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Whenever o firm gets involved in international business, it enters into o substantial number of contracts,
cither written or implied, with a number of partners, some of which arc located abroad. Examples of such
contracts would be:

¢ The contract of sale between the exporter and the importer

¢ The contract of insurance between the exporier or the importer (depending on the terms of sale, which

will be covered in Chapter 6) and an msurunce company
The contract of camiage between the exporter or the importer und the shipping line
The contract between an exporter and its agent or distributor
¢ The contract between an cxporter or an importer and its bank, regarding payment arrungements such
as documentary collection or letters of credit (concepts that will be covered in Chapier 7)

¢ and so on,

All of these contracts are formed under the precepts of a multitude of traditions, local faws, multilateral
governmental ugreements, and infernational treaties that are sometimes not ratified or only partinlly
ratified by some countries. Frequently, these contracts are further complicated by a profoundly different
understanding of what a contract represents. Nevertheless, internationa! traders and logistics managers
learn to operate within this complex framework.

51 LEX MERCATORIA

Whenever a contract is established between two parties in the same country, the law governing the execu-
tion of this contract is cleariy determined by that country’s legal system, In the United States, for example, it
is the Uniform Commercial Code, and there is ample jurisprudence and expertise 10 determine how this
contract should be executed, However, when the contract is between two parties in different countries, there
is no specific law governing this contract, except what is called Lex Mercatoria—irade law—i multitude of
intermational agreements and international trade customs, all of which complement domestic Taws.

Lex Mercatoria is complex because it includes a multitude of different sources of law and jurisprudence.
There are United Nations treatics and other decisions: infernational agreements, such as the General Agree
ment on Tariffs and Trade (GATT), which has given rise to the World Trade Organization (WTO) with its
own rules and Court system; multilateral agreements on specific industry issues, such as the Warsaw
Convention on international air transport or the textile Multi-Fiber Agreement; regional agrecments, such as
the European Union or the North American Free Trade Agreement (NAFTAY; bilateral agreements, such as
the “Open Skics™ agreement between the United States and the Netherlands (sce Chipter 12) or the special
status granted to Hong Kong by the People's Republic of China: International Chamber of Commerce rules,
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such as the Incoterms for terms of trade (see Chapter 6) or the UCP-500 for bank documentary credits (s¢
Chapter 7); arbitration decisions and Jurisprudence, established by the International Chamber of Commerc
Arbitration Court or private arbitrators, and so on. In addition, many countries pick and choose whic
treaties they will ratify and, on occasion, which articles of the treaties they will ratify. They can aiso choos
o become “signatories” to a treaty, which means they do not make a full commitment 1o a treaty, whil
others decide to abide by the terms of the treaty, but do not ratify them. Finally, things ger even mor
“interesting” when courts decide that some domestic principle cannot be violated by an internations
convention or custom. This chupter does not attempt to cover Lex Mercatoria in depth; only an overview o
three of its mujor aspects is presented here. The first part covers the issues regarding (he contract of sal
between an exporter and an importer, which, for most countries, are covered by the United Nations Conven
tion on Contracts for the International Sale of Goods (CISG). The second part of the chapter covers th
1ssucs regarding contracs between exporters and agents and contracts between exporters and distributors, a
well as the resolution of eventual disputes through the arbitration system.

The specific aspects of contracts as they pertain to the terms of sale—the International Coriimerce Term
(Incoterms) of the [nternational Chamber of Commerce (ICC)—will be covered in Chapter 6. Contract
relating to banking and payments will be covered in Chupter 7, insurance contracts will be covered it
Chapter 10, and contracts of carriage between shippers and carriers will be covered in Chapters 11 and 12

5.2 INTERNATIONAL SALES CONTRACTS AND THE CISG

Whether or not a sales contract is “international® is not always self-evident. Courts will generally look a
twa critena to decide whether a contract is international: the economic criterion, that is, whether thers
wias a transaction that involved o transfer of merchandise from one country to another, and its mirros
image of a transfer of funds: and the Judicial criterion, which is based on whether the transaction has
“links™ to the laws of differcnt states.' For example, a sale of office supplies to a French company's
subsidiary in Germany by a German supplier is not considered “international”; however, the same sale to
the companys headquarters, located just across the border, would be international. Whenever there is a
sales contract between two parties in two different countries, then the domestic laws no longer apply. and
it is governed by the Vienna Convention.? :

The Vienna Convention, or the United Nations Convention on Contracts for the International Sale of
Guoods (CISG), was born in 1980 of two other conventions, the Uniform Law for the International Sale of
Goods (ULIS) and the Uniform Law on the Formation of Contracts for the Intemmational Sale of Goods
(ULF). Both had been wntten in the Hague in 1964, but were ratified by only a few countries because they
were somewhat deficient.” In contrast, the CISG has been ratified by more than sixty countries,® whose
export and import activities represent more than $0 percent of all world trade, As often is the case.
though. several countries. including the United States, have not ratified all of the convention, and left out
some provisions, some of which may bave conflicted with domestic law. However, the CISG has become
the Law of International Contracts, as traders will often elect 1o have their contricts governed by the laws of
a contracting state (e.g., the United States) and therefore the CI1SG will apply.

The CISG is substantially different from the Uniform Commercial Code (UCC)—the Commercial Law
of the United States—in 4 few of its aspects, notably the contract formation and remedies in the case of
nonconforming goods or late delivery. It is likely to be different from a number of other countries’
domestic laws as well, as evidenced by the number of countries that have not ratified specific articles of
the CISG. Although these exclusions may make good political fodder, they may not be acceptable o the
Courts who will have to handle disputes between traders located in countries that have adopted different
versions of the CISG, or have amended it to include some other interpretation.’
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5.2.1 Contract Formation

The CISG does not consider that a contract has been accepted until both partics agree o all ol its terms: It
is customary for a seller to make an offer. The buyer may respond positively, but indicate that it wants o
different schedule of delivery or term of payment, or some other aspeet of the transaction to be handled
differently, Under the UCC, such a response is construed as an acceptance of the offer. Under the CISG, it
is understood as a rejection of the offer made by the seller and as o counteroffer by the buyer, unless the
terms suggested do not materially affect the contract. The C ISG specifies that changes to “price, payment,
quality, and quantity of the goods, place, and time of delivery, extent of one party's liability 10 the other
(most likely 1o be undenstood as Incoterms) or the settlement of disputes are considered 1o alter the terms of
the offer materially” and therefore that no acceptance is made in those cases.

Another area of difference between UCC and CISG regarding offer and acceptance ol & sales contruct
is what is referred 1o by U.S. lawyers as the “Battle of the Forms.” For most businesses, an offer or un
acceptance is made on some standard business form, with a number of “small print” statements preprinted
on it, designed to protect the interests of the pasty writing the offer (or the ncceptance). In most instances,
these preprinted clauses do not match. Under the UCC, the Courts have determined that the ditferences do
not matter in the formation of a contract, unless they significantly affect the terms of the contract, and
regard these different terms as additions to the terms of the contract, to be sorted by the Court in the case
of conflict. Under the CISG, the requirement of a “mirror image™ may signify a retorn 10 what, for
Americans, would be the pre-UCC rules, where the terms of the contract are determined by the form of the
party “firing the last shot,” or it may signify that there is no contract untib all terms match, with little
wolerance for differences.” There is little evidence that the second interpretation is likely 1o prevail,
especially if both parties thought there was a contract and acted in consequence.

5.2.2 Creation of the Contract

The CISG treats the length of time during which the offer is considered outstanding in a significantly
different manner than the UCC does. Most offers contain a clause stating that the offer is open until a
certain date: under the UCC, however, the offer can be withdrawn at any time, without prejudice, for
almost any reason, Under the CISG, the offer cannot be withdrawn by the seller (or the buyer) before its
expiration date, and the other party can accept it at any time unti! that time, It is considered an irrevocable
offer.

The CISG does not dictate that contracts of sale have 10 be written: Any agreement between a scller
and & buyer can form a contract. Obviously, the issues of the proof of the existence of a contract and of the
terms of the contract then become quite thorny unless there are witnesses (o the discussion between seller
and buyer. Even in the cvent where a contruct of sale is signed. the written terms of the contract can be
superseded by an oral exchange between the two parties, as long as there is evidence that it was the intent
of both parties. In one of the jurisprudence cases contained in the United Nations Commission on
International Trade Law (UNCITRAL) database—called CLOUT, for the Case Law on UNCTTRAL texts—
two witnesses corroborated that the written terms of the contract had been modified orally by the seller and
buyer, and the modifications were used by the Court in determining the case.” In contrast, the UCC requires
that any sales agreement above U.S. $500 must be in writing,

5.2.3 Breach of Contract

Finally. the CISG treats nonconforming goods and delays in shipments much differently than does the UCC.
Whereas the UCC applies the “perfect tender” principle (i.e., the goods must exactly conform (o the goods
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contracted and be delivered within the framework specified in the contract), the CISG grants the seller more
latitude. For example, the buyer cannot refuse delivery or cancel unless the non conformity or the delay
“substantially deprives the buyer of what it was entitled 1o cxpect under the contruct and, even then, only if
the seller loresaw, or a party in its position would have foreseen, such a result.”™ In other words, the buyer
cannat avoid the contract unless the seller performs a fundamental breach of the contract. Theretore, those
firms operating on a just-in-time basis should specifically notify their suppliers that they are Tollowing such
& manufacturing policy, so that their suppliers can then “foresee™ the problem that a delay in shipment
would cause.

In counterbalance. the CISG allows the buyer o unilaterally apply a price reduction to the amount
agreed upon in the contract for nonconforming goods, Such i price reduction should be proportional to
the loss of value of the goods (percentage that are nonconforming) or to the loss of market incurred by
the buyer. in the event of 4 delay. However, the burden placed on the buyer to notify the seller in a imely
marniner and to explain whicl remedy it will seek has a very high threshold. The notification must be made
i s0on as possible; it has to be clear and painstakingly detailed in the description of the problem and it
has to be extremely clear and specilic in the remedies sought. Several cases in CLOUT show that the
burden pluced on the buyer by the Cournts seems unduly harsh: several examples given by McMahon?
seem that way, anyhow. In uddition, this issue is somewhat moot for a buyer paying on a Letter of Credit
(see Chapter 7), because it is committed to pay for the full amount in all cases. Finally, the notification by
the buyer 1o the seller that ; price reduction will unilaterally be applied must be made within two years;
such a long upper limit is also of concern, because the statute of limitations for claims against a carrier
may be shorter than that in some tountries, preventing the seller from recovering damages caused by a
carrier, "

.

5.3 AGENCY VERSUS DISTRIBUTORS HIP LEGAL ISSUES

The sccond type of contracts of ierest are the contracts between an exporter and its representatives in
foreign markets; either an agent or a distributor, To briefly repeat ground covered in Chapter 4, an agent
IS @ representative located abroad and carning a commission on the sales it makes on behalfl of the
Exporter. An agent cannot negotiate prices, delivery, or other sales terms with the buyer, but only
fepresents the decisions made by the exporter. A distributor is also located abroad, but it purchases goods
from the exporter, with the idea of rescling them in its country, earning a profit in the process. The
distributor is setting its own prices and has an mventory of goods to scll: It is most often responstble for
after-sale service as well.

It is difficult 10 generalize about agency and distributorship agreements: There is no international
agreement on the way euch of these relationships is governed. In most cases, the country of residence of
the agent or of the distributor considers that it has jurisdiction over the agreement, and in niny cases,
despite the faer that the dgreement may specify that the laws of another country apply to the contract (see
Section 5.4.8 and Section 5.4.9 for specific information regarding the Choice of Law and the Choice of
Forum in an international distribution contract). Because cach country has its own laws and regulations
regarding these ugreements and because the jurisprudence of each country may differ even on similar
statutes, it ix very difficult to be specific without getting into tedious listings of countries, Therefore, only
broader issues will be coverad. 1o understand which aspects of a distribution contract should be examined,

5.3.1 Contract Law versus Labor Law

In the absence of specilics, agreements between an exporter and an agent and agreements between an
exporter und a distributor will be called distribution contracts. Ope of the greatest differences among
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countries is whether they consider such distribution agreements as “contracts between equals™ or as “con-
tracts between unequal partners.”

In the first case, Courts will consider the terms of the contract when dealing in a dispute: this approach is
referred 1o as contract law or case law, where the question is resolved by trying o interpret the meaning of
the contract between the two parties. Both parties are considered to have equal sophistication in dealing
with legal matters, and therefore none of the parties would have entered a contract without understanding
it. Most countries, but cerainly not all, consider that agreements between an exporter and distributor
fall into this category: The contract between the two parties is the framework that Courts will consider in
dealing with a dispute between the two parties. When the contract is silent about the point in contention,
then the Courts will use jurisprudence and what other contracts of the same type have estublished.

In other cases, though, countries will equate an international distribution agreement as something akin
to an “employment contract,” where the parties are considered uncqual in their ability to interpret and
understand a legal contract, and therefore where the “weaker party” has to be protected. This point of
view calls for the application of labor law or for the application of special statutes, dealing specifically with
the_relationship between an exporter and an agent, or an exporier and a distributor, Such statutes cannot be
overruled by the terms of the contract in any way, Therefore, the Courts, in ruling in a dispute between the
two contract parties, will ignore the tenms of the contract and use the laws of the country in which the agent
or distributor is located. Most countries that follow such an interpretation will tend 1o protect agents rather
than distributors—Belgium being the lone country protecting its distributors but not its agents''—but
several protect both. In addition, this point of view is often independent of the fuct that the agent or the
distributor is an individual or a corporation, and iabor law has been used to supersede contracts between an
exporter and an incorporated agent,

5.3.2 Home Government Restrictions

The main reason some countries use specific statutes (o regulate international distribution agreements is that
they feel that they need to protect agents and/or distributors against contracts that may not be
fair or equitable, Specifically, they want to protect agents or distributors against wrongful or abusive
termination (more specific information on this aspect of International Distribution Contracts can be found in
Section 5.5)

In addition, those governments can also construct much more complicated systems (O manage agents and
distributors operating within their borders. They can require the agents and distributors to register with the
government, which is a system not unlike a professional association, but that often doubles as a tax. They
can require that the agents and distributors be nationals of the country in which they represent the exporter,
such is the case of most Middle-Eastern countries. They can also mandate thut the terms of the contracts be
inspeeted by their administration, in order to monitor the commissions paid to agents, for example, which
they sometimes limit with 2 floor or a ceiling. Other governments will only allow exclusive agemts or
distributors—a single agent or distributor within a specific geographic area, usually the country itself—as
do most South American countries. Finally, some governments will simply not allow agents at all—they
mandate a distributor—or not allow any third-party representation, coercing exporters to establish a subsid-
iary, which they can then tax on income. Unfortunately, it is difficult to generalize about all of these
different requircments, as they are very country-specific—they even vary from one region of a country to
another, as shown in the laws of the state of Louisiana, which are in contrast with the laws of just about any
other area in the United States. or of the laws of the Alsace-Lorraine region, which are significantly
different from the remainder of France-—and can change at any time. Specific legal expertise and advice is
therefore necessary before writing a distribution contract in any country.
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54 [ELEMENTS OF AN AGENCY OR DISTRIBUTOR CONTRACT

There are a number of points that must be covered in any contract, regardless of the country of the world in
which it wall be used. This section explores a number of these mandatory contract elements. Some country-
specific requirements can obviously still mfuence cach one of them.

54.1 Contract Language

Because distribution agreements are usually entered into by two partics who da not share & common
language, it is often necessary to have these contracts written in two languages. However, as any speaker
of a foreign language can attest. it is utterly impossible 1o translate accurately and precisely contract
terminology from one language to another, 1 is therefore critical to include a claose that specifies that the
contract written in Language A is the original contract and that the contract written in Language B s a
transtation, and that in case of dispute or problems of interpretation, the original contract should prevail,

There are exceptions 1o this practical rule, however. Most imernational agreements between countries,
such as the UN Convention on Contracts for the International Sales of Goods (CISG) or the International
Chamber of Commerce’s Inco-terms, are written in several languages. all of which are given the same
legal status; they are all “originals,” which can sometimes present problems when translations cannot
precisely duplicate the meaning of the framers of the agreement, These problems conld be avoided by
having one original and the others translations. but st would create political uneasiness, so it is not done.

54.2 Good Faith

Another mandatory clause in a distribution agreement is a clause stating that both parties enter into the
agreement in good faith. A contract is entered in good faith when neither of the partics has any other
ulterior motive about the agreement. 1t's probably best to understand good faith as the prerequisite for a
contract to be formed: Both parties must want to fulfill the terms of the contract rather than pursue some
other idea, using the contract agreement to dupe the other panty into providing them some necessary
matenal toward that goal.

The same interpretation of good faith applies to the terms of the contract as well; both partics agree that
they will adhere to the terms of the contract in good faith (i.c., interpret them without trying to distort them
to their advantage). Both parties agree to deal fairly with each other, and not try to dupe the other by
attempting to find “loopholes”™ in the terms of the contract

543 Force Majeure

All contracts contain some sort of a force majenre clausc. This is a French expression that translates loosely
as “overwhelming power.” but which refers t any event that cannot be avoided and for which no one ix
responsible, at least none of the two partics entering the contract. Contracts miy also contain phrases such
as "Acts of God™ or “Pawers of Princes™ to address acts beyond the control of the parties. Examples of
such events would be a major storm that sinks the ship carrying products to the distributor, or a fire that
prevents a firmn from producing the goods on time, civil unrest. or a lengthy strike at a port that delays the
delivery of the goods. Contracts always contain a clause that absolves either party from not fullilling their
responsibilities in case of force mujenre, or & cavse of non-performance beyond their control. Generally,
there is also some statement that qualities such exempiion of liability to perform: “as long as the affected
party resumes the performance of this agreement” after the force majeure,
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5044 seope of Appointment

n The scope of appotntmient clause principally defines the function that the representative will perform; it s
. the chuwee thir spells ont whether it will be an sgent or a distributor and it is generally the first clause in the
OIS,

Hoatso indicaes the products to which both parties agree the contract applies, (o define the minimum
product linz that the agent or distributor is expected to sell, and at the sume time to limit the product hine the
represeniative is atlowed to sell. There is often language to the effect that the representative cannot “cherry
pici”™ the most profitable products and ignore the remainder of the line; this latter requirement may be
expressed in quantitative terms, In additien, a list of the products that ure 10 be sold by the representative i
often placed in an Appendix and made part of the contract.

The scope of appointment clause also refers o the territory of the agreement und to corporale accounts,
boih of which wre defined later in the agreement,

5.4.5 Territory

The territory clause defines the geographical limits within which the agent or distributor 18 suthorized
(expected) (o sell. It is generally the entire country in which the representitive is locuted, with some possible
exceptions. In very large countries, there may be a regional appointment, and for countries with limited
sales patential, there may be several countries included. The clause also spells out whether the agreement
makes the apent or distibutor an exclusive representative in that territory, which essentially grants a
monopasy 10 the representative.

There are many problems associted with the definition of an exclusive territory, specilically in the
Europein Union: While it 15 possible to write a contract limiting a representative 1o a singhe country’s
teritory, the EU considers thit o firm operating in one EU country can also legally sell in any other. It is
therelvre Jillicult [or the exporter to limit the activities of & representative 10 a single country—it is contrary
lo the taws of the EU, and has been construed as an antitrust violation' —and it is difficult w0 gramt
exclusive rights 0 o territory when neighboring representatives have the nght 1o sell there as well.

In many South American countries, the issue is different: Unless an international representation agree-
ment specificatly spells out that it is non-exclusive, then it is always interpreted as an exclusive agreement in
thet ternitary.

54.6 Corperate Accounts

Sumwe ageecwents will spectfy which customers renwin corporate accounts, of customers 10 which the
representative 15 not allowed to sell, for whatever reason. Generally, corporate accounty are very large
customers who have pegotiated terms that will apply to all their purchases worldwide. The agreement
Aveavs ineludes some provisions under which the list of corporate accounts can be amended.

Uiy wnpostiot for an exporter to pay close attention to the number of corporale accounts that e
included i a representation agreement, beeause oo many of them may discournge the representutive, An
example of such a counterproductive ugreement would be one that specifies that all accounts above a
certain level of sales sutomatically become corporate accounts; consequently, a successtul agent, after
having developed an account and reached that critical level of sales, would see it remdved from its
commission basis, and, therefore, from its income. This is certainly not the way o reward a pood represen-
fative inent an excelling and is likely (o limit the sales of the exporter, as such a policy encournges the
eprecenive 1o timin s efforts 1o stay “just below™ the entical threshold.
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54.7 Term of Appointment

This clause determines the duration of the appointment of the representative, It must always be a definite
period, with the, possibility of renewal if certain performance criteria are met,

It is critical to determine the origimal duration of the contract appropriately; finding the balance
between a sufficiently long appointment penod, so that the representative has enough time 0 develop the
markel to the point where it is i sustainable venture, and 4 sufficiently short penod, so that an ineffective
representative miy be removed and replaced without oo much of an opportunity cost to the exporter, isa
very delicate task. Most of the time, such an initia) appointment period is dictated by the market condi-
tions and by the type of product sold. 1f the representative is expected to do so-called “pioneer sales,” in
which it has 1o sell a new product with little brand awareness and unique characteristics, a longer period
is necessary than for a standard product with multiple competitors and a well-known brand. If the market
is characterized by personal contacts and long-term relationships between customers and suppliers. then a
longer period is necessary than in a market that is more competitive and fluid.

The clause also specifies, once the initial appointment period is completed, the renewal period, and.
very importantly, the conditions under which the contract will be renewed for that duration. Renewal
periods can be similar in duration to the initial appointment period, or can be shorter, there are no specific
recommendations either way. What is imporant is to specify clearly the performance cntena for repewal:
level of sales reached, market share obtained, number of customers contacted, amount spent on advertis-
ing, number of sales calls made. and s0 forth. The issue is to make sure that the contract is not renewed as
w matter Of course.

Should the representative not meet the criteria for renewal set in the contract at the end of the initial
appoiniment period, then the principal has two alternatives, It certainly can terminate the contract, which
is often 4 bud solution, unless the representative has done particularly poorly. as the exporter is now
confronted with the task of finding another representative. This decision also creates ill will: The slighted
representative can always retaliate and create problems for the next appointed representative and alienate
existing customers by giving them the impression that the firm 15 not committed to that market,

The other alternative is 10 renew the contrict anyhow: The representative may have been unable to
achieve the objectives set in the original agreement because of circomstances beyond its control, or
because the difficulues of entering the market had been underestimated, or because the market putential
had been overestimated. In any case, what is important is to renew the contract but to make clear to the
representative, in a carcfully worded communication, that the terms of the renewal had not been met, but
that the exporter was willing to renew because of the circumstances.

Should such # communication be omitted and the contract be renewed anyhow, 1t could then be con-
strued by o Court as an evergreen contract, that is, a contract with no determined duration, and a contract
that can no longer be terminated for non-performance as there was a precedent of non-performance and
simultaneous rencwal.  Although generally a couple of instances are necessary before such a conclusion is
reached, some overprotective Court may not sce it thut way.

548 Choice of Law

Becuuse an international contract s a contract that has links to the laws of two different countries, some
difterent interpretations of specific clauses are quite possible. To aveid these problems of interpretation,
every contract includes a clause thit determines which of the two sets of laws should be used by a Court or
by an arbitration pane! when o conflict arises between the parties. In general, the Choice of Law 1s made by
the exporter rather than the agent or distributor: however, this does not preclude a possible resolution in the
Courts of the importing country, which may assume jurisdiction over the contract because of their country’s
statutes regarding agents or distributors, despite the clause,
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In a well-publicized case, individual American investors in Lloyd's of London insurance syndicates tried
to sue the company in U.S, Courts, to circumvent an exemption from liability from negligence that the
company enjoys in the United Kingdom. However, because the contract between the investors and Lloyd's
clearly stated that the laws of the United Kingdom would prevail in case of dn\pme the Choice of Law--
the Supreme Court ruled that the U.S. Courts bad no junsducnon over the dispute,'* even though such an
exemption is contrary to generally accepted principles of law in the United States. The peculiarities of
Lloyd's insurance market and its functioning, as well as its problems with investors, will be covered in
Chapter 10

The International Chamber of Commerce (ICC) Model Contracts for Agency '™ and for Distributorship'®
approach the issue of Choice of Law innovatively, by giving the contract writer two possibilities: The first 1s
the traditional choice of @ specific country’s laws, the second being the “principles of law gcncmlly
recognized in international trade as applicable to international agency [distribution] contracts,”'” or those
principles that constitute the Lex Mercatoria mentioned earlier in this chapter. As more and more arbitration
jurisprudence accumulates, this alternative may become the preferred way of wording Choice of Law
* clauses as it shields both parties from unexpected outcomes,

5.4.9 Choice of Forum or Venue

Strongly linked to the Choice of Law is the Choice of Forum or Venue clause. In it, both parties agree on
the location of the Court that will rule on an cventual dispute, using the laws chosen in the Choice of Law
clause. In most instances, the Choice of Law somewhat dictates the Choice of Forum, as it makes logical
sense 1o link both, and benefit from a Court experienced in the jurisprudence of the laws governing the
contract,

5.4.10 Arbitration Clause

An increasing number of contracts include a clause, which does not call for a Court to settle disputes, but
for an arbitration panel. Either the arbitration panel is decided upon at the outset of the contract, or a
mention is made of the “Rules of Conciliation and Arbitration of the International Chamber of Com-
meree” 1o outline how the panel should be chosen. Generally speaking, the panel is made up of three
arbitrators, with cach of the parties choosing one and the third chosen by the arbitration organization,
such as the ICC. Tn many instances, the clause states that the dispute will be “finally setled”'* by the
panel (i.c., that the panel’s decision is binding on both parties). If the country in which the arbitration
takes place is one of the 130 signatory countries to the New York Convention nn the Enforcement of
Foreign Arbitral Awards, then the ruling can be enforced just about anywhere;" unfortunately, Chmn
although a signatory, has stood out as the only country where arbitration awards have not been enforced. c,

There are several specific advantages (o settling a dispute through arbitration, most of which are outlined

in Section 5.6.

54.11 Mediation Clause

In some contracts, the possibility of mediation or conciliation is encouraged before arbitration or
litigation is undertaken: A mediator is an individual who will encourage und facilitate the communication
between both parties in a dispute so that they can reach a compromise satisfactory to both. A mediator
will not reach a decision for the parties; she or he will only lead the parties toward a compromise.
Mediation is not binding, which means that the decision cannot be enforced and has to be agreed upon by
both parties. Because mediation is also done in private, there are no public records of mediation, and it is
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anappropriate alternative 1o senling disputes when one of the parties is concerned about “saving face, ™!
Mudeation is sometimes imitiated by the arbitration pancl or the Court for resolutions of disputes where
hath parties seem open 1o conciliation. (The advantages of mediation over arbitration and fitigation are
outhned m Section 5.7.)

5402 Profitability or Commission

s el iy worded quite differently if it spells out the amount of commission that the agent will earn o,
weciprovally, the prive st which the distributor is expected o sell the product, or the margin that it is
eapeciod 1o wdd toits costs,

For ageiey agreements, the exporter spells out the commission that the agent will earn for sules in s
eriony 1 may vary from produet to product, so that the agent 18 given a linuncial incentive to sell a
spectlic product. but it generally is around 5 percent of the selling price of the products, but obviously
depends onihe type of industry in which the agreement takes place. A savvy exporter sometimes adds the
perstbility of negotiating the commission with s agent, in order to win a contract for which the price is
crtival. Agents usually po adong with such reduced commissions. on the philosophy thar "a lower
commission is better than no commission at all,” if the sale is not successful. For sales outside of the
fermiory il the agent may penerate wccidentally—for example, by attending a trade show uand meeting
seme pospect o a different country—he contruet will often call for a lower commission,

Finally. the exporter will also spell out when the commission will be paid to the agent. As a matter of
courses e commission is never paid until afier the customer has paid the exporter to which the agent sold
the procuct. Commissions can then be paid as they are eamed. or monthly. guarterly, even semi-annually
oranmally,

For distabutonship agreements, the issue of price can be thorny; if the distributor is completely free to set
iy o prices, then there s always the possibility of having substantially different prices for the same
Product i dilterent coumtrics, therefore creating the possibility of puratlel imports (see Section 4.5) and
diskinge the agravation of customers and distributors alike.

Howevers it exporter is atiempting 1o limit the probability of parallel imports, for example by trying
1o contmil the price i which the distributor sells the product or the margin-—mirkup—that the distributor
canadd to the product. then there iy always.the possibiity that such @ clause will be construed as “price
i theretore an attempt ot reducing competition. Nevertheless, several versions of such clausses
Cvast Some companies bluntly set exactly the same price worldwide, and argue that they do not want their
distributoes o compete on prive, bt rather on such other attributes as service, assortment. and repair
facanhes, Othors make advertising support and other sales help conditional upon the distributor keeping
the price e with the exporter’s guidetines. Some others do not contrictually state anything but make
eaphod “theeais”™ of possible delays i delivery for those distributors who do not respect guidelines,
Chvionshye all of these attempts can be struck by Courts as collusion, but such agreements evidently exisl
Aol ides Advice from an experienced lawyer in drafting such clauses would be money well speat.

5413 Miscellaneous Other Clauses

Phere e evidently many more clauses in o foreign distribution contract, whether with an agent or @
istiibutor, most of which are more “managerial” in nature, and becone much more specific to the industry,
ihe stirnesy of the exporter, and s representatives than can be genesulized upon,

Forcsimple. the facilities and activities clause spells out what the exporter and the agent or distributor
e greed with respeet w the type of establishiment that the representative will maintaing the size of retail
extublishioents, tie size of inventory they will carry. the type of training that employees will receive. and the
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expeciations of managenal policies toward customer complaints. all of which aee specific fo an industny o
corporate strategy, McDonald's has much more stringent requirements in that respect than dees an exporier
of agriculiural by-products,

The same is true regarding the advertising cluuse. which spells out the oblizations of Hothy pastics
regarding promotional activities such as advertising, trade show autendance. ownesstip ol wdeas T
advertising campaigns and sales promotion tems, and. very mmportantly, how the costs al such panno
uonal activities will be paid for.  For many consumer products, advertising costs are stiased by e
exporter and the representative in some varying percentages, but for mdustrid products, the spectiinm e
oo from “entirely the responsibility of the exporter”™ to “entirely the responsibility of the representinine
This may also vary a8 o function of the country in which the representitive aperates. A word of caution,
though: If there are large discrepancies among the cost burden of distibutors in different countrics. thye
sale price may be affected and paratle] imports triggered. which ix something that an exporter shoulil
aitempt (o avoid.

The cluvse regarding competing lines spells out how an agent o distributor will be allowed 1o handle
prextucts manufactured by competitors, In maost instances, an agent s not allowed 1o wepresent o tiil
are competing with the exponter’s products, but a distributor is allowed o do so, Both are eocousagesd 1o
carry products that complement the product line of the exporter, with the understanding thin they wonhd
increase the anractiveness of the agent or the distributor’™s assortment. Some exportens, though, preter that
the agent or the distributor sell their products wt the exclusion of all others, 10 cnsure that e weprescin
tive is concentrating iis efforts on thew products. Such decisions are mude generally i fusetion of th
bargaining strength of the parties: A Japanese sogo shosha will carvy whistever it pleases, whereas o sodl
deater mvolved in distnbuting products manufictured by a large fimn such as Cuaterpifiae will have 1o
abide by whatever its principal dictates

Exporters who benefit from substantial advantages due 1o inteHectoal properties walk also want ooty
the handfing of trademarks. patents, and copyrights particalarly carefully, s well as spetl il o
confidentiality clause how rade seerets and other strategic advantages we handled. Generally, nnprove
ments to existing products made by the agent or the distributor become the propeny of the esporter, will)
some sort of compensation,

Finaily, the issue of the ownership of the customers® list has 1o be yesolved tor distebutor Beciose
they sell for their own account, the exporter is usually not privy 1o the identity of these customers T s
cases, the exporter may find out who the distributor’s customers are when they e regquesiod o 5l v
somie sort of warranty registrtion form, but in general, they are unknown to the exporter. Swie expoics
demand that the distributor report the names of its customers, while others prefer o leave this issoe o
Except for warranty issues. the anly reasons an exporter would wimt to kaow the mames ol the distnbul o
customers are in expectation of poor performance ol the distributor or i expectation ol the creation of
sales subsidiary in the future, neither of which represent i good basis on which 1o st o contracl. A L
us agents are concerned, because the exporter is shipping and billing direetly 10 the customwers 10 whoi
the agent soki, the exporter is awarce of the customers’ identity, wnd therefore the issue v ol much e
significance.

Table 3-1 illustrates what a company, Michigan Marmalades, Inc. (MMEL must review below entenne
into contract negotiations with a distributor, Confitures de France, Here ix the cheeklist ol decisions and
issues Michigan Marmalades must cover in its contract with Confitures.

5.5 TERMINATION

Maost definitely, the most sensitive issue in an intemational distribution contract is the dssoe o tenaination.
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Table 51 Contract Checklist

Michigan Marmalades, Inc. contract negoniations with a distributor, Confitures de France

Contract Language

Good Faith
Force Majeure

Scope of Appointment

Territory
Term of Appointment
Choice of Law

Choice of Forum, Mediation
and Arbitration

Profitability and Commission

Miscellancous Other Clauses

Because the two parties in the contract speak different languages, MMI drafied the
contract in English and had it translated into French They included a clause stating
that the English contract was the original and the French one a translation, in case of
a dispute

MMI and Confitures agreed 0 do business fairly and honorably with one another.
This standard clause covers any unforeseen and unpreventable incidents that might
disrupt the normal coarse of business. For instance, if a shipment of MMI Lemon
Spread sinks during o storm, MMI can’t be held responsible by Confitures.

The scope of appointment specifies which prodtucts Confitures must seli and what
other responsibilities Confitures has as 4 distributor.

The tereitory clause defines the geographical areas in which Confituces is 1o work as
the disiributor for MMI. MMT and Confitures decide that Confitures will be respon-
sible for the entire area of France and Belgium, Corporate Accounts This clause
states that Confitures cannot sell to certain customers, who will remain corporate
sceounts, These customers are the two supermarket chains who buy directly from
MMI: Carrefour and Auchan.

The term of appointment is the definite length of time Confilures will serve as dis-
tributor for MMI. MMI and Confitures agree to an initial term of thres years. After
three years, MMI will renew its contract for ancther vear if it is satisfied with Confitures'
performance. The contract will be renewed yearly thereafter.

Usually, the exporter makes the Choice of Law decision: In the event of a dispute,
MM decides that all legal issues will be settled in the United States. Confitures de
Frunce agrees,

MMI and Confitures de France agrec that they want o avoid going to count in
case of a dispute. Therefore, they include in the confract a chosen mediator whom
they will involve to work out disagreements. The cluuse in the contract alsa specifies
an arbitration panel that will be used in the event mediation fails,

If Confitures were acting ay an agent for MMI, this part of the contract would spell
out the price at which Coafitures is expected (0 sell MMI's products. and what
commission it would eam by doing so. Becuuse Confitures is used as o distributor.
MMI has less control over pricing; however, MM includes the minimum and ns -
muim prices at which Confitures must sell the jellies 1n order o svoid paralle) ireport
problems,

The facilities and activities clause states that Confitures will maintain o spectiic Jevel
of inveatory of MMI's products, and clarifies how the employees will be trained, and
how Confitures will handle customer service. The advertising clause specifies how
Confitures will promote MMI's spreads, how the costs of promotion will be shared,
and what public celations activities Confitures will undertake. In the competition
cluuse, MMI and Confitures agree that Confitures may carry other products that will
enhance sules of MMI's products, Confitures also is granted the right 1o carry prod-
ucts that compete with MMI's marmaludes. The trademarks, patents, and copyrights
clause specifies how Confitires can use MMI's logo and other protected information,
and the confidentiality clause allows Confitures’ access to MM!'s production secrets,
Finally, the ownership ol customer lists clause resolves thut Confitures will share its
customer list with MM1,




International Contracts

_ 97

or the act of ending the relationship between the exporter and the agent or the exporter and the distributor.
All contracts will spell out a termination clause, which will include:

¢ A pre-termination notice, which spells out how many days the exporier must give to the agent or the
distributor before the termination becomes effective: This duration usually is shorier for agents than
it is for distributors, but country statutes can extend it far beyond the contractual agreement. Some
contracts call for no pre-termination notice-—the contract is cancelled immediately upon notice™—
and some go #s high as a year.

+ A termination compensation, often cailed & “goodwill compensation,” which would be equivalent to
the amount of income the agent or distributor would have earned for a certain period. This compen-
sation can be as low as none, and as high as two years' worth of income. Again, this provision of
the contract may also be rendered null by the importing country’s statutes, which may mandate o
specific compensation,

-Both of these issues are quite dependent upon the reason behind the termination of the contract, und 1l
can be terminated for either of two reasons.

5.5.1 Just Cause

A termination for “just cause” is triggered when either of the parties (exporter, agent, or distributor) 15 not
honoring the terms of the contract. Generaily, the representative is not doing something that it 15 contractu-
ally obligated to do, such as meet the sales performance objectives, spend a certain percentage of sales on
advertising, or maintain the type of establishment spelled out in the contract; or the representative is doing
something that it is contractually not allowed to do. for example, selling competitors” products, applying for
patent protection on the improvements it has made to the products, or keeping the list of customers i secret,
Only in a few cases is the exporter not performing its obligations, such us not providing the agent with
prompt pro-forma invoices—quotes—or not shipping diligently: Most terminations for just cause are trig-
gered by a problem with the representative’s performance.

In any case, it is relatively easy to terminate a contract for just cause, as there 18 i reason (o erminate
it. In most instances, the party “guilty” of not fulfilling its part of the agrecment 15 not enlitled 0
compensation and little or no notice. Nevertheless, statutes may still supersede the agreement in such
cases, and mandate a minimum notice period and a minimum compensation, even though there is breach
of the contract.

5.5.2 Convenience

A termination for “convenience” is a termination for any other reason than non-performance: It can be
triggered by any of the parties, but generally, it is the exporter that is secking to terminale the contract
One of the most egregious—but unfortunately very COmMMON-—TEIsONS 15 that the representative 1s very
successful and that the exporter realizes that it is earning “(0o much,” and wants 10 replace it with a sales
subsidiary. Another cavse for termination is a change in the exporter's strategy that modifies how the
exporter intends to penetrate foreign markets, or, worse, necessitates & complete retrenchment on the
domestic market. In any case, the problem is that the termination is not linked to the contract—or the lack
of fulfillment of the contract—but due to some exXtrancous reason.

A termination for convenience should be handled with the greatest cure as the potential for damages 10
the spurned party can be substantial; in those cases, a lenathy termination notice, as well as a generous
goodwill compensation package, is the only way 1o ensure no litigation and a smoother termination. In
particular, if there are issues to resolve, such as inventories of unsold merchandise or outstanding arders,
every effort should be made by the exporter 1o compensate the distributor or the agent, 1f it is not done. the
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representatives can very easily ask Courts to intervene: In most instances, Courts fouh UPL TR0 Ty

convenience very harshly, sometimes assimilating distributors o agents so s o give them the advantipes
that the statutes of their country give agents.™" These statutes usually mandate long notice periods smi
generous compensation packages, Belgium courts granted three months of income to & diste o i 0T
pensation for & contruct that lasted only four months, and tiree Years of profits i compensanon o g
distributor who was associated with « manufacturer for twenty-two years. but hod been fairdy LHHUTSYNS Y
with yearly sales of BFr. 1,400,000 or roughly U.S. $28.000 at that time.>*

Unfortunately, guing to Court may even be perceived as one of the best case seemariox, it woyeral
mjured representatives ook upon themselves (o sabotage the efforts of the exporter ater on, through gi|
soris of means: from mentioning to all of their customers the callous treatment they sutfered in the Sand.
of the exporter 1o altrcting new competitors in the market,

5.6  ARBITRATION

Arbitration is fast becoming the preferred way of resolving disputes between intemnalions periser: i, 1901,
the International Chamber of Commerce (ICC) received ahout filly requests for asbitanien. = 903 4
received 529 requests. In order to accommodate such growth, the 1CC developed its “Rules of Cuncilvation
and Arbitration,” as did the United Nations Conference on International Trade Luw ( UNCITRAL), hoth of
which ure the maost commonly used frameworks under which arbiteation takes place.** However. HTC o
many alternative venues for arbitration: the London Court of International Arbitration. the Stockholm
Chamber of Commerce. the World Intellectual Property Organization, the American Arhitration Associn-
tion, and countless individual faw firms that specialize in this tunction, a number of which wne lacated 1n
Switzerland ™
The advamiages presented by arbitration over litigation in court are many:
¢ Arbitration tends 1o be percerved as fuir: arbitration panels are not a Court in either of the paities
countries and therefore are perceived as being more independent and cven-handed, This i3, of
counse, only a perception, because Courts in any developed country using a moadern commercial
cade are fair, but it is ofien » pereeption of importance in dealing with sensitjve ligants
¢ Arbitration tends 1o be much more expeditious than litigation, Arbitration panels ure nomeros and do
not have the same backlog as traditional Court, which are generally understaffed and overworked 14
SOme countries, commercial disputes can drag on for years: In India, probably ons ol i vwiac o
there are more than three miilion backlogged civil cascs—by the govermment's own sdmixon. -
percent of which have gone on for more than ten years!”’ )
¢ Arbitration tends 1o be much more efficient: Because arbitration panels do not have i |
same rules of evidence as Counts, proceedings po much fuster, and testinsepy can b
more efficiently, Because other procedures are also simplified—there s no proogy)
arbitration meeting generally lasts a few days. whereas a lawsuit can take weeks
¢ Arhitration tends 1o be mach more “creative™: Arbitrators seek to resolve the drspure o £
tion of both parties, wnd can find compromises that are impossible in o formul ¢ U, whor e e
the parties has 1o win, while the other loses. There is also the possibility of itese] o Lo ara
between the parties and the arbitration panel. u process that can fead to 44 DECL LN Coinsrenitse
Courts do not have s freedom,
¢ Arbitration tends 10 be more effective: Arbitrators generally have » wealth of expereies iy il
tional business matters and cun very quickly understand the issues at stitke, draw i thats o a0
and knowledge of arbitration Jurisprudence, and settle the dispute 10 the saiistagtion of ",
more effectively than can a Court with limited expenence in international bisiness nutters,
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¢ Avhitration is not open to the public: Whereas court decision wre generully pablished and avarlable 1o
all, arbitrution decisions are privite und only the parties involved in the dispuic know what sieps were
taken to resolve the dispute.

+ Probably most importantly, arbiiration is cheaper: All of the advantages previously presented tend
lower the costs of the litigation. In addition, these lower costs are generally shured by the panies in
dispute. whereas Court costs are usually borme by the loser, u custom called “European rules™ in the
United States, both parties pay their awin costs.

The only step 0 ensure arbiteation in the case of disputes”between the exporter amd 1is repreésentatives

abroad 18 to include a clause directing that “any dispute [. . .| shall be finally seitted in accordance with

the Rules of Conciliation and Arbitration of the Intemational Chamber of Commerce.” ™

5.7 MEDIATION

Mediation is a process by which a mediator wall atiempt 1o fiid a widdle ground between the patics who
are having a dispute. The miediator will often “shunile” Beoween the two companies and seeh 10 lind
commonly accepiable solution o both parties. Most mediators are people with a legal background or
people who have knowledge of the purticulars of an industry; they can be found through referrals and
within the trade associations of most industries.
Mediation presents several advantages over fitigation or asbiteation in several cases:
¢ Mediauon is less formal: The partees 1o o dispute are often concermed about arbitrafion because it s a
fairly formal process, taking place over a few days, invalving wweetings in a neutral venue ail
resmcted 10  few individual managers, L tization s even more formal. Mediaion is often achieyved
over i longer period of tme and esch paity his the opportunity 1o meet with the mediator i its own
corporate enviconment, and the mediator can meet with many different people in both organiza
tions. in order 1o get a better wea of the issue,
¢ Mediation s nonbinding: It can be the finst step in resolving a dispute and can help both pariies assess
how their positions are perceived by unrelated parties. In other words, it is an indicator for both
litigants of the strength of their respective positions, and of their probahilities of winning un abina-
fion hearing or a court ¢ase
¢ Mediation is more practical for smatler disputes or when parties are imerested in heeping 2 business
relationship: Unfortunately, wwbitration s commonly perceived as resulting m the formal sevenng ot
all commercial relationships between both parties. Mediation allows both parties 1o resolve a dispute
without affecting the remainder ol their business
+ Medianen s often best for disputes that have arisen from misunderstandings: Both parties are unahle
(o resch o compromise because they do not understund what the other was trying to sccomplish and
the mediator can help them reach that middle ground
Yediation is often the best approuch when there is a genuine interest on the part ol both parties 1o
rescive the dispute in a manner that is fair to both parties and when both padies are interested in
resuming normal business refationships as quickly us possibie.

Review and Discussion Questions

1. What are the generul provisions of the United Nations™ Convention on Contracts 10 the Taterma-
tional Saie of Goods?

2. What are the issues hrought about by the concept of “labor law™ in an mternational distribution
agreement?
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6.
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Describe three of the elements generally found in an agency or distributorship agreement.
What are the differences between the “Choice of Law™ and “Choice of Forum" clauses? How are they
related?

- What two possible forms of termination are there? How differently will they be handled by a Court

of Law?
What are the differences between mediation and arbitration? How different are they from a proceed-
ing in a Court of Law? :




