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Basic Concept

The purpose of this book is to help companies which need to train their
employees with the ability to understand international OEM/ODM contracts.
OEM/ODM contracts are a special type of manufacture/supply agreements and
often require a long term supply relationship®. Usually in an OEM/ODM
relationship, international buyers are in a stronger position and manufacturers
are in a weaker one. As anyone can expect, a stronger buyer will insert provisions
in an agreement that are favorable to the buyer and a manufacturer quite often
is left with an incapability to bargain. Such incapability is caused either by poor
bargaining power or the seller’s limited understanding to legal languages and

framework.

Taiwan enterprises are mainly manufacturers or suppliers in the international
supply chain. They may only engage in manufacture as OEM or they may be
able to enter the sphere of design as ODM. Only in rare cases can they work
as OBM which requires a higher international reputation and management
of complicated overseas channels. Employees in such OEM/ODM companies
might be asked to deal with issues regarding OEM/ODM related legal affairs
which may range from reviewing and modifying purchase orders and contracts
to dealing with disputes, including litigation, on product liability and IPR
infringements and, in many instances, transaction issues are often beyond
their ability to manage. It is our wish that we can, with this book, help those
companies which need to train their employees with the ability to understand

international OEM/ODM contracts and related issues.

In a typical OEM/ODM case in Taiwan, we will see buyers from the western

world placing orders to those manufacturers in Asia. If there is a long term
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business relationship between the buyer and seller; both sides will generally sign
a supply/manufacture agreement to set up a framework for future operations
which is to ensure a stable supply of products with the buyer’s expected
price. This is the main purpose entertained in most of the buyer’s versions of
manufacture/supply agreements. This type of international agreement generally
is drafted by a strong buyer to his own advantage and is seldom negotiated at an
arm’s length. This is because the buyer has a stronger international reputation
and bargaining power. To accept such contracts prepared by the buyer without
reviewing and negotiating, the supplier (or the manufacturer) might be
therefore exposed to unfair risk contained in clauses such as tooling, forecast
and indemnification clauses (e.g. In an indemnification case, the buyer in a
contract explicitly requires a seller to be responsible for the buyer’s negligence).
Quite often, local businessmen are not aware of the risk existing on terms and
conditions contained either in the master agreement or in subsequent purchase
orders. On the following two cases, we will see how disputes happen and what
approach we should take to solve disputes. A background scenario on how a
transaction and a dispute have arised might be helpful to us to analyze the

issues to avoid similar conflicts from happening to us.
(Questions and Comments )

1. What is the framework that a manufacture agreement is built upon? What are

its content and purpose? What is a buyer looking for?

2. If you are an international sales person, how can you find out whether a
contract drafted by a western buyer contains traps? Will you sign it without
knowing its content?

3. An international buyer often has a stronger bargaining side. By “stronger”,
it generally means that a buyer has a better channel for international sales
and more useful patents and designs on the products made. If you are on
the weaker side, is there any special approach that you can take while both of
you are negotiating on the contract some important terms such as tooling,
forecast or indemnification clauses?
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{Case 1)

An American buyer visits a seller in Taiwan. The seller is engaged in a
business of toy manufacturing for over 20 years and is a world wide-known
supplier. The buyer visits the seller’s factory and has a meeting with the seller’s
design team. Both parties sign a confidentiality agreement. The buyer thereafter
shares with the seller’s research team his design and the seller’s team responds
positively with the buyer’s request. Both buyer and seller communicate verbally
and by e-mails many times. The seller’s research team also shares their opinion
on how to modify the design originally presented by the buyer for better use
and the buyer agrees with them. Therefore the design is modified according
to the seller’s opinion. Both sides agree that the seller will pay USD$ 100,000
for tooling and such expense will be amortized within the contract terms by the
buyer with the quantity ordered (USD$ 1 for each unit). Finally, two months
later, the buyer reaches an agreement with the seller’s management on the
product specifications, price, method of payment, tooling and intellectual
property rights, and so on. A master agreement of 2 years is signed with details
left to the subsequent purchase orders.

The relationship is running smoothly at the beginning but later turns sour
after a few disputes over the method of payment. According to the contract,
the buyer will make quarterly T/T payments and a “set off” is allowed. In one
event, the seller is making a demand for the buyer’s quarterly payment of
USD$ 1,000,000, yet the buyer is claiming a “set off” of USD$ 150,000 because
the seller’s delivered non-conforming products in the past. The buyer claims
that such damages caused by delivery of the non-conforming goods should
be deducted from the quarterly payment. However, the seller is upset because
the buyer is extremely picky with the quality of the products and, the amount
the buyer purchases yearly is only counted as 10%, USD$ 3,000,000, of the
seller’s yearly turnover of USD$ 30,000,000, yet the amount of products the
buyer rejects is about 15%, USD$ 750,000, of the seller’s total rejected goods of
USD$ 5,000,000 in that year.
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The seller is threatening to terminate the contract and to stop delivery. The
seller also refuses the buyer’s request to return the moulds. The buyer is
extremely angry with such “threat” because this might cause the buyer’s
to breach with many his clients in the United States®. The buyer therefore
threatens to sue for breach of contract and patent infringement and both sides

hold meetings for negotiation.

CASE ANALYSIS
1. Confidentiality agreement

a. A confidentiality agreement drafted by a buyer reveals that the buyer (a)
desires to protect information of the “proprietary nature” and (b) requires
that the manufacturer’s confidential treatment of such information to have
limited use in the strict business sense of use and (c) restricts a seller’s use

for the buyer’s interest only.

The scenario in case 1 serves as a good illustration of a regular business
operation of Taiwan OEM/ODMs. In a typical OEM/ODM relationship, forms
of contracts for different purposes will be signed in sequence between a buyer
and a seller to ensure of their longer cooperative supply relationship. The first
to be signed is a confidentiality agreement which, also known as Non Disclosure
Agreement, is signed before valuable information is divulged by a buyer to a
manufacturer. Not all information is restricted except that of the proprietary
nature relating to, for example, patent, design, marketing, customers or trade.
In a confidentiality agreement drafted by a buyer, we can see that buyer (a)
desires to protect information of the “proprietary nature” and (b) requires that
the manufacturer’s confidential treatment of such information to have limited
use in the strict business sense of use and (c) restricts a seller’s use for the buyer’s

interest only.

@ Usually, buyers are buying for re-sell in the United States in this case. If the
manufacturer stops delivery, the buyer will be forced either to buy same/similar products
from the market often with a higher price or to breach the contract with the buyer’s
clients.
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Examples commonly seen in an agreement regarding confidentiality
treatment includes: a. requiring all envelops be marked with “confidential”,
allowing accessible information only to some restricted manufacturer’s
personnel, a prior notice and written approval is required from the buyer before
the information is shared with any third party such as subcontractors and the

return of all materials once the manufacture agreement is terminated.

b. A typical exclusive clause regarding jurisdiction of a foreign court may

exclude a buyer’s remedy for injunctive relief from a Taiwan local court.

A typical confidentiality agreement, generally drafted by a buyer; carries the
provisions allowing injunctive relief which will permit a buyer to take action
through local courts, which are usually located where a manufacturer resides or
established, to prohibit a manufacturer from illegal disclosure. Interestingly, the
very same agreement provides as well that the governing law and jurisdiction of
any disputes arising from this agreement shall be the buyer’s home courts, for
example, the state court of California.

Here comes the question: Which court should the buyer turn to for remedy?
Time is always of essence in such situation. If the buyer initiates legal action in
California to stop a manufacturer’s disclosure, obviously it might be too late
since location of illegal disclosure is in Taiwan and California’s courts decision
requires Taiwan courts’ approval for enforcement in Taiwan. Taiwan court may
not necessarily grant such permission. The buyer’s other choice is to bring a
lawsuit into a Taiwan local court. As you can see from a typical clause, it regards
the governing law and jurisdiction in the buyer’s version of the agreement, “This
agreement shall be governed by, and construed and enforced in accordance
with, the laws of the state of California. The state court of California shall have
an exclusive jurisdiction over any disputes arising from this agreement.” The
manufacturer could argue before a Taiwan local court that, in accordance with
the confidentiality agreement signed, any dispute should be referred to the
California state court rather than the Taiwan court for the solution. In other
words, the manufacturer may reasonably argue that the California court has
an exclusive jurisdiction over this dispute. Therefore, Taiwan court has no
jurisdiction in this case. This case might be dismissed from the Taiwan court
and, if that is so, the buyer might lose his protection on injunction.
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