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•  This	  panel	  discussion	  is	  about	  risk	  management	  in	  contract	  dra5ing	  
and	  nego9a9on,	  and	  will	  specifically	  focus	  on	  risk	  analysis	  through	  
a	  method	  of	  sta9s9cal	  modeling.	  	  

•  It	  is	  a	  growing	  trend	  as	  analy9cal	  tools	  have	  evolved,	  but	  we	  will	  
show	  how	  sta9s9cal	  modeling	  fits	  into	  the	  larger	  picture	  of	  a	  
corporate	  lawyer’s	  risk	  management	  du9es.	  

•  Risk	  Management	  in	  a	  Large	  Company	  
–  There	  may	  be	  a	  dedicated	  department	  for	  Risk	  Management	  
–  Usually	  have	  substan9al	  bargaining	  power—can	  work	  from	  your	  forms	  
–  Can	  afford	  to	  walk	  away	  from	  a	  deal	  if	  certain	  terms	  are	  not	  included	  
–  Generally	  more	  risk-‐averse	  than	  small	  companies	  
–  Have	  comprehensive	  insurance	  coverage	  

Introduc9on	  

	  
Know	  Your	  Paper	  

•  Brevity	  is	  an	  underu9lized	  contract	  tool.	  
•  Understand	  your	  paper’s	  terms	  and	  have	  an	  
answer	  for	  every	  possible	  ques9on.	  	  Over	  
9me,	  you’ll	  be	  able	  to	  talk	  track	  conten9ous	  
issues.	  

•  Come	  up	  with	  alterna9ves	  ahead	  of	  9me,	  if	  A	  
then	  B.	  	  Or	  if	  B	  then	  C.	  
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Benchmark	  

•  Benchmarking	  is	  crucial,	  if	  you	  can	  get	  it	  
done…This	  will	  avoid	  you	  falling	  into	  a	  sales	  
trap	  or	  being	  unarmed	  in	  a	  baXle	  of	  the	  wits…	  

	  
Necessaries	  

•  If	  you	  dra5	  it	  -‐-‐-‐	  you	  are	  the	  buck	  stop.	  Par9es,	  
defini9ons	  of	  terms,	  Term,	  Subject	  of	  the	  
Agreement,	  Pricing,	  Payment	  terms,	  Reps	  and	  
Warran9es	  (easier	  than	  it	  sounds),	  Schedules	  
and	  Exhibits,	  Confiden9ality,	  Liabili9es	  and	  
Indemni9es,	  Merger	  Clause,	  Governing	  law	  
and	  Interpreta9on,	  Dispute	  methodology,	  
Force	  Majeure,	  Waiver	  of	  UCC	  self-‐help	  rights,	  
and	  Termina9on	  rights	  (not	  “PENALTIES”	  
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Know	  HIPAA,	  HITECH	  and	  GLBA	  

•  You	  DO	  NOT	  have	  to	  indemnify.	  
•  You	  DO	  NOT	  need	  extra	  termina9on	  rights	  -‐-‐-‐	  can	  gut	  
the	  termina9on	  provision	  in	  the	  main	  Agreement.	  

•  These	  can	  be	  very	  conten9ous	  issues	  –	  be	  prepared.	  

	  
RFPs	  are	  NOT	  Contracts	  

•  They	  are	  agreements	  to	  nego9ate	  IF	  awarded	  the	  
business.	  

•  Submit	  a	  Notwithstanding	  leXer	  along	  with	  a	  sample	  
template	  of	  the	  appropriate	  vehicle.	  

•  Don’t	  be	  frightened	  of	  severe	  language;	  if	  they	  like	  
your	  product	  and	  price,	  you’ll	  be	  okay.	  
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Control	  

•  You	  control	  the	  document.	  
•  One	  floats	  back	  and	  forth.	  
•  CAYGO,	  and	  save	  as	  new	  versions.	  
•  There	  is	  no	  doubt,	  once	  locked,	  what	  has	  
transpired.	  

•  Saves	  you	  9me	  and	  stress.	  

	  
Miscellaneous	  

•  Casts	  of	  thousands	  are	  recipes	  for	  disaster.	  
•  Try	  to	  get	  to	  the	  other	  aXorney	  asap.	  
•  Don’t	  let	  Procurement	  act	  as	  an	  AXorney.	  
•  Be	  Nice.	  
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The	  Usual	  Way	  

•  Be	  reasonable	  with	  LoL	  -‐-‐-‐	  use	  risk/reward.	  	  Limit	  is	  
the	  key,	  you’re	  not	  an	  insurance	  company.	  	  Stay	  
away	  from	  consequen9al	  or	  puni9ve	  damages	  -‐-‐-‐	  
direct	  damages	  ONLY.	  

•  Indemnity	  is	  for	  geeng	  you	  OUT	  of	  third	  party	  
claims,	  or	  taking	  them	  on	  for	  your	  Customer.	  	  Usually	  
unlimited.	  	  Can	  be	  used	  for	  Injury,	  death,	  IP	  
viola9ons,	  etc…These	  are	  not	  first	  party	  indemni9es.	  

Risk	  Management	  in	  a	  Small	  Company	  

•  Less	  bargaining	  power	  o5en	  means:	  
–  using	  other	  companies’	  forms	  (causing	  less	  
uniformity)	  	  

–  the	  inability	  to	  walk	  away	  from	  poten9al	  deals	  
•  Generally	  less	  risk-‐averse	  than	  large	  companies	  
•  Likely	  lower	  insurance	  limits	  	  
•  Inability	  to	  obtain	  certain	  types	  of	  coverage	  	  
•  O5en	  must	  revisit	  insurance	  coverage	  and	  form	  
contracts	  to	  close	  deals	  

ACC's 2012 Annual Meeting September 30-October 3, Orlando, FL

Copyright © 2012 Association of Corporate Counsel 9 of 22



Risk	  Management	  and	  Contracts	  

•  Crea9ng	  and	  using	  standard	  forms	  can	  save	  you	  
9me	  and	  increase	  uniformity	  among	  your	  
agreements	  	  

•  When	  dra5ing	  or	  nego9a9ng	  contracts,	  review	  
industry	  leader	  contracts	  and	  empirical	  data	  

•  Examples	  of	  empirical	  resources	  include	  ABA	  
“Deal	  Points”	  studies	  and	  research	  published	  in	  
law	  reviews	  and	  business	  journals	  

•  You	  can	  beXer	  analyze	  and	  improve	  the	  terms	  of	  
your	  contracts	  by	  using	  sta9s9cal	  modeling	  

	  

Sta9s9cal	  Modeling	  

•  Sta9s9cal	  modeling	  can	  help	  you	  understand	  
and	  assess	  risks	  by	  repeatedly	  simula9ng	  
scenarios	  where	  there	  is	  uncertainty	  

•  Although	  such	  tools	  are	  used	  frequently	  in	  
other	  fields,	  such	  as	  finance,	  most	  aXorneys	  
have	  yet	  to	  take	  advantage	  of	  them	  

•  Models	  can	  be	  easy	  to	  learn	  and	  performed	  in	  
a	  simple	  Excel	  spreadsheet	  
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The	  “Monte	  Carlo”	  Method	  
•  One	  popular	  model	  is	  called	  the	  “Monte	  
Carlo”	  method,	  developed	  in	  the	  40’s	  by	  
physicists	  working	  on	  the	  ManhaXan	  Project.	  

•  Monte	  Carlo	  experiments	  are	  computa9onal	  
algorithms	  that	  repeat	  random	  sampling	  
within	  weighted	  probability	  distribu9ons.	  This	  
is	  repeated	  thousands	  (or	  even	  millions	  of	  
9mes),	  and	  the	  result	  is	  a	  large	  sampling	  of	  
outcomes,	  weighted	  by	  their	  probability.	  

Monte	  Carlo	  Explained	  
•  Example:	  Monte	  Carlo	  is	  

used	  in	  op9on	  pricing.	  The	  
output	  shows	  thousands	  of	  
possible	  price	  paths,	  with	  
the	  more	  likely	  ones	  
occurring	  more	  frequently.	  

	  

	  

•  The	  rest	  of	  this	  presenta9on	  will	  work	  through	  a	  
scenario	  using	  a	  Monte	  Carlo	  simula9on	  to	  assess	  
the	  risks	  in	  a	  hypothe9cal	  contract.	  
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Become	  the	  Dealmaker,	  not	  Breaker	  

•  ABCs	  
– A.lways	  
–  B.e	  
–  C.ontribu9ng	  

•  Quan9ta9ve	  Legal	  Analysis	  
– When?	  

•  When	  you	  need	  to	  “predict”	  the	  future	  
– Why?	  

•  Added	  Value	  
•  Deal	  Support	  

Hypothe9cal	  
You	  represent	  a	  manufacturing	  company	  whose	  current	  
subcontrac9ng	  rela9onship	  is	  about	  to	  expire.	  Your	  procurement	  
department	  is	  considering	  a	  new	  subcontractor,	  located	  in	  the	  
country	  of	  Elbonia,	  who	  can	  offer	  substan9al	  discounts.	  	  Elbonia	  
is	  a	  developing	  na9on,	  and	  this	  will	  be	  your	  company’s	  first	  long-‐
term	  business	  ac9vity	  within	  the	  country.	  	  

ACC's 2012 Annual Meeting September 30-October 3, Orlando, FL

Copyright © 2012 Association of Corporate Counsel 12 of 22



Framework	  
•  Ques9on	  

– What’s	  the	  ques9on	  you	  are	  trying	  to	  answer?	  
– Deconstruct	  the	  ques9on	  into	  quan9fiable	  terms	  	  

•  Variables	  
–  Iden9fy	  the	  relevant	  variables	  
– Determine	  the	  range	  of	  those	  variables	  and	  how	  
confident	  you	  are	  in	  those	  variables	  

•  Simula9on	  

“Is	  it	  a	  good	  deal?”	  
• What’s	  the	  real	  ques9on	  here?	  

	  

• Deconstruct	  the	  goal	  into	  a	  quan9fiable	  ques9on	  
– “We	  want	  happy	  clients.”	  

• BeXer	  survey	  results?	  
• Increased	  volume	  of	  return	  business?	  
• Less	  complaints	  /	  more	  accolades?	  
	  

• Does	  “good”	  mean:	  
– 	  Cost	  savings	  
– 	  Higher	  quality	  
– 	  Staging	  for	  a	  strategic	  alliance	  
– 	  All	  of	  the	  above?	  
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Cost	  Savings	  
•  Iden9fy	  the	  relevant	  variables	  

– Try	  different	  things	  
•  Poten9al	  Legal	  Cost	  variables:	  

– Maintenance	  -‐-‐	  Costs	  of	  maintaining	  the	  new	  
rela9onship.	  	  

– Defense	  -‐-‐	  Poten9al	  liabili9es	  arising	  from	  
rela9onship	  

– Enforcement	  -‐-‐	  Costs	  due	  to	  need	  to	  act	  against	  
new	  malefactors	  in	  the	  area	  

Maintenance	  Costs	  

•  Regulatory	  fees	  
– Licenses,	  permits,	  etc.	  

•  IP	  
– Trademark	  and	  Patent	  annui9es	  

•  Ancillary	  Services	  
– Lobbying	  
– Related	  vendor	  nego9a9ons	  and	  contracts	  

•  e.g.,	  warehousing,	  distribu9on,	  etc.	  
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Have	  Some	  Confidence	  

•  You’ve	  established	  the	  variables,	  now:	  
– Establish	  upper	  and	  lower	  boundaries	  around	  the	  
range	  of	  possibility	  for	  your	  variables.	  

– Set	  the	  ranges	  at	  levels	  that	  you	  are	  confident	  are	  
right	  (the	  level	  of	  confidence	  is	  up	  to	  you).	  

90%	  Confidence	  Interval	  

•  Confidence	  Interval	  refers	  to	  the	  level	  of	  
precision.	  	  	  

•  Yards9ck:	  	  Bet	  real	  money	  
– Would	  you	  rather	  bet	  $100	  on	  a	  raffle	  9cket	  
where	  you	  have	  a	  9	  in	  10	  chance	  of	  winning;	  or	  
that	  your	  es9mate	  is	  right?	  

•  Raffle	  =	  You’re	  not	  90%	  confident	  
•  Your	  es9mate	  =	  You’re	  too	  confident	  
•  Same	  =	  Just	  right	  
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Where	  do	  I	  get	  these	  numbers?	  

•  Do	  they	  already	  exist	  
– Surveys?	  	  Studies?	  	  Prior	  ACC	  resources?!	  

•  What	  has	  been	  my	  past	  experience	  
– Personal	  experiences	  
– Company	  records	  
– Employee	  exper9se	  

•  Conduct	  your	  own	  survey	  

Distribu9on	  

•  In	  sta9s9cs,	  the	  distribu9on	  generally	  refers	  to	  
the	  arrangement	  of	  a	  value	  of	  variables	  
showing	  the	  observed	  or	  theore9cal	  
frequency	  of	  occurrence	  

•  Many	  different	  types	  of	  distribu9on	  based	  on	  
the	  context	  of	  the	  situa9on	  
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Distribu9on	  
•  The	  most	  familiar	  kind	  of	  distribu9on	  is	  the	  normal	  
distribu9on	  (e.g.,	  the	  “bell	  curve”):	  

•  Occurs	  frequently;	  o5en	  used	  in	  social	  sciences	  to	  
approximate	  real	  world	  situa9ons.	  

Distribu9on	  
•  Examples	  of	  other	  distribu9ons	  include:	  

	  

0	  

0.005	  

0.01	  
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0.02	  
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Other	  Terminology	  
•  μ	  =	  Mean	  (or	  Midrange)	  	  

–  The	  upper	  bound	  of	  the	  confidence	  interval	  less	  the	  lower	  
bound	  of	  the	  confidence	  interval	  divided	  by	  2	  

•  (upper	  bound	  –	  lower	  bound)	  /	  2	  
•  σ	  =	  Standard	  Devia9on	  	  

–  Indicates	  how	  wide-‐spread	  data	  points	  are.	  	  A	  smaller	  
standard	  devia9on	  indicates	  that	  a	  high	  number	  of	  data	  
points	  lie	  near	  the	  mean	  value.	  	  A	  high	  standard	  devia9on	  
indicates	  a	  high	  number	  of	  data	  points	  lie	  far	  away	  from	  
the	  mean	  value.	  

•  (upper	  bound	  	  of	  CI	  –	  lower	  bound	  of	  CI)	  /standard	  	  devia9ons	  
corresponding	  to	  the	  CI	  

•  Z-‐score	  

Normal	  Distribu9on	  

μ

-‐1σ	  -‐2σ	  -‐3σ	   1σ	   2σ	   3σ	  

90%	  Confidence	  Interval	  
(3.28	  standard	  devia9ons)	  
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Input	  Ranges	  

Ranges 

Ranges 

Legal Maintenance 
Costs ($ per unit 
produced) 

Defensive Legal 
Costs ($ per unit 
produced) 

Enforcement 
Costs ($ per unit 
produced) 

Upper Bound $0.009  $0.006  $0.009  
Midrange $0.008  $0.003  $0.008  
Lower Bound $0.007  $0.000  $0.007  

Func9on	  

•  Random	  number	  genera9on	  func9on	  for	  
normal	  distribu9on	  in	  Excel:	  
– =NORMINV(RAND(),	  Mean,	  (Upper	  Bound	  –	  Lower	  
Bound)/(Standard	  Devia9on	  Range	  Corresponding	  
to	  Desired	  Confidence	  Interval))	  

•  Some	  so5ware	  packages	  may	  have	  analy9cal	  
packs	  built-‐in	  that	  will	  have	  random	  number	  
generators	  for	  various	  distribu9ons	  
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Perform	  Monte	  Carlo	  

Simulation Runs 

Run # 

Legal Maintenance 
Costs ($ per unit 
produced) 

Defensive Legal 
Costs ($ per unit 
produced) 

Enforcement 
Costs ($ per unit 
produced) 

Savings ($ per 
year) 

1 $0.009  $0.004  $0.008  $0.022  
2 $0.008  $0.004  $0.008  $0.020  
3 $0.008  $0.005  $0.007  $0.020  
4 $0.008  $0.002  $0.008  $0.018  
5 $0.008  $0.003  $0.008  $0.019  

95 $0.010  $0.004  $0.008  $0.022  
96 $0.007  $0.003  $0.009  $0.019  
97 $0.008  $0.006  $0.007  $0.021  
98 $0.008  $0.001  $0.008  $0.017  
99 $0.008  $0.005  $0.007  $0.020  

100 $0.009  $0.003  $0.009  $0.020  

Histogram	  
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Monte	  Carlo	  Example	  2	  

Ranges 

Ranges 

Cost Savings ($ 
per unit 
produced) 

Legal Cost ($ 
per unit 
produced) 

Quality Costs 
($ per unit 
produced) 

Probability of 
Work 
Stoppage 

Length of Work 
Stoppage in 
Months 

 Production 
Level (units per 
year)  

Upper Bound 11.00 $0.050  $9                    12.0     140,000,000  
Midrange 7.50 $0.025  $6  5%                    6.0     134,000,000  
Lower Bound 2.00 $0.000  $3                         -       128,000,000  

Monte	  Carlo	  2	  

Simulation Runs 

Run # 

Cost Savings ($ 
per unit 
produced) 

Legal Cost ($ 
per unit 
produced) 

Quality Costs 
($ per unit 
produced) 

Work 
Stoppage 

Length of Work 
Stoppage in 
Months 

 Production 
Level (units per 
year)  Savings ($ per year) 

Breakeven 
met? 

1  $               9.24   $               0.01   $           6.00  1                    5.1        79,193,472   $     256,204,036.95                    1  
2  $             10.88   $               0.01   $           4.44  0                 10.8     130,678,982   $     840,011,855.23                    1  
3  $             11.86   $               0.04   $           6.17  0                    7.6     132,688,254   $     748,969,924.67                    1  
4  $               5.93   $               0.03   $           9.10  0                 11.5     132,143,525   $    (421,759,797.69)                  -    
5  $               9.64   $               0.02   $           5.32  0                 10.2     131,182,254   $     564,874,073.28                    1  

95  $               8.43   $               0.02   $           5.07  0                    7.4     136,437,026   $     456,424,126.36                    1  
96  $               9.43   $               0.03   $           2.61  0                    2.1     127,343,770   $     864,553,771.24                    1  
97  $               4.72   $               0.05   $           6.85  0                 11.4     134,728,445   $    (294,551,548.24)                  -    
98  $               6.96   $               0.02   $           8.11  0                    6.0     132,509,803   $    (154,728,343.29)                  -    
99  $               7.14   $               0.02   $           5.83  0                    0.1     132,612,820   $     170,827,742.25                    1  

100  $               4.18   $               0.03   $           5.55  0                    4.9     131,899,924   $    (183,909,052.56)                  -    
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Analysis 	  	  

•  In	  this	  scenario,	  chance	  that	  some	  cost	  savings	  is	  
realised	  (>0)	  is	  72%	  (based	  on	  1	  set	  of	  100	  runs)	  

•  Chance	  that	  cost	  savings	  are	  not	  realised	  is	  28%.	  
•  Does	  not	  take	  into	  account	  certain	  other	  factors,	  
e.g.,	  cost	  associated	  with	  migra9ng	  vendors	  

•  Monte	  Carlo	  and	  other	  sta9s9cal	  tools	  should	  be	  
used	  for	  approxima9on	  and	  es9ma9on.	  	  They	  do	  
not	  provide	  defini9ve	  outcomes,	  but	  help	  
eliminate	  uncertainty	  regarding	  events.	  
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