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Executive summary

This handbook is a guide to preparing international commercial contracts. It is intended to support
the use of Model Contracts for small firms: Legal guidance for doing international business,
prepared by ITC’s Pro Bono Committee on International Commercial Model Contracts for Small
and Medium-sized Enterprises.’

This book can also be read independently, as it:

e gives practical, detailed guidance on how to draft a contract;

e examines the merits of commonly used contract clauses;

e discusses key legal aspects of conducting business internationally; and
e provides insight into the (legal) dynamics of international trade.

Chapter 1 is a short introduction of what a ‘contract’ is, how agreements are reflected in writing,
and how contracts are interpreted in a cross-border context. It identifies different styles of
contracting and explains how contracts are typically structured. The chapter also explores two
contract types used in the precontractual stage of a transaction — non-disclosure agreements and
letters of intent (or Memorandum of Understanding). Finally, the chapter touches upon legal tech,
explaining how businesses can benefit from automated contract creation and contract lifecycle
management. It is particularly useful for non-lawyers.

Chapter 2 focuses on the ITC Model Contracts. Both lawyers and non-lawyers get a better
understanding of when and how the Model Contracts should be used most efficiently with a
discussion of common negotiation parameters. This chapter also discusses how the contracts
can be tailored to fit a specific business need. This is key for non-lawyers and helps lawyers and
law students to better understand the main types of commercial contracts used in international
trade.

Chapter 3 outlines general principles of clear and precise contract drafting. This covers basic
skills, discussing techniques that may improve the readability of a contract or accelerate
negotiations. The chapter also explains how vague terms such as reasonable, best efforts and
reasonable endeavours can be used and gives best practice on using definitions and defined
terms. Using these techniques should make a contract less ambiguous, more consistent and less
old-fashioned. Although mostly aimed at lawyers, non-lawyers will also appreciate the practical
insights.

Chapter 4 concentrates on the scope and merits of the clauses reused across the ITC Model
Contracts, sometimes with little or no variation in wording. The clauses include a change of
circumstances affecting the contractual relationship, events of force majeure, confidentiality of
information exchanged, warranties regarding the quality of supplied goods or services,
appropriate limitation of the parties’ exposure to any liability under the contract, dispute resolution

! http://www.intracen.org/model-contracts-for-small-firms/
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mechanisms, and boilerplate clauses. These subjects are important but some are usually not
negotiated. The chapter provides relevant proposals for compromises.

Chapter 5 examines the legal frameworks and principles underlying the ITC Model Contracts.
For non-lawyers, it is an introduction into a myriad of legal aspects of contracts. It shows that
contractual parameters are largely universal (also in an international setting). With reference to
the UNIDROIT Principles on International Commercial Contracts (UNIDROIT Principles), it
introduces fundamental concepts of contract law.

The chapter examines international sales related to the most successful convention, the United
Nations Convention on Contracts for the International Sale of Goods, contractual devices for
delivery of goods (INCOTERMS) and the international options for payment, such as documentary
collection and letters of credit. The final two sections give an insight into intellectual property law
and competition law — legal subjects of increasing importance for small and medium-sized
enterprises.

viii
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Chapter 1. INTERNATIONAL CONTRACTS AND
CROSS-BORDER CONTRACTING

Many transactions are concluded based only on a simple email or commercial quotation
containing merely the key terms of a business deal. However, even such a thin basis of agreement
is as enforceable as a complete contract. Even if a clause is included saying that the offer is
‘subject to contract’ or ‘non-binding until a written agreement is signed’, if the parties start acting
as if there is a contract, it may be difficult to negotiate limitations of liability and contractual
restrictions.

The following sections discuss what a contract is (section 1.1) and how to structure it (section 1.2),
how contracts are interpreted, by law and as a consequence of contractual interpretation
guidelines (section 1.3), and two types of contracts are introduced that are used in a pre-
contractual context (in assessing or preparing an agreement — section 1.4). The final section 1.5
examines contract automation and other developments in the legal tech of contracting.

1.1 What is a contract?

A contract is an agreement between two or more parties determining their enforceable rights
and obligations under a certain (one-off) transaction or their ongoing relationship.

A contract will often include the conditions for such rights or obligations to become effective or for
its termination, covenants (and contractual prohibitions) enabling each party to enjoy the full
benefit of their agreement, warranties ascertaining that each party will receive what the other
party has promised, and the effects in case of a breach of contract. Chapter 4 will explain what
these legal concepts (conditions, covenants, warranties and various related contract clauses)
mean.

Oral or written? In a cross-border context, it is strongly recommended that a contract is in writing.
A mere oral agreement may be difficult to prove and introduces considerable uncertainty
regarding its precise scope and interpretation. Most contracts do not need to be in writing to be
enforceable. Contracts that are by law required to be in writing typically relate to the sale of
immovable property or to the grant of licences under intellectual property (copyright, use of
trademark or patent).

Written contracts may be given an ‘official’ look and feel, following a common structure (see
section (a) below), or be presented more informally (see section (b)), as a letter agreement.
Normally, courts of law will accept an exchange of emails as evidence of a contract but often



emails are not written with the greatest accuracy and may easily leave important aspects of the
parties’ agreement unaddressed.

Requirements for validity. Some legal systems — including many common law systems — require
that the parties intend to enter into the contract (where the intention is a requirement on its own)
but this threshold will be met easily. In common law, this intention to be bound contractually is
demonstrated by the existence of ‘consideration’ — the fact that each party committed itself to the
other party by assuming an obligation of any valuable kind (but not illegal obligations). In practice,
this requirement that a contract requires some valuable benefit for all parties is easily met (e.g.
by the payment of a symbolic one dollar). The consideration is not subject to a measurement of
proportionality and balance of value. Other legal systems — notably the Roman (French law-
inspired) legal systems — require that the contract is not for an illicit cause (a negative criterion).

When is a contract binding? A contract is ‘entered into’ and becomes ‘binding’ once the parties
reach consensus, agreement. In simple terms, this is when one party makes an ‘offer’ and the
other ‘accepts’ it. For example, the supermarket offers its products for sale by allowing customers
to take them from the shelves; and the customer accepts the offer by handing it over at the
cashier. Once paid, the transaction is complete (ownership transferred, warranties apply, etc.).
When offer and acceptance do not readily match, the other party may make a counter-offer (and
this may go back and forth). This process of offer-counteroffer-counteroffer-acceptance is
negotiation.

As with contracts, offer and acceptance are not subject to formalities — the context, circumstances,
customs and stipulations can take any form. Therefore, if a party starts performing its presumed
obligations, this will likely be proof of its ‘acceptance’ (of the other party’s last counter-offer — see
section 5.1(c)). Also, if a party sends the other an email unconditionally outlining or proposing the
parameters of a transaction (or even a collaboration) without any reservation as to its being non-
binding (not marked “for discussion purposes only”, “subject to contract” or “subject to board
approval’), that email may well constitute an offer that can be accepted by the receiver. Therefore,
professional parties who make an offer will also clarify that it is subject to (conditional upon)

agreement in writing.

One-off transactions and ongoing relationships. Contracts can address single transactions
between parties (a simple sale of a product or batch of goods, or the provision of a certain service)
as well as establish the parameters of ongoing relationships. This may affect the characteristics
of the contract:

e |naone-off transaction, the rights and obligations focus on the specifications of the product
or service, on the (timely) delivery and who-does-what in respect of transportation, the
payment of the purchase price or service fee, and what happens if something goes wrong.
Examples of such contracts are the ITC Model Contracts for the international commercial
sale of goods, and supply of services.?

http://www.intracen.org/itc/exporters/model-contracts/



¢ In an ongoing relationship, these are less urgent since such a relationship is partly built on
mutual trust; The contract will provide for procedures (for forecasting, ordering and joint
product development), the establishment of a relational framework (establishing the
governance and evaluation of the relationship) and the formalization of continuing rights (in
the use of trademarks, know-how and training).
Examples are the ITC Model Contracts for the international distribution of goods,
commercial agency, long-term supply of goods and manufacturing as well as the ITC Model
Contracts for international contractual alliances and corporate joint ventures.

Importance of a contract. Does it matter if there is no formal contract between the parties?
Maybe not. However, if a seller has not limited their liability to a certain maximum amount and
there is a defect in its supplied goods, all damages will be borne by the supplier. Conversely, if a
customer failed to stipulate that the purchased goods are not manufactured in violation of laws
and regulations, then the delivery of those goods might not be refused (and the customer may
even be held liable for undertaking or facilitating illegal activities).

Applicable law and dispute resolution. In a cross-border contract, it is very important to provide
for an appropriate dispute resolution mechanism, and to determine which national law will govern
the contract. In many international transactions, (mediation combined with) arbitration is
inevitable.

‘Contract’ or ‘agreement’? There is no fixed terminology for referring to a contract, agreement
or (contractual) arrangement. Most lawyers will understand a ‘contract’ to be the written record of
a business transaction or legal relationship, but many will argue that an ‘agreement’ does the
same. Also, the term ‘agreement’ is commonly understood to mean the parties’ mental being in
agreement, having achieved consensus (on all details of) a transaction. Regardless of these
somewhat arbitrary definitions, most English language contracts are titled as ‘agreement’ (not
‘contract’).

1.2 How to structure a contract

If a contract may be agreed orally or if no specific statutory formalities are required for the validity
of a contract, there are no firm requirements applicable either. However, there are best practices,
which are explained in this section.

(i)  What to include and what to avoid in the first part of a contract

Contract title. It is good practice to give every contract a name or title. The term ‘agreement’ is
more common in a title than the term ‘contract’, but both have the same meaning. The title should
simply reflect the nature or central purpose of the agreement, indicating whether it is a licence,
confidentiality agreement or other contract. The title should be concise.



For example, rather than ‘Agreement for the Development, Implementation and Maintenance of
a Franchise’, simply use ‘Master Franchise Agreement’.

Signing date or effective date. The first line often includes a date. This would be the date that
the contract was entered into or the date that the contract will become commercially effective,
unless the contract states otherwise.

The contracting parties. Every contract must identify the contracting parties on the first page (or
contains a reference on the first page that refers to a schedule in which parties are identified),
using their complete names. The section identifying the contracting parties should state the
information required under the applicable civil procedural law to be included in a writ of summons.

Business groups or units. There is no need to include a statement that the agreement relates
to a particular department or business unit of the contracting entity. Such groupings have no legal
capacity to enter into a contract and the statement is superfluous. If you would like to limit the
scope of the agreement, express this in the relevant contract provision. The effect will probably
be negligible in the event of a dispute, since a claimant will not be precluded from being granted
rights over assets of other business groups or business units of the same legal entity.

“Also on behalf of affiliates”. Equally undesirable is a statement that a party also acts on behalf
of its affiliates. First, the same statement would also need to be reflected in the signature blocks
(for which the affiliates would need to be duly represented). Second, it is questionable whether
such a statement is desirable from a liability-limiting perspective. Third, such a statement is
ambiguous because the precise scope and meaning is unclear. It would be much more accurate
(and adequate) to stipulate a provision to be for the benefit of an affiliate where relevant.

(ii)  What to include in the preamble or background clauses

Following the title and identification of parties but before the body text, most contracts contain a
group of paragraphs addressing a few key characteristics of the agreement, the related
transaction or the parties’ businesses, and they help the reader understand the background.
These background clauses are also known as the preamble, the recitals or the whereas
provisions.

Best practice. The information provided in the background clauses must be limited to intentions,
desires or statements of fact. It is customary to limit these statements to matters that may result
in the validity or enforceability of the contract being directly affected. Additionally, background
clauses should never contain any obligations, conditions, warranties, policy rules or duties.

Types of background clauses. The background clauses give information about the parties and
about the context of the agreement, and they introduce the agreement itself. There are several
kinds of clauses:



e Party-related recitals: one or more clauses can reflect the relevant business activities of
each party.

e Context or background recitals: these describe the events or circumstances that led to
the transaction. They can be an extension of or elaboration on the contract title — for
example, explaining particularities of a sale, specifying the patents or trademarks of a
licence, or clarifying why a preceding agreement is amended and restated. Such
background recitals may describe, in broad terms, the purpose of the transaction that the
parties seek to accomplish.

e Compliance-related recitals: in one or more whereas provisions, the parties may want to
express that those concerned have complied with certain requirements or prerequisites for
entering into the agreement. For example, a whereas clause may express that an external
party has approved the transaction or that those concerned have complied with regulatory
requirements or works-council regulations.

e Transaction-structure related recitals: in non-standard, complex transactions, it is
sometimes unavoidable to explain the various steps taken pursuant to the contracts (for
instance when a sequence of events is of particular importance).

e Related-transaction recitals: a preamble might include one or more recitals regarding
agreements being entered into at the same time.

e A step-up recital: many contract drafters express a general intention, stating that the
parties desire to reflect the preceding considerations in writing. In fact, such a lead-in is
redundant and therefore unnecessary.

After the background clauses, the contract formally starts. This is often indicted by a phrase “the
parties agree as follows:” (if there are indeed background clauses, the phrase would be
preceded by the words “now therefore”). In archaic wording, emphasising that the formalities for
a valid contract under common law have been fulfilled, this may also include a statement that
there is valuable consideration for the promises made. In a modern approach, adopted by ITC,
a simple heading “Operative provisions” or “Agreement” is inserted.

(iii) Preparing the body of a contract (article structure)

After the background clauses, the actual agreement is set out in a series of articles. This is usually
called the body of the agreement. A typical structure is as follows:

¢ Atrticle 1 contains definitions (see section 3.4) and provisions related to interpretation of the
agreement (see section 1.3(c));

e Atrticle 2 (if applicable) contains the conditions to the agreement or to the closing of the
transaction (see section 4.1);

e Article 3 relates to the scope and main contractual obligations (see Chapter 3);

e Article 4 elaborates the characteristic obligation of the agreement (e.g. delivery and
acceptance, service level, specifications, level of exclusivity);

e Articles related to purchase price, purchase price adjustments and payment, aspects of
compliance, reporting and product quality;

e Articles containing covenants (see section 4.2);



e Articles on warranties, indemnities and limitations of liability (see sections 4.5 and 4.6); and

e Articles addressing the term and termination of the agreement, the confidentiality of certain
information (see section 4.7), notices and miscellaneous provisions including the choice of
law and dispute settlement (see sections 4.8 and 4.9).

The core of the agreement is in the scope Article 2 or 3, and the two or three articles that
immediately follow. However, some drafters prefer to push elaborate clauses into a schedule.
Obviously, this enumeration is just one way of setting out a contract outline. Agreements may well
follow a different order.

Prioritization and logical sequencing. To determine the best sequence of articles and contract
clauses, efficiency suggests that the following principles should be applied:

e General provisions (e.g. defining scope, desired results and principles) should precede
specific provisions (e.g. limiting provisions, procedures, exceptions and carve-outs);

e Important provisions should precede less important provisions;

e Clauses identifying causes of action or triggering events should precede their
consequences;

e Substance should be distinguished from form;

e Content should be distinguished from procedure;

e Chronological order should be used (if applicable);

e Provisions with a certain permanency should precede temporary or ad hoc provisions;

e Miscellaneous provisions (boilerplates) should be placed at the end.

(iv) Using schedules, annexes and exhibits in contracts

Some contracts address elements of the agreement in a numbered schedule. These are called
schedule, annex, exhibit, annexure, appendix or attachment, all with the same meaning and
effect. Itis best practice that a consistent naming is adopted for all schedules (i.e. either schedule
or annex or other name). Sometimes schedules contain attachments; it is best practice that such
attachments to a schedule are referred to differently (e.g. a schedule may contain annexes,
exhibits or appendices, but not a schedule to contain schedules).

Schedules are used for the following reasons:

e Complexity. The transaction is complex and structuring it into schedules improves the
manageability of all the transaction documents.

e Various sub-transactions. The transaction in the main agreement includes various
smaller transactions, each of which is of a different nature. For example, a contractual
alliance or a joint venture will almost invariably encompass a number of other relationships
established in relation to it (see section 2.1).

o Different disciplines involved. The transaction requires the involvement of different
disciplines and different types of contributions. For example, it is undesirable to include
technical details of a product-to-be-supplied or the description of a work to be serviced in



a contract (see section 2.3) or to include product specifications or retail pricing in the body
of the contract. Those should be negotiated and agreed between the technical or
commercial persons, respectively.

e Separation of facts and obligations. Effective contract drafters place informative
aspects, specifications and technical facts in a separate schedule. This saves the drafter
from having to keep track of all changes in technical documents (for which the technical
people are responsible).

e Updateable documents attached. Several schedules will be updated from time to time:
for example, it is easier to update the applicable list prices in an annex from time to time
than amending a contract clause (in the body text of the contact) in which such prices are
listed.

The body of the agreement should contain a reference to each of the schedules, annexes and
exhibits, and the contract should not include any schedules, annexes and exhibits without
specifically referencing them in the body of the agreement. It is unnecessary to use the phrase
“the provisions of the schedule are incorporated by reference”.

(v) Using an informal format — letter agreements

A letter agreement is a letter that contains the terms of the agreement and is signed by both the
sender and the addressee (‘for agreement’ or ‘for acceptance’).

A legal (enforceable) agreement does not necessarily need to be embodied in the traditional
structure of a contract (with the parties’ signature block, recitals, words of agreement, numbered
articles and sections, and signature formula). Most types of agreements are just as enforceable
when they take the form of a letter from one party to the other if they are ‘accepted’ or ‘agreed to’
by the receiving party.

Structure. A letter agreement is typically printed on the letterhead of the sender and contains the
following elements:

e the sender’s entity name and address;

e the place and date;

e asubject line (but not a title);

e the addressee’s entity name and address;

e a salutation (e.g. a generic “Dear Madam, Sirs” or to the individual representing the other
party);

e an introductory sentence referring to the background of the letter or to an agreement to
which it pertains;

e the substantive terms of agreement;

e a closing sentence requesting the addressee to countersign a copy (e.g. “If you agree to
the above, please sign one copy of this Letter Agreement and return it to me at the above
address”);

e the sender’s signature; and



e the addressee’s signature, preceded by the words ‘For acceptance’ (suggesting that the
letter itself is an offer in the legal sense) or ‘For agreement’ (reflecting the truly mutual
nature of the letter agreement).

Special characteristics of this type of agreement. A letter agreement usually refers to the
parties as “you” and “we” instead of using a functional reference (Seller, Licensor, Customer) or
shortname (e.g. ITC, Weagree) for identifying a party. Unlike a traditional contract, the substantive
terms of a letter agreement are usually not subdivided into articles and subsections, although
subdividing the text into numbered paragraphs is often helpful. The substantive terms may well
include miscellaneous provisions, such as a choice of law and a choice of jurisdiction.

1.3 How to interpret contracts

A drafter should be aware of the meaning that will be attributed to contract wording if it comes to
court proceedings. The purpose of this section is to raise awareness of the origins of different
points of view and styles of contract drafting.

(@) Legal cultures and factors that determine contract interpretation

Three main approaches to legal practice can be distinguished, each representing the
characteristics of a legal culture:

e The Roman legal culture;
e The Germanic legal tradition; and
e The common law.

Roman and Germanic traditions. In both the Roman and the Germanic legal cultures, courts
will come to their decisions by reverting to systematic codifications of the law (i.e. a civil or a
commercial code), the meaning of which is elaborated on in parliamentary materials, doctrinal
opinions and case law. These codifications have a rather abstract character, building on general
principles such as good faith, reasonable, fair dealing, justifiable, duty to co-operate, which are
familiar tools for each lawyer. These principles require that a party observe standards of
proportionality and subsidiary when exercising its rights under a contract.

In both legal traditions, courts are not strictly bound to their precedents and, exceptionally, are
even able to set aside unfair consequences of a law or regulation. Lawyers from common law
jurisdictions would probably reject such sources of uncertainty about explicit provisions, but the
practical consequences are not as sweeping as they may seem.



Both in the Roman and Germanic traditions, in case of breach of contract, remedies are not limited
and will typically include specific performance or an otherwise effective remedy.

Subjective versus objective approach. The two legal traditions are fundamentally different
regarding contract interpretation (although the difference may seem philosophical or academic
rather than practical). In the Roman legal culture, the subjective consensus between the parties
is determinative for the scope and nature of the parties’ mutual obligations. This means that the
mental ‘common intentions’ are relevant and that a written agreement is considered to be only a
welcome (albeit important) piece of evidence.

In the Germanic legal tradition, a more objective approach prevails in the interpretation of
contracts and legal acts. The important question is what, under the circumstances, a reasonable
and informed person in the same position would deem to reflect most accurately how the parties
are bound. In this approach, as well, the written contract is a good starting point.

Common law. In common law systems, vast codifications of private law have never been
developed or, at least, they have never achieved the authority given to their counterpart on the
European continent. In the United States, for example, codifications exist for corporate law,
partnership law, various types of transactions in movable property (embodied in state
codifications of the Uniform Commercial Code), and federal topics such as competition law,
intellectual property law, arbitration, securities laws and regulations and bankruptcy law (known
as ‘Chapter 117).

Subject matters that are not covered by these codifications have often been developed in the
common law (i.e. case law). Accordingly, legal concepts such as ‘mistake’ or ‘set-off’ are based
on court precedents. The influence of legal doctrine is very limited if relevant at all, at least in the
state laws of the United States. To state that legal concepts such as ‘good faith’ and ‘fair dealing’
can be excluded contractually is exaggerated, but to say that the typical common law attorney is
well able to appreciate its scope often contradicts practical experience.

Other than in the Roman and Germanic traditions, the default remedy in common law systems is
payment (in cash) of damages. Whether or not an injunction or specific performance may be
awarded might depend on the adjudicated court, except that parties can always contractually
provide for remedies.

Other legal families. Other important cultures can also be identified, such as the Arab (or Islamic)
legal culture, the Hindu tradition, the Scandinavian family, the (former) socialist countries, and
various mixtures — the Scottish and South African legal systems are a mixture between common
law and civil law; Japanese law has been influenced by both United States common law and
German law, Turkish law by the Swiss codification of around 1900, and Russian federal law by
several European legal systems including the Dutch civil code of 1992.3

8 Many other classifications have been made (and their classification questioned). See Zweigert, K. & Kotz, H.

(1996). (3" ed.) Einfiithrung in die Rechtsvergleichung, JCB Mohr Tiibingen. Zimmermann, R. & Reimann, M. (2006).
The Oxford Handbook of Comparative Law. Oxford University Press.



In Africa the influence of the former colonizer is often recognisable (in many cases either the
French or the English legal system has been adopted, but then developed independently).
Elsewhere, the British Commonwealth jurisdictions have adopted English common law.

Effect on contract interpretation. The practical relevance of distinguishing between subjective
and objective approaches of contracts and contract interpretation has been reduced over the
centuries. Case law developed principles that smoothen unintended or unfair results, and further
case law equipped courts with the legal instruments with which they could come to the right
decision. The UNIDROIT Principles contain the following general principle of contract
interpretation:

Article 4.1 (Intention of the parties)

(1) A contract shall be interpreted according to the common intention of the parties.

(2) Ifsuch an intention cannot be established, the contract shall be interpreted according
to the meaning that reasonable persons of the same kind as the parties would give to it in
the same circumstances.

Article 4.2 (Interpretation of statements and other conduct)

(1)  The statements and other conduct of a party shall be interpreted according to that
party’s intention if the other party knew or could not have been aware of that intention.

(2) Ifthe preceding paragraph is not applicable, such statements and other conduct shall
be interpreted according to the meaning that a reasonable person of the same kind as the
other party would give to it in the same circumstances.

Article 4.3 (Relevant circumstances)

In applying Articles 4.1 and 4.2, regard shall be had to all the circumstances, including:
(a) preliminary negotiations between the parties;

(b)  practices which the parties have established between themselves;

(c)  the conduct of the parties subsequent to the conclusion of the contract;

(d)  the nature and purpose of the contract;

(e) the meaning commonly given to terms and expressions in the trade concerned;
(f) usages.

The articles cited above provide a well-balanced principle of contract interpretation, which would
even encompass English law. It is fair to say that each European jurisdiction is represented in the
concepts expressed in these articles, and none is contradicted. Note that the literal meaning of
contractual words is not necessarily decisive.

(b) Statutory guidelines on contract interpretation
Lawyers like to provide certainty on how a contract must be (and thus will be) interpreted. For

them, several legislatures have provided guidelines for interpreting contracts (or legal acts).
Despite the broad consensus that such guidelines are not determinative for a case at hand and
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provide no more than some hints for courts to consider, risk-avoidant lawyers have anticipated
that these guidelines could nevertheless be detrimental and should therefore be excluded
explicitly.

Contra Proferentem (interpretation against the draftsperson). The UNIDROIT Principles
provide guidelines for contract interpretation. This is consistent with the civil codes of France,
Italy, Spain and Belgium in particular, although most countries apply such principles. The main
principles of interpretation have been discussed in the previous section but another well-known
one is to interpret a contract ‘against the drafter’:

Article 4.6 (Contra proferentem rule)
If contract terms supplied by one party are unclear, an interpretation against that party is
preferred.

The rule provides a preference in case any negotiations were mainly determined by an
economically strong party (in its dealings with a weak counterparty). Despite this context-specific
application, the principle has prompted many drafters to include a provision expressing that ‘the
parties reviewed and negotiated the entire contract in all its respects’ (and accordingly stating or
implying that ‘no provision should be interpreted against the party who drafted it’). Such an
approach fails to address the real issue:

e First, the interpretation rule would only apply to stipulations where there is a (reasonable)
doubt about the actual meaning of a phrase. If there is no such doubt, the stipulation would
be enforced. Whether such doubt could exist may also be measured against another rule,
for instance, the fact that the parties are business people and advised by professionals who
are keen to understand each oddly phrased provision.

e Second, the principle effectively says that where two interpretations compete, the party
who created the ambiguity should not have the benefit. The phrase is preferred and
emphasizes that the drafter may explain why a certain meaning should prevail (and thereby
‘win’ the interpretation discussion).

Similar arguments can be made about a dominant party who drafted a contract provision: such
party would insist on the inclusion of a particular provision, notably regarding disclaimers or
limitation of liabilities. In these cases, there may also be a hint of abuse of power, which is not
supported by the law (see also UNIDROIT Principles Article 3.2.7 (gross disparity)).

Other rules on interpretation. A few provisions of the UNIDROIT Principles clarify that
negotiation of a clause improves its enforceability. This is understandable because the more
comprehensive the discussions about the ins and outs of a clause have been, the more reluctant
a court must be to attribute a meaning that is not immediately obvious. Another important rule for
interpretation is that a contract provision was presumably always given a meaning or intended
effect. If a provision is ambiguous or contains errors, mere reliance on such ambiguity or error
without further merit should not be protected if another interpretation provides a meaning for it.
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Article 4.4 (Reference to contract or statement as a whole)
Terms and expressions shall be interpreted in the light of the whole contract or statement
in which they appear.

Article 4.5 (All terms to be given effect)
Contract terms shall be interpreted so as to give effect to all the terms rather than to
deprive some of them of effect.

Overall, the importance of one interpretation rule or another is still a matter of judgement and is
not inevitably part of the reasoning given by a court. Where the principles invoke different
standards, their actual significance may well differ from country to country or even from judge to
judge. Again, this probably also appeals to cultural legal differences.

Drafting tip: introduce mutuality: ensure the contract provisions are mutual to both parties.
Contract interpretation principles suggest that a very one-sided contract may be susceptible to
being interpreted against the drafter. Two examples can be found in the ITC Model Contracts:*

e Confidentiality clauses: despite a clear one-party-geared interest in continuing
confidentiality, this provision is usually drafted to apply mutually.

e Force majeure clauses: although the party that can be affected by an event of force
majeure is foreseeably only one of the two, the text of the provision often suggests
fairness for both.

(c) Contractual guidelines on interpretation of the contract

Many contracts contain provisions that are standard and abstract. These provisions are typically
inserted either in Article 1 (on interpretation and definitions) or at the end of a contract, and either
grouped under the header ‘miscellaneous’ or, in case of the ITC Model Contracts, in short contract
articles. As in other provisions, common law-originating contracts seem to elaborate more than in
continental European legal systems.

This section addresses contractually stipulated guidelines that specify how certain references in
a contract must be interpreted. Such guidelines are often inserted in a general article containing
the definitions.

“Written” notice. Many contract provisions require a notice to be given in writing. The obvious
intention is to require that a party is firm and accurate about its intentions. A party who needs to
notify an event of force majeure will prefer to do so informally rather than putting the other party
in a position where a formal response becomes inevitable (e.g. a firm and final warning with a
deadline for remedy). In joint ventures, informal communications between the partners are the
rule. A question that may arise is whether communications by email or fax are considered to be

4 International Trade Centre (2010). Model contracts for small firms: legal guidance for doing international
business. Geneva.
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in writing (and thus satisfy the criterion provided in a contract clause). In view of modern practice,
it would be hard to argue that this is not the case, but avoiding any discussion of the matter may
still be helpful:

A reference to a communication in writing shall be construed so as to include any
communication in written form, whether by letter, fax, or a scanned and signed document
sent by email;

Article and section references. A meticulous contract drafter may refer to articles and sections
of the agreement by adding to each such reference: “of this Agreement”, or “above” or “below”,
as the case may be, or “hereof” to each such reference. This is superfluous practice. There might
theoretically be confusion about whether a reference may unintentionally point to a provision not
in the body of the agreement. To ensure that this is only the case for non-capitalized references,
include the following clause:

References to Articles, Sections, Annexes, and Schedules are references to articles or
sections of, or annexes or schedules to this Agreement.

Headings and captions. A drafter may sometimes want to ensure that contractual provisions
cannot be summarized in the two or three words of an article heading or the caption immediately
preceding a contract section. Although it is difficult to argue that one party misunderstood a
contract clause because the caption or article heading gave it a certain meaning, the following
clause would diminish the possibility of such argument:

Headings in this Agreement and captions to its Sections are provided for convenience only
and do not affect its meaning.

Applicable laws and regulations. When a party warrants that it is not in breach of a particular
statute or undertakes to continue acting in compliance with a particular act or regulation, the other
party may want to ensure that such non-breach or compliance is measured against that statute,
act or regulation as in effect at the time in question. The following provision would allow a drafter
to accomplish this without adding “as amended” or “supplemented” or “from time to time” after
each reference to such a law or regulation:

Except as provided otherwise, a reference to a statute or regulation means that statute or
regulation as amended or supplemented from time to time.

Times and time zones. In a multinational context it may be helpful to specify which time zone
should be referenced in case the parties fail to identify it. For example:

Except as provided otherwise, a reference to a time of day is a reference to the time in
Geneva, Switzerland.
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1.4 Pre-contractual agreements

Although the concept is a contradiction, there are agreements that precede agreements. This
section discusses two documents that may precede agreements.

Non-disclosure agreement: an agreement that is used to ascertain that information
exchanged in the pre-contractual stage of assessment or negotiations on a subsequent
agreement and (a) will be used only for the purpose of the anticipated transaction (and not for
any other competitive purpose), and (b) that all disclosed (confidential) information will be kept
secret.

Memorandum of Understanding (MOU) or letter of intent (LOI): a short document outlining
the initial views and (non-binding) intentions of the parties, as well as their preliminary mutual
understanding, in order to structure or facilitate subsequent negotiations of a definitive
agreement.

(@) Using a non-disclosure agreement

A non-disclosure agreement facilitates the exchange of ideas and confidential or proprietary
information by limiting the permitted purpose for which such disclosed information may be used
and by imposing secrecy obligations on the receiving party.

Terminology. Non-disclosure agreements are also referred to as confidentiality agreements or
secrecy agreements (or simply by the abbreviation NDA or CDA) such as in the Model Contracts.

Protection of confidential information. A non-disclosure agreement enables parties to protect
their know-how and technology against misappropriation or abusive use by the other party. It is
legally difficult to protect ideas, concepts, know-how, general technology and many software
functionalities because these elements fall outside of the standard categories covered by
intellectual property law, such as copyrighted works, patented inventions, and certain designs.

Intellectual property rights. The Model Contract contains a simplified provision regarding the
intellectual property rights of the disclosing party — any improvement of the disclosed information,
even when proposed or suggested by the receiving party, will be owned by the disclosing party.
This prevents claims to co-inventorship, co-ownership and other related complications.

Avoid negotiation. A non-disclosure agreement should be signed soon after conversations
between the parties starts, to facilitate disclosure and effective negotiations concerning the main
contract. The non-disclosure agreement should therefore not contain significant areas of
negotiation.
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The “Purpose”. One of the key clauses is the formulation of the defined term “Purpose”. The
purpose of a non-disclosure agreement determines what a receiving party may and may not do
with the disclosed confidential information. The purpose should be formulated accurately and in
a sufficiently narrow manner. A narrow definition prevents the receiving party using the
confidential information for competitive ends, for example, investigating product specifications
with the aim of developing the same technology itself or with another party, or any other undesired
purposes. Some appropriate purposes could be, for example:

o “discussing the feasibility of jointly developing product X to be used in market A and
exchanging information about certain proprietary, secret technologies, including the
possible terms and conditions of a joint development project”;

e “assessing the attractiveness of entering into a contractual alliance related to entering
into the market of country B, including discussion on the possible terms and conditions of
a contractual alliance”; or

o “Investigating the appropriateness of entering into a long-term supply agreement in
relation to products Y and Z to be sold in the region of Southeast Asia, including
discussion on the possible terms and conditions of a long-term supply.

Not for pre-patent purposes. The Model Contract is not intended for use where patentable
inventions are involved because more care is necessary to prevent claims of co-inventorship or
‘prior use’. Nonetheless, if certain materials (or software source code) are disclosed for testing
purposes, it is desirable to expressly provide that the materials or source code may not be
analysed or re-engineered (unless analysis or re-engineering is the purpose of the non-disclosure
agreement).

Confidential information and competition law. Due care must be exercised in the disclosure
of confidential information which triggers concerns from an antitrust or competition law
perspective. Although development of new technology is usually exempted, this is usually not the
case with respect to information regarding market shares, sales figures or cost price elements (or
the parties’ intentions or plans to develop markets, to change pricing or to improve cost price). It
is a gross violation of antitrust or competition law to enter into a non-disclosure agreement in the
context of price-setting arrangements, competing procurement/tender processes and similar acts.

Duration of confidentiality. Depending on the Purpose of the non-disclosure agreement, the
term during which confidential information must be kept secret and treated confidentially with due
care might range from (usually) six months (in case of simple product development or assessing
a long-term supply relationship) to eight or ten years (in case of joint technology development).
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(b) Using a Memorandum of understanding (MOU) or Letter of intent
(LOI)

A Memorandum of Understanding (MOU) or letter of intent (LOI) is used between two or more
parties for the establishment of intentions or mutual understanding concerning their main
agreement.

Terminology can vary. A document reflecting the parties’ intentions and (partly) non-binding
commitments may equally be called a ‘Letter of Intent’ (also commonly referred to as an ‘LOI’),
‘Memorandum of Understanding’ (or ‘MOU’), ‘Heads of Agreement’ or ‘Term Sheet’, depending
on industry practice and on the parties’ preference to express a binding or less-binding
commitment.

Importance and use. A Model ‘Contract’ MOU or LOI can be particularly useful in a context in
which:

e the transaction is too complex or too large to negotiate in one single phase;

e the parties are not yet aligned on the structure or nature of a transaction (i.e. crucial
deal elements remain to be determined);

e discussions may have reached a stage where outlining a number of mutually acceptable
principles and procedures is possible; or

e certain binding obligations can only be agreed on after preliminary hurdles are
overcome, certain milestones have been achieved, or if a prototype has been delivered
and accepted.

In particular, an agreement concerning a contractual alliance, a (corporate) joint venture or the
manufacturing of a complex product may well be preceded by an MOU.

Non-binding nature. Most (if not all) MOU'’s are intended to be non-binding, with a limited number
of binding terms. The applicable law, however, may impose liability on a party if it terminates
negotiations that have become somewhat binding (or if a party could, in good faith, reasonably
anticipate that a contract would result from the negotiations). The party terminating such
negotiations in bad faith can be held liable for damages towards the other party (‘precontractual
liability’). This liability may stem from a document such as an LOI or MOU if it contains binding,
unconditional obligations. In view of the risk that key arrangements could be missing or
overlooked, it may be important for companies to establish a policy that says quotations are also
to contain appropriate limitations of liability and any key operational restrictions.

Avoiding binding obligations. The extent to which the terms or conditions in MOU'’s are binding
or non-binding depends on a number of factors:

e conditions or requirements set out in the MOU (see Article 2);

e whether the commitments are dependent on permits or clearances (see paragraph 2.1.1
of the MOU), funding or subsidies (see paragraph 2.1.2 of the MOU), a satisfactory
outcome of further investigations (see paragraph 2.1.3 of the MOU), “subject to contract”
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(such as a Definitive Agreement — see paragraph 2.1.5 of the MOU) or “subject to
approval” (see paragraph 2.1.4 of the MOU);

e whether certain (crucial) terms or conditions are specifically mentioned to be pending
negotiations and subject to prior agreement (see Section 3.1 of the MOU); and

e generally, also considering other circumstances, the binding wording of the provisions in
the MOU.

Negotiation time schedule and action list. The Model MOU contains provisions organising the
process of negotiations: a timetable with deadlines (e.g. for delivering first-draft contracts,
specifications or factual details — Article 4 of the MOU); and optionally a period of time during
which the parties will negotiate on an exclusive basis (Article 5 of the MOU).

1.5 Legal tech for contract automation and contract lifecycle
management

Innovation has arrived in the legal sector. Contracting processes have been automated or at least
can be supported by IT solutions. The range of innovative ‘legal tech’ solutions captures the entire
lifecycle of contracting, starting with contract automation and leading to contract lifecycle
management (CMS or CLM).

(a) Contract automation (automated contract creation)

The contract creation process is almost entirely automated with the use of a contract creation
application. A user who needs a tailor-made contract selects the appropriate template and
answers an intelligent questionnaire. Based on the answers given during the Q&A, a contract is
assembled: optional clauses are left out or inserted, alternative options are inserted as required,
the data entered, and the correct schedules and annexes attached. Clauses number neatly and
cross-references are correct. Schedules and annexes number correctly and are all cross-
referenced in the contract.

Automated contract creation ensures a high-quality contract thanks to a thought-through
questionnaire (and any freedom to deviate or modify is in principle limited to the options offered
during the Q&A) and allows (and justifies) an organization’s lawyer to delegate a substantial part
of the contract creation process to ‘the business’.

Contract automation is also referred to as contract assembly, automated contract creation,
document automation, automated contract creation or intelligent contracts.

The business case for contract automation. The competitive advantages of legal tech are
significant. Contract automation alone improves the performance and productivity of a legal
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counsel by 12 to 18 percent. As a result of improved contract know-how management
(i.e. availability and access to model contracts and model clauses) the response time of a legal
department may decrease from three weeks to a few days only. With these improvements, many
transactions maintain their momentum and are more likely to be closed.

Delegation of (a controlled process of) contract creation to ‘the business’ reduces the response
time of a legal professional to zero (or to the time required to approve a created contract). In the
reality of many businesses, business managers tended to avoid legal involvement, but with the
above improvement of productivity and response time, they may act more responsibly and often
the volume of created contracts increases from only a few per year to several hundreds of
contracts signed. These improvements also lead to higher legal compliance as more transactions
are covered by a formal contract improving clarity about each party’s obligations and reducing
risks in case of defective deliveries.

A lawyer may argue that his or her work is too bespoke to be automated. If the contract starting
point is still a Word document, then the further development of model contracts remains poor. In
order to keep such model contracts workable, the options and alternative clauses will be kept to
a minimum (as too many options and all explanatory notes will need to be reviewed each time a
contract is created). However, automated contracts are not burdened by workability as a computer
can handle infinite options. If the implementation and maintenance of automated contracts is
easy, the lawyer’s added value is in formulating and building an effective questionnaire.

Advanced contract automation applications. Simple contract automation tooling may be very
time-consuming and model contracts are difficult to keep updated: implementation is a hidden
cost factor, if only because specific skills are required for automating the model contracts.
Advanced contract automation applications include a clause library which allows the reuse of
contract clauses across different templates and enables lawyers to insert any transaction-specific
clauses during contract creation. A clause library implies significant future cost savings in the
maintenance of contract templates. Advanced applications also provide a WYSIWYG (‘what you
see is what you get’) online text editing function to enable users to preview and edit the contract
in real time.

Enterprise-oriented contract automation solutions will be able to provide a complete overview of
all answers given to one or more of the template questionnaires. For example, a legal department
will be able to establish for which territories agents or distributors are proposed (but not
necessarily signed yet), in which territories any exclusivity is pending, what payment terms were
proposed, how intellectual property rights were proposed to be allocated or owned, and which
other specificities (e.g. contract currencies) were proposed. These data will later be exported to
other contracting solutions (such as a CLM or an ERP, see below).

Import and integration of data. Data from external sources (e.g. party details, transaction or
business-related information) can be imported into the questionnaire or contract automatically.
The automated contract can be made part of an automated approval workflow and send
approvers and submitters email alerts. Also, in an enterprise setting, the Q&A answers given in
one questionnaire can be reused in another template, e.g. a signed letter of intent or term sheet
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can be the basis for a definitive agreement; or, in the case of tender contracts, several language
versions can be created for bidding parties from different countries.

Export of the contract and contract data. In an enterprise contract creation application, the
data entered during the questionnaire can be exported as well to other business applications (e.g.
customer relation management CRM, enterprise resource planning software ERP, document
management or storage DMS, e-signing applications, contract lifecycle management CLM).

(b) Legal tech and contract negotiations

Once a first-draft contract has been created (see section (a)), the document will be exchanged
between the parties until agreement is reached.

Document management and collaborative contracting. Once a first-draft contract is sent to
the other party, comments may come back in the form of a ‘mark up’ (tracked changes identifying
modifications proposed by the other party). Usually, this process is done by versioning the
document in a document management system (a DMS). All emails and underlying documents
related to the transaction will be saved and stored in one central place, making sure that all related
data are stored together.

In online negotiation tooling, changes can be traced back automatically to a person (of either
party) and accepted as proposed or further changed (counter proposal). Such tooling can be
internal, as well as external in which case all parties involved are granted access. Advanced
solutions keep track of changes automatically (otherwise, compare versions must be created
upon ‘checking in’ a new contract version). Once a contract is agreed, it will be forwarded for an
e-signature or to a contract lifecycle management solution (see below).

Artificial intelligence: contract analysis tools. In context of contracting and legal tech, the
terms big data, artificial intelligence (‘Al’) and machine learning are used to signify the possibility
of automatically:

e analysing a contract drafted by the other party for any ‘red flags’ (issues contrary to the
contract recipient’s contracting policies), and

e generating a report summarizing the contract (in a format defined by the recipient,
which is not necessarily the contract structure provided by the draftsperson).

E-signature applications. To ensure that a contract is signed by the persons authorized to
represent the contracting party, and to ensure which document is the final and agreed version of
the contract (and any related contracts), e-signature or e-signing applications have been
developed. These solutions often contain workflow approval functionality enabling the ‘e-signing
representative’ to check whether all stakeholders in their organization have approved the contract.
If all approvals are given, the application checks the identity of the e-signing representative and
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secures the e-signed version of the contract (preventing inadvertent or fraudulent modifications
after signing).

The legal merits of e-signing seem to be acceptable, given that the failure of a pencilled (written)
signature does not invalidate a contract in most modern legal systems. But while the certainty
suggested by providers of e-signature solutions may seem high, the effectiveness of such e-
signing is rather to be found in the compliance aspects of contract approval: the workflow
connected to the e-signing process. E-signing as such justifies itself where the validity or precise
contents may be disputed (mostly in business-to-consumer transactions).

Approval workflow. Such approval workflow can be invoked at any moment during the
precontractual stage (and therefore not necessarily as part of the e-signature application). An
efficient approval process relies on preapproved contractual arrangements (preventing that
stakeholders are unnecessarily involved) and an effective approval process involves all
stakeholders of the transaction:

e the procurement department confirming that the contract fulfils a defined business need
and is strategically the best option available in the market;

e a financial controller to check financial viability and creditworthiness, including approval
of the agreed payment term;

e tax and treasury departments for the correct fiscal unity and financial feasibility of
obligations;

e the patent or trademark attorney or other IP lawyer for proper allocation of IP rights in the
contracted work or research or development results;

e the in-house lawyer approving that internal processes had been followed, compliance
with legal requirements and ensuring that the correct version will be signed; and

e the responsible business manager reconfirming that they need the contract and will take
it in their budget.

Note that many of these approvals do not need to be obtained explicitly if an effective contract
automation application is place: the responsible business manager or in-house legal counsel who
creates the contract, will then work with preapproved contract language only, and only a deviation
from approved policies would require the relevant stakeholder to approve.

(c) Contract lifecycle management (CMS / CLM)

Once signed, the contract can be managed in a contract lifecycle management (CLM) application.
A CLM is the same as a contract management system (CMS); the two acronyms, CLM and CMS
can be used interchangeably. A CLM provides all persons involved in the operations or business
the contract information they need.

A basic CLM will send timely email alerts (and repeatedly) to staff to take action regarding the
contract (e.g. renegotiate prices, decide upon continuation or expiry) and will give a complete
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overview of all rights and obligations of the organization. An advanced CLM such as Weagree,
provides more and deeper insights:

e overviews of all contract deadlines, including their priority for action;

e management on specific contract parameters, such as:

delivery milestones,

payment schedules,

ownership of intellectual property rights,

exclusivity granted in geographical areas or markets,

termination rights, and

o transferability of a contract (incl. change of control clauses);

e immediate access to contract-related files and any amendments;

e reporting functionality, giving team leaders, contract managers and senior management
insight in busyness and productivity of individual team members, forthcoming pricing
reviews and expiry of contracts; and

e a CLM will automatically be the GDPR register as required by modern personal data
legislation.

o O O O

Integrating with other applications. A contract will have operational consequences:
components or raw materials will need to be purchased, personnel allocated, purchase orders
prepared and issued (enabling the other party’s invoicing) etc. The contracting-related
applications should be able to exchange data with enterprise resource planning (ERP) software,
for example.

Smart contracts. Developments in artificial intelligence may improve contract analysis tooling:
they may provide for sets of contractual arrangements that automatically trigger agreed
contractual effects upon the occurrence of certain events. For example, the payment of pensions
upon a person’s 67th birthday or the automatic payment under a letter of credit (L/C) if the advising
or confirming bank approves the proper receipt of documents required by the L/C (compare
section 5.4(b)).

Such ‘smart contracts’ are included in a ‘blockchain’ which ensures that the agreed terms will not
be modified without the approval of all contracting parties. Their implementation may not give
much room for contract interpretation (see section 1.2). Smart contract technology may be
suitable for commodity trade and mass consumer contracts.

(d) Collaboration ITC and Weagree to develop a contract automation
platform

ITC has entered into a collaboration with Weagree, a leading innovator of the legal sector, to
establish an online platform on which organizations can tailor and manage free of charge any of
the ITC Model Contracts to their specific transaction or a legal relationship. It is an open platform,
at precontractual.com.
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Chapter 2. USING THE ITC MODEL CONTRACTS

The ITC and leading legal experts have developed eight generic contract templates that
incorporate internationally recognized standards and laws for most small business situations. The
contract templates provide practical ways to secure international deals for small firms and bridge
many legal and cultural traditions by harmonizing recurring legal provisions common to most
international contracts.

These templates are for key trade activities such as the sale of goods, distribution, provision of
services, joint ventures, and more. They were originally published in 2010 by the ITC.

It is important to emphasize that several contract clauses are interchangeable among the Model
Contracts, in particular the miscellaneous provisions which appear in every contract.

2.1 Forming alliances and joint ventures

Cooperation: strategic objectives. The basic aim of an alliance or a joint venture is strategic.
Activities that are of significant importance to an organization’s core business and that cannot be
performed at the required quality level or with the necessary efficiency by the company itself ‘must’
be partnered (unless cooperation is a first step towards divestment of existing business, starting
with the joinder of a fifty percent ‘partner’ and followed by a full-swing sale of the other fifty percent
to that party). If the required activities are not a company’s core business and if undertaking such
activities does not add significant value, or the core business is not crucially dependent on the
activities, a company should not enter into cooperation but instead consider outsourcing.

Cooperation may facilitate any of the organization’s (core) activities including the joint purchasing
of raw materials, inventories or services, the outsourcing of a key discipline to a partner, the
development of new technology or products, or a joint exploration or exploitation of a market
segment, territory or product market. Also, an alliance may provide access to the partner’s
network or technology, create learning opportunities (e.g. as regards the partner's way of
working), allow for cost savings (e.g. joint purchasing or production), result in risk sharing, or grant
access to new markets and distribution channels, expanding the customer base.

Terminology. An alliance or joint venture may be given various titles including joint venture,
collaboration, consortium, teaming, cooperation, joint development, joint operation, joint
exploration, or even partnership. Its legal qualification, as well as the accentuation in legal
consequences or prerequisites, will always be made on the basis of the actual setup.
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Alliance or incorporated joint venture? The choice in favour of a contractual alliance, instead
of an (incorporated) joint venture, is often based on one or more of the following considerations:

Informal character — a contractual alliance structure is more informal than an incorporated
joint venture with its mandatory management organization and formal decision-making
requirements. In addition, setting up or dissolving a legal entity involve the completion of
various formalities.

Taxation, accounting and fiscal transparency — in a contractual alliance or partnership,
each partner fully consolidates the results of the alliance in its financial results.

Limited scope or duration — by its informal character, the alliance is typically also easier
to terminate and unwind, and therefore more suited for collaboration with limited duration.
Limitation of liability being less relevant — a corporate joint venture structure might be
preferable if the alliance should deliver products or provide services to third parties.

No joint (cash) investments to be made — when the alliance can operate without (cash)
investments by a party in a jointly owned business, a contractual structure may be
preferable. However, an incorporated joint venture may be preferable when two parties
jointly enter a national market in which neither of them is present and establishing a legal
entity is desirable (e.g. for taxation purposes).

No creation or acquisition of joint property — but if a new product is developed, its joint
exploitation may be easier in an incorporated joint venture.

No realistic profit-making potential — if cooperation is a cost factor and not profitable, its
costs and losses can be fully consolidated by both parties if it is set up as a contractual
alliance or as a partnership.

The above considerations are mere indicators. Recent legislative developments and the
increasing number of tax treaties between countries have lessened the differences between
informal contractual alliances and incorporated joint ventures. In each case, it may be important
to provide for an appropriate exit scenario in case of deadlock. If know-how and intellectual
property are involved or created, it is essential that the entitlement to such know-how and
intellectual property rights are clear.

Interchangeability of provisions. It is important to note that all the provisions in the ITC’s Model
Alliance Agreement® are well suited to be copied into the Model Contract for an International
Corporate Joint Venture. This applies in particular to the following articles:

Article 1 (objectives and key principles for future decision making).
Article 4 (joint projects, for exploring new business opportunities).
Article 6 (intellectual property rights).

Article 7 (preferred supplier arrangements).

Article 8 (secondment of the parties’ personnel to the alliance).

Conversely, the provisions in the Corporate Joint Venture Contract may be added to the Alliance
Contract:

5
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e Atrticle 5 (capital and further finance).

e Atrticle 6 (directors and management).

e Atrticle 7 (reserved matters for important decisions).
e Article 9 (additional contributions).

e Article 13 (restrictions on the parties).

e Atrticle 14 (deadlock and termination).

Transaction documents. Alliances and joint ventures will typically require more than just one
contract. Once the main principles of the collaboration are agreed, it may be worthwhile to involve
more people from both parties’ organisations and work on the various aspects involved. If the
alliance or joint venture is complex, consider starting with a letter of intent (LOI) or memorandum
of understanding (MOU) setting forth the high-level principles of the collaboration (see
section 1.4(b)).

The multiple documents that result from preparatory discussions will be included in the alliance
contract or joint venture agreement, which will then contain one or more schedules. Using more
than one document makes it easier to separate facts and legal arrangements, or the involvement
of different disciplines (each working on their own document). If the alliance or joint venture
triggers several legal relationships, then it is important to establish each arrangement in separate
contracts. For example:

e Ajoint venture agreement will typically include one or more business arrangements — such
as a technology or trademark licence, a long-term supply of products or raw materials — in
addition to a (one off) contribution to the joint venture itself. Each can be reflected in its own
contract, and all of them should be attached to the main joint venture agreement.

e A joint development agreement may require that one party provides certain tools or
equipment on loan, in which case the goods on loan will be dealt with in a separate contract.

e An alliance aimed at the joint development of a product, service or technology typically
contains a statement of work or ‘SOW (a technical document specifying various aspects
of the work to be developed, such as product specifications, testing criteria and acceptance
procedures, deliverables and milestones, go/no-go decision-making points, budget
allocations, persons involved in the various stages). See also remarks on the ITC Model
Contract for an International Supply of Services (section 2.3(a)).

e Ajoint venture agreement will typically contain a description of the joint venture’s business.
As sharpening the scope of the business does not require a full document to be circulated
each time, separating this into a one-page schedule may facilitate the discussions.

e Similarly, a joint venture agreement will normally contain a business plan for the
collaboration. The business plan may be a PowerPoint presentation, or an Excel
spreadsheet. A contract, however, should not contain spreadsheets or presentations.
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Chapter 2 — Using the ITC Model Contracts

(a) Drafting an international alliance agreement

Contractual alliance. The contractual alliance contract is a framework for an alliance or
collaboration between two parties where no separate, jointly-owned corporate entity is created.
The alliance is based solely on contractual arrangements between the parties.

Required tailoring. Each contractual alliance or collaboration is different, and the ITC Model
Alliance Agreement provides a range of possibilities, depending on the purpose of the alliance.
Of course, provisions that are not relevant to the particular alliance should be deleted. Moreover,
if the context of the contemplated collaboration makes it desirable to provide for a different
arrangement, then this different configuration should be negotiated or adopted. After all, contract
law facilitates flexibility and autonomy for the parties to tailor their relationship.

Costs and benefits. The ITC Model Contract anticipates that the two parties will share pro rata
in the costs of the alliance. It is important to establish explicitly what types of costs are to be
shared, especially to the extent that this would require cash payments from the parties. If a party
is to be paid for its work or other contribution, the basis for remuneration should be clearly
established at the beginning or through the management committee. Appropriate compensation
schemes can be time-based (i.e. per hour, day or month), fixed pricing (e.g. one lump sum
compensation or divided into milestones), or a commission or a pro rata sharing of revenues (e.g.
a percentage of turnover or net sales).
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Organization and decision-making. The ITC Model Contract envisages the formation of a
management committee, on which the two parties are jointly represented. In this regard, it may
be appropriate in some cases to (i) spell out the authority of particular individuals or
subcommittees, or (ii) ensure that certain “reserved matters” require unanimous decision. See
also the related provisions in the ITC Model Contract for an International Corporate Joint Venture
(Articles 6, 7 and 8). It is important that issues involving ownership, (strategic) business scope,
non-compete and intellectual property rights remain subject to consensus (i.e. unanimity). If more
parties are involved, these issues might be subject to a veto or qualified vote.

Defining party contributions. In the ITC Model Contract, Article 3 contemplates that each party
will have areas of responsibility to contribute towards the success of the alliance. In some cases,
these will be expressed in general terms and not involve formal legal commitment (see examples
in Articles 3.3.1, 3.2.1 and 3.3.2). In other cases, specific legally-binding commitments will be
appropriate. In larger or complex alliances, it is common to subdivide the agreements and the
alliance agreement becomes an umbrella for adjacent (project) agreements. Article 3 would refer
to those agreements, which are attached as a schedule. For example:

e Commitments related to promotion and sales of alliance products could be based on the
ITC Model Contracts for an International Commercial Agency or International Distribution
of Goods;

e Commitments to supply certain goods to the alliance (or to another party) can follow the
format of the ITC Model Contract for the International Long-term Supply of Goods;

e The provision of services, the joint development of a ‘work’, a product or component can
be inspired by the ITC Model Contract for the International Supply of Services;

Joint development. If the alliance is a joint development agreement, Article 4 (joint projects) is
helpful. The organization established in Article 2 is attributed the authority to define and monitor
the joint development work, and the parties commit to fund such joint projects. In many cases, it
is indispensable to specify technical requirements, technical tolerances of results and external
licences in a separate statement of work to be attached as a schedule, as well. If the joint activities
include an exchange of staff or key personnel, Article 8 establishes a few safeguards.

Intellectual property rights (IPR). Article 6 sets out provisions for a relatively straightforward
sharing of know-how and technical development. The ITC Model Contract provides a framework
of key points. It envisages that specific IPR developed under the alliance will be jointly owned and
that ‘going to market’ will require the consent of both parties. Clarity is important regarding rights
after termination of the alliance. In many cases, more detailed licence agreements will be
appropriate to cover the IPR arrangements, particularly where one party’s IPR is made available
for use by the other party under the alliance.

Preferred supplier. In many cases, one of the parties is likely to be appointed a preferred supplier
or distributor of products developed under the alliance. In such cases, Article 7 suggests an
arrangement, which grants a first opportunity (or, alternatively, a right of first refusal) to one party
to supply the other party, subject to price, specification, quality and delivery times being agreed
and no less favourable than other potential and comparable suppliers. It must be noted that
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preferred supplier arrangements may constitute an infringement of competition law in the
countries where the party’s suppliers are established or where the alliance will become operative.

Non-compete clause. Many alliances contain a clause restricting the parties’ freedom to
undertake activities competing with those of the alliance. This may take the form of a non-compete
clause (see Article 10.1 of the ITC Model Contract), as well as a certain level of exclusivity of the
cooperation (Article 10.2). Usually, the scope and duration of these clauses are heavily
negotiated. It is therefore important to be accurate as to what is prohibited and what is permitted.
It is common (and generally not subject to competition law restrictions) to provide for a non-
solicitation clause as well: Article 10.3 prohibits the partners from enticing away each other’s (key)
employees.

The duration of such restrictions is often extended beyond the term of the alliance agreement.
This prevents one party from opportunistically terminating the alliance when it appears that
cooperating requires the efforts of a struggling marriage, but key skills or learning points of the
other party seem replaceable. While a post-termination continuation of a non-compete is
justifiable for the viability of an alliance, competition law also limits how long that continuation may
last.

Duration. Establish the duration of the alliance. Most alliances are related to the term of a certain
project. Once the project has been completed or when the results appear unachievable, the
parties may either consider extending the scope of the initial project or separate. In the ITC Model
Contract, Article 12 provides for the case where the alliance will continue indefinitely subject to a
party’s right to terminate — either unilaterally by giving notice or in specified circumstances.
Alternatively, the alliance parties might agree on a specific term with subsequent renewal
requiring mutual agreement.

One termination ground is particularly common for alliances and close co-operations: termination
upon a ‘change of control’ over the other party. The reason behind it is based on the personal
nature of cooperation and the mutual trust required in collaborations. This mutual trust would be
diminished if the partner has been taken over by a competitor or if the commitment of the partner’s
management is in doubt following replacement of the people most directly involved.

Tax and liability implications. A contractual alliance does not usually involve the creation of a
separate, profit-making business in which the parties share profits as well as costs. If the
arrangements do involve income or profit-sharing, it is important to note the potential liabilities
that might arise. An alliance might fiscally or legally be qualified as a ‘partnership’ that:

e triggers tax filing obligations and specific tax treatment; and

e entails the considerable risk if the alliance conducts business with third parties, in which
case each party could become jointly liable to third parties for any claims arising out of the
activities of either party in the alliance.
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Cross-border contracting

Formalized partnership status. If the venture does involve a separate profit-making business,
this will normally require a more formal partnership agreement or the creation of a corporate joint
venture. Such a formal partnership agreement can be based on the ITC Model Contract for an
International Corporate Joint Venture (where the terms shareholder, director and JVC should be
replaced, respectively, by the terms ‘partner’, ‘managing partner’ and ‘alliance’.

(b) Drafting a joint venture agreement (JVC to be incorporated)

When parties incorporate their alliance or cooperation into a legal entity (other than a general
partnership), it is common to talk in terms of joint venture and refer to the legal entity as the joint
venture company (JVC). The ITC Model Contract for an International Corporate Joint Venture
provides a general framework for a joint venture that is to be jointly owned by two parties.®

e

6 If more complex arrangements are involved or a wider range of options is needed, consult the (long-form)
ITC Model Contract for International Corporate Joint ventures.
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(i)  Establishment of the JVC

Equality or majority. The ITC Model Contract is designed for 50 /50 participation by two parties.
Occasionally, for psychological, tax or accounting reasons, the parties may need to establish a
49/51 or 48/52 participation ratio. The ITC Model Contract can also be used for those cases. If
there are more than two parties, or if one is to have an articulated majority share, the provisions
will need to be adapted”. In multi-party joint ventures, the dynamics of JVC management, decision
making, deadlock resolution and termination differ considerably.

The JVC business and business plan. Establishing a JVC requires a match of objectives among
the parties, most importantly its financial and business aspects. Although mutual trust between
the parties is an essential element for successful cooperation, it is crucial to align business aims
and intentions as well. The parties should carefully determine the scope of the JVC. A few
guidelines:

e identify the nature of the JVC’s business, its commercial environment (e.g. internet-related,
target groups), specific products or services, and production methods;

e identify what falls within the JVC’s scope, perhaps by clearly identifying what is outside its
scope (competitive business, competitors, excluded business);

e define the functionality of the JVC business and application of the joint venture production
processes and products;

e identify the JVC’s field of activities, which can be delimited geographically as well as by
sector or industry;

e describe how synergetic effects are expected to be realised;

e understand how can or should the JVC develop or vary over time. Relevant factors may
include targets reached, changes in market circumstances, discontinuance of any activities
by the parties, and new technologies.

It is good practice to agree on a business plan at the outset. A business plan can take any form
— from a PowerPoint presentation to a simple Excel sheet with forecasted sales projections. The
business plan could be attached to (or at least identified in) the joint venture contract.

Conditions. In the context of a joint venture contract, certain ‘conditions precedent’ may need to
be satisfied before the collaboration can actually be launched. Such conditions may include
regulatory approvals (e.g. from competition authorities or other market supervisory bodies), the
establishment of the JVC legal entity, or the grant of government subsidies (ITC Model Contract,
Article 3).

Establishment of the JVC company. A corporate JVC must be formed in a particular jurisdiction.
Usually, this will also determine the governing law of the joint venture contract. It will be necessary
to prepare articles of association, bylaws or other constitutional documents in that jurisdiction,
and these documents must be consistent with the joint venture contract. It is good practice to
ensure that the joint venture contract includes key items as a matter of contract between the
parties.

7 http://www.intracen.org/itc/exporters/model-contracts/
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In other words, what is essential (or crucial) for each partner to apply within the JVC, or to be
achieved by the collaboration (in terms of business or strategically) must be reflected in the
contract.

If there are conditions to be satisfied, or if the JVC will be established after the joint venture
contract is signed, a number of actions must be postponed. To avoid a renegotiation of terms, the
key aspects of such actions should be agreed and listed in the contract. While the actual
establishment of a JVC is called ‘closing’ or ‘completion’, such a list is often referred to as the
‘closing agenda’ (ITC Model Contract, Article 4).

(ii)  Party contributions and management of the JVC

Contributions in kind. Many joint ventures involve a contribution by a party of assets, property,
technology or services, or associated distributorship or supply arrangements. These will often
require “ancillary contracts” to spell out detailed terms (e.g. price, specification, limitation of
liability). In a simple joint venture, contributions ‘in kind’ can be included in the joint venture
agreement (ITC Model Contract, Article 9). However, in most cases, it is more appropriate to
provide for these in separate contracts and other ITC Model Contracts can be used for this
purpose.

If a postponed closing or completion is planned, it is important to agree on the key items of such
ancillary contracts at the time of signing the joint venture contract (and attach them in ‘agreed
form’, see ITC Model Contract, Article 4.4). The JVC and the appropriate party or parties will then
sign on the closing date.

Cash contributions. In many JVCs, each party makes an initial financial contribution to the
capital of the JVC. The amount may differ per party — a large contribution in kind by one party can
be balanced by additional cash from the other party. It is important to stipulate whether or not a
party will have any subsequent obligation to provide further finance to the JVC. Article 5 envisages
that any future finance requires mutual consent.

JVC management. Overall direction and management of the JVC is usually in the hands of the
JVC board of directors — an executive team of representatives from each of the joint venture
partners. They will manage any conflicting interests among the partners and ascertain that the
partners do what they have agreed to do. They coordinate the parties’ performance, represent
their appointing party within the JVC, and manage the JVC (like a business unit of a company).
This list of responsibilities makes it clear that the board of directors has a complex task.

Decision making. It is impossible (if even desirable) to foresee in advance and include in the
joint venture contract everything that will eventually need to be settled. Nevertheless, it is
important to clarify at the outset the balance of decision-making power. Decision making within a
JVC affects the parties as shareholders, the board and the individual executives of the JVC. It is
common to specify that certain “Reserved Matters” will require the mutual consent of the parties,
either as shareholders or on the board.

31



The shareholders are not necessarily deciding business-related matters, but this is almost
inevitably the case for actions or policies affecting:

e financial commitments and obligations of each party (including applicable accounting
policies, especially if the JVC is consolidated in the accounts of one or both parties);

e creditworthiness of the JVC;

e shareholding percentage;

e freedom of a party to compete and the freedom of the JVC to enter new markets and
territories;

e litigation (affecting the name or reputation of a party);

e key employee-related aspects; and

e JVC’s freedom to merge, take over other companies, initiate reorganizations and to apply
for insolvency proceedings.

(iii) Termination of the JVC

Overview. Most joint ventures will cease to exist within the first year of their existence. The main
reasons include the incompatibility of the parties’ organizations or operational functioning,
differences in internal (decision-making) culture, a change of strategy by one of the parties, a
material breach of contract or even a dispute regarding interpretation of contractual obligations.
A sale by a party of its shares in the JVC can, under the ITC Model Contract, only be made with
mutual consent.

A loss of mutual trust will typically lead to a deadlock in decision making. Therefore, it is
appropriate not to include an exhaustive list of possible termination situations but simply to provide
for ‘deadlock’ as a ground for termination. If a party wishes to bring the joint venture to an end,
this usually requires mutual agreement. In the ITC Model Contract, Article 14.3 says that (after
an amicable settlement attempt) a party can call for a winding up of the JVC in certain
circumstances of breakdown or deadlock.

Russian roulette, Texas shoot-out etc. It is not uncommon to provide for an alternative
termination mechanism. In many joint venture configurations, the sale of JVC shares to a third
party or to only one of the parties is not acceptable. Sometimes, the parties may foresee which
of the two would be the most appropriate buyer of the JVC shares. The key issue in such cases
is the valuation of the shares at a reasonable price. The contract clauses providing for a valuation
or mechanism to appoint the buyer have been given exotic names such as Russian roulette or
Texas shoot-out. A brief description of three common mechanisms is given below.

1. Russian roulette (two-party JVC’s). When it is uncertain who will buy out the other party, a
common mechanism provides for an internal auction.® Both parties should indicate whether they
want to buy or sell, and at what price. If one party wants to sell and the other wants to buy, then
the latter must buy at the price proposed by the former party.

This mechanism matches the auction principle developed by Nobel Prize winner William Vickrey.
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If both parties want to sell, then the highest bidding party must buy at the lowest offered price
(and vice versa in case of two willing buyers). The combination of these two outcomes embodies
an implicit incentive for the willing seller to offer at an appropriate price (i.e. if it offers at a too high
price, it would become the buyer; and there is no reason to anticipate an offer at a below-value
price).

2. Texas shootout (multiparty JVC’s). When it is uncertain who will buy out the other party,
another common mechanism can be applied in a multi-party JVC. An independent person who
will facilitate the process must propose a share price for the JVC. All parties will indicate whether
they are willing to buy or sell at that price. The indicated sellers will sell at that price; if more than
one party wants to buy, the process is repeated among the willing buyers at a bid price increased
by 5 or 10 percent, until there is one buyer left. If at some point all the remaining willing buyers
turn into willing sellers, the price is decreased by 1 percent (and goes down until there is one
buyer). The prices to be paid by the buyer will be the prices at which the relevant seller was still
willing to buy. If the first round provides only sellers, instead of increasing, the price will decrease
by 5 or 10 percent (and if the reference price goes down each time, the mechanism works in the
same manner).

3. One pre-appointed acquirer. If one particular party must eventually acquire all the shares,
the bidding mechanisms described above do not work. Instead, the valuation must be more
rigorous. A termination mechanism would require each of the parties to propose a valuation of
the JVC shares (including a breakdown and explanation as to how the valuation has been
calculated). If there is a difference between them, the parties will discuss both valuations and
deviations. If after a period of 60 days (for example), no consensus is reached on the price, each
party may require the appointment of an independent accountant, and it is therefore important
that the joint venture agreement provides for an appointing authority in case the parties fail to
agree on one person or firm. The appointed independent accountant will establish the price at
which the prospected seller must sell, and the anticipated buyer must acquire. The mechanism
might contain instructions about the valuation method (but in many cases, it is best not to include
such instructions).

2.2 Sales and supply contracts

Among the most important ITC Model Contracts are the International Commercial Sale of Goods
contract and the International Long-term Supply of Goods agreement. The former is designed for
one-off sales contracts (i.e. a single sale transaction) and the latter establishes a framework for a
continuous supply of goods.
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(a) Drafting an international sale of goods agreement

This ITC Model Contract can be viewed as a general framework for numerous types of sales
contracts in international trade. For implementation, the parties should adapt it to the nature of
each particular sales contract as well as to the specific requirements of the applicable law, where
such requirements exist.

Scope. The contract contains the substantive rules for an international sales contract, i.e. the
main rights and obligations of the parties, the remedies for breach of contract by the buyer; the
remedies for breach of contract by the seller; and general rules that apply equally to both parties.
It also contains the standard or boilerplate clauses broadly accepted in international commercial
contracts.

Structure. The contract is divided into four parts:

1. key obligations related to the goods — delivery term, price, payment conditions, and
documents to be provided;
2. the remedies of the seller in case of non-payment at the agreed time, the remedies of the

buyer in case of non-delivery of goods at the agreed time, lack of conformity of goods,
transfer of property and defects;

3. avoidance (i.e. termination) of contract and damages: termination grounds, avoidance
procedure, effects of avoidance, restitution, damages and mitigation of harm; and
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4. standard (boilerplate) provisions — for more about these clauses, see the sections 4.3
(Change of circumstances), 4.4 (Force majeure), 4.8 (Miscellaneous (boilerplate) clauses),
4.9(a) (Applicable law), and 4.9(c) (Dispute resolution).

CISG-based. The ITC Model Contract is greatly influenced by the United Nations Convention on
Contracts for the International Sale of Goods (CISG, also known as the ‘Vienna Convention’ of
1980), which is widely accepted by lawyers of different traditions and backgrounds. The contract
articulates practical requirements arising from commercial practice within the general rules of the
Vienna Convention — for the Vienna Convention see section 5.2.

Sale of perishable goods. The ITC Model Contract may not be suitable for the sale of perishable
goods. Apart from the fact that perishable goods are often sold by reference to branch-established
trading terms and conditions, such goods require a different and more concise conformity
criterion, short periods of time for notifying non-compliance, and a specialized quality inspection
procedure.

Short versus standard version. The ITC Model Contract is presented in two versions — a
standard and short version. The standard version contains definitions of relevant notions (e.g.
lack of conformity), special comments (e.g. on the notice of non-conformity), explanations and
warnings to the parties (e.g. on the limitation of the seller’s liability or on the validity of the agreed
interest clause). The short version is more practice-oriented, covering the main rights and
obligations of the parties with no special explanations. In addition, the short version contains only
selected boilerplate clauses, whereas the standard version provides all the relevant boilerplate
clauses included in the other ITC Model Contracts.

Delivery terms (INCOTERMS?®). Many cross-border sales transactions require transportation.
Questions then arise as to which party should do what, who should bear the risk of the various
means of transportation, who should arrange for insurance and for customs clearance. This
introduces a wide range of possible combinations of responsibilities, but in practice the parties
will seek a combination in which those risks and responsibilities match. Commonly used
combinations are reflected in the Incoterms, contractual devices for delivery of goods. See
section 5.3 for more information.

Payment conditions. In cross-border sales where the parties do not hand over the goods,
payment also entails an allocation of risk. Banks play an important trade-facilitating role in such
cases. The parties may opt for various payment mechanisms, each of which presents a different
allocation of risks for non-compliance. The allocation of risk may also engage the bank or banks
involved, which affects the cost of the payment mechanism. Common payment mechanisms,
provided for in the ITC Model Contract, are:

e payment in advance: the buyer pays (part of) the purchase price into the seller's bank
account;

9 The Incoterms or International Commercial Terms are a series of pre-defined commercial terms published by

the International Chamber of Commerce (ICC) relating to international commercial law. This topic is developed in detail
in Chapter 5.3.
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e documentary collection, involving documents against payment (D/P) or documents against
acceptance (D/A): a simple mechanism and suitable if the buyer considers the seller to be
a trustworthy party, and if the seller would probably be able to sell the delivered goods to
third parties in case of fundamental breach;

e irrevocable documentary credit, pursuant to an L/C, under the UCP600: this mechanism
provides optimum security for both parties;

e payment supported by a bank guarantee; or

e another specified payment mechanism (or combination of mechanisms).

Section 5.4 provides more information about each of these mechanisms.

Documents. When a party arranges for transportation, insurance or customs clearance, it
receives documentary evidence Those documents should be identified, and the desired contents
may also be specified, in the sales contract. Article 5 of the ITC Model Contract serves as a
stepping stone for such specifications. Even when a seller draws up a document alone they must
not omit information required to be reflected in that document. This ensures that all documents
contain the relevant information for all parties in the transportation and delivery chain. For
example, the invoice may need to reflect the value-added tax (otherwise the buyer may not be
able to reclaim the tax or apply for exemption), and levies charged in connection with exportation
may be recoverable under international treaties. Furthermore, a bank engaged in an L/C payment
will not verify if the goods are indeed the ones agreed in the contract, but it will investigate whether
the certificate of origin, a certificate of inspection or a date of shipment are reflected in the way
the parties agreed in the contract.

Types of commonly agreed documents are:

e commercial documents (e.g. invoice, packing list);

e shipping or transport documents (e.g. bill of lading (ocean, multi-modal or charter party),
airway bill, lorry or truck receipt, railway receipt, forwarder cargo receipt);

e official documents (e.g. customs documents, import permits, export permits, license,
embassy legalization, certificate of origin, certificate of inspection, phytosanitary
certificate);

e financial documents (e.g. bill of exchange, co-accepted draft); and

e insurance documents (e.g. insurance policy or certificate).

Under a UCP600-governed L/C payment transaction, the standard of examination to be applied
by a bank is elaborated in UCP600 articles 18 to 28. These articles provide, for example, that:

e the start date of an insurance policy must be no later than the date of shipment, unless it is
clear that the insurance coverage is retroactive (Article 28(e));

e a bill of lading may be given any title (Article 20(a)) but must indicate, inter alia, the name
of the vessel (Article 20(a)(ii)) and contain terms and conditions of carriage, even though
the bank will not examine such terms and conditions (Article 20(a)(v));

e an invoice must be expressed in the currency of the L/C (Article 18(a)(iii)).
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Late payment and charging interest. A seller would like to ensure that the buyer will pay its
invoice in due time. Although the applicable law may provide for an entitlement to charge interest
on late payments, it is psychologically stronger to be able to refer to precise contract terms stating
that interest will accrue on late payments. Moreover, the statutory interest rate may be too low to
justify collection proceedings in court.

In the ITC Model Contract, Article 6.2 provides for the seller’s right to demand interest on late
payments. However, it is important to note that an interest rate per day or per month will also be
‘compounded’ daily or monthly (resulting in interest over interest and hence in a rapidly increasing
percentage per year). If this effect is excessive over a relatively short period of time, many courts
are inclined to adjust (or even set aside) an exaggerated high interest rate. If the applicable law
nullifies excessive interest rates, a court will also likely disregard a stipulation such as “unless the
applicable law prohibits such interest rate, in which case the highest permitted rate will apply”.
The specified interest rate should at least cover the interest that the seller would pay if it had to
borrow the same amount from a bank.

Penalty or liquidated damages for delayed delivery. The buyer may also wish to agree on a
firm incentive for the seller to perform in a timely manner. Article 7.2 of the ITC Model Contract
provides an option to include such an incentive in the form of a penalty or liquidated damages
clause. To be valid and fully enforceable, the agreed amount of liquidated damages should
roughly correspond to the damages likely to fall upon the buyer. As liquidated damages are
estimated damages, the actual (exposure to) damages must be sufficiently uncertain at the time
of contracting to warrant this option.

In common law contracts, the term ‘penalty’ should be avoided. As a matter of principle, courts
will reject the concept of a penalty for non-performance, delay or inadequate performance; it will,
however, permit a party’s contractual entitlement to genuine estimate damages. In respect of such
‘liqguidated damages’ clauses, and courts outside common law tend to take the same approach
regarding a contractual penalty, a court will seek to achieve a fair result and therefore not enforce
a term, with the penalty based on an estimate, that leads to an unjust enrichment of the enforcing
party. The proper term under common law is liquidated damages and justified by clarifying that it
is an incentive to perform duly and timely (and that the amount of the liquidated damages is an
“accurate estimate of the damages” in case of undue or late performance).

Because a penalty or liquidated damages clause contains only an estimate, the actual damages
suffered by the buyer may be much higher. However, under common law and in other
jurisdictions, including a specified penalty excludes the right to claim actual damages (and in
some jurisdictions, even the right to invoke other remedies). It is therefore important to add a
phrase such as “without prejudice to the Buyer’s right to claim damages” or similar wording.

Lack of conformity of goods. The ITC Model Contract adopts the CISG concept of lack of
conformity. This concept is wider than the concept of material defects (traditionally adopted in civil
law countries) and includes differences in quality, as well as differences in quantity, delivery of
goods of different kinds, and defects in packing.
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Nevertheless, specific cases of non-conformity defined under the Vienna Convention largely
correspond to how material defects are defined in civil law countries. Such cases include
unsuitability of the goods for their ordinary purpose or for a particular purpose, as well as non-
conformity with a sample or model (see also sections 5.2(d) and 3.4(u)).

The liability of the seller for non-conformity under the Vienna Convention is dealt with almost
identically under most national rules dealing with liability of the seller for material defects.
Furthermore, in the Vienna Convention, ‘non-delivery’ and ‘lack of conformity’ are strictly separate
forms of breach of contract. The same system is adopted in the ITC Model Contract,
specifying special rules on the remedies of the buyer in case of non-delivery at the agreed time;
special rules on the remedies of the buyer in case of non-conformity of goods; and general rules
on avoidance due to non-performance of contractual obligations.

Expertise procedure. To mitigate the risk of lasting controversies about an alleged non-
conformity in the quality of delivered goods, the parties could provide for an expertise procedure.
This procedure prevents such controversies from becoming endless and ensures that one party
will not engage a third-party expert whose expertise or independence may be questionable.
Article 9 of the ITC Model Contract provides for this kind of expert procedure (see also
section 4.9(c)(iv)).

Warranty disclaimer. Instead of the Model Contract’s Article 8 (lack of conformity), a seller may
propose a limited warranty and complete disclaimer of any implied or express properties of the
goods sold under the contract. An example of such a disclaimer is:

The Goods are provided ‘AS IS’ and the Seller makes no other warranties regarding the
Goods. The Seller expressly disclaims all representations and warranties, express and
implied, including any warranties of merchantability, fithess for a particular purpose and
non-infringement of any third-party rights.

If this choice is made, the provision should replace Sections 8.1 to 8.3, in particular, in the Model
Contract. Including this kind of disclaimer reduces to a minimum the scope and relevance of
Sections 8.4 to 8.5.

Transfer of property. The ownership of goods transfers in accordance with the law applicable to
the transfer of movable goods. In most jurisdictions, in the absence of express stipulations (e.g.
a retention of title clause), ownership transfers when the seller ‘delivers’ the goods to the buyer
because the risk transfers to the buyer. In cross-border sales transactions, this would be at the
moment (and the place) determined by the agreed International Commercial Terms (INCOTERM)
and may vary. See section 5.3 for more information.

Retention of title clause. A seller with some negotiating power will ensure that ownership of the
delivered goods does not transfer to the buyer before the purchase price has been paid (see
optional Article 10.1 of the ITC Model Contract). A transfer of ownership obviously reduces the
seller’s right to reverse the sales transaction in case the buyer goes bankrupt or enters into
suspension-of-payment proceedings. Ownership might also transfer by mixing the goods
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delivered with other similar goods (e.g. if the sale concerns generic products such as bricks, steel
bars, pencils, raw materials or components). Therefore, it is important to complement a retention
of title clause with an obligation to keep the goods under contract separate from the buyer’s other
goods.

Avoidance (termination) of contract. The ITC Model Contract uses the term ‘avoidance’ of
contract, also taken from the Vienna Convention, to mean contract termination. It adopts the
Vienna Convention concept of fundamental breach of contract, but with significant modifications.
First, the ITC Model Contract defines cases that constitute a breach of contract (where a party
fails to perform any of its obligations under the contract, including defective, partial or late
performance). Next, and on that basis, the ITC Model Contract establishes rules for two different
situations:

e Fundamental breach. A breach of contract amounts to a ‘fundamental breach’ in cases
where strict compliance of the obligation that has not been performed is of the essence
under the contract, or where non-performance substantially deprives the aggrieved party
of what it was reasonably entitled to expect. The ITC Model Contract allows the parties to
specify cases that are to be considered as a fundamental breach (e.g. late payment, late
delivery, non-conformity). In case of fundamental breach, the ITC Model Contract allows
the aggrieved party to declare the contract void, without fixing an additional period of time
to perform what is specified in the contract.

e Other (material) breaches of contract. In all other situations, where a breach of contract
does not amount to a fundamental breach, the aggrieved party is obliged to fix an additional
period of time for performance. Only when the other party fails to perform the obligation
within that period, may the aggrieved party declare the contract void. The ITC Model
Contract adopts the following CISG rule — a declaration of avoidance is effective only if
made by giving notice to the other party.

‘Material breach’ as a reason for termination. Many contracts provide for a termination right in
case of material breach. In this context, courts will give the term ‘material a meaning
corresponding to ‘significant from the perspective of the aggrieved party’. This implies an
assessment as to whether the breach in question has a serious adverse effect on the party that
has been deprived of performance or compliance with the contract. The assessment does not
require such a breach to be fundamental, but the effect may well be the same.

Given that providing for an assessment leaves uncertainty about what kind of breach will be
deemed material, it is worth considering whether to expressly identify the specific breaches that
will give rise to a right to terminate (as opposed to generic wording that each delay in payment or
delivery, or every non-compliance with specifications, is material).

Restitution. Once a sales contract is avoided (terminated), the parties’ performances (if any)
must be reversed. Given that the transaction crossed borders, there may be practical implications
and additional costs to be incurred by either party. In the ITC Model Contract, Article 13 provides
for restitution that can be adjusted to meet the particularities of the case.
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Damages. Article 14 of the ITC Model Contract contains an elaborate arrangement for claiming
damages in case of non-performance (which includes non-conformity of delivered goods). First,
paragraph 14.1 states the general principle that, except for cases of force majeure, any non-
performance entitles the aggrieved party to damages. Second, the damages eligible for
compensation are limited to those reasonably foreseeable at the time of contracting (‘which the
breaching party ought to have foreseen’). In case of avoidance, such damages will be calculated
by reference to the replacement costs of the contract goods, increased by any additional
expenses incurred (paragraphs 14.2 to 14.5). This provision substantially reflects Articles 74 to
76 of the Vienna Convention.

Limitation of liability. The ITC Model Contract does limit the extent of liability by specifying the
type of damages. The effect is that the buyer faces a discussion as to what ‘ought to have been
foreseen’ by the seller. This eliminates opportunistic claims and, given the probable complex
discussion of ‘foreseeability’, may discourage the buyer from submitting a claim (a phenomenon
that is also called the ‘nuisance value’ of pursuing the claim into court with the related
uncertainties).

In practice, the parties may seek more certainty. The seller will exclude its liability and the parties
will negotiate a limitation that matches the circumstances. For a more detailed discussion of the
dynamics of such negotiations, see section 4.6.

Mitigation of harm. In the ITC Model Contract, Article 15 expresses a general principle of law —
even an aggrieved party must take such measures as may reasonably be expected in the
circumstances to prevent that any damages or losses unnecessarily increase (also in CISG
Article 77, and the same principle is expressed in UNIDROIT Principles Article 7.4.8.) The scope
and extent of such measures must be proportionate to the harm suffered if the measures are not
taken. Potentially, this may even require the aggrieved party to incur considerable costs. Those
expenses are recoverable, however, as part of the damages.

Applicable law. Article 23 of the ITC Model Contract is specific to the international commercial
sale of goods. It stipulates that questions not regulated by the contract itself are governed by the
Vienna Convention; and questions not covered by the Vienna Convention are governed by the
UNIDROIT Principles; and to the extent that such questions are not covered by the UNIDROIT
Principles, they are governed by reference to the national law chosen by the parties. The parties
may agree on rules that modify, replace or supplement those of the Vienna Convention or the
chosen applicable law.

Regulatory framework. The main sources of uniform contract law that were used in drafting the
ITC Model Contract are the:

e Vienna Convention (CISG);

e Uniform Law on the International Sale of Goods;
e UNIDROIT Principles;

e  Principles of European Contract Law (PECL);"°

Currently extended as the European Draft Common Frame of Reference (DCFR).
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e |TC Model Contract for the International Commercial Sale of Perishable Goods;
e International Chamber of Commerce (ICC) Model International Sale Contract —
Manufactured Goods Intended for Resale.

(b) Drafting a long-term supply agreement

If the parties enter into a continuous relationship for the supply of goods, it is helpful to reflect this
in a long-term supply agreement. The ITC Model Contract on the International Long-term Supply
of Goods"" is intended for use in connection with manufactured goods, rather than commodities,
which have their own special features and are often sold on standard forms provided by
associations of producers or dealers. The Model Contract is not intended for use in cases where
goods are supplied for resale by a distributor (for those cases, see the ITC Model Contract for the
International Distribution of Goods).

Purpose. While a contract for a long-term supply of goods would mainly be a sales contract, the
parties can focus on various relational elements to improve the quality of logistics, delivery and
the goods themselves. The larger contracted sales volumes give the parties more freedom to
tailor their relationship. The purpose of such a contract is not only to arrange for the sales-related
aspects, but also to improve the supply relationship by providing for:

" http://www.intracen.org/itc/exporters/model-contracts/
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e continuity of supply;

e logistical aspects of supply aimed at a shortened lead time (the time between order and
delivery);

e improvement of product quality;

e continuity in product specifications (and a mechanism for changing product specifications
in case of technical developments, a change in raw materials or other developments);

o flexibility in modifying the applicable Incoterm;

e fluctuations in purchase prices (including price developments related to raw materials or
components);

o flexibility about payment (i.e. no costly L/C or other payment mechanism is required);

e a limitation of liability by reference to the (long) duration of the contract;

e permissible events of force majeure, tailored to the particularities.

How to decide which contract — supply or manufacturing. A supplier may or may not be the
manufacturer of the goods under contract. If the manufacturing aspect is predominant, it is
recommended to use the ITC Model International Contract Manufacture Agreement.

Change of specifications. In a long-term supply relationship, it is probably inevitable that each
party should have a right to change the specifications of the goods. The customer may need such
changes for its own products (which may be subject to change) or to meet the end-users’ desire
to buy a state-of-the-art product. The supplier may require flexibility because it might need to shift
to other suppliers; cope with varying quality of raw materials or components; or want to cease old
production methods or processes. In this ITC Model Contract, Articles 1.2 and 1.3 provide for a
mechanism to change the product specifications, subject to reasonable notice and price
adjustments. The parties may even agree on a product roadmap reflecting improvements to be
made to the contracted goods.

Minimum volume commitment. The more volume (i.e. certainty) a customer can commit to in
its estimated purchases, the higher a discount a supplier can offer. This is reflected in minimum
purchase commitments (see the ITC Model Contract’s optional Article 1.4). For large customers,
such commitments effectively imply more exclusivity (and less opportunism) regarding the
supplier that will be chosen. A long-term supply relationship allows the parties to alleviate any
undesired effects of minimum volume commitments: circumstances of force majeure and
shortfalls in any year can be compensated in subsequent years.

Framework-character and ordering. A long-term supply agreement is normally an umbrella
agreement where the framework for ordering and delivering the goods is established in the
contract, but actual deliveries are subject to a purchase order that must be accepted by the
supplier. This mechanism does not reflect the contract formation procedure of the Vienna
Convention (see Articles 14 to 24 about offers, counter-offers, modified-acceptance and similar
negotiation stages). Rather, it is meant to ascertain that the customer is firm in its wish to purchase
a certain quantity and quality of goods, to ensure that the supplier has received such an order,
and to fix the moment in time as of which both parties are bound to a single delivery of goods.
The (software) accounting and enterprise resource planning (ERP) systems work this way.
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Forecasting product need. In cases involving complex products, a supplier needs to purchase
raw materials and components, and manufacturing may depend on the availability of fine-tuned
production lines. To optimize the production process for the supplier, and allow it to acquire raw
materials or components at a discount, the ITC Model Contract contains a so-called forecasting
mechanism. Every month, quarter or year, the customer is requested to submit a good faith
estimate of its product requirement for the forthcoming periods, without being bound to actually
purchase such estimated volume.

Inventory management and discontinuation of products. The advantage of a forecasting
mechanism is that it enhances a supplier’s ability to improve the product lead time — the time
between receipt of a purchase order and delivery of the ordered goods. Although reflected weakly,
the ITC Model Contract’s Article 2.9 provides that the supplier will make commercially reasonable
endeavours to meet its obligations (expeditiously). The same article provides for a discontinuation
of goods if technological developments, decreasing order volumes or other efficiency-decreasing
factors force a supplier to stop supplying a product. In such cases, the supplier must give written
notice (allowing the customer to submit an ‘end-of-life purchase order’).

Intellectual property rights. If the contract triggers or involves the creation or divulgence of any
intellectual property rights or know-how, it is strongly recommended that this issue be addressed
in the agreement. By default, IP rights are owned by the creating party but if the creation was
partly or entirely paid for by the other party, a reallocation of ownership or the grant of a licence
may be necessary. Note that the ITC Model International Contract Manufacture Agreement
serves a similar purpose but focuses on product and manufacturing process improvement.
Various articles from that contract can be used in a long-term supply agreement.

Flexibility in pricing. A change of specifications or other circumstances may lead to an increase
(or decrease) of purchase prices and may justify price adjustments. The ITC Model Contract
provides for a few options (in Article 3.3 and 3.4) to adjust purchase prices following considerable
cost-price increases. Obviously, the question of whether to include these clauses is typically
subject to heavy negotiation, in connection with which objective standards would be introduced
to protect the interests of the customer. One objective reference could be a national price index
or other indicator of inflation. It is appropriate to provide for a minimum notice period and to subject
any purchase price increase to a stipulated maximum. Any excessive price increase should entitle
the customer to terminate the long-term supply agreement.

Mitigated exclusivity (price comparison of products). Contractual devices that can strengthen
the customer’s loyalty and order increased volumes for products include an exclusive purchase
arrangement, a minimum purchase volume commitment, volume discounts and improved supply
chain arrangements. However, such devices demand a certain freedom for the customer to
benchmark the prices imposed by the supplier. In the ITC Model Contract, optional Article 3.5
provides the customer with a right to compare prices offered by competitors.

Warranties — no third-party rights. The supplier must deliver goods free from third-party

ownership rights (reflected in the warranty in Article 5.1.1). But, consistent with the Vienna
Convention (Article 42), the delivered goods should also not infringe the intellectual property
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rights of third parties. This would make the goods useless for the customer. In various industries,
it is virtually impossible to avoid all infringements (and fortunately, in those industry sectors,
monitoring of infringements is often limited to successful products only). The parties may
compromise by starting the warranty in Article 5.1.2 with the phrase “to the supplier's knowledge
after due and careful investigation” or, even less strictly, “to the supplier's knowledge” (see also
section 5.2(f)).

Limitation of liability. The ITC Model Contract for Long-term Supply Agreement does not contain
an extensive limitation of liability for the supplier. Article 7 optionally excludes the supplier’s liability
for any indirect, consequential losses or damages (but product liability-related claims resulting in
death or personal injury are not excluded). In long-term relationships, a broader limitation of
liability would be very appropriate (see section 4.6).

Duration. The ITC Model Contract also examines duration. As so many considerations could be
taken into account, it is not possible to provide for all possibilities. Commonly, a contract of this
type will cover several years, sometimes including the right of one party or both parties to
terminate earlier either for convenience, breach of contract or insolvency of the other party. A
maximum period may be imposed by applicable law, depending on circumstances (see Article 8).
Also, a maximum duration of up to five years (with express, not automatical, extension) may be
required by virtue of competition law (if the supplier or the customer is in a dominant market
position with, indicative, a market share in excess of 30 percent).

Consequences of termination. In cases involving termination of a long-term supply agreement,
both parties have an interest to provide for the period after termination. The supplier may want to
dispose of excess inventory (or even raw materials, components and spare parts) while the
customer may wish to avoid a situation where such goods are dumped by the supplier at market-
deteriorating prices.

Miscellaneous provisions and no subcontracting. Standard provisions have been included in
the ITC Model Contract, including change of circumstances (hardship) (Article 9), and force
majeure (Article 10). Article 15 is worth mentioning separately. In a long-term supply agreement,
the customer relies on a relationship with the supplier and will therefore prohibit that the supply,
as agreed in the contract (whether or not it includes manufacturing), be subcontracted or (partly)
delegated to third parties. For more elaborate discussion of these type of clauses, see Chapter 3.

General terms and conditions. In some cases, a long-term supply agreement is used in
connection with the supplier's standard terms of sale or with the customer’s standard terms of
purchase. In cases where these do not exist or are not intended to apply, the ITC Model Contract
includes a set of simple additional terms of supply (Schedule 4).
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2.3 International provision of services

This section addresses two ITC Model Contracts for the provision of services:

e |TC Model Contract for an International Supply of Services.
e |TC Model Contract for the International Contract Manufacture Agreement.

Although manufacturing is often equivalent to the long-term supply of goods, the manufacture of
goods may also constitute the provision of ‘manufacturing services’.

Mixed types of contracts. If an arrangement between two parties has a mixed character — with
elements of a sales transaction but also the provision of services — it is recommended to draw up
a contract for the international sale of goods and copy-paste into it the relevant clauses
addressing service-related aspects.

(a) Drafting a services agreement

The ITC Model Contract for the International Supply of Services'? is a framework for the provision
of services, in other words, an agreement under the terms of which a client requests that a service
provider (the supplier) furnish certain services.

The type of service may vary widely, for example:

e advice (professional consultancy);

e storage (in a warehouse);

e transportation (although this is heavily regulated by law);
e construction work;

e processing (manufacturing) work;

e treatment;

e design;

e research or development services;

e headhunting (acquisition and selection of personnel);

e ‘hands’ (making personnel available, e.g. by way of secondment);
e Dbrokering and commissioning services;

e mediation services.

Each type of service has its own particularities and requires its own specificities in a supply of
services contract. It is important to consider what can go wrong and take preventative action by
providing relevant obligations, incentives or remedies.

12 http://www.intracen.org/itc/exporters/model-contracts/
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Chapter 2 — Using the ITC Model Contracts

Framework with tailored options. The ITC Model Contract is a general framework only and
must be tailored to the circumstances of the particular collaboration. Like most of the ITC Model
Contracts discussed in this handbook, this template provides a series of possibilities depending

on the background and the nature of the agreement. Many provisions may not be relevant to any
one particular contract and should be deleted.

Change of specifications versus extra work. In Article 1.7, the Model Contract envisages that
the client may give instructions, with details or specifications on how the services must be
implemented. The provision is fairly simple and limited in scope. However, it is a contractual
mechanism that distinguishes between instructions and amendments to specifications, which
permits each party to propose and draft amendments that can be controlled by the customer.

In fixed-price projects and in projects where timely delivery is of the essence, this can create a
grey area. Are the instructions given by the customer a change of the agreed specifications, or
merely a specification within the agreed scope? In the former interpretation, the service provider
is likely to charge the difference as ‘extra work’, but the latter interpretation would have no effect
on the agreed service fees. To avoid uncertainty and prevent disputes, in complex fixed-price
projects it is recommended that such instructions be given in writing and that the service provider
be required to announce any price effects in excess of 10 percent before undertaking the related
services.

Statement of Work (SOW). In large or complex projects, the desired results will be outlined in a

project plan (also called Statement of Work or abbreviated, an ‘SOW’). This is a somewhat
technical document in which all aspects of the required services are spelled out in appropriate
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detail. For example, high-tech engineering work requires that product quality and any possible
permitted purity or contamination are specified, that tolerances for fitting components are listed,
and that any uncertainties are identified. Such uncertainties are often expressed as an
‘assumption’. For a customer, it is important that those uncertainties and assumptions are reduced
as much as possible, as they are the step-up to price increases if the assumptions are incorrect
or the uncertainties are expressed negatively.

Steering committee and project management. In most projects, the supply of services is
monitored by a project manager. Large and complex projects will normally be managed by a
project team (also called steering committee or project board) that includes each party’s project
manager. If this is the case, consider including a provision addressing the power and authority of
the steering committee, e.g. are its members formally entitled to decide on behalf of the party they
represent? Which modifications are they entitled to make on behalf of the parties? Article 2
(Payment of fees) is an example of a contract clause that could be used and the subsequent
Articles then being renumbered accordingly.

Acceptance testing. A considerable source of disputes is the delivery and acceptance testing of
(any milestones and) the results of the services. As with delivery and acceptance of goods, the
supplier will be entitled to payment of the services fee (or any success fee or completion bonus)
when it provides the services. The client needs to ensure that the deliverables are all in
accordance with the agreement (as specified in the Statement of Work). For this purpose, the
parties may provide for an acceptance testing procedure, e.g. within a certain period of time after
timely delivery by the supplier, the client must test the deliverables and notify any deficiencies.

If the supplier takes responsibility for the deficiencies, it must repair them in due course, otherwise
either party should be entitled to invoke expert consultation and engage an independent third
person who will establish whether the supplier has indeed delivered according to the
specifications or whether the notified deficiencies and other defects must be repaired.

Compensation. Compensation for services is commonly referred to as a services fee. Many
services are agreed on a fixed-price basis, but most contracts establish a fee on a ‘time and
materials basis’. The customer pays on an hourly, daily, weekly or monthly basis and will be
compensated for any materials used in relation to the services. Compensation for such materials
can be subject to prior written approval or might be allowed if ‘reasonable’. The parties are free
to agree that the services fees be paid in instalments, for example 10 percent before
commencement of the services, 60 percent upon delivery of the contracted results, and the
remaining 30 percent after acceptance of the results.

Projects and milestones. Many projects are divided into milestones. It enables the parties to:

e tackle uncertainties and allow for go/no-go decision points;

e monitor progress and evaluate the service provider’'s performance levels;

e involve or dismiss subcontractors of different disciplines (for parts of the entire project);
e establish payment moments (i.e. upon completion and acceptance of a milestone); and
o facilitate the planning of the entire project.
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If the parties wish to provide for milestones, the contract should be rephrased — services should
be changed to “the services or any milestone”.

Professional (consultancy) services. Many small service agreements are agreed on a personal
basis, with an independent professional or freelancer. The ITC Model Contract is well suited for
such purposes. In these cases, consider adding a provision that “the contract is ‘personal” and
“the services shall be performed by Mr or Mrs XYZ”. Many tax authorities monitor these types of
arrangements, as they are sometimes used by a client to avoid taxation or by a supplier who
forgets to pay its wage taxes. In many countries, the tax legislation entitles the tax authorities to
claim such wage taxes from the contractor, i.e. the client. In those cases, the following statements
(to be inserted as Article 1.8) and indemnity (as Article 4.4) would be helpful:

1.8 Independent. The Supplier is a self-employed person and shall be responsible for
all tax, national or health insurance and similar contributions in respect of the service fees
payable under this contract to the appropriate tax authorities.

4.4 Tax indemnity. The Client shall not be liable in respect of any duty to pay wage or
income tax, or employee insurance contributions (including any interest, penalties and
costs) pursuant to the Services or the payment of any service fees. The Supplier shall, on
first demand, unconditionally indemnify the Client in respect of any claim made or any
alleged tax evasion in connection with the foregoing, as well as in respect of any additional
tax assessments or tax or employee insurance claims for Supplier’s other services.

Materials belonging to the customer. If performance of the services is dependent on the prior
delivery of any materials, components, or equipment from the customer, then the service provider
cannot be expected to perform in a timely manner, unless such materials, components and
equipment are delivered at the relevant time. It is recommended to include an obligation to this
effect:

Supplier shall not be required to commence performance of the Services before receipt
from the Client of the agreed (number of) materials, data and other information. In case of
a delay in delivery, Supplier shall be entitled to postpone the delivery date according to the
duration of such delay or to such later date as necessitated by its planning capabilities.

In the absence of such a clause, the contract (and the context in which the parties have been
performing or failing to perform) must be interpreted by taking into account all the circumstances.
This may protect the service provider, but it might also be required that the service provider give
timely notice to the customer, if required, that it is awaiting a timely performance by the customer
and that it is therefore postponing the performance of its own obligations.

Intellectual property rights. If the contract triggers or involves the creation or divulgence of any
intellectual property rights or know-how, it is strongly recommended that this be addressed in the
contract. By default, intellectual property rights are owned by the creating party, which is likely to
be the supplier. If the creation was partly or entirely paid for by the other party (the client), a
reallocation of ownership or the grant of a licence may be necessary.
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Duration. As concerns the duration of performance, the ITC Model Contract provides for two
main schemes (in Article 1.4). In the first option, the services must be provided on a specific date.
In the alternative scheme, it is envisaged that the services will be provided on different dates
and/or during a certain period of time.

Article 5 also deals with the duration of the contract and must be aligned with the scheme provided
in Article 1.4. An additional option (not addressed in the ITC Model Contract) could be to give the
contract a specific term with subsequent renewal requiring mutual agreement.

Damages and limitation of liability. As concerns damages (Article 4 in the ITC Model), the
parties may wish to include the liability of the supplier for lost profit suffered by the client as a
consequence of any breach by the supplier of its obligations under the contract. Article 4.3 should
be amended accordingly.

(b) Drafting a manufacturing agreement

The following section presents the ITC Model Contract' that provides a framework for an
International Contract Manufacture Agreement. It is only a general framework and must be
tailored to specific circumstances. The contract provides a series of options depending on the
background and the nature of the production. Many provisions may not be relevant to a particular
contract and should be deleted.

Manufacturing versus long-term supply. The set-up and outline of the manufacturing ITC
Model Contract differ from the Model Contract for International Long-term Supply Agreement.
Although the two ITC Model Contracts are very similar, in the long-term supply agreement the
emphasis is on improvement of the product supply chain such as ordering, forecasting, quality
assurance, adjustability of specifications and (some) flexibility of pricing. Furthermore, the long-
term supply agreement can be used for non-manufacturing related purposes, as well. In the
international manufacture agreement, the emphasis is on design and on improvement of the
manufactured product and the manufacturing process. Both contracts enable the client to
integrate the delivered goods into its own final products or services.

Manufacturing services versus supply (sales). The legal characterization of a manufacturing
agreement requires an assessment. Does it entails a sale or supply of goods or is it effectively
the provision of a service? Most manufacturing contracts are a mixture of both. When the
manufacturer is primarily the party responsible for acquiring raw materials and components; and
is also responsible for the adequate quality (‘conformity’) of those raw materials or components;
then the manufacturer assumes the risks and obligations of a seller/supplier. However, if the
customer procures the raw materials and components and only requires the final product to be
compiled or manufactured, then manufacturing can be considered a service. Some legal systems

1 http://www.intracen.org/itc/exporters/model-contracts/
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Chapter 2 — Using the ITC Model Contracts

recognize that a manufacturing agreement may have a mixed character, leading to a differentiated
approach regarding each party’s rights and obligations.

Unless otherwise specified or agreed, the distinction between manufacturing as sales/supply
versus manufacturing as a service can be made as follows:

Manufacturing as a service ’ Manufacturing as a sale ‘

e Obligation to make best efforts. e Obligation to deliver a result.
e The client is responsible for timely e The manufacturer is responsible for timely
delivery of raw materials or components. ordering of raw materials or components.

e Prices for raw materials and components | e Prices for raw materials and components

are for the risk and account of the are for the risk and account of the
customer. manufacturer.

e The client is responsible for the e The manufacturer is responsible for the
conformity of raw materials and conformity of raw materials and
components. components.

e |PRin the product is owned by the client. | e [IPR in the productis owned by (or
licensed to) the manufacturer.

e |mplied warranty of good and professional | e Implied warranties of fithess for ordinary
workmanship. purpose and conformity.

o No great level of uniformity in applicable e (Potentially) the Vienna Convention
laws worldwide. applies.

Toll manufacturing. In practice, a manufacturing services arrangement (i.e. where the service
element predominates) is sometimes also referred to as ‘toll manufacturing’. Although tolling is a
term of art in several industries, across industries there is no common understanding as to what
this term actually means.

Interchangeability of contract clauses. Despite the different focus mentioned above in the long-
term supply agreement (ordering, lead-time and logistics optimization) as compared to the
manufacturing agreement (joint product or production process improvement with emphasis on IP
rights), several contract clauses are interchangeable between the two models. The following
clauses from the Model Contract for International Long-term Supply Agreement can be copy-
pasted into the Model Contract for International Contract Manufacture Agreement:

e ordering and forecasting (Article 2):
o order acceptance
o changes to orders
o flexible Incoterm choice
o import/export clearance;
e price flexibility and volume discounts (Articles 3.2.2 to 3.4).
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Cross-border contracting

The following clauses from the Model Contract for International Distribution of Goods can be copy-
pasted into the ITC Model Contract for International Contract Manufacture Agreement: '

e exclusive, sole or non-excusive appointment restricting the use of certain developed
technology (or the supply of certain manufactured goods) to a:
o territory
o market segment;

e training and support (Article 8);

e retention of title (§ 4 of Schedule 4).

Goods on loan. Many manufacturing agreements require specialized equipment or tooling to be
used during the manufacturing process. The Model Contract provides for the case that such
equipment or tooling is made available by the client to the manufacturer. In such cases, the client
will require a higher level of skill and care with the treatment of its equipment or tooling. This
possibility of ‘goods on loan’ is provided for in Article 1.5.

Provision of know-how and responsibility for technology. The Model Contract provides for a
basic scheme founded on the assumption that the manufacturer is fully equipped and has the
technology to produce conforming goods, in its position as most specialized party. But the Model
Contract also provides optionally for cases where the client must transfer parts of its own
technology to the manufacturer to enable it to finalize the products (Article 1.4).

“ The term Supplier must be changed to Manufacturer; and the term Distributor to Client.
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Samples and models. In addition, the Contract covers the situation where the parties have
agreed that the manufacturer shall submit samples before mass production is launched
(Article 1.6).

Quality assurance. The desired level of quality for the goods produced by the manufacturer is
ensured in several ways. First, the manufacturer must warrant that the goods comply with the
warranties stipulated in Article 4.1 of the ITC Model Contract (compliance to the written
specifications of Schedule 1 — free from defects in design, workmanship and materials; and
compliance with applicable laws and regulations) during a warranty period to be agreed under
Article 4.1.2. Second, the client is given the right to audit the premises of the manufacturer, its
permitted subcontractors and its storage warehouses (Article 4.3). Third, the manufacturer
undertakes to indemnify the client against third-party claims (Article 4.4).

Intellectual property. Articles 1.4, 5 and 6 of the ITC Model Contract deal with issues related to
intellectual property. It is assumed that the relevant intellectual property rights are properly
protected by appropriate registration. Moreover, Article 9 imposes a duty of confidentiality upon
both parties, which should provide additional protection, particularly if know-how is communicated
by one party to the other. It is best to verify that the regime for improvements set out in Article 6
is acceptable in view of any applicable competition (antitrust) law.

If the contract triggers or involves the creation or divulgence of any intellectual property rights or
know-how, it is strongly recommended that this be addressed in the contract. By default,
intellectual property rights are owned by the creating party and this is often the manufacturer. If
the creation was partly or entirely paid for by the other party (the client), a reallocation of
ownership or the grant of a licence is necessary.

Cooperation on improvements. In long-term relationships (such as manufacturing contracts)
the parties will evaluate each other’s performance on a regular basis — depending on the type of
goods — annually, quarterly or monthly. The evaluation includes the improvement of the goods
(i.e. a product roadmap) and the efficiency or effectiveness of the manufacturing process. In the
ITC Model Contract, Article 6.4 provides that (IP rights in) further improvements will be owned by
the client. This is because, most often, such improvements will be driven by the efforts of the
client. Also, when a client sources its goods from various manufacturers worldwide, all the
manufacturers benefit from improvements achieved by any manufacturers engaged by their
client.

Duration. For manufacturing, the parties may establish a contract of long duration. The effect
may be that each party must consider the other party’s reasonable interests. Furthermore, a party
cannot freely terminate a contract of long duration without an appropriate termination notice
period, especially if the terminated party has made client-specific investments in its equipment
and production installations, and the terminating party was aware of these client-specific
investments. In such cases, the client can be liable for compensating (the remaining economic
value of) the investments. It is therefore important to establish the duration of the agreement
(Article 7.1). Another common option (not addressed in the Model Contract) could be to give the
contract a specific term with subsequent renewal requiring mutual agreement. Note, however,
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that if the manufacturer or the client has a dominant market position, this kind of automatic
extension may not exceed five years, in the aggregate.

2.4 The sales channel: distributorships and (commercial)
agents

This section describes the contractual aspects for the sales or distribution channel of a company.
In addition to the company’s own sales activities, it may engage a commercial agent or sell to a
distributor, to increase its turnover.

Rationale. One of the main reasons to appoint a distributor or agent is that the supplier is unable
to carry out distribution or sales in a particular territory alone or is unwilling to invest in the
infrastructure required for distribution. The supplier will wish to be assured that the sales and
distribution of the goods will be undertaken in an efficient and vigorous manner.

Agency versus distributorship. It is extremely important to distinguish between a (commercial)
agency and a distributorship. A commercial agent is a representative of its principal (who sells to
the customers found by the agent), whereas a distributor buys the goods from the supplier and
resells them (for the risk and at the account of the distributor itself) to its customers (who are often
also the end-users).

Differences between commercial agencies and distributorships

Commercial agency Distributorship
e An agent does not buy or sell. o A distributor buys and resells.
e An agent acts for risk of principal. e A distributor is a sales channel for the
supplier.
¢ A termination indemnity is based on the e Termination is free, unless the distributor
volume of generated business and made investments in reasonable reliance
goodwill. on continuation.
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Similarities between commercial agencies and distributorships

Commercial agency Distributorship
e An agency is a sales channel for the o Adistributorship is a sales channel for the
supplier. supplier.

e An agency can be exclusive, sole or non- | e A distributorship can be exclusive, sole or
exclusive. non-exclusive.

e An agency must follow the instructions of | e A distributor must (or should) follow certain

the principal (legal duty, contractually instructions of the principal (contractual
reconfirmed). basis).

e An agency must use advertisement o A distributor should use advertisement
materials as indicated by the principal. materials as indicated by the principal.

Appointment for a territory or market. The appointment of an agency or distributor is usually
limited to a certain geographical area (i.e. a country or part of a country), a specific market
segment (e.g. supermarkets, fitness centres, swimming pools, shopping malls, petrol stations), or
a type of promotion or customer channel (e.g. general consumers, television broadcasting, printed
magazines, luxury brand shops). Note that from a competition (antitrust) law perspective, it is not
permitted to restrict a distributor from selling passively to customers from outside the appointed
territory, and it is also not permitted to forbid a distributor to sell through the internet.

The principal’s key customers. It is important to note that the principal/supplier may wish to
exclude certain key customers which have their main place of business outside the territory from
the scope granted to the agent or distributor. In commercial agency contracts especially, it is
possible that the principal does not want the agent to conduct sales activities with (affiliated
companies of) key customers (and become entitled to commission). This is because decisions to
buy from a supplier are often made at the corporate (holding) level and it would be inappropriate
to reward sales made locally (i.e. pay commission to the agent because, incidentally, the formal
buying entity was in its territory).

Exclusivity of appointment. An agent or a distributor will be appointed exclusively, non-
exclusively or as sole representative for the principal/supplier. Exclusive means that neither the
principal/supplier nor a competitor of the agent/distributor is entitled to be appointed and conduct
sales activities in the agreed territory, market segment and customer channel. The distributor or
agent will usually seek assurances that its efforts will be protected in some way, possibly by being
appointed as the sole or the exclusive distributor, in a given territory. Conversely, a supplier may
wish to ensure that the distributor’s efforts are concentrated in only the granted territory (Article 1).

Sole appointment. If the appointment concerns a ‘sole’ agency or distributorship, the
principal/supplier may not appoint another agent or distributor for the same territory, market
segment or customer channel. Nonetheless, the principal/supplier itself remains entitled to sell
into that area. In other words, the appointed agent or distributor will be the only sole agent or
distributor for that area but will be operating alongside the principal/supplier.
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Important incompatibilities. Both exclusive and non-exclusive arrangements may severely
restrict the freedom of the principal or supplier in undertaking sales activities or appointing
potentially more successful agents or distributors because:

The appointment of an exclusive distributor for a certain market segment prohibits the
subsequent appointment of a non-exclusive distributor in the same territory for a broader
market;

The appointment of a non-exclusive agency for a certain territory prohibits the subsequent
appointment of an exclusive agent in that same territory (even though the former is not de
facto active in the market segment or customer channel covered by the latter). In such
cases, the second appointment must contain a carve-out permitting the agent appointed
first to continue its activities;

If an agent is appointed with an exclusivity arrangement for a term of five years and the
agent does not generate any sales, the territory and market segment for which the agent
is appointed will effectively be blocked for alternative sales efforts during that period of five
years.

Interchangeability of contract clauses. Some clauses in the ITC Model Contract for
International Distribution of Goods'® can be used in the ITC Model Contract for an International
Commercial Agency, and vice versa. The following articles can be copied from the ITC Model
Contracts'®:

Article 7 (actions to be taken by the distributor);
Article 8 (support and training); and
Article 9 (intellectual property rights).

Conversely, you might want to use the following agency clauses in a distribution contract:'”

(a)

Article 4 (minimum orders); and
Article 5 (advertising, fairs and exhibitions).

Drafting a distribution agreement

What does a distributor do? It buys goods from a supplier and sells them (for its own risk and
account) to its customers in a certain territory, market segment or customer channel. lIts
customers may be companies who use the goods in their own products, and they may also be
retailers (e.g. shopping malls, supermarkets).

15
16
17

http://www.intracen.org/itc/exporters/model-contracts/
The term Distributor must be changed to Agent; and the term Supplier to Principal.
The term Agent must be changed to Distributor; and the term Principal to Supplier.
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The supplier sells on the terms and conditions of the international distribution of goods contract,
and the distributor resells to its customers or to consumers based on — in principle — the general
terms and conditions that should be attached to the distribution contract (listed in Schedule 4),
applicable by virtue of Article 2.5.

If there is a gap with the terms and conditions invoked by the distributor, this is at the risk of the
distributor or, if the supplier is an original equipment manufacturer (OEM), the reputation of the
supplier is at risk.

Exclusive distributorship mitigated. If the distributor persists in becoming the exclusive
distributor and the supplier nonetheless wishes to undertake independent sales activities, the
parties might compromise on a commission to be paid by the supplier to the distributor on all net
sales realised by the supplier in that territory (see Article 1.4 in the Model Contract).

Framework-character and ordering. A distribution agreement provides a structural framework
for ordering and delivering the goods under contract to the distributor. As in the long-term supply
agreement, actual deliveries are subject to a purchase order that must be accepted by the
supplier. This mechanism is meant to ensure that the distributor is firm in its wish to purchase a
certain quantity and quality of goods and that the supplier has received the order. It also stipulates
the moment in time as of which both parties are bound to a single delivery of goods.

Forecasting. Especially in cases involving complex products, a supplier needs to purchase raw

materials and components. Also, the manufacturing of a certain product may depend on the
availability of (fine-tuned) production lines. For those purposes, to optimise the production
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process for the supplier (and allow it to acquire such raw materials or components at a discount),
the ITC Model Contract contains a so-called ‘forecasting mechanism’. For a lawyer, a forecasting
mechanism is a strange animal: every month, quarter or year, the customer is requested to submit
a good faith estimate of its product requirement for the forthcoming periods, without being bound
to actually purchase the estimated volume.

Inventory management and discontinuation of products. The advantage of a forecasting
mechanism is that it enhances a supplier’s ability to improve the product lead time — the time it
requires between receipt of a purchase order and the actual delivery of the ordered goods.
Although reflected weakly, the ITC Model Contract’s Article 2.9 provides that the supplier will use
its commercially reasonable endeavours to meet its obligations (expeditiously). The same Article
provides for a discontinuation of goods: technological developments, decreasing order volumes
or other efficiency-decreasing factors may force a supplier to stop supplying a product. In such
cases, the supplier must give written notice (allowing the customer to submit an ‘end-of-life
purchase order’).

Competition law restraints. A supplier or manufacturer should not set the resale prices charged
by the distributor. However, it may be possible to give non-binding price recommendations for the
resale prices of branded products, if no direct or indirect pressure is exercised, no incentive is
offered to enforce these recommendations and provided that there is no market dominance.
Similarly, the supplier may not impose maximum resale prices and should mark all statements
regarding resale prices as ‘recommended resale prices’.

Web shops and internet sales. The increasing importance of electronic commerce is a further
aspect of distribution that needs to be dealt with in the contract. The ITC Model Contracts provide
for it as follows:

The Distributor shall not sell the Goods through any mail order or similar system, or via
the Internet or any other electronic means, to customers either in or outside the Territory.

It is important to note that in many legal systems a complete restriction on sales through the
Internet or otherwise may not be lawful. Therefore, a more appropriate restriction on web shops
and internet sales is proposed as well:

The Distributor shall be entitled to resell the Goods via the Internet, e-mail or any other
electronic means, provided that any website, e-mail or other electronic means used for
this purpose is not specifically targeted at customers outside the Territory.

What sales activities? A supplier will often wish to ascertain that sales activities undertaken by
a distributor correspond to a certain extent to those undertaken elsewhere for the same brand
and goods. It may be important to be specific about the particular sales efforts, the dissemination
of advertisement materials and provision of after-sales services, because these can be important
aspects affecting the customers and end-users’ perception of the goods. In the ITC Model
Contract, Article 7 deals with the central issue of how the goods are to be distributed and what
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level of effort will be required. Article 8 specifies the support and training to be given by the
supplier.

Intellectual property rights. Frequently the goods to be distributed will be protected by various
forms of IPR, particularly trademarks, that the distributor will need to use during marketing and
distribution. These rights are dealt with in Article 9 of the ITC Model Contract.

Miscellaneous clauses. The remaining provisions of the distribution contract are similar to those
given in the ITC Model Contract on International Long-term Supply Agreement, except for
Article 13 which focuses on the consequences of termination, in terms of the repurchase of stock
and related matters.

(b) Drafting a (commercial) agency agreement

The ITC Model Contract for an International Commercial Agency is intended for use in connection
with the introduction, promotion, negotiation and conclusion of sales of products or services by
an independent agent on behalf of a principal, within a defined territory or market. One of the main
reasons to appoint an agent is that the principal is unable to carry out by itself the introduction,
promotion, negotiation and conclusion of sales of products or services in that particular territory
or market or is not prepared to make the necessary investments required.

Main characteristic. In a commercial agency contract, the principal appoints an agent for a
certain territory, market segment or product or customer channel. The agent will conduct business
development work, market the principal’s goods and facilitate a sales contract with the principal.
When a sales contract is facilitated by an agent, it is not the agent who enters into the contract
with the customer, it is the principal (represented by the agent) who enters into the sales contract
with the customer.

The commercial agent may be a physical person or a company. If the agent is a physical person,
under no circumstances can they be considered as an employee of the principal. When an agency
contract applies to products, the principal may or may not be the manufacturer of these products.
The principal may instead be a distributor, for example.

Activities on behalf of the principal. Although the sales contract is clearly between the principal
and the customer, sometimes (but not always) the principal requires that its agent:

e negotiates and signs the sales contract on behalf of the principal;

e takes care of any delivery and installation work;

e collects the purchase price on behalf of the principal; and

o takes care of various kinds of after-sales servicing (including complaints handling).
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In such cases, the agent may seem like an employee of the principal, in how they act and as they
represent the principal.

Exclusivity. As with distribution contracts, the commercial agency contract may provide that a
self-employed agent shall have sole, or exclusive, or sole and exclusive trading rights in a
particular territory (ITC Model Contract, Article 1). In this context, the character of the agency is
territorial, not personal. The parties may wish to limit the scope of the agency contract to certain
categories of customers.

Commission. The agent is normally paid commission on all sales emanating from their territory,
whether procured by efforts of their own or of others. The commission is usually based on the
price of the goods sold by or through them, sometimes augmented by bonuses or commissions.

Several points require particular attention and should be dealt with in the contract in precise terms,
as follows.

Minimum volume commitment. The more volume (i.e. certainty) a customer can commit to in
its estimated purchases, the higher a discount a supplier can offer. This is reflected in minimum
purchase commitments (see the ITC Model Contract’s optional Article 1.4). For large customers,
such commitments effectively imply more exclusivity (and less opportunism) regarding the
supplier that will be chosen. The long-term character of a supply relationship allows the parties to
alleviate any undesired effects of minimum volume commitments: circumstances of force majeure
and shortfalls in any year can be compensated in subsequent years.
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Commission on orders received directly by the principal. The agent is entitled to commission
if the transaction is the direct result of its efforts. The agent cannot claim commission if a customer
places an unsolicited order with the principal, or if the order has been obtained by the principal or
other agents. These rules are frequently modified by contract parties or a custom of the trade,
which may provide that the agent shall be entitled to commission on all transactions emanating
from its territory. That arrangement is particularly frequent when an agent is appointed as an
exclusive agent for a defined territory.

Repeat orders. Parties often arrange that commission shall be payable on repeat orders. If
parties fail to make an express provision on this point, the principle that applies is that if the first
order was the result of the agent’s efforts, the agent is entitled to commission on repeat orders
(because they must be considered as