence unless and
until the information becomes available to the general public.
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COMMENTARY

CAUTION: Depending on the nature of the contract, a party might not
want to commit to providing force-majeure status reports. For example,
suppose that the force-majeure clause was part of a consumer-services
contract. In that situation, the service provider might well be willing to
update its customers about the status of a force-majeure service outage —
especially in this era of near-instantaneous public criticism on social
media. On the other hand, the provider might equally well not want to
be contractually obligated to provide such status reports.

Subdivision b: A party invoking force majeure might not want its business
made public.

Does a customer have any particular claim to
priority in case of a supplier’s force-majeure
problems?

M No — if a supplier experiences shipping delays as a result of one or
more Force-Majeure Event, the supplier may allocate its available goods or
services to its customers in its discretion.

U Yes — if a supplier experiences shipping delays as a result of one or
more Force-Majeure Event, the supplier must allocate its available goods
and/or services so that the customer will receive at least the same
proportion of those goods and/or services as the customer would have
received before the Force-Majeure Event.

COMMENTARY

The second, unchecked paragraph is inspired by a Honeywell purchase-
order form at XXXX.

Additional commentary about force majeure

Introduction

Force majeure clauses are not uncommon in commercial contracts.
To one degree or another, they mirror the way that the law generally
works anyway in many jurisdictions. The Supreme Court of North
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Dakota provided a useful recap of the (U.S.) law concerning force
majeure:

... Black’s Law Dictionary defines a force majeure clause as
“[a] contractual provision allocating the risk of loss if
performance becomes impossible or impracticable,
esplecially] as a result of an event or effect that the parties
could not have anticipated or controlled.” Black’s Law
Dictionary 718 (9th ed. 2009).

According to 30 Williston on Contracts § 77.31, at 364 (4th
ed. 2004), a force majeure clause is equivalent to an
affirmative defense. “What types of events constitute force
majeure depend on the specific language included in

the clause itself.” Id.

“[N]ot every force majeure event need be beyond
the parties’ reasonable control to still qualify as an excuse.’
Id. at 367.

9

“A party relying on a force majeure clause to excuse
performance bears the burden of proving that the event was
beyond its control and without its fault or negligence.” Id. at

365.

[A] force majeure clause relieves one of liability only where
nonperformance is due to causes beyond the control of
a person who is performing under a contract.

An express force majeure clause in a contract must be
accompanied by proof that the failure to perform was
proximately caused by a contingency and that, in spite of
skill, diligence, and good faith on the promisor’s part,
performance remains impossible or unreasonably
expensive. Id. at 366.

Entzel v. Moritz Sport & Marine 2014 N.D. 12 (extra paragraphing
added, alteration marks by the court).
§ 57.12.2 Are force-majeure clauses even appropriate anymore?

Lawyer Jeff Gordon makes the thought-provoking argument that
“most [force-majeure events] can be planned for ... even something
like terrorism and war (especially when they’re happening right

TANGO Terms 2019A ROUGH DRAFT 2019-08-19 PAGE 209 OF 691


http://law.justia.com/cases/north-dakota/supreme-court/2014/20130157.html

§57.12.3

§ 58

§ 58.1

STUDENT EDITION (DRAFT) FALL 2019
NorT a substitute for legal advice FORUM SELECTION: DELAWARE

now), should be planned for,” and that contracting parties should
have a backup plan for such events. See Jeff Gordon, Things that
shouldn’t count as force majeure (Jan. 5, 2010).

Of course, as a matter of business-risk allocation, parties negotiating
a contract might not want to take the time for detailed planning,
especially if they don’t really know what such detailed plans should
be. In that situation, it might well be a defensible business decision
to use a force-majeure clause instead.

Further reading about force majeure

See, e.g.:

» Michael Polkinghorne and Charles B. Rosenberg, Expecting
the Unexpected: The Force Majeure Clause (WhiteCase.com 2015)
(addresses both common-law and civil-law doctrines);

« Jessica S. Hoppe and William S. Wright, Force Majeure Clauses
in Leases, Probate & Property, March/April 2007, at 8;

« DLA Piper, Force Majeure Clauses — Revisited (DLAPiper.com
2012) (focuses on force majeure clauses in project agreements).

Forum Selection: Delaware

COMMENTARY

Delaware has a highly regarded judicial system that has extensive
expertise and experience in adjudicating business disputes.

(The practice of providing a sensible default value, in case the Term Sheet
doesn’t specify a Selected Forum, is an example of the computer-
programming principle of “failing gracefully.”)

Definition: Selected Forum

The term “Selected Forum” refers to the courts having jurisdiction in the
location forum specified in the heading of this section.
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COMMENTARY

CAUTION: Ambiguity is a possibility here — for example, in New
York City, two different federal district courts (the Southern and Eastern
Districts) have jurisdiction in different boroughs. Likewise, the City of
Houston is so spread out that it extends into multiple counties;
consequently, referring to “the courts of the State of Texas having
jurisdiction in Houston” would cover all of those counties.

Some companies’ boilerplate terms include territory-specific forum
selections (and choice of law)). For example, here’s one from Carson
Wagonlit Travel, archived at https://perma.cc/6RJK-57EM:

18.1 This Agreement shall be exclusively governed by the
exclusive laws of and all disputes relating to this Agreement
shall be resolved exclusively in (i) England and Wales and
governed by English law if the Seller’s registered office is
located in the Europe, Middle East, Africa (EMEA) region;
(ii) Singapore if the Seller’s registered office is located in
Asia Pacific (APAC) region; or (iii) the State of New York,
USA if the Seller’s registered office is located the Americas
region.

What disputes can be heard in the Selected Forum?

If the Term Sheet does not specify otherwise, all disputes arising out of
the AGREEMENT that are not required to be resolved by other means (such
as, for example, arbitration) may be heard in the Selected Forum.

COMMENTARY

“All disputes arising out of the AGREEMENT” is a relatively conservative
wording. At the other extreme would be “all disputes arising out of or
relating to the AGREEMENT or any transaction or relationship resulting
from the parties’ agreement.” (The phrase any transaction or relationship
is informed in part by an arbitration provision seen in cases decided by the
Fifth and Eleventh Circuits respectively; Sherer v. Green Tree Servicing
LLC, 548 F.3d 379, 382-83 (5th Cir. 2008) (reversing denial of motion to
compel arbitration), citing Blinco v. Green Tree Servicing LLC, 400 F.3d
1308, 1310 (11th Cir. 2005) (same).)

In the author’s view, it’s not necessarily a good idea to agree in advance to
a choice of forum that applied to more than just actions “arising out of”
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this Agreement. Here’s a hypothetical example: « Provider licenses its
software to Customer. The license agreement requires any litigation
arising from the agreement to be brought in the city of Customer’s
principal place of business; let’s assume that’s Atlanta. « One day, though,
a different division of Customer, located in, say, Zion (Illinois), rolls out
a new product that performs some of the functions of Provider’s software
and bears a trademark that’s confusingly similar to Provider’s trademark.
9 In that situation, if Provider wanted to sue Customer for trademark
infringement, then Provider might well want to bring the lawsuit in Zion
because of the better availability of witnesses and documents. But Provider
might not be able to do so if the license agreement required all disputes
relating to the license agreement to be brought in Atlanta.

Is the Selected Forum exclusive?

Unless the AGREEMENT clearly states otherwise, the Selected Forum is
permissive and non-exclusive.

COMMENTARY

CAUTION: An exclusive forum-selection provision might be held to trump
an arbitration provision in a prior or “background” agreement. At this
writing there is asplit in the circuits on that point, as discussed at
§ 58.6.10.

May a case be transferred from the Selected Forum?

If the Selected Forum is exclusive, then no party will seek to transfer
a dispute that is properly brought there under this Protocol.

What if the parties also agreed to arbitration?

Even if the AGREEMENT provides that a Selected Forum is exclusive, the
parties do not intend for that provision to negate or limit any provision of
the AGREEMENT, nor of any other agreement between the parties, that
requires:

1. binding arbitration or other non-judicial dispute resolution
procedure; nor
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2. non-binding action to attempt to resolve a dispute by agreement,
such as (for example) escalation of the dispute to higher levels of
the parties’ managements; early neutral evaluation; and/or
mediation.

COMMENTARY

This provision is designed to avoid the risk that an exclusive forum-
selection provision might be held to trump an arbitration provision in
a prior or “background” agreement. At this writing there is a split in the
circuits on that point, as discussed at § 58.6.10.

Additional commentary

Refresher: Legal background of forum-selection provisions

U.S. federal courts routinely enforce forum-selection clauses “unless
extraordinary circumstances unrelated to the case clearly disfavor a transfer.”
Atlantic Marine Construction Co., Inc. v. United States District Court, 571 U.S.
49, 134 S.Ct. 568, 575 (2013); Burger King Corp. v. Rudzewicz, 471 U.S. 462,
472 n.14 (1985); BouMatic LLC v. Idento Operations BV, 759 F.3d 790, 793
(7th Cir. 2014) (vacating and remanding dismissal for lack of personal
jurisdiction).

“It is well established that forum selection clauses are prima facie valid and
should be enforced unless enforcement is shown by the resisting party to be
unreasonable under the circumstances. More specifically, a forum selection
clause should be enforced unless the resisting party can show that enforcement
would be unreasonable and unjust, or that the clause was invalid for such
reasons as fraud or overreaching or that enforcement would contravene
a strong public policy of the forum in which suit is brought, whether declared
by statute or by judicial decision.” Rivera v. Centro Medico de Turabo, Inc.,
575 F.3d 10, 18 (1st Cir. 2009) (affirming dismissal of action based on forum-
selection clause), in part quoting M/S Bremen v. Zapata Off-Shore Co.,
407 U.S. 1, 10, 15 (1972) (internal quotation marks, alteration marks, and
citations by First Circuit omitted).

Likewise, state courts in the U.S. generally honor forum-selection provisions
“unless the party challenging enforcement establishes that such provisions are
unfair or unreasonable, or are affected by fraud or unequal bargaining power.”
Paul Business Systems, Inc. v. Canon U.S.A., Inc., 97 S.E.2d 804, 807-08 (Va.
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1990) (affirming dismissal of complaint) (emphasis added, extensive citations
and internal quotation marks omitted).

See generally Byron F. Egan, Forum-Selection, Jury-Waiver, and Choice-of-
Law  Provisions in  Acquisition Agreements (2018) (archive:
https://perma.cc/3G4L-UVZB).

NOTE: Idaho Code § 29-110(1) makes it against public policy to choose a forum
requiring litigation outside Idaho. In a 2019 opinion citing that statute, Idaho’s
supreme court upheld a lower-court decision ordering arbitration to take place
in that state instead of in Dallas as specified in the parties’ contract, on grounds
that under the contract’s choice of Texas law, the Dallas forum-selection clause
was unenforceable. T3 Enterprises, Inc. v. Safeguard Bus. Sys., Inc., No. 45093,
slip op. at part IV.B (Idaho Feb. 21, 2019).

CAUTION: China might be a special case

Anyone drafting a contract with a Chinese counterparty should consider:

e whether the contract meets the language- and governing-law
requirements of Chinese law to make the contract enforceable by
a Chinese court (discussed in the [TO DO: LINK] governing-law
section); and

e if not, whether the counterparty has sufficient reachable assets in
a more-friendly jurisdiction (because Chinese courts purportedly won’t
enforce foreign judgments or arbitration awards).

Caution: Saying “the courts of”
a jurisdiction could be problematic

Drafters should be careful about specifying that lawsuits are to be heard “in the
courts of” the specified forum location. A U.S. court might find that such
language precluded the defendant from removing the suit to federal court. That
happened in Doe 1 v. AOL, LLC, 552 F.3d 1077, 1081-82 (9th Cir. 2009) (per
curiam). (The appeals court also held that the forum-selection clause was
unenforceable.)
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Caution: The term “shall be subject to”
might confer exclusive jurisdiction

In an English case, a Hong Kong freight forwarder used its standard bill-of-
lading form in accepting cargo for shipment from China to Venezuela. The form
provided in part that “[t]his Bill of Lading and any claim or dispute arising
hereunder shall be subject to English law and the jurisdiction of the English
High Court of Justice in London.” The UK Court of Appeal, after reviewing case
law concerning similar language, held that the bill of lading’s wording
conferred exclusive jurisdiction on the English courts. Hin-Pro International
Logistics Limited v Compania Sud Americana De Vapores S.A. [2015] EWCA
Civ 401 194, 61-78. (Hat tip: Mark Anderson, who in his write-up makes
additional observations about the case.)

A court might not honor the parties’
agreement to an improper forum

In many American states, a statute specifies the location where a lawsuit must
be brought. Typically, this will be either the county where the plaintiff resides
or the county where the defendant resides.

If a contract’s forum-selection clause specifies a county that does not meet the
statutory requirement, a court might refuse to enforce the forum selection.
This happened in A&D Envt’l Serv., Inc. v. Miller, No. 14 CVS 6328 (N.C. App.
Apr. 7, 2015) (affirming denial of defendant’s motion to enforce forum-
selection clause). The A&D court noted, though, that “a forum selection clause
which favored a court in another State was enforceable ....” Id., slip op. at 4
(emphasis in original, citation and internal quotation marks omitted).

A forum-selection clause might be
disregarded for policy-based reasons

Courts will sometimes refuse to honor a contract’s forum-selection clause if the
clause offends a strong public policy of the forum location. For example:

Doe 1v. AOL, LLC, 552 F.3d 1077, 1084 (9th Cir. 2009): a group of users of the
America OnLine (AOL) service sued AOL in California and sought class-action
status. The AOL user agreement required all disputes to be litigated in Virginia.
Citing the forum-selection clause, afederal district court in California
dismissed the case but said it could be re-filed in Virginia state courts as
required by the user agreement.
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The federal appeals court disagreed. It held that California had a strong public
policy favoring class-action relief, noting that such relief was not available in
Virginia state courts. Therefore, said the appeals court, “the forum selection
clause in the instant member agreement is unenforceable as to California
resident plaintiffs bringing class action claims under California consumer law.”

In re AutoNation, Inc., 228 S.W.3d 663 (Tex. 2007): this Texas case had a very
different outcome: a Florida-based car dealer filed suit, in Florida, against
a former employee who lived in Texas and had worked for the car dealer there.
The former employee’s employment agreement contained a choice-of-law
clause calling for Florida law to apply, together with a forum-selection clause
requiring any litigation to take place in Florida.

Before learning of the Florida action, the former employee sued the car dealer
in Texas, seeking a declaratory judgment that the non-competition covenant of
the employment agreement was unenforceable under prior Texas supreme
court precedent. Granting a writ of mandamus, the Texas supreme court ruled
that while it was not questioning the validity of its prior precedent, it would
still enforce the “freely negotiated” [sic] forum-selection clause to allow the
first-filed suit in Florida to proceed.

(Thanks to my then-student Glen Tedham for alerting me to this case.)

For additional discussion and case citations, see generally Paulo B. McKeeby,
Solving the Multi-State Non-Compete Puzzle Through Choice of Law and
Venue (2012).

QUESTION: On the AutoNation facts, what are the odds that the Florida court
would have applied Texas law, given that the contract included a Florida
choice-of-law clause?

Caution: A Massachusetts forum
might be dangerous for defendants

If a contract specifies Massachusetts as the forum state for litigating disputes,
the defendant might find that its bank account and other assets have been
“attached” even before trial if the plaintiff can show a likelihood of success on
the merits. See Shep Davidson, When an Out-of-State Company Can Be Sued
in Massachusetts and Why You Should Care (2013).
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An exclusive-forum clause is a hand grenade:
It might be thrown back at you

Consider this not-so-hypothetical example:

e You're helping to negotiate a contract between your client, “Alice,” and
another party, “Bob.”

e Your draft contract is a tough one; among other things, it contains an
exclusive-jurisdiction forum clause that requires all litigation to be
conducted in Alice’s home-court jurisdiction.

e In negotiating the contract, Bob’s counsel says, sure, an exclusive-
jurisdiction clause is fine with us — but the exclusive jurisdiction has to
be Bob’s home court, not Alice’s.

In that case, if Bob has more bargaining power, your proposal of a tough first-
draft contract might have created problems for your client Alice.

This actually happened to aclient of the author: In a negotiation of a big
commercial deal, the client had forwarded its standard form contract — which
I hadn’t written — to a prospective customer that had significantly-more
bargaining power than my client did. The customer’s lawyer saw the forum-
selection clause, and said we needed to turn it around so that the exclusive
forum would be the customer’s home city. Fortunately, the customer’s lawyer
went along with my suggestion that we just drop the forum-selection clause
entirely.

An exclusive-forum clause might
be tactically disadvantageous

Back to our Alice-and-Bob hypothetical: Now imagine that Alice prevailed on
Bob to accept an exclusive-jurisdiction forum clause, specifying that all
litigation will be in Alice’s home jurisdiction. And imagine that years (or days)
after signing the contract, Alice wanted to seek a temporary restraining order
or preliminary injunction against Bob. That might be, for example, because
Bob appeared to be violating a confidentiality clause requiring him to keep
Alice’s information secret.
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In that case, Alice might well be better off suing Bob in his own home
jurisdiction, because:

e In kicking off the lawsuit, it’s likely that Alice will be able to complete
the necessary service of process on Bob more quickly in his own home
court.

e If Alice had to court to compel Bob to produce documents or witnesses,
Bob would probably have a harder time resisting an order from a judge
in Bob’s own home jurisdiction.

e Even if Alice were successful in getting a court to issue an injunction
affecting Bob, the injunction likely wouldn’t take effect until it has been
formally served on Bob; service might well be quicker and easier in
Bob’s home jurisdiction.

e if Bob violated the injunction, Alice probably would be able to haul him
back more quickly into court for contempt proceedings in his own home
jurisdiction.

So: Alice should think twice before insisting that Bob agree to exclusive
jurisdiction in Alice’s home court.

Moreover, asking for — or insisting on — a forum-selection clause might fall into
the category of “be careful what you wish for,” because the courts in the forum
state might decide matters differently than what you expected.
A Massachusetts company learned a painful lesson in that regard in Taylor v.
Eastern Connection Operating, Inc., discussed here.

Caution: An exclusive-forum clause
might wipe out an arbitration provision

An exclusive forum-selection provision might be held to trump an arbitration
provision in a prior or “background” agreement. At this writing there is a split
in the circuits on that point:

The Second and Ninth Circuits have held that an exclusive forum-selection
clause does trump an arbitration provision. See Goldman, Sachs & Co. v.
Golden Empire Schools Financing Authority, 764 F.3d 210 (2d Cir. 2014), in
which the appeals court affirmed a trial court’s grant of Goldman’s motion to
enjoin FINRA arbitration, on grounds that the forum-selection clauses in the
parties’ agreements superseded the arbitration provision (hat tip: Michael
Oberman); see also Goldman, Sachs & Co. v. City of Reno, 747 F.3d 733, 736

TANGO Terms 2019A ROUGH DRAFT 2019-08-19 PAGE 218 OF 691


http://en.wikipedia.org/wiki/Service_of_process
http://www.commondraft.org/#GovLawBackfire
https://scholar.google.com/scholar_case?case=2825828000023343327
https://scholar.google.com/scholar_case?case=2825828000023343327
http://www.finra.org/ArbitrationAndMediation/
http://www.linkedin.com/pub/michael-oberman/24/375/340
http://www.linkedin.com/pub/michael-oberman/24/375/340
https://scholar.google.com/scholar_case?case=6666620474436630724

§ 59

STUDENT EDITION (DRAFT) FALL 2019
NorT a substitute for legal advice FRANCHISE-LAW BENEFITS WAIVER

(oth Cir. 2014), where the appeals court reversed a denial of preliminary
injunction and final judgment on the same grounds.

In contrast, the Fourth Circuit has held that an exclusive forum-selection
clause does nottrump an arbitration clause, on grounds that the forum-
selection clause referred to litigation, not arbitration, and “we believe that it
would never cross a reader’s mind that the [forum-selection] clause provides
that the right to FINRA arbitration was being superseded or waived.” UBS Fin.
Servs., Inc. v. Carilion Clinic, 706 F.3d 319, 329-30 (4th Cir. 2013); see
also UBS Sec. LLC v. Allina Health Sys., No. 12—2090, 2013 WL 500373 (D.
Minn. Feb. 11, 2013) (following Carilion Clinic).

In a similar vein was a Hawai’i supreme court case, Narayan v. Ritz Carlton
Dev. Co., where acondominium purchase agreement said that venue for
litigation would be in a specified court in Hawai’i. But the purchase agreement
incorporated a condominium declaration, which contained an arbitration
clause. The Hawai’i supreme court ruled that this inconsistency meant that the
arbitration clause was unenforceable. (The court also held that the arbitration
clause was unconscionable because it prohibited discovery and punitive
damages.) Narayan v. Ritz-Carlton Development Co., 135 Haw. 327, 350 P.3d
995, 1003 (2015), cert. granted, vacated, and remanded, 136 S. Ct. 800
(2016), on remand, 140 Haw. 343, 400 P.3d 544 (2017) (reinstating original
holding, this time solely on unconscionability grounds).

Franchise-Law Benefits Waiver

a. The parties do not intend for anything in the AGREEMENT to
be construed as making any party a franchisee of the other party.

b. Each party WAIVES the benefit of any state or federal statutes dealing
with the establishment and regulation of franchises.

COMMENTARY

In some jurisdictions, this waiver will be unenforceable or even void; see,
e.g., Cal. Corp. Code § 31512: “Any condition, stipulation or provision
purporting to bind any person acquiring any franchise to waive
compliance with any provision of this law or any rule or order hereunder
is void.” Even so, language like this is still sometimes seen in contracts.
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Free Trade Agreement and Drawbacks

COMMENTARY

This article draws on ideas seen in § 2.4 of a Honeywell purchase-order
form archived at https://perma.cc/CUV6-NKTY.

When would this article be relevant?

a. This article relates to orders for deliverables, submitted by a party
(“Customer”) and accepted by another party (“Supplier”).

b. This article will apply if some or all the deliverables are eligible for one
or more “Special Benefits,” namely the following:

1. special status under a free trade agreement;
2. drawbacks; and/or

3. any similar industrial benefit from a governmental authority.

COMMENTARY

A “drawback” is, according to one explanation, “[a] partial refund of an
import fee. Refund usually results because goods are re-exported from the
country that collected the fee.” Supply Chain Glossary (scm-portal.net).

What will Supplier do for Customer?

At no extra charge, Supplier will provide Customer with:

1. all paperwork reasonably requested by Customer, such as
certificates of origin and the like, to help Customer to claim the
Special Benefit, where Supplier can provide without undue burden
or expense; and

2. all cooperation reasonably requested by Customer in connection
with Customer’s efforts to obtain the Special Benefit.
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COMMENTARY

The qualifier, “ reasonable cooperation,” leaves it open how much Supplier
is obligated to do without compensation in addition to the price of the
ordered goods.

Freedom of Action Commitment

Unless the AGREEMENT clearly states otherwise, neither party will assert that
the AGREEMENT:

1. obligates any party to enter into any other agreement,
relationship, or transaction;

2. precludes any party from doing any kind of business with anyone
else; nor

3. requires any party to restrict the assignment of its employees or
other personnel.

COMMENTARY

This is a roadblock clause, of a kind seen in, for example, section 3 of an
AT&T nondisclosure agreement (archived at http://perma.cc/G974-
2ZH5).

Gender references

When necessary, unless the context clearly requires otherwise, any
gender-specific or gender-neutral term in the AGREEMENT (for example, he,
she, it, etc.) is to be read as referring to any other gender or to no gender.

COMMENTARY

Usage definitions along these lines are sometimes seen in longer contracts.

General Representations

a. Each party represents to each other party that, so far as the
representing party is aware, the following assertions are true:
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1. The representing party has the legal power to enter into and
perform its obligations under the Party without obtaining any
approval not already obtained.

2. Insubdivision a.1, the representing party’s legal power includes,
without limitation, the power to make any grant that the
representing party makes in or under the AGREEMENT.

3. The representing party is not a party to any agreement — nor is
the representing party involved in any pending litigation or other
claim — that could reasonably be regarded as posing a risk of
materially interfering with the representing party’s performance of
its obligations under this Agreement.

b. The representing party has M not necessarily made any particular
inquiry 1 has made a reasonable inquiry concerning the matters set forth
in subdivision a.

COMMENTARY

Representations and warranties are similar, but in American law they
have some significant differences, discussed in the Representations and
Warranties entry

Some agreements routinely include more-detailed “reps and warranties”
of this kind; see, for example, the merger agreement between United
Airlines and Continental Airlines, at the SECs EDGAR Website,
https://www.sec.gov/Archives/edgar/data/100517/0000950157100005
87/ex2-1.htm.

Some representations use phrasing such as “to A’s knowledge,
X is true” — this is unwise, in the author’s view, because it could
be argued to mean that A is implicitly representing that A in fact has
knowledge that X is true. It’s likely to be safer to use the phrasing in the
text, namely, “so far as A is aware ....”

Subdivision a.1: An organization’s legal power to take particular actions
might require approval by the organization’s shareholders (if
a corporation), members (if an LLC), limited partners (if alimited
partnership), etc. Due diligence might entail examining the organization’s
governing documents (articles of incorporation, -certificate of
incorporation, etc.) and/or governing statute(s).
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Subdivision a.2: A drafter might want to add a covenant along the
lines of: “During the term of this Agreement, neither party will enter into
any agreement that would interfere with that party’s performance of its
obligations under this Agreement.”

Good cause (commentary)

Executives’ employment agreements commonly prohibit the employer from
terminating the employment except for “cause,” which is typically defined with
great care. See, e.g., the 2012 employment agreement between Facebook and
its chief operating officer Sheryl Sandberg.

In a Seventh Circuit case, the contract in suit defined good cause, allowing
a dairy-equipment to terminate a dealership, as “Dealer’s failure to comply
substantially with essential and reasonable requirements imposed upon Dealer
by BouMatic.” Tilstra v. BouMatic LLC, 791 F.3d 749, 751 (7th Cir. 2015)
(Posner, J).

Good Faith Definition

The term good faith refers to conduct that both (1) is honest in fact and
(2) comports with reasonable commercial standards of fair dealing in the
trade.

Commentary

This language is a blend of: « Restatement of Contracts (Second) § 205,
which states: “Every contract imposes upon each party a duty of good faith
and fair dealing in its performance and its enforcement”; and « Uniform
Commercial Code § 1-304, which imposes a duty of good faith on all
contracts and duties within the UCC, and § 2-103(b), which defines good
faith (in the case of a merchant) as “honesty in fact and the observance of
reasonable commercial standards of fair dealing in the trade.”

Why bother? This definition follows the W.I.D.D. principle: When In
Doubt, Define, because, as the [U.S.] Supreme Court has noted, “[w]hile
most States recognize some form of the good faith and fair dealing
doctrine, it does not appear that there is any uniform understanding of the
doctrine’s precise meaning. The concept of good faith in the performance
of contracts is a phrase without general meaning (or meanings) of its own.”
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Northwest, Inc. v. Ginsberg, 572 U.S. 273, 134 S. Ct. 1422, 1431, at part III
(2014) (cleaned up; extensive citations omitted).

“English law has traditionally resisted implying an obligation to act in ‘good
faith’ into commercial contracts. However, since 2013, in a number of first
instance decisions, the English Courts have implied such a duty into ‘relational
contracts’. The latest case of Alan Bates & Ors v Post Office Ltd [2019] EWHC
606 provides guidance on the types of circumstances in which a contract will
be classified as a ‘relational contract’, which may have the effect of requiring
the parties to act in good faith in the performance of their obligations under
English law.” John Gilbert et al., Obligations of Good Faith in JOAs - The
Impact of Recent Decisions on ‘Relational Contracts’ (JDSupra 2019). (“JOA”
stands for “joint operating agreement” as used in the international upstream
oil and gas exploration and production industry.)

Legal background

“The doctrine [of good faith and fair dealing] is invoked in practically every
type of commercial contract dispute, including insurance, employment
contracts, franchise and dealer contracts, leases, and construction disputes.”
Marcia G. Madsen and Michelle E. Litteken The Implied Duty of Good Faith &
Fair Dealing in Government & Commercial Contracts — An Age-Old Concept
in Need of an Update? at 6 (MayerBrown.com 2014.)

In many — but not all — U.S. jurisdictions, and in Canada, every contract
includes an implied covenant of good faith and fair dealing. See, e.g., the
following;:

e Uniform Commercial Code § 1-304, which imposes a duty of good faith
on all contracts and duties within the UCC;

e UCC § 2-103(b), which defines good faith (in the case of a merchant) as
“honesty in fact and the observance of reasonable commercial
standards of fair dealing in the trade”;

e Restatement of Contracts (Second) § 205, which states: “Every contract
imposes upon each party a duty of good faith and fair dealing in its
performance and its enforcement”;

e For Canada: Bhasin v. Hrynew, 2014 SCC 71 [2014] 3 S.C.R. 495
(Canada).

UK courts, on the other hand, have rejected the notion of a general duty of good
faith and fair dealing, on grounds that “if a general principle of good faith were
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established it would be invoked as often to undermine as to support the terms
in which the parties have reached agreement.” Paul Davis, English Court Of
Appeal Rejects The “Organizing Principle Of Good Faith” (Mondaq.com
2016), quoting MSC Mediterranean Shipping Company S.A. v. Cottonex
Anstalt, [2016] EWCA Civ 789 1 45; see also Claire Haynes, What Does A Duty
To Act In Good Faith Mean? (Mondaq.com 2017).

Business rationale for good-faith commitment

In Bhasin v. Hrynew, 2014 SCC 71[2014] 3 S.C.R. 495, Canada’s supreme court
explained the business rationale for implying an obligation of good faith:

[60] Commercial parties reasonably expect a basic level of
honesty and good faith in contractual dealings. While
they [the parties] remain at arm’s length and are not
subject to the duties of a fiduciary, a basic level of honest
conduct is necessary to the proper functioning of
commerce.

o The growth of longer term, relational contracts that
depend on an element of trust and cooperation clearly
call for a basic element of honesty in performance,

o but, even in transactional exchanges, misleading or
deceitful conduct will fly in the face of the
expectations of the parties|.]

[61] ... [E]mpirical research suggests that commercial
parties do in fact expect that their contracting parties will
conduct themselves in good faith[.]

It is, to say the least, counterintuitive to think that
reasonable commercial parties would accept a contract
which contained a provision to the effect that they were not
obliged to act honestly in performing their contractual
obligations.

Id. at 19 60-61 (citations omitted, bracketed paragraph numbers in original,
extra paragraphing and bullets added).
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Examples of bad faith

The Restatement of Contracts lists examples of conduct that would breach the
duty of good faith:

A complete catalogue of types of bad faith is impossible,
but the following types are among those which have been
recognized in judicial decisions:

o evasion of the spirit of the bargain,

o lack of diligence and slacking off,

o willful rendering of imperfect performance,
o abuse of a power to specify terms, and

o interference with or failure to cooperate in the other
party’s performance.

RESTATEMENT OF CONTRACTS (SECOND) § 205, cmt. d, quoted in Marcia G.
Madsen and Michelle E. Litteken The Implied Duty of Good Faith & Fair
Dealing in Government & Commercial Contracts — An Age-Old Concept in
Need of an Update? at 1 (MayerBrown.com 2014). See also, e.g., Steven J.
Burton, Good Faith in Articles 1 and 2 of the U.C.C.: The Practice View, 35 Wm.
& Mary L. Rev. 1533 (1994),

In a 2016 decision, Massachusetts’s highest court upheld a trial court’s award
of $44 million in damages and interest against a financial company’s CEO on
grounds that the CEO had violated the implied covenant of good faith and fair
dealing by failing to pay an investor and friend who had staked the CEO to more
than $650,000 to buy additional shares in the company. See Robert and Ardis
James Foundation v. Meyers, 474 Mass. 181 (2016), reversing 87 Mass. App.
Ct. 85 (2015).

Should a contract try to define good faith?

The [U.S.] Supreme Court has noted that:

While most States recognize some form of the good faith
and fair dealing doctrine, it does not appear that there is
any uniform understanding of the doctrine’s precise
meaning. The concept of good faith in the performance of
contracts is a phrase without general meaning (or
meanings) of its own.
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Of particular importance here, while some States are said to
use the doctrine to effectuate the intentions of parties or to
protect their reasonable expectations, other States clearly
employ the doctrine to ensure that a party does not violate
community standards of decency, fairness, or
reasonableness.

Northwest, Inc. v. Ginsberg, 134 S. Ct. 1422, 1431, at part III (2014) (internal
quotation marks, alteration marks, and extensive citations omitted).

Parties’ use of a good-faith standard, though, itself usually results from their
inability (or unwillingness to invest the time and money) to compile an
exhaustive list of what will constitute a particular type of breach. Two
commentators have proposed that:

... “good faith” is interpreted by the law as meaning honesty
in fact and the observance of reasonable commercial
standards of fair dealing. We have suggested that the
parties agree to such a standard when they wish to harness
the benefit of a court’s hindsight and to address the risk
that the debtor will game specific events of default. It is
tempting to argue, nonetheless, that this vague standard of
good faith—standing alone—is simply not verifiable or is too
uncertain.

Robert E. Scott and George G. Triantis, Anticipating Litigation in Contract
Design, 115 Yale L.J. 814, 852 (2006) (footnotes omitted). The authors discuss
several examples in which this is the case, such as acceleration rights in loan
agreements; franchisee obligations; force majeure; and liquidated
damages. See id. at 852-56.

Good faith in performance, not negotiation, of the contract

The implied duty of good faith and fair dealing will normally apply (if at all) to
the performance and enforcement of an agreement, not to negotiation of the
agreement (unless the agreement obligates one or both parties to negotiate in
good faith). See generally Marcia G. Madsen and Michelle E. Litteken The
Implied Duty of Good Faith & Fair Dealing in Government & Commercial
Contracts — An Age-Old Concept in Need of an Update? ats
(MayerBrown.com 2014).
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§ 65.1.6 Limitations on the duty of good faith

The Supreme Court of Canada discussed some of the limitations of the duty of
good faith (in Canadian law) in the important case of Bhasin v. Hrynew,
2014 SCC 71 [2014] 3 S.C.R. 495:

[65] ... While “appropriate regard” for the other party’s
interests will vary depending on the context of the
contractual relationship, it does not require acting to serve
those interests in all cases. It merely requires that a party
not seek to undermine those interests in bad faith. This
general principle has strong conceptual differences from the
much higher obligations of a fiduciary. Unlike fiduciary
duties, good faith performance does not engage
duties of loyalty to the other contracting party or a
duty to put the interests of the other contracting
party first.

[70] The principle of good faith must be applied in a
manner that is consistent with the fundamental
commitments of the common law of contract which
generally places great weight on the freedom of
contracting parties to pursue their individual self-
interest. In commerce, a party may sometimes cause loss
to another — even intentionally — in the legitimate pursuit
of economic self-interest[.] Doing so is not necessarily
contrary to good faith and in some cases has actually been
encouraged by the courts on the basis of economic
efficiencyl.]

The development of the principle of good faith must be
clear not to veer into a form of ad hoc judicial moralism or
“palm tree” justice. In particular, the organizing principle
of good faith should not be used as a pretext for scrutinizing
the motives of contracting parties.

Id. (citations omitted, extra paragraphing added).
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Governing Law: State of New York

COMMENTARY

Specifying a default jurisdiction (namely, New York law) in case of
a drafting error (namely, adopting this Option but failing to specify
a jurisdiction) follows the computer-programming principle of “failing
gracefully.”

A superb resource on the subject of choice-of-law provisions is John F.
Coyle, The Canons of Construction for Choice-Of-Law Clauses, 92 WASH.
L. REV. 631 (2017), archived at https://perma.cc/NQ7Q-VAJV.

What disputes does the Governing Law cover?

The law of the jurisdiction specified in the heading of this Governing Law
section is to apply in any dispute arising out of or relating to any of the
following;:

1. The AGREEMENT itself;

2. any transaction or relationship resulting from the AGREEMENT;
and/or

3. any alleged fraudulent inducement to enter into the AGREEMENT.

COMMENTARY

The reference to fraudulent inducement borrows from model language in
Byron F. Egan, Forum-Selection, Jury-Waiver, and Choice-of-Law
Provisions in Acquisition Agreements (2018) (archive:
https://perma.cc/3G4L-UVZB), at part V, text accompanying note 105.

Is governing-law ping pong (i.e., renvot) allowed?

The Governing Law is to be applied without regard to conflicts-of-law rules that
might otherwise result in the application of the law of another jurisdiction.

COMMENTARY

The “without regard to conflicts-of-law rules” language addresses the
renvoi issue: The law of the chosen jurisdiction might include conflict-of-
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law provisions that, at least in theory, could cause a different jurisdiction’s
substantive rules to be applied.

On a somewhat-related note, see T3 Enterprises, Inc. v. Safeguard Bus.
Sys., Inc., 435 P.3d 518 (Id. 2019) (affirming denial of motion to vacate or
modify arbitration award): In that case, the Idaho supreme court held that
the agreement’s choice of Texas law required arbitration in Idaho, not in
Dallas as the agreement’s forum-selection clause stated. “[T]he district
court stated that a Texas court would consider Idaho’s strong public policy
against forum selection clauses as evidenced in Idaho Code section 29-
110(1), and thus not enforce the forum selection clause. ... the district court
did not err when it determined the forum selection clause was
unenforceable under Texas law.” Id. at 528-29.

How does the Governing Law relate to arbitration?

a. This section applies if the AGREEMENT also requires arbitration of some
or all disputes.

b. Any such arbitration is to be governed by the Governing Law unless
the arbitration agreement expressly provides for a different arbitral law; in
that case, the stated arbitral law will govern.

c. Hypothetical example: Suppose that:
1. the AGREEMENT specifies Texas for the the Governing Law;

2. but the AGREEMENT also specifies that New York law will apply as
the arbitral law.

In that situation, any arbitration pursuant to that provision would be
governed by New York arbitration law and, if applicable, the U.S. Federal
Arbitration Act, and not by Texas arbitration law.

Are any laws excluded?

U The United Nations Convention on Contracts for the International Sale
of Goods will not apply.

W The Uniform Computer Information Transactions Act (“UCITA”) will not
apply.
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COMMENTARY

The United Nations Convention on Contracts for the International Sale of
Goods (“UN CISG” or “Vienna Convention”), in some ways, amounts to an
international version of the U.S. Uniform Commercial Code, but with
some nontrivial differences. See generally the Wikipedia article on the UN
CISG; for a comparison of the Uniform Commercial Code and the UN
CISG, see John C. Tracy, UCC and CISG (Jul. 5, 2011).

The Uniform Computer Information Transactions Act (“UCITA”) is (was?)
a controversial proposed uniform law. It was enacted only in Maryland
and Virginia, and otherwise appears to be essentially dead. See generally
the Wikipedia article on UCITA. Section 104 of UCITA allows parties to
a contract to “opt out” of the Act’s applicability — and going even farther,
some states have enacted so-called “bomb-shelter” legislation voiding any
contractual choice of law that would result in UCITA being applied.
According to materials published by an advocacy group calling itself
AFFECT, Americans for Fair Electronic Commerce Transactions, such
legislation has been enacted in Iowa, North Carolina, Vermont, and West
Virginia.

Additional commentary

Legal background of choice-of-law provisions

In the U.S., courts typically enforce choice-of-law provisions in
a contract — with exceptions, as noted in the discussion below. In fact:

A California statutory provision expressly validates a contractual choice of
California law for non-personal contracts having a value of at least $250,000,
even if there is no relationship between the contract and California. See Cal.
Civ. Code 1646.5. (Of course, a non-California court might not give effect to
that provision, as discussed below.)

By statute, some other states have declared that a written contract’s choice of
the law of the state is valid, even without any other connection to the state. See,
e.g., 6 DEL. CODE ANN. 2708; FLA. STAT. 685.101; 735 ILL. COMP. STAT. 105/5-
5; NY GEN. OBLIG. L. 5-1401; OHIO REV. CODE ANN. 2307.39; TEX. BUS. & COM.
CODE § 271.001 et seq.

New York courts won’t even undertake a conflict-of-law analysis when the
parties have agreed to a choice of law. See Ministers and Missionaries Benefit
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Bd. v. Snow, 26 N.Y.3d 466, 45 N.E.3d 917, 25 N.Y.S.3d 21 2015 NY Slip Op
09186, on certification from 780 F.3d 150 (2d Cir. 2015).

See generally Byron F. Egan, Forum-Selection, Jury-Waiver, and Choice-of-
Law  Provisions in  Acquisition Agreements (2018) (archive:
https://perma.cc/3G4L-UVZB), part V, n.100 & accompanying text.

But: Public policy might trump a choice-of-law clause

A court might not give effect to a governing-law clause in a contract if doing so
would lead to a result that contravened a fundamental public policy of the law
of the jurisdiction in which the court sits. Here are some examples.

In New York, a non-solicitation provision in an employment agreement (as in,
no soliciting our customers after you leave), purporting to bind an employee
in that state, is judged by New York law, not the governing law stated in the
employment agreement. Brown & Brown, Inc. v. Johnson, 25N.Y.3d 364,
34 N.E.3d 357, 12 N.Y.S.3d 606 (2015) (affirming, in pertinent part, judgment
that choice-of-law clause was unenforceable in respect to non-solicitation
clause).

Pathway Medical Technologies, Inc. v. Nelson, No. CV11-0857 PHX DGC (D.
Ariz. Sept. 30, 2011): a medical-device sales representative quit his job in
Arizona and started working for a direct competitor of his former company. So,
the former company filed a lawsuit in federal court in Arizona. The former
company wanted to enforce a non-competition covenant in the sale rep’s
employment agreement; it asked the court for an immediate temporary
restraining order (TRO) to prohibit the sales rep from working for the
competitor.

The Arizona federal court refused to grant the requested restraining order. The
court recognized that the employment agreement’s governing-law clause
specified that the law of Washington state would apply. But, said the Arizona
court, in this area the laws of Arizona gave more weight to employees’ right to
earn a living than did Washington law, and this was an area of fundamental
public policy for Arizona law. Consequently, the court refused to give effect to
the agreement’s choice of Washington law; the court also held that under
Arizona law, the sales rep’s non-competition covenant was unenforceable.

Narascyan v. EGL Inc., 616 F.3d 895 (9th Cir. 2010): a California truck driver
sued the Texas-based trucking company for which he worked for violating
California employment law. The driver’s contract with the company specified
that Texas law would apply and said that the driver was an independent
contractor, not an employee.
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A California federal court granted summary judgment in favor of the employer.
The court reasoned that Texas law governed, as required by the contract.
Applying Texas law to the facts of the case, the court concluded that the driver
was indeed an independent contractor and therefore could not sue the
company for violating California employment law.

The federal appeals court, though, reversed. It held that California courts
would not give effect to the contract’s choice of Texas law, but instead would
apply California law. Under California law, said the appeals court, the driver
was really an employee, not an independent contractor, and therefore could
properly sue the trucking company for violating California employment law.

Dinan v. Alpha Networks, Inc., 764 F.3d 64 (1st Cir. 2014) (vacating judgment
on jury verdict): The parties were a Maine-based sales representative and his
employer, a California company. The sales rep’s employment agreement
included a California choice-of-law clause. The company failed to pay
commissions on certain sales. The appeals court held that Maine law governed,
and therefore the sales rep was entitled, not only to back commissions, but also
to treble damages and attorney fees under a Maine statute.

But see Exxon Mobil Corp. v. Drennen, 452 SW.3d 319 (Tex. 2014): The
Supreme Court of Texas held that it was permissible for Exxon Mobil to choose
New York law for its employee stock-option and restricted-stock programs,
because multi-national companies should be able to choose the laws they want
to follow, in the interest of uniformity. (OK, the “choose the laws they want to
follow” part does overstate the court’s holding just a bit, but not by much; the
court arguably opened the door wide for corporations to purport to impose
onerous terms and conditions on their employees while using a choice-of-law
clause to strip the employees of their legal protections.)

Which governing law to choose?

Drafters wondering which governing law to choose should give some thought
to the specifics of the laws being considered. Several years ago the author
started a choice-of-law cheat sheet for U.S. states (still a work in progress) that
might be helpful.

In international transactions, a party from a jurisdiction with a civil code (e.g.,
continental Europe; Latin America) might be reluctant to agree to the law of
a common-law country (e.g., England and its former colonies), or vice versa.
Those parties might find the UN CISG (discussed below) to be somewhat of
a “neutral” choice.
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English law is often chosen for multi-national transactions. See, e.g., Melanie
Willems, English Law — aLove Letter (AndrewsKurth.com 2014), which
contrasts England’s common-law foundation with the civil law found on the
Continent.

For an overview of different laws concerning various industry categories, see
Thierry Clerc, International Contracts: From choosing applicable law to
settling disputes (EuroJuris.net 2016), archived at https://perma.cc/U54S-
QMBH.

Choose the law of the agreed forum?

If the parties are also going to agree to a choice of forum — about which see the
Forum Selection entry — then they might want to choose the law of the agreed
forum as their governing law. That could increase the chances of having their
choice of law enforced in a dispute.

For example: the parties might agree to New York law, in part to take advantage
of the statutory provision validating clauses requiring amendments to be in
writing in certain contracts (see the Amendments and Waivers Protocol).
A New York court would seem to be more likely to give effect to that provision,
and thus to an amendments-in-writing clause, than might a court in another
jurisdiction.

CAUTION: China might be a special case

At the China Law Blog, Dan Harris asserts that as a practical matter, Chinese
courts:

e will not enforce a contract unless the contract is written in Chinese and
the governing law is Chinese;

¢ will not enforce judgments of other nations’ courts in contract lawsuits;
and

e are unlikely to enforce arbitration awards from non-Chinese
jurisdictions.
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A governing-law clause might backfire

Specifying the law that you want to govern your contract, or your contractual
relationship, might lead to unexpected results.

Consider the case of Taylor v. Eastern Connection Operating, Inc., 465 Mass.
191 (2013): this was an overtime case; a group of couriers, working in New York
as couriers for a Massachusetts-based company, sued the company in
Massachusetts. These New-York based couriers claimed to be entitled to the
protection of Massachusetts statutes governing independent contractors,
wages, and overtime.

Normally, people who file employment-type lawsuits against their companies
tend to do so in their own home jurisdictions. That’s understandable; the
home-court advantage is not to be sneezed at — and it’s also why companies
like for their contracts to specify their home court for any lawsuits.

Well, that’s just what had happened here: the courier company had used
a standard form for its contracts with its New York courier personnel. The
contract form stated that Massachusetts law would apply and that all disputes
would be litigated in Massachusetts.

When confronted by an actual employee lawsuit in the forum it had specified,
the company moved to dismiss the case — and the Massachusetts trial court
granted the motion — on theory that the employment laws of Massachusetts
did not apply to people who worked in New York.

The Massachusetts supreme court disagreed; it reversed the trial court’s
decision, giving an interim win to the New York-based courier personnel. The
supreme court held that it would not be unfair to enforce the courier company’s
own forum-selection and governing-law clauses against the company.
Moreover, said the supreme court, enforcement of those clauses would not
contravene a fundamental policy of the state of New York, where the couriers
actually worked.

The supreme court said that the trial court would need to conduct an
evidentiary hearing to determine whether, on the facts of the case, the forum-
selection and governing-law clauses should be enforced. The court remanded
the case to the trial court for further proceedings.

To similar effect was another Massachusetts case, Dow v. Casale, 83 Mass. App.
Ct. 751 (2014): a Florida-based employee of a Massachusetts-based company
successfully sued the CEO of his employer — personally — for unpaid sales
commissions and other amounts, under a Massachusetts statute that created
a private right of action. The employment agreement stated that Massachusetts
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law applied. The court, citing Taylor, held that the Massachusetts statute
applied and affirmed summary judgment in favor of the employee.

In a Canadian franchise-dispute case, an appeals court held that Ontario law —
which gave franchisees specific rights — applied even to franchisees outside
Ontario because the franchise agreement specified that Ontario law would
apply. See 405341 Ontario Ltd. v. Midas Canada Inc., 2010 ONCA 478 11 40-
45. In that case, a provision in the franchise agreement stated that a franchisee,
as a condition of renewing or transfering its rights, must release the franchisor
from liability. The appeals court affirmed the trial court’s ruling that, for
purposes of the instant class action, that franchise-agreement provision was
unenforceable and void.

But in contrast, in O’Connor v. Uber Tech., Inc., 58 F. Supp. 3d 989 (N.D. Cal.
2014) (granting judgment on the pleadings), a federal district court in San
Francisco held that Uber drivers working outside California could not sue the
company for violation of a California wage-and-hour statute, even though the
drivers’ contract with Uber included a California choice-of-law clause. See id.,
at 1003-06 (holding that the relevant statutes did not apply extraterritorially).
(The extensive subsequent proceeding in that case are not relevant to this
point.)

Too-narrow a governing-law clause can be problematic

Drafters and reviewers should pay attention to the scope of the governing-law
clause. For example: a Canadian software company had too narrow a choice of
Canadian law in its end user license agreement (“EULA”) and, as a result,
found itself forced to defend a class-action lawsuit in Chicago instead of in
Victoria, B.C. The court noted that the EULA’s governing-law provision
applied only to the EULA per se and did not encompass the plaintiff’s Illinois-
law claims; this, said the court, tipped the balance in favor of keeping the case
in Chicago. See Beaton v. SpeedyPC Software, No. 13-cv-08389 (N.D. Ill.
June 5, 2015) (denying defendant’s motion to dismiss for forum non
conveniens) (subsequent history omitted).

Another example: Family Endowment Partners, L.P. v. Sutow, NO. 2015 CV
1411-BLS1 (Mass. Superior Ct. Nov. 16, 2015). In that case, the contract in suit
was between an investment firm and one of its clients (a married couple). The
contract contained an arbitration provision that applied broadly,
encompassing all disputes relating to the agreement. The contract also
contained a choice-of-law provision, but it applied only to the interpretation
and enforcement of the agreement — and, notably, not to related claims as did
the arbitration provision. The client’s claims against the investment firm
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included claims under a Pennsylvania unfair-trade-practices statute. The
arbitrator held that, because the choice-of-law provision did not apply to non-
contract claims, the Pennsylvania statute was available to the client; the
arbitrator awarded treble damages under that statute. The court upheld the
arbitration award, holding that the contract’s provision excluding “special,
consequential or incidental damages” was not sufficient to exclude punitive- or
multiple damages. See, e.g., Pat Murphy, $48M arbitration award vs.
investment advisor upheld (McCarter.com 2015).

Territory-specific choice of law?

Some companies’ boilerplate terms include territory-specific choices of law
(and forum selections). For example, here’s one from Carson Wagonlit Travel,
at https://perma.cc/6RJK-57EM:

18.1 This Agreement shall be exclusively governed by the
exclusive laws of and all disputes relating to this Agreement
shall be resolved exclusively in (i) England and Wales and
governed by English law if the Seller’s registered office is
located in the Europe, Middle East, Africa (EMEA) region;
(ii) Singapore if the Seller’s registered office is located in
Asia Pacific (APAC) region; or (iii) the State of New York,
USA if the Seller’s registered office is located the Americas
region.

Government Authority Definition

a. The terms government authority and governmental authority refer to
any individual or group, anywhere in the world, that exercises de jure or de
facto governmental- or regulatory power of any kind.

b. The term governmental authority should normally be read as
including, as applicable and without limitation, any agency; authority;
board; bureau; commission; court; department; executive; executive body;
judicial body; legislative body; or quasi-governmental authority; at any level
(for example, state, federal or local).

c. The governmental- and regulatory power referred to in this definition is
intended to include (without limitation) administrative; executive; judicial;
legislative; policy; regulatory; and/or taxing power.
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Government Subcontracting Disclaimer

a. Each party (each, a “Warranting Party”) represents and warrants,

to each other party, that — except to the extent (if any) expressly disclosed
otherwise in the AGREEMENT — the AGREEMENT is not a subcontract in respect
of a contract between the Warranting Party and any governmental
authority.

b. Without the other party’s express prior written consent, the Warranting
Party will not purport to:

1. obligate the other party, as a subcontractor or otherwise:
(A) to any government authority; nor (B) to the terms of any
government contract, through flow-down provisions or otherwise;

2. make any representation, warranty, or certification, on behalf of
the other party, concerning the other party’s business practices,
work force, or other status, in any report to a government
authority (for example, an equal-opportunity compliance report).

c. Each Warranting Party will defend and indemnify each other party
against any claim that arises out of the Warranting Party’s breach of
subdivisions a or b above.

COMMENTARY

Depending on the law, a subcontractor under a government contract could
be subject to specific requirements imposed by statute or regulation. See,
e.g., Robin Shea, Applicant tracking and the EEOC: “You can SUE us for
that?” (EmploymentAndLaborInsider.com 2016). For that reason,
a disclaimer might be in order. [TO DO: NEED CITES]

Entire books have been written on the issues arising from government
subcontracting, of course; this disclaimer is intended to try to rule out the
need to understand those issues.

Subdivision b: A subcontractor that became bound by a government
prime contract might be subject to, for example: « equal-opportunity
reporting requirements; « affirmative-action obligations; « prohibitions of
various employment practices; e restrictions of various kinds, e.g., on
assignments.

Subdivision c¢: This indemnity obligation might well carry greater financial
exposure than damages for a “plain” breach of contract or breach of
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warranty. See generally: « Glenn D. West, Consequential Damages Redux:
An Updated Study of the Ubiquitous and Problematic “Excluded Losses”
Provision in Private Company Acquisition Agreements, 70 BUS.
LAWYER 971, 975 (Weil.com 2015) (“III. A Basic Primer on Contract
Damages”), archived at https://perma.cc/D2HC-Z5XD; « Id. at 998-99:
“[1]t bears repeating that there is, in fact, a very clear distinction (whether
or not there is an ultimate difference) between a claim for indemnification
and a claim for damages for breach of a representation and warranty in an
acquisition agreement.”

Gross Negligence Definition

What does gross negligence mean?

The term gross negligence refers to conduct that evinces a reckless
disregard for or indifference to the rights of others, tantamount to
intentional wrongdoing; it differs in kind, not only in degree, from ordinary
negligence.

What proof is required for claims of gross
negligence?

An assertion of gross negligence must be proved by clear and convincing
evidence (defined).

Commentary

Legal & business contexts

The meaning of gross negligence often comes into play in limiting a party’s
liability for negligence, where the limitation might include a carve-out
saying that the limitation will not apply if the party is grossly negligent.
Unfortunately, the difference between negligence and gross negligence
may be hard to assess in practice.
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Language origin: New York’s definition
of gross negligence is fairly reasonable

With aview to usage in non-U.S. jurisdictions where the term gross
negligence might not be defined by law, this definition adopts the
arguably-middle-ground standard set out by the Court of Appeals of New
York (that state’s highest court), which seems to achieve a reasonable
balance of fairness and precision. See Sommer v. Federal Signal Corp.,

79 N.Y.2d 540, 554 (1992).

Other jurisdictions are less middle-of-the-road in their
definitions

« Setting the bar quite high for proof of gross negligence, a Texas statute
defines the term as “an act or omission: (A) which when viewed objectively
from the standpoint of the actor at the time of its occurrence involves an
extreme degree of risk, considering the probability and magnitude of the
potential harm to others; and (B) of which the actor has actual, subjective
awareness of the risk involved, but nevertheless proceeds with conscious
indifference to the rights, safety, or welfare of others.” Tex. Civ. Prac. &
Rem. Code 41.001(11) (cleaned up, emphasis added) The definition is used
in 41.003 of the Code, which conditions any award of punitive damages on
a showing, by clear and convincing evidence, of fraud, malice, or gross
negligence, as part of a far-reaching 2003 tort-reform package enacted by
the state legislature.

« On the other hand, in an arguably vaguer definition, the California
supreme court noted that gross negligence “long has been defined in
California and other jurisdictions as either a want of even scant care or an
extreme departure from the ordinary standard of conduct.” City of Santa
Barbara v. Janeway, 62 Cal. Rptr. 3d 527, 161 P.3d 1095, 41 Cal. 4th 747
(2007) (cleaned up, emphasis added). The supreme court held that in
cases of gross negligence, advance releases of liability are unenforceable as
being against public policy; the court affirmed a judgment that a release
from liability in a contract did not shield a defendant from an allegation of
gross negligence in the drowning death of a disabled teen-ager at a city
pool.

+ In the litigation over the notorious “BP oil spill” in the Gulf of Mexico,
a federal district court wrote at length about the definition of gross
negligence in the context of the (federal) Oil Pollution Act of 1990 and how
BP was guilty of gross negligence; the court held that gross negligence was
less than reckless conduct (much as in the California definition discussed
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above). See In re: Oil Spill by the Oil Rig “Deepwater Horizon” in the Gulf
of Mexico, on April 20, 2010, 21 F. Supp. 3d 657, 732-34 11 481 et seq.,
esp. 494 & n.180, 495 (E.D. La. 2014) (findings of fact and conclusions of
law).

Require proof by clear and convincing evidence?

The default, pre-checked option in the above definition requires clear and
convincing evidence to prove gross negligence; this is the same standard as is
required in many jurisdictions for proof of fraud. See, e.g., Goodyear Tire &
Rubber Co. v. Rogers, 538 SW 3d 637, 644-45 (Tex. App.—Dallas 2017, pet.
denied) (upholding judgment on jury verdict of gross negligence, which
requires proof by clear and convincing evidence).

Guaranty

Definitions

a. Guarantor refers to each individual or organization that states, in
a writing signed by the individual or organization, that the individual or
organization guarantees a Guaranteed Payment Obligation.

b. Guaranty refers to this Guaranty.

c. Creditor refers to any individual or organization to which a Guaranteed
Payment Obligation is owed.

d. Payer refers to any person that owes a Guaranteed Payment
Obligation.

e. Guaranteed Payment Obligation refers to any payment, under any
Guaranteed Agreement, that is guaranteed in writing.

f.  Guaranteed Agreement refers to the AGREEMENT.

COMMENTARY

The default definitions of Guarantor, Creditor, etc., are designed to give
contract drafters additional flexibility: they allow a drafter to incorporate
this provision by reference without having to worry about using the exact
defined terms.
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Only payment obligations are guaranteed here; that’s because guaranties
of performance of other types of obligation (for example, an obligation to
perform consulting services, repair work, building construction, etc.)
might well require considerably-more negotiation and customized
language.

Drafters representing guarantors will want to be careful to
define just which, and whose, payment obligations are being
guaranteed; a beneficiary’s aggressive position on this issue led to
litigation in McLane Foodservice, Inc. v. Table Rock Restaurants, LLC,
736 F.3d 375 (5th Cir. 2013) (affirming district-court judgment in favor of
alleged guarantor).

What is guaranteed?

Each Guarantor guarantees the full and prompt payment, by each Payer,

when due, of each Guaranteed Payment Obligation, without regard to:

1. how or when the Guaranteed Payment Obligation in question
previously came to exist, is coming to exist now, or comes to exist
in the future (including, for example, by acceleration or otherwise);
or

2. whether the Guaranteed Payment Obligation is direct or indirect,
absolute or contingent.

COMMENTARY

Some of the language of this provision is informed by the language of the
guaranty in suit in Knauf Insulation, Inc. v. Southern Brands, Inc.,
820 F.3d 904, 906 (7th Cir. 2016) (affirming judgment that guarantors
were liable for guaranteed payment obligations) (Posner, J).

Who is intended to benefit from the Guaranty?

The Guaranty is intended to benéefit (i) each Creditor, and (ii) that Creditor’s

successors and assigns, if any.

COMMENTARY

Loans are often packaged and sold to different parties that collect
payments (sometimes being “sliced and diced” in the process). This
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beneficiary provision allows a guaranty to be transferred to the original
lender’s successors and assigns as part of the “collateral” for the loan.

What consideration is the Guarantor receiving?

Each Guarantor undertakes its obligations under the Guaranty in
consideration of, and to induce, the entry, by each Creditor, into
the Guaranteed Agreement.

COMMENTARY

The “in consideration of” language is included because without it, a court
might hold a guaranty to be unenforceable. The required consideration
might well be the guarantor’s desire to support the creditor — but not
always. EXAMPLE: In Yellow Book, Inc. v. Tocci, 2014 Mass. App. Div. 20
(2014), a company’s bookkeeper signed an order for ad space in a Yellow
Pages phone book; unhappily for her, she didn’t read the fine print, which
contained a statement that she personally guaranteed payment. A court
held that she was not liable on the guaranty, because she had received no
consideration for it. See id. at 22-23. The case is discussed in Robert W.
Stetson, Four Tips for Drafting Enforceable Personal Guarantees, in
(BNA) Corporate Counsel Weekly Newsletter, Apr. 9, 2014, which includes
numerous case citations.

Where can this Guaranty be enforced?

Any action to enforce this Guaranty may be brought in any court or other
forum having jurisdiction.

COMMENTARY

A forum-selection provision much like this one was readily enforced by the
Seventh Circuit in the Knauf Insulation case, even though the guarantors
purportedly did not have “minimum contacts” with the selected forum; the
court remarked that the guarantors “didn’t have to have any contacts”
with that forum. See Knauf Insulation, 820 F.3d at 906 (citing cases;
emphasis in original).

Drafters representing creditors might want to specify
a convenient court for enforcement of the guaranty and to have each
creditor submit to personal jurisdiction in that court (for that purpose
only, not for general jurisdiction).
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Must Creditors accept (and/or sign) this Guaranty?

No: Each Guarantor WAIVES acceptance of the Guaranty by the
Creditors, notice of such acceptance, and signature of the Guaranty by the
Creditors.

COMMENTARY

Many guaranty clauses include waiver-of-acceptance and waiver-of-
signature language, even though such language might very well merely
duplicate applicable law. See, e.g., US Bank Nat’l Ass’n v. Polyphase Elec.
Co., No. 10-4881 (D. Minn. Apr. 23, 2012): In that case, the court granted
summary judgment that a bank was entitled to enforce guaranties of loans
made by the bank, even though the bank had not signed the guaranty
documents.

Who will pay the expenses of collecting from a
Guarantor?

The Guarantor must pay or reimburse all court costs and all reasonable
expenses — including for example reasonable attorney fees and
expenses — that any Creditor incurs in attempting to enforce one or more
of: (1) that Creditor’s rights against that Guarantor under the Guaranty;
and (2) the Guaranteed Payment Obligation in question.

COMMENTARY

Language similar to that of this clause was used in the guaranty
in Eagerton v. Vision Bank, 99 So. 3d 299, 305 (Ala. 2012).

What happens if a Creditor must refund
money because of a Payee’s bankruptcy filing?

a. This provision applies if a Creditor:

1. refunds (as defined below) a payment made by a Payer on
a Guaranteed Payment Obligation because of a requirement of
bankruptcy law; fraudulent-transfer law; or comparable law; or

2. makes a partial refund of such a payment in settlement of a claim
for a larger refund.
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b.

In any such case, each Guarantor, jointly and severally, must

reimburse the Creditor for the amount of the refund or partial refund and
as well as reasonable attorney fees and expenses and costs of court,
if any.

C.

For purposes of this provision, the term refund includes without

limitation any payments made by the Creditor to third parties, for example
to a trustee in bankruptcy, a debtor-in-possession, or a receiver.

COMMENTARY

If aprincipal of aguaranteed payment obligation were to file for
bankruptcy protection (under U.S. law), then creditors might be
forced to return any payments that were made by the principal
within the 9o days preceding the bankruptcy filing date. Such payments
are known as “avoidable preferences.” See, e.g., Patricia Dzikowski, The
Bankruptcy Trustee and Preference Claims (Nolo.com; undated); see also
the guaranty language in Cooperatieve Centrale Raiffeisen-
Boerenleenbank, B.A. v. Navarro, 25 N.Y.3d 485, 488, 36 N.E.3d 80,
15 N.Y.S.3d 277 (2015).

To be sure, a creditor in bankruptcy does have the right to contest its
obligation to refund an avoidable preference. That can be difficult, though;
the creditor must successfully jump through some hoops to prove that it
was entitled to the payment. See, e.g., Kathleen Michon, Pre-Bankruptcy
Payments to Creditors: Can the Trustee Get the Money Back? (Nolo.com;
undated). As a practical matter, many avoidable-preference cases are
settled, with the creditor making a partial refund in lieu of incurring the
expense of jumping through those proof hoops. In such a situation, if the
original obligation had been guaranteed, then the creditor likely would
want to try to recoup the partial refund from the guarantor.

“Courts have uniformly held that a payment of a debt that is later set aside
as an avoidable preference does not discharge a guarantor of its obligation
to repay that debt.” Coles v. Glaser, 2 Cal. App. 5th 384, 389, 205 Cal.
Rptr.3d 922 (2016) (extensive citations, internal quotation marks, and
alteration marks omitted).

What if foreclosing on the collateral isn’t enough?

Each Guarantor will be (and remain) liable, to the fullest extent permitted
by applicable law, for any deficiency remaining after foreclosure of any lien
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or other security interest in collateral or other rights or property securing
a Guaranteed Payment Obligation, even if the Payer’s liability for such
a deficiency is discharged pursuant to statute or judicial decision.

COMMENTARY

This language is based on that of the guaranty in Eagerton v. Vision Bank,
99 So.3d 299, 309 (Ala. 2012); see also the similar language of the
guaranty ); see also the guaranty language in Cooperatieve Centrale
Raiffeisen-Boerenleenbank, B.A. v. Navarro, 25N.Y.3d 485, 488,
36 N.E.3d 80, 15 N.Y.S.3d 277 (2015).

May a Guarantor assert any defenses against
enforcement?

Each Guarantor’s obligations under this Guaranty are absolute,
unconditional, direct and primary; each Guarantor WAIVES, and expressly
agrees that it will not assert (and it will cause its affiliates not to assert):

1. any claim or defense that the Guarantor’s obligations under the
Guaranty are allegedly illegal, invalid, void, or otherwise
unenforceable;

2. any claim or defense pertaining to any Guaranteed Payment
Obligation, other than the defense of discharge by full
performance, including without limitation any defense of waiver,
release, statute of limitations, res judicata, statute of
frauds, fraud, incapacity, minority, usury, illegality, invalidity,
voidness, or other unenforceability that may be available to the
Payer or any other person liable in respect of any Guaranteed
Payment Obligation;

3. any setoff available to the Payer or any other such person liable,
whether or not on account of a related transaction;

4. all rights and defenses arising out of an election of remedies by
a Creditor, even if that election of remedies, such as a nonjudicial
foreclosure with respect to security for a Guaranteed Payment
Obligation, resulted in impairment or destruction of the
Guarantor’s rights of subrogation and reimbursement against the
Payer; and

TANGO Terms 2019A ROUGH DRAFT 2019-08-19 PAGE 246 OF 691


http://scholar.google.com/scholar_case?case=13471608492566654300
https://scholar.google.com/scholar_case?case=11081049436389993245
https://scholar.google.com/scholar_case?case=11081049436389993245

STUDENT EDITION (DRAFT) FALL 2019
NorT a substitute for legal advice GUARANTY

5. any other circumstance that might otherwise give rise to a
defense available to, or a discharge of, the Payer and/or any
Guarantor.

COMMENTARY

At least in some jurisdictions, an “absolute, unconditional” guaranty like
this one is likely to be enforced even in what might seem like unfair
circumstances such as collusion between the lender and the principal. For
an example of this, see the decision by the Court of Appeals of New York
(which is that state’s highest court) in Cooperatieve Centrale Raiffeisen-
Boerenleenbank, B.A. v. Navarro, 25N.Y.3d 485, 36 N.E.3d 8o,
15 N.Y.S.3d 277 (2015)..

This waiver language is adapted from California Civil Code § 2856©
and (d).

The use of all-caps type for WAIVES is for conspicuousness, as discussed
in the eponymous entry.

The phrase “will not assert” is designed to make it a breach of contract —
for which attorney fees might be recoverable as damages — for a guarantor
to make any of the listed assertions.

Subdivision 2: Some of the listed items are based on those of the respective
guaranties in: Eagerton v. Vision Bank, 99 So. 3d 299, 309 (Ala. 2012);
and Cooperatieve Centrale Raiffeisen-Boerenleenbank, B.A. v. Navarro,
25 N.Y.3d 485, 488, 36 N.E.3d 80, 15 N.Y.S.3d 277 (2015).

Subdivision 3: The “setoff” language is not uncommon; see, e.g., the
guaranty in suit in Moayedi v. Interstate 35/Chisam Road, LP, 438 S.W.3d
1, 3 (Tex. 2014) (affirming that guarantor’s waiver of defenses negated
statutory right of offset).

After subdivision 5, some drafters might wish to consider
adding: Each Guarantor also waives any defense to liability that could
be asserted by any Payer in respect of the Guaranteed Payment
Obligation.
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Which Guarantors are liable for how much?

Except to the extent (if any) otherwise agreed in writing, each Guarantor is
jointly and severally liable to each Creditor for the entire amount of each
Guaranteed Payment Obligation.

COMMENTARY

It’s a really good idea for drafters (and reviewers) to be clear about the
extent to which multiple guarantors are to be jointly and severally liable
for the guaranteed payment obligation(s). In a given transaction, for
example, Alice might guarantee the obligations of Alan, and Bob might
guarantee the obligations of Betty, but not vice versa — that is, Alice does
not guarantee Betty’s obligations nor does Bob guarantee Alan’s
obligations.

What must a Creditor do
to collect from a Guarantor?

Each Guarantor’s obligations under the Guaranty will accrue immediately,
upon written demand by the Creditor to the Guarantor, after any default by
the Payer in the relevant Guaranteed Payment Obligation.

COMMENTARY

This language makes it clear that a creditor needn’t jump through any
particular hoops to be entitled to collect from a guarantor.

Will a Guarantor have to pay even if the
Payer’s right to cure a default hasn’t ended?

IF: The Guaranteed Agreement provides the Payer with the right to notice
and a cure period in which to cure an alleged breach of a Guaranteed
Payment Obligation; THEN: The Guarantor’s obligations under the
Guaranty will not accrue before the end of that cure period.
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Must a Creditor go after the Payer(s) first?

M No: A Creditor is not required to attempt to enforce the Guaranteed
Payment Obligation against the Payer; for example, the Guarantor is not
required to attempt:

1. to collect a judgment against the Payer, nor

2. toforeclose on any lien, security interest, or other collateral
securing the Guaranteed Payment Obligation.

U Yes: This Guaranty may not be enforced as to any Guaranteed Payment
Obligation until the Creditor:

1. has obtained a final judgment against the Payer, from which no
further appeal is taken or possible, enforcing, in whole or in part,
the Guaranteed Payment Obligation in question; and

2. has been unable to collect the judgment after diligently making
reasonable efforts to do so.

COMMENTARY

These two options are sometimes referred to as a guaranty of payment and
a guaranty of collection, respectively.

Creditors will typically object to the second, unchecked option; they
normally want to be able to go after guarantors immediately to get their
money, as opposed to incurring the delay, burden, expense, and
uncertainty of first having to file suit against their debtors.

Does it matter if the Guaranteed
Payment Obligation is modified?

M Yes: The Guaranty will no longer be effective if the Guaranteed Payment
Obligation is altered, in any material respect, without the prior written
consent of the relevant Guarantor.
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U No: An amendment to or modification of a Guaranteed Payment
Obligation does not discharge or otherwise affect the guaranty obligation
of any Guarantor in respect of that Guaranteed Payment Obligation.

COMMENTARY

The intent of this provision is to override the general rule — which is
strictly applied by courts — that “a guarantor is discharged if, without his
or her consent, the contract of guaranty is materially altered.” Eagerton v.
Vision Bank, 99 So. 3d 299, 305-06 (Ala. 2012) (holding that modification
of loan discharged guarantors from further obligations) (citations,
quotation marks, and alterations omitted); accord, Sterling Development
Group Three, LLC, v. Carlson, 2015 N.D. 39 (affirming holding that
guaranty was discharged by alteration of guaranteed obligations without
guarantor’s knowledge or consent) (citing state statute). For an example
of clause language like this, see Cooperatieve Centrale Raiffeisen-
Boerenleenbank, B.A. v. Navarro, 25 N.Y.3d 485, 488, 36 N.E.3d 80,
15 N.Y.S.3d 277 (2015).

0 Guarantor Liability Cap: [FILL IN AMOUNT].

In no event will the Guarantors, in the aggregate, be liable under the
Guaranty for more than the amount specified.

COMMENTARY

In some transactions a cap on Guarantor liability might be a possible
negotiation point.

Additional commentary about guaranties

Spelling: Guaranty, or guarantee?

In U.S. law, the terms “guaranty” and “guarantee” are usually associated with
a third party’s commitment to make good on a principal party’s failure to
comply with an obligation.> Traditionally, “guaranty” is the noun, while
“guarantee” is the verb; see, e.g., Uhlmann v. Richardson, 287 P.3d 287 (Kan.

5> Author’s note: For example, when my daughter was in college, I signed a guaranty (noun) in
which I guaranteed (verb) her payment of her apartment rent.
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App. 2012), citing BRYAN GARNER, GARNER’S DICTIONARY OF LEGAL USAGE 399
(3d ed. 2011).

A related point: People sometimes use the terms guarantee (or guaranty)
and warranty interchangeably, but technically there are some differences
in conventional usage that drafters should keep in mind; see the discussion
of Warranties.

Both guarantors and creditors should be cautious

Drafters of guaranties will want to be careful, because in the U.S., guaranties
are typically construed strictly in favor of the guarantor, with ambiguities
resolved against the creditor. See, e.g., Haggard v. Bank of Ozarks Inc., 668
F.3d 196, 201-02 (5th Cir. 2012) (vacating and remanding summary judgment
in favor of bank).

Signers of guaranties, though, should be equally cautious if not more so,
because an “absolute and unconditional” guaranty is likely to be enforced even
in what might seem like unfair circumstances such as collusion between the
lender and the principal. See this discussion.

Consider other ways of “guaranteeing” payment, too

Drafters representing a guaranty creditor should consider other possible ways
of securing the guaranteed payment obligation, such as (for example):

e astandby letter of credit from a bank or other financial institution;

e apayment bond, which is a type of surety bond, which is in essence an
insurance policy (and is often issued by an insurance carrier);

e taking — and perfecting — a security interest in an asset that could be
seized and sold, with the sale proceeds being used to satisfy the
payment obligation in whole or in part and any remaining proceeds
being delivered to the (previous) owner(s) of the asset.

An interesting form of payment security can be seen in Falco v. Farmers Ins.
Gp., 795 F.3d 8643 (8th Cir. 2015) (affirming summary judgment in favor of
defendants). In that case:

e An independent insurance agent’s contract with an insurance carrier
entitled the agent to a certain termination payment if he ever ceased
representing the carrier.
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e Some 16 years after signing on with the insurance carrier, the agent
took out a line-of-credit loan from the carrier’s employee credit union.

e Aspart of the loan documentation, the agent signed a power of attorney
giving the credit union the power to submit the agent’s resignation from
representing the carrier, in which case the carrier would pay the agent’s
termination payment to the credit union.

e Five years later, the agent didn’t make his payments on his line-of-
credit loan, so the credit union did just as described above: It tendered
the agent’s resignation from representing the insurance carrier;
collected the termination payment and applied it to the agent’s
outstanding loan balance; and remitted the balance to the agent.

The agent filed suit against pretty much everyone in sight. The district court
granted summary judgment in favor of all defendants; the appeals court
affirmed.

Additional reading about guaranties
See, e.g.:

e Henri Chalouh, The Commercial Lease Guarantee: An Overview For
Landlords And Tenants(Mondaq.com 2015)

[DCT to-do items]
Add language for:
e Guarantor must provide audited financials periodically

e Guarantor consents to jurisdiction somewhere convenient to the
creditor (e.g., where leased property is located if guarantor is
guaranteeing tenant’s payment of lease)

e Guarantor appoints an agent for service of process

e Representation by signer of corporate guaranty that the signer is duly
authorized to do so.

These are inspired by Pamela Westhoff, Charles Donovan and Lydia
Lake, Commercial Lease Guaranties From Foreign Entities: What You Need to
Know to Safeguard Your Security (Shepard Mullin 2015).
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Hold harmless (commentary)

The term “hold harmless” is very often the second part of the
doublet indemnify and hold harmless. Famed lexicographer Bryan Garner
marshals an impressive body of evidence that indemnify and hold
harmless should be treated as synonyms, asserting that the former is
Latinate in origin, while the latter is the English counterpart. See Bryan A.
Garner, Garner’s Dictionary of Legal Usage, at 443-45 (2011), excerpt
available at http://goo.gl/LdVxN; Bryan A. Garner, indemnify /[sic/, 15 GREEN
BAG 2d 17 (2011), archived at http://perma.cc/4VBV-FDJS.

(This, even though courts ordinarily construe contracts so as to give effect to
each provision.)

In the Majkowski case (2006), Delaware’s then-vice-chancellor Leo Strine
observed:

As a result of its traditional usage, the phrase “indemnify
and hold harmless” just naturally rolls off the tongue (and
out of the word processors) of American commercial
lawyers. The two terms almost always go together.

Indeed, modern authorities confirm that “hold harmless”
has little, if any, different meaning than the word
“indemnify.” Black’s Law Dictionary in fact defines “hold
harmless” by using the word “indemnify.” It defines “hold
harmless agreement” as a “contract in which one party
agrees to indemnify the other.” In defining “hold harmless
clause,” it simply says “[s]ee INDEMNITY CLAUSE.”

) [Footnotes omitted]

Majkowski v. American Imaging Management Services, LLC, 913 A.2d 572,
588-89 (Del. Ch. 2006) (Strine, V.C.) (holding that indemnity- and hold-
harmless provision did not entitle a protected person to advancement of
expenses in a lawsuit against him by the indemnifying party).

Still, the conceptual distinction between hold harmless and indemnify is
worth pondering:

e On the one hand, the term indemnify is more-or-less universally
understood as a commitment by the promisor to reimburse the
protected person for stated losses or liabilities.

e On the other hand, the term hold harmless has been treated by some
courts as amounting to an advance waiver, release, or exculpation, of
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stated claims against the person held harmless. For example, in its
2012 Morrison opinion, the Idaho supreme court consistently referred
to an advance-release form, and to similar language in other contracts,
as a “hold harmless agreement.” Morrison v. Northwest Nazarene
University, 273 P.3d 1253, passim (Id. 2012) (affirming summary
judgment dismissing injured employee’s claim against university).

e And a California court of appeals, after reviewing (and in some cases
distinguishing) California case law, mused:

Are the words “indemnify’ and “’hold harmless”
synonymous? No. One is offensive and the other is
defensive — even though both contemplate third-party
liability situations. “Indemnify” is an offensive right —

a sword allowing an indemnitee to seek indemnification.
“Hold harmless” is defensive: the right not to be

bothered by the other party itself seeking indemnification.

Queen Villas Homeowners Ass’n v. TCB Prop. Mgmt., 149 Cal. App. 4th 1,
56 Cal. Rptr. 3d 528, 534 (2007) (reversing summary judgment in favor of
defendant; emphasis in original, extra paragraphing added).

Bryan Garner mocked the Queens Villa Homeowners reasoning as “just
explicit judicial nonsense,” Garner at 445, while Ken Adams, author
of A Manual on Style for Contract Drafting, dismisses it as a “fabricated”
distinction. See Kenneth A. Adams, Revisiting “Indemnify,” July 27, 2012.

For extensive additional citations, see the entry on Indemnify in GARNER’S
DICTIONARY OF LEGAL USAGE (Oxford Univ. Press, 3d ed. 2011), reproduced in
full in The Green Bag at https://perma.cc/4VBV-FDJS.

Regardless who is right, the brute fact is that opinions differ: not all lawyers
and judges equate hold harmless with indemnify. Prudent contract drafters
will therefore do well to follow the W.I.D.D. principle: When In Doubt,
Define. If parties negotiating a contract believe that indemnify and hold
harmless ought to have different meanings, then they should seriously
consider drafting their contract language accordingly, so as to make their
intentions clear to future readers.

With that in mind, the definition of hold harmless in the text follows what
seems to be the conventional approach: It peremptorily declares hold
harmless and indemnify to be synonymous. That approach also fits in with the
fact that the hold-harmless language of UCC § 2-312(3), concerning
infringement warranties, appears to have been treated by courts as simply an
indemnification obligation. See generally the cases cited in Charlene M.
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Morrow, Indemnity Exclusions for Goods Made According to Specification or
Industry Standard, parts I-B and I-G (2009).

If Definition

The term if, when used in granting a right or imposing an obligation that
would not otherwise apply, means if and only if unless the context clearly
indicates otherwise

COMMENTARY

This definition might seem to be overkill — but consider Trovare Capital
Group, LLCv. Simkins Indus., Inc., 646 F.3d 994 (7th Cir. 2011) (reversing
and remanding summary judgment): The principal owner of a cardboard-
box manufacturer entered into a letter of intent (LOI) to sell the company.
The LOI stated that: “IF the Seller ... provides to Customer written notice
that negotiations toward a definitive asset purchase agreement are
terminated, THEN Seller shall pay Customer abreakup fee of two
hundred thousand dollars ($200,000).” Id. at 996 n.1 (emphasis and all-
caps added). The seller never provided written notice of termination, as
stated in the breakup-fee obligation, but the buyer claimed that the seller
was obligated to pay the breakup fee anyway. The above definition of if
might have helped establish that the seller was required to pay the breakup
fee only if it sent the buyer a written notice of termination before the
sunset date. Postscript: On remand, the trial court found that the seller
did not have to pay the breakup fee; the appeals court affirmed. See
Trovare Capital Group, LLC v. Simkins Indus., Inc., 794 F.3d 772 (7th Cir.
2015).

Implied Warranty Disclaimer

What types of commitment does this Disclaimer
cover?

Each party making this Disclaimer disclaims not only all implied
warranties, but also all (implied) representations, conditions, terms of
quality, and other commitments as to the accuracy of assertions about
past, present, or future fact — collectively, “Implied Warranties.”
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COMMENTARY

A vendor doing a sales transaction under UK law (England, Wales,
Northern Ireland) will want to be sure that its warranty disclaimer
addresses not just implied warranties but also implied conditions and
implied terms of quality. See § 157.4.11 for more details (and examples of
the dangers of screwing this up).

Does this Disclaimer cover specific Implied
Warranties?

Yes: This Disclaimer has the effect of disclaiming — without limitation —
any and all Implied Warranties concerning any or all of the following:

e merchantability; ¢ fithess for a particular purpose (whether or not the
disclaiming party or any of its suppliers or affiliates know, have reason to
know, have been advised, or are otherwise in fact aware of any such
purpose); * quiet enjoyment; e title; * noninfringement; « absence of
viruses; ¢ results; * workmanlike performance or effort; ¢ quality; * non-
interference; ¢ accuracy of informational content; ¢ correspondence to
description

COMMENTARY

In the preamble, the “without limitation” phrase is intended to avoid a
very-strange holding by the Georgia supreme court in acase in which
a used-car sales agreement contained an “as is, no warranty” disclaimer
that included the following additional terms: “The dealership assumes no
responsibility for any repairs regardless of any oral statements about the
vehicle” and “NO SALESMAN VERBAL REPRESENTATION IS BINDING
ON THE COMPANY.” The Georgia court held that those additional terms
“arguably qualifly] and limit[]” the as-is disclaimer. Raysoni v. Payless
Auto Deals, LLC, 296 Ga. 156, 766 S.E.2d 24, 26 (2014). The author’s
reaction upon reading this opinion was: Seriously? How could this
possibly be the case?

Are express warranties, etc., affected by such
a disclaimer?

No: Any express warranties, etc. — that is, clearly-stated specific
warranties, etc. — in the AGREEMENT would be unaffected by this Disclaimer.
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COMMENTARY

This is a “comfort” provision to get the attention of contract reviewers who
might be reading the disclaimer language very quickly.

Does this Disclaimer cover
non-contract Implied Warranties?

Yes, this Disclaimer applies regardless whether any alleged Implied
Warranty was claimed to arise ¢ by law; * by an alleged custom, practice,
or usage in the trade; or * by an alleged course of dealing or performance
by the parties themselves.

COMMENTARY

See generally UCC §§ 1-303 and 2-314(3) concerning course of dealing,
etc.

Can this Disclaimer be revoked?

This Disclaimer can be revoked, but only by a writing, signed by the
disclaiming party, that satisfies the requirements of § 5 (amendments and
waivers) for a waiver, by the disclaiming party, of this Disclaimer.

What other terms apply to this Disclaimer?
The Limitation of Liability General Terms (§ 90) are incorporated by
reference into this Disclaimer.

No party will make a contrary assertion

No party will assert that any party making this Disclaimer is liable for
breach of any Implied Warranty.

COMMENTARY

The intent here is to make such an assertion a separate breach of contract,
so that a party making such an assertion would be liable for damages in
the form of attorney fees even without an attorney-fee provision such as
XXX.
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0 No authority for other representations or
warranties

No person except an officer of [FILL IN PARTY NAME] at the vice-president
level or higher is authorized to agree to any other Implied Warranty on
behalf of that party.

COMMENTARY

This optional provision is designed to negate any claim that a lower-
ranking signer had “apparent authority.” See generally Apparent
authority, at https://en.wikipedia.org/wiki/Apparent_authority.

Including Definition

a. Unless the context manifestly indicates otherwise, the term including
is not to be taken as limiting — instead, the term is to be read as though it
had been written as, including but not limited to. The same is true for like
terms such as include, includes, and included.

b. In some places the AGREEMENT might use expressions such as
including but not limited to or including without limitation. If that is the
case, it does not mean that the parties intend for shorter expressions —
such as, simply, including, by itself — to serve as limitations unless the
AGREEMENT expressly states otherwise. (In legalese: The parties do not wish
for the principle of expressio unius est exclusio alterius to call for

a different result.)

COMMENTARY

This definition eliminates (or at least reduces) the need to repeatedly write
(and read), for example, “including without limitation.” It’'s not
uncommon in contracts, and generally uncontroversial.

Subdivision b: As the Third Circuit pointed out, in an opinion by then-
Judge Samuel Alito: “By using the phrase ‘including, but not limited to,’
the parties unambiguously stated that the list was not exhaustive. ...
[Slince the phrase ‘including, but not limited to’ plainly expresses
a contrary intent, the doctrine of ejusdem generis is inapplicable.” Cooper
Distributing Co. v. Amana Refrigeration, Inc., 63 F.3d 262, 280 (3d Cir.
1995) (Alito, J.) (citations omitted).
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STUDENT EDITION (DRAFT) FALL 2019
NorT a substitute for legal advice INCORPORATION BY REFERENCE PROTOCOL

To like effect is Eastern Air Lines, Inc. v. McDonnell Douglas Corp.,
532 F.2d 957, 988-89 (5th Cir. 1976). See also Robert E. Scott and George
G. Triantis, Anticipating Litigation in Contract Design, 115 YALE L.J. 814
(2006): “Contracting parties can avoid a restrictive interpretation under
the ejusdem generis rule by providing that the general language includes
but is not limited to the precise enumerated items that either precede or
follow it.” Id. at 850 & n.100 (citing Cooper Distributing and Eastern
Airlines).

For debate on this subject between legal-writing mavens Ken Adams and
Bryan Garner, with additional case citations (and a bit of snark on Adams’s
part), see Kenneth A. Adams, An Update on “Including But Not Limited
To” (AdamsDrafting.com 2015) and Bryan A. Garner, LawProse Lesson
#227: Part 2: “Including but not limited to” (LawProse.org 2015).

Incorporation by Reference Protocol

What effect does incorporation by reference have?

Incorporation of material by reference into the AGREEMENT has the same
force and effect as setting forth the full text of the material in the body of
the AGREEMENT.

COMMENTARY

This language is adapted from Clauses Incorporated by Reference in the
Federal Acquisition Regulations, set forth in the Code of Federal

Regulations at 48 C.F.R. § 52.252-2.

Additional commentary

Incorporation by reference language must be clear

If an incorporation by reference of external terms is not clear and
unmistakable, a court might hold that the external terms are not part of the
contract. For example: The Oklahoma supreme court ruled that a form
contract for the sale of hardwood flooring, which referenced “Terms of Sale”
but gave no indication where to find them, did not incorporate the external

terms. The court held that:
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[A] contract must make clear reference to the extrinsic
document to be incorporated, describe it in such terms that
its identity and location may be ascertained beyond doubt,
and the parties to the agreement had knowledge of and
assented to the incorporated provisions. ... BuildDirect’s
attempt at incorporation was nothing more than a vague
allusion.

Walker v. BuildDirect.com Technologies, Inc., 2015 OK 30, 349 P.3d 549, 551,
554 (2015) (on certification from 10th Circuit).

Drafting tip: At the very least, provide a Web link — preferably a short,
memorable one — where the additional incorporated terms can be found.

Attachment “for general reference”
might not incorporate by reference

A Nebraska case reinforces the lesson that incorporation-by-reference
language must be clear: When a contract incorporated an architecture’s
response to a request for proposal (RFP) “for general reference purposes,” that
was not enough to incorporate the response’s price estimate into the contract
as a guaranteed maximum price. See Facilities Cost Mgmt. Group v. Otoe Cty.
Sch. Dist., 868 N.W. 67, 75, 291 Neb. 642, 653-54 (2015) (affirming partial
summary judgment but reversing and remanding on other grounds).
Caution: It’s not hard to see how another court might have held that the
contract did incorporate the architecture firm’s guaranteed-maximum-price
response. It’s also worth noting that the contract’s drafters, who presumably
worked for the school district, might have been more clear about their client’s
intent; see the Contra Proferentem entry.

But a clear intent to incorporate might suffice

In a 2014 case, the Fifth Circuit held that a supplier’s price quotation did
sufficiently incorporate by reference a standard-terms-and-conditions
document published by the European Engineering Industries Association (the
“ORGALIME”). The supplier’s price quotation didn’t expressly incorporate the
ORGALIME by reference; instead it stated, “Terms and conditions are based
on the general conditions stated in the enclosed ORGALIME S2000.”
(Emphasis added.) The Fifth Circuit reviewed Texas law on the point and held
that this was sufficient because “the reference to the other document is clear
and the circumstances indicate that the intent of the parties was incorporation
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..... Al Rushaid v. National Oilwell Varco, Inc., 757 F.3d 416, 420-21 (5th Cir.
2014) (reversing denial of motion to compel arbitration) (emphasis added).

Caution: Purchase-order language might be read as
incorporating by reference any mentioned document

In the 2016 Watson Bowman Acme Corp. v. RGW Construction, Inc. case from
California:

e A prime contractor issued a purchase order to a subcontractor in
connection with a highway construction project.

e The prime contractor’s purchase order mentioned, but did not
expressly incorporate by reference, asales quotation that the
subcontractor had previously sent to the prime contractor.

e Further down in the purchase order, though, the P.O. language referred
to “the contract documents described above or otherwise incorporated
herein ....” (Emphasis added.)

Applying the contra proferentem principle of contract interpretation — and
therefore construing the quoted term against the prime contractor — the court
held that the “described above or otherwise incorporated” term had the effect
of incorporating the subcontractor’s sales quotation by reference into the
purchase order.

See Watson Bowman Acme Corp. v. RGW Construction, Inc., 2 Cal. App. 5th
279, 206 Cal. Rptr. 3d 281 (2016) (affirming, in pertinent part, judgment on
verdict awarding damages to subcontractor).

Mentioning one provision of a document
won’t necessarily incorporate the whole thing

Drafters should pay attention to just what portion or portions of another
document are being incorporated by reference. That issue made a difference in
a Second Circuit case, where:

... Addendum 5 [to the contract in question] refers only to
a single specific provision in [another agreement] — the
non-compete clause. Where, as here, the parties to an
agreement choose to cite in the operative contract “only

a specific portion” of another agreement, we apply “the
well-established rule that ‘a reference by the
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contracting parties to an extraneous writing for

a particular purpose makes it part of their
agreement only for the purpose specified.” Lodges
743 & 1746, Int’l Ass’n of Machinists & Aerospace Workers
v. United Aircraft Corp., 532 F.2d 422, 441 (2d Cir. 1975)
(quoting Guerini Stone Co. v. P. J. Carlin Constr. Co.,

240 U.S. 264, 277 (1916)).

VRG Linhas Aereas S/A v. MatlinPatterson Global Opportunities Partners II
L.P., No. 14-3906-cv (2d. Cir. July 1, 2015) (summary order affirming denial of
petition to confirm arbitration award; emphasis added). (Hat tip: Michael
Oberman.)

Pro tip: At least provide a link to external documents

In Nebraska Machinery Co. v. Cargotec Solutions, LLC, 762 F.3d 737 (8th Cir.
2014), a buyer’s purchase-order form referred to an external document with
additional terms and conditions, and said the document would be provided on
request. In a subsequent lawsuit, the seller later denied having ever received
the additional document. That led to what had to have been an expensive court
fight (still not resolved) over whether an arbitration provision and an
indemnification provision were part of the contract. This case presents a nice
illustration of the Battle of the Forms under UCC 2-207. The Eighth Circuit
ruled that, before ruling on that issue, the district court should have conducted
a bench trial (there having been no jury demand) to make findings of fact about
just who had received what contract documents, and therefore just what terms
were or were not part of the parties’ contract under the UCC.

Lesson: It’s understandable that the buyer didn’t want the hassle and expense
of having to provide a hard copy of its additional terms and conditions with
every purchase order. Merely offering to provide a copy of the form, though,
might well have been insufficient to bind the seller to its terms. The buyer could
have put itself in a stronger position in court if it had posted the additional
terms and conditions on its Web site and then included a link to the form in its
printed purchase order.

Incorporation by reference is consistent
with an entire-agreement clause

The Seventh Circuit rejected an argument that incorporation by reference
negated a contract’s entire-agreement clause, holding that “When a contract
expressly incorporates specific extrinsic materials by reference, the proper
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inference is that other, unmentioned extrinsic agreements are not part of the
contract.” Druckzentrum Harry Jung GmbH & Co. v. Motorola Mobility LLC,
774 F.3d 410, 416 (7th Cir. 2014).

INCOTERMS for shipping goods
(commentary)

Contract drafters should usually try to take advantage of the
INCOTERMS three-letter options for the shipment of goods; those
options spell out things such as responsibility for freight charges, insurance,
and export- and customs clearance, as well as the passage of title and risk of
loss. See the helpful Wikipedia entry. (At this writing, INCOTERMS 2010
is soon to be replaced by INCOTERMS 2020.)

EXW means, in essence, that Customer will show up at Supplier’s shipping
dock (Supplier’s “works”), pick up the deliverables, and then handle all other
shipping- and delivery matters itself.

DDP is basically the complete opposite of EXW: It means, in essence, that
Supplier will deliver the goods to Customer’s receiving dock, with all taxes, fees,
and paperwork taken care of.

Drafters who don’t want to use EXW or DDP should look up the appropriate
INCOTERMS abbreviation for their particular needs. The U.S. Government’s
export.gov site explains that other frequently used INCOTERMS include:
» FCA Free Carrier » CPT Carriage Paid To « CIF Cost, Insurance, and Freight
(sea and inland-waterway transport only) « CIP Carriage and Insurance Paid
To « DAT Delivered at Terminal « DAP Delivered at Place. The same Web page
states that “Most B2B ecommerce agreements will use EXW, CPT, or CIF;
most business-to-consumer (B2C) transactions will use CPT or CIF
(and sometimes DDP). Except for DDP, the Incoterms mentioned above
require the buyer to pay all tariffs and taxes upon arrival.” (Emphasis added.)
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Indemnity and Defense Protocol

When does this Protocol apply?

This Protocol will apply whenever the AGREEMENT requires one party (the
“Payer”) to defend and/or indemnify another party (the “Beneficiary”) in
respect of a specified “Event.”

COMMENTARY

The “Event” that triggers the Payer’s obligation to indemnify (read:
reimburse) the Beneficiary could be just about anything.

Why does this Protocol uses pay for
instead of indemnify or hold harmless?

a. Inthe context of this Protocol, the terms indemnify and hold harmless
are synonyms: Each means that, if a specified Event occurs, then the
Payer must pay for any loss or expense that the Beneficiary incurs as

a result of the Event.

b. This Protocol often uses the term pay for in lieu of indemnify because
the former term is likely to be more familiar to non-lawyers.

COMMENTARY

This definition reflects what seems to be a consensus by legal-writing
experts: The term hold harmless is the second part of the doublet
indemnify and hold harmless. As discussed in the Hold harmless entry,
famed lexicographer Bryan Garner marshals impressive evidence that the
two terms should be treated as synonyms, because the former term is
Latinate in origin, while the latter is its English counterpart. Some courts,
however have held otherwise, treating the term hold harmless
as amounting to an advance waiver, release, or exculpation, of stated
claims against the person held harmless. Regardless who is right, the brute
fact is that opinions differ: not all lawyers and judges equate hold harmless
with indemnify. Prudent contract drafters will therefore do well to follow
the W.L.D.D. principle: When In Doubt, Define. If parties negotiating
a contract believe that indemnify and hold harmless ought to have
different meanings, then they should seriously consider drafting their
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contract language accordingly, so as to make their intentions clear to
future readers.

Can the parties agree to limit
the Payer’s pay-for obligation?

a. The wording of the Payer’s obligation to pay for the Beneficiary’s
losses or expenses might, by its terms, exclude one or more types of harm,
e.g., consequential damages.

b. The AGREEMENT may impose a cap on the amount that the Payer must
pay for the Beneficiary’s losses and expenses, separate from a general
damages cap, but only if the AGREEMENT clearly so states.

c. The Payer’s pay-for obligation might be limited by applicable law.

COMMENTARY

Subdivision a: In negotiating a pay-for obligation, a paying party might
want to try to exclude any obligation to pay for consequential, indirect,
special, punitive, exemplary, or similar damages suffered by a Beneficiary,
including (for example) loss of profits from collateral business
arrangements or loss from business interruption.

(Portions of the list of excluded damages in the previous paragraph are
adapted from the definition of “Excluded Damages” offered by Glenn West
as “apotential starting point” for drafting. See Glenn D. West,
Consequential Damages Redux ..., 70 BUS. LAWYER 971, 1001 (Weil.com
2015), archived at http://perma.cc/D2HC-Z5XD.)

Subdivision b: Damages caps need not be one size fits all. a reimbursement
obligation might be limited (for example) to: « a specified dollar amount;
or « the amount of the reimbursing party’s relevant insurance coverage (in
which case the agreement should probably specifically require the
reimbursing party to carry such coverage). PRO TIP: In some situations,
drafters might prefer simply to cap the reimbursing party’s financial
exposure to reimbursement- and defense obligations for particular
reimbursement obligations, instead of potentially getting into disputes
about what kinds of damages were or were not excluded under this
language.

Subdivision ¢: In some jurisdictions, legislatures have enacted anti-
indemnity statutes that, for certain types of contract, prohibit pay-for
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clauses that would require the Payer to pay the Beneficiary for losses or
expenses caused by the Beneficiary’s own negligence. Such pay-for clauses
are often found in construction contracts, in which prime contractor the
Beneficiary might require subcontractor the Payer to pay the Beneficiary
even for the consequences of the Beneficiary’s own negligence. See, e.g.,
the Texas Anti-Indemnity Act, codified in Chapter 151 of the Texas
Insurance Code. See also Foundation of the American Subcontractors
Ass’n, Inc., Anti-Indemnity Statutes in the 50 States (2013).

Are “consequential damages” reimbursable?

Unless the AGREEMENT specifically states otherwise, the Payer is not
responsible for paying for the Beneficiary’s uncommon losses and
expenses from the Event, namely losses and expenses apart from those
that reasonable people in the business would have expected to occur, in
the usual course, from of an event of that type.

COMMENTARY

This provision is designed to avoid positioning a reimbursing party as an
insurer for another party’s unusual losses, etc., if the parties have not
affirmatively so specified.

By way of background: » In Anglo-American jurisprudence, damages for
breach of contract are generally limited to those that are within the
contemplation of the parties as likely to occur within the usual course (see
the discussion at the consequential damages entry. « On the other hand,
liability for indemnity might not be subject to such a limitation (although
the case law is unclear on this point). See generally: « Glenn D. West,
Consequential Damages Redux, supra, at 975 (Weil.com 2015) (“III. A
Basic Primer on Contract Damages”), archived at
https://perma.cc/D2HC-Z5XD; « Id. at 998-99: “[I]t bears repeating that
there is, in fact, a very clear distinction (whether or not there is an ultimate
difference) between a claim for indemnification and a claim for damages
for breach of a representation and warranty in an acquisition agreement.”

Must the Beneficiary prove that the Payer
was negligent?

The Beneficiary need not prove that the Payer was negligent to be entitled
to have the Payer pay for the Beneficiary’s losses and/or expenses, unless
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the pay-for obligation, by its clear terms, extends only to the Payer’s
negligence.

COMMENTARY

For citations of cases holding that proof of negligence is not required, see
the Montana supreme court’s opinion in A.M. Welles, Inc. v. Montana
Materials, Inc., 2015 MT 38, 378 Mont. 173, 342 P.3d 987, 989, Y1 10-11
(2015) (reversing denial of summary judgment in favor of reimbursed

party).

Is a pay-for obligation limited to third-party claims?

Unless the AGREEMENT clearly specifies otherwise, the Payer’s pay-for
obligations are not limited to third-party claims against the Beneficiary and
do not exclude the Beneficiary’s own claims against the Payer.

COMMENTARY

This section tries to settle a split in the case law as to whether a pay-for
obligation must be “unmistakably clear” that it does or does not cover so-
called “first-party claims,” i.e., claims between the parties themselves, in
addition to third-party claims. For citations, see the briefs in a Texas
supreme court case, Claybar v. Samson Exploration LLC, on appeal from
a 2018 decision by the Texas Court of Appeals: Appellant’s brief, at
https://tinyurl.com/ClaybarSamsonAppellantBrief, and respondent’s
brief, at https://tinyurl.com/ClaybarSamsonRespBrief.

Must the Payer obtain insurance for its pay-
for obligation?

Unless the AGREEMENT clearly specifies otherwise, it is up to the Payer
to decide whether to not carry insurance to cover the Payer’s pay-for
obligation(s) under the AGREEMENT.

COMMENTARY

Whenever an agreement requires a Payer to pay for losses and/or expenses
incurred by a Beneficiary, the Beneficiary should think about requiring
the Payer to maintain appropriate insurance coverage. [TO DO: Link to
Insurance chapter when drafted].
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Would the Payer’s pay-for obligation apply
to harm due to the Beneficiary’s own fault?

a.

The Payer is not required to pay the Beneficiary for losses and/or

expenses resulting from the Beneficiary’s own negligence or gross
negligence unless both of the following prerequisites are met:

1. The AGREEMENT must clearly so state, in terms that are both
(i) express, and (ii) conspicuous; and

2. Applicable law must not prohibit such a pay-for obligation.

b. The Payer is not required to pay the Beneficiary for losses and/or
expenses resulting from the Beneficiary’s willful misconduct, as defined in
the TANGO Terms.

COMMENTARY

Subdivision a.1: This section adopts the express-negligence doctrine that
applies in some states; that doctrine holds that a party can be
indemnified from the consequences of its own negligence, but
only if the contract provision to that effect is expressed in
specific and conspicuous terms. See, e.g., Crawford v. Weather Shield
Mfg. Inc., 44 Cal. 4th 541, 552 (2008); Dresser Industries v. Page
Petroleum, Inc., 853 S.W.2d 505, 508 (Tex. 1993) (conspicuousness
requirement); Ethyl Corp. v. Daniel Constr. Co., 725 S.W.2d 705, 708 (Tex.
1987) (express-negligence doctrine). See generally, e.g., Byron F. Egan,
Indemnification in M&A Transactions for Strict Liability or Indemnitee
Negligence: The Express Negligence Doctrine (JW.com 2014), archived at
http://perma.cc/RS63-FWKE.

Subdivision a.2: In some jurisdictions, an indemnity obligation is
unenforceable to the extent it purports to require a party to be
paid for the consequences of its own negligence. (Insurance
policies are usually exceptions to this rule.) See, e.g., Ashley II of
Charleston, L.L.C. v. PCS Nitrogen, Inc., 409 S.C. 487, 490-92, 763 S.E.2d
19 (S.C. 2014) (on certified question from federal court).

Subdivision b: The rule stated here would probably be the law in most U.S.
jurisdictions, on grounds that allowing a party to shuck off liability for its
own willful misconduct would create “moral hazard” and be against public
policy.
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How and when must the Payer actually pay the
Beneficiary?

The Payer must pay the Beneficiary for covered losses and expenses as
follows:

1. If the Beneficiary has not already paid for a covered loss or
expense itself, then the Payer must reimburse the Beneficiary for
the loss, or pay the expense, promptly after being presented with
a request for payment from the Beneficiary, accompanied by
reasonable supporting evidence.

2. If the Beneficiary has already paid for a covered loss or expense
itself, then the Payer must reimburse the Beneficiary for the
payment in the same manner as stated in subdivision 1.

COMMENTARY

Subdivision 1 aims to prevent a reimbursable obligation from creating
a cash-flow crunch for the protected party.

Does the Payer’s pay-for obligation
also include a defense obligation?

a. Suppose that:

1. the AGREEMENT requires the Payer to pay the Beneficiary for losses
and expenses resulting from specified third-party claims;

2. but the AGREEMENT is silent about whether the Payer must defend
the Beneficiary against such claims;

3. and a Claimant does make such a claim against the Beneficiary
(a “Claim”).

b. Inthose circumstances, unless the AGREEMENT clearly provides
otherwise, the Payer must provide the Beneficiary with a defense against
the Claim — at the Payer’s expense — as provided below in this Protocol.

c. The obligation of subdivision b is in addition to any other relevant
reimbursement obligation that the Payer has under the AGREEMENT.
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COMMENTARY

If a contract requires A to indemnify B against third-party claims, then the
law, especially in California, might require A to defend B against such
aclaim even if the AGREEMENT didn’t expressly include such
a requirement — and possibly even if the third-party claim was eventually
unsuccessful. For example:

« The California Supreme Court has held that, by statute — specifically,
Cal. Civ. Code 2778(3) — unless the parties to a contract agree otherwise,
a party having an indemnity obligation under the contract is also
obligated, upon request, to provide a defense for the protected person. See
Crawford v. Weather Shield Mfg. Inc., 44 Cal. 4th 541, 553 (2008)
(affirming court of appeal’s affirmance of trial-court judgment).

But the duty to defend might not apply if the party obligated to indemnify
“can conclusively show by undisputed facts that plaintiff’s action is not
covered by the agreement.” Centex Homes v. R-Help Constr. Co., 32 Cal.
App. 5th 1230, 1237 (2019), citing Montrose Chemical Corp. v. Superior
Court, 6 Cal. 4th 289, 298, 861 P.2d 1153 (1993).

+ On the other hand, as Dentons partner Stafford Matthews pointed out
in a 2014 LinkedIn discussion thread (membership required): “Under the
common law of most states, including New York and Illinois for example,
an indemnitor generally has no duty to defend unless the contract
specifically requires such defense. See, e.g., Bellefleur v. Newark Beth
Israel Med. Ctr., 66 A.D.3d 807, 809 (N.Y. App. Div. 2d Dep’t 2009); CSX
Transp. v. Chicago & N. W. Transp. Co., 62 F.3d 185, 191-192 (7th Cir.
1995).” (Emphasis added; Mr. Matthews was responding to one of the
present author’s comments there about California law.)

When and how must the Beneficiary request a
defense?

The Beneficiary must advise the Payer, in writing, of the Claim against the
Beneficiary, on or before ten business days after the Beneficiary first
learns, by any means, of the Claim.

COMMENTARY

This rule only makes sense: The Payer can’t carry out the Payer’s obligation
to defend the Beneficiary against the Claim unless the Payer knows about
the claim.
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What if the Beneficiary’s request for defense is
untimely?

M If the Beneficiary is late in advising the Payer of the Claim against the
Beneficiary, then:

1. the Payer need not reimburse the Beneficiary against any harm
resulting from the delay in notification, but

2. the Payer must still provide the Beneficiary with a defense against
the Claim.

U If the Beneficiary is late in advising the Payer of the Claim, then: (i) the
Payer need not defend the Beneficiary against the Claim, and (ii) the Payer
need not reimburse the Beneficiary against the Claim even if the
AGREEMENT would otherwise require it.

COMMENTARY

A drafter representing the Payer might prefer to say instead that the Payer
will be completely absolved from any duty to defend or reimburse the
Beneficiary against the claim, as in the alternative above. That, of course,
would be a much stronger statement than the (checked) first option — but
the Beneficiary would likely push back hard against it.

How much of an effort must
the Payer make for the defense?

The Payer must provide the Beneficiary with a timely, competent, diligent
defense — by suitably-experienced and reputable defense counsel —
against the Claim.

COMMENTARY

The substantive standards in this rule are really no more than the general
requirements of legal-ethics rules for lawyers.

The “suitably-experienced and reputable defense counsel” language is
necessarily vague, but it should serve as a warning that, say, a traffic-ticket
lawyer would not necessarily be a sound choice to defend against, say,
a bet-the-product-line patent infringement claim.
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The “reputable” requirement for defense counsel recognizes that when the
Payer proposes defense counsel, the Beneficiary might not have any way
of assessing whether the proposed defense counsel actually know what
they’re doing; the requirement that the defense counsel be reputable is

intended to give the Beneficiary some assurance on that point.

Who must pay for the Payer’s defense against the
Claim?

The Payer is to pay for all fees and expenses charged by the defense
counsel engaged to defend the Beneficiary against the Claim.

What if the Beneficiary never asks for a defense?

a. This section applies if the Beneficiary never asks the Payer to defend
the Beneficiary against the Claim — and even if the Beneficiary tells the
Payer that the Beneficiary does not want a defense against the claim.

b. The Payer may elect — in the Payer’s sole discretion — to defend the
Beneficiary against the Claim anyway, in the same way as if the
Beneficiary had asked for such a defense.

c. The Payer, however, will have no obligation:
1. to defend the Beneficiary against the Claim, nor

2. toreimburse the Beneficiary for losses or expenses, of any kind,
arising from the Claim, even if the Payer does elect to defend the
Beneficiary against the claim, and even if the Payer’s and the
Beneficiary’s agreement would have otherwise required
reimbursement.

COMMENTARY

The Payer might find it desirable to defend the Beneficiary against a claim
even if the Beneficiary itself is uninterested in the claim or its result.
EXAMPLE: Suppose that: « the Beneficiary is the Payer’s customer; the
Beneficiary is sued by the Claimant, which claims that the Beneficiary’s
past use of the Payer’s product constituted infringement of the Claimant’s
patent rights. « Because the Beneficiary no longer uses the Claimant’s
product and didn’t use it all that much to begin with, the Beneficiary
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doesn’t really care whether or not the Claimant’s infringement claim
succeeds, because the Payer, not the Beneficiary, will have to pay any
resulting damage award. IN THAT SITUATION: . the Beneficiary will
have little or no “skin in the game” and might not even bother asking the
Payer to defend against the Claimant’s infringement claim.  The Payer,
though, might be keenly interested in not having a court hold that the
Payer’s product infringes the Claimant’s patent.

If the Beneficiary doesn’t ask for a defense, then it waives the Beneficiary’s
right to have the Payer reimburse the Beneficiary against the Claim. So
suppose that (i) the Beneficiary doesn’t ask for a defense; (ii) the Payer
doesn’t defend the claim; and then (iii) the Claimant were to win its case
against the Beneficiary. In that situation, the Beneficiary would be on the
hook to pay the Claimant for any resulting damage award, etc.; the
Beneficiary would not be able to demand that the Payer pay the Claimant
in the Beneficiary’s stead.

What role must the Beneficiary play in its own
defense?

a. The Beneficiary must provide reasonable cooperation with the Payer

and the Payer’s counsel in defending against the Claim (whether or not the

Beneficiary requested a defense).

b. Without limiting subdivision a, the Beneficiary must provide the Payer
and/or the Payer’s counsel with all information reasonably requested for
the defense.

COMMENTARY

Beneficiaries are normally glad to agree to cooperate in their own defense,
as long as it’s at the Payer’s expense.

The “reasonably request” language allows some flexibility, which might be
appropriate if requested information is subject to, for example, the
attorney-client privilege and the Beneficiary has other reasons for not
risking waiver of the privilege by providing the information to the Payer’s
counsel.
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Who will pay the Beneficiary’s expenses
of cooperating in its defense?

If the Beneficiary so requests in writing, then the Payer will pay directly, or
reimburse the Beneficiary for, all reasonable, out-of-pocket expenses that
the Beneficiary pays to third parties (specifically not including, without
limitation, the Beneficiary’s own employees) in providing the required
cooperation.

COMMENTARY

This rule limits the Payer’s reimbursement obligation here to the out-of-
pocket expenses that the Beneficiary pays to third parties. If the
Beneficiary has bargaining power, it might try to ask for reimbursement of
the Beneficiary’s internal costs as well, but in the author’s experience, that
would be fairly unusual for most business contexts.

Who will control the defense?

For as long as the Payer provides the Beneficiary with a defense against
the Claim in accordance with this Protocol, the Payer is entitled to control
the defense — albeit with some exceptions as stated below.

COMMENTARY

If the Payer doesn’t “step up” to provide the Beneficiary with a defense
against the Claim, then the Beneficiary should be able to control the
Beneficiary’s own defense. But if the Payer does provide a defense, then
the Payer should be able to control the defense — otherwise, the
Beneficiary counsel will know that it will be the Payer, not the Beneficiary,
that will eventually be paying the bills. That could tempt the Beneficiary’s
counsel to put on an expensive, gold-plated defense that it might not have
done otherwise.

May the Beneficiary bring in its own
attorneys to keep an eye on the case?

a. This section applies when the Payer is controlling the defense against
the Claim.
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b. The Beneficiary may engage the Beneficiary’s own, separate counsel to
monitor the defense that the Payer is providing.

c. If the Beneficiary does engage separate counsel under subdivision b, it
will be at the Beneficiary’s own expense.

d. The Payer and the Beneficiary must each instruct their respective
counsel to provide reasonable cooperation with each other concerning the
defense.

COMMENTARY

in many defense-of-claims cases, the Payer is likely to want to have the
Payer’s own regular legal counsel be the ones to represent the Beneficiary
in defending against the Claim. But the Beneficiary might want for the
Beneficiary’s own regular counsel to keep an eye on what the Payer’s
lawyers are doing — even though, under legal ethics in the U.S. (and
probably in many other jurisdictions as well), an attorney’s loyalty is to the
client, not to a third party that’s paying the bills.

May the Beneficiary ever take over control of its
defense?

Suppose that reasonable minds could conclude that the Payer’s counsel
had a conflict of interest that, under applicable ethics rules, would
preclude the Payer’s counsel from representing the Beneficiary in the
defense against the Claim. In that situation, the Beneficiary may, in its sole
discretion:

1. assume control of the Beneficiary’s defense; and

2. engage separate counsel for that defense, at the Payer’s
expense.

COMMENTARY

The language, “reasonable minds could conclude” (emphasis added) is
intended to make sure that close calls go in favor of separate counsel.
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§ 77.21 Who will control settlement discussions —
and what limits will apply?

a. Except as provided in subdivision b, the Payer may — at the Payer’s
own expense — settle the Claim against the Beneficiary.

b. Without the Beneficiary’s prior written consent, however, the Payer
may not settle the claim — and the Beneficiary will not be bound by any
purported settlement — if the settlement would:

1. restrict or place conditions on the Beneficiary’s otherwise-lawful
activities; or

2. require the Beneficiary to take any action, other than making one
or more payments of money, funded in advance by or on behalf of
the Payer, to one or more third parties; or

3. encumber any of the Beneficiary’s assets; or

4. include (or require) any admission or public statement by the
Beneficiary; or

5. call for the entry of a consent judgment inconsistent with any of
subdivisions (1) through (4).

COMMENTARY

This is a detailed example of atype of clause that is often found in
reimbursement- and defense obligations. As a particular example, some
categories of insurance contract give the insurance carrier essentially
complete control over the settlement of third-party claims. That could
cause problems for the protected person if the insurance carrier were to
settle a claim but then try to recoup the settlement amount from the
protected person. This could happen, for example, if a contractor’s surety
bond decided to settle a claim and then sued the contractor to recoup the
settlement payment. See, e.g., Hanover Ins. Co. v. Northern Building Co.,
891 F. Supp.2d 1019, 1026 (N.D. Ill. 2012) (granting summary judgment
awarding damages and attorney fees to insurance company), affd,
751 F.3d 788 (7th Cir. 2014).
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May a settlement include a consent
judgment binding on the Beneficiary?

Yes, but only within limits: IF: the Payer is entitled under this Protocol to
control settlement of the Claim against the Beneficiary; THEN: the Payer is
free — in the Payer’s sole discretion — to agree, on the Beneficiary’s
behalf, to a settlement with the Claimant that includes entry of a consent
judgment that is binding on the Beneficiary, as long as the consent
judgment is not inconsistent with this Protocol.

COMMENTARY

In intellectual-property cases, settlements of claims sometimes include the
entry of consent judgments; this rule gives the Payer the ability to commit
the Beneficiary to a consent judgment, within limits.

May the Beneficiary settle with the Claimant on its
own?

Suppose that the Payer is defending the Beneficiary against the Claim,
and that the Beneficiary settles with the Claimant without the Payer’s prior
written consent.

The relevant question will then be: Did the Payer unreasonably withhold
consent to the Beneficiary’s settlement?

1. IF NO: The Beneficiary will be deemed to have released the Payer
from any further defense- or reimbursement obligation as to the
Claim.

2. IFYES: The Payer’s defense- and reimbursement obligations will
remain in place.

COMMENTARY

This provides the Payer with at least some protection against the
possibility that the Beneficiary’s people might decide, what the hell, let’s
agree to pay the Claimant a big settlement; after all, it'll be the Payer, not
the Beneficiary, who has to put up the money.
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What may the Beneficiary admit, or waive, in the
action?

a. |IF: The Payer is entitled to control the Beneficiary’s defense against
the Claim; THEN: Without the Payer’s prior written consent:

1. the Beneficiary must not make any non-factual admission or
stipulation concerning the Claim — for example, an admission that
a third party’s patent was valid and enforceable would be such
a non-factual admission; and

2. the Beneficiary must not waive any defense against the Claim.

b. If the Beneficiary does either of these things without the Payer’s prior
written consent, then the Payer will have no further obligation to the
Beneficiary, in respect of the Claim in question, by way of either defense or
reimbursement.

COMMENTARY

Admissions and stipulations can greatly streamline litigation (and
arbitration). Factual admissions should be made as required. EXAMPLE:
Suppose that the Claimant asked the Beneficiary to admit that, in calendar
year 20XX, he sold Y units of the Beneficiary’s Model ABC widget; if that
were true, then it would make sense for the Beneficiary to make the
admission. But if the Beneficiary were to admit, let’s say, that the
Claimant’s patent claims were valid and infringed, then that could
seriously screw up the Payer’s defense of the Beneficiary against the
Claims.

Can the Payer’s liability for defense be limited?

Yes: The AGREEMENT may limit the Payer’s liability under an obligation to
defend against third-party claims, separate from a general limitation of
liability, but only if the AGREEMENT clearly so states.

COMMENTARY

Limitations of liability need not be one size fits all. A defense obligation
might be limited (for example) to: « a specified dollar amount; or e the
amount of the defending party’s relevant insurance coverage (in which

TANGO Terms 2019A ROUGH DRAFT 2019-08-19 PAGE 278 OF 691



§ 77.26

§77.26.1

§77.26.2

STUDENT EDITION (DRAFT) FALL 2019
NorT a substitute for legal advice INDEMNITY AND DEFENSE PROTOCOL

case the agreement should probably specifically require the defending
party to carry such coverage).

Additional commentary

A template for indemnity- and defense obligations

As ahypothetical example, consider an agreement between Alice and Bob
under which Alice’s workers are to come onto Bob’s property to paint two
specified buildings. If Alice or her workers cause any problems for third parties,
Bob wants Alice to “just take care of it.” The agreement might therefore include
a defense-and-indemnity obligation such as the following:

Alice will (i) defend Bob against any claim by a third party
(including but not limited to Alice’s workers) that arises
from alleged negligence or other fault by Alice or her
workers, and (ii) pay for any monetary award entered
against Bob in connection with any such claim, all in
accordance with the TANGO Terms.

(The above template should not be relied on as a substitute for legal advice, of
course.)

Language origins

For a review of the etymology of the term indemnify, see Bryan A. Garner,
indemnify  [sic/, 15GREEN BAaGa2d 17 (2011), archived at
http://perma.cc/4VBV-FDJS.

A California appeals court explained indemnity obligations:

Generally, indemnity is defined as an obligation of one
party to [i] pay or [ii] satisfy the [x] loss or [y] damage
incurred by another party.

A contractual indemnity provision may be drafted either[:]
« to cover claims between the contracting parties
themselves, or « to cover claims asserted by third parties.

Indemnity agreements are construed under the same rules
which govern the interpretation of other contracts.
Accordingly, the contract must be interpreted so as to give
effect to the mutual intention of the parties.
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The intention of the parties is to be ascertained from the
clear and explicit language of the contract.

And, unless given some special meaning by the parties, the
words of a contract are to be understood in their ordinary
and popular sense.

In interpreting an express indemnity agreement, the courts
look first to the words of the contract to determine the
intended scope of the indemnity agreement.

Rideau v. Stewart Title of Cal., Inc., 235 Cal. App. 4th 1286, 1294, 185 Cal.
Rptr. 3d 897 (2015) (internal quotation marks, alteration marks, and extensive
citations omitted; extra paragraphing, bracketed numbering, and bullets

added).

Is the indemnity obligation backed by enough money?

Aright to be indemnified (like any other) might be worthless if the
indemnifying party can’t afford to do the needful. Consequently, a party
wanting an indemnity commitment should consider negotiating backup
sources of cash to support the indemnity obligation, commonly in the form of
(for example) an insurance policy; a guaranty from a third party; an escrow;
and/or a standby letter of credit (which of course is itself a form of guaranty).

Is agreeing to an indemnity obligation a good idea?

Any party asked to agree to an indemnity obligation should think about it
carefully. That’s especially true if the indemnity obligation would apply
regardless of the other party’s own negligence or other “misconduct”; if you
agree to that kind of obligation, in effect you’ve become the other party’s
insurance carrier.

Will a contractual indemnity be excluded
from the indemnifying party’s insurance coverage?

Any party that is asked to agree to indemnify another party should consider
checking whether its applicable insurance policies exclude coverage for
indemnity obligations. This was an issue in Ewing Constr. Co. v. Amerisure Ins.
Co., 420 S.W.3d 30 (Tex. 2014), where the supreme court “conclude[d] that
a general contractor who agrees to perform its construction work in a good and
workmanlike manner, without more, does not enlarge its duty to exercise
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ordinary care in fulfilling its contract, thus it does not ‘assume liability’ for
damages arising out of its defective work so as to trigger the Contractual
Liability Exclusion.” Id. at 38.

Anti-indemnity statutes

In some jurisdictions, an indemnity obligation is unenforceable to the extent it
purports to indemnify a party against the consequences of its own negligence.
(Insurance policies are usually exceptions to this rule.) See, e.g., Ashley II of
Charleston, L.L.C. v. PCS Nitrogen, Inc., 409 S.C. 487, 490-92, 763 S.E.2d 19
(S.C. 2014) (on certified question from federal court).

Moreover, in some jurisdictions, legislatures have enacted anti-indemnity
statutes that, for certain types of contract, prohibit indemnity clauses that
would shift the risk of Bob’s own negligence onto Alice. Such indemnity clauses
are often found in construction contracts, in which prime contractor Bob might
require subcontractor Alice to indemnify him even against the consequences of
Bob’s own negligence. See, e.g., the Texas Anti-Indemnity Act, codified in
Chapter 151 of the Texas Insurance Code. See also Foundation of the American
Subcontractors Association, Inc., Anti-Indemnity Statutes in the 50 States

(2013).

Relatedly but not directly on point, California Civil Code Section 1668 provides
that “[a]ll contracts which have for their object, directly or indirectly, to exempt
any one from responsibility for [i] his own fraud, or [ii] willful injury to the
person or property of another, or [iii] violation of law, whether willful or
negligent, are against the policy of the law.” (Bracketed lettering added.) Such
contracts are therefore void under section 1667(2).

Special topic: Knock for knock

In the oil and gas industry it’s common for parties involved in drilling and
operations to agree that each party will be responsible for all harm to its own
people and property, no matter who causes the harm, and that each party must
maintain insurance. Texas law allows this (in limited form) under a safe harbor
in an anti-indemnity statute relating to oil-, gas-, and water wells and to mines.
See Tex. Civ. Prac. & Rem. Code 127.005; see generally, e.g., Tina Maddis,
Knock for knock indemnities — are they appropriate for on-shore infrastructure
projects? (AddisonLawyers.com.au 2015), archived at
https://perma.cc/2BPK-J5J7.
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Indemnity obligations should be “unmistakably clear”
if they are to change default risk-allocation rules

Under New York law, a contract provision will not be held to impose an
indemnification obligation on a party unless the provision is unambiguous
about it. See Bradley v. Earl B. Feiden, Inc., 8 N.Y.3d 265, 276-77, 864 N.E.2d
600, 605 (2007). This is especially true if aparty seeks to use an
indemnification obligation to force another party to reimburse the first party’s
attorney fees in a lawsuit between the parties themselves. See Hooper Assocs.,
Ltd. v. AGS Computers, Inc., 74 N.Y.2d 487, 548 N.E.2d 903, 905 (1989),
where the court held:

When a party is under no legal duty to indemnify, a contract
assuming that obligation must be strictly construed to avoid
reading into it a duty which the parties did not intend to be
assumed. The promise should not be found unless it can

be clearly implied from the language and purpose of the
entire agreement and the surrounding facts and
circumstances. Inasmuch as a promise by one party to a
contract to indemnify the other for attorney’s fees incurred
in litigation between them is contrary to the well-
understood rule that parties are responsible for their own
attorney’s fees, the court should not infer a party’s intention
to waive the benefit of the rule unless the intention to do so
is unmistakably clear from the language of the promise.

74 N.Y.2d at 491-92, 548 N.E.2d at 905 (cleaned up, emphasis added).

To like effect, see the unpublished, unsigned opinion in Pettibone v. WB Music
Corp., No. 18-1000-cv, slip op. at 3-4 (2d Cir. Apr. 17, 2019): A songwriter,
who had been aco-author of the Madonna hit “Vogue,” was sued
(unsuccessfully) by a third party for allegedly infringing the copyright in
another work. The publisher of “Vogue,” which had been a co-defendant,
deducted its defense costs (exceeding $500,000) from the songwriter’s royalty
payments for the song. The songwriter sued to force the publisher to pay the
deducted royalties; the district court dismissed the case on grounds that the
deduction was purportedly authorized by an indemnification provision in the
royalty agreement. The Second Circuit reversed and remanded with
instructions to enter judgment for the songwriter and to consider the
songwriter’s claim for attorney fees; the court held:

We conclude that Section 8.1 is pock-marked with
ambiguity and, in fact, more readily evinces an
understanding between the parties that, in the absence of a
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breach, each party will shoulder its own attorneys’ fees and
costs. * * ¥

... Warner would have us read the parties’ agreement to
shift attorneys’ fees of [nearly $1 million] to individual
songwriters for any and all infringement claims brought
against them, regardless of merit or frivolousness. Because
the parties’ agreement’s language does not come close to
unambiguously requiring such an extraordinary result, we
hold that Warner cannot enforce section 8.1 against
Pettibone.

Id., slip op. at 4, 5 (citations omitted, emphasis added).

Additional reading on indemnification (optional)

Indemnification (MorganLewis.com; undated)

Sarah E. Swank, Clarifying the Confusing World of Indemnification, Hold
Harmless, and Defense Clauses (Ober.com 2013)

Corbin Devlin, Indemnity Clause “Red Flags” (2016): This is a list of bullet
points of concern, with a brief explanation of each point.

Exercises (not part of the AGREEMENT)

Indemnities: Duty to defend

FACTS: Suppose that:

e You draft an indemnity obligation that does not expressly require the
subcontractor to defend your client, the general contractor, from
claims, but merely obligates the subcontractor to indemnify the general
contractor.

e An employee of the subcontractor writes a letter to the general
contractor, asserting a claim. Assume for this purpose that the
employee's claim comes within the scope of the subcontractor's
indemnity obligation.

e The general contractor forwards the employee's letter to the
subcontractor and demands that the subcontractor engage outside
counsel to investigate the claim.
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QUESTIONS:

1.

Must the subcontractor engage outside counsel for the general
contractor?

Would your answer be different if all of this were taking place in Los
Angeles instead of Houston? Cite the relevant authority.

Indemnity exercise: The spontaneously combusting widgets

FACTS:

1.

Alice manufactures electronic widgets. Each widget has a battery that
is sealed into the widget and not replaceable.

Bob manufactures electronic gadgets that include electronic widgets.
Bob enters into a contract with Alice to buy electronic widgets from her.
The contract includes, among other provisions:

o awarranty that the widgets do not contain any defects in design
or manufacture;

o aprovision requiring Alice to indemnify Bob against any harm
Bob suffers from defects in the widgets; and

o an exclusion of incidental and consequential damages.

Bob takes delivery of a large quantity of Alice's widgets and stores them
in an appropriate storage room.

In the storage room, the batteries in several of Alice's widgets
spontaneously catch fire, resulting in major damage and causing
significant "down time" for Bob's gadget-manufacturing
operations. (Think: Hoverboards.)

Citing the indemnity provision, Bob demands that Alice reimburse him
for the cost of:

o repairs;
o replacement of the damaged contents of the storage room;

o the travel expenses that Bob incurred in going to China and
India to check out alternative sources of widgets;

o the profits that Bob lost from the manufacturing down time.
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QUESTIONS:

1. EXPLAIN IF FALSE: Alice is not required to reimburse Bob because an
indemnity provision covers claims by third partie