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Preface 
This new publication, Exporting and the Export Contract, introduces the 
reader to the export contract and its legal framework. In 1991, PRODEC 
published a book entitled International Procurement Contracts: An 
Introduction; the present book represents the "other side of the coin," 
concentrating on the contract from an exporter's point of view. The emphasis 
of the book is largely managerial, in that it focuses on contractual aspects of 
exporting; it is intended for the use of non-lawyers entrusted with drafting 
and negotiating contracts in export-oriented companies. 

This book provides readers with a concise and easy-to-read guide to the main 
features of international export contracts; consequently it will help them avoid 
common pitfalls, minimize risks, and create profitable, long-term business 
relationships with foreign customers. The reader requiring detailed advice on a 
particular legal matter is referred to the specialized sources of information 
mentioned in this book. In matters of great significance and high risk, 
consulting a lawyer is strongly advisable. 

The need for this type of publication is widely acknowledged. For many 
exporting companies in developing countries, the legal aspects of commercial_ 
transactions are problematic. given the scarce information available to them. 
The language of lawyers is often difficult for a business person to understand. 
A situation where -there is no written contract at all or where the contract fails 
to clarify key issues can be very costly for the exporter. the highest cost often 
being the loss of a customer or a dent in the company's reputation. 

For these reasons, PRODEC (Programme for Development Cooperation) at the 
Helsinki School of Economics and Business Administration published this 
book. The entire book has been written by Dr. James R. Pinnells, international 
consultant, and author of International Procurement Contracts. Dr. Pinne lIs  
has researched the subject-matter with the needs of developing countries 
particularly in mind. Draft versions were tested in a number of PRODEC 
seminars in Africa and Asia before the final version was written. The test 
period has added to the practical value of the hook as many crucial problems 
in export transactions came to light only during discussions with exporters. 

The book is financed by the Government of Finland, through FINN1DA 
(Finnish International Development Agency). 

PRODEC wishes to express its appreciation and heartfelt thanks to the author 
as well as to the persons who have contributed to this publication. This book 
will mainly be used in PRODEC seminars on export marketing and business 
management, to provide a useful new tool for company executives. 

PRODEC 

Saara Kehusmaa-Pekonen 
Executive Director 
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Conventions and Abbreviations 

This book is based on research and many years of experience with sales and 
procurement contracts involving at least one party from a developing country. 
To turn this experience—some of it negative—into profitable examples for the 
reader, three imaginary countries have been created: Verbena, Esperanza and 
Nonamia. These are countries all too familiar with the day-to-day difficulties of 
exporting; the solutions they adopt are sometimes clever, sometimes less than 
clever, but always—it is hoped—instructive for the reader. The currency of all 
of these countries is the local "$"—which you can pronounce dollar or (haler 
at your discretion. These currencies bear no relation to any fixed exchange 
rate and are liable to float widely from chapter to chapter. Where actual 
currencies are , intended. the ISO system is used: USD for US dollars, GBP for 
pounds sterling, and so on. 

One other convention is worth mentioning. Women are seriously under-
represented in the business life of many countries, developed and developing 
alike. That is not the case in this book where women entrepreneurs play a 
roughly equal role in the scenarios and examples. On the other hand, 
occasional use has been made of he, him, and his with the traditional unisex 
meztning. The reason is that this book will he read by many people whose first 
language is not English: in choosing between what is called "sexist" 
language and the complex English sometimes necessary to avoid it, the author 
has decided against complexity. The use of the word businesspeople rather 
than businessmen is just one example of a marginal case where the author has 
made the opposite decision. 

Abbreviations are inevitable in modern business life, though the author has 
tried to keep them to a minimum. Each abbreviation is expanded the first time 
it is used. Even so, a list of the abbreviations in the book may be useful: 

ASEAN 	 Association of South-East Asian Nations 
BGB 	 BOrgerliches Gesetzbuch (German Civil Code) 
131. 	 Bill of lading 
CFR 	 Cost and Freight (Incoterm) 
OF 	 Cost, Insurance, Freight (Incotenn) 
CIP 	 Carriage and Insurance Paid (Incotenn) 
COCO M 	 Coordinating Committee on Multilateral Export Controls 
CPT 	 Carriage Paid To (Incotenn) 
DAF 	 Delivered At Frontier (Incotenn) 
DDP 	 Delivered Duty Paid (Incotenn) 
DDU 	 Delivered Duty Unpaid (Incotenn) 
DEM 	 Deutsche mark 
DEQ 	 Delivered Ex Quay (Incotenn) 
DES 	 Delivered Ex Ship (Incoterm) 
DIIIT 	 Deutsche Industrie and Ilandelstag 
DIN 	 Deutsche Industrie Nonnen (German Industrial Norms) 
EXW 	 Ex Works (Incoterm) 
FAS 	 Free Alongside Ship (Incotenn) 
FCA 	 Free Carrier (Incoterm) 
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FOB 

GBP 
EIGB 
IATA 
ICC 
Incoterms 
ISO 
kW 
L/C 
PC 
PTA 
-SITPRO 
SGS 
SoGA 
UCC 
UCP 	 - 
UK 
UNCITRAL 
USD 

Free on Board (Incoterm) 
Great Britain pound (sterling) 
Ilandelsgesetzhuch (German Commercial Code) 
International Air Transport Association 
International Chamber of Commerce, Paris 
International Commercial Terms (published by ICC) 
International Standards Organization 
kilowan 
Letter of credit 
Personal computer 
Preferential Trade Area 
United Kingdom Simplification of International Trade Procedures Board 
SociOtd. Gdndrale de Surveillance 
Sale of .Goods Act (UK) 
Uniform Comthercial Code (of United States) 
Uniform Customs and Practice for Documentary Credits (published by ICC) 
United Kingdom of Great Britain and Northern Ireland 
United Nations Commission on International Trade Law 
United States dollar 
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Introduction 

Exporting and the. Ma0agement 
of RiMc 

.1. The Meeting of Minds 

THE PROBLEM 

An exporter and a buyer negotiate together. At some point there 
is a "meeting of minds" their discussion becomes an agreement— 
with important legal Consequences for both .  sides. This is .a 
dangerous moment for first-time.exporters: they know their local 
market ., but exporting poses new problems in production, delivery 
and, above all, pricing. A hasty ., agreement can cause heavy losses. 

THE PR rup1PLE 

Once scope (the goods to be 'delivered) and price (the price to be 
paid) are agreed, the bare bones. of a legally enforceable agree-
ment .are in place. Before reaching such agreements  the exporter 
Must be sure that *the goods can be delivered exactly as promised 
and that: the . PriCe cdvers: the full cost of exporting. 

IN MORE DEPTH 

Let its start with 'a conipany and a product. Office Enterprises makes 
office furniture its main tines are desks and filing cabinets. The company 
is located in a country, we can call Verbena, a small island republic, some-
where in the tropics. Office Enterprises. was founded. ten years' ago by 
Alec. Patel. So far, Patel has sold products only on the - domestic market 

At a seminar. in 1995, Patel meets Juliana Gomez, owner of Espernnza 
Trading., Esperanza. Trading is an import-export company located in . 

Esperania„ a developing .  country, also in the tropics: Gomez -  sees a 
potential market for .Paters_office furniture in Esperanza. A negOtiation 
begins: The two negotiators quickly reach an agreement, .a "meeting of 

.• minds" as. lawyeis ca1l . it Office Enterprises -will supply 30 leather 
covered cxecutive.chairs for which Esperarga Trading will . pay $9,000. 1 

 "Everything else," they say,."we tun-agree when the tithe comes:" 

I 

 

Most of the.dCalsirt this book ..are denominated in "Verbena dollars" .(VS), This imaginary currency his tie) 
. steady value ind:illabie tO float from chapter to chapter. Where . actO21 . Furtencies. are intended.. the system 
Originated by 350 (International standards Organization) is used. e.g.. UStifor United Stoic-MAW:DEW— 	 -- 
for Deutsche Marir:4 .Gilf.1  for pounds 'sterling;  and so on. 
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This .agreement, ,althoud -nothing iSin writing and. no details have been 
worked out, iSit contract: each side has commitments to the other—both 
have rightsand•:both have duties. What•are these rights and duties? Office • 
EnterpriteS,.has the duty to deliver the chairs and the right to collect 
payt)lerit..:Bsperiniti Trad ingli situation is ..ekactly complementary it has 
the right to receive• the chairs and the duty to s pay . forthein. In contiaet-
tanguPO: the scope of the contract ii:3O chairs, and the. pric;e is $9,000: 
8copeagainsrprice—that is the essence of the export contract.-   

SCOPE PRICE   

tet's• look more closely at scope, price, and the associated rind. 

17:irs004)e: the prOduct. An exportable pi -odutt will normally. be inuture 
in other wordS, the Manufacturer should have experience in making the 
product and enough production capiteity to core with the size of the order ., 
quality pssurance•problems*shOuld already he solved. 

'Closely related to store 	 The exporter must have access to safe- 
and timely ineans of delivery: for example, the-export of cut flowerS will 

. certainly kiSeinciney unless theeroiver is ccnain of regular and reliable:air. 
shipment:. Unfortunately, o:porters. sometimes contract to supply cOods 
but faillo think about the problems of delivering their gOodS . fintil after the 
•.contract ifs:Ogned„ By then it is too.  late: a bad name in the. trade or an 
expensivelawsult .arethe common reStiltsof this lack. of foresight, 

- 	 - 	 . 	 .••• 	 • 
finally price. Doesihe contract price cover the exporter's. costs and 

leaVeatrasonable profit margin? 'Answering this question calls for careful . 
•..and knowledgeable pricing. This is not the place for a full discusSion,'of 

expott .tiricing, but two pricing Models are worth mentioning:. the free-
oicirket and the teaded-markailicidcl. First the "free-market" approach. 

market-s that is free (ands  for our present .purpoSes, stable), a 
. thantifactlitercalculates export prices by adding: 

The cost of making the goods in the factory; .  
b. An appropriate portion of the overhead costs of the factory (e.g., 

if the export deal is worth 2% of annual sales, the export price 
should - include roughly.2% of annual overhead costs); 
I-hi:mit costs tissodatedvith-eNporang (e.g.-, the cost of inter.
natiorialla.xes and telephone calls, additional freight CMS, the 
administrative cost -of prep.:log the full export documentation, the 
ctikralw aitingperhaps:ninety days for payment. rather than the 

•Usuat thitty, and so - oh); 
d,. A profit .margin (high enough to make a ritii profit, but low. 

enougktO make the goods competitive in the intended market). 

Thenresulting price is a fair reflection of the manufiteturer's costs ; .plus 
reasonable expectation of profit. Charging a. lower price immediately 
etOdes profit, an erosion that quickly leads to losses. • 



Siivation 

Verbena Fan is a successful producer in the domestic market. It is looking 
for new markets and sees good potential sales in Esperanza. 

First .  Calculations 

The Wholesale price of the product is $3 cheaper in Verbena than the 
wholesale price of a comparable product in Esperanza. Negotiations with 
an importer in EsPeranza begin. To secure the business, Verbena ran 
quotes an attractive price or $22, The contract is signed. 

$20 

Wholesale 
price of fan 
in Verbena 

$23 - 

'wholesale 
price of similar 

product in 
Esperanza 

$22 

Export price low 
enough to beat 
competition in 

Esperanza 

The Learning Process 

During manufacture and shipping, additional costs continually arise. When 
payment is later than expected, Verbena Fan must borrow from the bank, 
further increasing costs. Warranty claims are more expensive 
internationally than they are locally—more costs. 

$23 .  
When the extra 
costs of export 

production 
emerge, the real 
wholesale price 

is higher 

$25 
When paym ent 
is made later 

than expected, 
the cost of cap- 

ital drives up 
the wholesale 

price still further 

$26 

After warranty 
claims are met, 

the true 
wholesale price 

emerges 

The Outcome 
An expected profit of up to $2 per fan turns into a actual loss of $4. 

$4 

Loss per fan I 

THE ANATOMY 
OF AN EXPORT LOSS  

kITRODUCTION: EXPORTING AND 711E MARAG&IMNT OF RISK 

The arithmetic of exporting is often sobering: the manufacturer's export 
price is likely to be appreciably higher than the price he charges locally— 
and it may well be more than any buyer is prepared to pay. But why? 
What are the extra costs that drive export prices uneconomically high? 
These costs ̀ fall into three categories: 
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• Direct additional costs; 
• Intangible management costs; 
• The cost of capital. 

Direct Additional Costs 

Some additional costs are easily identified. Some examples: intern-
- tional telephone calls are clearly 'more expensive than local ones; 

costly foreign travel is necessary for face-to-face negotiation; pack-
aging must often be upgraded to withstand a sea journey or rough 
handling. Extremely important are the extra costs of meeting warranty 
claims: a warranty repair that costs a few dollars to make in Verbena 

- will.cost far More when the full international costs are added in.2  

Intangible Management Costs 

Other costs are less tangible: for example, misunderstandings can 
arise if foreign languages, are involved -, management time must be 
invested in completing export formalities: obtaining the certificate of 
origin or the export license, negotiating the transport contract, 
collecting a letter of credit—all are time-consuming activities. 

The Cost of Capital 

The cost of capital must also be considered: let's take an example. 
Patel is charging $9,000 for 30 chairs. Perhaps $1,000 of this is 
expected profit—the remaining $8,000 are his costs. In his own 
country, Patel is paid within thirty days, so, assuming he pays his 
own suppliers and his workforce on time, he has a debt of $8,000 for 
about a month. At 15% annual interest, that will cost him about $100. 
If he his to wait three months for payment, his debt will cost him 
$300. Higher interest rates (in some countries banks charge 45% ) 
and longer waiting periods will quickly Wipe out his expected profit. 

Precise calculations are often difficult correct allocation of overhead or in 
accurate allowance for the cost of delay in payment depend on reliable 
business data and considerable management expertise. Let's assume, 
though, that reliable data is available to the exporter. A sober review of 
the facts then indicates whether exporting is likely to be profitable or not 
If not, then—like all bad deals—exporting should be avoided. 

What then is the "loaded" market? In practice very few markets offer the 
free and stable conditions we have just discussed—in most markets 
factors beyond supply and demand, cost and profit influence price. These 
distortions are of two main types: promotional and macroeconomic. 

Promotional Loading 

In order to promote a product in , a new market exporters often slash 
prices: to gain a foothold in the market, the exporter decides to trade--:- 

cc Chapter 3, Section I fur a detailed example. 
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for a.short while—at a loss. The exporter assesses first what price 
will be attractive in the export market and then offers the goods at that 
price—whether it creates a profit or not? 

Macroeconomic Loading 

In developing countries, pricing is sometimes distorted by an urgent 
- need to earn foreign currency: if the price is to be pal in oreigit  

currency, the exporter offers goods at unrealistically low price& 
Export incentive schemes also influence pricing: exporters sometimes 
decide to sell at cost price (or below) and to take the incentive paid by 
their own government as their "profit." Such distorted pricing is 
dictated more by economic than by purely commercial consideration& 

Many factors influence export pricing. To keep things simple, however, 
when this book speaks of "price," it means the free-market price. 

The major problem of export pricing is now apparent: the additional costs, 
if correctly calculated, often increase the exporter's price until he is not 
competitive in any foreign market. For many would-be exporters the 
crucial question is always—will I make a profit from exporting? Only 
careful:calculation can answer that question—and the manufacturer must 
be wary of entering a legally binding azreement until the answer is clear. 

Let us return, then, to Office Enterprises and the export of the chairs. 
Assume that Patel is conducting his business wisely, in other words: 

+ Ile can produce the chairs without problems of quality or quantity; 
• He has access to effective n-ansportation; 
♦ He is calculating his price on the "free and stable" model. 

Will he make a profit? It seems likely. Now he must consider the risks of . 
doing export business and find a means of coping with them.. 

3  The practice of quoting uneconomically low prices always brings complaints about "dumping" from local 
manufacturers, as happened in the case of the low priced Japanese photocopiers that flooded the European 
market in the late 1980's. If dumping can be proved, import of the goods is often stopped. 
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A. Good Deal?  
Coneept 
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Study the scenario below, and then answer the questions. If your answer is "No," give 
–your 	 reasons. 

rr, , 
.ioe Anderson started a Companyiln -.4 .,irbena to manufacture footballs. 

Hts: workshop has the capacity to mak6:50%fijoitallfa week working one eight-hour 
riiie'ditys a ii/eek. At present (m45*02,5ffiesi7reiling 1,200 footballs a week on 

theVerbenan Market...Because of the 03,74tini - '-,sliifts necessary, and because of 
problems- With. the supply of leather, quality' is Unreliable: about 100 balls a week are 
returned to the factory. Anderson replaces these returned balls, immediately and 
without questioti:Ariderson's price structure (in Verbena dollars) is: 

• 

Cost of labor and materials per ball 
Cosiof running the business per week 

:Selling price per ball (no discounts) 

$3.00 
$1,200.00 

$4.23 

AilderSon•is'noW•apProaChed by JulianZi Gomez of Esperanza Trad ing.    She wants to 
buy'500 footballs a week for Six months; she offers a price per ball 01$4 .20 —lake it 
cr lea nre it. 

Assume that the government of Verbena offers no export incentives and that there are 
no foreign exchange probleins. 

I . Is Anderson making a profit at present? lJ YES 0 No 

2. Does he have the Manufacturing Capacity to handle this order? 0 YES 0 NO 

3. Is his product "mature'? ID YES U NO 

4.  if hi accepts the deal, will he mike money on it? YES 0 No 

What You Should Know 
1. A contract comes into existence when there is a "meeting of minds." 

Nltni ally, this is an agreement about scope (what will be sold) and 
price (what will be paid). 

_ 2. Export price calculations normally take into account all the additional 
costs of doing business abroad. 

3 The high costs of exporting often make otherwise attractive business 
unfrftifitable. Careful calculation is essential. 
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2. Exporting: Where are the Risks? 

THE PROBLEM 

What risks face the exporter beyond the risks of doing normal, 
local business? And what safeguards exist to protect the 
exporter's interests? 

THE PRINCIPLE 

Exporting creates risks for everyone involved: governments, 
exporters and buyers alike. For the exporter, non-payment is the 
major risk; insurance, a bank guarantee or, most beneficially, a 
letter of credit offer protection. Problems in making delivery are 
best tackled by agreements tailored to the exporter's needs-. 

IN MORE DEPTH 

In every export deal, there are four principal parties: the exporter, the 
importer, and the governments of the two countries involved. Each party 
faces a series of risks and should take protective measures. 

Government 	 - 

4, A government represents the interests of its people. These interests do not 
always coincide with the interests of an exporter who wants to maximize 
profit. All countries take measures to protect what they see as their best 
interests. One obvious example is the trade in weapons: countries such as 
Germany strictly control the export of weapons to areas of potential 
conflict; international arms embargoes against countries perceived as 
aggressive are common . 4  In such a case, the threat to the national interest 
is obvious. Similarly, in time of famine, a government normally prohibits 
the export of food—regardless of the potential profits of an exporter. 
Foreign exchange is another area where shortages often occur and where 
governments act to protect the interests of the country at large. Where a 
government sees a risk, it has little choice but take action to protect the 
country. The export license, phytosanitary certificate, certificate of origin, 
and many similar documents are the direct result. And gOvernments not 
only restrict; they also promote—with direct incentives, tax credits, 
retention schemes, and so on In practice, the individual exporter can do 
little to influence government policy or to alter public law, the instrument 
that the government uses to express its will. In regulating the relations 
'between themselves, however, the exporter and the importer have a great 
deal of freedom; profitable use of this freedom is, in effect, the subject of 
this book. 

4  Until early 1994, the countries in the "western alliance" used the COCOM (Coordinating Committee on 
Multilateral Export Controls) rules to control the eXix-nt of weapons or strategic equipment such as 
computers to the Warsaw Pact countries. 
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Tlie Exporter 

For the exporter, every deal poses risks. The most obvious risk is the risk 
of non-payment—what happens if the goods are delivered but the buyer 
fails to pay? This is a risk in every kind of business, but it is particularly 
acute in exporting: the buyer is a long way off; he can make excuses that 
are difficult to check. Some typical examples: 

+ The goods never arrived; 
+ The goods at-rived damaged; 
♦ The central bank has no foreign exchange to make payment, 
♦ A government regulation makes payment impossible. 

Or he can simply disappear. Almost as damaging as non-payment is late 
4 paYment: if, as sometimes happens, the exporter hopes for payment 

within thirty days but is not paid for eighteen months, then money must 
be borrowed from the bank: an expected profit can vanish in a matter of 
weeks. 

And there are other problems too. The crucial moment for the exporter in 
any deal is the moment of delivery: as soon as delivery has successfully 
taken place, the exporter's main duties are discharged and the right to 
collect payment takes effect. But many things can delay delivery. For an 
example, let's go back to the Office Enterprises deal: Alec Patel is selling 
chairs made in. Verbena to a company in Esperanza. Verbena is an island, 
so the chairs must go by sea. Who is responsible for organizing 
transport? If we assume that Patel and Gomez agreed FOB deliverys, then 
the buyer, Gomez, must nominate a ship and Patel must load the goods 
on board. But what if the expected ship fails to arrive? The chairs will 
stand at the docks, rotting and rusting, earning nothing, even though Patel 
must pay to his suppliers the money he spent in manufacturing the chairs. 
A long rielay will hurt him financially. 

;,How can the exporter protect Himself? The most obvious course is to deal 
only with trading partners who are known to be trustworthy—and 
solvent. Unfortunately this strategy is not always practicable. In particu-
Jar, the first business with a new partner is always risky. Two valuable 
mechanisms, however, protect the exporter against the risk- of non-
payment third party security and the leuer of credit. (The details of these 
mechanisms are the subject of Chapter 2 of this book.) 

Third: Party Security 

The exporter can often secure a promise from a third party that if the 
buyer fails to pay, the invoice will be paid anyway. Such 'a promise 
may be given by an insurance company—in this case the exporter 
takes out an export credit insurance policy to cover the greater part of 
the risk. Unfortunately, however, this kind of insurance is not avail-
able in all countries. Alternatively, the promise is given by a bank in 

5  RAI ,-?-free on Board—delivery means delivery takes place v.,-hen the goods "cross the ship's rad." For full 
details of FOB and oilier terms of trade; see ChaPter I. Section 6 below. 
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the form of a bank guarantee—the buyer's bank guarantees that if the 
buyer fails to pay, the bank will pay instead. The disadvantages here 
are that such guarantees are expensive and that buyers are reluctant to 
establish them. 

Letter of Credit 

A letter of credit, if the terms are properly negotiated, ensures 
payment on delivery of the goods. As soon as the goods are shipped, 
the exporter takes the shipping documents to an agreed bank, often in 
his neighborhood, If the shipping documents are in order, the bank 
pays the agreed sum immediately. The letter of credit is obviously an 
ideal arrangement for the exporter, and it is the basis of most export 
trade around the world. 

But what about the other risks, the failure of the ship to arrive which we 
• mentioned earlier, or unreasonable complaints made by the buyer when he 
finally receives the goods? Before asking how exporters protect 
themselves in such cases, let us look at the risks faced by the buyer—the 
importer. 

The Importer 

Caveat emptor is art old principle of law: buyer hetvare.  This is 
enough in a vegetable market or when one is buying a used car, but 
internationally it is difficult for the buyer to be sufficiently wary. The 
dangers are obvious: late delivery of the goods, delivery of goods that are 
inadequate in quantity or in quality, failure by the exporter to make 
necessary repairs or to supply spare parts when things go wrong. How is 
the buyer to limit such risks when his best weapon—refusal to pay—is 
taken out of his hands, in most cases, by the mechanism of the letter of 
credit? 

In some cases, in particular when purchasing capital equipment, the buyer 
asks for a performance guarantee. Like the payment guarantee, this is a 
promise made by a bank—in this case though, it is a promise to 
compensate the buyer if equipment fails to function as specified. Another 
safeguard is the retention. If goods are delivered subject to a warranty 
period of, say, six months, many buyers ask for a retention: they retain 
perhaps 5% of the contract price until the goods are no longer, under 
warranty; they finally pay this 5% but only if no warranty claims are in 
the pipeline. However, neither the guarantee nor the retention is common 
in simple agreements for the export of goods. There has to be something 
more. The answer lies, as we shall see in the next section, in the contract 
Said in the law—the private law that supplements the agreement between 
the panics. 
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A Risky Business 

Verbena Knits exports sweaters and other traditional knitwear made of synthetic fibers. 
- An importer from Esperanza contracts with. Verbena Knits for a consignment of pull-

oveis. The order is large: about 12% of Verbena Knits annual turnover. Terms: 
. 	 _ 	 . 

.*:54 Payment by"confirrried, irrevocable, at-sight letter of credit 
, 1* Letter of credit to be opened four weeks before delivery due 

.Deliyery: FOB Port Verbena 
DeliVery date: 8 weeks after signing contract (Manufacture takes 4 weeks.) 

+ Defects liability period (warranty): 6 months from acceptance by buyer 

Befoi,e is a schedule of events during contract performance. At each stage there is some 
isletb Verbena Knits. State the risk and then evaluate its seriousness in each case. 

- 	 - 
Ste0',1:-Orderini Raw Materials 

Immediately on signing the contract, Verbena Knits orders necessary raw materials. 

TIM RISK: 	  

 SERIOUS 0 	 MODERATE 0 	 NEGLIGIBLE 0 

Ste!? 2: Manufacture and Delivery 

Verbena Knits manufactures the goods and delivers them to the ship. 

E RISK: 	  

SERIOUS 0 	 MODERATE 0 	 NEGLIGIBLE 0 

ft 
Step

i
3: Collection or the Letter of Credit 

Verbifia knits presents the shipping documents to the bank and asks for payment. 

THE RISIV 

SERIOUS 0 	 MODERATE 0 	 NEGLIGIBLE 0 
pf 

„, 

tep;4;,Open Package Inspection and Warranty Period 

inserts the goods on their at-rival in Esperanza. Then the defects liability 
• - period begins. 

THE RISK' 	  

SERIOUS 0 	 MODERATE 0 	 NEGLIGIBLE 



What You Should Know 

1.. :  Exporting creates risks for all parties: exporter, buyer, and government 
alike. 

2 Goverirments protect the interests of the country by passing laws over 
which the exporter has, in effect, no influence. 

3. The relationship between the exporter and the buyer is on the other 
hand, largely at the discretion of the parties concerned. 

4. Exporters protect themselves against the risk of non-payment by 
insurance, by a guarantee, or, most favorably, by a letter of credit. 

5: For the buyer, some protection against poor quality is offered by 
peclormance guarantees and retentions. 

6, For both exporter and buyer, their contract and law which supplements 
it are their main protection. 

INTRODUr.110N: E-XPOItTING AND 771E MANAGEMENT OF RISX 11 

3. Risk, the Contract, and the Law 

THE PROBLEM 

The law offers protection to both exporter and importer. What is 
this "law"? And how can the two parties ensure that they 
achieve the best possible protection? 

THE PRINCIPLE 

Law exists in two forms, public and private. Public law regulates 
the relationship between the citizen and the state:, Private law 
regulates the relationship between private citizens (or companies.) 
Most provisions of the private law are disposive—the parties to a 
contracture free to change or ignore them. A well written contract 
clarifies exactly what the parties have agreed and, supplementary 
to their agreement, which law they have chosen to fill in any gaps.- 
A negotiated, written contract is a key safeguard against the risks 
of exporting. 

IN MORE DEPTH 

Successful trade depends on peaceful and orderly movement of goods and 
money between communities. In the modern world, the main safeguard of 
peace and order is probably the law. Within most societies, law exists in two forms, public and private. The public law is imposed by a 
government within a specific territory: the citizen or foreigner within this 
territory is obliged to obey, prime law regulates the rights of individual 
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citizens among them-
selves, (Not all legal 
systems make this absolute 
distinction, but it helps our 
present purpose.) The 
public- law of a country 
controls, for example, tax-
ation, immigration, crime, 
use of foreign exchange, 
and such matters. Private 
law controls, typically, 
contracts of sale, employ-
ment contracts, contracts 
to lend money, and so on. 
Ond branch of private law   
particularly concerns us here, contract law, which looks at the agreements 
citizens or companies make with each other. 

When Patel agreed to sell Gomez chairs for $9,000, the two of them 
entered acontract. A contract is an agreement enforceable at law: both 
sides can ask a court to enforce their rights, and it will do so. (Not all 
agreements are contracts: if a teenager agrees-with his parents to come 
home before midnight and is late, he is not in breach of contract; his 
agreement is not a -contract, because it is not, for various reascons, legally 
enforceable.) The essence of an enforceable agreement is that the parties, 
when they made it, intended to be legally bound by their promises. Since 
Patel and Gomez clearly intended this, they have a contract. 

A contract is an exchange of rights and duties within the framework of the 
private law. These rights and duties are specially created by the two sides 
and apply only to them This is clear if we look at the $9,000 Gomez 
agrees to pay until she reached her agreement with Patel, he had no , claim 
against her for any sum of money—and, of course, she had no right to 
claim delivery of thirty chairs. So we can say that, in reaching a deal, each 
side surrenders to the other certain clearly specified rights--for example, 
the right of Gomez to keep her $9,000. Each party retains, of course, all 

=x rights not expressly given up. Any right that we, can le ctally waive is 
called a disposive right—we are free to dispose of it Most a the rights of 

- -an exporter under the private law are disposive, although we shall come to 
some exceptions later, rights that cannot be given away. In principle, 
though, the parties are free to agree anything as long as it affects only the 
two of them. This principle is known as freedom of contrac and it is well 

= established in most legal systems: 

Alen of full age and competent understanding shall have the titmo. t liberty of 
contracting, and...their contracts... shall be held sacred and shall be nforcc.d by 
the Courts of lustke. 6  

So, one way of understanding a contract is to say that it is ; n agreement 
two partiessto rewrite a part of the private law as it applies between the 

tgc Jesiel 11!.  Printing and Numerical Registering Co. v. Satn.von (1875) LI1 19 ELI 4 52 it 465. 
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two of them. Or, put in another way, to redefine a number of the rights 
and duties that they have toward each other under the private law. 

And what is the relationship between the contract and the public law? 
Let's say, for example, that public law in both Verbena and in Esperanza 
forbids the use of certain paints in the manufacture office equipment. Can 
Patel agree with Gomez that this law does not apply to their contract? 
Obviously not. Public law is never disposive—the . parties to a contract can never set it aside. 

A fish tank illustrates these relationShips for Us: First, the fish tank has a 
stand—the Coristirutioh which supports the rest. The glass tank we can 
say is the public law, and the water in the tank is the private law. The contract is a fish that swims in the water. Naturally, the fish displaces 
some of the water, but it can displace neither the glass (the public law) nor 
the stand (the constitution). Most important, however; is thd relationship 
between the fish and the water: the total nreement between the two sides 
(the panics to the contract) is the stun of the water and the fish. 

Let's look at this idea in more detail. Patel and GQ 111agrped to exchange 
chairs for cash. That is already a contract—bUt a very small one. Many 
hundreds of questions about this deal are apparently unanswered: What is 
the date of delivery? What is the date of payment? How-long is the 
warranty period on the chairs? What will happen if Patel delivers twenty 
chairs instead of the agreed thirty? The list is endless. But the questions 
are not, in faCt, unanswered: the total agreement between Patel and 
Gomez is their fish (the small contract) phis the water (the whole body of 

. private laythat deals with the sale of goods). To answer the q_uesiions., 
the lawyer simply turns to the relevant lawS or court decisions: any 
questions not resolved in the contract are resolved in the law. 

In practice;  of course, businesspeople seldom leave so many answers in 
the hands of the lami—if is too risky. What are the risks? Firstly igno-rance: businesspeople often do not know what the law says about quite 
important issues—a full contract leaves fewer gray areas. Second, for the 
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the sake of clarity and 
a harrnonious work- 

' ing relationship, the 
parties should regu-
late the many issues 
that trouble the export 

" trade. They should 
' write a "big fish." A 
big fish, displacing 
almost all the water, 
is a powerful security 
if disputes arise. 

- But there is another 
problem. Patel comes 
from Verbena; Gomez 

_ from Esperanza—so 
which law are they talking about? The law of Verbena or the law of 
Esperanza? The matter is disposive: exporter and buyer are free in most 
countries to decide for themselves which law is to fill the gaps in their 
contract. The problem of choosing an applicable law is complex, and we 
will return to it in Chapter 4. For the moment, it is enough to say that the 
parties to a contract for the international sale of goods may, in principle, 
choose any law they wish—any type of water—to fill in the blanks in 
their contract. 

We have already said that the minimum contract (scope in exchange for 
price) is enforceable but contains too many uncertainties. In practice, how 
do businesspeople regulate things more effectively? There are three basic 
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approaches: reliance on trade practices; use of general conditions; and the 
conclusion of .a negotiated, written contract. 

• 
Trade Practices 

Some trades—for example, the diamond trade in Antwerp—have well 
established rules familiar to everyone in the business; two dealers need agree nothing more than scope and price. Similarly, rice 
merchants in Southeast Asia seldom enter elaborate agreements—the 
rules are too well.known to both sides. 

General Conditions. 

More common is the second approach: the use of general conditions of sale or of purchase. General conditions work in this way: a buyer 
sends an order to an exporter. Somewhere on the order are the words: 
"This order is subject to onrGeneral Cohditions of Purchase as 
printed on the back of this.Order Form" When the exporter sends the 
order confirmation (or the invoice) it, in turn bears the Words: "All 
goodS are supplied :  subject to our General Conditions of Sale as 
printed on the back of this Order Confirmation." You have probably 
seen such general conditionS; they are usually in verysrnall print and 
regulate every foreseeable problem in fair& of the party who drafted them.7  The problem here is obvious: each side says, "My conditions 
apply." But neither side has,  greed to the other's condition& hisuch a 
situation, he two sides have:Very different expectations, and diSpOtes 
are inevitable. If a dispute goes before, a court, the judge must give 
one set. of conditions preference. But which? The answer is unpre-
dictable: and unpredictability is another name for Exporting on 
the basis of general conditions;—especially if the buyerdoes not agree 
to therr in advance----is unnecessarily risky for the exporter. 

The Negotiated,. Written Contract 

The third approach to export agreements is the most professional and 
the safest: negotiating the terms of the agreement and putting them in 
writing—the negotiated written contract: advantages are obvious. First, clarity: all the crucial issues are resolved during negotiation, 
making disputes unlikely. Then workability: both sides know 'what 
they have to do and are confident that they can do it;: this creates a 
good.  working relationship. And finally •enforceability:: if a diSprite 
arises, both sides can reread the contract and find a clear statement of their Mutual rights -  and duties. Usually the dispute can be resOlved 
withotit the help (and expense) of the courts—people seldom go to 
law when the case is Clear. 

The Mention.  of lawyers brines us to the main problem with.  contracts: *mite they are normally dn tfted by a lawyer,. they are expensive and 
sometimes difficult to understand. These problems are :  not insoluble: in the f011oWing chapters you will find advice on many common provisions 

7  The problem of conflicting sets of general conditions, the so-called "Battle of the Forms;144-discussexi-in--- 
more detail in Chapter 4. Section 3. 
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found in export contracts • That will 
help you with most of the "jargon." You 
will also find A "model sales contract." 
Using a model contract for your own 
export business has a number of 
advantages: by completing the various 
clauses, you ensure that you have 
negotiated all the essentials; by using the 
options in the Model contract, you gain 
flexibility during negotiations; and by 
establishing a sound legal relationship, 
you help things runs smoothly in future. 
(If you are in doubt, you should ask a 
lawyer to check the final version of your 
contract,) 

Tbe best safeguard against the risks of exporting is a contract that is clear, 
workable and enforceable. 

Concept    Revie   

•.A Tax-Free, contract 

Alec Patel's company, Office Enterprises, in Verbena is selling office furniture to an 
importer in Esperanza. The parties agree that The law of Verbena applies." Patel, 
however, wants to ensure that he is not liable for tax under the tax law of Esperanza; 

_therefore, Patel's lawyer tries to put this clause in the export contract: 

All income taxeS or other tax obligations created as a result of 
th4S5oOntract- shall be assessed and regulated exclusively accord- 
3,Tithe:Verbenan .  tax law in force at the time of aSsestment. • 

Is office Enterprises now free of Esperanzan income taxes? 
',!1;f 	

• 

" --- `1.1 YES 
NO—because tax law is public law and the parties cannot set it aside 
N0–because the clause is worded too weakly 

2. Does the clause below create a "tax-free contract" for Office Enterprises? 

zrhelEtuyer-:'shall compensate and save harmless the Seller from all 
ta4es assessed against the Seller by the government of the 
BuYerf s 'country 

YES ,, UNLESS.... 
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What Y©u Should Know 

1. Law has two branches, public and private. 
2 A contract operates within the sphere of private law. 
3 Most rights and duties under the private law are disposive; the parties 

can agree to set them aside. 
4. The parties to a contract create new, legally enforceable rights and 

duties that exist only between the two of them. 
5. The parties cannot set aside rights or duties under the public law. 
6 In principle, the -parties are free to choose which national private law 

applies to their contract. 
7 If a particular trade has strong, well understood conventions, the parties 

oft6n agree only the minimum contract: scope and price. 
8. Trade is often conducted on the basis of general conditions of sale or 

purchase; this often leads to conflict between sets of conditions. 
9. The safest and most satisfactory basis for concluding an export 

agreement is the negotiated written contract. A model contract can 
offer useful guidance. 



I8 
	

EXPORTING AND 112E EXPORT CONIXACE 



CILAITER NECOMATING DF.LIVERY 
	 1 .9 

Chapter 1 

Negotiating Delivery 

1. The Five Steps in Negotiating Delivery 

THE PROBLEM 

In many export negotiations, the two sides fail to discuss impor-
tant aspects of delivery. This creates a risky and uncertain 
situation if there is a delay or if delivery does not go according to 
plan. How cart the exporter be sure that all the necessary delivery 
provisions are in the contract? 

THE PRINCIPLE 

The exporter and the buyer should negotiate delivery systemati-
cally,-making all necessary decisions and discussing how they will 
solve any problems that might arise. A step-by-step overview of 
the delivery procedure k an important aid to planning. 

IN MORE DEPTH 

When an exporter and a buyer negotiate delivery, certain questions always 
arise: N,Vhat is the date of delivery?. Where must the goods be sent? Who 
pays for transportation? But other questions are often overlooked. One 
example:-  the transfer of risk. When exactly does the risk of owning the 
goods—the risk of losing them, the risk of injury to an innocent passer-
by—when do such risks pass from the exporter to the buyer? Let's say a 
buyer in Harare orders a car from a European supplier. Somewhere 
between the factory in Europe and the railhead in. Harare, the car is 
stripped of the wheel trims, the windscreen wipers, and the radio antenna. 
Who bears this risk? If the contract says nothing about risk, the buyer and 
the manufacturer may be heading for a long and expensive dispute. 

Negotiating terms of delivery means working systematically, making sure 
that all foreseeable problems are discussed and that approaches to solving 
such problems are agreed. The first section of this chapter looks in brief at 
the questions underlying the five negotiating:steps. To make things clear, 
well use a case based on the following scenario: 

Scenario: Ayshe Aziz owns Double-A Ltd: a company in Verbena 
that manufactures hair treatment products. A buyer from Esperanza, 
Tony Mino, visits Aziz to discuss the export of a trial consignment: 
100 cartons of standard shampoo and 100 canons of shampoo for dry 
hair. If the shampoo sells well, more orders will follow. 
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The idea of-working in "steps" looks simple, but it seldom works out in 
practice: decision-making processes are nearly always tecursive. (Recur-
sive means that a process constantly loops back, comparing and 
connecting, and then recomparing and reconnectingvarious stages.) A - 
logical, step-by-step sequence is suggested here to simplify discussion of 
the ideas After an overview of the five negotiating steps in this section, 
the following sections look at the issues in detail. 

STEP.1 
• TIMING 

Date of 
delivery, 

delay, and 
results of 

delay 

STEP 4 
RISK TITLE 

AND 
INSURANCE 

Transter of 
risk. transfer 

of 
ownership, 

and 
insurance 

• STEP 2 
LOCATION 

• Place of 
delivery and 

• alternatives 

STEP 3 

TRANFORT 
Mode(s) of 
transport to 

be used 

Step. Timing:-  When Must Delivery Take. Place? 

The first question most negotiators tackle is when? I n our scenario, Aziz 
and Mina are certain to discuss a delivery schedule: 

-nit date of dispatch from the factory; 
*Ile date of loading onto a ship; 

• The date when the goods should arriveih Esperanza. 

The date of delivery lies at the heart of a sales contract because it is the 
key to many contract events—as we shall see in the next section. 
Although most negotiators fix, this date, they often forget the "what-if?" 
questions What ifAziz is late in sending the goods? What if there is delay 
in loading the goods onto the ship? What if the ship arrives late? What if 
the goods arrive late in Esperanza? These are questions of delay. Some 
kinds of delay may be excusable: for example, delay of a day or two, 
especially over a weekend, is often no problem for the buyer. A more  
serious case if war breaks out, or if Aziz' factory is swept away by a 
littnicane, then both sides must accept that delivery will be late (or may 
not take place at all). Again, Aziz' failure to deliver is excusable. But if 
delivery is late and there is no reasonable excuse, what then? Delay will 
cost Mino money: can he reclaim part of his losses from Aziz? And, if so, 
how much? All these questions arise from the fundamental question 
when? And, as we saw in the Introduction, if the contract provides no 
answers, then the answers are found in the applicable law—often to the 
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.4 handed over to the carrier 
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Cr When the goods are oil- 
 loaded in the buyer's country 

When the goods arrive 
at the buyer's warehouse 
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surprise of both panics. Accordingly, good negotiators regulate .such_ 
matters in their agreement. 8  

Step 2: Location: What is the Place of Delivery? 

The question of where delivery takes place is not as simple as it seems on 
the surface. An easy case first: if I order a pizza from the local pizza-to-
go, it is "delivered" when it reaches my house. If I buy a piano and the 
music store asks a specialist company to transport it, the piano is, again, 
delivered when it reaches my address. Things are different, however, if I 
organize transport of the piano. In that case, delivery takes place when my 
friends arrive with their van at the music shop to pick up the piano. The 
shop will not accept liability for what my friends might do to the piano 

z. once it has left the store. This is a fair principle: the exporter should have 
no liability for the goods when they are beyond his control. 

Most international trade works on that principle: control and responsibility 
go together. One common pattern is for the exporter to transport the 
goods to the docks in his own country and for the importer to organize 
transport on from there. (This is the pattern of FOB delivery, as we shall 
see luter. 9) Such an arrangement is usually cheaper than if the exporter 
tries to organize door-to-door transportation. But, under so-called FOB 
delivery, where does "delivery" take place? At Point A, B, C or D? 

The answer, in our case (FOB delivery) is B. But the parties are free to 
arrange anything that suits them. The place of delivery is doubly 
important to the exporter because the date of payment normally depends 

8  See Chapter 1. Section 2 below for detailed information. 
9  Sec Chapter I, Section 6 below for delivery under Incoterms. 
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on the place and time delivery. At this point, too, risk and ownership 
often pass.")  

Step 3 Transport 

The first question about transport is how? What mode of transport is most 
appropriate? From an island like Verbena, two modes of transport are 
available: ships and aircraft It is unlikely that Mino will ask Aziz to ship the shampoo by , air: air transport is too expensive. Sea transport is, then, 
the more appropriate. When goods travel by sea, they are often shipped 
by container. The advantages of containers are well known (lower risk of 
pilferage, easy traceability, smoother handling), but the economics of 
containerization depend largely on the size of the consignment. In prac-

Nice, each consignment should be roughly one container load: a little more, 
,:and two containers will be needed at double the cost; somewhat less and 
the carrier is paid to transport thin air. 200 canons of shampoo are not a 
large enough order to justify a container; if Aziz is a good negotiator, she 
will suggest that Mino increase the size of the order to create a container-

' load, or that he order different products to fill up the container. 

Inland transport is made by road, by rail, by barge, by mail, or by a 
mixture: the choices are familiar. 

For the goods to arrive safely, correct packaging and shipping marks are 
essential. Such matters are often made the subject of a separate clause in 
the export contract because claims arising from delay or damage can be 
settled only if it is clear who is responsible for packing and marking. 

Transportation poses a third, altogether different kind of problem: docu-
mentation. Whatever means of transport is chosen, correct documentation 
is essential.•If payment is made by letter of credit—as is often the case— 
then the bank must refuse to pay if the shipping documents are in any way 
incorrect. II 

- Step 4: Transfer of Risk, Transfer of Ownership, Insurance 

At the point of delivery, risk generally passes from the exporter to the 
buyer. What is the "risk" that passes? First, the risk of loss or damage. If 
the goods are smashed by a fork-lift, stolen by a stevedore or damaged by 
a downpour—one side must bear the loss. Similarly if the goods cause 
harm to a third party—for example, a consignment of corrosives left in 
the sun explodes'and severely burns a passer-by-7who pays? Negotiators 
often decide, for the sake of simplicity, that these risks are transferred at 
the point of delivery, and this, as we shall see, is the standard arrange-
ment under the so-called Incoterms. 

Obviously the issues of risk and insurance go hand in hand. A prudent 
businessman who faces a risk, arranges insurance. 

it)  Fordetailial information on risk and ownership. see Section 3 below. 
11—foi molt: 	 information on these problems. sec Section 4 of this chapter and Chaptia-  2 nn payinent. 
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Transfer of ownership (or title as it is often called) can take place at any 
point between the signature of the contract and final payment for the 
goods. In international trade, these two points are often widely separate; 
the parties must decide what they want. 12  

Step S: Terms of Trade 

All the decisions that Aziz and Is,lino make about the delivery of their 
shampoo have been made millions of times before. For this -masani-the--- 
business community has developed , a kind a shorthand for standard deliv- 
ery situations. Some of these shorthand expressions, FOB (free on 
board), for example, or CIF (cost, insurance and freight) are familiar to 
most businesspeople. Others, such as DDU or FCA are less well known. 
The advantages of using such terms are obvious: if Aziz offers the sham-
poo for $20 a carton FOB (Port Verbena), then Mina knows that she will 
transport the goods to the ship's rail at her own risk and cost. When the 
goods cross the ship's rail, risk as well as the cost of freight and insur-
ance pass to him. He also knows that he is responsible for nominating the 
ship that will be used And so on One term covers a great deal of 
decision-making. 

With patterns of trade, means of transportation, and communications 
changing so rapidly, usage of terms of trade naturally develops differently 
indifferent parts of the world; international trade, however, needs agreed, 
standardized terminology. 'Fltese standards are provided by the inter-
national Chamber of Commerce in Paris in its set of 13 Incoterms 
(International Commercial Terms) issued most recently in 1990. 0  

12  For detailed information. see Section 5 below. 
19 For detailed information. see Section 6 below. 
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Agreed on Paper 

Study the scenario, and then answer the questions. 

Verbena Paper makes disposable paper plates, cups and napkins for. hot-dog and 
hamburger stands. John Merril, the factory manager, is negotiating for raw paper to be 
delivered to his factory for manufacture into paper products. The supplier is Wendell 
Paper Industries of Esperanza. 'Wendell and Verbena Paper have agreed in principle a 
trialidelivery of 40 tons of raw paper. 

Which of the following decisions should the two parties make in negotiating the deliv-
ery clause? (lf the issue raised is not an aspect of delivery as outlined above, the answer 
is No.) 

1. The quality of the paper 	 q YES q No 
2. The place of delivery 	 q YES 0 NO 
3. The transfer of risk 	 0 YES q NO 
4. What to do if the ship named by buyer does not arrive Cl YES Q NO 
5. Whether or not. to ship goods in a container 	 0 YES 0 NO 
6. What delays in delivery will be excusable 	 q YES No 
7. When payment is due 	 0 YES q NO 
8. Who must insure the goods up to what point 	 q YES C] NO 
9. Flow disputes will be settled 	 q YES C] NO 

10. An Ineotenn 	 C7 YES q NO 
1 I. What means of transport will be used 	 q YES 0 NO 
12, The transfer of title 	 C] YES q NO 

What You Should Know 

.1. A systematic approach to negotiating delivery avoids the danger of the 
parties overlooking important issues. 

2. Negotiating delivery is a five-step process based on live questions: 
When'? Where'? By what means? I low will risk and title pass'? What 
Incoterm is most appropriate? 
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2, Timing 

THE PROBLEM 

Naming a delivery date is the first step in negotiating the timing of 
an export deal. Complex issues concerning coming into force, 
delay and compensation for delay must also be negotiated. What 
are the main considerations in drafting provisions about timing 
and delay? 

THE PRINCIPLES 

Because exports are often subject to official approvals, the 
delivery date in many contracts. depends on the receipt of the last 
approVal. If delivery, is late, the delay. is classified into one of two 
categories, excusable and non-excusable . Excusable-delay-often----
involves a grace period and is nearly.. always subject to a force 
majeure provisicirt.! 4.  Any losses to the buyer caused by non- 
excusable delay s must be compensated. The amount of 
comPenSation is:usuallY..set -  in advance in a so-called "liquidated 
damages" provision -. 

IN MORE DEPTH 

Getting the delivery date. right is a matter of managerial know-how: the 
exporter must know how long it takes to obtain supplies, manufacture the 
goods, package them, arrange pre-shipment inspection and transport them 
to the.agreed point Of delivery, First - time exporters often set delivery 
dates, that are hopelessly optimistic—and pay a heavy penalty for their 
mistake. The btiyer, for his part, must know exactly. wheri the goods are 
needed: too early a date ties up money in unused goods i.while delivery 
too late may,mean.big losses, especially, if the goods are to be resOld. • 

As far as the contract is concerned, the delivery date triggers many 
contract events: at this time, the exporter fulfills his primary cluties under 
the contract; payment normally becOmes due; risk, and often title, pass to 
the buyer; delay—as well as any compensation to be paid by the 
exporter—is reckoned from the planned date of delivery. What should the 
exporter know about this key date? • 

Naming .  the Date 

The simplest way to.fix delivery is to use a straightforward calendar date: 
13th. August: , 1995, for example -. Export contracts are not always so 
simple, however. For example, let's .say Aziz and Mino Meet in Verbena 
in December and agree that Aziz will sell shampoo to Mino., Already it is 
clear to them both that a certain amount of government red-tape is 
unavoidable: an export license, a foreign exchange permit, and a 

14  The terms "grace period" and "force majeure" are explained in the following pages. 



The contract is 
binding and effective 

The contract is 
binding 	 . 

SIGNATURE 
DATE 

(Also called 
Date of Execution) 

DATE OF COMING 

INTO FORCE 

(Also called 
Effective Date) 

V 

EXPORTING AND TILE EXPORT CONTRA& 

certificate of origin are necessary. Because shainpoo is a health-care 
product, special certification is necessary in the buyer's country. How 
long will it take to obtain the necessary documentation? Because nobody 
is sure, the parties often plan for the contract to come into existence in two 
steps; step one is on signature (the signature date): step two is when all 
the preconditions for the sale have been met (the dace of coming into 

, force). 

The date of coming into force iFnot usually a calendar date, but the date 
on which the last precondition is Met. Common preconditions are 

Receipt of import and/of export approval; 
• Receipt of foreign exchange approval from a central bank; 
• Issuance of a letter of credit or bank guarantee; 
• Making of a down-payment by the buyer, 
+ Issuance of an insurance policy: 

• • Issuance of a certificate of origin; 
• • Delivery by• the buyer of plans; drawings or other documentation. 

p EL VERY AND THE 

D ATE OF C OMING 

INTO FORCE 

DEUVERY 
DATE 

Fixed for a number of days 
alter Coming Into Force  

Negotiators often agree a cut-off date: if the contract has not come into 
force within a certain time, for example three months from signature, then 
tt becomes null and void.            

SIGNATURE 
DATE  

CUTOFF DATE 
PI the contract has not 
come into force by this 
date—NO CONTRACT)             

C MING INTO 

FORCE AND THE 

Cut-OFF  D ATE                 

The contract is 
binding                     
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A cut-off date is common in fixed-price contracts: a long delay can make 
the price unrealistic. A typical wording: 

Coming Into Force 

ThiS agreeMent shall come into force after : execution by 
both parties On the date of the last necessary approval 
by the competent authorities in the country of the 
Seller and the Buyer. 

If the contract ha; not come into force within ninety 
.days of execution, it shall become null and void. 

Flow does the date of comingnto force affect the delivery date? The 
delivery date is normally fixed for a certain number of days after the 
contract has come into force. Let's .  return to our example: the central bank 
in Mino's country.. Esperanza, often takes Months to allocate foreign 
exchange for imports. Let's say:it takes Aziz four weeks to schedule 

. production, manufacture and ship an order: (Let's also assume that Aziz 
cannOrsiipply Mino's shainpoo from stock because he wants a special 
color.) Naturally Aziz is reluctant to begin manufacturing Mino's sham-

- poo until hiS order is definite. AcCordinitly she fixes.the date of delivery 
fotir weeks <her manufacturing period) after the date of coining into force. 
That way, she knows exactly where she stands. So Aiiz' contract reads: 

The date of delivery shall be twenty-eight days after 
the date of coming into force of the contract. 

Timing and "Time is of the Essence" Clauses 

I-low important is strict adherence to the agreed delivery date? Sometimes, 
punctuality is essential. If you order a birthday cake to b delivered on 
your birthday-28th kme—and the cake arrives on the 29th, it is too late. 
You no longer want the cztke, and you can legitimately refuse to accept it 
In a contract- requiring absolute punctuality, lawyers say that "time is of 
the essence of the contract"—if the time is not kept, the buyer has the 
right to send back the goods and arefuse payment. 

Is time normally "of the essence" in commercial life? Most legal systems 
say "No." Late , delivery is a nuisance, but it is rarely fatal to the buyer's 
purposes. This is so, even if the contract contains a clause such as: 

.Time is and shall be of the essence of this contract. 

Despite this clear wording, a judge may decide that time is nor of the 
essence and that the buyer cannot terminate the contract. But late delivery 
still has expensive results for the exporter, as we shall see in a moment. 

One other point is worth making on the precise meaning of delivery dates. 
Let's say a contract comes into force on 25th November, delivery is fixed 
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thirty days after coming into force—Christmas Day in many places! Must 
the exponer deliver on a public holiday? Normally not Delivery takes 
place, under most legal systems, on the next working day after the agreed 
time. The parties can change this if they wish, but few contracts do so. 

In some contracts the exporter has the further duty to notify the buyer that 
delivery has taken place. The exact form of this notification varies from 
contract to contract, depending in part on the place of delivery, on the 
method of payment, and on the needs of the buyer. 

Excused Delay and the Grace Period 

Aziz and Graham, a customer in Nonamia, have done business together 
for some years. In their regular contracts is this clausels on late delivery: 

For each week of late delivery the Seller shall pay the 
Buyer 0.1% of the contract price. 

At present, Aziz and Graham are negotiating delivery of 400 cartons of 
hair conditioner. Graham wants delivery on 20th May Aziz doubts that 
she can achieve this date and offers 20th June. Aziz won't give an earlier 
date because she risks paying the agreed "penalty" if she is late. Graham 
is reluctant to accept the later date; he wants the earliest delivery possible. 
As skillful negotiators, Aziz and Graham decide to fix the earlier date as 
the delivery date, but to waive the payment of a penalty for a month— 
creating a one-month grace period. 

15  There is a full explanailon of such -penalty" clauses below. 
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Their contract now reads: 

If delivery is not effected within one month of the 
agreed delivery date, then the Seller shall pay the 
Buyer 0.1% of the contract price. 

The effect of a one-month grace period is not at all the same as .a delivery 
date set for one month later: the exporter has an early, good-faith target to 
meet, and the buyer can exert considerable moral pressure before the 
mechanism of the "penalty" takes over. And there are clear advantages to 
both sides if early delivery is possible: the buyer gets the goods—and the 
exporter receives payment—up to a month earlier than planned. These 
advantages are achieved—unusually—without additional risks. 

Excused Delay and Force Majeure 

Good faith is essential in business life—but it does not always assure 
success. If disaster strikes in the form of a hurricane or an earthquake, the 
exporter may be unable to deliver on time, or at all. Such natural disasters 
are sometimes called "acts of God" and, by long tradition, acts of God 
excuse performance of a con tract. In recent times, lawyers have argued 
that other unavoidable events should also excuse performance: war, for 
example, fire, or new government regulations. Most recently, some 
contracts have added strikes, lockouts and labor unrest to the list Taken 
together, all such unavoidable circumstances are called ,force majeure (a 
French expression mezming a superior power). The principle behind force 
majeure is clear: if the exporter shows absolute good faith but simply 
cannot deliver the ,soods, then his duties under the contract can be 
suspended or perhaps terminated altogether. A typical contract wording: 

If either party is prevented from, or delayed in, per- . 
 forming any duty under this Contract by an event beyond 

his reasonable control, then this event shall be deemed 
force Majeure, and this party shall not be considered 
in default and no remedy, be it under this COntract_or 
otherwise, shall be available to the other party. 
Force majeure events include, but are not limited to: 
war (whether war is declared or not), riots, insUrred7 
tions, acts of sabotage, or similar occurrences; 
strikes, or other labor unrest; newly introduced laws 
er Government regOations: delay due,  to Government. 
action or inaction; fire, explosion, or other unavoid-
able accident: floocL storm, earthquake, or other' 
abnormal natural. event. 

The force majeure clause; like other contract provisions, is negotiable; the 
parties can decide what excuses and what does not excuse performance. 
in monsoon countries, for example, contracts often include the statement: 

Force majdure events do not include monsoon rains. 
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Any problems the two sides foresee can be mentioned in the contract as 
excusing, or not excusing, performance. 

If a force majeure condition continues for months, life becomes difficult 
for both sides, so contracts often regulate the force majeure period, in 
particular the right of one (or both) parties to terminate the contract. 

If either party is prevented from, or delayed in, per-
forming any duty under this Contract, then this ptrty 
shall immediately notify the other pakty of the e -..ent, 
of the duty affected, and of the expected duration of 
the event. 

If any fOrce majeure event prevents or delays perform-
ance of any duty under this Contract for more than. 
sixty days, then either party may on due notification 
to the other party terminate this Contract. 

The diagram below shows three possible outcomes of force majeure: 
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Two outcomes here are satisfactory: resumption of delivery, and orderly 
terthination of the contract. But the situation is Unclear and risky for both 
sides if they failed to regulate their rights in the event of force majeure. 

Unexcused Delay and the Bu•er's Remedies 

We must now make some difficUlt, bin important, legal distinctions and 
see how different legal systems cope With the problem of giving the buyer 
some remedy for any - unexcused delay he sufferS. 

First, the generally accepted principle: if one party to a contract causes 
harm or loss to the other, then the law will find a way to redress this harm 
or loss. When an expOrter delivers late, this normally causes some loss or 
"damage" to the buyer: maybe the buyer cannot use a piece of equipment 
as soon as expected or must keep one of his own customers waiting. The 
law provides two remedies for such damage: 

+ The court may order the exporter .  to fulfill his Obligations; this 
means issuing a decree of specific performance requiring the 
exporter to. make delivery as agreed; or 

• The court may require the exporter to pay the buyer compensatory 
dainages—a sum of money that will fully and adequately - compen-
sate the buyer for any measurable loss. 

In addition, the court may allow the buyer to cancel the contract—though 
this does nothing to enforce his rights. 



Scenario: Aziz has agreed to deliver a consignment of shampoo to 
Mino on 30th May. By 30th July, , she has still not delivered. This 
delay causes problems for Mina: he has a contract to deliver the 
shampoo to 'a chain store in Esperanza in early June. The chain store 
writes angrily to Mino demanding some explanation. Mino does not 
reply. In mid-July the chain store writes to Mino again saying that his 
failure to deliver the shampoo is thelmest in a long chain of failures, 
and that they want no more dealings with him. The loss of this 
customer costs Mino $300,000 a year. Mino consults a lawyer about 
claiming damages from Aziz. The lawyer explains that to' claim 
damages from Aziz, Vino will have to show that the loss of the 
$300,000 was due to Aziz' failure to deliver (which it was in small 
part), that the loss of the customer was closely and immediately 
connected with Azle failure to deliver (which is arguable), and that he 
did everything in his power to mitigate the loss (which he did not). It 
is not likely that a court would order Aziz to pay a large sum in 
compensatory damages. 

n•nn••••••n•••••n•n•n• 

3 2 
	

EXPORTINf; ANOTIIE EXPORT CONTRACT 

Which choice is the court likely to make? In the introduction we saw that 
no contract is complete in itself—every contract is subject to some 
national law. National laws fall into two main farnilies 16: those that derive 
from the English common law and those that derive from the Roman civil 
law. One difference between these families is their choice of remedy: 
common-law countries (England, the. United States, most of the British 
Commonwealth and ex-Commonwealth) prefer to award damages, while 
civil-law countries (most other countries) usually enforce performance. 

The concept of enforced performance presents no problems: the judge 
simply orders the party in default to perform as promised. Damages are a 
more complex issue. Damages are sums of money paid to compensate an 
injured party for some kind of "(furnace." In setting a figure for compen-
satory damages for late delivery, the courts usually ask three questions, 
looking for the answer "Yes" in each case: 

* Did the loss provably follow from the breach? 
O Was the loss reasonably close to the breach in the chain of events? 
+ Was the loss "mitigated"—in other words, did the buyer take 

reasonable steps to keep the loss as small as possible? 

Let's look at a scenario to see the practical effect of the these questions: 

Court proceedings to claim coMpensatory damages, especially internation-
ally, are expensive, the results are uncertain, and law suits destroy the 
working relationship between the parties. Accordingly most international 
contracts specify the Consequences of typical breaches such :it late deliv-
ety. The two sides simply negotiate a "Iump-som" that the exporter will 
pay if delivery is late. This sum is sometimes called liquidated damages 
and sometimes penalty. What is the difference between these terms? 

16  For further information on the families of law, $ev, Chapter 4, Section 2. 
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Liquidated Damages 

Normally the exporter and the buyer agree a fair figure, a lump sum to 
be paid per day (week or month) of late delivery. This "best guess" is 
called liquidated damages. 17  If delivery is sixty days late, the exporter 
pays sixty days damages—no questions asked. That is the principle 
behind such clauses: payment of liquidated damages avoids expensive 
discussion. Two what-if questions arise about lump-sums, however: 
first, what if the buyer's losses are much lower than anticipated? 
Nothing changes: the exporter must still pay. And what if the buyer's 
losses are much higher? Again, in principle, nothing changes: the 
exporter pays theagreed sum, and the matter is settled. 

Sometimes courts raise or lower obviously unjust figures. For exam-
ple, the Chinese Foreign Economic Contract Law "empowers a court 
or arbitral agency to reduce or increase in an appropriate amount the 
amount of liquidated damages...if it is substantially more or less than 
the resulting loss"; French law allows a change if the figure is "mani-
festly excessive or ridiculously low."is 

Penalties .  

Damages are paid to compensate one party for a loss—a real loss in 
the case of compensatory damages, a pre-estimated loss in the case of 
liquidated damages. There is, in practice, a third possibility: some 
times a buyer tries to force the exporter to deliver punctually by 
imposing an agreed penalty. A penalty clause simply says: "Deliver on 
time, or you will be punished." Sometimes the figure fixed for the 
penalty is very high. The„distinction is clear. the purpose of a penalty 
is not to compensate but to punish, or, more correctly, to use the 
threat of punishment to achieve acceptable performance. 

This distinction between a penalty and a provision for payment of 
liquidated damages is important in common-law thinking. Most common- 
law countries classify lump-sum clauses' into one of three types according 
to the motive behind them. How does this work? In reviewing a late 

•deliVery clause, the judge asks if it is--(a) a fair pre-estimate (liquidated 
damages); (b) an attempt to terrorize (apenalty); or (c) an attempt by the 
exporter to fix: a compensation figure so low that, in effect, it relieves him 
of responsibility for late delivery (the quasi-indemnity). If it is a penalty, 
the common-law judge simply refuses to enforce it. If it is a liquidated 
damages provision, the coMmon-law judge (like his civil-law counterpart) 
enfOrtes the clause. If it is a quasi-indemnity, the common-law judge. uses 
some disCretion: a seller. who uses his power over the buyer (perhaps he 

• 
 

is 'monopoly supplier) to fix an outrageously low figure is behaving 
immorally--or "unconscionably" as lawyers express it. The courts will .  
not enforce a clause they consider to be "unconscionable." The three 
motives in summary form: 

17  In cases where a precise figure could be calculated (fur example. in the case of late payment of an invoice 
where the exact loss suffered—in this case by the seller—is easy to calculate). many courts do not enforce 
"best guess" (liquidated damages) provisions. 

18  ICC. Penalty. p. 28 and 31 
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LIQUIDATED 
DAMAGES  

P EUAITY   QUASI - 
INDEMNITY     

MOTIVE: To compensate 
the buyer fairly for any 
delay in delivery           

MOTIVE To terrorize the 
exporter into punctual 
delivery                

MOTIVE: To relieve the 
exporter of liability for 
delay in delivery                     

Enforceable everywhere 
but subject to increase 
or decrease in some 
legal systems  

Not enforceable in 
English law or other 
common law systems  

Enforceable everywhere 
but open to challenge as 
'unconscionable"             

To be practical: how do you know, as an exporter, if a clause in your 
contract with your customer is an enforceable liquidated damages provi-
sion or an unenforceable.  penalty? Let's see how an English (or common- 
law) judge might proceed in a specific case. First the clause: 

Liquidated Damages 

If the Seller fails to supply any of the. Goods within 
the time period specified in the Contract, the Buyer 
shall notify the Seller that a breach of contract has 
occurred and shall deduct from the Contract Price per 
week of delay, as liquidated damages, a sum equivalent 
to one half percent of the delivered price of the 
delayed Goods until actual delivery up to a maximum 
deduction of 10% of the delivered price of the delayed 
Goods. 

To decide if this provision is a' penalty or a liquidated damages clause, the 
common-law judge first studies the wording. The heading is "Liquidated 
Damages" and "liquidated damages" is mentioned in the text, but this is 
not decisive. The judge then asks some questions: Was the figure-0.5% 
per week up' to a maximum of 10%—agreed as a fair and reasonable 
 estimate of the loss the buyer might suffer? How was the figure 
calculated? Did the two sides discuss or debate it? If the figure is fair; the 
judge enforces the clause; if it is unfairly high, the judge will decide that 
its real pth-pose is to "terrorize" the exporter and refuse to enforce the 
clause. 

11. 
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©aioappa mow.. 	 U 
Main Force 

Read this Coming Into Force provision; then answer the question. 

ThiS contract shall come into force atter approval by the govern- 
ments:of the Seller and the . Buyer, hoWever at the latest by 31st 
December 1995. 

Does this provision mean: 

A. That the contract will come into force on 31st December 1995 even if the two 
governments have not approved it? Or 

B. That the contract will become null and void if it has not come into force by 31st 
December 1995? 

O A 	 0 13 

Roriikd7. 00 
A Fine Contract 

Study the contract clause below, and then answer *questions, 

Fine Payable 

If the Seller fails to deliver the Goods at the fixed date, a 
fine shall be imposed upon him for the period of delay , until 
delivery is completed. The fine shall be as follows: 

• 21 for the first week, or any part of it. 
4% for the second week, or any part of it. 
6% for the third week, or any part of it. 
8% per week for the fourth week, or part of it, and for all 
succeeding weeks.. 

The fine shall be calculated on the total contract value. 

1. The clause uses the word "fine." Does that tell you for certain what kind of clause 
you are looking at? (Penalty clause or liquidated damages clause?) 
O YES 0 NO 

2. After hOw long a delay does the exporter lose 100% of the contract ptice? 
. . . „WEEKS 

3. Do you think this clause is a penalty clause or a liquidated damages clause? 

q PENALTY 	 q LIQUIDATED DAMAGES 
4. If an English judge applying English law looks at this clause, will it be enforceable? 

O YES D No 



36 , 

	 EXPORTING ,tniinP. EXPORT CONFRAC1 

Co eept ftv en El 
Force Majeure 

Verbena Jute Makes sacks, sackcloth, and other jute products. Its standard contract 
includes this definition of a force majeureevent: 

If either party is prevented .  kibili; or delayed in, performing any 
duty under this Contract by an'eVent'Lbeyond his reasonable 
control, then this event shall be deemed force majeure . 	 " • • . 	 . 

Which of the following events are "force nmjeure" events under this definition? (Note: 
the wort "control" needs some thought. An event is beyond the control of the exporter 
if (a) he could not have foreseen it, (b) if he could not have influenced it, and (c) if he 
could not have taken reasonable steps to avoid the problems that were likely to arise.) 

I. A Volcanic eruption buries the factory in ash. 

O YES 0 QUESTIONABLE U NO 

2. The annual flooding of the River Verb ruins some of the jute intended for use in 
making sacks. 

O YES 	 0 QUESTIONABLE Cl NO 

3. A ban is issued on the export of jute products by a newly elected government. 

Cl YES 	 U QUESTIONABLE 0 NO 

4. A ban is issued on the export of jute products by a government that has been 
preparing legislation on this subject for five years. 
O YES 	 O . QUESTIONABLE 0 NO 

5. The workforce at the factory go on strike. 
O YES C3 QUESTIONABLE 0 NO 

6. The dock workers in Port Verbena go on strike. 

YES U QUESTIONABLE 0 No 

7. A lockout (Background: The workers have been striking for one day a week. The 
management locks the workers out of the factory until they agree to end the strikes.) 

O YES O QUESTIONABLE 0 NO 

S. Shortage of supplies (Background: The exporter cannot get the raw jute he needs 
from the supplier because of a shipping delay.) 

O y 	 0 QUESTIONABLE 0 NO 

9. Shortage of Supplies (Background: The exporter cannot get the raw jute he needs 
----from-the supplier because the Central Bank will not give him foreign exchange to 

pay the supplier.) 
0.  YES 0 QUESTIONABLE 0 No 

10.A fire burns down the. factory. 
O YES 0 QUESTIONABLE 0 NO 
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What You Should Know 
1. Many export contracts cannot "come into force" (become effective) 

until certain preconditions (for example, government approvals) are 
mei 

2. If the parties must wait for the contract to become effective, the deliv-
ery date often depends on the date of coming into force. 

3. Some contracts (especially fixed-price contracts) set a cut-off date after 
which the contract cannot come into force. 

4. A grace period is sometimes used to facilitate early delivery. 
5. Sometimes delay in delivery is caused by a force majeure event, i.e., an 

event beyond the control of the exporter. A force majeure claust—Ofteri- 
reliefes the exporter of his duty to deliver until the force majeure event 
is over. 

6. If thelorce majeure event continues for too long, both parties should 
have the right to terminate the contract, 

7. Late delivery causes loss to the buyer—loss that must be compensated. 
To avoid the cost and uncertainty of legal proceedings, many contracts 
regulate in advance the compensation for late delivery. 

8. A loss caused by late delivery is not easily quantified, so lump-sum 
compensation is normal. The lump-sum may be set too high (penalty), 
about right (liquidated damages), or too low (quasi-indemnity). The 
motive behind the penalty is to force ("terrorize") one party into full 
performance. 

9. A penalty is not enforceable in Anglo-American courts, though the 
quasi-indemnity is usually enforced. 
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3. Place of Delivery 

THE PROBLEM 

In normal speech, the word "delivery" means the arrival of goods 
at =their destination, but this is not the accepted meaning in 
contract lailguage. Considerable confusion can arise if the parties 
fail to clarify what they mean by the place of delivery, 

THE PRINCIPLE 

The place of delivery is the point at which the exporter passes 
responsibility for the goods to the buyer. This is usually in the 
country of the exporter; if sea transport is used, delivery normally 
takes place at the docks; it the case of land or container transport, 
delivery normally takes place when the goods are handed over to 
the carrier. Delivery also takes place in the country of the exporter 
in the case of CIF and CH' contracts, 19  even though the exporter 
must bear the costs of freight and insurance through to the naffed 
destination. 

IN MORE DEPTH 

We saw ii the introduction tb this chapter that delivery can take: place at a 
number-  of places between the thanufactuter'S factory and the buyer's 
warehoUse. If the buyer sends a. truck to collect the goodi. from the 
factory; :deliverytakes place at the factory: If the mannfacturer puts the 
goods on his own truck and drives them to the buyer's Warehouse, deliv-
ery takes place at the warehouse... Both of these arrangeMenti are ; 

 however, rare in international trade. Normally delivery 
takeS place at some intermediate place along the line of 
transportation.. It is useful, in this context, to ask .•What 
the law • Says if the parties • agree nothing berWeen 
themseiveS. Under most national lawS; a contract for 
the sale of, goods:  transportation by 
ship--.-is normally considered as an FOB (Free on 
Board) contract: delivery takes place when the coeds . 

 cross the rail of the ship nominated by the buyer. This is perfectly 
reasonable: from the buyer's point of view it iS .often cheaper to arrange 
sea transportation with .. a carrier and an insurer in his own country; from 
the exporter's viewpoint, he has no control over the goods once they are 
on board-  the ship chOsen by►  the buyer, so he should have no 
responsibility. It isalso fair that the expOrter, vvrho has money tied in 
the goOds,:shOUld be paid when the goods leave his oottntry.:But the 
Matter is dispoSivei the parties can make any arrangement they wish: If an 
FOB contract is agreed, then the contract contains wording such as: 

19  The terms FOB. CIF and so on—the thirteen Incoterms—are the subject of section 6 bclovi. 
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Delivery of the Goods shall be made FOB (Mombasa). 

The term FOB is always followed, as in this example, by the name of the 
port where delivery will take place. (The name of the port is sometimes 
generalized into, for example, "Kenyan port" or "English east-coat port.") 

One common arrangement causes considerable confusion internation-
ally—the so-called CIF contract. CIF stands for Cost, 'Insurance and 
Freight. In a CIF contract, the exporter must pay the full costs plus the 
freight charges plus insurance up to the named place of destination, 
usually a port. For example: 

Delivery of the Goods shall be made CIF (Durban). 

The exporter pays all the costs up to the port of arrival, Durban. But 
- - where does delivery take place? Delivery takes place when the goods 

cross the ship's rail in the port of shipment, exactly as in an FOB 
contract. The point is forcefully made in the ICC handbook dealing with 
Incoterms: 

Sinee. The point for the division of costs refers to the country of destination, 

the "C"-terms are frequently mistakenly believed to be arrival contracts, 

whereby the seller is not relieved from any risks or costs until the goods have 
actually arrived at the agreed point. However, it must be stressed over and over 
again that the "V"-terms arc of the tome nature as the "f"-terms in that the 

seller fulfills the contract in the 'country of shipment or dispatch :  Thus, the 
contracts of sale under the "C"-terms., like the contracts under die -r-terins, 

fall under the category of shipment contracts .20  

The issue is crucial—on delivery, risk (as well as ownership in many 
cases) passes and paYment usually falls due. The point is so often misun- 
derstood, that many contracts include additional wording.on the place of 
deliVery. For example, the_ Model Contract suggested in this book uses 
the following wording for CIF contracts: 

Delivery of the Goods shall be made <IOCOTERM>. The • 
scheduled date of Delivery shall be <DATE OF DELIVERY>. 
Risk and title to the Goods shall pass from the SELLER 
to the BUYER on Delivery. 

The place of Delivery under this Contract is <PORT OF 
stuetitrit>. 

One final consideration, on the subject of place. What happens if the ship 
named by the buyer is late? The goods are ready, but the exporter, 
through no fault of his own, cannot deliver. The careful exporter makes a 
special provision to cover this problem?' For example: 

incotrams 1990. p. 11. Thete is a full discussion of the Incoterms in. Section G below. 
21. If payment in such a case is made by Letter of Credit. it is very important for the exporter that the terms of 

the Letter . of Credit allow substitution of the warehouse receipt for the hilt of lading. 
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If the'vesSel named by the Buyer fails to arrive on or 
before theagreed delivery date, then the Seller may at 
his.disreilOn deliver the goods to. a:bonded warehouse 
in_the pOrt of MOMbasa, and shall, be: deemed to'.have 
`fulfilled his delivery obligatios undehS . 	 n 	 r ti contract. „-. 

Coneept 
	

vie 

Dead on Time 

In preliminary talks, Bangladesh Steel Exporting agrees with All Africa Metal to deliver 
goods to Lagos on or before 13th August 1995. When the contract is drafted, it 
mentions the. date as agreed-13th August 1995. Because the Nigerian company has no 
shipping agent in Bangladesh, it asks for a CIF contract under Incoterms 1990. The 
delivery terms are accordingly agreed in the contract as follows: 

I belivery CIF (Lagos) on or before 13th August 1995. 

Trouble IS 110141/ almost -ccrtain. Why? 
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What You Should Know 

I. The place (and time) of delivery must be unambiguously agreed 
because many contract events (including payment and transfer of risk 
and title) are tied to delivery. 

2.. The place of delivery should not be confused with the destination of 
the goods. 

3. Delivery of goods under most export contracts takes place in the coun- 
try of the exporter, at the docks in the case of sea transport, and when 
the goods are handed over to the carrier in most other cases. 

4. CIF and CIP contracts are especially confusing since they name the 
point of destination, e.g., CIF (Lagos). Lagos, in this example, is the 

point 	 to which the exporter is responsible for costs, not the place of 

delivery. 

41 
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4. Transport 

THE PROBLEM 

For the exporter, transportation has two aspects: the physical 
safety of the goods—which means appropriate packaging and 
correct marking—and correct documentation. Unless the shipping 
documents are in perfect order, prompt payment under a letter of 
credit is difficult or impossible. What are the dangers? 

THE PRINCIPLE 

-ft  

The parties should state in their contract what packaging is 
required and what marks the packaging should bear. The exporter 
must follow the agreement scrupulously or payment may be 
delayed. The exporter should ensure that the shipping documents 
correspond exactly with the conditions of the letter of credit and 
that the bill of lading is "clean," otherwise, again, payment can be 
seriously delayed. 

IN MORE DEPTH 

Full discussion of transportation would take us beyond the scope of a 
book on export contracts. We shall limit discussion here to _aspects of 
transport reflected in the main export contract, ignoring the transportation 
contract as such.22  In practice, once the mode of transport (road, rail, air 
or ship) has been negotiated, three aspects of transportation feature in the 
contract: packaging, shipping marks, and shipping documents. 

Packaging 

One primary duty of the exporter is to ship the goods in suitable packag-
ing. The Vienna Sales Convention 23  says, for example, that goods do not 
conform to the contract unless they are "contained or packaged in the 
manner usual for such goods" or, if there is no usual manner, unless they 
are "adequately packaged." Most national laws say something equally 
vague: but what is "usual" and what is "adequate"? Rather thati rely on the 
law, the exporter and the buyer usually specify in the contract what pack-
aging they consider adequate. A typical clause: 

Goods are to be packed in new, strong, wooden cases 
suitable'for long-distance ocean transport and are to 
be well protected against damPness, shock, rust or 
rough handling: The SELLER. shall be liable for-any 
daMage to or loss Of the 'Goods attributable to 'improper 
or defective.. packaging.. 

22  lncreasingly carriers are asking exporters to sign a full Contract of Transportation rather than merely to 
sign a consignment note with General Conditions printed on the back. 

23  Article. 35.2.d. Sec Chapter 4. Section 2, for information on this Convention. 
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This wording makes the requirements clear, and it puts the blame firmly 
on the shoulders of the exporter if packaging is inadequate. 

Three packaging problems are worth mentioning here even though they 
are matters of public law and outside the direct scope of the contract: 

• Packaging of dangerous goods is subject to special regulations in 
all countries. The exporter should ask for instructions from the 
buyer if dangerous goods are in question. 

* Some national laws require fumigation of all containers entering 
the country. 

• Aerioulture-based, developed economies (such as that of Aust- 
ralia) tend to place severe restrictions on packaging materials. 
I lay, straw and rice husks are often forbidden; wooden packaging 
must often be fumigated. It in doubt, the exporter should consult 
the buyer or the consulate of the importing country. 

Shipping Marks 

Shipping marks, like the address on an envelope, must be tightly 
controlled. The two-sides should discuss exactly_ what is required.. A 
typical list of marks in an export contract looks like this: 

On the surface of each package delivered under this 
Contr'act -  shall he marked: the package:nu:fiber, the 
measurements of. the package,. gross weight, net weight, 
the lifting position, the letter of credit number, the 
words RIGHT SIDE DR, HANDLE WITH CARE, KEEP DRY, and 
the mak:.  DNP/36/Q 

Some of these marks are concerned with identifying the goods, some with 
handling (e.g., weight and "Right Side Up"), and some with government 
regulations (e.g., Indonesian practice requires that goods sold under a 
letter of credit must bear the number of the credit on the packaging; 
payment under the letter of credit may be difficult if this is not done.) 
Once agreement has been reached, the exporter should be scrupulously 
careful about printing all the necessary marks; otherwise, as we shall see 
in the next section, the bank may refuse to pay under the letter of credit. 

Shipping Documents 

We must now glance ahead and discuss briefly payment by letter of 
credit. The exporter has fulfilled his major duties under most export 
contracts when he passes to the carrier correct contract goods. At this 
point, he is entitled to payment. The' problem is, of course, that goods are 
usually passed to a carrier in the exporter's own country weeks, or 
months, before the importer has the chance to examine them. To allow 
payment at this early stage; international commerce has developed the 
letter of credit. How does the letter of credit work? 24  In brief, the buyer 
arranges with a bank in the exporter's country to pay a certain sum of 

24 Chapter 2, Section 4 cleats with the later of credit in detail. 
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money (usually the total invoice price) as soon as the goods are shipped. 
Obviously the exporter must prove to the bank that shipMent has taken 
place* as agreed with the buyer. As proof the bank accepts the shipping 
documents. The text of the letter of credit .contains a list of shipping 
doturnentS; sometimes a very detailed list. After the bank is satisfied that 
the shipping documents tendered by the exporter are exactly in order, it 
pays the agreed sum. What, then, are these shipping documents? 

The most important shipping document is issued by the carrier when the 
exporter hands over the goods for transportation—it goes under many 
names, but in general we can call it the waybill. Waybills fall into two' 
groups with slightly different rules attached to_them. The first type is the 

• traditional marine bill of lading which is used for transport by ship. The 
second type includes shipping documents issued by airlines (the air 
waybill), by railways (the rail consignment note), and by road hauliers 
(the road consignment note). Since many goods today are. containerized, 
and since containers move by road, rail, ship and air, a combined 
transport bill of lading is used to cover multi-mode transport. On the next 
pages you will see a blank example of each type of document mentioned 
above. 

4 Marine Bill of Lading (p. 45) 

Most marine bills of lading today use the dual purpose form 
(marine/combined transpon) shown below rather than the traditional 
form reserved purely for ships. (For a completed marine bill of 
lading, see the Concept Review: Barnacle Bill below.) 

An Air Waybill (p.46) 

The air waybill is issued 'by an airline when it takes over the goods 
from the exporter. 

A Rail Consignment Note (p. 47) 

If goods are shipped by rail, the railroad company issues a rail 
consignment note. Although there is a standard international form (the 
so-called CIM form), most rail consignment notes in developing 
countries look more like the example shown. 

.4 Road Consignment Note (p. 48) 

A trucking company issues a road consignment note on taking over 
the goods. Of all the shipping documents, the road consignment note 
is the least standardized. The example below shows the typical 
entries. 

A Combined Transport Bill of Lading (p. 49) 

"Combined transport" is the most common term for shipment in a 
 container since trucks, trains, ships and planes can all handle 

containers. 
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A MARINE BILL OF LADING 
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AN Am WAYBILL 
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A RAIL CONSIGNMENT NOTE 

NATIONAL RAILWAYS OF ESPERANZA 
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A COMBINED TRANSPORT BILL OF LADING 

COMBINED TRANSPORT BILL OF LADING 

Consignor 

Consigned to order of 

Notify address 

Container Number Place of Receipt 

Ocean Vessel Port of Loading 

Port of Discharge Place of Delivery 

IBL No. 

Shipper's Reference 

Forwarder's ReferenCe 

NEGOTIABLE 
COMBINED TRANSPORT 
BILL OF LADING 
Issued subject to ICC Uniform Rules 
for a Oartabmed Transport Cocurnent 
•()CC publication. 298) 

VZREIEMA 

©CHUMMIER 

P1M115 
Gross Weighti Measurement Marks and Numbers NumberiKind of PackagesiDescription of Goods 

according to the.declaration of the consignor. 

The goods and instructions are accepted and dealt with subject to the Standard Conditions printed 
overleaf. Taken in charge in apparent good order and condition, unless otherwise noted herein, at 
the place of receipt for transport and delivery as mentioned above. 

One of these Combined Transport Bills of Lading must be surrendered duly endorsed in exchange 

for the goods. 
In Witness whereof the original Combined Transport Bills of Lading of this tenor and date have 
been signed in the number stated below, one of which being accomplished the other(s) to be void. 

Place and date of issue: 
Stamp and signature 

Freight amount 

Cargo Insurance through the undersigned 

j—j not 	 r—j covered according to 
U covered 	 U attached Policy 

Freight payable at 

No. of original BLs 

For delivery of goods please apply to 
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The. Marine . Bill of Lading and Other Transport DO-MI-10AS 

The distinction between marine bills of lading and the other transport 
documents is sometimes important, as we shall now see. The marine bill 
of lading is the traditional document used for shipment by sea. A marine 
bill of lading must indicate that the goods have been loaded on board a 
named vessel, a stamp on the face of the bill of lading confirms this 

sumo ON BOARD PER 

OCEAN VESSEL VERBENA STAR 
AT  PORT VERBENA Olt 13 AUGUST 1994 

FOR VERBENA SHIPPING LINES 

Sf41, 147-  

_ The marinebUt of lading_is special:. if the-parties so wish; it can be made a - 
negotiable document; in other words it in be bought or sold. Why would 
anyone buy a bill of lading? Simply because the person who holds a bill 
of lading owns (or has title to) the goods described. This is an imponant 
aspect of commodity trading: a cargo—for example, the cargo of an oil- 
tanker loaded in the Gulf—may be sold several times during its voyage. If 
such a We is foreseen, the panics make the bill of lading negotiable; if, 
however, the consignee (i.e., in most cases the buyer) intends to receive 
the goods personally, there is no reason for a negotiable bill of lading. 

In practice then, how do you make a bill of lading negotiable? And how 
can you tell if a bill is negotiable or not? The answer lies in the first few 
lines of the document First an example of a negotiable bill of lading: 

Bill OF LADING FOR COMBINED TRANSPORT SHIPMENT OR PORT TO PORT SHIPMENT 

Office. Enterprises Ltd 
3 St Junes Lane 
Verbena. City 00100 
Verbena _ 

VERBENA 

SHIPPING 

LINES 

atm- 42587603A 
ftottmoRet. 6523603 
Minxes nid- ET/01/93 

TO ORDER  

Nadi Pafly/Addross II I agmod iimt no sesponskier at an to dm 
. Catlin Nis atm* tor Wow 10 :telly to. Cons:poem 

al Om Onkel el the geOdi me Clause Moo minima) 

ZSpgratIZA Trading SA 
11 -22,Docks Road 
Corazon, Esperanza 

ma, 	 thota,owayvawinthe document k used . as a  caniotned Temspon an el LOOM% • 



BILL OF LADING FOR COMBINED TRAI r WORT SHIPMENT OR PORT TO PORT SHIPMENT 

BA- P4°- 42987603A 

Fhippir 	 ERBENA a***vaiA 6523603 Office Enterprisu Lt.! 
3 St Jarnes Lane 	 - shimors 9-01. ET/01/93 

Verbena 	 -- 	 SHIPPING 
Verbena City061Q0 

Esperanza..Trading.SA 
11-22 Docks Road 
corazon, Esperanza 

Noah,  Pampokkess It is *good *No oo respoostiOty .0”.11  -1'4 '0  la  the Pia:s Root* LsPriCcooblertioV= B11 at tad logr'ed  
Carrier or Ms ageots tor ado* to nuts e*.: .-onsi9"00  

• 	 or Ova astiri al the gocdi 41.443 clam. 

LINES   
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Then the first few lines 'if a non-negotiable bill: 

The difference lies simplY in the use of the word "Order" in the Consignee 

box. Typing the word-  "Order" makes -the-bill of-lading-  negotiable: 

Incidentally, the use or Ike word "Order" means that the shipper must 

endorse the bill (sign it .01 the back). 

Clean Shipping Ddeuments 
Export goods are examined frequently on their journey from buyer to 

seller . There.  is ofte n :1 pre-shipment inspection; 25  customs officers 
examine the goods at (:very border; and, what is important here, the 
transportation company (usually called the "carrier") examines the goods. 

A carrier, of course, examines not the goods themselves, but their 

packaging and general a ppearance. If anything is wrong, the carrier notes 
the deficiency on the fiice or the bill of lading or other shipping document. 
The carrier might note, I g.r exam*: 

4 Contents leakilei 
--44m-kair 
ciPackaging br,..s.-Taholed/torn/damaged 
7Packaging cow,minated 
Goods damagodp9 ,:ratched 

6 Goods chafed/' '•' "deformed 

A Packaging badi7 dented 
Packaging datr..q-•--contents exposed 

nsufficient 1• 0 :kagiftg 

What effe:ct does such a note have? In 1989 the . International Chamber of 

Commerce issued a wimphlet entitled Clean Transport Documents 

(Publication No. 473) - 1 his pamphlet distinguishes between clean docu-

ments and claused (iA' rinciedn) documents. The remarks in a claused 
document make it unacc,:ptable to a bank: a letter of credit will not be paid 

against a claused shipping document. 

25  Sec Chapter 3, Sections 1 and 2 for &vol.-4 information on inspection. 
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Not all notes, however, are considered to be "clauses." For example: 

Second-handireconditioned packaging materials used 

Packaging repaired/mendediresewnicoopered 

Unprotected 
Unboxed 

Such remarks are not enough make the bill Of lading "unclean." To avoid 
disputes, the two sides to the contract often agree that the letter of credit 
will specify "clauses" that, in their particular line of business, would 
unacceptable. For example, in shipping iron products, the parties might 
agree that no rust at all is allowed; thus the clause "Some rust spots" 
would result in an unclean transport document. 

One situation that sometimes arises is dangerous for the exporter. The 
carrier is taking over goods at the exporter's factory. The carrier examines 
the packaging critically and decides to write theclause "Insufficient pack-
aging." An argument breaks out. To resolve the argument, the exporter 
offers the carrier an "indemnity"--a sum of money.  (or a promise of such 
a sum) to cover any losses the carrier might incur if the buyer complains 
about the condition of the goods when they arrive. This is very dote to a 
bribe. CleanTransport Documents comments: 

Courts in several countries have ruled that the carrier who accepts such an 
indcinnity...is an accomplice in deceit or fraud on the buyer and the indetnniql 

ivielf is illegal and void (p. 7). 

The payment of an "indemnity" could result in prosecution for fraud.    

O ; vie   ept Conc        

Barnacle Bill 

Study the Bill of Lading on the next page and then answer the qUestions below. 

1. If a letter of credit required a "Marine Bill of Lading," would this 'document be 

acceptable? 

D YES 0 NO 

2. If YES, how do you know? 	  

3. A marine bill of lading is sometimes negotiable. If this is a marine bill of lading, is 
it negotiable? 

O YES 	 0 NO Cl IT IS NOT A MARINE BILL OF LADING 

4. If YES or NO, how do you know? 



Ock No 33/23-71 
L'CNo 556 2371 shampoo 64 pcs each 
Gross Wt 550 Kg 

DNP/36/Q 

Starks and Noe: Concern, Nos. 	 Norter and kind d Pamrages:deedOtion d Goods 

50 cartons containing 

Aat. 

SHIPM Ott BOARD PER 

MEM VESSEL _5 ()Tliilt A 

 PORT VERBENA 	 17 MAY 1994 

AT 
OH 

a TWAVV:SUPPIlia  AinikSt 
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BILL OF LADING FOR COMBINED TRANSPORT SHIPMENT OR PORT TO PORT SHIPMENT 

is71;w Office Enterprises Ltd 
3 St James Lane 
Verbena City 00100 
Verbena 

Canpes. Esperanza Trading.  SA 
11-22 DocksRoad 
Corazon, Esperanza 

•  

VtRBENABodaigtut 
 "°' 42987603A 
6 52 3 6 0 3 

.t*Ps"" Et/01/93 

SHIPPING 

LINES 
Rabe of Rashid  to 	 le only vaserailus ckscurnent is used 

as a Combined Transport B at Ladoga skayi Paco Address 	 t is agreed that no rasp/testi:day shall anactio the Carr* 
or ha agents Inc Wore to nody IN Consignees cl The 
arrival cd the goons tree daces 20 on rewvsel 

Esperanza Trading SA 
4i1.1 -22 Docks Road 
Corazon, Esperanza 

Place d Ddivery (Aglicable only when to dccarent is used 
as a Contained Transepts ell ot Lading) 

°aim Vesset and Voyage No. 

. Star of the Sea 6290  
Po!,  ot to4dog 

Port Verbena 
Pon d Oischave 

- - - Co r-a eon,  -Esp-er-anza- - 

•Tad Na al Cordairson.Padtagem 

50 
Ltorerrent 

Freight and Chop. fireltate whether prepa'd cv conece 

Renoned by The Caner 	 0.0oarent good order and condition 

packages or 	 o awesome ttI  Goods spar 
turdess 

to di me term hereof (*SCLUDING 

Main% Of 

H REVERS NE OF AND INF `• 
TARIFF! h. 	 roc' d Loading, whichever Is appioeble. 

La-mares or Me Placa ot Delvery, whttmetv is anpTicatie. 
accepting go ea cd Lading. the Merchant expressly a=opts and agrees to all its 
terms. cuneiform and exceptions_ whether primed stanrpol or waren or ottenise 
incavocatod, accestioanding the non signong d uu ea d Lanes, by the Merchant. 

Or* Wand Nadage Charge 	 PAID ORIGIN 
Oripltt Tenrinall-Sandingt.CL Service Charge PAID  OR IGIN 
OCean Freight PAID ORIGIN 
Destination Teraina/ 1-4andtn:ACL Senior Charge 
DesdndinfOreand Haulage Otsego 	 No. of Ofignal Bnt d Ladng 

ONE  

Ptaoe and Cato ol Issue 

Verbena City, 22 May 1994 

WITNESS ol the contract hewn contained the 
motet 01 originate stated oppose has been issued. one 
ci winch being 20cortvished, the awes to be void 

Fen the Carrier 

As kgentts} only 
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What You Should Know 

I. The contract should specify the type of packaging and the shipping 
marks agreed by the parties. 

2. On delivery, the exporter receives from the carrier the most important of 
--all-the-shipping documents, the bill of lading (or consignment note). 

3. Each mode of transport has a characteristic shipping document: the 
marine bill of lading, the air waybill, the rail consignment note; and the 
road consignment note are the most common. Combined transport 
(container transport) uses a combined transport bill of lading. 

4. Under certain circumstances, a marine bill of lading can be made into a 
negoliable document. 

5. The iharine bill of lading, to be acceptable as a shipping document 
under a letter of credit, must bear the notation that the goods have 
been-shipped on board a named vessel. 

6. Payment under a letter of credit depends largely on the correctness of 
the shipping documents. 

7. Payment under a letter of credit may be delayed if the letter of credit 
repeals exactly the contractual packaging requirements but the 
exponetlias failed to meet 

8. The carrier will note any defects in the packaging, weight or general 
appearance of the goods on accepting them from the exporter. (The 
carrier does not inspect the goods themselves, only the packaging.) To 
be acceptable under a letter of credit, all shipping documents must be 
"clean,' i.e., free of notes about defects. 
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5. Risk Title and Insurance 

THE PROBLEM 

Risks to one's property must be insured, but insurance of 
exported goods is a difficult field for the layman. The exporter 
must be able to decide what kind of policy or insurance cover is 
necessary, and what risks must be covered. 

THE PRINCIPLE . 

Most exporters prefer an open cover arrangement, with the goods 
valued_ and insured from point7 to-point. The exporter should 
consult. a broker to ensure that all expected risks are covered. 

IN MORE DEPTH 

We have already said that risk usually passes on delivery. Two risks are 
involved in the sale of goods: , the risk of the goods injuring a third party, 
and -the--more- , damage;-These- risks- are 
normally covered by insurance, as we shall see in a moment. 

Transfer of Title 

Ownership (title) is a complicated problem. National laws do Snot agree on 
a point when ownership of goods passes from exporter to buyer. The 
range is wide: from signature of contract to final payment. The matter is, 
however, clisposive. Many exporters like to keep legal ownership of 
goods until full payment is made, seeing ownership as security for pay 
ment. Many "hire purchase' agreements work like that the buyer pays in 
instalhnents, but on the goods only when the last installment:is paid In 
international trade, however, ownership is of doubtful value, if Azix 
sends shampoo to Esperanza anti the invoice is not paid, ownership is of 
little practical value: she is unlikely to recover the goods since they must 
pass through two sets of customs on their trip home; if she sells the goods 
in Esperanza, she will get little for them. In any case, her costs will 
probably exceed the money she recovers. Accordingly, since ownership 
is of little practical value, many contracts specify that: 

I Title to the goods passes with risk. 

Insurance: Who Shotild Insure? 

Marine insurance is first found in Italy in the 	 Originally it covered 
only transport in ships (still called adventures by insurers). Today, 
however, most marine insurance policies include the Transit Clause which 
covers the goods from the exporter's warehouse to the buyer's 
warehouse—often with a long stretch overland at each end of the journey. 
Since merchandise is at risk at all times during its journey, it is advisable 
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to insure the goods at every stage. Two players are involved here: 
exporter and buyer. Which is responsible for arranging insurance cover? 

In deciding who should insure, there are two schools of thought_ The first 
sees the point of delivery as decisive; up to delivery the exporter insures: 
after delivery the buyer. The second approach lies behind C-term (CIF, 
CIP): a buyer often has problems insuring for goods that may not yet 
exist= and that, in any case, are located in a distant country. . it is often 
easier for the nporter to arrange Jn#tirince: first, many exporters have a 
standing arrangement witblinqns4ice company; secondly, they can 
readily declare to an insurer the.fietesary details of their products. 

The choices are clear—it is up to the two sides to reach agreement on the 
terms that best meets their needs. One important note, however: 

The buyer should note that under the CIF term the seller is only required to 
obtain insurance on minimum coverage. 26  

"Minimum coverage" is the so-called Cargo Clause C discussed below. 
Cargo Clause C is designed for insuring bulk cargo—not machinery, 
textiles, paper or other high risk cargoes. A buyer who wants more than 
minimum coverage must negotiate this with the exporter. 

Normally insurance cover under CIF (and CI P) contracts is for the value 
of the goods plus 10% (the extra 10% allows for the expected profit of the 
buyer); cover is generally in the currency of the contract. 

26  Incoterms 1990, p.50, 
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In a C1F (or CIP) contract, the goods are delivered to the buyer at the port 
(or place) of shipment. On delivery, the goods enter the buyer's area of 
risk. The insurance cover held by the exporter runs to the port or place of 
arrival. This is a problem: how does an insurance policy held by the 
exporter help the buyer if the goods are damaged or lost during shipment? 
The answer is assignment_ By endorsing the certificate of insurance, the 
exporter can assign (transfer) the full nghts to the buyer. If necessary, 

. this can be , done even after goods are lost. 17  

Policy, Certificate, or Letter of Insurance? 

An insurance policy is a familiar document to most people: fire insurance, 
vehicle insurance, life insurance—most of us have such policies. For 
international trade, however, the full policy presents certain problems: 

?
..The preparation of a policy of insurance takes some little (= considerable. Ed.) 

time particularly if there are a number of underwriters or several insurance 
companies, and when documents require to be tendered with promptness on the 
arrival of a steamer in order that expense may not be incurred through delay in 
unloading..., it is not always practicable to obtain actual policies of insurance. 
In order to faciliutte business in circumstances such as those. buyers arc 
accordingly in the habit or accepting brokers' cover notes and certqicrues of 

        _  
insurance instead of insisting on policies:2g 

What is a 'certificate of insurance"? Many exporters have an agreement 
with an insurance company covering all their shipments over a period of 
time Each individual shipment is covered by a certificate of insurance, 
not by a full policy. (A full policy can normally be issued for an 
individual consignment if the buyer wants this.) A certificate of insurance: 

+ States in outline the cover offered; 
Gives the details of the individual shipment. 

Under English law at least, the effect of a certificate of insurance is 
virtually identical with that of a full policy. In addition to the certificate of 
insurance, there is also the so-called letter of insurance. This is simply a 
letter from the exporter to the buyer stating that the goods are insured. It 
has no legal force except as evidence in a law suit against the exporter. 

Types of Insurance Policy: Floating Policy and Open Cover 

Sometimes an export deal is unique—special equipment is built and 
shipped in an unusual way to an unfamiliar destination. In such a situa-
tion, the exporter (usually with the help of a broker) negotiates a special 
insurance policy. Normally, however, an exporter with many similar 
contracts finds it time-consuming and expensive to arrange a new insur-
ance policy for each consignment. One answer to this problem is the 
floating poliCy; another is the open cover. 

27  to some countries. the policy bought by the exporter names the buyer as the insured party. 
28 Judgment in Wilson, Ilolgate & Co. v. Belgian Grain and Produce Co. (1920) 2 KB 1,8. 
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Let's look first at what the floating policy and the open cover have in 
common. Both offer the exporter insurance cover on all shipments over a 
period of dm In both cases a ceiling is set on the overall figure—for 
example $1 million. As each individual shipment is made, the exporter 
declares the value of the shipment, and the ceiling is automatically reduced 
by that amount. Thus 10 shipments worth $100,000 each would reduce a 
$1 million cover to zero. 

As each shipment is made, it is covered by a Certificate of Insurance. 
Often the exporter has a pad of these certificates and simply fills out a new 
one for each shipthent. 

• 

Insurers have various ways of limiting claims under such cumulative 
agreements. Generally claims are kept down'by: 

+ A limit per bottom (A "bottom" is a ship); 
A limit per locality. (The exporter's warehouse is a "locality." A 
warehouse may contain several consignments awaiting shipment. 
If they are all destroyed, the locality limit will probably bite.) 

Insurance companies also generally add the Institute Maintenance of Class 
Clause; this requires that all ships used by the exporter are in a certain 

_ _ class in the shippingregister.- - - - - - - - - 	 - _ _ 

In terms of the insurance cover offered, the floating policy and the open 
cover are, in effect, identical. The logistical differences between the two 
kinds of cover, however, have led the business community today to 
prefer the open cover. The first disadvantage of the floating policy is that 
it is set up for a particular time and automatically expires unless renewed; 
the open cover is open-ended it does not expire, although there are 
provisions for cancellation on due notice. Thus the open cover is 
marginally more convenient. The second difference is more fundamental: 
an open cover is not an insurance policy at all—it is an agreement by an 
insurance company to issue an insurance policy if the , insured asks for 
one. Normally the insured does not ask for a full policy; he simply creates 
a Certificate of Insurance with the knowledge that if he wants a policy he 
can get one at any time—including, and this is very important, after a 
loss. This arrangement is less formal and Ies-s time-consuming but 
extremely reliable: that is its attraction for the exporter. 

Types of Insurance Policy: Valued and Unvalued 

When the exponer insures goods, does he declare their value to the 
insurer or not? In practice, he may or he may not both alternatives are 
possible. If the value is not stated (the unvalued policy), then the value 
can be established after a loss; naturally, the exporter must prove his 
figures precisely. As long as the figure does not exceed the total cover 
under the policy, the insurer will pay. The alternative is the valued policy: 
the exporter states the value of the goods on the insurance document This 
has a decisive advantage: the pre-stated figure can include not only the 
cost of the goods but also the profit the exporter hoped to make on them. 
For this reason, valued policies are most in favor today. 



Note: A 'mixed' 
Time/Voyage Policy 

is also common. 

POINT 

Tailor-made : 

PolicY 

Floating Policy 

CHOOSING AN INSURANCE POLICY 

NO 

Do I 
want ongoing 

coverage over a tong period 
with a policy on each 

delivery? 

Will I 
specify the value 

of the goods (m d. profit) 
for each delivery? 

Do I 
want point-to•point 

or time-to-time 
coverage for each 

delivery? 

Time Policy 
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Improper packaging. Damage resulting from inipioper packing or 
preparation is not covered. To discover what is improper, the courts 
usually refer to what is customary in a particular trade. 

Inherent vice in the goods. Some goods are inherently dangerous. A 
cargo of hay; for example, may catch fire because of spontaneous 
combustion. That is an "inherent vice" and the loss of the hay is not 
covered. 

Delay. In general, losses caused by delay are not covered. 

Insolvency of the owners (etc.) of the vessel. 11 a journey ends prema-
turely because the shipping line goes bankrupt,- extra costs (further 
shipment for example) are not covered. 

Use of Nuclear Weapons. if cargo is damaged through the use of nuclear 
weapons, theinsured will probably be worrying about more than his 
cargo. Even so, this risk to the goods is not covered. 

In addition, all three Cargo Clauses contain the . Unseaworthiness and 
Unfitness Exclusion Clause. This clause says that goods shipped in an 
unseaworthy vessel are not insured. Since few laymen can know if a ship 

-is seaworlhy -or it -61, - 111e clatist WsOfteried: -c-ciVet is cvithdra-Wn- ortfy if the 
insured knew about the unseawonhiness. 

Losses resulting from war, from strikes or from terrorism are also 
exclude& but here the difference between a reductive and a cumulative 
approach is important. If the War Exclusion Clause (or the Strike 
Exclusion) clause is deleted frOm Cargo Cladse A, then these risks are 
covered. For Cargo Clauses B or C .  it is necessary to add the socalled 
Institute War Claus& or Institute Strikes Clauses to the policy if these 
risks are to be covered. We should now look at Cargo Clauses 13 and C to 
see what exactly they cover. 

Cargo Clause B covers: 

1.1 Loss of or damage to the subject-matter insured attributable to: 

1.1.1 fire or explosion, 
1.1.2 vessel or craft being stranded, ground, sunk or capsized, 
1.1.3 overturning or derailment of land conveyance, 
1.1.4 collision or contact of vessel craft or conveyance with any 

external object other than water, 
1.1.5 discharge of cargo at a port of distress, 
1.1.6 earthquake; volcanic eruption or lightning. 

1.2 Loss of or damage to the subject-matter insured caused by: 

1.2.1 general average sacrifice,30 
 1.2.2 jettison or washing overboard, 

30 General average sacrifice refers to a situation in which aship most make a "sacrifice" (e.g.. throwing part 
of the cargo in the sea) in order to preserve the .ship and the rest of the cargo. The cost of such a sacrifice is 
shared by all the parties involved. (See Schmitthoff, p. 520+.) 
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1.2.3 entry of sea-, lake-, or river-water into vessel, craft, hold, 
conveyance, container, liftvan or place of storage. 

1.3 Total loss of any package lost overboard or dropped whilst 
loading on to, or unloading from, a vessel or craft. 

Cargo Clause• C covers: 

1.1 Loss of or damage to the subject-matter insured attributable to: 

1.1.1 fire or explosion, 
1.1.2 vessel or craft being stranded, grounded, sunk or 

capsized, 
1.1.3 overturning or derailment of land conveyance, 
1.1.4 collision or contact of vessel craft or conveyance with any 

external object other than water, 
1.1.5 discharge of cargo at a port of distress, 

1.2 Loss of or damage to the subject-matter insured caused by: 

1.2.1 general average sacrifice, 
1.2.2 jettison. 

Before -  paying a claim for loss, insurers study the circumstances fully. 
They_ examine-the insurance-document to check-that the- lost or damaged - 
goods were correctly described. If the description and the goods are 
materially different, the insurer may refuse to pay. In one famous case, an 
exporter bought leather flying jackets from the British government. The 
jackets were twenty years old, but they had never been used. The exporter 
described the goods as- "new men's clothing in bales." When the goods 
were stolen, the insurer refused to pay because of material misdescription. 
The court agreed: the description was inaccurate. 31  In general, the insured 
must disclose any fact "which would influence the judgment of a prudent - 
insurer in fixing the premium or accepting the risk."32  

Some policies allow for innocent misdescription with a "held covered" 
clause: under given conditions, the goods are held (= considered) to be 
covered. An example: an exporter bought second-hand machinery in order 
to export . it. On the insurance document the goods were described simply 
as "machinery." When the goods were lost, the insurer refused to pay, 
pleading material misdescription. The policy_ contained, however, a "held 
covered" clause: "held covered at premium to be arranged," The court 
ordered the insurance company to pay, but allowed it an extra premium.33  

In summary, always remember the cardinal principal of insurance: 

A contract of marine insurance is a contract based upon the utmost good faith, 
and. if the utmost good faith be not observed by either party, the contract may 
be avoided by the other party. 34  

31  AngloAfrican Merchants v. Bayley (1970) 1 QB 311. 319.320. 
32  Sehmitthaff, p. 503. 
33  Greenock SS. Co. v. Maritime Insurance Co. (1903) 1 KB. 367. 
34  Marine Insurance Act. (UK) 1907 . § 17. 
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C OVERED  
ALL RISKS ) 	 CARGO C LAUSES A, B AND C: 

RISKS COVERED 
• i 

General Exclusion Clause excludes results of 
Willful misconduct of assured 	 Inherent vice in the goods 	 Use of nuclear weapons 
Wear and tear (etc) 	 Delay 
Poor packaging 	 Insolvency of carrier (etc) 

B AND C 	  

Excludes all risks not 1  
expressly included 

'Excludes risk of 
unseaworthy vessel 

Excludes risk of 
unseaworthy vessel 

Is the 
War Exclusion Clause 

deleted? 
YE 

Are the 
• Institute War Clauses 

added? 

YES 

I Included war risks 

Is the 
Strkes Exclusion Clause 

deleted? 
YES 

YES NO 

Excludes strike risks 

NO 

YES 	 YES 

Is there 
a -held covered" 

clause? 
YE 

NO 

YES 

WHAT IS LEFT 
is COVERED NO COVERAGE 
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EXPORTING AND II IE EXPORT CONTRACT 

Cone ept E;;10&bW7 

Take Cover 

Pacific Exports is a new company founded in Verbena to export textiles. The company 
anticipates sales of about $500,000 during its first year of operations, with most orders 
between $1,000 and $30,000. Since Verbena is an island, consignments of goods 
always travel by ship. The company wants advice on the best kind of insurance for its 
CIF contracts. What would you recommend among the choices below? In each case be 
ready to give your reasons. 

1. q Tailor-made policies El Floating policy q Open cover 

2. q Valued policy 0 Unvalued policy 

3. LI Voyage policy q Time policy q Time and voyage policy 

4. q Cargo Clause A q Cargo Clause B q Cargo Clause C 

5. Institute War Clauses q YES q NO DEPENDS ON 	  

6. institute Strikes Clauses q YES q No _ DEPENDS ON 	  

What You Should Know 

1. In CIF and CIP contracts, the exporter must pay for insurance from the 
point of delivery to the named point of arrival. 

2. Unless otherwise agreed, this insurance is "minimum cover"—Cargo 
Clause C. 

3. In CIF and CIP contracts, the exporter normally assigns the insurance 
agreement to the buyer. 

4. The insured can make three kinds of arrangement with the insurer. , the 
tailor-made policy, the floating policy, and the open cover. 

5. Open cover is not a policy: the insurer will write a policy if required. 
6. The normal insurance document under' an open cover is the Certificate 

of Insurance; the certificate is, in principle, the equivalent of a policy;  
7. A marine insurance policy has three variant clauses: Cargo Clauses A, 

B and C. Clause A covers anything not excluded; Clauses B and C 
exclude anything not expressly covered. 

8. Even an "all risks" policy (Cargo Clause A) excludes many risks. 
9. Goods must be correctly and fully described on the insurance docu-

ment or cover may be withdrawn. 
10. A "held covered" clause offers some protection against innocent 

misdescription. 
11, The main principle of insurance is "utmost good faith." 
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6. Terms of Tradei Incoterms 1990 

THE PROBLEM 

Although the Vurpose of the ICC Incoterms is to standardize terms 
of trade worldwide, may businesspeople do not know what these 
terms mean or the nature of their rights and duties under an 
Incoterm contract. • 

THE PRINCIPLE 

The ICC publiOtion, Incoterms 1990, gives full and clear informa-
tion about the rights and duties of buyer and exporter in Incoterni 
contracts. Ignorance of these terms can be expensive. 

IN MORE DEPTH 

World trade depends to an increasing extent on standardization: interna-
tional weights and measures are mostly metric; many contracts are priced 
in U.S dollars; letters of credit follow standard ruleS. Misunderstandings 
can be expensive;-anything that-ma.kes-th ern less likel y ts-welcor-ne. 

The Thirteen Incoterms 

One source of international confusion are deliveryconditions; We have 
aheady lOoked at a number of problems and seen how national taws.Vary 
itf their preferred solutions. To Clarify the situation, the International 
Chamber of Commerce (ICC) issued as early as 1936 standardized 
terms—the so-called 1Nternational COmmercial TERMS.or Incoterins ., 
Over the ye:irs, the ICC has updated the incoterms as the nature of 
commerce has changed—increased use of aircraft, the introddetion of 
containers,'electronic document transfer and so on .; all have required new 
or revised terms. The latest issue ofincoterms is the 1990 -reVision.35.  

In establishing the 13 Incoterms, the ICC has looked at the most common 
variations in arrangements for delivery and established for each variation 
the exact duties of the exporter and the buyer. In setting up the 13 terms, 
the ICC has taken into account three variables: 

4 Where along the transportation route delivery takes place; 
+ What means of transport is used; 
+ What costs the exporter might pay after the point of delivery.. 

The 13 terms are grouped in four categories: E-term, F-terms, C-terms 
and D-terms. The E-terni.  deals with deliveries at the exporter's factory. 
The F-terms all concern 'delivery within the exporter's country; The C- 
terms involve delivery in the exporter's country, with extra costs for the 

35  For full details see the booklet lacoterms 1990 or the much fuller Guide to Incoterrns 1990. The address to write to for your copy is: 38 Coors Albert 	 75008, Paris, France. Your local Chamber of Commerce 
may also have copi2s. 
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exporter after delivery. D-terrns take care of delivery outside the 
exporter's country. A table gives us an overview: 

TERM 
TYPE 

SHORT 
FORM 

FULL 
FORM 

POINT OF 
DELIVERY 

TRANS- 
PORT 

COSTS 
AFTER . 

DELIVERY 

E -: 

TERM 
0111111111111, 	  

EXW Ex Works When exporter notifiei buyer 
of availability of goods at 
exporters premises 	 • 

None 
/111n,..- 

None 

F- 

TERMS 

FCA Free 
Carrier 

When goods are handed 
over to the carrier 

Any None 

SAS (...) Free . 

Alcingside 
Ship. 

When goods are alongside 
the ship, ready for loading 

Ship None 

FOB (...) Free on 
Board 

When the goods pass the 
ship's rail 

Ship None 

C- CFR (...) 'Cost and 
Freight 

When the goods pass the 
ship's rail_ 

Ship Freight to 
-destination- - 

CIF (...) Cost, 
insurance, 
Freight 

When the goods pass the . 

ship's rail 
Ship Freight and 

insurance to 
destination 

CPT (...) Carriage 
Paid To 

When goods are handed 
over to the carrier 

Any Freight to . 

destination 

CIP (...) Carriage 
and tnsur- 
ante Paid 

When the goods are handed 
over to the carrier 

Any Freight and 
insurance to 
destination 

D-  
TERMS 

DAF (...) Delivered 
Al Frontier 

When the goods are 
cleared for export at a named 
frontier 

Any None 

DES (...) Delivered 
Ex Ship 

When the ship carrying the 
goods arrives at the port of 
destination 

Ship None 

DEQ (...) Delivered 
Ex Quay 

When goods are on the quay 
at the port of destination, and 
cleared for import 

Ship None 

DDU (.4 Delivered 
Duty 
Unpaid 

When the goods are avail- 
able to the buyer al a named 
destination, duty unpaid 

Any None 

DDP (...) Delivered 
Dtity Paid 

When the goods are avail- 
able to the buyer at a named 
destination, duty paid 

Any None 

4.1 
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Incoterms obviously save a great deal of work in contract drafting. 
Compare the two versions of the delivery clause below: 

The equipment listed in Annex 1 shall be delivered FOB 
(Beira) (Incotetms 1590). 

For the equipment listed in. Annex 1 the price is for 
delivery free on board the carrying vessel designated 
by the Buyer at the port of Beira including the cost of 
packing, as well as expenses incurred before loading 
the equipment on board the carrying vessel. 

The first wording :usingan Incoterm--is more than simple shorthand:- it 
incorporates six pages of the ICC booklet Incoterms 1990 specifying 
numerous duties of both buyer and exporter. The exporter, for example, 
must "Deliver the goods on board the vessel named by the buyer..." and 
"pay all costs relating to the goods until such time as they have passed the 
ship's rail."36  

- — A- word-of-eaution-on -Inc-otemisi-the- 1 990- Inc-otemis-are -radically -new. 
Some old terms have disappeared; FOT and FOR (Free On Truck and 
Free on Rail) have been replaced by FCA; C&F has been renamed CFR. 
Further, some traditional terms now have very restricted meanings: FOB, 
for example; applies only to transport by ship; for other means of trans-
port, the correct "FOB eqttivalent" is now FCA. Also remember that 
Incoterms apply only to international trade; for trade within a country, 
Incoterms are not appropriate. 

Two questions often arise about incotenns: first, is it necessary to state in 
the contract that FOB, CIF, and so on are Incotems? And secondly,' what happens if the "small print" of 1ncoternts 1990 conflicts with a provision 
of the contract? Let's look at these issues. 

Specifying Incoterms 

Is the specification, "Incoictns 1990," really needed?- In fact, it is neces- sary because. FOB and CIF are also common terms in many countries with different commercial traditions, for example in the United States.37  
Unfortunately, American and ICC usage of the terms do not agree: for example in the U.S.: 

l'he term FOB or "free on board," may be used with reference to the seller's 
city, the buyer's city, or an intermediate city. It may also be used with 
refettna to a named carrier, vessel, car or other vehicic. 31  

36  Incaterms pp. 138-140. 
37  See UCC 12.320 to 322. The UCC is the Uniform Commercial Code of the United States. It will be referred 

to many times in the following pages. For more information on the Code. see Chapter 4. Section 2. 
38  Anderson. p. 349. 
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On the other hand, in ICC usage, goods are "free on board" only at the 
place of shipment. Further, the ICC term "can only be used for sea or 
inland waterway transport," while UCC usage allows the use of FOB for 
any means of transportation. 39  By stating in the contract that the trade 
terms are Incoterms, you avoid a major source of confusion.° 

Conflicts between Incoterms and the Contract 

Some contracts regulate what happens if the Incoterm conflicts with the 
contract—perhaps a goad idea. An example from a careful contract: 

"Incoterms 1990" as used in this contract means the 
publication "Incoterms 1990," being the international 
rules for the interpretation of their terms published 
by the International Chamber of Commerce. When a term 
from "Incoterms 1990 -  is used in this Contract, the 
rules and definitions applicable to that term in 
"Incoterms 1990" shall be deemed to have been incorpo-
rated in the Contract except insofar as they may 
conflict with any other provision of the Contract, in 
which case the Contract provisions shall prevail. 

How can conflicts arise? One common source of conflict is the allocation 
of costs: the exporter and the buyer agree that some pre-delivery shipping 
costs (special insurance, for example) will be to the account of the buyer. 
No Incoterm allows for such an arrangement. Which prevails, then? The 
contract or the Incoterm? Normally the contract prevails—but careful 
contract drafting makes things clear to both sides and beyond dispute. The 
solution is to study the regulations of the Incoterms carefully, to vary 
them only when absolutely necessary, and to clarify in the contract that 
your variations take precedence over the Incoterms as defined by the ICC. . 

39  Incoterms. p. 139; UCC §2.319. 
4° For other conventional uses of FOB, CIF, etc.., see for example Hoyle, pp. 41-58. 
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Co eept %d'®wAg 0 
Terms of Trade 

Which of the following terms are correctly used according to Incoterms 1990? If your 
answer is "No," give your reasons. (Note: There may be more than one correct answer 
in each section.) 

. A contract requiring the exporter to send the contract goods by road from Kenya to 
Zambia with freight paid by the exporter. 

a. C&F Lusaka 0 YES 0 NO 
b. CFR Lusaka 0 YES 0 No 
c. CPT Lusaka 0 YES 0 NO 
d, CFR Nairobi 0 YES NO 
e. FOT Nairobi 0 YES 0 No 

2. A contract requiring an exporter in Mozambique to deliver the contract goods. in 
Beira, Mozambique, for shipment by sea to Dates Salaam, Tanzania. • 

a. FAS Beira 0 YES 0 NO 
b.  FOB Beira 0 YES 0 NO 
c. FCA Beira 0 YES 0 NO 
d. FOB Dar es Salaam 0 YES 0 NO 

3. A contract requiring an exporter in Ethiopia to send the contract goods by air for 
delivery in Windhoek, Namibia. 

a. CIF Windhoek 0 YES 0 NO 
b. CIP Windhoek 0 YES CI NO 
e. DDU Windhoek 0 YES 0 NO 
d. DES Windhoek 0 YES 0 NO  

@V %crtiwv flu Ca C  

Delivery Where? 

On the next page is a chart showing.various delivery points. For each delivery point, 
mark in the box provided the most appropriate Incoterm(s). 	 • 
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What You Should Know 

The International Chamber of Commerce issues Incoterms to standard-
ize delivery procedures. 
The Incotenns 1990 reserve certain traditional terms (notably CIF and 
FOB) for transportation by ship`wily. 

3 The point of delivery is much the same for all the .0-terms and F-terms--- 
when the exporter hands the goods Over to the carrier. 

4. The contract should always specify that terms such as FOB, CIF and so 
on are Incoterms under the rules set out in Incoternis 1990. 

5 The contract should regulate what happens if Incoterms 1990 and the 
terms of the contract conflict: normally the contract prevails. 
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!Chapter 2 

Negotiating Price and Payment 

1, Export Pricing Strategies 

THE PROBLEM' 

In many negotiatiOns, as soon as the exporter slates a price, the 
buyer begins to demand concessions about delivery time, method 
of payment, and ;So on, concessions that can quickly make the 
deal unprofitable.:How can the exporter avoid the "price , trap"? 

THE PRINCIPLE 

The exporter must perceive and preserve the interdependence of 
every aspect oTa0 export negotiation. A price q ation i§based 
on, a set of assumptions about delivery, payment and warranty 
terms. contract price must reflect any change in, or renegotia-
tion of; these assumptions. 

IN MORE DEPTH 

Exporting is not difficult: the problem is making money at it. Sometimes 
first-time exporters fail to understand how the many terms of a contract 
relate to each other: a longer warranty period, for example, creates higher 
costs—the contract 'price .  should reflect these costs.. An extensiOn.of.the 
payment period creates higher costs-Hagain the contract price should 
reflect the extension. In fact, virtually every problem that the two sides 
normally negotiate has abearing on price. Mostly the buyer's suggeStionS 
tend to raise. the price, but a lowering of the. price is possible too. Let's 
use an example to study this relationship between price and other contract 
terms in more detail. 

Scenario: Verbena Electric hopes to export its best-selling_product, 
small domestic electric fans, from Verbena to Esperanza. A market 
study in Esperanza shows that fifteen brands of fan are available in 
Esperanza, none of them made in Esperanza itself. Models range from 
expensive, electronically controlled fans imported from Europe to 
cheap plastic products imported from Nonatnia. In every case, the 
price strikes the export manager of Verbena Electric, John Royalstone 
as high his own fans will be competitive. ROyalstone begins 
discussions with the purchasing manager of Esperanza Electrical 
Importing, Alice Smart. Smart is particularly interested in one of 
Royalstone's products, a three-speed, 180 0  revolving fan with a 
graceful, Modem design. Negotiation begins. 
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Early on, Smart introduces the question of price: "What's the price of 
a fan like that?" Royalstone is an old hand at negotiation: he knows 
that when he states a price, it must be for precisely defined goods 
delivered under precisely defined circumstances. He offers a unit price 
of $22 and makes it clear that this price is based on the following 
assumptions: 

♦ The size of the order is 3,000 items; 
4. The specification of the fans is identical—except for color: 

1,000 will be dill:tiered iit,gold, 1,000 in black, 1,000 in red. 
J. No additional 'iiiieicatiot or safety warnings are required 

beyond what is normal . in Verbena; 
♦ Delivery is FOB (Part Verbena); 
♦ Payment is by irrevocable, confirmed, at-sight letter of credit; 
♦ Delivery takes place three weeks from the date that Royalstone 

receives advice that the letter of credit has been opened; 
♦ The warranty period on the fans is three months from the date 

of delivery. 

Smart sees that she is dealing with an experienced exporter. She 
begins to discuss the items on Royalstone's list. 

-Order -Size, - - 

Smart is not sure she can handle 3,000 fans; she would prefer to order 
fewer, test the market, and order more later if things go well. Royal- 
stone makes two points: first Smart's transport costs will increase on 
a smaller order, because 3,000 units is one container load; second, the 
unit price will increase on a smaller order. An order of 1,000 fans, for 
example, would cost $25 each—not $22, 

Specifications 

Smart likes the color range, but she wonders if the price would be 
lower if she ordered only one colon Royalslone is ready to cut his 
price by 500 per fan irthe whole order is the same color. 

Packaging 

Unfortunately, Esperanza has strict rules about packaging and safety 
labeling of electrical products. Smart shows Royalstone the regula-
tions. After a few phone calls, Royalstone calculates that meeting 
Esperanzan standards will add at least 40v to the cost of each fan. 

Incoterm 

Smart says that she would prefer CIF delivery, Esperanza City. 
Royalstone tells her that the cost of insurance and freight between Port 
Verbena and Esperanza City is• $520 on an order of 3,000 items; 
somewhat less on an order of 1,000. Smart also wonders what the 
effect would be of collecting , the fans ex works_ The EXW price, 
loaded in a container, is $21.75—a small saving. 
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Terms of Payment 

Smart says that she dislikes letters of credit and prefers to trade on 
open account-30 days net, with a 2% discount for payment within 
ten days. Royalstone explains to her how trading on open account will 
increase his costs: he will need export credit insurance, and he will 
have to wait for Smart's check to:clear. Based on experience, clear-
ance will take 45 days. His Price will rise to $26 per fan on an order 
for 3,000, FOB Port Verbena. 

Smart is unhappy both about the cost of the letter of credit and about 
Royalstone's additional price if she refuses to open one. She suggests 
that she pays 25% of the price with order, and the remaining 75% on 
open account. Royalstone has no ready answer to that proposal. He 
quickly recalculates his price: it would be below $26, probably by 
$1.10. 

Dale of Delivery 

When Smart questions delivery three weeks after the opening of the 
letter of credit--Royalstone again replies with figures: if she wants the 

_ goods_ sooner, he can_arrange it—but only by working an extra shift 
with extra costs involved. His price would have to be somewhat 
higher. 

Warranty  P eriod 

Royalstone is not worried about the quality of his fans, but he knows 
from experience that a three-month warranty on an FOB delivery 
produces very few claims for defects—about two claims per thodsand 
fans. A six-month warranty, however, is more costly=about ten 
claims per thousand fans. His normal policy is to mail a replacement 
fan in the event of a claim—which costs him about $40 for the fan, 
the packing and the postage. If Smart asks for a six-month warranty, 
it will add 30v per hit) to Royalstone's costs. 

In this lengthy example, all negotiating decisions bear directly on the price 
of the product. Naturally other points are open to negotiation: this is just a 
sampling. But the general point is clear: a manager like Royalstone who 
knows Ids product and who has thoroughly analyzed Ids costs is unlikely 
to lose money on an export deat—unless, of course, he decides to do so. 
If Royalstone is eager to win Smart as a regular customer, he may be 
ready to sell to her at a loss first time around. Or his factory may be so 
short of work, that he is prepared to accept any job—even a loss-maker. 
Or the Verbenan government may make exporting so attractive with 
export incentives that Royalstone can trade at a loss bu(still show a profit 
at the end of the day. • 

The general point is this: a good manager knows that almost every deci-
sion made during a negotiation influences price—an excellent manager 
can put a dollari-and-cents figure on this influence. 
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OW111G4W 

In a Jam• 
Gorm Trading exports canned foods from Verbena. Gorm is negotiating export of 600 
cases of apricot jam by road to a neighboring country. Gorm's price per case is $20. 
The price is based on delivery FCA with no special packaging or labeling. The jam has 
a six-month expiry date stamped on the label. Payment will be by irrevocable, 
confirmed, at-sight letter of credit. Delivery date is two days after the opening of the 
credit. Decide what influence each change listed below will have on the price per case. 

Concept 

I . Reduction of the order from 600 
cases to .300 cases. 

2. Delivery.  EXW (Exporter must 
have the goods ready for collection 

--in- his-warehoum)-- — 
3. Replacement of single flavor (apri-

cot jam) by a range of 10 flavors, 
some of which are "exotic." 

4. Change of labeling to show exact 
nutritional values and ingredients 
(not normally supplied by Gann). 

5. Change of payment from letter of 
credit to open acamint, payment. 
due 45 days from date of invoice. 

6. Replacement of a single delivery 
with delivery in ten installments of 
60 cases over a period of one year. 

7. Increase of the expiry period from 
six months from date of manu-
facture to two years. 

ir 

What You Should Know 

1. In negotiating price and payment, exporters should quote a price that 
relates to the complete set of contract terms: size of order, terms of 
delivery, terms of payment, warranty provisions and so on. 

2. As items in the contract are negotiated, the exporter should assess the 
influence of each factor on price, and adjust the price accordingly. 

1 Sometimes the exporter improves his terms without adjusting the price, 
but only in order to create goodwill for future deals, to ensure that the 
exporter gets the order, or for some other business reason. 
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2. The Five Steps in Negotiating Payment 

THE PROBLEM 

For the exporter, the great fear is non-payment. Most developed 
countries offer export insurance, to cover this and other risks, but 
such insurance is rare in developing countries. How can the 
exporter create payment terms , that ensure payment? 

THE PRINCIPLE 

Payment is a more ordcily process than delivery. Every successful 
payment provision stipulates the How, When and Where of 
payment. In addition it specifies what delay in payment, if any, is 
excusable, and the consequences of unexcusable delay. 

IN MORE DEPTH 

In negotiating payMent, the exporter should keep five steps in mind, five 
issues that the export agreement must adequately cover.          

STE!? S 

RESULTS 
OF DELAY 

What are the 
results of- 

non- 
exciisable 
delay in 

payment?                 

STEP 

DELAY 

What delay 
in payment 

is 
excusable?                       

STEP 3 

PLACE OF 
PAMIENT 

Where must 
the money be 

before 
payment is 
considered 
complete?            

STEP 2 

TIMING 

What is the 
date of 

payment?            

STEP 
MODE OF 
PAYMENT 

How 
payment be 

made?                                                      

Step I: Mode of Payment 

Most international trade is conducted on a cash basis—goods against 
cash. Sometimes, however, goods are traded against goods (barter trade), 
and sometimes the exporter gives the buyer a credit—the buyer can pay 
by installments over a period–of time Barter and credit transactions are a 
subject in themselves. [{ere we shall look only at cash transactions. 

Trade within a country is based on a mixture of trust and the close prox-
imity of courts of law. International business is not so blessed: trust is 
rare, and courts are far away and unpredictable. Payment is, therefore, 
tightly controlled. Four approaches to payment are common: 



C HOME OF METHOD 
- - Uf PAYMENT - 

AGAINST 
INVOICE 

78 
	

EXPORTING 'AND7HE EXPORT CONTRACT 

* Payment on open account with no security; 
• Payment on open account secured by export credit insurance; 
• Payment on open account secured by a payment guarantee; and 
* Payment by letter of credit. 

In private life, small purchases (in a supermarket, for example) are sold 
cash on delivery. If you buy household furniture, you will usually receive 
the invoice with a certain amount of time to pay it—cash against invoice. 
Cash against invoice is the typital open account transaction. If, however, 
the furniture store distrusts you, it will ask for a 100% prepayment as 
security—cash with order: that way they are completely safe. 

All these transactions have exact equivalents in export trade. Obviously, 
however, the word "cash" in the international context does not usually 
mean coins and notes. (Occasionally, perhaps, a buyer pays for goods by 
giving the exporter a briefcase full of money, but such payments generally 
reflect a wish to escape scrutiny by the central bank or other authorities.) 
To the exporter cash normally means checks (cheques) or bank transfers. 

Exporters who are paid on open account are seriously at risk. The prob-
lem is obvious: if anything goes wrong—if the check is not honored by 
the bank for example, or if the buyer files for bankruptcy or simply disap-
pears—the exporter is in a poor position to claim payment. One solution 
is to ask foi 100% prepayment—as in the furniture store example above. 
The buyer, however, is unlikely to agree to this arrangement. 
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There are two common approaches to providing the exporter with an 
acceptable level of security: one approach is to persuade a third-party-to-- 
pay the exporter if the buyer fails to do so. A typical third party is a bank 
which may issue a bank guarantee, paid for by the buyer. An alternative 
third party is an insurance company that issues an export credit insurance 
policy covering the risk of non-payment; in this:case, the exporter pays 
the costs. The second approach is to position the money with a bank in 
the country of the exporter by means of a letter of credit, and to allow the 
exporter to:collect the money when the goods are delivered. The letter of 
guarantee, export credit insurance, and the letter of credit—each of these 
approaches is complex enough to require a section in its own right.'" 

-Step 2: Timing 

In negotiating any cash-against-invoice payment—whether secured or 
not—it is important to consider the time/payment structure. Payment 
aaainst an invoice is rarely made immediately. Most buyers wait a while 
lafore paying: the delay gives them use of what is, in fact, the exporter's 
money. The exporter, of course, suffers from delay: he must borrow 
money, perhaps at a high rate of interest, until he is paid. To speed up 
payment, most exporters offer a discount for early payment, for example 
a 1% discount if payment is made within 30 days of the date of invoice. 
This -discount-is-often-attractive-for lxyth-  buyer utal-e-xport er-th e b-uyer - 
saves   on the invoice price, while the exporter, substantially improves his 
cash flow. If the parties say nothing at all then payment is due, in most 
jurisdictions, on delivery'' 

The date of payment for a single sale is simply regulated. In an ongoing 
contract—delivery involving partial shipments, periodic shipments, or a 
spare parts supply contract, for example—the parties must negotiate a 
chain of dates. These are either calendar dates (for example, 30th June) or 
interval times (for example, within 30 days of the date of invoice). 

Step 3: Place of Payment 

When Tony Mino instructs his bank in Esperanza to pay Double-A Ltd. in 
Verbena, he begins a chain of events that often takes months to complete. 
Perhaps the National Bank of Esperanza has no funds to make foreign 
transfers; perhaps inefficiency delays payment. To avoid the dangers of 
slow payment, exporters try to protect themselves with a clause like this: 

Payment shall be deemed to have been made only ►  when the 
contract sum is paid into the Seller's bank account and 
is at the Seller's full disposal. 

In fact, this is not unreasonable: under the Vienna Sales Convention, for 
example, payment is normally deemed to be made only when the cash is 
available at "the seller's place of business" (Article 57). Negotiators must 
work this out carefully—the conflicts of interest are clear: 

41  See Sections 3 and 4 below. 
41 See, for example, the Vienna Sales Convention, Articles 58 and 59. 
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The decision is important because late payment, as we shall see in Step 5, 
is.subject to paythent of interest; the cost of any delay along the payment 
route properly belongs to the buyer. 

Step 4: Delay 

As with delivery, delay in payment might be excused during a grace 
period, though , this is unusual. More commonly, a force majeure event 
excuses delay. In fact, the force majeure excuse for delay seldom makes 
sense in the context of payment; most exporters try to resist it. In princi-
ple, any payment made after the agreed date of payment is in delay.° 

– - 	 -R-esulis -of -Delay - 

What happens when payment is late? It is generally agreed in most legal 
systems that the exporter has a right to be compensated for losses due to 
late payment. What happens in practice depends on the payment 
agreement negotiated by the parties. Let's start with the worst case: 
payment on open account, with no security and with no agreement on late 
payment. In this case, the exporter tries to exert pressure on the buyer— 
but this is difficult. The , exporter writes letters, makes telephone calls, 
waits and hopes. Every day that payment is late costs money—losses that 
the ekporter can, in practice, do little about—without beginning legal 
action. Considerably better is the situation of the exporter whose contract 
with the buyer regulates late payment. A typical contract clause: 

Delayed Payment 

If payment of any sum payable is delayed, the Buyer 
shall be entitled to receive interest on the amount 
unpaid during the period of delay. The interest shall 
beat An annual rate three- percentage points above the 
dis6ount rate:  of the central bank in the Seller's 
country. 

When the exporter is finally paid, the interest payable is simply added to 
the outstanding sum. 

43  For force majeure. see Chipter 1 . Section 2. The force majcure clause suggested by the International 
Chamber of Commerce, for example, states that payment of interest on overdue sums payable to the seller 
is not excused by force majcure. 
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Even better for the exporter is an agreement with the buyer to strengthen 
the payment provisions with a payment guarantee. This guarantee, as you 
will see in Section 3 below, obliges a bank to pay if the buyer is more 
than a given time, say two months, in delay. 

The best solution, of course, is to create a payment regulation which 
makes late payment impossible—the confirmed, irrevocable, at-sight letter 
of credit. Nothing is better for the exporter. 

Con c. pq EaDz9bw 
.Missing Terms. 

Study the price and payment clause below. It is taken from an export contract that lost 
the exporter a great deal of money. What is missing? 

The price payabie for the Contract Goods as specified in Annex A 
is $400,000. 

. Does the clause specify how payment will be made? q YES 0 NO 
2. Does the clause specify when payment is due? 0 YES O NO 
3. Does the clause say where the money must be before 

the buyer is deemed to have paid? 
0 YES 0 NO 

4. Does the clause define delay in payment? 0 YES q NO 
5. Does the clause mention the consequences of delay? 0 YES O NO 
6. When is payment due if the panics say nothing in their agreement? 

What You Should Know 

I. Payment should be negotiated so that the exporter secures prompt, 
correct payment. 

2. Payment on open account is often timed so that early payment secures 
a discount for the buyer; this benefits the exporter by improving cash 
flow. 

3. The exporter prefers the place of payment to be his own bank account; 
payment is not deemed to be made until the money is at his disposal. 

4. In most contracts nothing, not even force majeure, excuses late 
payment. 

5. Late payment causes harm to the exporter—the bank interest he must 
pay while waiting for his money. This interest should be compensated 
to him by the buyer under the terms of the contract. 
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3. Third-Party Security for Payment 

THE PROBLEM 

Accepting a personal check or trading on open account—both 
are dangerous for the exporter. What kind of third-party security 
reduces the exporter's risk? 

THE PRINCIPLE 

Third-party security takes two forms: export credit insurance 
allows the , 

exporter to recover the major part of the contract price 
if the buyer fails to pay after, say, six months. The buyer may also 
approach a bank and ask for a bank guarantee—the bank will 
pay the contract price if the buyer fails to do so. 

IN MORE DEPTH 

Risk and cost—they rise and fall together. Some risks are simply too high 
,10 be acceptable. For example, let's say Red Bean Exports has an export 
order for 2,000 tons of red beans. If this represents 0.1% of annual 

-turnover-and-the- buyer-fails-to-pay, R-ed-Bean will not - go-bankrupt-  - 
however, 2,000 tons is 40% of turnover, failure of the buyer to pay could 
destroy the company. Where risks are significant, the exporter seeks 
ways to minimize them—even though costs will rise. A classic strategy 
for reducing risk is to spread it by means of a third party—an insurance 
company, for example. Export credit insurance is one route to security; 
the bank guarantee is another. 

Export Credit Insurance 

International trade is fiercely competitive. Exporters compete not only on 
quality, price and delivery terms; they also compete in the area of credit: 
"If you buy from me. I will allow you 180 days to pay." Such an offer 
can make or break a deal. However, extending credit in this way is risky. 
The buyer may go bankrupt, or he may sell the goods he receives and 
disappear. Political difficulties too can block payment: civil war, famine, 
lack of foreign exchange, and so on—the list is a long one. • 

To stimulate exports and protect the exporter against major risks, some 
countries set up a special type of insurance: it does not insure goods, but 
it insures the exporter against the risk of non-payment. Most traditional 
exporting nations—the European countries, for example—offer such in-
surance. Zimbabwe is an example of a developing country that helps its 
exporters in this way. (It is worth stressing that export credit insurance is 
not a charity but a commercially viable proposition; export credit 
insurance companies commonly report up to 15% profit on their 
business.) 

To buy such insurance, the exporter explains the details of the business to 
an insurance company and receives a quotation. Sometimes the insurer 
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refuses to quote. This may mean that the insurer has used its network to 
run some checks on the buyer and found the buyer uncreditworthy. This 
is a sign to the exporter that the business is risky, (It might also mean that 
the insurer has checked on the exporter and found some problems: a 
criminal record, perhaps, or a history of unpaid insurance premiums.) 

Export insurance premiums vary according to the type of goods exported, 
the creditworthiness of the buyer, the political stability of the buyer's 
country, and soon: Figures mentioned to the author by the Zimbabwe 
Credit Insurance Corporation are attractive, however—a typical policy 
costs between 0.5% and 1% of the invoice price. 

Attractive as it is, export credit insurance has certain clear limitations: 
there is always a long wait between the time when the buyer fails to pay 
and the time when insurance company compensates the exporter—six 
months is typical. And when compensation is paid, it is unlikely to cover 
100% of the original invoice price. However, with export–credit---- -

-insurance,the exporter is covered against the worst. 

If your country offers export credit, insurance, you should certainly 
consider using it for trade with customers you know only slightly and for 

 single transactions -  that represent a higtprqportion of _your turnover. 
Further, many buyers are reluctant to spend money on a payment guaran-
tee or to tie up money in a letter of credit—in a buyer's market, export 
credit insurance may give the exporter a competitive edge. 

Payment Guarantee ' 

What is a "guarantee"? Let's say I promise to pay you $1,000. You are 
not sure that 1 have the money, so you tell me to find a friend, a guarantor 
(in the export trade normally a bank), to make a second promise: the guar-
antor will pay the beneficiary (you) if the principal (me) fails to keep the 
original promise. If you do not get the $1,000 from me, you will get it 
from the bank. The relationship is a triangle. 
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The terminology of guarantees is confused. A guarantee (in the present 
sense) is sometimes called a bond or a surety. There are technical differ-
ences among the three terms, but you can normally ignore them. Another 
problem , is-that the word guarantee is commonly used to mean warranty or 
defects liability—when you buy a watch it may come with a so-called 
"guarantee." In general, try to avoid this confusion by using the word 
guarantee only within the triangular relationship shown above. 

Guarantees are commonly used in four business situations; in each case 
one party is particularly at risk—he has performed but the other side has 
not yet responded. Of particular interest here is the payment guarantee, 
but you will often meet the other guarantees in export business. 

Risk 1: Non-payment---Payment Guarantee 

For the exporter there is one major risk: not being paid. A payment 
guarantee simply commits the bank to pay if the buyer defaults. The 
payment guarantee is usually for 100% of the contract price. 

Risk 2: RePocation---Tender Guarantee 

Procurement contracts, especially at government level, arc put up for 
tender or bitt--An-ex-vort-ermay %Telt bid on a contract goods -  - 
or materials to a government department or agency. Invariably this 
department asks for a tender guarantee or bid bond). If the would-be 
exporter withdraws his tender, then the tender guarantee is forfeit. 
This euards the department against the risk of a project falling behind 
because a tender is withdrawn." A normal figure for a tender 
guarantee is between 1.5% and 5% of the contract price. 

• Risk.3: Non7Performance-----Perfarmance Guarantee 

If you are selling goods on an FOB basis, you are unlikely to meet the 
performance• guarantee. If, however, you offer .services as well as 
goOds, s  the performance guarantee can be iinportant. It simply says ; 

 that if you work badly or not at all, then the guarantor will pay, within 
stated limits, the costs Of your failure to perform. A normal figure for 
a performance guarantee is between 5% and 10% of the contract price. 

Risk 4: Losing Prepayment—Prepayment Guarantee 

Manitfacturers often ask for an advance payment, especially if items 
are custom-made for the buyer. Making thiS prepayment is a risk for 
the buyer until the items arrive in working order. The adyance pay-
ment guarantee promises the buyer that the bank will returnadvance 
payments if the exporter fails to deliVer.. The guarantee is normally for 
100% of the prepayment, - decreasing as deliveries are made. 

In most guarantees, the bank agrees to pay "on first demand" and 
"without demur or objection" (or .a similar wording). This promise can be 

44 t.--% lageuct tlta laws of many countries that derive their legal thinking from England. an  offer can be withdrawn 
at any time before acceptance. Sec Chapter 4. Section 3 for more information. 
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taken literally: the moment that the beneficiary demands payment under 
the guarantee, the, bank will pay. (Naturally the bank will immediately 
withdraw the money it has paid from the account of the principal.) Such 
guarantees are called "demand guarantees": there are no serious, objective 
conditions the beneficiary must, meet before claiming payment of the guar-
antee. This can quickly lead to abuse, and many court cases arise from 
demand guarantees. Let's take a typical scenario. 

Scenario: Esperanza Trading, the buyer, asks Big Bank to issue a 
payment guarantee in favor of Office Enterprises, the exporter. The 
bank complies. Two days after the agreed payment date, Esperanza 
Trading has not yet paid. Office Enterprises accordingly asks the bank 
to pay the money. The bank first notifies Esperanza Trading that it is 
about to pay. Esperanza says that the goods were defective and tells 
the bank to withhold payment. The bank looks again at the text of the 
guarantee: "We undertake to pay you on your first written demand 
without cavil or demur...." The bank says it will pay, regardless of 
the quality of the goods. Angrily, Verbena Trading asks a judge for an 
injunction (= an order forbidding something) to forbid the bank from 
making payment. Judges normally refuse to grant such injunctions. A 
demand guarantee is exactly that—a guarantee paid on demand. 

--The .problem-ola beneficiary falsely-or iniproperly -demanding -payment is 
also a serious one If the bank has agreed to pay, it will pay unless there 
is evidence of blatant fraud. if demand guarantees are so risky, perhaps a 
conditional guarantee would be preferable. 

A conditionatguarantee contains serious, objective conditions that must 
be met before payment by the bank is possible. These conditions cannot 
refer to the condition of delivered goods—the bank has no way of 
evaluating such things. The ICC tried in two pamphlets, Uniform Rules 
for Contract Guarantees (1978) and Model Forms for Issuing Contract 
Guarantees (1982) to set up objective conditions that a bank might find 
workable.. It suggested three. The bank would pay if the claim Were 
supported by: 

• A decision of the court of first instance (a decision by a judge); 
+ An arbitral award (a decision by a court of arbitration); 
• The approval of the Principal in writing to the claim. 

It is not likely that any beneficiary would agree to objective conditions as 
harsh as this—and so most bank guarantees are of the "demand" kind. In 

. fact, because guarantees run into trouble so often, and because they are 
expensive to set up, few. exporters ask for them as security for payment: 
the letter of credit is much preferred. 45  

45  The most recent thinking .  on demand guarantees suggests a "counter-guarantee" that works like this If L 
as exporter, demand payment of a guarantee issued by the buyer's bank for let's say 5100.000,.1 must at 
the -same time post a counterguarantee, also for 5100,000 in favor of the buyer. The buyer can collect this 
money if it can be proved that I collected the original guarantee improperly. For details, sec ICC 
PubliCation No. 458, Uniform Rules for Demand Guaranices. 
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Cone-ept 

Stand and Deliver 

Below is the fIrst part of a payment guarantee issued in standard bank form. Study it, 
and then answer the questions. 

Payment Guarantee No. 76542/92 

Reference is made to the order No. WEX 344 K placed with you as 
suppliers by Multi-Import for the supply of integrated circuits. 

According to the conditions of this order, the Buyer has to 

furnish a payment guarantee in the amount of USD 600,000. By 
order of the Buyer, we,' Big Bank of Euroland, hereby establish 
this guarantee and undertake irrevocably to pay to you without 
demur or objection any outstanding amount not exceeding USD 
600,000 

say United States Dollar six hundred thousand only 

upon your first written demand stating that the Buyer has_failed 
to effect the outstanding payment at maturity. Our liability . 
under this guarantee will expire as soon as this document is 
returned to us, latest however, by 31st December 1996. 

I . Who is the principal? 	 0 SELLER 	 0 BUYER • 0 BANK 

2. Who is the guarantor? 	 0 SELLER 0 BUYER 	 0 BANK 

3. Who is the beneficiary? 	 Cl SELLER 	 El BUYER 	 0 BANK 

4. Is this a "demand" guarantee? 	 CI YES 	 C) No 

5. If the buyer fails to pay, is payment secure? 	 Cl YES 	 0 NO 

What You Should Know 

I. Export credit insurance covers the risk of non-payment. 
2. Guarantees are designed to reduce contractual risks. 
3 The payment guarantee reduces the risk of non -payment. The tender 

guarantee reduces the risk of the revocation of an offer; the 
performance guarantee reduces the risk of non-performance or 
inadequate performance by the exporter, the advance payment 
guarantee reduces the risk of losing prepayments. 

4. If a bank issues a "demand guarantee," it 'must pay the guarantee sum 
on first demand without question. Since most payment guarantees are 
of this type, they are dangerous for the principal (the buyer) and_are 
seldom used; the letter of credit is far more common. 
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4. The Letter of Credit 

THE PROBLEM . 

Letters of credit are issued in many forms for many purposes. 
Some offer first class security for the exporter; some are liale 
better than a personal check. What letter of credit terms should 
the exporter try to: negotiate? 

THE PRINCIPLE 

Most letters of credit are irrevocable—they cannot be with-
' drawn. Exporters prefer the letter of credit to be confirmed (i.e., 
payable by a local bank on first presentation of correct shipping 
documents) and payable at sight (i.e., payable immediately). 

IN MORE DEPTH 

The ideal type of payment from the exporter's point of view is the irrevo-
-caWc- confirmedTat-sightletter-of credit-Lett-qrs-of-credit-have.-a-ion-g-

history. The first attempt to standardize, them was made in 1933 when the 
International Chamber of Commerce issued the Uniform Customs and 
Practice for , Documentary Credits (UCP). The current edition, the sixth 
dated 1 993, has achieved ahriost universal acceptance. The United States 
has its Own rules, but even.So, parties to a contract can agree to' use the 
UCP rules, and many' do. Typically a contract stipulates: 

The Buyer, on receipt of the Confirmation of Order from 
the Seller, shall at least 20 days prior to the date of 
delivery Open a confirmed, irrevocable letter of 
credit. This credit shall be subject to Uniform. Customs 
and Practice for Documentary Credits, 1993 Revision, 
ICC Publication No. 50'0. 20% of the credit shall be-- - 
available against the Seller's draft accompanied by 
invoice; the remaining 80% shall be available against 
the Seller's dtaft accompanied by the shipping 
documents. 

To understand a contract provision like the one above, we must now-look 
closely at the letter of credit. 

Letters of Credit: The Ground Rules 

A letter° 	 it iS a bindin , a tree 

In a supenuarket purchase, goods are echanged for money; in a letter of 
credit situation dottunents are exchanged for money —that is why letters 
of credit are formally called documentary credits. The letter of credit is 
issued by an issuing bank at the request °like buyer. The issuing bank is 
in the country of the buyer, so is normally instructs a bank in the country 
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of the exporter—the advising bank—to advise the exporter that the letter 
of credit has been opened. The advising bank will also handle all the 
necessary paperwork when the exporter tries to collect payment. 46  

In the next step (diagram on the next page), the exporter ships the goods. 
When the exporter passes the goods to the carrier, he receives shipping 
document& Ile presents these documents to the bank as evidence that the 
goods have been shipped.:The bank checks the correctness of the docu- 

46' The full rules for docuMentary creditsAletters of credit) are contained in the UCP—a thin pamphlet which 

is not easy for the'layman to read—although the 1993 version is not so tough as the 1983 version. Two 
explaoatory.boOklets. also issued by the ICC. are helpful: The New ICC Standard Documentary Credit 
Forms (Pt blication No 516) 1993 and lire Alen,  ICC Guide to Documentary Credit Operations- (Publication 
No. 515) 1991 
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meats and sets the payment procedure in motion. The payment procedure 
depends on the type of credit: sometimes the advising bank merely sends 
the documents to the issuing bank and acts as a channel for payment; in 
other cases, the advising (or confirming) bank pays immediately "over the 
counter." (The various cases are discussed below.) 

ObviouSly such an arrangement must be foolproof or it becomes danger-
ous for both.  sides; two principles serve to make the letter of credit 
watertight: (a) autonomy, and (b) strict compliance: 
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A utonomy. 

The letter of credit is an agreement by a bank to pay money against 
documents: it is a separate agreement from the sales contract and is 
unconnected with it The. ICC Uniform Custom and Practice for 
Documentary Credits (UCP) makes this clear 

Credits, by their nature; are separate transactions from the sales or other 
contract(s) on which they may be based and banks are in no way concerned 
with or bound by such contract(s), even if any reference whatsoever to such 
contracts) is included in the credit__ In credit operations all parties 
concerned deal in documents, and not in goods, services and/or other 
performances to which the documents may relate-47  

This means that the bank is obliged to pay—whatever the disputes 
between the buyer and the exporter. For example, in one leading 
case48 , Discount Records bought phonograph records from an 
exporter. Payment was by letter of credit issued by Barclays Bank. 
The exporter delivered a mix of cassettes, eight-track cartridges and 
other non-contractual goods. Discount Records tried to get an 
injunction to stop Barclays from paying under the letter of credit. The 
court refused. 

K letter a credit is like a bill of exchange given for the price of goods. It 
ranks as cash and must be. honored. No set off or counterclaim is allowed 
to detract from it.49  

The exporter will be paid—although later action in the courts may 
oblige him to make good any damage he has caused the buyer. 

Strict Compliance 

The buyer also has a safeguard: the bank will pay only if the shipping 
documents are exactly in line with the buyer's instructions. For 
example, let's . say an F013 sales contract agrees that the exporter can 
deposit the goods in a warehouse if the ship arrives late and that this 
counts as delivery. This agreement has no direct bearing on the letter 
of credit: if the letter of credit requires a bill of lading and makes no 
mention of a warehouse receipt, then the bank simply cannot pay 
against a warehouse receipt. 

Banks must follow their instructions- strictly, as is shown in another 
landmark case.su Dawson bought vanilla beans from Indonesia. 
Dawson instructed an American bank to open a letter of credit. One of 
the required shipping documents was a certificate of quality issued 
"by experts." The bank paid the exporter.. The beans, when they 
arrived, were rubbish. The certificate of quality was signed, however, 

47  UCP, Articles 3 arid 4.. 
48 Discount RecordsLtd. v. Barclays Bank Ltd. (1975) 1 WLR 315. 
" Judgment in Poiver Csirber btu:I-national Ltd. v. National Bank of Kuwait (1981) 1 WLR 1233. Cited 

Bradgate. 550. 
5° Equitable Trust Company of New York v. Dawson Partners- Lid. (1927) 26 L1.1..R.49. 
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one. "expert:" Thus, because the bank had not strictly 
folhiv.ied the instructions from Dawson, it could not collect froM 
DaWSonthe Money it had paid to the exporter—an expensive mistake 
for the bank., 

I-low often do banks refuse payment? According to Bradgate, "over 
50%. of documentS presented to banks under documentary credit 
transactions are rejected on first presentation" (p. 554). Figures 
quoted to the author by banks in..some African countries go much 
higher: some banks report rejecting 90% of first applications for 
payment under letters of credit. 

What happens when a bank refuses to pay under a letter of credit? 
First the bank will cite a "discrepancy," some aspect of the doctimen-
tation di it is not in line with the terms of the credit. A check-list of 
commonly cited discrepancies on the next page makes depressing 
reading. 

Once the bank , has indicated the discrepancies, the exporter can 
proceed in one of three ways: 

- - - - -ProvideitheLtnissin pa perwork-orteffeet-errors; 
O Ask thebuyer to instruct the bank to ehange the terms of the letter 

to issue an amendmeru; 
+ Ask the bank. to process the letter of credit with the discrepancies 

but'to pay only when (and in the issuing bank permits PaYment. 

If, as often happens, the -  letter of credit is near its expiry date, there 
may be no time for the exporter to . provide the missing pieces. In this 
case, the exporter (or the advising bank) must contact the buyer 
asking the buyer to instruct the issuing bank to extend the date of the 

. credit. Whenever an amendment is necessary, the purpose of the letter 
of credit is largely defeated—the. buyer is now firmly in control of 
payMent, Extra bank costs are a further burden on the exporter. In 
general: the exporter is advised tO exercise• scrupulous care in provid-
ing the doeumentation called for by the letter of credit. 

We have said that the exporter's interests are best served by a confirmed, 
irrevocable, at-sight letter of credit. What do these terms mean? 

Letter of Credit: Revocable and. Irrevocable 

In theory at least, letters of credit are either "revocable" or "irrevocable'. 
A revocable letter of credit can be canceled at any time by the buyer or by 
the issuing bank. Few exporters will accept such an arrangement, so the 
plain expression "letter of credit" generally means the irrevocable kind. 51 

 Even so, the word "irrevocable" should always appear in the text of the 
credit and of the contract: however, Article 6 of the 1993 edition of the 
UCP states that, in the absence of a clear indication, letter of credit are 
deemed to be irrevocable, thus reversing the 1CC's previous position. 

Si.In the United States this is so by law. Sec UCC §2.325-3. 
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Common Discrepancies Reported by Banks 

	 Problems with the Letter of Credit 

*- Documents required by the credit are missing. 

• Documents required to be signed are not signed. 

• The credit amount is exceeded. 

• The credit has expired. 

4. Documents are not presented within the required time. 

+ Shipment was short. 

• Shipment was late. 

Problems with the Bill of Lading 

• The bill of lading is "unclean"—it has comments on it relating to damage to or 
other deficiencies in the goods. 

♦ A marine bill of lading is required, but the bill does not state that the good 
were "shipped on board" a named vessel. 

* The bill of lading shows shipment-between ports other than those specified in 
the credit. 

• The bill of lading shows that the goods were shipped on deck. This is normally 
forbidden unless the credit expressly allows it. 

• The bill of lading offers no evidence that freight was paid by the exporter (if 
this was required). 

• There is no endorsement (if endorsement is necessary). 

Problems with Insurance 

• The insurance document is not of the type specified in the credit (e.g., a certifi-
cate of insurance is produced while the credit calls for a policy). 

• The insurance risks are not those specified in the credit. 

• Insurance cover is expressed in a currency other than that of the credit. This is 
forbidden unless the credit expressly allows it. 

• The sum insured is below the figure required. 

• Insurance cover does not begin on or before the date of the u-ansport document. 

I nconsistencies among the Documents 

• Description of the goods on the invoice and in the credit are different. 

* Weights differ between two documents. 

4. Marks and numbers differ between two documents. 
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An irrevocable letter of credit sometimes looks like this: 

NAME CW1-551MGDANNIC 
Union Bank of Nonanda 

Londdn'BranCh 
3 Wigmore Street, London W1.3 92T 

r''.""f"'0 d " London, 30.  HarCh 1 89. 2  

Irrevocable Documentary 

Credit 

Dme&wmacooE,00 	 30 November 1992 
at counters of advising bank 

457190 

#C9k2V4  Smith and Grobucket Ltd 
1 Stanislaus Square 

Salisbury 
ENGLAND  

faaiociary Alexander Undertakings 

12 Main Street 

Verbena City 
Verbena 

GBP 3010 (three thousand 
and ten pounds sterling) 

Croat x,ott*twirn 

Verbena Agricultural Bank 
bt 
not partorg riSaxe 	  

'Partial Stit,14",!VS Tla.nhorters 

1 "a 
atasnd 

Naar* the donarents 00413.4 Nauru 
1 
	 oR.poud 	 a charge ashom 

Verbena City 

6„mock,ion ,, Gatwick Airport, London 

,SIGNED INVOICE IN THREE COPIES certifying that the.gooda are in accordance 

*ith SOCith and GrcioUcket's Order Humber PDQ 4589 dated 10 February 1992 

AIBCOOSIGNNENT NOTE evidencing goods dispatched to Smith and Grobucket Ltd; 
1 Stanislaus Square, Salisbury, England marked "Freight Paid".. 

PACKING LIST IN TRIPLICATE 

We are inforMed that insurance cover is being arranged by our principals. 

Denatures 'abet:resented...ANA 1 71 days ate, the issuarce d the uar^scoa donaneitts) but ash* the varday at the crest    

We herebyhtsue the Decurnenuay Credit on your layout. 1 a Slibikt 11 .  the 
Weems CaUtorta and Platb61/ tor Doconuntry Credits 0993 flovisidro. 
treetnadonal Chanbet,OT Carrierce. Pans. France. Pobticakas Va 5co) and 
engages vein accordancee.ith the trams *wool. The fRPTIDCK and due at  the 
Credit and the naffs of our bink must 00 quoted on at drafts requited. a the 
Credit is sealable brOlklatiatiOn.  sack prOSMSUdiort711/%1 be noted on the ttOsese 
d ibis advice try the bank *Nes the crarit is avalatte 

UNONBAmKOFIONAUA 
tAnnEtiact, 

sear; at 

Thie dondostre consists te svn6i Fog•ts} 
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EXPORTING AND TIW EXPORT CONTRACT 

This form shows the English text of the letter of credit suggested by the 
ICC. In practice, however, most letters of credit are "teletransmissions"— 
long telexes, often containing difficult abbreviations and language peculiar 
to the issuing bank. For purposes of simplicity, we will use the ICC 
form. The letter of credit above is irrevocable: that is clear from the tide: 
Irrevocable Doctunentary Credit. 

Letter of _Credit: Confirmed and Unconfirmed 

More important in practice 	 e distinction between revocable and irre- 
vocable is the distinctioh betv;reelidie "confirmed" and "unconfirmed" 
letter of credit. The mechanism of the simplest letter of credit is this: 

BUYER instructs 
ISSUING 

BANK 
to issue 

a 
LETTER 

OF CREIXT 
in favor 
of the S ELLER       

Because the issuing bank is normally in the buyer's country, the exporter 
likes the issuing bank to instruct a so-called "advising bank" in the 
exporter's own country to make actual payments under the letter of credit: 

BUYER _ 
instructs ISSUING to 

instruct 
 an 

ADVISING 

INK 

to pay 
unc_ter 

a 
LETTER 

OF-CREDIT 

in 
Javor_ 
of the 

STA.-LE4         

The advising bank does just that: it advises the exporter that the letter of 
credit has been opened. Then, when the exporter tries to collect payment, 
the advising bank forwards the paperwork to the issuing bank, asking for 
funds to be transferred to pay the exporter. That can take some time. 52  

If the advising bank knows the exporter well, it may pay all or part of the 
value of the credit "over the counter." But such payments are always 
made with recourse. With recourse? Let's say that the issuing bank finds 
a problem with the documents and refuses to send funds to the advising 
bank to cover payment; in that case, the advising bank has recourse to the 
exporter. In plain words; the advising bank gets its money back from the 
exporter. A confirming bank is in a different position. It is asked to 
co,Virm the credit: 

B unit  instructs 
an 

Issuis 
BANK 

to 
instruct 

a 
CONFIRMING 

BANK 

to pay 
uncfer 

a 
LETTER 

OF CREDIT 

In 
favor 
of the 

S ELLER          

Under this arrangement, the bank in the exporter's country confirms the 
credit. A confirming bank has an absolute obligation to pay the exporter 
according to the terms of the credit. If the credit is payable at sight, the 
bank must pay at sight without recourse. What happens, though, if the 
bank pays the exporter, and the issuing bank finds something wrong with 
the documents? Then the confirming bank—not the exporter—has a 
problem: it has paid the money to the exporter and has no way of recover-. 

12  The arrangements for clearing payments between banks in different countries ate highly complex. Some 
regions have established -Clearing !louses" to ensure that transfers are made regularly and reliably. The 
PTA Clearing House covering southern and eastern Africa is one 'example. 
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ing ft. Exporters prefer this arrangement for obvious reasons; among the 
traditional trading nations of the world, it is the norm. 

Unfortunately, problems can arise when very small banks or banks in 
countries with severe foreign currency shortages try to instruct a bank in 
the exporter's country to confirm a letter of credit. Let's say the Fudge 
and Gurgle Bank in Nonamia asks Superbank International in New-York----
to confirm a letter of credit in favor of an American exporter of 
computers If Superbank advises the exporter that the letter of credit has 
been opened, and confirms the credit, then Superbank, as we have seen, 
must pay the exporter as soon as the computers leave New York bound 
for Nonamia. 

NAME OF ADVISING BANK 
Verbena- Agricultural Bank 
99 . Meadow Street 
Verbena City, Verbena 

Rai No: co Aztokirg sari 	 42960 
imace ard Ode d NaftOn  Verbena; 4 April 1992 

NOTIFICATION OF 
IRREVOCABLE 

DOCUMENTARY 
CREDIT 

Number 

4420 

Union•1111 Of -Boni:ma 

	

tcndIC6 Brinth 	 • 

• 3 Wignore Street, London,W1B 9ZT 
. 	 : 	 . 

Ntoano Pin. d 

72553 

20,4611;! 	 Alexander Undertakings 
-4:2:744ain Street 
Verbena City 
Verbena 

•111•11n 

GBP- 3010 (three thousand 
and ten pounds .sterling) 

Amyx* 

We have been inlorrned by our aforementioned correspondent that the. 
abovethentiOiled documentary credit has been issued in your favor. Please 

-find enclosed the advice intended for you 

Please check the credit terms carefully. In the event that you do not 
agree with the terms and conditions or if you feel unable to comply 
with any of the terms and cOnditions, please  arrange an amendment of  
lhe credit through your contracting party  (the applicant for the credit). 

This notification and the enclosed advice are sent to you without 
engagement on our part. 

As requested by our correspondent, we hereby confirm 
the abovementioned credit. 

Verbena Agricultural Bank 

(Signed) 

• 



The Seller presents the 
documents to the paying bank. 

...••••nnn••••••n••••nn•••••••n1101110.. 

The paying bank immediately 
pays the seller.    

SETTLEMENT BY SIGHT PAYMENT 
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What happens when Superbank forwards the documents to Fudge and 
Gurgle and asks for funds to cover the payment? Perhaps nothing at all. 
Or perhaps there is a delay of months or even years before the funds 
arrive. For this reason, banks are sometimes reluctant to confirm letters of 
credit, especially those from obsCure banks. Or they may ask for 
"reconfirmation": in our example, Fudge and Gurgle must find a well- 
known bank to Confirm to Superbank that funds will be transferred—if 
not by Fudge and Gurgle, then by the "reconfirming bank:: The costs of 
such reconfirmation can be high. 

How can the exporter be sure that the letter of credit is confirmed by the 
bank in his own country? When the text of the letter of credit arrives, it 
comes with a covering letter. The form of this letter varies; above is an 
example of the form recommended by the ICC. This notification confirms 
the letter of credit we looked at earlier. The sign to look for is the cross in 
the "confirmation box." 

The stand-by letter of credit should also be mentioned at this stage. This 
originated in the :U.S. because banking law in some states forbids banks 
to issue payment guarantees. Under a payment guarantee (see Section 3 
	 above) a bank agrees to pay if the buyer fails to do so. The stand-by letter 

oferediris-seruirin-  exactly-the-sameway:-the buyer agrees -to-payin the-  — 
normal way—if payment is not made, the exporter can be paid under the 
stand-by letter of credit. This is an essentially American phenomenon: 
"English banks, like those in other European countries, prefer to issue 
demand guarantees and ordinary letters of credit" (Schmitthoff, p 430). 

The At-sight Letter of Credit and the Alternatives 

When a letter of credit is issued, the terms under which it can be paid are 
stated. UCP offers four choices, the first of which is clearly preferable for . 
the exporter. 

Settlement by Sight Payment 

The first choice has already been mentioned: settlement by sight pay- 
:neat. in this variation, the exporter presents the necessary, documents 
to the paying bank (normally a confirming bank); the bank checks the 
documents. If they are in order, the bank pays the full face value of 
the letter of credit. This is usually what the exporter wants. 



The seller presents the documents 
to the paying !milk. 

The paying bank agrees to pay 
the seffer the face value of the 

credit when it matUres. 
PAYING 

BANK 

The seger preseitts to the accepting 
bank the documents and a bill of 

exchange (time draft) drawn 
usually on the buyer. 

	 1110-  

The accepting bank agrees 
to pay the bill when it 'natures. 

II the seller needs money 
immediately, he can exchange the 

letter of credit for cash (at a a 	 -...,  
discount) .4. os 	 with any agreeable bank 

, EXPORTER : 1' .,, 

EXPORTER 

SETTLEMENT BY ACCEPTANCE
. 

• 
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Settlement by Deferred Payment 

tl. 
II the seller needs money 

	

..^%, 	 . 	 . 	 f 	 iiirOt immeltatety„ he can exchange the  

	

„.,,,,! 	 letter of credit for cash (at a 
-, I 	 i't 

 
discount) with any agreeable bank. 1,   

EXPORTER_ ..,=-....„.. . „ 	 .... , „„ „ •„ —, ,-...--4. 	 BANK 
ANY  

\ _.. 	 ,.:, . .... 4,.., 	 ..-. ' 	 - 	 -- ' " 	 ^~ - - 	 --. ' 	 ...-,-;9- 	 -,-*..„3,,,,,,  
--,....1. 

SETTLEMENT BY DEFERRED PAYMENT 

	  --in-seulemenz-beferrediraymenoreieuer  of credit is not payable 
until a number of days (180 days perhaps) after delivery. Payment is 
safe, but it is delayed. The letter of credit cannot be paid, but it has an 
obvious value; if the exporter needs ready money, he can realize some 
Part of this value—probably most of it The exact figure he can 
discuss with any bank. On the face of it, this arrangement is less 
advantageous for the exponer than settlement by payment, but circum-
stances may make such a deal necessary. 

Settlement by. Acceptance 



The seller presents to the negotiating bank 
the documents and a bill of exchange 

drawn usually on the buyer. 

The negotiating
. 

egotiating bank negotiates 
the bill (i.e.;pays it at a discount). 

ETTLEMENT BY NEGOTIATION 
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So far the bank has paid cash to the exporter against the documents. 
Another approach is to use a bill of exchange. A bill of exchange is 
like a check (cheque); it allows the beneficiary (the exporter) to make a 
draft for a given sum of money on the buyer. In international trade, 
this bill of exchange is usually a ante draft—h can be collected only 
after a certain date. That is obviously a danger for the exporter. 
Accordingly the accepting bank will the bill of exchange and 
agree to pay it at full face, value when it falls clue. A bill of exchange. 
that is accepted can be "negotiated," i.e., sold at a discount to any 
bank if the exporter needs ready money. 

Settlement by Negotiation 

We have already mentioned negotiation---the selling of a financial 
instrument to a bank for (usually) less than its face value. In this final 

  method of settlement, the bank with whom the exporter deals is called 
the negotiating bank. In settlement by negotiation a bill of exchange 
again allows the exporter to make a draft on the buyer, but this bill 
must be negotiated—the advising (or other) bank has no authority to 
pay it at its full face value. This kind of settlement is the least 
satisfactory for the exporter, and in practice it is a rarity. 

The Letter of Credit and Its Associated Documentation 

There are no rules as to what documents a letter of credit may or may not 
require. The bank must simply check that the docunients specified in the 
letter of credit are in perfect order—it does not question the necessity or 
value of the documents—nor is it interested in the question of why the 
buyer wanted a particular document presented in a particular form The 
bank is scrupulous, however, in checking that the documents are correct: 
this is the doctrine ofstrict compliance mentioned above. 

The letter of credit contains a list of the documents that the exporter must- 
present. Each docuMent should be carefully and correctly named— 
"Marine Bill of Lading" not simply "BL" or "Bill of Lading." 

The number of originals and the number of copies required should be 
stipulated: For example, "3/3 Marine Bill of Lading" means that the ex-
porter must produce three originals and three copies of the marine bill of 
lading. Unless the letter of credit expressly states otherwise, the bank 
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expects all documents to be originals. (It is: sometimes difficUlt with 
. 	 . 

Modern documentation to decide what is an original and what is a copy. 
Any document which is authenticated and which states that it is an original 
is usually accepted) 

The ICC suggests that documents are listed in a certain order: 

* Commercial invoice; 
• Transport document; 
♦ Insurance document; 
♦ Other 'documents such as certificate of origin, certificate of anal-

ysis, packing list, weight list, phytosanitary certificate, etc. 

' Let us now look at each of these documents in a little more detail to see 
what the banks are looking for. 

Commercial Invoice 

A commercial invoice must be made out to the applicant for the letter 
of credit (normally the buyer), unless otherwise stated in the credit. 
The description of the goods on the invoice must conform with the 
description in,  the letter of credit To avoid conflicts in description, it is 

-good-praetice-to-keep-the-deseription-in-the letter- of-emdit-as-shorFas 
reasonably Possible. The amount shown on the invoice should not be 
more than the amount permitted by the letter of credit; if it is, the bank 
may refuse to accept the invoice. Sometimes the buyer requires that an 
invoice must be certified or notarized; if so, the letter of credit should 
state exactly what is meant, for example, what kind of certification 
made by whom. On the next page there , is an example of a coMmercial 
invoice using the SITPRO (United Kingdom Simplification of 
International Trade Procedures Board) standard form. 

Transport Document 

We saw in Chapter I that when the exporter passes over the goods to 
the carrier, the carrier issues a transport document appropriate for the 
particular means of transport involved. The main types are: 

♦ Sea transport: 	 Marine bill of lading (orsea waybill) 
♦ Air transport: 	 • Air waybill 
* Rail transport: 	 Railway consignment note 
+ Road transport: 	 Road consignment note 
♦ Combined transport: Combined transport bill of lading 

The letter of credit should state the type of document required. If alter-
native means of transport or partial shipments are allowed perhaps by 
different modes of transport, the letter of credit should have the words 
"or" (or "and/or") between the names of the transport documents, 
e.g.: "Marine Bill of Lading and/or Road Consignment Note." 

Some special problems associated with particular transport documents 
can be briefly highlighted here. 
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EXPORTING AND Tl ig  EXPORT CONTRACT 

STANDARD FORM OF INVOICE 

INVOICE IA TU lx 
Saki (Nan* Address. VAT !lac No..) 

Alexander Undertakings 
12,Main Street 
Verbena City 
Verbena 

I 	 Na 

Xvokvim_inoiewitiPoing 
ND 452 3 July 93' 

semeamonienne.: 	 - 
93/07/ND 452 

OursOldmansis 
Order PDC):4589: 

paesAldenia* 
. 

C9nsitnee &Pith and Grobucket Ltd 
1 Stanislaus Square 
Salisbury 
ENGLAND 

WyerfilndOssisiOlaid 

Export License 93/EX0/34687. 

Cart of Origin CO 67 TGD 67 

Comfort of Orgin of Goods 

Verbena United KingdoM 
 

Country a Dosanaioo , 

Tetras of DoTivoniasd PaOara 
CFR Gatwick Airport, London 
Confirmed, irrevocable letter 

,a credit- payable at.sight should 
be made thrOugh 

IlasseVAitcalsida - I Pot ol loadig 
Verbena Airport 

aft 	 . 
GatWick Airport, London 

 	 Verhena4gricultural_Pank___ 
99 . MeadoW Street Verbena City  
A/c NO.: 2396342 D 

stud and Numbers, 	 Harbor and rased Pads: pea 	 TT Coda Na 	 1 aal Goss 	 Taal Cabs lea nil 
and Casaba! No. 	 ' 	 Dssabdon a Goals ' . 	 . 	 INi (4) 

SGPDO 4589 	 8 x Cartons each containing 	 250.7 kg 	 0.64 
Gatwick 	 100 separately boxed relays 
LC .457190 

Taal Nei Wt (KO 

210.5 kg, 

1) 

Gross/NalCuto 

45 FG 22 
un,narked 

Electronic:Relays 

I 	 ' ' 

Product No 
separately boxed in 
boXes .  

Freight 

800 

UM Alio. 

3.20 

Sedsg Nos 

2560 

-150 

knees Taal 
cep 	 3010 

We• hereby certify that this is a true 	 Nair” 
and correct invoice and that the goods 	 J., C.' Alexander, Proprietor 

- 	 referred to are of the origin, 	 plass and Mae Of issue 

manufacture and production'Of the 	 Verbena 	 3.1aly .1993 • 
RePdblic of Verbena. 	

....... 	 ye illeeade)i,  . 	 . 



OM 2: NEGOTIATING PRICE AND PAM Eta 
	

101 

Shipment by Sea: Some' types of sea transport are not allowable 
unless'the parties agree on them and letter of credit is worded accord-
ingly. In particular, transport on the deck of a ship or in a pure sailing 
ship are not allowed. Thus, if the bank sees from a marine bill of 
lading that transport will take place on deck, and if the letter of credit 
does not allow this, the bank will reject the shipping document 

Often a marine bill of lading—which as we saw in Chapter 1 is a 
negotiable (sellable) document—is not necessary: usuaytli_c_ buyer 
does not plan to resell the goods during shipmefirrit thii-Case, the 
carrier often issues a sea waybill, which is similar to the familiar road 
or rail consignment note. 

Shipment by Air: The form of the air waybill (air consignment 
note) has been standardized by IATA (International Air Transport 
Association).53  The air waybill is issued in three originals and nine 
copies. Only the second original goes to the consignee (the buyer). 
Sometimes a letter of credit calls for "a full set of original air 
waybills"; this is obviously a mistake—the exporter cannot provide 
the complete set. The bank, however, will follow the wording of the 
letter of credit exactly and refuse an "incomplete set" of waybills. 
Another incorrect requirement is that the air waybill show the date of 
the flight: a correctly completed waybill cannot show this informa-
tion—but again the bank must insist on strict compliance. 

Shipment by Rail: As with the air waybill, letters of credit calling 
for a rail consignment note occasionally make impossible demands. 
The "original consignment note" does not come into the - possession of 
the exporter, so a letter of credit demanding the original is certain to 
cause delay in payment. 

The Insurance Document 

If shipment is made on CIF or CIP terms, the letter of credit will call 
for an insurance policy or certificate. The exact risks to insured are 
also normally stated. 54  (If shipment is under Incoterms other than CIF 
or CIP, the buyer may still ask the exporter to arrange some aspects of 
the insurance for him. In such cases, the letter of credit calls for 
documents to prove that the exporter has taken the agreed steps.) 
Unless the letter of credit states otherwise, insurance coverage on a 
CIF or CIP shipment must be for 1 10% of the CIF (or CIP) value of 
the goods; if it is not, banks often refuse the insurance document. 

Other Documents 

Certificate of Origin: By far the most common of the "other docu-
ments" is the certificate of origin. This is required for imports into the 
buyer's country under a preferential tariff or other agreement. Proce-
dures for obtaining certificates of origin vary from country to country. 
A Chamber of Commerce or carrier can advise you. 

53  ihere is an example in Chapter 1. Section 4 
54  See. Chapter I. Section 5. for more information on insurance and risks covered. 

r- 
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Certificate of Inspection: Many countries, for example 
Indonesia, have found that the passage of imported goods through 
their own customs is easier if the goods are inspected and valued in 
the country of the exporter. A number of international inspection 
companies specialize in such work. The Societe Generale de 
Surveillance (SGS) is one example. If SGS inspection is required, the 
parties should make a note to this effect in their contract and adjust the 
delivery schedule to allow time for inspection. Obviously the details 
of the inspection certificate must correspond exactly with the details in 
the transport document and the commercial invoice, Discrepancies will 
almost certainly delay payment. 

Special Requirements: Many countries require containers to be 
fumigated before shipment; others have special requirements about 
packaging materials; for certain kinds of products—foodstuffs in 
particular—a health inspection is necessary; some African countries 
place severe restrictions on the import or export of wildlife or wildlife 
products. These are only examples—the list in endless.• In each case, 
the exporter and the buyer should agree exactly what the certificate 
must show and who should issue it. The details must appear in the 
letter of credit: vague requirements such as "appropriate wildlife 
certificates" are likely to cause delay in payment—the bank and the 
exporter may have different views on what is "appropriate." 

Summary 

Prompt payment of the letter of credit depends on the exporter 
presenting correct documentation. Remember—up to 90% of first 
applications for payment are rejected because of discrepancies. 

Negotiating the Terms of a Letter of Credit 

It is one of the buyer's main duties to provide the letter of credit. In fact, 
if an agreed letter of credit is not issued on time, the exporter often has the 
right to cancel the contract because of a fimdametual breach by the buyer. 

Unfortunately, many exporters pay little attention to the exact terms of the 
letter of credit until it is too late. Usually exporters leave it to the buyer to 
apply to his house bank for a letter of credit: the buyer provides the bank 
with outline information about the deal, and leaves the bank to draft the 
letter of credit as it sees fit. This procedure meets the interests of the buyer 
and the bank, but it often leaves the exporter with serious headaches. 
How can the exporter best protect his interests? 

The first step is for exporter and buyer to agree exactly what documenta-
tion is required. Some items are discretionary, for instance the nature of 

 the transport docuthent or the terms of insurance. Other items are a matter 
of government regulation: the phytosanitary certificate or certificate of 
origin, for example. The two parties may have to talk to their Chambers 
of Commerce, to their banks or to the carrier to establish the complete list. 
The first step then is Agreement: 
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A GREI*ENT INCORPORATION SPECIFICATION VERIFICATION COMPLIANCE 

The exporter 
and the buyer 

discusi and list 
akrequired 

documentation. 

The list is 
incorporated 

into the 
contract. 

The buyer 
applies for the 
fetter of credit 
specifying the 

agreed 
documentation. 

The exporter 
checks the 

credit to see 
that required 

documentation 
is as agreed. 

The exporter* 
rigorously 

checks dpcu- 
mentation and 

submilS It 
to the bank. 

STEPS IN NEGOTIATING A LETTER OF CREDIT 

Once the list of documents has been agreed, Step 2 is Incorporation of the 
list into the contract. There are many ways of doing this, one of which is 
particularly effective. The ICC has published a form that the buyer can 
use to apply for a letter of credit. In addition to the form, the ICC has 
offered detailed notes on how to complete Ms The exporter and the buyer 
can complete this application form during their negotiations and append a 
copy of the form to their contract. This form can then be passed to the 
bank as. Specification of the required letter of credit. 56  Thus, thesredit._ 
when issued, should be exactly as agreed by the parties with no nasty 
surprises for the exporter. We will discuss the form in detail when we 
have mentioned the remaining two steps. 

The Verification step is an obvious precaution: as soon as the exporter 
receives advice that the letter of credit has been opened, he should check 
that it complies with the agreement he negotiated with the buyer. The 
danger here is that when the bank drafts the letter of credit, it lists docu-
ments or makes requirements that the exporter either does not understand 
or has not agreed to. Immediate discussion with the advising/confirming 
bank is essential since amendments are always time consuming. If the 
problem is spotted early enough, however, payment should not be 
delayed. 

And finally Compliance. It cannot be said often' enough that timely 
payment depends on exact compliance by the exporter with the terms of 
the credit. 

Let us then turn to the form used to apply for a letter of credit. In practice, 
most banks have a form of their own, but it seldom differs widely from 
the ICC standard. You will see on the next page that each box is num-
bered, and that instructions on how to complete each box are given on the 
following pages. If you want more information, you should consult the 
ICC booklet on standard documentary credit forms. 

55  See The New ICC Standard Documentary Forms and Guide to Documentary Credit Operations. 
66  You will find contract clauses regulating such agrements in the Model Contract in Chapter 5. 
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Documentary Credit Application 
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Segment I: Applicant 

The full name and address ofthe applicat (buyer), including norrnallyth n  
buyer's account number with the issuing bank. 

Segment 2:. Issuing Bank 

issuing Bank 

The name of the issuing bank. This can be left blank. If you obtain an . 

* application form from a bank, the name is often preprinted. 

Segment 3: Application Date 

Date of this application 

The date on which the application form is submitted to the bank. In nego- . nating your contract, you can leave this blank. 

Segment 4:. Date and PlaCe of Expiry 

Date and place of expiry of the credit 

All credits stipulate an expiry date: i.e., the last date for presentation of 
documents to the bank. This should be carefully negotiated. The, buyer 
will want an early date to save bank charges; the exporter will want 
enough time after 'delivery to present the:documents and to correct any 
discrepancies that might be discovered by the bank. A "stale" (expired) 
letter of credit will not be paid without an amendment. 

This timing decision should obviously be coordinated with _the other 
timing decisions on the credit Segment 14, latest date for shipment, and 
Segment 18, the period allowed after shipment for presentation of docu-
ments to the bank. 

The place of expiry is often "At the counters of the confirming bank." 

Segment 5: - Beneficiary 

Beneficiary 

The full name and address of the beneficiary—the exporter in most cases. 
(The buyer is normally suspicious of anyone other than the exporter being 

• ". 
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named as beneficiary.) In addition to the postal address, telephone, telex 
and fax numbers are sometimes included, especially if Segment 6 requests 
teletransrnission. 

--Segment-6: Method of Issue: 

Ej Issue by (air)natl 	 With brief advice by 
L—I teletransmission 

ri Issue by teletransmission (which shall be the 
operative credit instrument) 

This segment deals with the method of issuing the letter of credit. In effect 
there are two choices: issue by mail and issue by teletransmission 
(normally telex). The choice depends on the time available to the panics: 
issue by mail is likely to be much slower than issue by telex. If the 
exporter wants the best of both worlds, he can cross two boxes: Issue by 
mail and Brief advice by teletransrnission. The "brief advice" is a 
notification by telex that the credit has been issued and is on its

, way by 
mail. On this advice, the exporter might, perhaps, begin preparations for 
delivery. 

Segment 7: _Transfer of the Credit 

Transferable credit 

A transferable credit is one which allows the first beneficiary (the 
exporter) to request the confirming bank to pay a third party. The effect is 
that the buyer will not necessarily know who is the actual supplier of the 
goods—will it be the exporter or the as yet unknown third party? (See 
UCP 1993, Article 48.) In principle a letter of credit is not "transferable,". 

 but it can be made so by crossing the appropriate box. 

Segment 8: Confirmation 

Confirmation of credit to the beneficiary 

not requested 	 Ei requested 

This Is a crucial issue for the exporter. Will the bank in his own country 
merely handle the paperwork, or will it make payment itself and recover 
the funds from the buyer's bank? Exporters greatly prefer confirmation. 

Segment 9: Amount 

Amount 

The amount of the credit should be expressed both in figures and in 
words. The currency of the credit should be stated using the ISO 
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(International Standards Organization) currency code, e.g. USD for 
United. States dollars, GBP for pounds sterling, or DEM for deutsche 
mark. 

It is sometimes difficult to know exactly what the final invoice figure will 
be Accordingly, many credits use words such as "about" or 'approx-
imately." In this case actual payment can be 10% more or 10% less than 
the stated amount_ (See UCP Article 39.) Another common phrase is "up 
to" or "not exceeding." This is useful when partial shipment (and 
therefore partial payment) is not allowed, but when the final invoice may 
be for considerably less than the stated amount of the credit. 

It is sometimes the case that some part of the contract price is to be paid 
by letter of credit and the rest by some other means—prepayment 
perhaps, or perhaps the buyer will retain a part of the price until the 
warranty period is over. In this case, the application should state (in 
Segment 19) what percentage of the invoice price is covered by the credit. 

Segment10: Partial Shipment 

Partial shipments 

allowed D na d  owe 

In principle, partial shipments are allowed unless the "not allowed" box is 
crossed. 

You should distinguish carefully between partial shipments and-shipment-- 
in installments. Shipment in installments means that an agreed schedule 
has been set up (e.g., three equal shipments in March, August and Octo-
ber 1995.) This schedule should be noted in "Additional Instructions" 
(Segment 19). A partial shipment is simply an incomplete shipment with 
some part of the goods to follow later. Unless the buyer has some clear 
reason for wishing all the goods to arrive together, partial shipment 
should be "allowed." 

Segment 11: Transshipment 

Transshipments 

allowed [D not  
allowed 

Transshipment meansmoving the goods from one conveyance to another. 
Container transport ("combined transport") obviously presumes trans-
shipment. It is only when goods travel by sea under a sea waybill or 
marine bill of lading that it makes sense to forbid transshipment—and 
even then there would have to be special reasons for the prohibition: 
extreme fragility of the goods would be one example. Normally trans-
shipment is allowed. 

„.7 
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Segment 12: Availability 

"Credit available with..."—this is sometimes followed by the name of the 
advising bank chosen by the exporter. More often it is left blank. In this 
case, the issuing bank is free to decide which bank will act for it in the 
exporter's country. 

The various types of payment are discussed . above. For the exporter, "by 
sight payment" is most advantageous: as soon as the bank has "sight" of 
the documents, i.e., as soon as the exporter presents them, it pays. 

Sometimes, though not often, the beneficiary (exporter) must make a draft 
on the bank to collect the money. In this case the box "and beneficiary's 
draft" is crossed, the word "at" is followed by "sight" (or possibly some 
number of days); the word "on" is followed by "nominated bank." 

Segment 13: Insurance Covered by the Buyer 

D Insurance will be covered by us 

This box is "for information only"—it simply clarifies that insurance is 
taken care of "by us," i.e; by the buyer. The box is normally checked 
when the delivery term is FOB, CFR or some other term where the 
exporter is not required to present an insurance document. 

Segment 14: Transport Information 

Loading on board/dispatch/taking in charge atilrom 

not later than 	 for transportation to: 

This segment includes the "dispatch from...for transportation to..." 
information and the latest date of shipment. 

In stating where the goods will travel from and where they will travel to, 
the parties should agree precise places—harbor% airports, and so on. 
Generalized references such as "US East Coast Port" are sometimes used. 
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Getting Paid 
In each situation below, decide the most appropriate method of payment, ; 

1.Sale of a bale (roll) of cloth costing $200 to a nearby tailors shop 
with whom you have done business for 20 years. 

2. A new small customer in a Pacific island republic much given to 
political disturbances. The order is for $10,000 worth of assorted 
textiles. 

3. A contract for supply of cloth worth $5,000 per month to :the govern-ment of Oceanea---a presperous COuptly. Duration of the contract: two years, but renewable. Contract represents 25% of triiirbiter:, 
4.The same deal as (3) except that the contract represents:: only 0.5% 

oC your turnover. 	 _ 

Coneep .(k 13® zw 00   
Credit Terms 

Study the letter of credit on the next page, and then answer the questions below. 

1. Who is the exporter? 	  
2. Who is the buyer? 
3. Is the credit irrevocable? 
4. Is the credit confirmed? 
5. Is the credit payable.at sight? 
6. Will the bank par 

a. If the final invoice is for USD 19,500? 	 0 YES 0 NO b. If the final invoice is for USE) 25,000? 0 .:1;'ES a NO c. If the bill of lading does not specify a particular ship? 	 q YES '0 NO d. If the insurance policy does not cover war risks? 	 0 YES 0 NO- 
7. Is the bill of lading intended to be negotiable? 	 0 "YES 0 No 8. If the exporter presents correct documents, will be be paid immediately? 

0 YES 0 No U NO

• 

T CLARIFIED 

O YES q NO 0 NOT STATED 
q YES 0 No GI isiar STATED 
CI YES Cl No NOT STATED 
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NAME. OF ISSUING 
State Bank of Verbena 
Centralia Branch 
11 RoYal Approach 

,-Centralia 

7, MacipandOwiliolispo London, 30 March 1992 

Irrevocable Documentary 

Credit 	 457190 

natundmaceary 	 30 NoVeMber 1992  
at counters o• advieing bank 

Luminous Trading Comfmny Ltd 
Suita. 22/78, Central.. House 
4498 Larnaca Lane 
Gotham, Centralia 

,i.ovisrre 	 • 

Verbena Chemical Bank 

9 Meadow Street 
Verbena City . 

Verbena 

Pan* stements.: 	 Trarediganate 

n  

huralimavadAilimoldWigraloom- 

Port James, Verbena  

limawity Chemical Enterprises Ltd 
_ _ 	 = 14-33 Business Road 

Verbena City 
Verbena 

Not more than DSO 22,000 
(twenty-two thousand 
United States dollars) 

Ciochaa0watewi% 
Verbena Chemical Bank 

blf 
d payment • fl aseponce 

171  
detected paywort 

apnea Weomenatat *nailed herein 

n and benehthays drab 

n newentbn 

blvapsponalionw Gotham Harbour, Centralia 

SIGNED INVOICE 11,1 SIX COPIES certifying that the goods are in ,  accordance 
with Luminous Trading'SOrder Number LT 490 GM dated 19 February 1992 

MARINE, BILLS OF LADING in complete set issued - to order and blank endorsed 

marked ^Freight Paid"::. : 

PACKING LIST IN TRIPLICATE 

INSURANCE CERTIFICATE for invoice amount plus 10% covering marine and war 
rieki.Covering 1 x 20ft container chemical products in drums, CIF Gotham 

DoConewa le be Oswald *raisin days aber one tssuarce cd Van banyan datum:volts) by, nenie Ito vandey dUeaedI 

01 

• We hereby Mee the DeournseewyCyedi I, yew favour. a unload to Ina 
Undann Gnaws • and Naedte for Doc:uenareary Genes n993 Fiennon. 
InannanonAdChanbar el Comma.. Pans. Fsanae. Pubacasioalo 5031 and 
engages, 

 
an etaccordanot web We 'terns Inensek The nuntaor and does ci We 

°node and el mama .4 dug born gnus* be wawa 00 alo *aft guilsavd,  I Can 

cram et waisabieby nereiatiae. each peesontanon nand be 'noted co We 
f000041 Wig ad** try dr bare whore no pada is avadabki. 

. 	 . 

Ulademmitianc4wof 	 1 	 siromimpeco 

'State Bank of Verbena 
Centralia Branch 

dem L-Pitu 

1 
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What You Should Know 

1. A letter of credit allows an exporter to collect payment when the goods 
are deliyered—normally at the time of shipment 

2. Credits are of many types. For the exporter, the most advantageous 
type is the irrevocable, confirmed, at-sight letter of credit. 

3. Letters of credit are made safe for exporter and buyer by two princi-
ples: autonomy and strict compliance. 

4. Autonomy means that the letter of credit is a contract in its own right, 
entirely separate from the contract for the sale of goods. 

5. Strict compliance means that the exporter must present to the bank 
shipping documents that comply in all respects with the terms of the 
credit. Small deviations will result in refusal by the bank to pay. 

6. If the credit requireg documents that the exporter cannot furnish, or if 
coMpliance is impossible for some other reason, then the letter of credit 
must be amended-4, process that requires the cooperation of the 
buyer. . 

7. If the exporter and the buyer complete the ICC Application for the 
Issue of a Documentary Credit on agreed terms, and if the buyer then 
uses this application when requesting his bank to issue the letter of 
credit, many problems are avoided. 



EXPCATING AND "DIE EXPORT CONDLAGT 
114 



I IAPTER 3: NEGOTIA770N INSPECTION AND DEFECTS LIABILITY 
	

115 

Chapter 3 

Negotiating Inspection and 
Defects Liability 

1. Exporting and the Problem of Quality 

THE PROBLEM . 

Export markets are often far away. When things go wrong with 
products, repair and replacement can be ruinously expensive. 
What special steps can the exporter take to minimize the risk of 
the goods being rejected or of heavy defects liability claims'? 

THE PRINCIPLE- 

Thd first - steps an exporter should take are to ensure that all • 

exported goods meet or exceed the quality specified, that marking 
and packaging are correct, and that delivery is on time Secondly, 
the agreement between the parties should contain specific quality 
specifications; detailed specification reduces the chance of a 
dispute because it provides a clear and objective standard that the 
goods must meet. 

IN MORE DEPTH 

No manufacturer produces perfect products every time.. Even so, quality 
is a key issue, and customer satisfaction is essential to successful busi-
ness. Many companies have quality assurance programs to ensure that 
customers get what they pay for Until things are going well in the local 
market, it makes little sense to export, because quality assurance and 
customer satisfaction are much tougher issues when the customer is in 
another country, and when distance makes communication, transport, 
inspection, payment, and verification of claims expensive and time 
consuming. Before looking in detail at inspection, defects liability, and 
the otherissues, let's trace the course of an exported product from 
manufacture through to the end of the defects liability period, and see 
ssIere the exporter is at risk. 

Scenario: Verbena Electric is selling lightweight headphones with a 
built-in AM/FM radio. The equipment runs on a single AAA battery. 
The customer is Euroeast Impex, a purchasing house in an East Euro-
pean country with a huge market for modern, high quality 
equipment—provided the price is right The two sides have agreed an 
FOB (Port Verbena) price of $2.78 per unit, excluding battery. 
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Quality is an issue from the start of negotiations. Euroeast wants a 
product it can sell in tens of thousands. But despite the low price, this is 
not a throw-away product—the end-user wants headphones that will last 
at least six months. How does Euroeast get the quality it wants? 

Specification 

The first step is specification. During their first discussion, Verbena Elec-
tric shows Euroeast a specimen of its headphones. Let's say that Euroeast 
is happy with the specimen. Verbena Electric and Euroeast now begin a 
process of detailed specification—manufacturing drawings specify sizes 
and toleranees; materials, colors and finishes are specified; performance 
(the bandwidth received by the equipment; output, signal-to-noise ratio, 
audible, frequency, battery life, and so on.) Negotiation of specifications 
can be a difficult process. For the manufacturer the temptation is to be 
over-optimistic and to agree to impossible specifications—few things in 
business life are riskier. Conflicts often arise within the exporter's own 
team: the marketing manager is eager to sell brilliant products, but the 
production department knows that it cannot make them. 

However difficult the negotiation, a well designed set of specifications 
—offers vital protection to both sides. If we stay with the headphone con-

tract we can see why. The specification of power consumption or battery 
life (important even though no battery is packaged with the product) might 
well include a graph showing the fall-off in battery power during 
continuous, full-power play: 

A specification like this protects both sides: Euroeast is protected against 
inferior products—it can reject any equipment that fails to meet specifica-
tion. Verbena Electric is protected also—though more subtly. Let's say 
that Euroeast orders 60,000 headphones but finds it can't sell them. 
Euroeast now has thousands of meltable headphones on its hands. 
Accordingly it may try to find a system defect in the headphones, hoping 
to use this "defect" as an excuse to return the entire consignment. Or it 
may threaten such a return in order to force a big price reduction from 
Verbena Electric. If the headphones are fully specified, and if the 
consignment meets specifications, Euroeast will be unable to find any 
excuses for rejection or for exaggerated defects liability claims. Without 
such close specification, many lines of argument are open to Euroeast-
all of them likely to harm the exporter. 
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Pre-Delivery Inspection 
. 	 . 	 . 	 . Many irriporters require inspection of their goods in the manufacturer's 

factory before delivery. A typical contract clause might read: 

Inspection before Delivery 

The Buyir may, at. the Buyer's option, inspect the Goods 
prior to shipment. At least fourteen days before the 
actual delivery date, the Seller shall give notice to 
the Buyr,. or to any agent nominated by the Buyer, that 
the Goods are available for inspection. The Seller 
shall permit access to the Goods for purposes ,of 
inspection at a reasonable time agreed by thelparties. 

• With sophisticated items or capital equipment, the buyer may also want to 
inspect the goods at pre-agreed times during manufacture. 

Some countries, for example Indonesia, require that all imported goods 
are inspected by an inspection service (Soci6te Gendrale de Surveillance- 
SGS—in , the case of Indonesia) immediately before shipment. The— — 
inspection service reports on the weight, the size, and—most.important- 

-thi value cif the goods This nitp-eatort prevents exporter and buyer 
agreeing an unrealistically low invoice price in order to avoid customs 
duties in the buyer's country. Such inspection also prevents shipment of 
patently.defective_goods.57  

The next step, assuming FOB delivery, is examination of the goods by 
the canier. The carrier does not unpack the goods or check their quality, 
although leaks and obvious damage—as well as incorrect shipping marks, 
defective packaging, or discrepancies in weight and size—are noted on 
the shipping docurnents. If payment is by letter of credit, as we have said, 
"claused" shipping documents will delay or prevent payment. Customs • 
inspection will also reveal discrepancies in weight, size and description. 

Inspection and Acceptance 

So far the quality .hurdles are either optional or of little practi6a1 effect. 
The main hurdle for the goods is inspection by the buyer—"open package 
inspection ," as it is: called. We will study the details in the next section, but 
the principle is clear—the buyer has the right to inspect the goods when 
they arrive and to reject them if they are incorrect. At this point exact 
specification is of great value to the exporter if the goods conform to 
specifications, the buyer is obliged to accept them. 

Imagine now that the buyer examlites the headphones and finds .a series 
(or "system") defect—the foam-rubber ear protection is 3 mm too thin. 
The cost of correcting this defect falls exclusively on the exporter—and it 
is high. me goods are in eastern Europe. They have passed through two 

57  SGS and other , inspection agencies will also carry out detailed quality inspections if instructed to do so by 
the buyer. Such inspections are, however. expensive and tittle-consuming. 
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4:-  ft-Rai-pit 	 _ 

WSPECTION BY BUYER OR BUYERS 

AGENT BEFORE DEUVERY 

3: fisp4etiou BY INSPECTION SERVICE 
(E.G. SGS) 

1. INSPECTION BY BUYER DURING .  
AtikuFfr.crum 

5. OPEN PACKAGE INSPECTION • 

ON ARRIVAL AT DESTINATION. 

QUALITY CHECKS ON 
.GOODS EXPORTED FOR" RESALE 

6. SELLER'S UABLITY FOR 
DEFECTS AFTER SALE 

TI .. 

sets of customs: Probably the expOrter Must :  now make new car protection 
and export It. The time delay  (with the possibility of a claim for damages ig-giuSt the exporter) will be'conSiderable, and the nevi:Material may:have  
to: be eipensiveiy:air-freightett Costs—magnified' many tiniti by the  
mere faCt of exportloom in all directionS: 

Defects Liability Period 

Once-the goods are accepted by the buyer as apparently correct, they must 
jump the final hurdle—the defecti liability period. Obviously the buyer 
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cannot test every item in a. delivery of. 60,000 pieces to ensure that it 
conforms with: specifications. For this reason, the manufacturer accepts 
liability for defects that come to light after acceptance: if anything is 
wrong with any item, the manufacturer will repair or replace it. Such 
defects are called latent defects, and we will discuss them in detail below. 
For how long does the manufacturer have this liability for defects') The 
period is negotiable—but for the headphones the defects liability period 
(or "warranty period" as it is also called) is likely to be six months from: 

The date of delivery; or 
♦ The date of arrival. 

Warranty claims against the manufacturer—which are generally easy to 
handle in the local market—become expensive and time-consuming in an 
export situation. For example, let's say one set of headphones is returned 
to Euroeast—clearly defective. Euroeast must process the complaint and 
notify Verbena Electric—an expensive fax or letter. If Verbena Electric 
wants to verify the complaint, it will ask for the defective headphones to 
be mailed to Verbena. If the ._coMplaint is well founded, it will then ask 
Euroeast to giVe the customer new equipment at Verbena's expense: The 
final bill for replacement of a $2.78 item is likely to be well over $20. A 
few complaints like that, and profits vanish. 

Prozection -againscdishonest claims or excesstv-e-dernands can b -written 
into the contract, as we shall see. But nothing -  can protect the 
manufacturer of products that fail to meet specifications theextra costs 
can be ruinous. 

For the manufacturer, then, there are two lines of protection against pro.b-
lems With defects: realistic, exact specification, and quality assurance. - 

Negotiating the Defects Liability Period 

In negotiating the terms of the contract, we can once again look at the 
process in steps. As before, there are five, discussed in detail below: 

•        

I STEP 5 

CORRECTIVE 
ACTION       STEP 4 

TIMING 

Now long is 
the detects 

permd 
When do ?es k 
begin? And 
what about 

other 
timings?    

ISTEP 3 
	 DEFINITION 

What is, 
and what is 

not. a detect?     

1 STEP 2 

TERMS 

Warranty or 
gUarantee?   

What mint.: 
the seller do 

to cure .• 
defects?     

STEP 1: 

INSPECTION 
When are the 
: goods 
inspected? 

And when can 
the btiyer to 
reject them?                                                          

1. 
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Close Knit.  

Verbena Knits is selling 5,000 sweaters to an importer in Nonamia, a country 4,000 
miles away. The Nonamian buyer agrees to pay by letter of credit, but not by confirmed 
letter of credit. Delivery is to be made DDP (Port Nemo). As to specifications, the 
buyer's general conditions of purchase state: "The quality of all deliveries shall be in 
accordance with the customs of the trade as practiced in the Republic of Nonamie And 
further: "Clearly defective goods may be rejected on arrival and returned to exporter at 
the exporter's risk and cost." The buyer wants to buy from Verbena Knits on these 
loose arid somewhat informal terms. 

- - Where do you see danger for the exporter? If there is "Some Danger" or "Great 
Danger," what is the danger you foresee? 

I. In the terms of the letter of credit? 	  

0 NO DANGER 	 0 SOME DANGER 	 0 GREAT DANGER 

2. In the DDP delivery? 	 ' 

0 No DANGER 	 _ 0 SOME DANGER 	 0 GREAT DANGER 

3. In the lack of detailed quality specification? 	  

0 NO DANGER 	 0 SOME DANGER 	 CI GREAT D.ANGER 

4. In the "rejection on arrival" provision? 	  

0 NO DANGER 	 0 SOME DANGER 	 0 GREAT DANGER 

5. In the unusually large geographical distance between exporter and buyer? 

LINO DANGER 	 0 SOME DANGER 	 0 GREAT DANGER 

What You Should Know 

I. Delivery of poor quality products to export markets is particularly 
dangerous because the cost of curing defects is high. 

2. To guard against high costs, the exporter should be particularly careful 
about quality assurance. 

3- In negotiating quality clauses, the exporter should pay special attention 
to detailed,-MdisiieApecification of the goods. 

4. Inspection provisions both before and after delivery must be 
negotiated with care 

5. The final qualit t  rdle s the defects liability period during which the 
exporter is liable to cure defects that come to light in the goods,. 
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2.. inspection, Acceptance and Rejection 

THE PROBLEM 

When goods are delivered, the buyer inspects them. What are the 
buyer's rights of rejection? Under what circumstances can the 
buyer cancel the contract? 

THE PRINCIPLE 

The buyer has the right to inspect the goods and to reject them if 
they do not conform with the contract. Under certain circum- 
stances, the buyer may cancel the contract, though normally the 

r - 
	 exporter takes (or has the right to take) corrective action. 

IN MORE DEPTH 

An exporter agrees to deliver goods of a certain quantity and quality. Any 
deviation is; essentially, a breach of contract. Everyone knows, however, 
that delivered goods are seldom "perfect." Somehow the buyer must be 
protected against inferior goods, and the exporter must be protected 
against cancellation of the contract for trivial or insufficient reasons. The 
deft:ctsliabiii[y provision (olv,Taitility)070-vides-  this-  doutte protection; - 

 the exporter says, in effect: "I promise to deliver perfect goods, but, if I 
break this promise, I still have a contract because I will fix the problem." 

Inspection: Right or Duty? 

When the goods arrive, the buyer inspects therms' Once the buyer has had 
a reasonable chance to inspect the goods, this right disappears. 

58  Under some laws. inspection is a duty; under other laws. inspection is a right. In Germany. for exantple. it 
is a duty (NCB §377). See also Vienna Sales Convention. Ariickt 38. In the United States. inspeCtion is a 
right (UCC §2-513 (2)). 
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The purpose of this inspection is clear. if goods are inferior, the buyer has 
the right to reject them and to cancel the contract.. Inspection discovers any 
apparent (or "patent") defects, for example: wrong items, broken or 
missing parts, scratches, and so on. The defects liability period allows a 
defined amount of time for hidden (or "latent") defects to come to light, 
for example: structural weaknesses, failure to operate at high or low tem-
peratures, high;fuel consumption, and soon. 

Implied Warranties 

Under most laws, a buyer can make certain assumptions about goods— 
even if the exporter .gives no express warranty. Lawyers call these 
assumptions "implied warranties." Implied warranties are usually three: 

Implied Warranty .  of Conformity with Contract 

Goods must conform with their description in the contract. But what 
is "conformity with the contract"? Is a scratch on the uriderside.of a 
table "failure to conform"? Is one broken sheet of glast . in a 
consignment of 10,000 sheets a "failure to conform"? The buyer and 
exporter can agree any terms they wish, but usually contract 
provisions lack the necessary detail to decide such : questions; 
accordingly;. the answer is supplied by the applicaGle .  law. How does 
the la W .  proceed? 

Most laws have a way.pf"grading" non-conformity: Major discre.pan-
ties allow the buyer the right to reject the goods" and cancel the 
contract; minor discrepancies do not. The Yienna Sales. Convention 
(Article 49) says, forexample: 

The buyer may deciare the contract avoided 1= canceledLif the failure by the _ 
seller to ricrfOrm any of his obligations under the 'contract,..amounts to a 
fundamental breach of comma. 

Unless there is "fundamental breach," avoidance (= cancellation) of 
the contract is not alloveed. Although the principle is clear, the answer 
in any given case obviously depends on all the circumstances. 

Iiirplied Warranty of Merchantable Quality 

Goods might well conform with the contract but be of seriously infe-
rior quality. The contract may simply specify "Seville oranges" 
without reference to their degree of ripeness.. If overripe. Oranges are 
delivered, they arenot merchantable (i.e.; they are not "sellable"), and 
the buyer has the right to reject them and to cancel the contract. MoSt 
laWS contain a provision on this "warranty of merchantability."59  

Implied Warranty Of Fitness for Intended Purpose 

Again, goods might conform with the contract and be merchantable, 
but still be useless to the buyer. Spare parts, for example, might fail to 

59  See, for example, UCC §2-314; Vienna Sales Convention, Article 35-2a. 
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work in a particular machine. If the exporter knew the buyer's intend-
ed purpose, and if the buyer trusted the exporter to supply correct 
goods, then most laws allow the buyer to reject unusable iterns.6° 

It is important to note that the exporter can usually exclude all three 
implied warranties; the UCC, for example, cites typical wordings: 

...all implied warranties arc excluded by expressions like "as 	 ".with all 
faults" or other language which in common understanding calls the buyer's 

60 See, for example, UCC 12-315; Vienna Sales Convention, Article 35-2b; SoGA, 114-3. 
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attention to the exclusion of warranties and makes plain that there is no 
implied warranty 6t 

Rejection: Total or Partial 

If the buyer rejects the goods, does this mean rejection of the whole deliv-
ery or just rejection of the defective part? National laws take one of three 
choices. English law requires rejection of all the contract toods unless the 
contract expressly allows part rejection 62  German law and the Vienna 
Sales Convention (Article-51) both allow rejection of only defective or 
non-conforming goods. The UCC allows the buyer some choice: 

...if the goods or the tender of delivery fail in any respect to conform to the 
contract, the buyer may . 

(a) reject the whole; or 
(b) accept the whole; or 
(c) accept any commercial unit or units and reject the rest 63 

The parties are free to decide what degree of rejection is allowed and 
under what conditions. 'fa-ejection could be a problem, the parties must 
clarify the position in their.  contract. 

Obviously the buyer must notify the exporter that the goods have been 
rejected. if the contract does not specify a notification period," then, 
under most applicable law's the buyer must notify the exporter "within a 
reasonable -period." Assuming that the rejection is justified, the exporter 
then has the additional cost of disposing of the unwanted goods. 

The Exporter's Right to Cure 

Rejection of the goods—in effect cancellation of the contract—can be a 
disaster for an exporter. The absolute right to "cure" any defect in his 
delivery is of great advantage to him: it means he will not immediately 
lose his contract because of defects in the goods. Does the exporter have a 
right to mire? Or simply a duty to cure if the buyer so requests? The 
Vienna Sales Convention goes some way to allowing such a right to cure: 

...the seller may, even after the date for delivery, remedy at his own expense 
any failure to perform his obligations, if he can do so without unreasonable 
delay and without causing the buyer unreasonable inconvenience or uncertainty 
of reimbursement by the seller of expenses advanced by the buyer.° 

Although the matter is disposive, Most systems are less generous to the 
exporter. 66. If the exporter wants the right to cure, the contract should 
contain the necessary provision. (More on this key problem below.) 

61 . 12-316. The Vienna Sales Convention (Article 35-2) and English law (SoGA §55) also follow this 
principle. 

62  Bradgate, p. 222. 
63  UCC. p-sot. "Conuncrciar means roughly rescllable. 
64  Most contracts tlo not specify a notification period. Those that clo, generally speak of notification 

"forthwith" or "without undue delay." 
" Vienna Sales Convention. Article 48-I. 
66  See, for example„ UCC §2-508. 
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Cone-ept (-2,®vieNy 

• Get Weaving 

Verbena Textile is replachig twenty of its looms. The looms are thirty-yeariold, and 
spare parts are hard to find. The factory engineer chooses the best of the old looms and 
cannibalizes others to make twelve looms in good working order. Verbena Textile negotiates sell these looms to Esperanza Cotton Mills. Esperanza Cotton wants a 
twelve-mon warranty with the looms; Verbena Textile is prepared to sell theM only as is." 

I. What arguments are the two sides likely to put forward in negotiating the warranty (defects liability)? 

2. Which side do you think is "in the right"? 

What You Should Know 
1. The buyer has the right (in some legal systems, the duty) to inspect 

delivered goods. 
2. Three "implied warranties" apply to most delivered goods, even if the 

exporter has given no express warranty: (a) warranty of conformity 
with the contract; (b) warranty of merchantability; (c) warranty of 
suitability for an intended purpose. 

3. Warranty of Conformity with the Contract: In principle, the buyer can reject goods if they do not conform with the contract. 
4. Warranty of Merchantability: The buyer can reject goods that are not of merchantable quality. 
5. Warranty of Suitability for an Intended Purpose: If the exporter 

knew the intended purpose, and if the buyer relied on the exporter's 
judgment, the buyer can reject goods that are not suitable for their 
intended purpose. 

6. The question of warranty is disposive: exporters can exclude all 
warranties. 

7. Systems vary in their thinking about whether rejection of contract 
goods must be total or can be partial. 

8. The right of the exporter to "cure" any defects in his delivery is 
controversial; if an exporter wants this right, the contract should 
contain the necessary provision. 
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3. Warranty and Guarantee: Terminology 

THE PROBLEM . 

Are a warranty and a guarantee the same thing? Why do some 
contracts replace a warranty with a "defects liability provision"? 

THE PRINCIPLE 

'A guarantee is a promise about somebody else's performance; a 
warranty is a promise about your own. When businessmen speak 
of the "seller's guarantee" or "warranty" they mean the 
exporter's liability for defects: to avoid confusion, many drafters 
today use the term Defects Liability Provision. 

IN MORE DEPTH 

A warranty is a promise. you make about your own performance. The 
word is used in many contexts: a warranty of title, for example, is•a 
promise to a buyer that ti) exporter really owns the contract goods. A 
prochiCt warrantyis a promise by the exporter to: core defects. in his 
products. 

There are two parties to a warranty: Inger and seller. A guarantee, on the 
other hand, involves three parties, as the diagram shows. The guarantor 
makes a promise to one party at the request of another. There is a major 
confusion of terminology here. Black's Law Dictionary comments: 



CHAPTER 3: NEGOTIATION INSPECTION AND DEFECTS LJABIUTT 
	

127 

Guarantee and warranty...arc often used colloquially and in commercial 
transactions as having the same signification.... But in strict legal usage...a 
warranty is an absolute undertaking on the part of the warrantor, and the 
contract is void unless it is strictly and literally performed, while a guarantee 
is a promise...not imposing any primary liability on the guarantor, but 
binding him to be answerable for the failure or default of another. [Emphasis 
added and spelling adapted] 

Internationally, the distinction between warranty and guaraniFilioTheir—  
blurred. First, businessmen loosely use the two words as though they 
mean the same thing. Another common, belief is that a warranty covers 
materials and workmanship, while a guarantee covers specifications. This 
is not true. Does it matter? In fact, yes. Confusion between warranty and 
guarantee can be dangerous. When? 

Let's say a contract is written in English, but German law applies. Ger-
man law67  makes a clear distinction between a "seller's warranty" 
(Gewithrieistung) and a "seller's guarantee (Garantie)---the seller's obli-
gations are more extensive under a "guarantee." Further, a Garantie can 
run with the goods, while a Gewiihrleistung applies only between the 
parties to the contract. So loose English will get the exporter into trouble 
if German law, or any closely related law, applies to the contract. 

As a general rule, incorrect use of "guarantee" causes trouble: use the 
word only if you mean a third-party guarantee. 

Many contracts avoid the problem by speaking of defects liability rather 
than warranty; this is the right concept, as we shall see in the next section. 

Cce 

An Unnecessary Risk 

This clause is from a contract, recently signed between a European exporter and an . 

Egyptian purchaser. The mitract did not specify an applicable law. Study the 
terminology and suggest changes, giving your reasons. 

Guarantee 

All material, equipment and performance of goods supplied shall 
be guaranteed by the Supplier against any defect or failure for 
the period of one year from the date of delivery. The Supplier 
must replace defective parts as quickly as possible. Replaced 
parts will be guaranteed by the Supplier for six months beginning 
from the date of replacement, and the whole expense of returning 
and replacing the parts will be at his cost. 

67  BGB § 633. The 11GB or Barsertiches Gesetthuch, is the German Civil Code. There is more information 
on this subject in Chapter 4, Section 2 below. 

C o neept    Rev - e   
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What You Should Know 

1. Most contracts contain an assurance that the exporter will make good 
any defects in his products: the assurance is variously known as a 
warranty, a defects liability provision, or—incorrectly--a guarantee. 

2. The term guarantee, in strict legal usage, means a promise about some- 
body else's performance; it is, therefore, not correct in the context of 
defects liability. 

3. The word guarantee might produce a dangerous result for the exporter 
under certain applicable laws. 

4. The term warranty is (correctly) used in many other contexts than the 
product warranty. 

5. Probably the best term is defects liability since this is the only term with 
an exclusive and unmistakable meaning, 

4. The Defects Liability Period: A Chance to Put 
Things Right 

THE PROBLEM 

The exporter is liable for defects in his products—but the word • 
defects needs analysis. What is a defect? And what liability for 
defects must the exporter accept? 

THE PRINCIPLE 

A warranty protects both the exporter and the'buyer. The 
exporter is protected against an accusation of breach of contract if 
goods are provably defective on the date of delivery. Defects are 
of three kinds: workmanship, materials, and design. Failure to meet 
specifications is a

. design defect. Problems caused by misuse or 
wear and tear are not defects. 

IN . MORE . DEPTH 

A defects liability provision (or warranty) puts into words what everyone 
knows: not all products are perfect on &lively. Accordingly, the warranty 
covers defects that are present at the moment of delivery. Normally 
quality control prevents products with obvious defects from leaving the 
factory: in the next step, products with obvious or "patent" defects are 
identified during open package inspection and rcjecteki----as we have 
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already seen. The defects that give rise to the most serious problems 
between exporter and buyer are hidden or latent defects. 

Three Types of Defect 

Defects may be (a) in workmanship, (b) in materials, or (c) in design. 

Defective Workmanship 

A product with defective workmanship is 
incorrectly built. For example, a radio lacks the 
wires connecting the loudspeaker to the ampli-
fier. Or perhaps nuts and bolts are inadequately 
tightened. Such faults are often "hidden" and 
do not "come to light" until the product is 
used. 

Defective Materials 

Defective materials are materials or parts of a 
product that are inferior or somehow incorrect. 
Perhaps tractor wheels that should be galva-
nized are simply painted with anti-rust paint. 
Or a drive belt made of inferior rubber falls to 
pieces after five hours use. Again, many such 
hidden defects take time to come to light. 

Defective Design 

Defective design means that a product does not 
meet specifications. Perhaps a crane on an oil- 
rig vibrates dangerously in high wind. Or a 
voltmeter that is specified as accurate within I 
millivolt is accurate within only 5 millivolts. In 
this case, the design is defective—again the 
defect is not apparent until the product is used. 

What is Not a Defect 

A defects liability provision covers defective workmanship, materials and 
design. lust as important is what it does not cover: two common exclu-
sions are (a) fair wear and tear and (b) misuse by the buyer. 

Fair Wear and Tear 

Fair wear and tear is the result of normal use. Let's say, for example, 
that the plastic handle on an electric drill is scratched and scuffed after 
six months use: that's normal—it's not a defect. 

Misuse 

Misuse is seriously incorrect handling by the buyer. For example, the 
use of acetone to clean plastic components is misuse; failure to check 
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the oil level in a motor is misuse. Sometimes misuse is expressly 
defined in the contract: opening a sophisticated machine such-as a 
computer, for example: if the user opens the machine, the warranty is 
automatically void. 

Faults Not Present on Delivery 

The defects liability (or warranty)period is the period during which the 
exporter is liable for—and must make good—defects that are apparent 
on delivery or that come to light later. The buyer, of course, must 
prove that the defect was present in the goods at the date of delivery— 
often a difficult task." It is important for both sides in a contract nego-
tiation to understand that a defect is a fault provably present in the 
goods on delivery—nothing more. In principle, under most laws, the 
exporter is liable only for problems that arise from defects.' 9  

Specimen Warranty ClauSes 

We have said that the panics arc free to negotiate any defects liability 
provision that meets their needs. A standard provision might read: 

The Supplier warrants that each Item supplied under 
this contract (and each part thereof) shall at the date 
of its acceptance: 

(i) be free from defects in material 
(ii) be free from defects in workmanship including 

but not limited to all manufacturing processes 
(iii) be free from defects inherent in design includ-

ing but not limited to selection of materials, 
and be fit for the purpose for which the Item 
is normally used. 

If any defect or deficiency is discovered in the Item 
or in any part thereof, then the Supplier shall either 
repair or replace such item or rectify such deficiency. 

The warranty above is subject to the Purchaser having 
adhered to the procedures or instructions applicable to 
the use, storage, installation or operation of the Item 
and expressly excludes all damage arising from wear and 
tear to the Item in normal use. 

This defects liability provision mentions the three types of defect, it states 
a date on which the products were free of defects (the date of acceptance), 
it excludes problems arising because of misuse or wear and tear, and it 
establishes the exporter's duty if a defect comes to light—to cure the fault. 
Such wording is clear and fair io both sides. 

68  There is considerable legal discussion about the burden of proof in defects liability cases. It is possible 
that some courts might under certain circumstances relieve the buyer of this burden. 

69  The Vienna Sales Convention seems to imply a different concept. creating what is called a "warranty of 
durability": the goods will definitely function correctly for a certain period. This is strongly against the 
interests of the exporter. (Sec Article 36 (2).) 
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Sometimes, of course, the parties decide 
on a totally different kind of obligation— 
warranty provisions are disposive. An 
interesting example is the Disclaimer of 
Warranty common in software contracts. 
Such a disclaimer is often printed in capital 
letters because it is unusual and because it 
denies the purchaser some of his normal 
rights, as in the example below. Any 
attempt to hide or subordinate such a 
disclaimer makes it invalid under most laws. There is a further twist to 
this story. The purchaser has given up certain rights: but in exchange for 
what? What is the justification of this whole proceeding? Mute C below 
answers the question: without such a Disclaimer of Warranty, it says, the 
contract price would be far higher. 

Disclaimer of Warranty 

A. The software provided under this Agreement is 
furnished "as is" and without support of any kind 
whatsoever. 

B. THE SUPPLIER DISCLAIMS ALL WARRANTIES WITH REGARD--TO-
ANY SOFTWARE LICENSED TO THE PURCHASER UNDER THIS 
AGREEMENT, INCLUDING ALL IMPLIED WARRANTIES OF 
MERCHANTABILITY AND FITNESS FOR A PARTICULAR 
PURPOSE. IN NO EVENT SHALL THE SUPPLIER BE LIABLE 
FOR ANY SPECIAL, INDIRECT OR CONSEQUENTIAL DAMAGES" 

WHATSOEVER RESULTING FROM LOSS OF USE, DATA OR 
PROFITS, WHETHER IN AN ACTION OF CONTRACT, 
NEGLIGENCE OR OTHER TORTIOUS ACTION, ARISING OUT OF 
OR IN CONNECTION WITH USE OR PERFORMANCE OF ANY 
SOFTWARE LICENSED UNDER THIS AGREEMENT. 

C. The Supplier's prices are based in material part 
upon this limitation of the Supplier's liability. 

70 This clause uses 
"loss of use, data 

"iortious action" 

Roughly, a "tort' 

some difficult terminology. For "indirect or consequential damage" see Section 6 below; 
or profits" refers to three kinds of losses that can be caused by a software failure; a 
is a lawsuit against someone who has harmed you or committed a "tort" against you. 

is to civil suits what a "crime" is to criminal proceedings. 
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• 

Concept (2GRAGwa 

Screen Test 

Many people today worry about 
emissions from computer 
monitors. Protective screens exist 
that fit over the monitor and 
eliminate harmful radiation. 
Cutrad, a Verbenan company, 
makes such protective screens: The 
Ministry of Mines in Esperanza has 
4,500 PC's in operation, each with 
a 14-inch monitor. It asks Cutrad 
to quote for 4,500 protective 
screens suitable for its monitors. 
Cutrad quotes a price of $450,000 
for 4,500 of its 14 QPR Screens, 
stating that its screens reduce 
harmful emissions by 97%. 

When the protective screens are delivered (DDP), they are inspected. They appear to be 
correct, and some of the screens are installed on monitors. Unfortunately, the users 
grumble that the monitors are now too dim for easy reading; two.secretaries visit the 
Ministry's clinic with eyestrain. The Ministry of Health certifies that the complaints are 
justified; its tests show, however, that the screens reduce emissions from the monitors 
by 98.5%. The only defects liability provision is contained the exporter's general 
conditions; it simply states: 

In the event of a manufacturing defect, the Seller shall, at his 
discretion repair or replace the defective item. 

Do the  screens,  as supplied, show a manufacturing defect? 

q YES CI NO 

2. If yes, is it a defect of materials, workmanship, or design? 

q MATERIALS 0 WORKMANSHIP 0 DESIGN 

3. Have any of the normal implied warranties been excluded? 

O YES 0 NO 

4. Can the Ministry reject the screens because of a breach of an implied warranty? 

O YES 0 NO 

5. If yes, which implied warranty? 

q CONFORMITY Cl MERCHANTABILITY q FITNESS FOR AN INTENDED PURPOSE 
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What You Should Know 

1. Defects may be apparent (or patent) on delivery when they are easily 
dealt with; more troublesome are defects that are latent an_ d come to 
light with use. 

2. The exporter is responsible for curing defects that come to light during 
the defects liability (or warranty) period. 

3. Defects may be in workmanship, materials, or design. 
4. Failure to meet specifications is a design defect. 
5. Problems caused by fair wear and tear or by misuse are not defects. 
6. Software is often delivered with a Disclaimer of Warranty. 
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5. Timing of the Defects Liability Period 

THE PROBLEM 
. 	 . 

The defects liability period presents four separate timing problems. 
Many contracts regulate only one.. What are the other problems, 
should the exporter regulate them, and if so, how? 

THE PRINCIPLE 

The parties nearly always agree the length of the defects liability 
period. Also important, however, are (a) the starting point of the 
period, (b) the time allowed to the buyer to notify the exporter of 
a defect, (c) the time the exporter has to correct the defect, and (d) 
the period during which the buyer can begin a legal action. 
Because national laws differ widely, the parties often regulate 
these matters. 

IN MORE DEPTH ' 

In negotiating defects liability, what. timing decisions must the parties 
make? As an example, let's take football stadium lighting. The Republic 
of Verbena hopes to host the World Soccer Cup in 2(X)6, so it asks all 
Verbenan clubs to upgrade their stadiums. Verbena City Football Club is 
buying floodlights made by Sportlight of Esperanza. In discussing defecti 
liability, the two sides first negotiate the length of defects liability period. 
Sponlight accepts liability for the lights for a period of two years: 

DEFECTS LIABILITY PERIOD 	 I 2 YEARS I 
The two sides agree that, if a defect occurs, the Club must notify Sport- 
light within two weeks of the defect coming to the Club's knowledge. 

I NOTIFICATION PERIOD 	 1 2 WEEKS I 
After notification, Sponlight must cure the defect within four weeks. 

I RECTIFICATION PERIOD. . . 	 1 4 WEEKS  

If Sportlight fails to make good the defect, then the Club has one year 
from the end of the rectification period to take legal action. 

I LEGAL ACTION PERIOD 
	

II YEAR  

Each of these timing decisions presents some problems. Let's now look at 
each decision in more detail. 
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Timeframe 1: The Defects Liability Period 

The parties first agree the length of 
the defects liability period. The 
figure is disposive. As a rough 
guideline, we can note that many 
legal systems allow a six-month 
period if the two sides agree 
nothing. In fixing the period, the 
exporter should look at the "track 

record" of his product—how many defects liability claims does he 
generally experience within a three-month, a six-month, a twelve-month 
period, and so On? if he knows this, he can calculate the cost of extending 
(or reducing) the defects liability period—remembering always that claims 
settled abroad cost far more than claims settled locally. 

Having agreed the length of the defects liability period, the two sides then 
ask: When does it start? With. the floodlights contract, Sportlight wants an 
early date, perhaps FOB delivery. The Football Club wants a much later 
date, perhaps a successful acceptance test of the installed lights. 

The agreed liability period is two years. What happens, though, if the 
lights are unusable for, let's say, six months because of a major defect? 
Does this six-month period count as part of the defects liability period? Or 
is the period extended by six months, as in the diagram below? 

The contract must regulate this problem. It is generally accepted as fair 
that the period is extended by the down-time—a clause like this is typical: 
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The Defects Liability Period shall be extended by a 
period equal to the period during which the Goods 
cannot be used by reason of any defect, but not so as 
to extend the Defects Liability Period for more than 
twenty-four months from the date of first delivery of 
the Goods repaired or replaced under this provision.- 

Less widely 'accepted is a clause that buyer's often try to slip into a 
contract—replaceinent parts trigger a nc* warranty period: 

Any Supplies furnished by way of .replacement under war-
ranty shall be subject to the provisions of thiS Clause 
to thesame extent as Supplies initially accepted by 
the Contractor . for a full further period of warranty. 

This is especially common in contracts that are subject to competitive 
tender. The danger here is that the provision creates a so-called "eternal 
warranty"—an endlessly renewed liability for defects: 

Exporters normally reject the clause altogether; if rejection is impossible, 
they can—and should--break the chain warranty with a cut-off clause: 

Any parts replaced under this warranty shall be subject 
to the provisions of this clause for a full further 
period tf warranty; however, the total warranty period 
shall in no case exceed three years. 
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l'imeframe 2 The Notification Period 

If a defect occurs, the buyer must notify the 
exportei. In practice, many contracts do not put a 
precise time limit on the Notification Period. A 

'cal wording: 

Notice     of 'Defecte 
i 	 - . 1  
Tpe Suyeeshall notify the Sellet 
44 de fect i;without undue delay. 

If both parties act in good faith, such a "soft-edged" timeframe works 
well. If a problem arises, the judge sets a fair period for "undue delay," a 
"reasonable time," or "forthwith": such concepts are familiar to judges 
and arbitrators in international practice. For example, the UCC says: 

, 	 - 
What is a reasonable time for taking any action depends on the nature, purpose 
and circumstances of such action. 

An action is taken "seasonably" when it is taken,at or within the ant agreed 
.or, if no time is agreed, at or within a reasonable time./ I 

_Tinteframe_-1.1_ The Rectification Period:_ _ 

Once the exporter has learned of the defect, he 
must cure , h. How long does he have? 

Making Good of Defectt . 

The Seller shall make good the . 
defect bi , damage as soon as 
practicitae and at his own cost: 

As with notification: the making good of defects "without undue delay" or 
"within a reasonable time" is a fair and normal contract requirement. 

Timeframe 4: The Legal Action Period 

After a lapse of time, legal claims become 
unenforceable. If the exporter has failed to -repair 
under warranty and. the buyer must start a legal 
action, how much time does the buyer have to 
begin proceedings? This "legal action period" 
differs under applicable laws. In Germany, for 
example, the BGB defines a legal action period 
equal to and concurrent with the defects liability 
period; (See next page.) This is harsh.   

it MC 11-204, 2-3. The word "seasonably" means in good time. 
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In another common Continental law pattern, the legal action period begins 
when the buyer notifies the exporter of the defect. The legal action period 

-is then the same length as the defects liability period. This is fairer. 

In the United States ;  the •UCC sets up a fOur-yeat legal action period; the 
p;irties to.a contract may shorten this period (minimally to I year), but 
they may not lengthen it. Under normal circumstances, the four-year 
period for warranty claims starts of  delivery 72  In England the normal 
period is six years from. the date of the cause of action?' 

me variations are many: within one country-, the legal action period varies 
from one . type of contract to. another or even from one type of duty to 
another. Under some laws the period is disposive, under other laws it is 
.not.- Only a lawyer can give you a definite answer for a given situation. 

In praCtiCe, contracts rarely replate the legal action period, leaving the 
matter to the applicable law. If you foresee a problem, take legal advice. 

72  UCC 12-725. Fot details sec Calamati. p. 415+. 
73  SchmittholT. p.221. 



Defects Liability Period 

The Defects Liability Period shall be a period of six months. 

If any defect occurs during the Defects Liability Period, the 
Buyer shall forthwith inform the Seller stating in writing the 
nature of the defect. 

The Seller shall be responsible for making good with all possible 
speed any defect so notified which arises from defective materi-
als, workmanship or design. 

The provisions of this clause shall, apply to any Goods repaired, 
replaced or otherwise made good by the Seller,'but not so as to 
extend the Defects Liability Period for more than twelve months 
from the commencement date of original defects liability period. 
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Cone.ept  

Buttoned Up 
Verbena Paintshop makes spray-painting equipment. It sells a unit costing $55,000 to 
Esperanza Respray, a small company that resprays busses and tracks. Delivery (FOB) 
takes place on 3rd August 1994. The machine is inspected in Esperartza on 18th 
September 1994. On 10th January, Esperanza Respray notifies the exporter that the 
compressor in the spraying unit has failed, and that the machine cannot be -used. 
Verbena Paintshop sends a replacement compressor by air; it arrives on 5th February, 
1995. On 16th September 1995, Esperanza Respray notifies the exporter that the 
compressor failed for a second time on 20th August and asks for a further replacement. 
Verbena Paintshop refuses. 

Study the Defects Liability provision below. What arguments are the two sides likely to 
put forward in making their cases? 

• 

1.Arguments likely to be used by Esperanza Respray: 

2. Arguments likely to be used by Verbena Paintshop: 

3. Points requiring better regulation in this defects liability provision: 
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What You Should Know .  

1. The defects liability provision states the length of the defects liability 
period and its starting point. 

2. It regulates the period during which the buyer must notify the exporter 
about defects. - 

3. It regulates the amount of time the exporter has to cure defects. 
4. It seldom regulates the legal action period; the applicable law normally 

fixes the legal action .period. This period varies greatly from country to 
---eountry-aitd from one type of contract , and/or duty to another. 

• 
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6. Corrective Action 

THE PROBLEM 

Soine contracts fail to specify corrective action that the exporter 
must take. This can be dangerous for exporter and buyer alike. 

THE PRINCIPLE 

The exporter always tries to keeti control over how he will correct 
defects. If the buyer is allowed to repair the goods, the contract 
must specify the circumstances exactly. 

IN MORE DEPTH 

The defects liability provision, as we have said, allows the exporter to 
correct problems without the risk of losing the contract. There are five 
steps that the manufacturer of goods can normally take to cure defects. 

Five Options" for Curing Defects 

Option I: Repair 

When a manufacturer sells in his own 
country, the option to repair a defective item 
is often cheapest. Some products cannot be 
repaired—phonograph records, for example. 
But for complex items, a tractor for instance, 
repair is the obvious choice. For the exporter, 
repair can be costly—often a mechanic must travel to the buyer's 
country with tools and spare parts. The exporter must clearly, take 
such costs into account when setting his export price. 

Option 2: Allow the Buyer to Repair at Exporter's Cost 
To save the cost of sending a mechanic 
to repair a machine abroad, some 
contracts allow the buyer to repair the 
equipment at 'the exporter's cost. The 
danger for the exporter is obvious: an 
expensive repair, bill and no way to be 
sure the repair is properly carried out. 
Further, the 'llepairl:tpiay cause new 
problems Whichitke:;eilipiter must fix under the warranty. Most 
exporters try to resist pressure from the buyer to include a "repair by 
the buyer" provision. if it is included, the exporter protects himself by 
allowing "repair by the buyer" only in exceptional cases and then only 
with the exporter's express approval. - 
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Option 3: Replace (Part or Whole Rent) 

Replacing a defective product has one 
important advantage: it helps to keep 
the goodwill of the customer. I 
Replacement is, however, expensive 	 PI 

1(  for the exporter, especially as it is 	 i  
often uneconomic to ask for the return 
of the defective item.. With heavy equipment, of course; it is unusual 
to replace the-whole product—usually just the defective part (a 
generator, a filter, or whatever) is replaced. Unfortunately, replacing a 
part for a foreign buyer causes similar problems to repair: the 
replacement part must pass two sets of customs; further, air mail or air 
freight is normally required. If replacement parts are to be installed, a 
competent technician must be at hand. As always, the costs are much 
higher for the exporter than for the local trader. 

Option 4: Reduce the Price 

We have already seen that two fam-
War options—to repair or to replace 
defective goods—can be expensive 
when _g_oods are exported, One com: 

 mon alternative, therefore, is for the 
exporter to offer .a price reduction-  X39 000 

"Will you accept the goods (or 
overlook the defect) if I redute the price by $5,000?" If goods are 
paid for on delivery by letter Of credit, such a reduction must take the 
form of a direct payment by the exporter to the btiyer. This can be 
difficult in countries where foreign exchange is scare. If payment is 
on open account, and the invoice has not yet been settled, the payment 
due is simply reduced. Some contracts, especially contracts for 
complicated equipment, include provision for a "retainer." A retainer 
is a part of the payment due for the goods (normally 5%) kept back 
(or retained) by the buyer till the end of the defects liability. period. 
This 5% is used to negotiate price reductions (or to settle defects 
liability claiMs). 

Option. 
5: Return the Goods and Refund the Price 

From the exporter's viewpoint 
view, the last option is least 
desirabletake back the goods   
and give , back the money. :This 
amounts; in effect, to cancellation 
of the contract. Often defective 
goodS, are not worth the cost of 
return shipment to the exporter's country. That means the deal is a 
total loss for the exporter: If the buyer insists on including a "return 
and refund" clause in the contract, the exporter must protect himself 
by allowing this option only in exceptional cases and with his express 
agreement. 
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VVho Chooses? . 

The exporter, as we have seen, has a vital interest in the choice of remedy: 
each defect'is different, and the exporter needs flexibility to cure it in the 
most economical way. For this reason, the exporter must negotiate hard 
for absolute discretion over the choice of remedy: exporter's choice—any 
other solution is dangerous. Let us look at a clause that mentions all five 
options, but still allows the exporter the necessary freedom. The key 
Words art in italics. 

In the event of a defect coming to light and being 
notified to the Seller, the Seller shall, without undue 
delay, make good the defect at his own risk and cost  
and at his discretion in one of the following - ways: 

a. Repair the defective item; 
b. Allow the Buyer,or a third party appointed by the 

Buyer to repair the defective item at the Seller's 
cost; 

C. Replace the defective item; 
d. Reduce the contract price; 
*e. Allow the Buyer to return the defective goods and 

refund all sums paid for the goods. 

Although this wording gives the exporter discretion, many exporters 
prefer to mention only the options to "repair or replace," leaving the other 
possibilities open for negotiation.74  In this case the clause runs: 

In 'the 'event of a defect coming to light and being 
notified.to the Seller, the Seller shall, at his- 
discretion artd without undue delay, ,  repair orreplace 
the defective.item at his own risk and cost. 

Liquidated Damagesr A Different Kind of Cure 

We have seen that the exporter sometimes cures'a defect by offering the 
buyer a reduction in price.'In a simple situation the exporter says: "I'm 
sorry the paintwork is scratched. But will you accept the refrigerator if 
knock 20% off the price?" Obviously the size of the discount is open to 
negotiation. More complicated deals benefit from some forethought in this 
area. A case: 

Scenario: Verbena Pump Ltd. is supplying the Ministry of 
Agriculture in Esperanza with a pumping.system for an irrigation 
project. According to the specifications, the system has an output of 
250,000 liters per hour when raising water 30 meters. The Ministry 
asks for demonstration of the system on an existing project in 
_Verbena. During the demonstration, the system produces only_ 

74 Depending on the Foduot, the exporter may try to include wonting to the effect that repair by the buyer or 
a third party voids the warranty, and that the exporter accepts no liability For damage resulting from such a 
repair. The buyer will naturally resist such wording. 
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240,000 liters per hour. There are many possible reasons for the 
slight shortfall, but the Ministry is cautious. Because the exact output 
is not critical, the Ministry negotiates a liquidated damages clause with 
Verbena Pump. (We already met the concept of liquidated damages in 
discussing'delay; for each day of delay the exporter pays the buyer a 
fixed stun of money.) The principle is that the exporter will make his 
best efforts to get the system working according to specifications; if, 
howeverohere is still a shortfall, then for each liter that the system 
falls below specifications, the exporter must pay a fixed sum of 
money. The Ministry's wording: 

If the System fails to meet specifications on the 
final acceptance test, then the Seller shall use his 
best efforts to improve the performance of the 
System so that it complies with the specifications 
in all respects. The Seller shall notify the Buyer 
within thirty days that the System is ready for a 
repeat of the final acceptance test. If the output 
of the System is within 20% of specification, then 
for each 2,400 liters (1%) that the System falls 
below specified output, the Seller shall pay the 
Buyer as liquidated damages the sum of $20,000. 

In fact,Yerbena Pump is unable to meet s_pecifications by a margin of 
10%. Under the terms of the contract, this is a design &Tea:11y— 

 paying $200,000 (or by reducing the contract price by that sum), 
Verbena Pump meets its contract obligations. 

A liquidated damages elause75  is valuable to both sides. From the buyer's 
point of view, it ensures either that the system works as specified or that 

• 
 

the contract price is:..reduced in a fair and reasonable way. Disputes are- 
avoided: so much shortfall, so much money—and that's the end of the 
story. The exporter is also protected. in that a failurelo meet specifiCations 
(provided it is -not too gross) is not penalized by total loss of contract; if 
the exporter loses money, the loss is kept within reasonable limitS. 

The performance 'figures thatare typically subject to a liquidated damages 
clause are. output (for example of a generator, a pumping system, or a 
Manufacturing system), consumption . (fuel consumption of an engine, 
raw materials consumption of an industrial process), and efficiency 
(reduction in levels of pollution, emission of waste gas). 

Costs, Defects, and the Result's 'of Defects 

A defects liabilityprovision usually requires the exporter to cure defects 
"at his..oWn risk and cost." Occasionally a 'warranty dictated by A strong 
exporter (a monopoly supplier oficornp.uter parts, for example) is less 
generous to the . bUyer. perhaps the buyer must pay for the shipping of 
replacement- parts, or for sending a repair team to the site; sometimes the 

75  Clauses that warrant a certain performance and agree to pay compensation for a shortfall arc sometimes 
called contract guarantees." We have already seen, however, that the word "guarantee" should not be used 
is the context of defects liability. 
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buyer muit compenSate the exporter for any increase in the price of 
replacement parts. Such demands are unusual, and the buyer is probably 
right to refuse them. In any cast, the sums involved are small. 

In practice, the major risk for the exporter is not the - cost of repairing and 
replacing defective goods: if the exporter has done his homework prop-
erly, that risk is covered in the contract price. The big risk is that the 
exporter is asked to compensate the buyer for "consequential damage" or 
"consequential loss." Let's look at this risk in a typical scenario: 

Scenario: Verbena Fan has Sold a cooling system to Advance FoOd 
Products: in Esperanza. The sYstem is installed in the biggest food 
processing - hall in Advance's factory. The system is deSigned to 'keep 
the air temperature below•24°C. One hot day, the system breaks 
down, and the temperature in the food hail rises to 30°C. Verbena Fan 
flies a technician to Esperanza to repair. the system. In total, the 
system is out Of action for 10 days; At. the end of the down-time, a 
number: of costs have arisen; - the interesting question is—who is• 
responsible for them? First thi - Costs: 

a. The cost of making the repair.  
•b. • The cost Of  the spoiled.food (i.e., foal that was in preparation_ 

in the hall. when the system broke 
c. The cost of the idle timeat the factory including: 

• 'Labor costs; (Workers must be paid though they have no 
work); 

• Cost of Cancelled orders for raw materials; (Advance must 
cancel its.ordert for raw materials beCause it has no Storage 
space. there will .  certainly be cancellation costs.) 

• overhcad on the factory; (Even though the factory is 
.producing nothing, mortgage interest must be paid to the 
bank, security services must be paid, property tax must be 
paid, and.so On.) - 	 • 
LosS of profit; (If AdVance normally works 300 -days,  a ye4r,. 
the idle 10 dayS cause- a-loss of around 3% of annual profit.) 

The list doesn't stop there: With•a little imagination, we.can add a 
whole soap opera of interesting events: 

• Loss of contract; (Because it is 10 days behind schedule, 
Advance loses an important government contract.) 

• Loss of employment; (Because of the loss of the contract, 
the manager of the plant is:fired.) 

• Loss of Wife; (Because he has lost his :fob, the wife of the 
Manager leaves him for another man.) 

• And so on. 

All the costs in this scenario are the result of the defect in the cooling 
system. But which costs must the exporter pay? Naturally the answer 
depends on the wording of the defects liability clause. Let's take the 
wording we saw above, and assume the contract says nothing further. 
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In the event of a defect coming to light and being 
notified 65'the Seller ., the Seller shall, .at his 

discretion and -:without undue. delay, repair or replace 

the defeCtiVe item at his own 'risk and .  cost. 

. Given thiS wording, the exporter is clearly responsible for the first cOst- 7- 
The cost of making the repair. But what about the other costs? The contract 
is silent. Doet thii.nlean the exporter has no liability?,Uhfoitunately for 
the exporter; prObably not Whenever the contract . says nothing about a 
problem, we look:for the answer in the applicable law—the water round 
the contract fish: Most applicable laws divide the buyer's losses from 
defects into two categories: direct losses and indirect (often called come-
qu:eitrial) losses. The direct loss here is the loss of the cooling system. All 
the other losses . 

(and the assOciated costs) are probably consequential.. 

National laws differ in their approach to consequential loss. In Germany, 
the'BGB allows a claiM for all.'`direct coils"- including uncovering, 
making good, and so on.76  In . the caseof Advance FoOd Products, the 
exporter would probably pay only the cost of the repair. 

In the United SiateS, the UCC allows recovery of all losses including 
"incidental and consequential damages," In each case, however, the loss 

_ _thus.(result `!prOxithately7.. _(_ cl_osely) from the _defect," liow_close is_ _ _ 
"proxiinate"? COtirti have made decisions in many thousands of cases. In 
most - Anglo-American juriSdiCtions, Advance could probably make 
Verbena Fan pay for eVerything except loss of job and loss of wife. 

But, like most aspects of their contractual relationship, the exporter's 
liability for the buyer's loss is disposive: the two sides must negotiate the 

• issue.? Thus;  Mott exporters try to limit their responsibility to direct: 
losses only. The exporter's clause might read, for example: 

The duty of the Seller to repair or replace defective 
items is the Seller's only duty under this contract or 
otherwise, and the Seller shall not be liable to 
compensate the Buyer for any loss of use of any Works 
belonging to the Buyer (whether complete or partial) or 
for any loss of any profit or for any indirect or 
consequential damage that may be suffered by the Buyer. 

On the other hand, strong buyers often makes exporters accept such risks: 

The Seller'shall indemnify and hold harmless the Buyer 
againSt'any loss or damage whether direct or indirect 
suffered by the Buyer as the result of defective or 
faulty goods delivered by the Seller.: 

76  BOB 16334. 
77  liCC §27 -115. 
78  The issue is not disposive in all jurisdictions; some states is Canada, for example, restrict exclusion for 

consequential loss. Seek legal advice if you are in doubt. 
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The "exporter's wording" would probably have saved Verbena Fan from 
all the costs except the repair; the "buyer's wording" would extend the list 
considerably. This is clearly a major contract issue, and the parties must • 
address it carefully in their negotiations. 

Gat doe 
Who Chooses? 

The defects liability provision below is taken from a set of general conditions in 
common use by Chinese companies. Read it, then answer the questions. 

The .Seller warrants that goods are made of the best materials, 
with firstclass workmanship, and comply in all respects , with the 
specifications given in Annex B. The Seller warrants that the 
goods when correctly - mounted and properly operated and 
maintained, shall give satisfactory performance for a period of 
twelvemonths. 

If a defect in materials, workmanship or design, or any 
discreparity , oith -specifications-comes- to-light- during -the- - - 
Warranty period, the:Seller shall at his own cost satisfy the 
claim, subject to the agreement of the Buyer, in one of the, 
following ways: 

a. Agree to the rejection of the goods and refund to the Buyer 
the value of thegoOdS thus rejected; 

b. RedUce the pride of the goods according to the degree Of ' 
inferiority, extent of damage, or amount of loss suffered by 
the BUyer; 

C. Replace the defective goods with new goods which confortS.to 
the quality - and performance specifications. given in Annex B; 

d. Repair the defective goods to bring them in conformity with . 
the quality and performance specifications given_in.Annex B; 

e. Allow the Buyer or a third party appointed_by the Buyer to 
repair the defective goods and to bring them in conformity 
with the quality and performance specifications giVen in Annex 
B at Seller's risk and cost. 	 - 

1. Are these general conditions Conditions of Sale or Conditions of Purchase? 

Cl SALE 	 Cl PURCHASE 

2. If there is a defect, who chooses the method of cure? 

0 BUYER 	 0 EXPORTER 

3. Is this a warranty offreedom from defects on delivery or a warranty of durability? 

O FREEDOM FROM DEFECTS 	 Cl DURABILITY 

Concept 
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Who Pays? 

Verbena Medical makes hospital beds and other hospital furniture. It exports 40 beds to 
South Central Hospital in Esperanza City. The defects liability provision in the contract 
includes this wording: 

The Seller shall indemnify and hold harmless the Buyer against 
.any loss or damage whether direct or indirect suffered by the 
Buyer as the result of defective or faulty goods delivered by the 
Seller. 

Assume that the contract is subject to the law of Esperanza which is modelled on U.S. 
law. During the defects liability period, one of the beds collapses with unfortunate 
results: 

1. The bed itself is unusable and must be replaced; 
2. The patient who was in the bed is injured, with extra medical costs of $5,000; 
3. The injured patient, a rich politician, threatens the hospital with a lawsuit for his 

"pain and suffering"—the hospital pays the patient $9,000 to avoid the lawsuit; 
4. Hospital equipment around the bed is damaged—the equipment cost $4,000; 
5. The ward where the bed was situated is a private ward—it cannot be used for 3 

days with a loss to the hospital of $3,000; 
6. Two orderlies at the hospital scan a fight over who broke the bed—one of them is 

hospitalized at a cost of $5,000; 
7. During the fight, equipment is smashed at a cost of $8,000. 

Which costs must Verbena Medical most probably pay? 

1. q 	 3. q 	 5. q 
	

7. q 

2. q 	 4. q 	 6. q 

What You Should Know 

1. The purpose of the defects liability provision is to allow the exporter to 
cure defects in delivered goods: the provision must therefore explain 

_the.corrective action he must take. 
2. The normal options are to repair, to replace, to allow reduction in the 

price of the goods, allow return of the goods, or to allow the buyer to 
repair the defect at the exporter's expense. 

3. The exporter likes to have full discretion over what corrective action he 
takes; buyers, however, resist this. 

4. The exporter usually, though not always, pays for curing defects. 
5. The consequences of a defect can be costly; the parties often negotiate 

at length to decide who pays for consequential loss or damage. 

Concept 
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Chapter 4 

The Legal Framework 

1. The Big Picture 

THE PROBLEM 

Many exporters are gifted salesmen, and their contracts reflect this 
emphasis on sales. Unfortunately, there are a number of legal loose 
ends that must be tied down if a good sales technique is to mature 
into a profitable way of doing business. 

THE PRINCIPLE 

Like the other phases of an export negotiation, the legal frame- 
work can be negotiated in clear steps—in this case six. 

IN MORE DEPTH 

A contract is not merely a list of ideas agreed by the exporterand the 
buyer during negotiation: it is an enforceable., legal instrument. The two 
sides ignore the legal dimensions of the contract at their peril. 

STEP 1 

THE 
APPLICABLE 

LAW 

Choice 
of law 

STEP 2 
CONTRACT 

OR NO 
CONTRACT? 

Meeting 
of minds, 
capacity, 
legality, 

consideration 

STEP 3 

ENTIRE . 

AGREEMENT 

Whereas- 
recital, 

contract 
documents, 
definitions 

STEP 5 

STATUS 
OF THE 

CONTRACT 

Termination, 
cancellation, 

rescission, 
language 

STEP 4 
THE 

PARTIES 

identity, 
naming, 
notices, 

assignment 

The first question about the legal framework of the contract is always: 
what law have the two sides chosen to fill the gaps in their agreement 
(Step 1). Then the question arises: is the document the parties are signing 
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really a contract, or is it just a piece of paper (Step 2)? If it is a contract, is 
it the entire agreement? And if it is the entire agreement, how do the two 
sides ensure that it includes everything they want it to include (Step 3)? 

Once the full legal nature of the contract is established, it is time to turn to 
the panics signing it. Are the parties all , they seem to be? And will they 
remain the same during the lifetime of the contract (Step 4)? 

Good relations usually prevail during the negotiation of a contract. Later, 
however, things can go wrong. A good contract allows for this by 
foreseeing circumstances under which the parties might wish to end their 
agreement (Step 5). If a dispute arises, some means. of settling things 
should be agreed beforehand; that way at least some goodwill might be 
preserved and the cost of the dispute minimized (Step 6). In the following 
sections, each of these steps is discussed in detail. 

2. Choosing an Applicable Law 

THE PROBLEM 

The contract is a fish swimming in the water of the applicable law. 
The total agreement between the parties is the sum of the contract 
and the applicable law. What considerations should an exporter 
bear in mind when negotiating an applicable law? 

THE PRINCIPLE 

Although national laws differ greatly in detail, most laws belong to 
one of two families: Anglo-American or Continental. The Anglo- 
American family is based on case-law (the law develops over 
centuries through court decisions); the Continental family is based 
on a legal code (the law is expressed in a code). The two systems 
work in different ways and produce different kinds of contract. 

IN MORE DEPTH   

We saw in the Introduction that a 
contract is a fish swimming in water, 
and that the full agreement between the 
parties is their contract (written or oral) 
plus the applicable law. If any 
question is not answered in the 
contract, then the answer lies in the 
applicable law. The parties to a 
contract for the sale of goods are 
normally free to choose any applicable 
law that suits their purposes.79     

79  There are usually some limitations. In the United States, for example, the UCC allows the choice of any 
law that bears a "reasonable relation" to the contract (11-105). 
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Although.every country has its own law, the legal systems of the world 
can be grouped into families. From the point of view of the export 
contract, two families are of special significance: the family that grew out 
of English common law—which we can call "Anglo-American law," and 
the family that developed from the ancient Roman law. Since this second 
system is at home on the continent of Europe, we can call it "Continental 
law?' Let's look at each legal system in turn, and then examine the signifi-
cance of the differences between the two systems for the exporter. 

so-called "continental' law prevails in most of continental Europe—in 
France and Germany for example. This law derives from a code which 
the Roman Emperor Justinian developed 1500 years ago; for this reason, 
lawyers sometimes call it Roman law, or, more commonly, civil law. 
JuStinian's idea was to collect the many different laws prevailing in the 
Roman Empire and to reduce them to a single code; copies of the code 
were sent to every law court in the Empire. The Roman judge simply 
applied the code to cases that came before the court. In this way, the law 
was widely known and consistently applied—two great advantages. 

The COde Napoleon of 1803 developed and updated Justinian's code and 
influenced many legal systems around the world including those of Japan 
and most South American countries. The essence of "continental" law is 
codification; a clear code states what is legal and what is not The German 
BGB (Civil Code) is an excellent example. The continental family of law 
has well developed private law, especially contract and commercial law. 

`Anglo-American" Law 

Unlike Continental law, the law of England, the United States and many 
other English-speaking countries is not fully codified. The tradition of 
uncoclifled law goes back to ancient kings—for example Charlemagne— 
who sat under oak trees and made decisions on cases put before them by 
the citizens. The goal of this system is to achieve justice in the individual 
case by taking all the circumstances into account. To achieve fairness; the 
king usually tried to decide each case in line with earlier decisions in simi-
lar cases, the so-called precedents. For this reason, lawyers often call 
Anglo-American law case law or common law. In general, case-law 
systems try to avoid strict codification because rigid laws limit the judges 
in their attempts to find a just solution in the individual case. 
The case-law system prevails in England, in the United States, and in 
many ex-colonies of England such as Australia. Because England and the 
United States were predominant in world trade until recently, Anglo- 
American legal thinking strongly influences international contract practice. 
The Anglo-American family has a fully developed private law—in particu-
lar a strong commercial and contract law. 

Anglo-American Law, Continental Law, and Contract Practice 

Anglo-American contract law is case law: judges decide cases 	 on their 
merits (the rights and wrongs of the case); decisions create precedents. A 
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precedent is binding: future judges (subject to complex rules) are obliged 
to follow it. After a while, so many precedents exist that even the best 
judges become confused. At this point, the legislature tidies up with new 
laws: for example the 1979 Sale of Goods Act (SoGA) in England: • 

...made few changes to the existing law; its main function was to consolidate 
4f 

the 1893 Act and the amendments made to it by subsequent legislation. The 
result is that much of the present law relating to contracts of sale &gives from 
the 1893 Act, which in turn Was_ based on the previous common law and 
derived from mercantile practices of the 18th and 19th centuries." 

Similarly the ,United States has tidied up its commercial law. There is no 
federal contract law--each of the fifty states has its own contract law— 
but all the states except Louisiana have adopted the Uniform Commercial 
Code or UCC as it is usually called.si Confusingly, however, courts in 
different "states interpret the UCC differently; application of the Code is 
anything but uniform. Thus, even when a legal "code" exists, the cases 
remain all-imponant in the Anglo-American world. 

The case- law principle has a remarkable result: nobody knot41 the law in 
a given case until the judge reaches a decision. The Anglo-Atherican 
lawyer can suggest the outcome of a case—but certainty is impossible. 
Under Continental systems, outcomes are more predictable: judges simply 
apply -thcode---:they are not required to use their sense of justice to seek 
the fairest.solution to the case. To see the significance of this for the 
export contract, let's imagine an exporter goes to a lawyer with a problem: 

Scenario: Nonamia was, until recently, a socialist country with no 
developed commercial law—in fact, the necessary law is still not 
published. Abel Johnson rims a factory in Nonamia dmt makes quality 
jogging shoes. He receives several inquiries from European countries. 
One customer, Frankimport, is interested enough to suggest some 
broad contract terns: price, delivery date, length of defects liability 
period. Johnson now asks a lawyer in Nonamia to draft a contract. 

Early in the discussion, the lawyer asks Johnson: -What law applies 
to the contract?" Johnson has no idea. The lawyer explains the princi-
ple: a contract covers many issues; anything left undecided is 
regulated by the applicable law. The lawyer lists three possibilities: 

4►  The exporter's law (the law of Nonamia); 
+ The buyer's law (the law of Germany); 
+ A third-party law (e.g., the law of Sweden or of England). 

Each option is radically different: 

Option I : Nonamia has no contract law—there is no water round the 
fish. If there is a dispute, the Nonamian judge must make a decision, 

Se  Brad-gate. p. 142. 
SI This "code** is not a full code in the Continental sense. but more or a uniform law. A 1962 version was 

adopted by 49 states; a 1972 revision was also widely adopted. Important or high value contracts under 
the law or any of the (Jailed States should he examined by a lawyer familiar with the law of that state. 
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but this decision is unpredictable. To gain some degree of certainty, 
the parties must write a contract detailed enough to cover most 
eventualities. This is difficult and expensive; even when it is com-
pleted, the Nonamian judge may not enforce it as the parties intended. 

Option 2: German contract law is codified. The code (the BOB) has 
been clarified by a hundred years of interpretation in the courts. The 
contract can be:short and to the point—on the other hand using the 
law of the buyer's country gives the buyer a perhaps unfair advantage 
in the event of a dispute. 

Option 3: Choosing a third-party law—English law perhaps or 
Swedish law—gives neither side an advantage. But the law must be 
chosen carefully. Swedish law is a member of the Continental family. 
The contract can be short and to the point—Swedish law (we can 
suppose) will fill gaps in the contract fairly and reasonably. English 
law, on the other hand, is a member of the Anglo-American family. 
The advantage of English law is that its principles have been refined 
over many centuries to deal with international trade: it is 
internationally familiar and extremely flexible; if the parties draft the 
contract carefully, they: can achieve almost any result they wish. On 
the other hand, a contract under English law is usually lengthy and 
detailed: English law is case law, so the parties normally decide many 
issues ahead of time rather than leaving the judge to make decisions 
on the basis of precedents. 

The choice of an applicable law is not easy—but it is wiser to choose a 
law -than to leave the issue open. A summary of the factors involved: 

ANGLO-AMERICAN 
SYSTEMS 

CONTINENTAL SYSTEMS 

GOAL 
I 

Justice in the individual case Consistency and uniformity of 
enforcement 

PREDICTABILITY 	 I 
AND CONSISTENCY I 
OF COURT 
DECISIONS 

Unless matters are carefully 
regulated in the contract, the 
decision of the judge is not fully 
predictable. Different judges 
may give widely different 
judgments. 

Decisions in all but the most 
dflicult cases are preclictable 
with some accuracy. Decisions 
are generally consistent from 
court to court. 

LENGTH AND 
DETAIL OF 
CONTRACT . 

To be clear, contracts must 
regulate many issues, so they 

 tend to be long and detailed. 

Because the law regulates most 
problems, contracts can be. short 
and lacking in detail. 

INTERNATIONAL 
ACCEPTANCE 

English and American law have 
been relined over the centuries 
to cope with issues of interna- 
tional trade. The principles are 
widely understood and 
respected. 

Continental laws do not have the 
prestige of Anglo-American laws 
in international practice. They 
tend to focus on national rather 
than international issues. 
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Sometimes the parties cannot agree an applicable law, so they leave the 
matter open—the contract contains no provision at all on applicable law. 
What then? Does this mean that the contract stands alone and that there is 
no water round the fish? In practice, there is always water round the fish. 
If the contract does not specify an applkable law, then a special branch of 
law known as "international private law" comes into play and decides the 
law of the contract. (In fact, international private law has no function 
beyond this.) In the case of a export contract, especially an E-, F-, or C- 
term contract, 82  the law chosen is nearly always the law of the exporter. 
In our Nonamian jogging-shoe scenario above, that means the choice of 
Nonamian law—and, as we have said, a great deal of uncertainty. 

The contract clause that specifies the applicable law should be carefully 
.Worded. It should state not only that the chosen law that supplements the 
provisions of the contract, but also that it regulates some difficult issues— 
"Do the parties actually have a contract? What rules of interpretation shall 
apply? And so on. A specimen clause: 

This Contract, and all questions relating to its valid-
ity, interpretation or performance shall be governed by 
the law of The Republic of Verbena. 

Such a clause is often printed at the end of the contract. You should, 
however, get in habit of reading this clause first as it influences 
everything else in the contract. 

One further issue complicates the choice of an applicable law—the Vienna 
Sales Convention. 

The Vienna Sales Convention 

A generally agreed law on international sales contracts would obviously 
help international trade. An early attempt at creating such a law was the 
promulgation in 1964 of two conventions: the Uniform Law of Interna-
tional Sale and the Uniform Law on the Formation of Contracts for the 
International Sale of Goods—the "Hague Conventions." Only nine states 
ratified the Conventions—a poor result. 

Accordingly in 1980 the United Nations promulgated a new convention, 
the United Nations Convention on Contracts for the International Sale of 
Goods—usually called the Vienna Sales Convention. This convention is 
gaining wider international ratification, 83  though the business community 
seems largely uninterested in it. However, since this Convention has been 

82 .Sec Chapter 1 Sedion 6 for contracts under Incoterms. 
The 	 list of signatories as of 1992 is: Australia, Austria, Argentina, Bulgaria. Canada, Chile, 
China, Cziehosloyekia, DinMark. Ecuador. Egypt, Finland, France, Germany, Ghana, Hungary, Iraq, 
Italy, Lesotho, Mexico. Netherlands,. Norway. goniania. Soviet Union, Spain. Sweden, Switzerland, 
Syria, Uganda., Ukrahte, USA. White Russia, Yugoslavia. Zambia (Heuza. p. 81). (Denmark, Finland, 
Norway and Sweden did not sign Part 2 of the Convention on Formation of COntract) Countries formed 
after the breakup of a signatory country. (e.g. Yugoslavia or Soviet Union) arc—nominally at least— 
signatories. 
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ratified by the United States, China, Germany, and other important trad-
ing nations; its provisions are of some importance. 

The first point is that the rules spelled out in the Convention replace the 
law of any country that ratifies it: if there is any contradiction between the 
national law and the Convention, then the Convention rules. Thus—in 
theory at least—if a French exporter and a Verbenan buyer agree that what 
they call "French law" applies to the contract, then their-eontraet-is--- - 
governed primarily by the Convention and—where the Convention says 
nothing—by existing French law. This is so even if the two parties have 
never heard of the Convention and have no idea what provisions it 
contains. 

There are obvious problems here: firstly, there is a general principle of 
law that the intention of the contracting parties (their "will" as it is called) 
is more important that the exact wording of their agreement; if the parties 
intended.that pre-Convention French law apply, then—following the 
principle of freedom of contract—pre-Convention French law ought to 
apply. The national courts .will have to decide on this issue. The second 
problem lies in the interpretation of the Convention. Its language is 
general and its underlying principles are sometimes confused. It will take 
many years and many test cases in the national courts for the Convention 
to become the day-to-day workhorse of international trade. 

	 Realizing that-the business community would be , suspicious of a new and 
untested law, the drafters of the Convention in Article 6 expressly allow 
the parties to a contract to exclude the Convention with wording such as: 

The Vienna Convention of 1980 on International Sales Contracts shall not 

apply to this Contract." 

Thus, if our French exporter and Verbenan buyer include wording like 
this in their contract, then without question the pre-Convention law of 
France applies. Although some cases are coming to the courts under the 
Convention, most contracts and most sets of general conditions today 
expressly exclude the Convention: 

This contract, and all questions concerning its valid-
ity, interpretation and performance shall be governed 
by the law of the Republic of Verbena. This Contract 
shall not include, incorporate or be subject to the 
provisions of the "United Nations Convention on 
Contracts for the International Sale of Goods." 

84  Bianca. p35. 
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agnI®zAT Coneept 

Testing the Water 

Verbena Kitchenware sells 1000 automatic coffee makers to Esperanza Importing. 
Unfortunately, 40% of the coffee makers do not work and Esperanza Importing sends 
them back over a period of six months; Verbena Kitchenware replaces the defective 
coffee makers under warranty. Because of the high rate of failures, Esperanza Import-
ing wants to cancel the contract The contract itself says nothing about cancellation, so 

_the buyer turns to the applicable law. if the law of Esperanu applies, then this provi- 
sion of theTLInmercial Code of Esperanza is the key: 

Cancellation If a merchant sells goods of such poor quality 
that -the -number of claims under the warranty is clearly 
excessive, then the Buyer may return all the delivered goods to 
the Seller and receive back all sums of money paid for the goods; 
on cancellation, only those provisions of the contract concerning 
.litigation, arbitration, and/or the payment of damages shall 
survive. 

If the law of Verbena-applies,-the-situation is more eomplicated. - Verbena has nb -cOdi-
tied contract law, but the-courts have decided,two recent cases. In Case A, 1,000 auto-
matic tea makers imported by a Verbenan company contained 30% defective machines. 
The judge allowed the importer to cancel the contract, return the tea makers and recover 
his money. In Case B, a Verbenan importer bought 100 manual coffee makers. In this 
case, 40 coffee makers were defective. The judge ruled that if the foreign manufacturer 
repaired the coffee makers, the buyer could not cancel the contract. 

1. Which of these two countries is a common-law country? 
0 VERBENA. C] ESPERANZA 

2. Let's say the applicable law is the law of Esperanza. Write below the two-word 
phrase in the cancellation law above that requires interpretation by the judge. 

3. Again, assume the law of Esperanza applies: who will win the case? 

0 BUYER 	 C] EXPORTER 

4. Assume now that Verbenan law applies: which of the two cases offers the true 
precedent for the typewriter case? 

0 CASE A 	 Cl CASE B 

5. If the judge follows Case A, who will win? 

0 BUYER 	 0 EXPORTER 

6. If the judge follows Case B, who will win? 
CI BUYER 	 0 EXPORTER 
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What You Should Know 

1 There are two important families of contract law: Continental and 
Anglo-American. 

2 The main difference between Continental and Anglo-American 
contract law is the degree'of codification: Continental Law is fully 
codified while Anglo-American law relies on cases and precedents. 

3 Every contract is governed by an applicable law. The applicable law 
also governs questions concerning the validity, interpretation and 
performance of the contract. 

- 4: If the contract does not specify an applicable law, the rules of interna-
tional private law decide the law that applies. 

5. In 'Countries that have adopted it, the Vienna Sales Convention over-
rides national lavis such as the BOB or UCC in the event of a conclieE- 

6. The exact Significance of many provisions of the Convention must be 
established by cases tried in national courts. 

7. The parties to a contract may exclude the application of the ConVen-
tion in whole or in part. 
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3. Contract or. No Contract? 

THE PROBLEM 

If a dispute arises about a contract, the lawyers for each side study 
the text to see if the contract is a binding and enforceable agree-
ment or if there are loopholes: can one side say the ',contract" is 
not worth the paper it is written on? Each applicable law looks at 
this problem differently. What reasons are common in international 
cases for deciding that the parties have "no contract"? 

THE PRINCIPLE 

Under most legal systems, a contract is enforceable only if (a) the 
parties achieve a "meeting of minds" through a process of offer 
and acceptance, if (b) both sides are capable of entering a 
contract, and if (c) the purpose of the contract is legal. An odd 
twist of Anglo-American law is that the contract must give both 
sides rights and duties—one-sided contracts are "no contract." 

IN MORE DEPTH 

However different their lines of reasoning, Continental laws and Anglo- 
American laws are both geared to the needs of the international business 
community: different procedures, different drafting styles, different argu-
ments—but a common purpose and, in many cases, a common result. 
This is particularly true in deciding the issue of contract or no contract? 
The Anglo-American argues that a contract is an enforceable agreement, 
and that an "invalid contract" is therefore a contradiction in terms; the 
Continental lawyer has no trouble with the idea of an invalid contract. For 
the exporter, it makes no difference if the lawyer tells him he has "no 
contract" or an "invalid contract"—either way be is in trouble. What are 
the most likely causes of such an uncomfortable situation? 

The Meeting of Minds 

As we saw in the Introduction, a.contract comes about when there is a 
meeting of minds, when one side says "I make you this offer" and the 
other side says "I accept." But sometimes there is a written agreement and 
no "meeting of minds." How can that happen? 

Duress 

If I hold a pistol to your head and force you to sign a contract, this is 
duress—undue pressure. - A contract never came into existence 
because there was no meeting of minds. Similarly, if one party has an 
excessively strong position (a monopoly on the supply of a vital raw 
material, for example), and if this party uses this position to dictate 
grossly unfair terms, the agreement is likely to be ruled "uncon-
scionable." An unconscionable agreement is no contract. 
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Mistake and Fraud 
A mistake about the goods or a deliberate fraud can mean that there 
was no meeting of minds. For example, I could have a contract with 

you to buy the cargo of the Empress of Verbena for $900. Unfortun-
ately there are two ships of this name: I was selling the cargo of one, 
and you believed you were buying the cargo of the other. Or if I try to 
cheat you by saying that the cargo consists of new leather jackets 
when the jackets are unused but thirty years old—in each case there 
was no meeting of minds and no contract. 

Failure to Follow the Rules of Offer and Acceptance 
A contract comes into force when an offer is made by one side and 
accepted by the other. Complex rules govern this process and they are 
often broken. What are these rules? 

Offer and Acceptance 

A contract comes into existence when one party (the offeror) makes an 

offer, and another party (the offeree) accepts it. 

An offer is not always, in international practice, the first move in forming 
a.-contract. Often the buyer first makes_an inquiry or, more formally, 
issues a Request for Tender. In line with this inquiry, the exporter makes 
a tender or an offer, usually the offer is open for a stated period of-time,If -- 
the buyer rejects the offer, it is clearly dead: as soon as the buyer says 
"No," the exporter is no longer bound by the offer. 

Normally, of course, buyers do not say "No"—they make a counteroffer: 
"You want 900.1'11 offer you 6(X)." In other words, "Yes, if...." 
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---- —What-is-on the negotiating table now? The counteroffer is a rejection; in 
effect it kills the original offer. On the table now is not an offer to sell for 
900 but an offer to buy for 600. The exporter must now make a choice: 
accept, reject, or make another counteroffer, for example: "Let's say 
800." The cycle of offer and counteroffer continues until one side says "1 
accept" or until negotiations are broken off.. 

When a dispute arises—especially if there is no written contract—lawyers 
scrutinize the process of offer and acceptance, trying to discover the exact 
point, if any at which a contract came into existence. Since most negotia-
tions deal with many issues at the same time—price, payment, delivery, 
warranty—deciding if the parties really have a contract and, if so, on what 
terms, can become an expensive nightmare. This is one main reason to 
put every agreement into writing and sign it. 
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There is one more twist to the story. Sometimes the party making the 
offer can withdraw or revoke it. Under Continental legal systems, this 
requires special wording in the offer: 

The Seller reserves the right to withdraw this offer at 
any time before acceptance by the Buyer. 

Under Anglo-American systems the exporter always has the right—in 
principle—to withdraw an offer, even if the offer states clearly that it is 
open for a certain number of days." This right of revocation is, however, 
limited in the United States by the UCC: 

An offer by a merchant to buy or sell goods in a signed writing which by its 
terms gives assurance that it will be held open is not revocable, for lack of 
consideration, during the time stated....86  

Note that this limitation applies only if an offers is in writing and signed. 

One common situation in export deals is known as "the battle of the 
forms." It goes like this: 

Scenario: Esperanza Importing sends an order for 200 crates of 
babyfood to General Supplies in Verbena. On the order form is 
printed: 

This order is subject to the Buyer's General Condi-
tions of Purchase, as printed on the reverse. 

General Supplies sends a confirmation of order clearly stamped: 

This order is subject to the Seller's General Condi-
tions of Sale, as printed on the reverse. 

General Supplies delivers. Esperanza Importing pays. Then there is- a- 
warranty claim. Do the two sides have a contract? And, if so, on what 
terms? According to the rules of offer and acceptance, there was no 
point at which one side said "I accept." On the other hand, since one 
side supplied goods and the other paid, they must have thought they 
had a contract. The outcome of the dispute is entirely in doubt. 

No legal system has an agreed answer to this puzzle; each judge solves it 
as he sees fit. Some throw out the whole deal saying there is no contract 
.to enforce; others construct the contract the two parties should have 
written in the first place. Other decisions lie between these extremes. To 
avoid uncertainty, always work with a negotiated, signed contract--even 
if it is a simple "model contract" like the one at the end of this book. 

85  This right exists because an offer is a one-sided agreement (the seller has duties but no rights). Under 
Anglo-American systems. one-sided agreements cannot be enforced. See the section on Consideration 
below for the reasoning. 

86  UCC §2-205, emphasis added. 
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The Power to Make a Contract 

Certain people are unable to sign contracts: children, the feeble-minded 
and drunks are classic examples. Lawyers say they lack "contractual 
capacity." For the exporter, the main problem in this area is the so-called 
ultra vires rule. Ultra vires means "beyond its powers" and it refers to the 
powers of a company—or rather its lack of powers—to enter contracts. 
What are these powers? 

To protect shareholders, company" law within the Anglo-American 
family limits the power of companies to make contracts; the reason is clear 
in an example: a small computer firm writes brilliant software; to increase 
itscapital, it decides to sell shares to the public. It tells the public that it is 
in-business to develop and sell software. If the company now takes the 
shareholders' money and spends it on race horses, there is a problem: 
race-horse contracts are improper use of the shareholders' money. The 
law gives shareholders the right to block performance of such improper 
contracts. This is fair to the shareholders, but it creates problems for the 
hay-seller and the horse-doctor who have contracts with the computer 
company: they have delivered goods and performed services—will they 
be paid? The traditional answer is "No." The hay-seller and the horse- 
doctor had the duty to find out the powers of the computer company 
before they signed their contracts. If they failed to do so—that is their 
problem. This meant that a company—like the computer company—could 
simply repudiate its debts' under any contract that was "beyond its 
powers." 

In England, the home of the ultra vires rule, the Companies Act of 1989 
normalized this obviously unfair situation—English companies are now 
responsible for their debts regardless of their official "powers." In the 
United States, many states have similarly rebalanced things. Around the 
world, however, many countries still preserve the old ultra vires rule—for 
example Thailand. When selling to Thailand,—or to any other country 
still enforcing the ultra vires rule—the exporter should check carefully on 
the powers of the buyer's company: the commercial attache at your 
embassy or a chamber of commerce can help you. 

Legality of Purpose 

An agreement to murder someone is not enforceable in a court of law— 
for obvious reasons. The principle extends, however, to the export 
contract: if the purpose (or effect) of an agreement is illegal, then the 
agreement is unenforceable. Take, for example, trade in elephant ivory: it 
is illegal: an agreement to export ivory is unenforceable. In day-to-day 
practice, few export contracts are blatantly illegal. More often it is a 
question of the parties contracting to do something that contravenes a 
perhaps obscure government regulation. Let's say a new rule is published 
that forbids the import of packaging made of rice husks into Esperanza. A 
contract between a Verbenan exporter and an Esperanzan buyer specifying 
rice-husk packaging would be—to a small extent—an agreement to do 
something illegal. That might well make the whole agreement 

87  The American term for -company" is "corporation.- 
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unenforceable. To circumvent this problem, most international contracts 
include a partial invalidity provision: this says that the invalidity of one 
part of the contract does not invalidate the rest, and that, if one part of the 
contract is invalid, the parties will try restore the original purpose of the 
contract by drafting a new clause. A typical wording: ' 

Partial Invalidity 

If any provision or provisions of this Contract are 
invalid or become invalid, then this shall have no 
effect on the remaining provisions. Further, the 
parties agree to replace any invalid provision with a 
new, valid provision having, as far as possible, the 
same intent as the provision replaced. 

The E change of Consideration 

Agreements, under Anglo-American systems, are of two types: 

♦ Agreements in which one side has only rights and the other side 
has only duties; 

+ Agreements in which both sides have rights and duties. 

The first type of agreement—the one-sided agreement—is not a contract, 
and it is not governed by contract law. Rather it is governed by a special 
branch of Anglo-American law: the law of sealed instruments—well 
beyond the . of our present discussion A contract is always two 
sided--each party has rights, and each party has duties, otherwise—no 
contract. Lawyers say that each side must "provide valuable considera-
tion" to the other. What is considera.tion? 

A valuable consideration in the sense of the law may consist either of some 
right, interest, profit or benefit accruing to one party, or some forbearance, 
detriment, loss, or responsibility given, suffered or undertaken by the other 

It is important to note that Continental legal systems do not observe this 
distinction. In Germany, for example, a one-sided contract is enforceable 
in just the same way as a two-sided contract. 

Naturally, most export contracts are two-sided—they are typical exchange 
contracts: scope against price. There are, however, two day-today situa-
tions in which the exporter may meet the one-sided agreement: 

+ Release from an Obligation; 
' O Agreement to Modify of a Contract. 

88  The legal thinking here is that one-sided contracts are likely to weigh too heavily on one side: to prevent 
injustice, they 'are governed by a special branch of law with extremely tight regulations. 

89 Judgment in Currie v. Misa (1875) LR IC Ex 153. 162. 
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Consideration and Release from an Obligation 

Scenario: Verbena Electric , is entitled to payment on 12th January. 
Late payment is subject to 10% interest. Payment arrives two weeks 
late, but to create goodwill, Verbena Electric writes a letter to the 
buyer saying (in brief) "Forget the interest." How does the law of 
Verbena—a member of the Anglo-American family—see this letter? 
First, the letter is taken as an entirely new agreement because it creates 
a new right (the tight of the buyer to keep his money) and a new duty 
(the duty of the exporter to release the buyer from payment). Second, 
the letter is seen as an unenforceable agreement because the buyer has 
only rights and the exporter has , only duties. In other words, the 
release is no contract:: Verbena Electric could later ask for payment of 
the interest, and the buyer would have to pay regardless of the letter. 

Many Anglo-American jurisdictions still follow this principle, though in 
the United States, the UCC has softened the ground rules: 

Any claim or right arising out of an alleged breach can be discharged in whole 
or in part without consideration by a written waiver or renunciation signed and 
delivered by the aggrieved party.93  

Note that the waiver must be written, signed, and delivered. 

Consideration and an Agreement to Modify .  a Contract 

Scenario: Verbena Electric, has contracted to deliver cables 
warranted heat resistant up to 500°C. The customer asks for resistance 
up to 600*. Since this will cost very little more, Verbena Electric 
agrees in writing to make the change without increasing the price. 
Again we must ask, how does the law of Verbena interpret this letter? 
Again, the modification is new agreement in its own right, and again it 
is unenforceable because it is not "supported by consideration"—the 
exporter is doing something for the buyer, but the buyer is doing 
nothing in return. If Verbena Electric now delivers 500° cable in line 
with the original contract, the buyer can do nothing about it; the 600° 
agreement to modify was one-sided and unenforceable. 

Again the UCC has changed the rules in the United States: "An agreement 
modifying a contract...needs no consideration to be binding"?' 

In general, be careful about agreements to modify a contract. Seek legal 
advice if you are in doubt. 

UCC §1-107. 
91  UCC §2-209.1. 
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Coneept a® vie cw 
Swords and Shares 

Plough Shares is a Verbenan company making non-mechanical farm equipment. On 3rd 
July 1994 it receives a letter from Wide Horizon Farm Tools in Esperanza. The letter 
asks Plough Shares to quote its latest price on two of its catalog items: 1005X3 
Mattocks and 206822 Shovels. Order size is 500 of each item. The two companies 
have never done business together. 

Plough Shares quotes $4,000 for the mattocks and $2,500 for the shovels. On the 
quotation is clearly stamped: "Our General Conditions of Sale apply to all deliveries." 

An order arrives exactly in line with the offer except that it is stamped: "Our General 
Conditions of Purchase apply to this Order." Plough Shares confirms the order, 
stamping it, as before: "Our General Conditions of Sale apply to all deliveries." The 
goods are delivered FOB on 4th September, they are inspected and accepted by the 
buyer on 4th October. The invoice sent by Plough Shares is also stamped with the 
familiar stamp. Wide Horizon pays for the goods. 

Then there is a serious warranty claim: the handles of both the mattocks and the shovels 
break easily. On 14th March Wide Horizon notifies Plough Shares of the problem. 
Plough Shares says "Too bad—the defects liability period has expired." Wide Horizon 
replies: "Not at all—the period runs for another two .weeks." The disagreement arises, 
as you have probably guessed, because the Seller's general conditions allow a six- 
month warranty from the date of delivery, and the Buyer's Conditions a six-month 
warranty from the date of acceptance. 

I . Is the original letter from Wide Horizon an "offer to buy"? 

	

YES 	 0 NO 

2. Is the quotation from Plough Shares an offer to sell? 

	

CI YES 	 C3 NO 

3. Is the order placed by Wide Horizon an offer to buy or is it an acceptance? 

OFFER TO BUY 0 ACCEPTANCE 

4. Is there a clear and full acceptance of an offer at any stage of the negotiation? 

q YES 	 q NO 

5. Do the two sides have a contract? 

	

0 YES 
	

q NO 	 0 LEGAL POSITION NOT CERTAIN 

6. If yes, who is right on the warranty case? 

q PLOUGH SHARES 0 WIDE HORIZON 0 LEGAL POSITION NOT CERTAIN 
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w00 
Out Of The Window 

Verbena Farm Power is taking delivery of 300 gasoline powered mini-generators (5 
kW) for firm use. The supplier is a German company, Supergrid. After signing the 
contract, Verbena Farm realizes that Supergrid's price is too high: the same equipment is 
available in the United States at half the price. So Verbena Farm is delighted when a new 
Government Order prohibits all machines louder than 90 decibels. Verbena Farm argues 
that since the German machine produces 95 decibels, it is illegal and the contract is null 
and void. Supergrid offers to thicken the sound insulation on the machine; Verbena 
Farm refuses this offer. Imagine now three versions of the contract. Version I contains 
this clause: 

Severability 

In the event that any provision of this Agreement is held to be 
illegal or otherwise unenforceable, such provision shall be 
deemed to have been deleted from this Agreement, while the 
remaining provisions of this Agreement shall be unaffected and 
shall continue in full force and effect. 

Version 2 contains this wording: 

Partial Invalidity 

-If-any—pruvterdh or provisions of this contract are invalid, or 
become invalid, this has no effect on the validity of the remain-
ing provisions. 

If any provision of this contract is invalid, or becomes invalid, 
the parties have the duty to replace the invalid provision with a 
new valid provision that fulfills the original intent of the 
invalid provision. 

Version 3 says nothing at all on this subject. 

Which version of the contract is most favorable to Verbena Farm's argument? Which 
version is least favorable? 

Least favorable: q VERSION 1 
Most favorable: 0 VERSION 1 

q VERSION 2 
1:3 VERSION 2 

q VERSION 3 
q VERSION 3 
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Concept Prgwhwy 000. 
Taken into Consideration 

General Supplies, a Verbenan company, trades in food, clothing, household goods, 
and so on. It has an export contract with Frankimport, a German company, to sell 400 
cartons of pineapple rings in 500 gram cans. Two weeks before delivery is due, 
Frankimport sends the following fax to General Supplies: 

Will you please change our order to 131 cartons of pineapple 
juice, 110 cartons of pineapple chunks, and 200 cartons of pine-
apple rings. According to the price list you sent us, the total 
invoice price is now exactly the same as the original price. 
Please confirm the new arrangement immediately. 

General Supplies confirms the new order with the following fax: 

We hereby confirm yOur change of order. We shall now send 131 
cartons of pineapple juice, 110 cartons of pineapple chunks, and 
200 cartons of pineapple rings. There is no change in the price. 

The goods are delivered FOB (Port Verbena) and paid for under a letter of credit: When 
the goods arrive in Bremen, however, Frankimport finds 400 cartons of pineapple 
rings. It informs General Supplies immediately that it is rejecting half the consignment 
as deviating from the agreement as modified. General Supplies replies that the original 
contract was never modified according to the law of Verbena, and that Frankimport 
must accept the whole consignment. 

I. What is the source of this dispute? 	  

2. The law of Verbena (which is a member of the common-law family) applies to the 
contract. Who is right about the validity of the modification? 

0 GENERAL SUPPLIES q FRANKIMPORT 

3. As we saw earlier, Section 2-209.1 of the Uniform Commercial Code states: 
An agreement modifying a contract...needs no consideration to be binding. 

If there were a similar regulation in Verbena, how would it affect this dispute? 
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EXPORTING AND TIM EXPORT CONTRACT 

What You Should Know 

1. If there is no "meeting of minds," there is no contract. Duress, fraud, 
and mistake all create no-contract situations. 

2. A contract must come about through a process of offer and acceptance; 
in agreements that are not reduced to a written, signed contract, this 
process is hard to trace and often breaks down completely. 

3. Under the public law (company law) of many countries, a company can 
only sign a contract that is within its powers. A contract that is ultra 
vires (beyond it powers) is unenforceable. 

4. A contract is not enforceable if it has an illegal purpose. To avoid 
problems with contracts that might infringe government regulations, 
most contracts include a partial invalidity clause. 

5. Within most Anglo-American jurisdictions, a contract must be two- 
sided: both sides must have rights and duties. An agreement to waive a 
right or an agreement to modify a contract are contracts in their own 

• right and must give both parties rights and duties—otherwise they may 
be unenforceable. 
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4. The Contract as the Entire Agreement 

THE PROBLEM 

An ancient rule of Anglo-American law states that the final written 
version of the contract replaces all previous agreements between 
the parties. What implications does this rule have for the exporter? 

THE PRINCIPLE 

Most international contracts—whatever legal system they 
adopt—include an "entire agreement provision." This clause has 
important results: the background of the contract must be estab-
lished within the contract itself, important letters and memoranda 
must be listed as "contract documents," and definiticins play an 
important part in contract drafting. 

IN MORE DEPTH 

When an exporter and a buyer sign a contract, are they simply adding the 
final link to a chain of agreements? Or are they putting into words a final 
and definitive version of everything agreed so far? The Continental and 
Anglo-American systems differ widely in their answer to these questions. 

The Entire Agreement Clause 

For the Anglo-American exporter, signing a contract amounts to saying: 
everything we discussed so far is now dead—this contract is the final 
form of our entire agreement. This principle derives from an ancient rule 
of English law known as the Parol Evidence Rule. For the Continental 
exporter this is not so: a letter that predates the contract, a memorandum, 
the minutes of a meeting—all might have some bearing on the contract. 
To see the importance of this distinction, let's look at a case: 

Scenario: Verbena Electric is supplying voltage regulators for 
battery chargers. The specifications call for three wireS—positive, 
neutral and earth—color coded red, blue and green. Just before the 
contract is signed, the buyer asks the exporter to supply half the 
regulators coded brown, black and yellow. The exporter agrees to the 
change and confirms it by fax. Then the contract is signed—still 
including the original specifications. When the regulators arrive, they 
all have the original color coding. Relying on the letter, the buyer 
rejects the consignMent. 

There is now a dispute. Can the buyer reject? If the contract says 
nothing, the answer depends on the applicable law. If an Anglo- 
American law applies, the letter has no value: it clearly predates the 
signed contract. If a Continental law applies, the letter is probably 
binding on the exporter: he clearly agreed to change the colors. 



XV51ProuannneutftOut 
• .betwein. 

The Styiopak Cotapany of Nonamia 
and 

Verbena PaCkaging Ltd. of Verbena 

Vitileggetlj Mat 

WHEREAS the parties haVe for many years successfully 
traded together 

......- 	 • 

AND WHEREAS Styropak has recently developed biodegrad-
able styrofoam packaging 

The parties hereby agree... 
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Such a major source of disputes is obviously dangerous, Accordingly 
international contracts normally include wording like this: 

Entire Agreement 

This contract constitutes the entire agreement and 
understanding between the parties. There are no agree-
ments, understandings, conditions, reservations or 
representations, oral or written, that are not embodied 
in this contract or that have not been superseded by 
this contract. 

This wording rejects Continental thinking and clearly states the Anglo- 
American position. Its purpose is not favoritism, however, but clarity. 

With such a clause in place, both sides know where they stand whatever 
law applies to the contract. There are, hoWever, a number of implications 
of the entire agreement provision that influence the stricture of the export 
contract; we must now look at them in detail. 

The Whereas Recital: The Background of the Contract 

In most etport deals, the contract is the "entire agreement." Unfortu-
nately, however, the text of a contract seldom answers important 
background questions Why did the parties sign the contract in the first 
place? What made the deal attractive? How long had the parties known 
each other? What future business did they hope for? And so on. If a 
dispute arises, the judge must ask such questions in order to understand 
the contract fully; often the parties give different answers. How can the 
court establish the truth? If the contract is the entire agreement, then earlier 
letters and documents cannot be used as evidence. To overcome this 
uncertainty, lawyers write the answers to background questions into the 
contract. How? Through the whereas-recital. Contracts often begin: 

After this opening come the rights and duties agreed by the parties—the 
meat of the contract. The word whereas means because or considering 
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that; in other words, whereas-clauses are not provisions, promises or 
conditions-----they are explanations. A typical whereas-recital contains 
many types of background information. An example from a technology 
acquisition contract: 

WHEREAS the parties have successfully cooper-
ated in a number of projects in the Republic 
of Verbena during the last ten years; 

WHEREAS the Supplier has wide experience in 
-the .supply of electronic products for use in 
tropical conditions; 

WHEREAS the parties concluded on 28 May 1995 
a Memorandum of Understanding and intend to 
develop products for Verbena; 

WHEREAS the Supplier has developed and 
patented'an electrollic relay under the 
registered trade-name "Hair Trigger"; 

WHEREAS both parties are interested in  
introducing this new technology into the 
East Asian region; 

WHEREAS the Purchaser wishes to incorporate 
the latest relay -manufacturing technology in 
its own products; 

AND WHEREAS the government of. the Republic 
of Verbena actively supports the 
introduction of pioneer technology 

It is hereby agreed . that... 

Contracts for the sale of goods seldom contain so much information, but 
the purpose of any recital is the same; if a dispute arises, the recital allows 
the court to discover the real meaning of the contract through an under-
standing of the expectations of the parties when they signed it. 

Sometimes the exporter is tempted to treat the recital as a chance to 
promote his skills and the excellence of his products. This is a mistake. if the contract gets into trouble, the buyer will have a "big suck" with which 
to beat the exporter. "You told me you were the best—and I acted on that 
belief." If big claims are in the recital in black -and-white, the exporter is trapped. 

In a contract written under a Continental Law, a recital (or "preamble") is 
ustful—it prevents misunderstanding—but it is not essential.. Continental 
lawyers often avoid the complicated grammar of the whereas-clause; they 
prefer simple sentences under the heading Preamble. The legal result is, of course, exactly thesame. 
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Contract Documents 

As we saw in the scenario about the voltage regulators and the color- 
coded wires, a letter—or any other document—that predates the contract 
becomes invalid when the contract is signed. In international practice, 
however, the two sides often wish to "incorporate" outside material into 
the contract: letters, general conditions, the Incoterms, generally accepted 
industrial norms such as the DIN norms92, and so on. To achieve this, the 
contract lists such items as Contract Documents. An example froin a 
contract for goods and services:* - 

Contract Documents 

All contract documents - and the clauses of this contract 
shall be read, if.poSsible, so as to be consistent. In 
the event of ponflitt, the order of precedente'fer the 
provisions and documents Which constitute this agree-
ment is as follows:. 

1. Any alterations typed on the fate of the printed 
Purchase Agreement 

2. The printed . text of the Purchase Agreement itself 
3. Specifications 
4. Statement of Woik 
5. Manufacturing Drawings 
6. The Buyer's Special Conditions of Purchase 
7. The Buyer's General Conditions of Purchase 

This clause is well drafted. It lists specific documents that are part of the 
contract. To resolve possible contradictions, it gives an order of prece-dence or "seniority" among the documents: a higher place on the list gives 
a document greater authority. 

Definitions 

Another result of the entire agreement provision is the need for a defini-
tions section. Many terms are discussed during negotiations—faxes and 
letters and likely to be exchanged asking "What exactly do you mean 
by...?" A short scenario: 

Scenario: Verbena Civil Consulting agrees with an Esperanzan 
client to send two technical advisers to Esperanza for a year to support 
the sale of civil engineering equipment. The first draft of the contract 
states that Verbena Engineering's technical advisers will have all 
"holidays" free. In a P.S. to a letter on another subject, the Verbenan 
side asks for some clarification: 

P.S. By the way, we assume that Christmas and Easter 
are holidays in Esperanza. Are they? 

92  The DIN. (Deutsche Industrie Norinen) norms arc the -German sct of industrial norms standardizing 
everything from welding to the layout of business letters. In many industrial sectors, they have achieved 
international recognition, though many are now merged with the European norms. 
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The reply: 

No -- we are a Moslem country so we don't celebrate 
Christmas or'Easter. But there's no reason why your 
consultants shouldn't have those days off. 

An exchange of notes like this has no validity once the contract is 
signed: a format definition is the best wayofclarifying what exactly 
thetwo sides have agreed: 

In this contract . "holidays" shall mean all legal 
holidays in Esperanza, and, in addition, 24th and 
25th December, Good Friday, Easter Saturday, and 
Easter Sunday. 

It is common practice to group all definitions in a section of their own 
near the beginning of the contract. Every word that the two sides discuss 
during their negotiations is likely to require a definition. 

How are definitions added to the contract? A common wording at the start 
of the definitions section is this: 

Definitions 

In this Contract the words below have the meanings 
ascribed to them unless the context otherwise clearly 
dictates: 

2.1 Unless expressly modified by the parties, "FOB," 
"CIF" and other trade terms have the meanings and 
obligations ascribed to them in Incoterms 1990, 
Publication 460 of the International Chamber of 
Commerce, Paris. 

2.2 "Contratt. means this .  Contract, its preaMble and 
appendices, as well as all documents expressly 
listed as Contract documents or otherwise 
expressly mentioned in this Contract. 

And so on, 
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EXPORTING AND TIIE EXPORT CONTRACT 

Coneept ua® vie 

Making Claims 

Verbena Leather makes leather carrying cases for cameras, lap-top computers and other 
hi-tech personal equipment. It has successfully exported one consignment of its prod-
ucts to Japan, but it has otherwise sold mostly in the local market. A. buyer in the 
United States is interested in making a large purchase. During the negotiations, the 
American buyer mentions the whereas-recital and offers the wording he wants to 
include in the contract. Read it and then answer the questions. 

Whereas Verbena Leather has a highly trained workforce and the 
most modern leather-making machinery; 

And whereas Verbena Leather has wide experience is supplying 
, 	 - proaucts to all parts of the world; 

And whereas Verbena Leather is fully familiar with regulations 
regarding 'import of leather goods into the United States; 

:The parties hereby agree... 

I . Why does the . American buyer want this wording in the recital? 

2. Why might such high claims be dangerous for Verbena Leather? 

• 

3. Does this whereas-recital have any advantages for Verbena Leather? 0 YES 0 NO 

12Gview 00 

Top Priority 

The clause below is taken from a set of tender documents for the supply (and 
installation) of a lighting system. It has three obvious weaknesses. What are they? 

"Contract Documents7 means collectively the completed Tender Doc-
uments with possible supplements, the Contract Agreement, Tender 
Drawings, the Notice of Award, the Performance Bond, the 
Guarantee for Advance Payment, the Form of Retention Guarantee, 
the Copy of Policy for Third Party Insurance, the Letter of Power 
of Attorney and the Joint Venture Agreement (if any) with annex- 
urea and appendices included therein and any additions, supple-
mental agreements, change orders and extra work orders (if any). 

1. 	  

2. 	  

3. 	

Concep t 
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Conee 1gwW7 DUO 
Hide and Seek 

Let us stay with the leather goods contract from Concept Review I, Making Claims. 
During negotiations the two sides spend a great deal of time discussing the type of 
leather to be used One product, it is agreed, is to be made of "antelope hide" and the 
specifications in the contract include that phrase. But what is an antelope? There is a 
long exchange of faxes on this subject finally the two sides agree a list of breeds that 
are antelopes as far as the contract is concerned. The list is important, and it is signed 
by both sides. After this the contract is signed. 

Relying on , this signed list, Verbena Leather uses gazelle skin (which is included in the 
list) for sothe products. The American buyer objects and tries to reject the delivered 
goals. The dispute goes before a judge in California. 

What are the important considerations in deciding who is right? 

1. 	  

2. 	  

3. 	  

What You Should Know 

1. The Anglo-American contract is, traditionally, the , entire agreement. To 
avoid confusion, most international contracts contain an "entire 
agreement" clause (re)stating this position. 

/. The entire agreement clause means that all documents that predate the 
contract, become invalid when the contract is signed. 

3. One result is that the background to the contract—often needed by a 
court to interpret the contract—is provided in the form of a whereas- 
recital. 

4. Any important documents (letters, memorandums, and so on) that 
predate the contract are listed in the contract as "contract documents." 
Such documents must be given an order of seniority in case of contra-
dictions. 

5_ Definitions of terms agreed during negotiations are included in a 
definitions section in the contract. 
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Scenario: Louise Gray runs a company in Verbena called Greatcoats 
Ltd. The company makes lightweight waterproof clothing. She is 
visited in her factory . by Abdul Osman. On Abdul's business card he 
is described as the managing director of Esperanza International 
Incorporated, an import-export trading house. After a tough negotia-
tion, Abdul agrees to buy $50,000 worth of Louise's products, 
payment at 30 days against invoice. He says that be will put the 
contract in the mail as soon as he is back in his office. The contract 
duly arrives, signed by Abdul on behalf of Esperanza International & 
Co. Louise delivers the goods and sends the invoice. As anyone 
reading this story can guess, she is not paid and she loses the $50,000 
worth of products. What went wrong? In principle, Louise failed to 
carry out a number of routine checks before signing the contract 

• She failed to confirm the existence Abdul's company. This can 
be done by asking Abdul for the name of his bank, and placing a 
quick telephone call. More formally, the commercial attaché at 
the Verbenan embassy in Esperanza will make a check. Organi-
zations such as Dun and Bradstreet93  will also check and report. 

♦ She failed to notice that Esperanza International Incorporated (on 
Abdul's card) and Esperanza International & Co. are not the 
same company. A change in a company name is of the greatest 
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5. Provisions Concerning the Parties 

THE PROBLEM 

In telephone conversations and informal negotiations the exporter 
learns to understand the personality of the buyer—but that is not 
at all the same thing as establishing the buyer's legal identity. 
What are the risks of doing business with a shadowy counterpart? 

THE PRINCIPLE 

The exporter must know the exact name and address a the 
buyer—otherwise it may be impossible to resolve any payment 
problems that arise. It is also , important that the identity of the 
buyer does not change during the course of contract performance. 

IN MORE DEPTH 

The Identity of the Buyer 

When an exporter and a buyer sign a contract, they usually do so on 
behalf of a company: the signature of the company officer binds the 
company to perform the contract. Let's look at a scenario to explore the 
dangers facing the exporter. 

" Dun and Etradstreet is an organization with branches or subsidiaries in most countries. A glance in the 
telephone directory is enough to locate them in most capital cities. 
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significance: the first company may be large, wealthy and 
recognized by the bank; the other may be small, poor, and on 
the brink of bankruptcy. It is also important to know that parent 
companies are not, in principle, responsible for the debts of their 
subsidiaries. If you find yourself negotiating with a parent 
company but signing a contract with a subsidiary—ask plenty of 
questions In Louise's case, the change in name should have 
triggered searching and serious inquiries. . 

+ She failed to'discover whether Abdul really was the managing 
director and, if so, if he had the right to sign a $50,000 contract 
on behalf of the company. In many countries, a contract that is 
improperly signed is unenforceable. Checking the authenticity 
and authority of a signature can involve consulates, notaries, 
chambers of commerce, and any other available resources. 

Overall, Louise has not done her job properly and she has lost a lot of 
money—perhaps deservedly. 

The Names in the Contract 

On the first page of most contracts is the name of each party. When it first 
appears, the name is normally the full, registered name of the company. 
Often a few words of description follow, for example the location of the 
company's head office. 

Some companies have complex names: for example, The Amaryllis 
Docklands and Harbor Supply Company Ltd. To avoid endlessly repeat-
ing this formula in the contract, a short-form follows the first use of the 
name. The short-form may be a specific name: 

The ,Amaryllis Docklands and Harbor Supply Company Ltd„ 
a : company organized and existing under the laws of the 
Republic of Verbena, having offices in Port Mary, 
Verbena, :hereinafter called "AMARYLLIS 

Or a . generic description: 

The Amaryllis Docklands and Harbor Supply Company Ltd., 
a company organized and existing under the laws of the 
Republic of Verbena, having offices in Port Mary, 
vetbenA, ,  hereinafter called "SELLER" 

'The use of short-forms saves space and reduces the risk of a_mistyping--- 
if a name appears in different forms in a contract, there can be legal 
problems. Many contracts capitalize the short-form throughout the 
contract; this tells readers that a short-form is in use. 

Study the text of your contract to eradicate any confusion about names. 



notices 

liotices Served by one party to the other under the 
contract are valid only iE sent by registered mail and 
signed. 

Such notices are to be sent to the following. addresses: 
Seller: [ADDRESS) 

Buyer: (ADDRESS) 
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EXPORTING AND illE EXPORT CONTRACT  

The official mailing addresses of the parties are not usually given in the 
opening section of a contract but in a separate

, provision called Notices. A 
"notice" is any formal notification required by the contract, for example, 
notification that a government approval has arrived;notification that one 
party wants to terminate the contract, or that a defect needs correction. 
The notices provision usually stipulates how notices must be delivered, 
for:example by registered mail. An exam*: 

In practice, much correspondence today goes by telefax. The notice of a 
warranty claim s  for example, profits greatly from the speed of modern 
communication. However, if the contract stipulates registered mail, it is 
advisable to send a signed copy of the fax by registered mail as a back-up. 

Assignment of Rights and Delegation of Duties
. 

Under a contract, each side has rights and duties. A right has some 
commercial value—so it is possible to sell it„ trade it, or give it away. For 
example, if I have the right to receive from you a cargo of rice or a 
payment of $500, I should be able to transfer (or assign) this right to 
someone else. Most applicable laws allow for such transfer. The transfer 

 (erdelegation) of duties, however, is another matter. Let's say I order a 
birthday cake from Joe's Bakery because . I like the way Joe bakes; if he 
delegates the job to another baker's shop, I would not necessarily like the 
result. Accordingly most applicable laws strictly limit delegation of duties. 

In international practice, both assignment of rights and delegation of 
duties can cause problems. For this reason, many contracts contain a 
clause like this one: 

Assignment Of, Rights, Deidgetion of Duties 

The rights under this Contract may not be assigned nor 
the dUtieS delegated by either party without the prior 
written consent,of the other party. 

With this clause in place, there is no danger that the identity of the buyer 
may change half-way through the contract. 



Dear Sir, 

we have pleasure in informing you that we 	 transferring the 
right to take delivery of the latest consignment of goods to one 
of our subsidiaries, Allpart Michigan. Delivery details will be 
sent to you in the next few days. Further, we are transferring 
the duty to pay the contract price to our subsidiary in Nonamia-
Fudge and Gurgle. If you will send your invoice to them, we are 
confident that you will receive payment from them in due time. 

Yours faithfully 

OUSTER 4; TEE LEGAL FRAMEWORK 
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Be extremely careful to read the text of the assignment clause closely. It is 
not unknown for the buyer to slip in some words that allow him to dele-
gate his duties—including the duty to pay. That could be a disaster for the 
exporter. In principle, try to forbid assignment or delegation without the 
consent of the other party. 

Concept  

Passing The Buck 

Allied Moldings, a Verbenan company, makes plastic trims for automobiles; these are 
exported .lo a dealer in car parts in Esperanza, Allpart, who resells the trims to American 
automobile manufacturers. Allied has completed three contracts with Allpart—all 
involved payment by letter of credit, and all ended successfully. 

Allpart now places a much larger order than before and asks for payment on open 
account—after all, says Allpart, they have done business together for nearly two years. 
Allied agrees. Just before delivery, Allied receives this letter from Allpart: 

I. Assume English law applies and the contract contains no provision on assignment. 
Can Allpart assign to its Allpart Michigan its right to take delivery of the goods? 

q YES 	 q NO 

2. On the same assumptions, can it delegate to Fudge and Gurgle its duty to pay? 
q YES 	 q N0 

3. Assume the contract contains this wording: "No rights or duties under this contract 
can be assigned by one party without the consent of the other party." Must the 
Allied accept the arrangement in Allpart's letter? 

YES 	 q NO 

4. Assume the contract contains this wording: "The Purchaser reserves the right to 
assign its obligations under this contract at discretion." Must Allied accept the 
arrangement in Airport's letter? 

q YES 	 q NO 
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What You Should Know 

1. The official, registered names of the parties should appear at the head of 
the contract. 

2. The hereinafter called wording saves space and prevents legal prob-
lems caused by mistyping names. 

3. Parent companies are not responsible for the debts of their subsidiaries. 
Be careful to not to sign contracts with undercapitalized subsidiaries. 

4. Study the exact form of the name of the buyer's company; make sure 
that the company exists, that the officer signing the contract has the 

-authority to do so; if necessary, check the authenticity of the signature. 
5. -,Unless the contract specifies otherwise, assignment of rights is allowed, 

but delegation of duties is not normally allowed. 
6. In international contracts, try to exclude both assignment of rights and 

delegation of duties without your written consent. 



The contract was signed a year ago—the question now is: does it 
still exist? Has anything happened to end its life prematurely? And 
if it exists in several languages, which version is the real contract? 

THE PROBLEM 
ti  
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6. Provisions Concerning the Status of the Contract--  

THE PRINCIPLE 

Once a contract has come into force, its life normally ends when 
the last duty under the contract is performed. However, many 
things can happen to end the life of the contract prematurely: one 
side my have the right under the contract to end it; one party may 
breach the contract allowing the other to cancel; the parties may 
simply agree to end their contractual relationship; or the whole 
purpose of the contract may simply disappear. 

And the authentic contract language? That the parties decide. 

IN MORE DEPTH 

During negotiations, the two sides try to create a secure, enforceable 
agreement that they can both live with. This security can be threatened by 
a number of problems. First, it is often possible for one side simply to 
end the contract either by a right given under the contract or because of 
breach by the other party. Second, in international practice, a contract 
often exists in two or more languages; each side believes it understands 
the contract—but what happens if there are contradictions between the 
two versions? Whose language prevails? Let's look first at .the life- 
threatening problems of termination and other outcomes. 

The Lifetime of a Contract 

Much specialized terminology describes the many ways in which a 
contract comes to an end. Few non -specialists know these terms; unfortu-
nately there is no general agreement on their meaning, even though 
misuse of the terms can be dangerous. 

In the United States, however, three difficult terms—rescission, cancella-
tion and termination—have clear meanings assigned to them by the Uni 
form Commercial Code. In this book we shall use these terms as the UCC 
uses them. Together with "discharge by performance," these three terms 
reflect the most common ways in which a contract reaches its end. Let's 
look at them one by one. 

Discharge by Performance 

If both parties perform their duties exactly according to the contract, 
the contractual relationship ends—the contract is "discharged"—when 

r - 



A contract ends k Ore with 
DISCHARGE 

THE DISCHARGE OF 

A CONTRACT 

	 ( PERFORMANCE) YES 

Did contract 
allow one side to 

end it? 
YES 

( TERMINATION FOR 

DEFAULT 

Was a 
default by one side 

necessary? 

NO 

TERMINATION FOR 

CONVENIENCE 

NO 

CANCELLATION 

Na 

RESCISSION 
YES 

Did one 
side breach the 

contract? 
YES 	  
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the last duty (usually the exporter's liability for defects) is fully 
performed. Lawyers then say that the contract has been discharged by performance. This is by far the most common way for a contract to end its life. 
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Termination 

"'Termination' occurs when either party pursuant to a power created 
by agreement or law puts an end to the contract otherwise than for its 
breach."94  Thus runs America's Uniform Commercial Code. If the 
two sides agree in the contract that one of them may, under certain 
circumstances, end the contract, then this is a right to terminate. In 
practice, there are two kinds of termination: termination for 
convenience and terminadon for default. 

Termination for convenience occurs when one party_ (usualLy_the_. 
buyer) simply decides to drop the contract. No reason is required. 
This is unusual in a standard export contract, but it is common in 
time-frame contracts. (A time-frame contract is one which allows the 
buyer to order items at his discretion over a long period of time—two 
years perhaps.) If you are selling to a government or large 
procurement company, you will often find clauses like this: 

Termination for Convenience of the Buyer 

The-delivery of Goods under this contract may be 
terminated by the Buyer in accondance with this 
clause in whole, or in part, whenever the Buyer 
shall determine that such termination is in his best 
interest. Any such termination shall be effected by 
delivery to the. Seller of a Notice of Termination 
specifying the extent to which supply of Goods under 
the contract is terminated, and the date upon which 
such termination becomes effective. 

Such a provision usually goes on to regulate any outstanding 
deliveries and payments; obviously the buyer must pay for all work 
performed or partly performed. 

Termination for default occurs when the contract names certain de-
faults which allow one side (usually the buyer) to terminate. Contracts 
within an Anglo-American framework tend to stipulate that on 
termination (for whatever reason), the "party terminated" has the right 
to be paid for all supplies or services correctly delivered. Contracts 
within the Continental framework tend to omit this provision, relying 
on the applicable law to resolve the issue. To avoid any uncertainty, 
termination clauses should include such wording as: 

In the-.event of termination for whatever reason, the 
Seller shall be entitled to receive full payment for 
all goods and services delivered by the Seller at 
the date of termination. 

94  UCC 12-106 (3). 
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An example, then, from an American time-frame contract: 

Termination for Default 

The.BOyer may by written notice of default to the 
SelJer,. terminate the;Whole or any part of this 
Contract-  in any one of the following circumstances; 

(i) If the Seller fails to make delivery of the 
Goods within the time specified herein; 

(ii) If the Seller fails to perform any of the 
other provisions of this contract, or so fails 
to make progress as to endanger performance of 
this contract in accordance with its terms, 
and in either of these two circumstances does 
not cure such failure within a period of 10 
days. 

Cancellation 

When one party breaches a contract, the other has the right to demand 
cancellation of the contract. "'Cancellation' occurs when either party 
puts an end to the contract for breach."95  Note the difference between 
termination and cancellation. The contract is terminated under a 
provision of the contract; a contract is cancelled when one side has 
breached and theother simply refuses to proceed. 

<- 
Does every breach allow cancellation by the other party? Clearly not. 
The law does everything it can to enforce contracts—cancellation on 
trivial grounds makes no legal sense. Accordingly, most laws see a 
breach as either fundamental or not fundamental. A fundamental 
breach goes "to the heart of the contract" and allows the other side to 
say :. "Enough. The contract is over.." How can you decide what is 
and what is not "fundamental breach"? Some cases are easy to decide, 
but there is a large gray area—under every well-established law, the 
courts are frequently asked to make decisions on hard cases-. 

When a contract is cancelled, a payment problem arises: should the 
party in breach receive compensation for duties performed so far? 
Courts worldwide find it difficult to establish a principle on this, and 
judgment is usually on a case-by-Case basis. Naturally the party in 
breach has a weak case; even so, there is some chance of recovering 
what has genuinely been earned.96  

Rescission 

Termination and cancellatiOn are both one-sided procedures. When the 
two panics agree to end a contract, the -generally used term is 
rescission. Let's say, for example, that a supplier of electric cable has 

95  ucc 12-106 (4). 
96  This is what lawyers call quantum mcruit —"so much he has earmxl." 



Prdoriiek 
This agreement is written in English and in Swahili.. In 
the event' of a discrepancy, the English-language 
version shall preVail. 

Language 

Language 

This agreement is made in both Swahili and.-English. The- 
Swahili and.Engiish versions have equal legal status'. 

erwrga4: DIELEda.FicwavoRK 	 185 

difficulty supplying the quality his customer requires, and, the 
customer has meanwhile found a cheaper supplier elsewhere. Both 
sides now have an interest in dissolving the' contract..  In legal theory, 
they enter a new contract _to annul the old contract (The mutual 
surrender of rights is seen as pmviding the necessary consideration.) 
Unfortunately the term rescission is used in other contexts than a 
mutual agreement to end a contract; international contract drafting 
would benefit if it were not. 

Impossibility and Frustration 

Occasionally a contract is discharged because it is impossible or totally . pointless to continue with tt. The classic cases are a contract to rent a 
music hall which burns down—no music hall, no contract—and a 
contract to rent seats along the route of a procession Which is 
cancelled—once again, no procession, no contract. Most legal 
systems recognize that sometimes a contract has lost its point and give 
one of the parties the right to end it. But the courts are reluctant-to  
allow this.—contracts are signed to be kept, not to be broken. 97  The 
exporter is wise to assume that performance will be required. 

The Language of the Contract 

Whenever versions of a single document exist in two languages, there are 
conflicts: no translation is ever perfect. Ideally, the parties should agree 
on a contract language, making it clear thdt translations do not have the 
same authority as the original, version in the contract-language. The 
wording below, for _example, makes the authority of the English-language 
version clear. 

What happens, though, if the parties cannot agree? There are two roads: 
(a) the parties say nothing at all—in a dispute, the judge decides which 
version to trust; (b) the parties make two (or more) versions equally 
authoritative; again, the judge decides' which version to favor. An 
example: 

97  The music hail case (Taylor v. Caldwell (1860) 3 17&S S26) is the first instance of so•Called impossibility. The contagion of the coronation of King Edward VII of England gave rise to the first case of so-Callcdfrastratioft (Krell v. Ilenry (1903) 2 K.13. 740). 
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Another point: a provision on the language of the contract documents, of 
correspondence, and of documentation to be delivered under the contract 
is of usiful. This- provision is often quite detailed, for example: 

This contract and the contract documents are written in 
English. Any translation into another language is for 
information only and-has no legal status. 

Correspondence between the parties shall be conducted 
exclusivelir in English. 

The language of all designs," drawings, plans, specifi-
cations, and all other documentation provided by the 
Seller under this Contract shall be English; however, 
the training materials and the maintenance manuals 
specified in Article II shall be supplied in both an 
.English-language ..version and an Arabic version. In the 
event of a discrepancy between the two versions, the 
English-language version shall prevail. 
• 

A final related point: measurements. Most of the world uses the metric 
system exclusively, but some countries, notably the United States, use 
metric and other systems side by side. To avoid problems many contracts 
specify which measurement system (normally metric) applies. Of the 
greatest importance in this 'connection are trade usages. Oil is sold in 
barrels, not in liters; pharmaceuticals are generally sold not in kilograms 
but in units wholly obscu& to the layman, the BOU, for example. When-
ever a contract departs from these trade norms, the two sides should take 
great care to ensure that they are "talking the same language." Expensive 
disputes frequently arise from the use of deviant units of measurerneni 

ftview fl 
Tongue Twister 

Read this status-of-the-contract provision and assume the contract says nothing else 
about language. 

Copies of the Contract 

copies of this contract, one in English and one. in Swahili, 
have been, signed by both parties. Each party retains one copy in 
each language.  

• . 

Coneept 

1. What are-the dangers of a clause like this? 

2. Why do you think the two sides accepted it? 
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Concept 2tGyd@wq Do 

Fundamentals 

It is seldom easy to decide if a. failure to perform by the other side constitutes a 
"fundamental breach : 1  Remembering that difficult cases often finish up in the courts 
because the lawyers for the two sides cannot agree, look at each of these situations and 
make your "best guess." 

1. Delivery is two weeks late.-The exporter is required under the contract to pay liqui-
dated damages -of as% of the contract price per week up to a maximum of 5%. 

q FUNDAMENTAL 	 q NOT FUNDAMENTAL 	 q NO BREACH 

2. Same situation, except that delivery is sixty weeks late. 

0 FUNDAMENTAL 	 q NOT FUNDAMENTAL 	 Cl NO BREACH  

3. A machine that is of the greatest importance to the buyer's operations breaks down 
one week after delivery. There is a six-month defects liability provision in the 
contract. 

q FUNDAMENTAL 	 q NOT FUNDAMENTAL 	 q NO BREACH 

4. The buyer agrees to open a letter of credit, but, three months after the ageed date, 
the letter of credit has still not been opened. 

q FUNDAMENTAL 	 0 NOT FUNDAMENTAL 	 q NO BRE.ACH____ 

5. The buyer agrees to open a confirmed letter of credit with the First World Bank of 
Sheboygan. When the confirmed letter of credit arrives, it is issued by the Moon 
Bank of Verbena. 

q FUNDAMENTAL 	 121 NOT FUNDAMENTAL 	 q NO BREACH 
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What You Should Know 

1. If both parties perform their duties correctly, a contract is discharged by 
performance. 

2. The terms rescission, termination , and cancellation are used confus- 
ingly and inconsistently. The UCC makes clear and workable 
distinctions. Rescission occurs when the Parties' agree to end a 
contract; termination occurs when the contract specifically allows one 
party to end it under given circumstances, cancellation occurs when 
one party ends the contract because of breach by the other. 

3. Termination may be either for convenience or for default. In the event 
of termination, the exporter must be careful to secure the right to be 
paid for all . work performed to date. 

4. Frustration and impossibility occasionally discharge a contract when 
one side faces an excessive burden in complying with the contract 
MIMS. - 

-57F6iriliesiae of clarity when a contract is translated, the parties usually 
agree on a definitive contract language. 

6. The contract may also regulate the language of the contract documents, 
correspondence, documentation, training materials, and so on. Some-
times a mix of languages is necessary. 

7. Well written specifications usually state what system of measurement 
(metric or non-metric) applies. 
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7. Settlement of Disputes 

THE PROBLEM 

Many disputes are unnecessarily bitter because the parties did not 
specify a clear and detailed procedure for settling their problems. 
What procedures are available? What works best in the interna-
tional context? 

THE PRINCIPLE 

Most negotiators prefer to take disputes to arbitration before a 
specialist court rather than litigation before a local judge. To avoid 
lengthy and expensive proceedings, a well drafted contract speci-
fies an acceptable arbitration procedure. 

IN MORE DEPTH 

Signing a contract is like a wedding in that few of the people involved 
foresee the arguments, the disputes—even the quarrels—that generally lie 
ahead. Unlike marriage partners, however, the parties to a contract regu-
late in advance, either expressly or implicitly, a mechanism for settling 
their disputes. If the contract says nothing explicit, then the applicable law 
provides the answer litigation before a judge. 

Litigation 

Of the three options available for settling disputes, litigation before the 
courts is internationally the least attractive: iris public, it is expensive, it is 
time-consuming, and the results are often legalistic rather than business-
like. For the exporter and the buyer, litigation in a civil court creates 
special problems: if it sometimes appears;difficult to get justice in one's 
own country—in a foreign country it may seem impossible. Yet one side 
must inevitably appear in a foreign court. Since most people are reluctant 
to accept this serious disadvantage, what are the other choices? 

Many contracts foresee a two-step process for dispute resolution: 

Amicable Settlement; 
+ Arbitration. 

The first step—amicable settlement—is not essential, but it is worth 
considering in any export negotiation. 

Amicable Settlement and Conciliation 

The very word "dispute" suggests an angry confrontation between two 
sides each of which believes it is in the right—an unhealthy business 
situation. An amicable settlement clause calls for the friendly settlement of 
disagreements before they turn into disputes. A typical wording: 
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Resolution of Disputes 

The Buyer and the Seller shall make every effort to 
resolve amicably by direct, informal negotiation any 
disagreement or dispute Arising between them under or 
in connection with the Contract. 

Recently, some drafters have begun to specify a procedure for putting this 
sensible idea into operation. For example: 

Procedure for amicable settlement shall be as follows: 

a. The parties shall agree a date and place for an 
amicable settlement meeting; 

b. Attending the meeting shall be one executive 
representing each party and one lawyer represent-
ing each party; 

c. The lawyers shall not be allowed to speak at the 
meeting; 

d. The meeting shall take place in three sessions. In 
the first.  ession, each party shall state its 
position on the subject of the disagreement. In 
the second session the parties shall suggest ways 
of resolving the disagreement. In the third 
session the parties shall attempt finally to 
resolve the disagreement. 

In the event that the parties fail to resolve their 
disagreement amicably, they shall proceed to arbitra-
tion on the terms specified herebelow. 

Such detailed clauses are unusual, but they are not without value: at least 
if the two sides follow the procedure they will have focused their attention 
fully on the problem and have some understanding of the other-side's 
viewpoint. But, of course, amicable settlement does not always produce 
an answer satisfactory to both sides, especially in difficult cases. 

An alternative non-binding procedure involves using an outsider, a concil-
iator trusted by both sides. The conciliator's task is to suggest a fair 
solution. But only to suggest it—the conciliator has no power to enforce 
his solution or to bind the parties in any Way." 

Arbitration 

If the two sides cannot reach agreement between themselves, the resolu-
tion of their dispute requires a forum. As we have said, this is a court of 

98  Conciliation services arc offered by institutions such as the International Chamber of Commerce. More 
common in practice. however, is ad hoc conciliation—the use of a conciliator known to and trusted by 
both parties, 
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law unless the parties specify otherwise. In practice, most contract do 
specify otherwise, calling for arbitration.99  

Arbitration has a long history. It began with courts set up by medieval 
trade guilds to settle disputes among guild members. Such members-only 
courts kept things private and cheap; further the jud,,es were senior practi-
tioners of the craft who understood the business perfectly. 

A number of international bodies offer arbitration services today. The 
International .Chamber of Commerce (ICC) in Paris is the most 
prestigious. Alternatively, the United Nations has established a Regional 
Arbitration Center in every region of the world. 100  Such organizations 
preserve two aspects of the old guild system: privacy and the business 
experience of the arbitrators. The other advantages of arbitration are: 

+ Its tendency to be quicker than litigation (at least there is no 
lengthy appeals procedure); 

+ The foreseeability of the costs. 

On the other hand, costs are extremely high, and many costs—executive 
time invested in preparing the case, for example—can never be recovered. 
Evert so, most contracts contain a clause specifying arbitration: compared 
with litigation it is generally seen as the lesser of two evils. 

Below is the clause recommended by the ICC if the parties want to use 
ICC arbitration, the most common international choice: 

Settlement of DlspUtes• 

All disputes arising in connection with the present 
contract shall be finally settled under the Rules of 
Conciliation and Arbitration of the International 
Chamber of Commerce by one or more arbitrators 
appointed in accordance with the said Rules. 

This clause twice mentions the Rules promulgated by the ICC.I° 1  These 
rules are contained in 26 short articles and deal with the appointment of 
arbitrators, the request for arbitration, the procedural rules of the court, 
and so on. It is important to distinguish these procedural rules from the 
applicable law. The court of arbitration applies whatever national law the 
parties stipulate in the contract. 

In drafting an arbitration clause, four practical questions must be resolved: 

" In some jurisdictions, including a number in South America and in. Arab countries, an agreement to 
submit disputes to arbitration is unenforceable if it is made before the dispute arises. 

100  Many arbitration services are offered around the world. Consult a lawyer if you are uncertain which is the 
right kind of arbitration for your contract. Remember always that arbitration is an expensive service 
which is better avoided if this is at all possible. 

101  See List of World Cited for details. 
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+ Now many arbitrators sit in the court? 
+ Where does the court sit? 
• What is the language of the court? 
♦ Who pays court costs? 

If the contract is silent, the court makes the necessary decisions. If the 
parties wish to control these matters, then the contract might specify: 

The number of arbitrators shall be three. The place of 
settlement of disputes shall be Verbena City. The 
language used by the court in the settlement of 
disputes shall be English. in the event of arbitration, 
each party shall bear its own costs. 

The parties may freely decide these matters; for example they can specify 
a court of five arbitrators (instead of the normal three), meeting in Panama 
City, using the French language, and requiring the court to allocate the 
court costs as it sees fit. 102  

The arbitrators decide,  the case and make award. The question is then: 
Is this award final and enforceable? Article 24 of the ICC Rules says: 
"The arbitral award shall be final." For safety's sake, however, many 
contracts include a provision such as this: 1 °3  

Both parties agree to accept the decision of the court 
of arbitration as final and binding on them both, to 
the exclusion of all. other remedies. 

The Enforcement of Awards 

Let's say a court of arbitration requires me (in Verbena) to pay you (in 
Esperanza) $1 million. What happens if I refuse? Does the court of 
arbitration have the power to enforce its judgment and make me comply? 
In a direct sense, no In practice, however, an arbitral award can normally 
be enforced through the civil courts. Thus you could come to Verbena 
with the text of the award, and the high court in Verbena would order me 
to pay you, and it would punish me if I did not. Civil courts take these 
steps because most trading countries have accepted the major international 
convention on the enforcement of awards—the so-called New York 
Convention. 104  Others have bilateral arrangements or have signed other 
accords. But a word of caution is in order here: having a right to enforce-
ment and achieving enforcement are two different things. If the buyer 

102  Details of the arbitration clause should be thought out carefully. On the grounds of cost, one arbitrator is 
sometimes preferred to three; the place of arbitration has a major effect on the procedural rules followed 
by the arbitrators—and some procedural rules, for example those in England, encroach on what other 
jurisdictions consider to . be matters of substantive law; the choice of language may involve high costs 
for translation; the allocation of costs is iMportant when these may run into millions in a big case. 

1g3  There are some limitations on the validity of such clauses. Under English law, for example, such a clause 
in a contract might not in every case prevent an appeal to the national courts on a matter, of law. How-
ever, recant decisions (in particular in The Noma 1982] AC 724) have made appeals extremely difficult. 

104  This is the Convention on the Recognition and Enforcement of Foreign Arbitral Awards, 1958, 
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comes from a country which has a poor reputation for enforcing 
awards—or if the country is not a signatory to the Convention—then the 
exporter should be especially careful to ensure that payment is secure, 
preferably with an at-sight, confirmed letter of credit. Money in hand is 
always preferable to a right to be paid money in a far-off country. 

In Conclusion 

Overall, the main concern of the two sides should be dispute avoidahce, 
rather than dispute management. Formal dispute resolution is expensive 
and damaging to business relationships—even i hou win. 

Conc   GI;dcpwq  - pt   

Beyond Dispute 

Blue King Beer is a brewery in Verbena that exports about 40% of it production. Blue 
King is negotiating with a hotel chain in Esperanza to supply a range of "fancy" beers 
suited to the taste of tourists. The minimum contract price over a period of three years is 
agreed as $400,000—about 5% of Blue King's turnover. During negotiations the 
subject of a settlement of disputes clause comes up. How would you advise the two 
sides when they ask you the following questions? In each case give your reasons in the 
space provided. 

1. Is it reasonable to omit a settlement of disputes clause completely? 

YES q N 0 	  

2. If no, should we specify arbitration? Or litigation? 

0qARBITRATION q LITIGATION 	  

3. Should we add an amicable settlement provision? 

q YES O N 	  

4. If yes, should this provision contain a detailed procedure for amicable settlement? 

1:3 YES 	 q N 0 	  

5. If a contract specifies arbitration, where is the best place for the tribunal to meet? 

q UNSPECIFIED 	 0 BUYER'S COUNTRY 	 q NEUTRAL COUNTRY 
C) EXPORTER'S COUNTRY Ci COUNTRY OF THE DEFENDANT 

6. Should we state that both sides accept any arbitral award as "final and binding"? 

q YES q NO 
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What You Should Know 

I. Many contracts require the parties to try to settle disputes amicably 
before taking legal steps. This is probably a good idea. A procedure for 
amicable settlement can also be included. 

2. If the contract does not specify that disputes go to arbitration, then, 
under the applicable law, they go to litigation in the national courts. 

3. Many companies prefer arbitration because it is somewhat quicker than 
litigation, costs are predictable, the court is neutral, and the decision is 
business-oriented rather than law-oriented. 

4. A well drafted arbitration clause specifies the rules of arbitration to be 
used, the place and the language of arbitration, the number of arbitra-
tors, and commits both parties to accepting the arbitral decision. 
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Chapter 5 

The Export Contract 

1. Making the Contract Safe 

THE PROBLEM 

Once all the Commercial and legal decisions have been made and 
put into contract form, the exporter may still be at risk. How can 
the last contractual risks be eliminated? 

THE PRINCIPLE 

The contract must be systematically examined for weaknesses 
before it is signed. This is a four-step process that examines the 
contract ceilings, special risks that come from the particular 
circumstances of the contract, risks that come from outside the 
contract, and risks that might be hidden-in the applicable law. 

IN MORE DEPTH 

Let's think of the contract as an old-fashioned castle. How can the 
exporter make the castle safe? Obviously by looking for weaknesses and 
by finding ways to strengthen the castle at those points. As we shall see, a 
tour of inspection will uncover four kinds of weak spot. If we look for 
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each kind of weak spot in turn and then find a way of limiting the danger 
every time a weakness appears, we will have a tidy four-step approach to 
making our contracts safe. 

196 

STEP 4 

SIGNPOSTS 

How can the 
exporter limit 
the effect of 
third-party 

actions? 

STEP 3 
IRON 

CURTAIN 

How can the 
exporter limit 
the effect of 

the 
applicable 

law? 

STEP 2 

ROAD-
BLOCK 

What 
special risks 

should be 
limited? 

STEP 1 
CEILING 

Are any 
liabities 

unlimited? 

Step 1: The Ceiling 

In examining Contract Castle for weaknesses, the exporter will certainly 
notice several places where he has agreed to make payments: if he is late, 
for example; if a machine fails to reach promised specifications; if he is 
late in curing a defect; or whatever. Each of these liabilities must be 
capped in some way: a ceiling figure must be set. For example: 

For each week of delay, the Seller shall pay 3% of the 
contract price up to a maximum of 10% of the contract 
price. 

This wording puts a money ceiling on the exporter's liability. Without this 
ceiling, the exporter is liable to pay unlimited sums if delivery is late—a 
serious risk. Similarly the exporter often tries to limit his total liability 
under the contract: . 

Total Liability 

The Seller's total liability for all claims for damages 
made againit him by the Buyer under this Contract or 
otherwise shall not exceed 10% of the Contract price. 

This kind of limitation is appropriate in time-frame contracts in which the 
exporter agrees to deliver goods in as yet unknown-  quantities over a 
period of years. It would also be valuable in a contract that contained 
more than one clause requiring payment of liquidated damages. 

In both these examples, the sum payable is fixed as a percentage of the 
contract price; this is normal. Sometimes a cash ceiling is set (for exam- 
ple, "$50,000"); sometimes the calculation is more complicated (for 
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example "$10 for every meter of cable delivered"). The parties agree 
whatever is appropriate to their situation. 

Ceilings are often set for a particular time; in this case guillotine is perhaps 
a better word. The "fiction" of delivery in accordance with the contract is 
a time-ceiling favored by many exporters: 

Notification of Defects 

If within twenty-one days of receipt of any consignment 
from the Seller, the Buyer does not notify the Seller 
that the consignment is defective and submit samples as 
evidence of defect, then the consignment shall be 
deemed to comply in all respeCts with the specifica-
tions and the Buyer shall forego all right to reject 
the consignment. 

Sometimes the defects liability provision also contains a guillotine—after 
the end of the defects liability period, the buyer can raise no claims of any 
kind against the exporter. 

Defects Liability Period 

The Seller shall be liable for defects which come to 
light during a period of six months from the date of 
delivery of the goods. After the end of this period, 
the Buyer shall have no right to raise claims of any 
kind against the Seller for any defect in any Goods of 
the Seller's supply. 

A full examination of the contract discovers where the exporter has unlim-
ited time or money liabilities; a ceiling clause makes the situation safe. 

Step 2: The Roadblock 

In inspecting Contract Castle, the exporter will look carefully at all the 
roads down which danger might approach. Some of these will be 
familiar, well-trodden roads; others will be obscure, unexpected ways 
into the castle. In each case, the exporter sets up a roadblock to anticipate 
trouble. 

The most familiar roadblocks in export contracts are set up to cover force 
majeure and the exporter's liability for consequential loss or damage 
incurred by the buyer. The roadblock clauses are both familiar from 
earlier chapters. The force majeure clause begins: 

Force Majeure 

If either party is prevented from, or delayed in, per-
forming any duty under this Contract by an event beyond 
his reasonable control, then this event shall be deemed 
force majeure, and this party shall not be considered 
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in default and no remedy, be- it under this Contract or 
otherwise, shall be available to the other party. 

Since  the only duty of the buyer is normally payment, and since payment 
is normally by letter of credit, the force mateure roadblock, in essence, 
protects the interests of the exporter. No less important to the exporter is 
the consequential loss roadblock:105  

The duty to repair and replace or otherwise to make 
good defects is the only duty of the Seller in the 

event of the delivery of defective goods. In particular 
the Buyer shall not be entitled to compensation from 

the Seller for any indirect loss or damage arising from 

or in connection with delivery of defective goods. 

Each individual contract encounters different risks arising perhaps from: 

♦ The nature of the product; 
+ The means of transport; 
4 The market situation; 
• The economic or political situation in the exporter's or the buyer's 

country. 

Let's look at some examples. 

The Nature of the Product 
Some products, flowers for example, are highly perishable. The con-
tract should state who is responsible for keeping perishables at the 
correct temperature. Computer equipment is sensitive and difficult to 
repair: the exporter may wish to stipulate that any attempt at unautho-
rized repair voids the warranty. A third example: with books and 
newspapers, there is a risk that a consignment will be refused entry by 
the customs authorities in the buyer's country. Must the buyer still 
pay for the goods if this happens? The clever exporter foresees such 
risks and regulates the necessary procedures in the contract. 

The Means of Transport 

Usually, transportation is easily arranged. Occasionally, however, 
problems occur. For example, overland routes are sometimes closed 
to foreign carriers. If permission to use a route is required, the con-
tract must regulate who is to obtain this permission, who is to pay for 
it, and what happens if the permission is refused. Insurance is another 
problem, especially with CIF or CI? contracts. The two sides often 
specify exactly what kind of insurance cover is to be provided. 

105  It is worth repetning that such exclusion of liability clauses arc not enforceable in sortie jurisdictions. In 
such cases, the exporter must protect himself with a higher price. or with insurance. 
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The Market Situation 

Sometimes the exporter knows from experience that his supply of raw 
material can dry up unexpectedly. If this could cause late delivery, he 
should draft a clause excusing delay because of non-availability of 
raw materials. Alternatively he might add appropriate wording to the 
force majeure clause. Another example: an exporter is negotiating a 
three-year supply contract; he knows that profitable new markets may 
soon open up where he could sell his goods at much higher prices. A 
"termination for convenience. of the seller" clause solves this 
problem-74, of coin-se, the buyer accepts it. 

The Economic or Political Situation 
Few parts of the world are blessed with economic stability: in times of 
extreme currency fluctuations, for example, it may be impossible to 
fix a reasonable price for a delivery to take place in three months 
time—nobody knows what the goods will cost to make or will be 
worth on the open market. A price escalation/indexing clause may be 
the answer. Political events that could influence performance of a 
contract mostly fall under the force rnajeure clause: the wording-of-this  
clause should be closely studied and should specify any situations the 
exporter sees as particularly threatening: withdrawal of an export 
permit, perhaps, or unusually slow processing by customs 
authorities: 

Whatever the specifics of the situation, the contract should reflect a 
thoughtful appraisal of risk and contain wording that reduces the risk to 
an acceptable level. 

Step 3: The Iron Curtain 

We have often stated that the total agreement between the two sides is 
their written contract plus the relevant provisions of the applicable law. It 
has also become clear that the applicable law—especially if it is the law of 
other side—can contain unwelcome surprises: rights of the buyer against 
the exporter, duties of the exporter that involve unexpected cost. The 
situation can be clarified to some extent by the inclusion of an "iron 
curtain" clause. The iron curtain clause, perhaps, is like a ring-wall, join-
ing all the defensive outposts and roadblocks around Contract Castle. No 
approach is allowed unless it is through an accepted and understood 
doorway. In contract language: 

Comprehensivenes a 

The rights and duties provided for in this. Contract 
are the-:only. rights And duties existing between the 
parties,,and - all further rights and duties,• be they 
under this contract or otherwise, are hereby 
expretsly excluded. 



Taxation 

All income taxes, value added.  .taxes, customs duties, 
excise chargei, stamp duties or.other fees levied by 
any government, governmental agency or similar 
authority shall be borne exclusively by the party 
against whom they are levied. 
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In effect such a clause says: "Unless we expressly included this right or 
duty in the contract, it does not exist." This clause does not drain all the 
water out of the tank and leave the contract fish high and dry----no contract 
clause can do that—but it restricts the effect of unknown provisions of an 
unknown legal system. 

Step- 4: Changing the Roadsigns 

It is sometimes said that business is like war, if so, it usually begins as a 
war between two sides. But in every war, third parties become involved 
whenever they see an advantage. There are two likely sources of third- 
party interference in the exporter's contract affairs: the tax office is one, 
and the other are outsiders who sustain some loss or injury from goods 
supplied under the contract. Let's look at the two situations and see how 
	 "changing the roadsigns" can help the exporter. 

Taxation 

It is an old joke that only. two things are certain in life: death and taxa-
tion.. In his own country, the exporter must pay any taxes levied by 
his government—that is obvious. However, the exporter may find— 
especially under DDP contracts. where part of the work is done and 
part of the profit is earned: in the buyer's countrythat the buyer's 
government also wishes to collect taxes from hint. Naturally, he can-
not refuse to pay—but he can at least "change the roadsign." Just as in 
defending the castle, he might misdirect an invader by altering the 
fingerposts, he can redirect the tax office to the buyer's address. How 
is this done?. The standard clause on taxation reads: 

To this the exporter tries to add a so-called indenutification: 

However, in the event that the government of the 
Buyer's country levies income taxes or value added 
taxes against the Seller, then the Buyer shall com-
pensate and hold harmless the Seller against such 
levies. 

It is naturally an open question whether the buyer accept this wording. 

Third Party Liability 

One particularly dangerous issue for the exporter of consumer goods 
is produci liability: In the United States and the European Union, for 
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example;, anyone injured by a product can claim damages against any 
link in the production and marketing chain, from the retailer who sold 
the item right back to the manufacturer in a foreign country. It is 
impossible under contract to limit the rights of third parties against 
either the exporter or the buyer. The only tactic that can reduce such 
risks for the exporter is to arrange for someone else to pay any award 
of damages. This can be either an insurance company through product 
liability insurance, or the buyer through an indemnification: 

Third Party Liability 

The Buyer shall compenSate and hold harmleSs the 
Seller from any award of damages, reasonable costs, 
expenses or legal fees, in the event of any action 
or lawsuit by a third party resulting from any 
injury, loss or damage to the third party caused by 
a defect in the goods delivered under this contract. 

In the event of any such lawsuit, the Seller shall 
immediately notify the Buyer and shall cooperate 

with the Buyer in taking any necessary legal action, 

Again the buyer is unlikely to accept such a clause readily. However, 
if the buyer has product liability insurance—as is the case with many 
importers in developed countries—negotiating an indemnity clause is 
always possible, though the exporter must be ready to adjust his 
price. 

Enforcing Limitation of Liability Clauses 

Once the exporter has thoroughly examined the castle and found ways to 
make everything safe, one question remains: are these limitations of liabil-
ity enforceable? The answer is not entirely clear. In principle, courts in 
every country will enforce limitation of liability clauses based on all these 
four tactics. In most systems, however, courts look with suspicion at all 
exclusion, of liability clauses—the purpose of such clauses is to 
undermine the contract, while the purpose of the law is to see that the 
contract is enforced. What are the limits on the limits? Essentially, you 
cannot exclude your liability for your own fundamental breach of 
contract, for your own fraud, or for your own breach of trust. 

Another point: the law will not support trickery. If a limitation of liability 
clause is clear to see and to understand, courts generally enforce it. If it is 
ambiguous or hidden in any,way (perhaps in a training manual listed as a 
contract document), then, courts often refuse enforcement. The best recipe 
for a successful contract is plain and straightforward dealing. 

In Concl usion 

The exporter tries to limit (or exclude) liability wherever possible. The 
table below shows the areas where the exporter is most at risk and actions 
he will try to take to reduce his liability to a foreseeable figure. 
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DELIVERY 

. 

DEFECTS 

LIA13ILITy 
TOTAL 

LIABILITY OTHER TERMINATION 

Define what 
counts as delay 
and what does 
not 

Define what 
counts as a 
defect and 
what does not 

. 
H possible, pasS 
the buck with an 
indemnification 
clause 

Search for other 
danger areas 	 ' 

Limit termination 
for default to 
closely defined 
situations 

Define excus- 
able delay, 
espedally force 
majeure 

Limit duties to 
repairing or 
replacing 	 . 
goods with 
latent defects 

Try to limit your 
total liability 10 
your insurance 
coverage 

Define the 
danger and  
write a clause 
that limits or 
excludes liability 

Ensure that you 
will be paid for 
work performed 
up to the date of 
termination 

Try to get a- 
grace period 

Exclude liability 
for conse- 
quential loss or 
damage 

Try to exclude 
payment of 
damages if 
termination is 
allowed 

*Try to exclude other 
damages arepaid 

remedies if 

. — 

SET A CEILING 

ADD AN IRON . CURTAIN 
`All rights and duties not expressly included are excluded" 

What You ShoUld Know 

I. The diStributioa of risk between the parties is, in general, disposive. 
They can agree (almost] any limitations of liability that suit. them. 

2. There are four basic techniques for limiting liability: setting a ceiling, 
disallowing a certain type of claim, disallowing any claim not expressly 
accepta4 agreeing an indemnification. 
Limitation clauses are not enforced .  if:they try to limit liability for 
fundamental breach of contract, fraud, or breach of trust. 

4. Limitations, especially if they are unusual in.any way, must be promi-
nently displayed, ,not hidden or disguised. 

5. In general, the courts look suspiciously at limitations of liability. If there 
is any- doubt about the language or the content, the limitation is not 
enforced. 
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2. Using a Model Contract 

THE PROBLEM 

Asking a lawyer to draft a complete contract for each export deal 
does not always make economic sense: the time and money 
invested are out of proportion to the value of the contract. in such 
cases, the exporter is tempted to proceed without any kind of con-
tract. This is dangerous. 

THE PRINCIPLE 

A model contract is a half-way house between the dangerous 
- practice of trading without a contract and the expensive practice 

of asking a lawyer to tailor a contract for each deal. No model 
contract can regulate every problem, but most important issues 
can be addressed and reasonable alternatives suggested. 

IN MORE DEPTH 

The diamond merchants of Antwerp do business—often worth millions— 
on the basis of a handshake. Traditional trading partners need little more 
than a set of general conditions of sale and a telefax to set a deal in 
motion. But—as we have often seen in earlier chapters— international 
trade between companies on different continents with different cultures 
and different concepts of law cannot risk such informal procedures. For 
an agreement to be clear, workable and enforceable, it must normally be 
reduced to a written, signed contract. 

Unfortunately, asking a lawyer to draft a contract for each new asueement 
is costly and time-consuming; many companies simply don't bother. This 
is where a "model contract" is helpful. Unfortunately, however, using a 
model contract is not as easy as it sounds. Many model contracts are too 
general: with over 150 nations in the world, each with its own law—no 
model contract can cover them all. Other models are too specialized: a 
model contract designed for use in England offers little guidance to an 
Ethiopian exporter trying to sell a machine to Vietnam. In any—eTffe-,Th --------- 

 model contract is a starting point for negotiation; in every ease a model 
contract requires adaptation before it meets the needs of the two sides. 

This model contract has been written with the small and medium-sized 
company in the.  developing world in mind. It is based on research 
conducted by the author on the needs of the business communities in 
South-East Asia and the PTA region of Africa." )6  It covers primarily the 
export of manufactured goods; contracts for the export of raw materials 
follow a slightly different pattern. Some contracts are "mixed" contracts 

l th5  In its original form, this model contract was written by the author for the DIRT (Deutsche Industrie and 
Handelstag) for distribution in the ASEAN region. It is given here in a modified version. PRODEC 
wishes to thank the DIRT for their pert-ras,ion to oce this  v.: pri m, of t he  text in t hi s  book. 
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While every care has been taken to ensure that the text of the model 
contract is fair, workable and enforceable, neither the author nor the 
publisher can accept any responsibility for the results of its use in any 
individual case. The exporter uses this, or any other, model contract 
entirely at his own risk, If there is any doubt about the validity or 
enforceability of any clause as given here or as rewritten by the parties, 
then the parties should seek, together or separately, appropriate legal 
advice. 

• 
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involving not only the sale of goods, but also services, construction, 
installation, maintenance, technical assistance, the transfer of intellectual 
property and so on. The exporter can either expand the model contract to 
cover the additional elements, or write separate contracts, one for the sale 
of goods, and the other(s) for the additional element(s). 

Most of the concepts, and some of the clauses used in the model contract, 
have been presented in earlier chapters. Each clause is accompanied by a 
brief comment, and a reference to the foregoing text. The structure of the 
contract is as follows: 
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Contract for the mare of (1.5ootn‘ 

between 

<NAME OF SELLER> 

hereinafter called "the SELLER" 

and 

<NAME OF BUYER> 

hereinafter called "the BUYER" 

Preamta e 

The Cover Page 

This Model Contract should 
be used only far the sale of 
movable goods. It assumes a 
single delivery and a single 
payment. This model is not 
appropriate where services, 
intellectual property, or 
construction work arc 
involved. 

Discussion Chap. 4 Sect. 5 

The agreement between the parties to this Con-
tract is-based on the following understandings: 

jNOT• The follolving clauses are examples only 

(NOTE: If the seller is making goods to unusual specifications. the preamble might 

- - - 	 -part les -underst and --that-.Goods--made -- - 
to the BUYER'S special specifications may 
have no value, or very limited value, on 
the open market. 

(NOTE: If the buyer is relying on the teller's 'venire. the preamble might stew] 

2. The SELLER understanda that the BUYER in 
speCifying the Goods has relied to a 
large extent on the expertise of the 
SELLER. 

(NOTE: 014 delivery of defective or hicomplak goads would seriously hint the 
buyer the preamble might use one of the following:) 

3. The SELLER understands that the BUYER is 
under Contract to resell the GOOds, and 
that if the Goods are defective or non-
conforming in quality or quantity, the 
BUYER may be liable for damages in an 
amount exceeding <AMOUNT> <CURRENCY>. 

4. The SELLER understands that the BUYER-in-
tends to install the Goods as a component 
part. in equipment to be resold, and that 
if -  the GoOda are defective or non-
conforming in quality or quantity, the 
BUYER may be liable for substantial 
damages. 

In international prictice, 
many contracts for the sale 
of goods do not contain a 
preamble (or "Whereas-
recital")..The purpose of the 
preamble is to establish, if 
necessary, the background-of - 
the contract. A preamble is 
necessary for the interpreta-
tion of contract clautes if, as 
in the case in this Model 
Contract, the signed text 
replaces all previous agree-
ments. (See Clause 3, Entire 
Agreement.) The clauses 
opposite arc examples that 
the parties might wish to 
consider in specific 
situations. 

The Anglo-American tradi-
tion of drafting a preamble 
based on a chain of whereas 
(= because) clauses is some-
what archaic; simple, modern 
language is preferable for 
international use. 

Discussion Chap. 4 Sect..4 
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1. Applicable Law 

This Contract, and all questions relating to 
its fOrmation, validity, interpretation or 
performance, shall be ortwerned by the law of 
COUNTRX>: 

(NOTE:.The istirfirioti4 dame belisw u optional.) 

This Contract shall not include, incorporate or 
be subject to the provisions of the "United 
Nations Convention on Contracts fc)r the 
International Sale of Goods." 

2. Definitions 

In this 'Contract, including the preamble and 
the appendices, the words below have the mean-
ings ascribed to them unless the context 
otherwise clearly dictates: 

2.1 Unless expressly modified by the 
parties, "FOB," -CIF" and other trade 
terrms'have -th€7ffiea-hIrT<W5ria- Zbligations 
ascribed to them in 'nem- ems 1990, 
Publication 460 -of the Internat.fonal 
Chamber of Commerce, Paris. 

• 

2:2 "Contract" means this ContfaCt, its 
preamble and appendices, as. well as all 
documents eXptettivlisted as Contract 
documents or otherwiie expressly 
mentioned in this Contradt. 

2.3 "Gooids" meant'the Goodt'spedified in 
Clause 4 below, 

2.4 "Price means the Price as specified in 
Clause .9 below payable to the SELLER 
for the Goods.. 

2.5 "Delivery" means Delivery as .:specified 
Inroterrns 1990  under the Incoterm or 

Incoterms agreed in this Contract. 

.1:tay° means a'calendar Day.J* the 
purposes of this tontracc, • aturclaYS, 
Sundays and ill - holidays are considered 
as Days. 

The total agreement between 
the parties is their written 
contract plus all ftiCirall1 

provisions of the applicable 
law. The applicable law 
chosen is central to a correct 
understanding of the rights 
and duties in a contract, so 
Applicable Law is given bete 
as Clause I. 

Discussion Chap. 4 Sect. 2 

Definitions of key terms arc 
commonly included in a 
separate clause. In particular, 
it is important to arriVe. at an 
tuned definition of the terms 
of trade (MO, OF and so 

Further, all terminology 
discussed during negotiations 
should be Made the Subject 
.of -a, definition; this, is 
because the Entire Agree- 
ment clause (Clause 3 
helm.) forbids the use of 
earlier minutes or lettcri to 
assist in interpreting the 
words of the contract 

. 	 . 
The.list of definitions should 
betxpanded to include any • 
further terms disctiSSed by 
the parties. 

Discussion Chap. 4 Sect. 4 
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2.7 "Direct" 	 - P4' 
	

and 
IRO 	 ,g1T.Tm.Itmitc7777;7777777- -- tirr 	 fr- tt .'" ,'. vmr, any delay 
in Delivery, or any defect in Goods 
delivered under this Contract. Such 
costs and losses must have an immedi-
ate, foreseeable and provably causal 
connection with the delay or defect. 
All other costs and losses are deemed 
by this Contract to be "indirect." In 
particular, loss of profit, loss of 
use, and loss of contract are 
considered indirect losses. 

2.8 "Government" means national Government, 
local Government, local authorities, 
and their agencies. In particular 
customs and/or excise departments are 
considered as Government agencies. 

2.9 "Termination" means the discharge of 
the Contract by one of the parties 
under any right expressly granted by 
this Contract. The discharge of the 
Contract by any other right arising 
from the applicable law or any other 
source is deemed to be "cancellation" 
of the Contract.  

3, 	 ;t: 
	 Una: Vagte 

This Contract constitutes the entire agreement 
and understanding between the parties. There 
are no understandings, agreements, conditions, 
reservations, or repreSentations, oral or writ-
ten, that are not embodied in this Contract or 
that have not been superseded by this Contract. 

(NOTE: The suklause and the list below ore optional.) 

In addition to the text of Contract itself, the 
documents listed below shall form part of the 
Contract. All listed documents and the clauses 
of this Contract shall be read, if possible, so 
as to be consistent. In the event of conflict, 
the order of precedence for the provisions and 
documents which constitute this agreement shall 
be as follows:. 

[NO• The list below contains examples 

a. The Contract itself; 
b. Specifications; 
c. Manufacturing drawings: 
d. The SELLER'S Special/General Conditions 

of Sale. 

In common-law countries, 
the contract is normally the 
entire agreement replacing all 
earlier agreements oral and 
written. For the sake of 
clarity, this is expressly 
stated in most international 
contracts. 

If the parties wish to add 
documents (for example, 
specifications, a statement of 
work, manufacturing 
drawings, the Buyer's or 
Seller's Special or General 
Conditions) to the body of 
the contract, this list should 
be kept as short as possible; 
it should have an order of 
precedence in cast of conflict 
among the various 
documents. 

Discussion Chap. 4 Sect. 4 
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. Scope of Supply 

The Goods to be delivered under this Contract 
are specified <CLAUSE/ANNEX WHERE GOODS ARE 
SPECIFIED>. 

5. Delivery 

5.1 Date, Place and Terms of Delivery 

If the goods to be delivered 
(= Scope of Supply) can be 
simply described, the goods 
are listed in the body of the 
contract. In this case the text 
opposite runs "...are speci-
fied below." More complex 
descriptions arc usually 
given in an appendix. 

Discussion Intro, Sect. I 

The most common 
Incoterms in international 
practice arc FOB or CIF for 
goods moving by ship and 
FCA or CIP for goods 
moving by other means, 
including container. Under 
all these terms, the place of 
delivery is the place of 
shipment. 

Discussion Chap. I Sects. 2. 
3 and 5 

Delivery of the Goods shall be made 
<INCOTERM>. The scheduled date of Delivery 
shall be <DATE OF DELIVERY>. Risk and title 

' to the Goods shall pass from the SELLER to 
the BUYER on Delivery. 

(NOTE: In the interests of eloeuy, when using the Incoternu CIF. CER. CIP. and 
CPT, the poetic.: may with to odd the clause 

The place of Delivery under this Contract is 
<PORT OF SHIPMENT>. 

5.2 Naming and Arrival of Vessel 

(NOTE: This 62.4 it ittunded primarily far 	 in FOOD and FAS conmsets 

The BUYER shall advise the SELLER of the 
name of the vessel not later than <NUMBER> 
Days before the agreed Delivery date. 

If the vessel named by the BUYER fails to 
arrive on or before <DATE>, then the SELLER 
may at his discretion deliver the Goods to a 
bonded warehouse in the port of <PLACE OF 
DELIVERY> and shall be deemed to have 
fulfilled his Delivery obligations under 
this Contract. In this event, the SELLER 
must notify the BUYER of the full circum-
stances of the Delivery to the warehouse. 
With Delivery to the warehouse, all costs, 
including but not limited to cost of storage 
and insurance are to the BUYER's account. 

Under an FOB or FAS 
contract, transportation is by 
ship; according to Incoterms 
1990, the buyer must notify 
the seller of the ship's name.. 

If the ship fails to arrive, the 
clause opposite allows the 
seller to-deliver the goods to 
a bonded (i.e.. customs) 
Ivareliouse. If payment is by 
a lever of credit, the L/C 
should allow the seller to 
replace normal shipping 
documents with the ware-
house receipt. 

Discussion Chap. Sect. 3 
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5.3 Shipping Marks and Packaging 

[NOTE: The two following subdouses are examples only 

On the surface of each package delivered 
under this Contract shall be marked: the 
package number, the measurements of the 
package, gross weight, net weight, the 
lifting position, the letter of credit 
number, the words RIGHT SIDE UP, HANDLE WITH 
CARE, KEEP DRY, and the mark: <MARK> 

Goods are to be packed in <REQUIRED PACKING> 
and are to be well protected against damp-
ness, shock, rust or rough handling. The 
SELLER shall be liable for any damage to or 
;,lossof the Goods attributable to improper 
or defective packaging. 

Shipping marks should be 
closely specified. One 
common reason for refusal 
by a bank to pay a letter of 
credit is a discrepancy 
between the shipping marks--' 
listed in the letter of credit 
and those listed on the bill of 
lading. Full discussion of 
shipping marks during 
negotiation and a careful 
listing of them in the 
contract reduces expensive 
mistakes in this area. 

Discussion Chap. I Sect. 4 

6. Notification of Delivery 

MOTE: 
This douse applies largely to contracts under which delivery takes place in the country of she seller.] 

Immediately on Delivery, the SELLER shall 
notify the BUYER of Delivery by <MEANS OF 
NOTIFICATION>. This notification shall include 
<INFORMATION AND DOCUMENTS TO BE INCLUDED>. • 

Under most export contracts 
(EXW, FOB, CIF, FCA, 
C1P, etc.) delivery occurs in 
the seller's country. The 
buyer normally requires 
notification of delivery. The 
means of notification might 
be telex if simple notifica-
tion only is required. 
Notification by fax is 
extremely quick and can cope 
with multiple documents— 
but only in copy form. If 
original documents are 
required, notification by fax 
may be followed by delivery 
by registered mail. 

The list of notification 
documents may vary from 
simple notification to a full 
set of shipping documents. 
The list of documents 
depends on the importation 
procedures in the buyer's 
country, the means of 
payment, the mode of 
delivery, and any special 
requirements of the buyer. 

Discussion Chap. 1 Sect. 2  
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7 . Inspection before Shipment 

7.1 Inspection by the Buyer 

The BUYER may, at the BUYER'S option, 
inspect the Goods prior to shipment. At 
least <FIGURE> Days before the actual 
Delivery date, the SELLER shall give notice 
to the BUYER, or to any agent nominated by 
the BUYER, that the Goods are available for 
inspection. The SELLER shall permit access 
to the Goods for purposes of inspection at a 
reasonable time agreed by the parties. 

(NOTE: CILSIOMT requir ensems for importation glgoodx into some countries 
require inspection by SGS prior to shipment from the seller's country. The follow. 
ing clause is reconuneruied for salts to these countries 1 

7.2 Inspection by Inspection Service 

The parties understand that importation into 
<NAME OF COUNTRY> requires inspection of 
Goods by SGS before shipment from the 
SELLER'S country. The SELLER agrees to 
cooperate fully with the SGS in providing 
access to and necessary information about 
the Goods for the purposes of such 
inspection. 

In international practice, it is 
common for the buyer to ask 
an agent in the country of 
the seller to inspect the 
goods before they are 
shipped. 

Discussion Chap. 3 Sect. I  

Some countries facilitate 
movement of imports 
through their own customs 
by having the goods 
inspected and valued by an 
inspection service such as 
the Societe Generale de 
Surveillance in the seller's 
country. This is a govern-
ment requirement and the 
parties cannot change it; 
although it is not necessary 
to cover SGS inspection in 
the contract, some wording 
on the subject adds clarity. 

8. Early, Partial and Late Delivery 

8.1 Early Delivery 

(NOTE: The three subelauses below are alternatives I 

CHOICE A: Early Delivery is not permitted 
under this Contract. 

CHOICE B: Delivery up to <NUMBER> Days early 
is permitted; however, payment shall not 
become due until the date agreed for payment 
under this Contract. 

CHOICE C: Delivery up to <NUMBER> Days early 
is permitted; in this case, payment shall 
fall due as though the actual Delivery date 
were the Delivery date agreed in the 
Contract. 

Discussion Chap. 3 Sect. 1 

Under most laws, if the con-
tract says nothing, the buyer 
has to right to accept or 
refuse early delivery. The 
parties often wish to regulate 
this more closely, especially 
the question of payment. The 
terms of the letter of credit 
should reflect this regulation_ 
If early delivery is allowed, 
the parties should be sure 
that the goods are insured at 
all times. 

Discussion Chap. 1 Sect. 2 
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8.2 Partial Shipment 

INOTE: The two subelouses below are alternatives 1 

CHOICE A: Partial shipment is not permitted 
under this Contract. 

CHOICE B: Partial shipment is permitted 
under this Contract, subject to the 
agreement of both parties; however, 
costs arising from partial shipment 

to the account of the <BUYER/SELLER > 

8.3 Delay in Delivery 

any 
shall be 

Partial shipment refers to the 
question of whether goods 
may be shipped in more than 
one lot. The parties should 
regulate this question as the 
terms of the letter of credit 
require such a decision. 

Discussion Chap. 2 Sect. 4 

In the event of late Delivery for reasons 
other-than force majeure as defined in 
Clause 17 below, the SELLER shall pay as 
liquidated damages and not as a penalty the 
sum of <FIGURE>% of the value of the 
undelivered part per Day of late Delivery up 
to a maximum of <FIGUkE>l, of the Price 
payable under Clause 9 below. Payment of 
liquidated damages shall be due without the 
BUYER - having- to furnish proof of any loss, 
damage or injury. 

INOTE: The PAy, Jute:louses below are alternatives I 

CHOICE A: Payment of liquidated damages 
shall constitute full and complete satisfac-
tion of any claim of the BUYER against the 
SELLER arising from or in connection with 
late Delivery of any Goods. In particular 
the SELLER shall not be liable for any 
indirect or consequential' loss or damage, as 
defined in Clause 2.7 above, arising from or 
in connection with late Delivery of any 
Goods. 

CHOICE B: Payment of liquidated damages by 
the SELLER shall not preclude the BUYER from 
seeking compensatory damages from the SELLER 
for any loss, injury or damage arising from 
or in connection with late Delivery of any 
Goods. In particular the BUYER shall be 
entitled to compensation from the SELLER for 
any indirect or consequential loss or 
damage, including but net limited to loss of 
profit, loss of use or loss of contract, 
arising from or in connection with late 
Delivery of any Goods. However, payments 
made as liquidated damages shall he offset 
against any compensatory damages recovered 
from the SELLER for the late Delivery of any 
Goods. 

Late delivery causes hardship 
to die buyer. ComiTeiiiitioii — 

 for this hardship usually 
takes the form of liquidated 
damages. Liquidated damages 
are a sum agreed in advance 
by the parties as a fair and 
reasonable preestimate of the 
cost to the buyer if the 
seller, for example, delivers 
late. Unless the seller is 
delayed by a force majeure 
event (see Clause 17 below), 
liquidated damages am 
payable, and the buyer does 
not have to prove actual 
loss: the simple fact of late 
delivery triggers payment. 
Normally payment of liqui-
dated damages settles any 
claim the buyer may have 
against the seller for late 
delivery. This is the position 
taken in the first alternative 
clause opposite. The second 
alternative clause allows the 
buyer to claim compensatory 
damages if late delivery 
causes him additional losses. 
Such a provision, it must be 
stressed, is unusual in inter-
national practice. 

If the contract concerns a 
series of shipments, then the 
payment of liquidated 
damages should be adapted to 
the structure of the delivery 
schedule. 

Dinussiot  t  Chap. 1 Sect. 2 
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9. Price 

The Price for the Goods to be delivered under 
this Contract is <CURRENCY SYMBOL> <FIGURE> 
(<CURRENCY IN WORDS> <FIGURE IN WORDS>). 

1 0 . Terms of Payment 

Anglo-American systems 
require that both sides have 
rights and duties under the 
contract each side must 
provide consideration. Tradi-
tional contracts often state 
that the price is paid "in 
consideration for the delivery 
of the goods." This wording 
is less common today. 

Discussion Chap. 2 Sect. 1 

Payment shall be made by means of an 
irrevocable, confirmed letter of credit. The 
BUYER shall open the letter of credit on or 
before <DATE OF OPENING OF LETTER OF CREDIT> on 
the terms agreed by the parties and annexed to 
this Contract as Appendix <NUMBER>. 

This Contract shall not come into force under 
Clause 16 below until the SELLER has received 
advice that the letter of credit has been 
opened in his favor and has ascertained that 
the terms are in accordance with those agreed 
between the parties. Any discrepancy between 
the terms agreed by the parties and the letter 
of credit as issued shall be notified by the 
SELLER to the BUYER immediately. 

Most export contracts 
specify payment by irrevoca-
ble confirmed letter of credit. 
That is the pattern followed 
here. 

Other means of securing 
payment, (notably the 
payment guarantee) require 
different wording in this 
clause. Contracts involving 
cash payment (whether 
secured or not) should 
regulate the payment 
procedure closely. 

Discussion Chap. 2 Sect. 2  

11. Inspection of the Goods 

11,1 Duty to Inspect and Notify Discrepancies 

The BUYER shall inspect the Goods on their 
arrival at the place of destination. If the 
Goods fail to conform with the Contract in 
either quality or quantity, then the BUYER 
shall notify the SELLER of any discrepancy 
without delay. 

11.2 Failure to Notify Discrepancies 

If the BUYER does not notify the SELLER of 
any such discrepancy within <NUMBER> Days of 
the arrival of the Goods, then the Goods 
shall be deemed to have been in conformity 
with the Contract on arrival. 

On the arrival of the goods, 
the buyer has the right to 
inspect the Goods for 
"patent" apparent) defects 
in quantity or quality. 

Clause 11.2 offers the seller 
some protection by stating 
that discrepancies found 
during "open package 
inspection" must be notified 
within a fixed period after 
arrival. 

Discussion Chap. 3 Sm. 2 
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11.3 Buyer's Rights in the Event of Discrepancy in 

Quantity 

If a 
material discrepancy in quantity exists This clause gives the buyer 

and is duly notified to the SELLER, the 	
considerable discretion if 

BUYER at his discretion and subject to 	
delivery falls mate

The contr a
rially

ct 
short 

Clause 8.2 above may either: 	
in quantity.  
may define material; for 

a.
Accept the delivered portion of the Goods example by wording the ftrst 

and require the SELLER to deliver the 	
sentence "If a discrepancy of 

remaining portion forthwith; or 	
more than 5% of the order 

b.
Accept the delivered portion of the Goods value exists,..." Or the 

matter 
and terminate the remaining portion of 	

parties may leave the  

the Contract upon due notice given to the open. In the event of a 
fundamental discrepancy, the 

SELLER, 	 buyer has the right simply to 

,
If any material discrepancy in quantity 	

refuse the goods and recover 

exists such that <STATEMEUT OF FUNDAMENTAL 	
his money. Possible defini- 

DISCREPANCY> and if such discrepancy 
is duly Lions offundantentalincludc: 

notified to the SELLER, 
the BUYER may at his "If a discrepancy in quantity 

discretion: exists such that the delivered 
portion of the goods are of 

a. Adopt either of the remedies prescribed 	
limited commercial value 
without the undelivered 

in this clause above; or  
f the Goods portion" or"thailiiiied—  

b. Reject the delivered portion o 	 will not 
and recover from the SELLER all payments 

portion of the goods 

made to the SELLER as well as all costs, function without the 

expenses and customs duties incurred. by 	 undelivered portion" or 

the BUYER in association with the ship- 	
"resale of the delivered 

ment, movement through customs, insurance portion of the goods will be 

or storage of the Goods. 	
difficult without the 
undelivered portion." 

Discussion Chap. 3 Sect. 2  

11,4 Buyer's Rights 
in the Event of Discrepancy in Quality 

Discrepancies in quality shall be considered A "fundamental discrepancy 

as defects and shall give rise to claims 	
in quality" is difficult to 

under the Defects Liability provision of 	
define—though it is often 

this Contract in Clause 12 below. 	
easy to decide in practice. 
This clause leaves the defini. 

However, a fundamental discrepancy in 	
lion open. All legal systems 

quality shall give the BUYER the right to 	 *allow 
the buyer to reject 

refuse Delivery of the Goods in whole or in 	
plainly defective goods. 

part and to recover from the SELLER all 	
Systems differ, however, on 

payments made for the unaccepted portion of 	 the buyer's right to reject the 

the Goods' as well as all 
costs, expenses and whole consignment, on 

customs duties incurred by the BUYER in 	 shipment costs and so on. 

association with the shipment, movement 	
Clear regulation in the 

through customs, insurance or storage of the contract is advisable. 

unaccepted portion the Goods. Discussion Chap. 3 Sect. 2  
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12. Defects Liability 

12.1 Seller's Liability for Defects 

The SELLER warrants that the Goods supplied 
under this Contract shall at the date of 
their Delivery: 

a. Be free from defects in material; 
b. Be free from defects in workmanship; 
c. Be free from defects inherent in design, 

including but not limited to selection of 
materials, and be fit for the purpose for 
which such Goods are normally used. 

If any defect provably present in any of the 
Goods on the date of Delivery comes to light 
during the defects liability period, then 
the BUYER shall forthwith notify the SELLER. 
The SELLER, without undue delay, shall at 
his own risk and cost and at his discretion 
repair or replace such item or otherwise 
make good the defect. 

The SELLER's liability for defects is 
subject to the BUYER having adhered to all 
procedures and instructions applicable to 
the <CONDITIONS OF USE> of the item, and 
expressly excludes damage to the Goods 
caused by fair wear and tear or by misuse 
occurring after Delivery. 

Both sides must be 
absolutely clear as to the 
nature and extent of the 
seller's liability for defective 
goods The seller agrees to 
deliver goods that arc free of 
defects; under a contract of 
sale that is his principal 
duty. If the gcxxls arc not free 
of defecits on the date of 
delivery, then the seller has 
the duty (or possibly the 
right) to repair or replace the 
goods so that they do 
conform with the contract. 

What is a defect? Tate panics 
arc free to define defect as 
they wish. International 
practice suggests the 
definition given opposite: a 
defect is any shortcoming in 
materials, workmanship or 
design provably present at 
the date of delivery. 

Dist ussion Chap. 3 Sect. 4  

12.2 Defects Liability Period 

The SELLER shall be liable for defects which 
come to light during a period of <FIGURE> 
Days from <DATE OF START OF DEFECTS 
LIABILITY PERIOD>. After the end of this 
period, the BUYER shall have no right to 
raise claims of any kind against the SELLER 
for any defect in any Goods of the'SELLER's 
supply. 

The defects liability period shall be 
prolonged by the length of any period during 
which the Goods cannot be used by the BUYER 
because of a defect. However, if new Goods 
are delivered to replace defective Goods, 
the defects liability period shall not begin 
again on the replacement Goods. 

The knoll and starting date 
of the defects liability period 
are matters of negotiation. In 
the unusual event of the 
contract saying nothing, 
many national laws prescribe 
a six-month period begin-
ning at the date of delivery. 
Starting the defects liability 
period with delivery favors 
the seller; the buyer 
normally prefers starling 
with the arrival or the goods 
at their place of destination. 

Discussion  Chap. 3 Sect. 5  



Many legal systernt allow a 
third party Who it injured, by 
a product to claim damages 
against the manufacturer, the 
exporter, the importer, the 
whiddialefor the retailer.- 

Choice A opposite creates an 
indemnification: -one party 
agrees to bate the entire 
financial burden Of any 
lawsuit even if the suit is 
brought againsuhelalter__ 
party. Choice B rules out 
any such indemnitteation: 
The particS Must resolve this 
question by negetiation. 

In its own best interests, a 
party that agrees to pay an 
indemnity must, imme-
diately on notification that a 
lawsuit is pending, become 
involved in defending the 
action. Costs and fees can 
run high when someone else 
agrees to pay them. . 

Product liability is a difficult 
One answer is product 

liability insurance. 

Discussion 04. 5 Sect. 1 
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12.3 - Limitation of Defects Liability 

INOTE: The two clauses below are alternatives.] 

CHOICE A: The duty to repair and replace or 
otherwise to make good defects is the only 
duty of the SELLER in the event of the 
Delivery- of defective- Goods. In particular 
the BUYER shall not be entitled to compensa-
tion from the SELLER for any indirect loss  . 
or damage as defined in Clause 2.7 above, 
arising from or in connection with Delivery 
of defective: Goods.  

CHOICE Si.The SELLER shall indemnify and 
hold harmleis the BUYER against any loss or 
damage however arising whether direct or 
indirect ‘thich shall be suffered by the 
13UYEFras the result of defective or faulty 
Goode ._delivered by the SELLER. 

The seller is liable to cure 
defects in goods he &liven. 
Ills liability for injury, loss 
or damage caused by deice- 
dye goods is, htiwever. a 
matter for negotiation. The 
two sides naturally have dif-
ferent opinions: the seller 
tries to limit his liability to 
curing defects; the boy& tries 
to expand this liability to 
include all indirect (or conse-
quential) loss or damage. 

Discussion Chap. 3 Sect. 6 

13. Li -ability to Third Parties 

NOTE: The two dames below are alternatives.] 

CHOICE- A: The <NAME OF PARTY> shall compensate 
and - hold harmless the <NAME OF OTHER PARTY> 
from any award . of-damages,_reasonable costs, 
expenses or legal fees, in the -6-Vint- of any - 

action or lawsuit by a third party resulting 
from any.injury, loss or damage to the third 
party caused by a defect in the Goods delivered 
under this. Contract. 

In the event of any such lawsuit, the <NAME OF 
PARTY> shall immediately notify the <NAME OF 
OTHER PARTY> and shall fully cooperate with the 
<NAME'OF.OTHER PARTY> in taking any necessary 
legal action. 

CHOICE p: In the event of any action or lawsuit 
by a third party resulting from any injury, , 
Iasi or damage to the third party caused by a 
de4ect 	 the Goods delivered under this 
Contract, the party against whom the action or 
lawsuit is brought shall bear all costs, 
expenses, awards, of damages or legal fees 
arising_therefrom. 
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• 14. _Taxation 

All income te:es, value added taxes, customs 
excise charges, stamp duties or other 

fees levied by any Government, .; Governmental 
agency or similar authority shall be borne 

-exclusively by the party against whom they are 
leVied; • _ 

Normally export deliveries 
take place in the cotunry of 
the seller; each side therefore 
pays its own taxes. If, 
however, delivery is to take 
place in the buyer's country 
(for exampk, &liven! DPP), 
the exporter mai wish to 
stipulate that taxes (and so 
on) levied in the buyers 
country against the seller 
shall be paid by the buyer or 
that the buyer shall compen-
slue the seller for their 
paynient. 

Discussion Chap. 3 Sect. 1  

15. As signment.j:Of. Rights and Delegation of Duties 

Thd rights under this Contract may not be 
assigned nor the duties delegated by either 
party without the prior written consent of the 
other party. 

• • 	 • 

16. Coming into Force 

This Contract shall come into force after 
signature by both parties and after: 

a. The issuance of a letter of credit in 
accordance with the terms of Clause 10 
above; 

b. <oinut>. 

If the Contract has not come into force within 
<NUAIBER5. Days of its signature by both parties, 
all its provisions shall become null and void. 

Because assignment °frights 
and delegation of duties can 
both create problems, this. 
dame allows neither 
assignment nor delegation 

_ without tic agrer..rnent of the 
other party. 

Discussion Chep..4 Sect. 5 .  

lnternatiOnal contracts often 
depend on a series.  of permils 
and cenificales, So it is 
normal to make the coming 
into force of the coniriet 
dependent on the existence of 
these documents and to set0: 
cutolf date beYond which 
delay is impossible. 	 • 

Discussion Chap. 2 Sect. 2. 
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17. Force Majeure 

If either party is prevented from, or delayed 
in, performing any duty under this Contract by 
an event beyond his reasonable control, then 
this event shall be deemed force majeure, and 
this party shall not be considered in , default and 
no remedy, be it under this Contract or other-
wise, shall be available to the other party. 

(NOTE: The subda use below contains examples only. It should be modified as 
necessaryj 

Force majeure events include, but are not 
limited to: war (whether war is declared or 
not), riots, insurrections, acts of sabotage, 
or similar occurrences; strikes, or other labor 
unrest; newly introduced laws or Government 
regulaEions; delay due to Government action or 
inaction, or inaction on the part of any 
inspection agency; fire, explosion; or other 
unavoidable accident; flood, storm, earthquake, 
or other abnormal natural event. 

(NOTE: The :libelous'  e below on non-force-majeure evens it optionoti 

Force majeure events do not include <EVENTS NOT 
INCLUDED>. 

If either party is prevented from, or delayed 
in, petforming any duty under this Contract, 
then this. party shall immediately notify the 
othet:party of the event, "of the duty affected, 
and of-the expected duration - of the event. 

If any force Majeure event prevents or delays 
perfotMenCe of any duty Undei this Contract for 
more .than <NUMBER> Days, then either party may 
on due nbtificationto the other. party termi-
nate this Contract. 

18. Termination 

Most contracts regulate force 
majeure, listing events 
which are consideied force 
majeure. Often the panics 
also list events that they 
wish to exclude' for 
example, shortage of 
supplies in the seller's 
country, failure by a subcon 
tractor to supply a part, and 
so on. It is useful to set a 
cut-off date after which a 
force majeure event allows 
terinination. Both parties 
should have the right of 
termination: the buyer may 
no longer want the goods, 
and the seller may be unable 
to deliver at the agreed price. 
Regulation about the 
financial settlement on 
termination is contained in 
Clause 18, Termination. 

Discussion Chap. 2 Sect. 2 

Notice of Termination of this Contract as 
defined in Clause 2.9 shall be in writing and 
shall take effet <FIGURE> Days from the 
receipt of such notice by the party notified. 

In the event of Termination, the duties of the 
parties shall be As incurred up•to the date of 
Termination. in particulai, the SELLER shall 
receive the full Price of any Goods delivered 
and accepted by the BUYER. The provisions of 
this 4greement dealingwith defeCtt liability, 
arbitration, and such other provisions as are 
necessary in order to resolve any post- 
Termination disputes shall survive Termination. 

Termination is defined 
(Clause 2.9) as discharge of 
the contract by a right created 
in the contract itself. In an 
export contract, the.exporter 
has the right on termination 
to be paid for goods delivered 
and accepted. This principle 
is restated here to clarify the 
situation if payment is by 
letter of credit and if termi-
nation makes it impossible 
to meet the L/C's terms. 

Discussion Chap. 4 Sect. 6 



218 
	

EX PORTiNg AND TILE EXPORT CONTRACT 

19. Partial Invalidity 

_ If any Provision or provisions of this Contract 
are invalid or become - invalid' then this shall 
have no effect on the remaining provisions. 
Further, the parties agree to replace any 
invalid provision with a new, valid provision 
having, as far as possible, the same intent as 
the provision replaced. 

20. Language ' 

Under some laws, a contract 
that is partly invalid is 
completely invalid. This 
clause stipulates that partial 
invalidity does not invalidate 
the whole contract and that - 
the parties must redraft 
invalid provisions. 

Discussion Chap. 4 Sect. 3 

Thelarguage of the Contract, of all Contract 
Documents, and of all correspOndence and other 
communication between the parties shall be 
English. 

Sometimes good' arc sold 
with user instructions, health 
warnings or other informa-
tion in a non-contract 
language. In such cases, the 
contract should specify the 
language, the cost, and the 
liability for these items.  

Discussion Chap. 4 Sect. 6 

21. Notices 

Notices served by one party to the other under 
the Contract shall be made, in the first 
Instance by facsimile transmission (hereinafter 
called "fax"). A further copy of each notice 
shall be sent by registered mail and signed. 

The effective date of the notice shall be the 
date of fax transmission. In the event of :a 
dispute about the receipt of a fax, however, 
LLB 	 effective date of the notice shall be the 
date of receipt of the registered letter or a 
date seven Days after the registered mailing, 
whichever is the earlier. 

Notices shall be sent to the following 
addresses and fax numbers: 

SELLER: 
Address: 
Fax Number: 

BUYER: 
Address: 
Fax Number: 

The purpose of this clause is 
clear. The regulation allows 
for rapid transtni.vkm of 
notices by fax. It accepts; 
hOweVer, that fax is not a 
wholly reliable means or 
transmission. Accordingly. 
traditional notification by 
registerCd mail is used to 
back up fax transmission; in 
a dispute, transmission by 
registered mail is decisilie. 

Discussion Chap. 4 Sect. 5 

Any change in an address Or fax number shall be 
thesubject of a required notice under this 
Contract. 
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22. Settlement of Disputes 

All disputes arising in connection with this 
Contract shall be finally settled under the 
Rules of Conciliation and Arbitration of the 
International Chamber of Commerce by <FIGURE> 
arbitrators appointed in accordance with the 
said rules. 

The place of arbitration shall be <PLACE>. The 
language of arbitration shall be English. 

MOTE: The three subdaoses below are alterstatives.1 

CHOICE A: In the event of arbitration, each 
party shall bear its own costs. 

CHOICE 8: In the event of arbitration, the 

court shall assess the amount of the costs to 

be borne by each party. 

CHOICE C: In the event of arbitration, the 
party against whom the award is made shall bear 
the entire costs of both parties to the action. 

Disputes between the parties 
can be resolved in orte of 
three ways: by :an amicable 
settlement between the 
parties themselves; by a 
national court of law; or by 
binding arbitration. In view 
of the cost and time involved 
in court proceedings, nearly 
all disputes ate resolved, in 
practice, amicably. If 
amicable settlement is not 
possible, most international 
contracts spet.ify arbitration. 

Since the , cost of arbitration 
is extremely high, some 
regulation of who is to pay 
costs is advisable; The three 
most common variations are 
given opposite. 

Discussion Chap: 4 Sea, 7  

Execution 

The parties, intending to be legally bound, 

have signed this Contract on the dates and at 

the places stated below: 

For and on behalf of: 	 For and on behalf of: 

SELLER 	 BUYER 

Title: 	 Title: 

Date: 	 Date: 

Place: 	 Place: 

MOTE: The witnessing of 	 is not required by all notional laws., 

witness of SELLERS SignatUre 

Witness of BUYER'S Signature 

Requirements about sitna-
tures vary from country to 
country. The witnessing of a 
signature (i.e., a signature by 
a Witness attesting that the 
signature of the main party 
is genuine) is not always 
required. 

In some countries, stamp 
duty is payable on all 
contracts. Parties should 
familiarize themselves with 
local regulations. 

Discussion Chap. 4 Sea: 5 
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APPENDICES 

MOTE: If the Goods are specified in an Appendix*  this is normally Appenda A. in this case. Appendix B will contain the form 
below for Documentary Credit Application) 

Documentary Credit Application 
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Afterword 
Success in exporting depends on a mixture of creativity, hard work and luck. 
The export contract itself is part creativity but mostly hard work. It takes 
thought, patience, and a fair  amount of experience to put together a. contract 
that is clear, workable and enforceable. This book has covered the basics. It 
has shown you both the risks and techniques for avoiding them; it has given 
you specimen clauses to adapt for your own use; and it has sketched in broad 
strokes the spectrum,  of international approaches to contracting. As to what is 
often called tuck—luck is usually a matter of seeing an opportunity and 
having the courage to take it. If this book has helped you see your 
opportunities more clearly, it has succeeded in its purpose. 

Jim Pinnells 
Heidenfahrt, February 1994. 
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Answer Key 

Page 6: A GOOD DEAL? 

1. A small profit 
2. No 
3. No: too many returns 
4. Probably not. He will have problems all round. 

Page 10: A RISKY BUSINESS 

Step I: Verbena Knits has ordered materials before the letter of credit is open. if the 
letter of credit is not opened or if opening is delayed, Verbena Knits will have 
unnecessary raw materials on us hands. This could he expensive. Risk— 
Serious. 

Step 2: Until he has collected payment, the seller always runs the risk of non-
payment. However, with the letter of credit mechanism, this risk is small. 

- 	 Risk—Negligible. 
Step 3: Everything now depends on the correctness of the. shipping documents. If 

the seller has correct documents, he will almost certainly be p4ucl. But many 
sellers present incorrect documents to the bank. Risk—Moderate. 

Step 4: Again, everything depends on how well the seller has done his job. Correct 
goods will be accepted. Even so, open-package inspection is a difficult time for 
the seller. if the buyer has changed his mind about the order, this is paten he 
tries to make trouble. Risk—Moderate. 

Page 16: A TAX-FREE CONTRACT 

No. The parties to a contract cannot set aside pitblic law such as tax law. 
2. Yes—unless the buyer goes bankrupt or unless there is a laW in the buyer's 

country forbiddingSuch clauses in contracts. 

Page 24: AGREED ON PAPER 

1. NO 4. Yes 7. No 10. Yes 
2. Yes 5. Yes Yes 11. 	 Yes 
3: Yes 6. Yes 9. No 12. Yes 

Page 35: MAIN FORCE 

The answer is B. A contract cannot come into force without eovernment approval if 
such approval is required by public law. 

Page 35: A FINE CONTRACT 

1. The word "finer suggests, but does not prove, that the clause seeks to impose a 
penalty. 

2. 14 weeks 
3. Penalty clause. The sum bears no relation to any anticipated loss. 
4. No. English judges do not—in principle—enforce penalty clauses. (But some 

caution is needed: the judge will decide according to all the merits of the case.) 
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Page 36: FORCE MAJEURE 

1. Yes 	 4. Questionable 7. Probably no 10. Yes 
2. No 	 5. Questionable 8. No 
3. Yes 	 6. Yes 	 9. Yes 

Page 40: DEAD ON TIME 

Trouble is likely because under this contract delivery will take place on or before 
August 13th in Bangladesh—aot as the buyer evidently intended, in Lagos. The 
expression CIF (Lagos) means that, in addition to making delivery in Bangladesh, 
the exporter must pay the cost of insurance andfreight on to Lagos. 

Page 52: BARNACLE BILL 

I. Yes. 
2. It is stamped with a "shipped on board" stamp, and a vessel is named. 
3: No. 
4. The Consignee box in a negotiable bill of lading is made out "To Order." 

Page'64: TAKE COVER 

1. Open cover. There is no need fora full insurance policy to be negotiated for 
each order. 

2. Valued policy. This allows claims for the loss of expected profit if the goods are 
destroyed or damaged. 

3. Voyage policy. This policy maintains insurance cover on the goods even if there 
is a delay. 

4. Debatable. For the exporter, Cargo Clause C is cheapest, Further, nothing more 
is required under CIF contracts. I lowever, the buyer may be very unhappy if 
the textiles are lost and the insurance arranged by the exporter fails to offer the 
expected compensation. The exporter and the buyer should discuss this issue. 

5. Depends on route and political situation. 
6. Depends on social and political situation. Normally cover against strikes is 

recommended. 

Page 69: TERMS OE TRADE 

I. a. No. Not a 1990 Incoterm 
b. No. Ship term only 
c. Yes 

2. a. Yes 
b. Yes 

d. No. CFR is not to Nairobi 
e. No. Not an Incoterm 

c. Yes 
d. No. Shipment is in Beira 

3. a. No..Ship only term 	 c. Yes 
b. Yes 	 d. No. Ship only term 
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Pages 69-70: DELIVERY WIIERF.? 

Notification that goods are available at factory: EXIV 
Goods passed to carrier. FCA 
Goods on quay: FAS 
Goods cross ship's rail: FOB, CFR or CIF 
Ship arrives with goods at destination: DES 	 . 
Goods are unloaded ready for import but do not clear customs: DEQ 
Goods ciiiicustoms and are ready'for transport: DDP (Port of Arrival) 
Goods arrive at buyer's premises: DDP (Buyer's premises) 

Page 76: IN A JAM 

1. Appreciable increase 	 5. Appreciable increase 
2. Minimal decrease 	 6. Appreciable increase 
3. Minimal--appreciable increase 	 7. Appreciable increase 
4. Appreciable increase 

Page 81: MISSING TERMS 

The answer to questions 1-5 is "No." A contract like this relies heavily on the 
applicable law to fill in the gaps: the exporter often finds himself very unhappy with 
the decisions that th•law makes. As to Question 6: if the parties say nothing, 
payment is usually due on delivery. 

Page 86: STAND AND DELIVER 

1. The buyer (Multi-Import) 	 4. Yes 
2. The bank (Big Bank of Eurolarid) 5. -Yes 
3. The exporter (unnamed) 

Page III: GETTING PAID 

1. Open account, no security 
2. Confirmed letter of credit. 
3. If possible a bank guarantee. Otherwise export credit insurance. 
4. Export credit insurance is advisable. Selling on open account with no security at 

all ts also possible. 

['age 111: CREDIT TERMS 

1. Chemical Enterprises Ltd. 
"). Luminous Trading Company Ltd. 
3. Yes. Stated at head of document. 
4. Not stated. In practice, however, the answer is most probably YES: the credit is 

payable "at sight" so it is likely to be confirmed 
5. Yes 
6. a. Yes 

b. No 
c. No. A marine bill of lading—as called for here—must specify a ship. 
d. No. This credit calls for a certificate covering war risks. 

7. Yes. The marine bills of lading are to be made out "To Order." 
8. Yes 
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Page 120: CLOSE KNIT 

1. Some danger. An unconfirmed letter of credit is liable to severe delay in 
payment; the buyer's bank (and therefore to some extent the buyer) take control 
of payment 

2. Some danger.,The exporter bears the risk of the goods not only during their 
voyage but also through customs and during transportation in the buyer's 
country. This can cause problems. 

3. Great danger. The right of the buyer to return "clearly defective" goods needs 
close definition: full specification is the only way. 

4. Some danger. The buyer has the right to reject defective goods undermost–_
applicable laws. The problem, as with question 3, is to define "defective." 

5.. Some danger. If anything goes wrong, the cost of putting things right increases 
with distance. 

Page 125: GET WEAVING 

1. Second-hand machinery is usually sold internationally "as is." From the buyer's 
"point of view this has an obvious disadvantage—if the machine goes wrong, 

repair may be expensive or impossible. However, it makes little sense for the 
seller to offer a warranty. Firstly he is not in the business of selling or repairing 
machines. Secondly, assuming he is prepared to offer a warranty, the cost 
would be prohibitive—in some cases the total cost might be more than the cost of a brand-new machine using the latest technology. 

2. Both sides have a point. Them
_ ost common solution is for the buyer to check 

the machines carefully for full functionality before buying them—and then to 
accept the sale without warranty. 

Page 127: AN UNNECESSARY RISK 

Unless the parties specify otherwise, export contracts are usually governed by the 
law of the seller—in this case a "continental" law. A law such as German law 
which attaches unusual and strong conditions to a guarantee might make this 
contract dangerous for the exporter. The correct word is warranty or—better- defects liability. 

Page 132: SCREEN TEST 

1. Probably yes 
2. This is very probably a design defect. Although the screens meet their target in 

cutting emissions, this success is worthless if the computers are unusable. 
Possibly, however, the screens might work with other monitors: in this case 
there would be no design defect. 

3. No 
4. Yes 
5. Assuming that the screens do work with other monitors and that there is no 

design defect, the Ministry can invoke the implied warranty of fitness for an intended purpose. The manufacturer knew of the Ministry's purpose, and the 
Ministry relied on the manufacturer's judgment in choosing the product. 
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Page 139: BUTTONED UP 

1. Esperanza Respray will argue that the compressor is obviously a poorly made 
item since it failed twice—there is probably a defect in design. Further it will 
say that the exporter's liability for defects extends to all replaced items. The 
second failure occurred—and was notified—within the maximum agreed 
defects liability period, i.e., twelve months from the commencement of the 
period. 

2. Verbena Paintshop has two arguments: firstly there was a delay of four weeks 
between the second failure and the required notification: this is not notification 
"forthwith:" the failure to offer timely notification cancels the seller's duty to 
cure the defect. Secondly, the defects liability period began with delivery (3rd 
August 1994); the failure of the compressor thus occurred when it was no 
longer under warranty. 

3. The clause would be clearer if it stated when the defects liability period began. 
__Under most applicable laws the period begins with delivery. More exact 

spetification of the notification period is not common or necessary. 

Page 147: WHO CtIOOSES? 

1. Conditions of Purchase. (See answer to question 2) 
2. The exporter proposes a method, but the buyer must agree to it_ 'thus the buyer 

is in control. 
3. Durability. Another sign that we are dealing with conditions of purchase. 

Page 148: WHO PAYS? 

1. Yes 
	

3. Possibly 
	

5. Yes 
	

7. No 
2. Yes 
	

4. Yes 
	

6. No 

Page 156: TESTING TIIE WATER 

1. Verbena (No codified law) 
2. "clearly excessive" 
3. Buyer, A 40% failure rate is "clearly excessive." 
4. Arguable. In Case A the product is also automatic, the size of order is the same, 

but the failure rate is only 30%. In Case B, the product is also a coffeeThaker, 
the failure rate is the same, but the size of order is very different. The choice of 
the true precedent will lie at the heart of the court proceedings. 

5. Buyer 
6. Exporter 

• 

Page 165: SWORDS AND SUARES 

1. No. It is a request for quotation. 
2. Yes 
3. Offer to buy. There is a major discrepancy between the terms of the offer and 

the "acceptance." 
4. No 
5. The legal position is uncertain. 
6. Again uncertain. If there is a contract, the terms are unclear. 
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Page 166: OUT OF TIIE WINDOW 

Least favorable for Verbena Farm is Version 2: this wording clearly obliges the 
parties to redraft the disputed clause. 

The most favorable version is possibly version 3—but everything then depends on 
the applicable law. Is a partly illegal contract wholly illegal under the law that 
applies to this contract? If cerman law applies, for example, the answer in case of 
doubt is "Yes." 

Page 167: TAKEN INTO CONSIDERATION 

I. The dispute arises because an agreement to modify a contract requires, under 
some laws, consideration: both sides must have new rights and duties under the 
new agreement. In this case, only General Supplies has a new duty and only 
Frankimport has a new right. 

9 .General Supplies 
37 Consideration would not be required, and Frankimport would be justified in 

relying on the modification and rejecting the goods. 

Page 174: MAKING CLAIMS 

I. The wording will help the buyer if the products run into technical or regulatory 
problems in the United States. The exporter cannot plead ignorance or 
inexperience. 

2. An inexperienced exporter will always run into trouble in new markets. If a 
dispute arises, the judge might well take this fact into account in deciding the 
case—but not if this wording is in the recital. 

3. No. 

Page 174: TOP PRIORITY 

I. 'Mc list has no order of precedence: if there is a conflict among the documents, 
nobody will know which prevails. 

2. The list is carelessly put together—it includes anything that might be important; 
it should be cut back to essentials. 

3. By using the words "if any,. ,  the list includes documents which may not even 
exist. 

Page 175.: HIDE A ND} SEEK 

Tbe essential question is this: is the list of breeds part of the contract or not? To 
decide this, we must first ask if the list of breeds is mentioned in the contract as a 
contract document. If it is, then it is part of the contract and enforceable. If it is not 
mentioned as a:Contract document, then We must ask if the contract contains an 
entire agreement provision or, failing that, if the applicable law assumes that the comae( is the entire agreement. If---for whatever reason—the contract is the entire agreement, then the list of breeds, which was agreed before the contract was 
signed, has no validity. 

Page 179: PASSING ME 13UCK 

1. YeS 	 3. No 
2. No 	 4. Yes 
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Pagt 186: • TONGUE TWISTER 

I. Translations always produce conflicts; the danger here is that nobody knows 
which version prevails.  

2. The reason that two sides accept a loose clause like this is usually laziness—and 
a hope that problems will not arise. Not the best contract practice. 

Page 187: FUNDAMENTALS 

I . No breach. The contract allows late delivery, 
2 Almost certainly fundamental breach. Sixtyweeks delay is fifty weeks longer 

than the contract foresaw in the liquidated damaged provision. Such a delay 
wOuld, in most cases, go to the heart of the contract." 

3. No-breach. The contract foresees cure of defects. 
4. Fundamental breach 
5 Probably not fundamental breach—the issuing bank has asked for, and 

received, confirmation by a bank in the exporter's country. The exporter's 
interests are fully covered. 

Page 193: BEYOND DISPUTE 

I . No A sizable contract should contain a clause on settlement of disputes. 
2. Arbitration—h is like.ly to be quicker, cheaper and more businesslike; a will not 

put one side at a real (or imagined) disadvantage before the national courts of 
the other. 

3 Yes. A serious (and successful) attempt at amicable settlement can save huge 
-- surns-of money. 
4. Yes. A procedure in support of amicable settlement has been found to save 

considerable legal costs and management time. 
5. Possibly the country of the defendant. This creates extra costs for the side 

wishing to begin the dispute and thus makes amicable settlement more likely. 
6. Yes. It is always worth stating this even though such clauses are not always 

enforteable. 
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