IBT OUTLINE – FALL 2000 MAGGIE DIMOSCATO

I.
RISKS & TYPES OF INT'L SALES CONTRACTS-- INCOTERMS

A. Players, Risks & An Overview of Contracts in an Int’l Sales Transaction

Central Issue:  allocating cost & risk
1.   Players:

a. Export House/Confirming House- agent to either B or S; disclosed or    undisclosed. But remember- true party in interest is the Principal.

b. Carrier- actually transports goods
c. Insurer- protects against ROL to the goods (i.e. Marine Insurance)
d. Commercial Banks- facilitates the pmt from B to S for the goods.
e. Customs Brokers- usu B’s agent:
i. receive goods at port of dest, shepherd while unloading, see through customs & assure rail/road transport to B’s warehouse.
ii. usu has POA for B; can sign docs for B like customs forms-- Broker must fill in importer of record & ultimate consignee (usually same person- B)
iii. if no POA, broker must list itself as importer of record & pay tarrifs. 
f.
Freight Forwarder- usu S’s agent:

i. move goods from S factory to ship 

ii.
   prepare shipping docs (K of  C, Insp Cert, L/C, Export License)

g.
Loading Broker- usu Carrier’s agent:

i. Cranes & stevedores move goods from port gate onto ship

2.
Risks of Int'l Sales Transactions & Risk Minimizing Devices (RMD)

BHALA'S MANTRAS:

Effect of Geographic distance betw/ B & S:
Physical separation + not knowing co-party = no basis for trust betw/ parties

Never let the same party have the goods & the money at the same time
a.
Credit Risk - When B doesn't pay

· worst case scenario-- B is insolvent

· Risk:
B lacks sufficient assets easily transmittable & widely accepted as

pmt (i.e. liquid assets/cash)

· RMD: learn B's credit history- run credit ck; get recent financial statements

b. 
Carriage Risk/Casualty Risk - When carrier screws up

· Cause: carrier improperly stows/loads goods
· RMD: Insurance policy / BOL
c.
Shipping Risk - When S doesn't ship

· mirror image of Credit Risk-- risk of sketchy Seller
· Risk:
S doesn't ship, forges BOL. B pays on forged BOL. S has goods & $
at same time 

· RMD: ??
d.
Political Risk

· Official events affecting performance of K can occur in co-party's country
e.
Contract Risk

· includes language barriers, cultural misunderstandings
f.
Currency (Cx) Risk -  Risk of Depreciation of Cx  (B's risk)
· Usu, S wants pmt in his home country's cx, but S may be in a soft cx country

· Soft cx- not widely accepted (Burmese/Vietnamese cx)

· Hard cx- freely convertible/easily interchangeable/widely accepted as means of pmt

· Risk 1: depreciation-- mkt-based phenom where cx traders selloff the cx, selloff causes glut of cx in fx mkt, causing downward pressure on value of cx.
· RMD: Hedging - B gets option/forward K on cx to ensure his $ equates to ¥
Example:

B in US; S in Jap-- B will have to convert $ to ¥ 

1.
Japan experiences depreciation of ¥ - selloff in fx mkt

2.
There is now a glut of ¥ in fx mkt of ¥, so ¥ value goes down b/c people are willing to pay less for ¥ b/c of glut

3.
When value of ¥ goes down, price of goods in ¥ will go up b/c need more of the weakened ¥s to cover price

4. 
B in US now has to convert MORE $$ into ¥ to pay price of goods 

· Often follows immediately after devaluation (official gov't action of changing currency valuations). 

· Risk 2:  
Official Restriction on Conversion - if war in France, Fed

Reserve may restrict conversion of $ to FF. 

· RMD:
????
3.
Int'l Contract of Sale


a.
Elements of K of Sale



1.
B to S:  Request for Price List (Offer to Purchase)



2.
S to B:  Pro Forma Invoice-- Price list w/ freight cost, ins cost) (Offer to Sell)



3.
B to S:  Purchase Order (usu = Acceptance)



4.
S to B:  Seller's Acknowledgement


b.
Risks:

· Merger clauses are BAD - means K is limited to these docs only- no parole evid gets in to supp/explain terms of K
c.
Good K will contain:


1.
Choice of Law clause, specifying CISG or Article 2 UCC


2.
Choice of Forum clause


3.
Choice of Currency


4.
Specify from Port A to Port B


d.
Applicable Law

· Lex Mercatorium- customs & practices among merchants. When cts start enforcing these practices, it creates a self-regulating system. 

Examples: Incoterms, UCP

· Incoterms - INt'l - COmmercial - TERMS- published by Int'l Chamber of Commerce 

INCOTERMS REDUCE RISK OF CONTRACT MISUNDERSTANDING

1.
EX WORKS (S calls B up & says “come & get it”—least Seller Obligations)

2.
FAS (S must deliver goods alongside ship)

3.
FOB (S must load goods on ship)

4.
C & F (S pays cost & freight)

5.
CIF (S pays cost, ins & freight)

6.
DDP (Delivered, Duty Pd- S “delivers” & ROL passes when goods are at B’s disposal at named place in country of destination AND cleared for importation to that country- most Seller Obligs)

· Factors for Seller's Consideration Affecting which K to use:

· Cost of freight (takes into acct availability of ships & cost of fuel)
· Cost of insurance

· Gov't pressures:

Pakistan has 3 weeks of export revenue funds (bad- should have at least 2 mos.), so govt tells importers to use FOB for protectionist reasons- lets B select Pakistani carriers, insurers & pay in its own cx, rather than having to pay in foreign cx. 

· Essential Differences Betw/ CIF & FOB:

1.
Risk of Price Increase on Insurance or Freight:

· Seller is locked in by sales price—Under CIF, sales price includes cost of freight & insurance, so if cost of either rises, his profit is diminished. Not so w/ FOB where if S undertakes ins or freight they are separate charges.

2.
Performance:

· In FOB, S’s perf = delivery of goods onto ship

· In CIF, S’s perf = delivery of docs to B

Note: S can validly tender docs to fulfill his oblig even though the goods have been lost at sea after shipment & both parties are aware of this. This is b/c docs transfer to B all the rights incident to K of C (by poss of BOL) & against ins co (by poss of Ins Pol)  B cannot refuse the docs & demand the actual goods.
Cf:

Although its essentially a documentary sale, B still reserves right to

refuse goods if they are NC.

B. THE F.O.B. CONTRACT

Rights & Duties in FOB Contracts:

1.
S must deliver goods on board a ship specified by B at specified port

2. S must bear cost & risk of inland transport AND loading of goods onto ship

3. S has no oblig to arrange transport or insurance

4. S must notify B that goods have been delivered on board

5. ROL passes to B when goods pass ship’s rail

6. S must provide commercial invoice, export license & transport docs (BOL) 

· Central Ideal: 
Pyrene:
The price paid by B to S includes all the costs up to & inclusive of loading of the goods onto an overseas vessel nominated by B. All else (stowing, insurance, freight) is EXTRA.
· ROL passes at ship's rail, so post-loading risks are on B. (makes sense b/c B gets ins)
· Seller's responsibility to get shipping docs (BOL & other export docs)
· Note: Seller is responsible for Export License!!!

· Title passes at Ship’s Rail OR LATER in some circs—never sooner.
1.
FOB from Seller's Perspective

a.
Delivery Obligations



i.
Supply Conforming Goods

· goods must match description in K of Sale
· conformity includes assuring proper pkging, on-time shipment
· Inspection Certificate is used to assure conformity

ii.
Load Goods on Board

· Pay cost of loading (S doesn't usu load- carrier's agent does)
· timely delivery from S factory to port
· Multiport K gives S more flexibility here (“FOB London or Liverpool”)
iii.
Proof of Delivery

· S must be able to prove to B that goods have been delivered to port of shipment-- BOL is used to prove delivery

· BOL is evid that S has entered into K of C w/ carrier
· Want BOL to be clean & on-board (as opposed to a received for shipment BOL)
iv.
Notification of Delivery



S must notify B of delivery of goods to port of shipment

Turnbull Case -  S's obligation on B's non-nomination of Ship

K is "FOB Sydney."  S wants "FOB Sydney or Melbourne" so he can deliver in Melbourne. B says NO. S argues B can't sue S for non-delivery to Sydney b/c B never nominated a ship. Held, S must deliver to port of shipment even if B doesn't nominate a ship. 

Cf: Day Article: B's obligation to nominate ship is condition precedent, so failure to nominate ship releases S's obligation to deliver.




b.
Passage of Title




i.
Generally 

Federspeil & Co v. Twigg & Co -  Title cannot pass sooner than Ship's Rail 
S, bike exporter, contracts to sell bikes to B in Central Amer. Bikes are crated, shipping mark goes on crate, and then S goes insolvent. B argues B is entitled to goods even though they are not loaded onto vessel yet b/c shipping marks identified goods to the K. Bkpcy trustee wants bikes to appease S's creditors. 

Held, in FOB Ks for id'd goods, title passes at ship's rail at port of shipment-- not sooner.





ii.
Exception for Unascertained (Bulk) Goods – title passes after ship’s rail

Stock v. Inglis  -  Title passes when goods are ascertained to specific Ks

S ships bulk cargo of sugar for several Bs. Title does not pass until the bags of commodities are labeled, so title won't pass until arrival at port of delivery.

iii.
Exception for Seller's Security Interest in the Goods – after ship’s rail

S may place a lien on the goods b/c worried B won't pay. The lien retains title in the goods in S until payment is made. S can delay when title/property passes, but ROL always passes at ship’s rail.

Bhala: note that this means that there is no simultaneity in passage of title & passage of risk-- risk of loss may pass at ship's rail, but title may pass much later.




c.
Allocation of Costs & Risks





i.
Costs

All costs associated w/ goods up to & including loading on specified delivery date are borne by Seller (includes hwy tolls en route to port of shipment, storage at port up to delivery date if early delivery was made).
· S must pay for pkging of goods-- this includes

1.
Quality ck

2.
Weight ck

3.
S must provide a Certificate of Origin:

· all goods imported to US must bear a "Made in" stamp & have a Certificate of Origin b/c it may be subject to sanctions/boycotts (as are goods from Iran)
· 5 yrs in jail if you falsify this certificate
· Certificate of Origin also important b/c varying duties (tariffs) on different countries
ii.
Risks

· Risk of loss of goods is borne by Seller until goods pass the ship's rail
2.
FOB Ks FROM BUYER'S PERSPECTIVES


a.
B's Obligations



i.
B must Nominate Ship

· Nomination of ship by B is a condition precedent to S's delivery of goods to port of shipment. So, if B doesn't nominate a ship, this releases S of duty to deliver.

· Turnbull distinguished: in Turnbull, S had made clear that he was unable to deliver to port of shipment, so B's nomination of ship would have been futile.

· Ship must be "effective" – must be capable of arriving at port of destination

· B must notify S of nominated ship

ii.
Vessel Problems

· B must arrange for substitute vessel w/ least possible delay & must bear costs associated w/ this.

· S must warehouse the goods until sub vessel available, but B must pay




b.
B's Costs

· All post-rail costs are borne by Buyer, including: freight, marine insurance, tariffs, certif of origin (even though S's obligation to get cert of orig)

· B must pay K price
· When? Flexible- FOB is not usu a documentary sale, so parties can contract payment terms in their K of Sale. 

C. THE CIF CONTRACT  - most common type of K

1. SELLER’S OBLIGATIONS IN CIF CONTRACTS

Seller’s 5 Basic Obligations:

1.
S makes out commercial invoice (represents cost of goods) for sale of goods

2.
S ships conforming goods at port of shipment

3.
S procures K of Carriage

4.
S arranges for insurance under terms current in the trade for the benefit of B

5.
S must send forward & tender docs to Confirming Bank-- delivery of docs symbolic of

 
delivery of goods

a.
Delivery of  Conforming Goods – Issues to hit



1.
Conformity of goods to K of Sale- must match description (Insp Certif)



2.
Fitness of Carriage by Sea



3.
Loading goods onto ship 



4.
Timeliness of shipping, not of delivery to port of destination


5.
Proof of delivery (BOL)



6.
Appropriation issues—only in bulk cargo cases


7.
Passage of Title issues

b.
Obtain Freight – Issues to hit

1. Cost to ship (S bears)

2. Cost of unloading goods at port of destination (B bears)

3. Need a seagoing vessel (S’s obligation)

4. Vessel must take the usual route (see Suez cases)

c.
Obtain Insurance – See below

d.
Tender Docs


1. When does S tender? ASAP—the sooner he tenders, the sooner he gets pd


2. To Whom does S tender? NOT BUYER! – tender to Confirming Bank

Issue: Is this just a sale of docs? NO—although the parties usually arrange for pmt against tender of docs, it is NOT a sale of docs. S has 2 obligations: goods and docs. If goods are lost at sea & S tenders docs, B can refuse to accept the docs in lieu of goods. 



2.
DOCUMENTS OF THE C.I.F. CONTRACT




a.
Commercial Invoice

· Final invoice represents cost of goods

· Doesn’t have to describe goods particularly

b.
BOL


The BOL transfers the property rights in the goods (whoever has BOL has title)

· BOL represents freight

· UOA, in all CIF K’s BOL must be “shipped BOL”

· Date on BOL is official date of shipment- so it must state correct ship date
· Should be stamped “freight pd”

· Should show goods are going to agreed port of destination

· Should be “valid & effective,” NOT “non-negotiable”

· Important for it to be negotiable b/c allows B to sell goods to sub-buyer even while goods are in transit

· BOL is not valid if the K it represents is invalid (like for illegality), BUT still valid even if the goods are lost after shipment
· Must be a “Clean BOL” 

· means no forgeries, alterations (i.e. of ship date), or untrue statements

· “dirty” BOL has a clause super-imposed on it declaring a defective condition of goods or pkging

· BOL is considered “clean” even though carrier disclaims liab for perishability

· BOL must provide B w/ continuous documentary cover- can’t have a lapse in coverage

Hanson v. Horley

BOL had a 13-day lapse in coverage. Held, B can refuse to accept this BOL b/c if any loss had occurred during the lapse, B would not be able to make a claim to ins co b/c can’t prove that B had title to the goods during that time. “Latent defect” is a defect arising during a gap in documentary coverage.

· If K allows, delivery order can substitute for BOL (esp. for unascertained goods)

c.
Marine Insurance Policy

i.
Policy must be assignable:
· Policy must list B as beneficiary so B can make claim directly. 

2 Reasons: 

 
 
(a) risk passes at ship’s rail at port of shipment 

(b) B may be a buyer for resale, so needs assignable rights to ins pol.

ii.
Must be valid & effective—not valid if insurer can avoid it for misrep

· Policy can be effective even though it does not cover a loss that has actually occurred

iii.
Coverage:
· Should state what goods are covered & cover only the goods in the invoice/ BOL—no other goods.

· Amount of Coverage: S must cover CIF plus10% (mark-up for profit)

· Minimum Coverage – k.a. “Category C” will protect against:

a.
mishaps to vessel (stranding, collision, fire)

b.
NOT theft, pilfering, leakage, war, terrorism, strikes, breakage, chipping

**S’s only obligation is to get minimum coverage, but S is at risk if that’s all he gets—“Category A” is “all risk insurance” (except fraud & insolvency) 

· Duration of policy must be end-to-end - continuous documentary coverage- 
· Must be the type usual/current in the trade as of time when K of Sale is made

· Cx of policy must be same as cx of K

· Ins Co. must be of good repute

· UOA, policy must be tendered—no substitutes: cert of ins is NOT sufficient
· Substitutes only come up in cases w/ mass cargo of commodity & S tries to tender Cert of Insurance. Problem is that C of I may not spell out all the terms in the Master Policy


d.
Other Docs

i.
Certificate of Quality/Cert of Inspection- signed statement certifying goods are of the quality specified in K. 

· K of Sale often stips that Cert of Ins is conclusive evid of quality of goods. 

Berger & Co v. Gill & Duffus: K for sale of 500 tons of beans cif Le Havre w/ term that cert of qual issued at LH is conclusive evid of qual of goods. Ship only offloaded 445T of the 500T. Bs rejected docs b/c cert of qual was only for 445T. When balance of cargo was finally offloaded at LH, B’s argued they could reject goods b/c cert of qual was still only in respect of 445T. Held, B cannot reject goods on these grounds. B had obligation in K, which they negotiated, to accept the cert as final. The cert is issued if the goods are of the right type or grade—has nothing to do w/ whether they are perished/damaged/late, etc.  

ii.
Certificate of Origin- signif b/c sanctions/boycotts/duties may be involved

iii.
Export License

3. PASSAGE OF TITLE/PROPERTY

Ask 2 Questions:

1.
When does title pass? Usu on tender of BOL

2.
To Whom does title pass? To whoever has BOL 

· Argument FOR title passing on ship’s rail:

That’s when risk passes to B

esp. if BOL is in B’s name

· Argument AGAINST title passing on ship’s rail:

If title passes at rail, then S retains no rights (goods & $ are both w/ B)

· SOLUTION: title passes on tender of docs (BOL) to B
· Note: if S retains right of disposal, then property doesn’t pass even though B has the goods (useful in the event of non-pmt by B).

· unascertained goods: title can’t pass until goods are ascertained (Bulk f/p only)

4.
Risk & Cost Allocation




Generally, Risk & Cost pass at ship’s rail 




Ex:  Goods shipped CIF from Yokohama to L.A.





1. Goods damaged on truck betw/ Tokyo & Yokohama- Risk on S





2. Ship sinks en route to LA- Risk on B

But Cf:


3. Loss caused by defective pkging discovered in L.A.—S is liable b/c issue is when did the cause of loss occur?

Rule: ROL passes at ship’s rail – only thing S is still liable for post-rail is latent defects

· Remember: Docs have nothing to do w/ ROL- docs only tell you WHO can claim for loss
II.
INTERNATIONAL CONTRACT LAW— THE C.I.S.G.

A. Harmonization of Int’l K Law- General Provisions 

The CISG is an attempt to harmonize the substantive rules that apply to trade.

· Two ways to harmonize diverse systems of K law:

1. Legislatively (e.g. CISG)

2. by custom (lex mercatoria)

· CISG is divided into 3 substantive parts plus final clauses. Part I concerns scope of application & general principles, Part II contains rules on formation of contracts & Part III governs obligations of performance, passage of risk, remedies for breach, and excuses for nonperformance. 
· CISG only covers K formation & rights/obliges arising therefrom—it does not cover validity of Ks.



1.
Disharmony Risk Despite the CISG




a.
Int’l Textual Disharmony
i.
Different countries may have diff versions of the CISG b/c they have taken a reservation to one of its provisions

· Article 92 permits a Contracting State to declare that it is not bound either by Part II of the Convention (Articles 14-24, governing contract formation) or by Part III of the CISG (Articles 25-88, governing the substantive rights and obligations arising from a sales contract).
ii.
There may be translation errors in a country’s version of the CISG

iii.
There may be a different cultural interpretation of terms like “good faith”




b.
Domestic Textual Disharmony
CISG may clash w/ local domestic law—affects adjudication of claims 

Ex:
in US, most judges think of UCC when sale of goods issue, so even though K is covered by CISG, judges apply UCC. 




c. 
Adjudicatory Disharmony 

Ex:
K problem; trial & ruling in Malaysia. 1 year later, same problem in Sao Paolo. Judge in S.P. is not obligated to follow case law of CISG in other jx. Stare Decisis is not strong. 

· There is not a systematic reporting system on these rulings!

· There is no Official Comment on CISG, so judges have to struggle w/ interpretation

d.
Enforcement Disharmony
· One can’t be sure how long it will take to work out a contract dispute—could be years & you may have to deal w/ a dozen different ministries.




e.
Historical Disharmony

· LDC’s opposed CISG b/c they were not involved in the orig drawing of CISG. 
· UNCITRAL’s efforts to alleviate this problem resulted in 3 Basic Principles:
1. 
We shouldn’t export one country’s laws & impose it like a template on other countries.

2.
Don’t disturb local laws- CISG does not regulate purely domestic sales

3.
Freedom of K: Respect party autonomy whenever possible: everything is permissible unless it is expressly prohibited
2. SCOPE OF APPLICATION OF THE C.I.S.G.

a.
Article 1(1)(a) 

· Article 1(1)(a): CISG applies to Ks for the sale of goods betw/ parties whose POB are in diff states & both are parties to CISG.
Art. 1(1)(a) breakdown:
- need a K

- int’ parties (not domestic)

- Sale of goods (not services)

- Goods (not commercial paper, not currency, not ships, not electricity)

- if goods w/ inci services, okay as long as goods make up the preponderant part of K






- Place of Business in different countries: 

Ex:
Sony (Tokyo) Ks w/ Circ City (US) to deliver TV’s to Circ City’s store in Tokyo. Held, CISG does apply—location of delivery is irrelevant- POB’s were in different countries. Art 10(a) defines where POB is—want a real permanent office.  

Ex:
Sony (NY) Ks w/ Circ City (LA). Everyone involved in shipping TV’s is in Tokyo. Does CISG apply? You can argue it both ways- Turns on whether a particular office is most closely related w/ performance of K for CISG to apply. 

GPL Treatment Ltd v. Louisiana Pacific – CISG has no SOF

Case involved sale of wood products by Canadian corp to a US corp. Dispute was resolved under UCC, but governing law of K should have been CISG.

· CISG will apply to a K if the req of internationality is met: places of business of contrating parties must be in different countries that have both ratified CISG. This is true regardless of whether litig is taking place in either country!!

Helen Kaminski PTY v. 

D had exclusive rights to mkt P’s prods in N.Amer. P & D from different

contracting states. In the end K is breached b/c D goes insolvent. CISG held

not to apply b/c the K was a distributorship agrmnt, which is not a K for sale

of goods. The breach in this case was in respect of goods not identified to

the distributorship ag.

Q:
What if parties are in diff countries, but one of them is not in a Contracting State? K betw/ Sri Lanka S & US B. Put a choice of law clause in your K that says US law applies. That way UCC is state law, CISG is fed law—CISG applies.





b.
Article 1(1)(b)

· Article 1(1)(b): CISG applies when the choice of law applied by a ct leads to choose the law of a Contracting State. 
· The intent of framers of CISG in this provision was to keep non-Contracting States from free-riding & getting benefits from CISG w/o signing it.

· US & many others consistently oppose the inclusion of Article 1(1)(b):
Article 95 allows reservations to 1(1)(b) & US has reserved.
German Case

S italian; B german- K for tailored goods. S breaches then B terminates & S sues for non-perf. Both parties are contracting states. Held, CISG applies. S’s sale of goods in Italy constitutes a breach b/c the goods were under exclusive license to german Bs. In the absence of a forum selection clause in K, use the law of the country that has the most significant relationship to the K (where performance takes place). Here, it’s Italy & CISG is applicable as per 1(1)(b): POB of both parties is in diff state & conflict of laws analysis points to Italian law & Italy is Contracting State, therefore CISG applies. Italy never reserved to opt out of 1(1)(b). 





Note the anomaly:
When a State reserves to Art 1(1)(b), that means the only time CISG will apply is when the parties are in different Contracting States—both countries must be contracting States.

Ex:
Japan has not adopted CISG & US has. A dispute arises betw/ Sony & Circ City & case goes to Japanese Ct. Fact that US has taken reservation hurts US:


CC doesn’t want judge to apply Japanese law—argues CISG should apply. Judge says Japan not party to CISG. If you argue choice of law leads to the application of US law, then you have a choice of UCC or CISG, but US’s reservation makes CISG inapplicable when one of the countries is not a Contracting State. So the only US law the judge could apply is UCC. A Japanese judge would never go for that. So, CC winds up stuck w/ Japanese law.





c.
Article 6

· This article permits parties to opt out of the CISG entirely or in part in their contracts—make sure you look at the choice of law clause in the K!

· Two Non-Contracting states may opt in b/c there is no provision that says that they can’t do this. But, nothing says they can either. (more room for adjudicative disharmony)

3. GENERAL PRINCIPLES OF THE CISG

a.
Article 9: Usage

· Parties are bound by agreed upon usage & CP betw/ themselves

· UOA, parties to K have impliedly agreed to any usage that parties knew/shk about or is widely know in intl trade in that particular trade

· Permits Usages- open door for Incoterms, but beware that customs are different in diff parts of the world. 

· Whose usage? 9(2) says where you haven’t agreed to a specif term, you go w/ widely-known usage, not regional customs.

b.
Article 11: No Statute of Frauds – K doesn’t have to be in writing

· But it *should* be in writing!! CYA!! 

· Many reservations to this Article 

· Article 12 says States may, by their own laws, require a writing
GPL Treatment Ltd v. Louisiana Pacific – CISG has no SOF

Case involved the sale of wood products by a Canadian corp to a US corp.

Dispute was resolved under UCC, but governing law of K should have been CISG. (P’s atty was unaware that CISG governed the K until it was too late to amend the pleadings.) If P's attorney had recognized the applicability of CISG, it would have defeated D’s SOF defense. However, in GPL Treatment the only mention of the CISG was a FN in which a dissenting appellate ct judge remarked that majority should have considered whether TC abused its discretion by refusing to allow P to raise CISG. IF CISG had applied rather than UCC, P would have won b/c CISG does not require written evidence of K.

4.
CONTRACT FORMATION Arts. 14 - 24


NO DOCTRINE OF CONSIDERATION IN THE C.I.S.G!!!!

a.
Definiteness

· UCC allows open price terms so long as there is a way to determine price.

CISG Art 14 does NOT favor open price terms—too indefinite. This is true despite fact that Art 55 allows mkt price to be substituted in b/c 55 is not in K formation chapter of CISG (it’s arguable whether K has ever been formed w/o a price term. 



--  You could always argue Art 4 & 9: CISG is not meant to pass on the

validity of Ks (4) and usage makes open price term valid.

· Open Quantity Term—Seems to be more permissible.

United Technologies/Pratt Whitney v. Malev Hungarian Airlines

· Held, if the price cannot be determined from the K, the K is void. Pratt & Whitney, a U.S. aircraft engine manuf, and Malev Hungarian Airlines had entered into a K for Malev to purchase certain aircraft engines to be chosen in the future. The price had been agreed upon for two engines, but it was not fixed for one other engine. 

· Malev argued there was no price agreed upon for 3rd engine and that the K failed for indefiniteness under Article 14(1). 

· Ct reasoned 'price is an essential term' of the K & ruled that the K failed when the price could not be determined from the K. Ct stated that there was no 'ready market' for aircraft engines & that the price could not be fixed by using Art 55.

· Cf:  Ct greatly ignored interrelationship betw/ Art 55 & 14. 
b.
When is a Contract Formed?


NO MAILBOX RULE IN THE CISG!!!


HYPO:


Day 1- 1st offer sent


Day 2- 1st offer rec’d


Day 3- 1st acceptance sent—not rec’d until Day 6 (In US K is formed as of Day 3)


Day 4- 2nd offer (to diff offeree)


Day 5- 2nd offer rec’d ; 2nd acceptance sent


Day 6- 1st acceptance rec’d; 2nd acceptance rec’d

3 Issues arise:


1.
When is offeree’s acceptance effective such that a K is formed?




UCC: acceptance is effective on dispatch


CISG: Acceptance is effective upon receipt. In civil law there is no meeting of the minds until the offeror knows of the acceptance. This tilts things against offeree/Buyer.

2.
When does offeror’s power to revoke offer terminate?  LAPSE



UCC: until dispatch of acceptance or reas time




Critique: How does offeror know when his power to revoke has terminated?
CISG:
Upon dispatch of acceptance as long as revocation reaches offeree p.t. dispatch of acceptance.


3.
When does offeree’s power to w/d acceptance end?  DISAVOWEL

UCC: offeree has until he dispatches acceptance at mailbox. If you want to w/d your acceptance after the mailbox, you have to reject & make sure rejection reaches offeror p.t. acceptance.




CISG:
Offeree has until receipt of acceptance to w/d his acceptance



4.
Issues

· Risk of opportunistic behavior: Offeror can’t revoke after offeree sends acceptance- he is bound- de facto K is formed. But offeree is not bound until his acceptance is received. So, CISG creates an option period for offeree:
Ex:
K for sale of oil. Offeree sends acceptance. Offeror is bound. Prices fall. Offeree emails offeror to reject. The rejection is effective upon receipt, so offeree gets out of the deal. 

Risk Mitigating Device: stipulate a fixed period after which acceptance is not valid: “must accept by ______” 




c.
Battle of the Forms in CISG

P.O. is different from Seller’s Acknowledgement. Is S’s form a rejection & C-O? Is it a conditional acceptance based on the difference?

UCC:
Knock-Out Rule- UCC- K is formed, but divergent terms cancel each other out & UCC fills in the gaps

CL:


Last Shot Rule- CL- The last form sent governs (prefers Seller)

CISG:

Art 19(1): if S’s acceptance makes ANY modif/addit then it’s a rejection & C-O & THERE IS  NO CONTRACT.  (Mirror Image Rule)

     Cf:
Art 19(2): Any immaterial alteration in acceptance is okay & is incorporated into K



ISSUE: 
How do you know what’s material? Creates risk of adjudicatory disharmony


d.
Late Acceptance: Article 21

i.
Acceptance sent too late  21(1)

When an acceptance is dispatched too late to reach the offeror p.t. exp of offer, assuming normal effectiveness of the means of communication employed, Article 21(1) provides that an offeror who receives the delayed acceptance has the option of treating the contract as formed. The offeror must immediately inform offeree that acceptance was effective. 

ii.
Acceptance sent on time, but unforeseen difficulty in transmission delays it

Art 21(2) applies & provides that delayed acceptance is deemed to have been timely and effective unless the offeror immediately notifies the offeree that acceptance was delayed. 
B.
SELLER’S OBLIGATION UNDER CISG
Seller’s  5 Obligations in the CISG

1. delivery
2. placement at buyer's disposal
3. timeliness
4. conformity
5. notice
1.
Delivery

Art 30:
OBLIGATION OF SELLER
Seller must deliver goods & docs relating to them & transfer the property in the goods as required by K & CISG



Compare:  UCC 2-301: Oblig of S is to transfer & deliver goods



Art 31:
DELIVERY OF GOODS & DOCS




If S is not bound to deliver goods to a particular place, then his obligation is:

a. When K includes carriage of goods, to deliver goods to the 1st carrier for

transmission to B (deliver to carrier)

b. When K is not for id’d goods, to place the goods at B’s disposal at the place of manufacture (come & get it at S’s plant)
c. In any other case, to place goods at B’ disposal where S has his place of business at time K was drawn. (come & get it at S’s store)
Art 32:
NOTICE OF SHIPPING; SHIPPING; INSURANCE

1.
If S turns goods over to carrier, but goods are not clearly id’d to K by markings, then S must give B notice of the consignment specifying the goods.

2.
If K specifies S liable for carriage of goods, S must make such Ks as nec for carriage by means approp under the circs.

3.
If S not liable for marine insurance, then S must (at B’s request) provide B w/ all available info necessary to enable B to effect insurance.

Art. 33:
TIME FOR DELIVERY




S must deliver goods:





a.
if date is fixed, on that date





b.
if period of time is fixed/determinable, w/in that period of time unless circs

 




indicate that B is to chose a date

d. in any other case, in reasonable time after K is drawn
Compare:  UCC 2-309: 

· If time for deliv not specified, then reas time; 

· if K = successive perfs but doesn’t say for how long, then reas time & K may be term’ed at any time by either party; 

· Termination by one party, unless on the happening of agreed event, requires notification to be rec’d by other party. Any agreement dispensing w/ notif is invalid if unconscionable

Art 34:
DOCUMENTS; OPTY TO CURE

· If S is bound to deliver docs relating to goods, S must do so in time, place & manner specified in K. 

· If S delivers docs early, S may cure any NC docs up to the specified time for delivery, so long as exercise of this right to cure does not cause B unreas inconvenience & expense. 

· B retains any rights to claim damages as provided for in CISG.

2.
Conformity – When B claims that goods are defective

a.
No Implied Warranties    

Whereas UCC implies a warranty: when S enters into a K, S warrants that goods will meet certain qualities.




CISG only sets out affirmative obligations—no warranties.
· 35(1) requires delivery of goods of the quant, qual & descrip required by K & contained/pkgd in the manner required by K. A tender of NC goods by S = breach of K. 

· 35(2): Goods are NC if: 
(a) not fit for ordinary use;  Note: what ordinary use is will shift w/ locality
(b) not fit for particlar use by B which S knew/shk of; or 

(c) do not possess the quality of samples; or 

(d) are not properly pkgd in a manner usual for such goods. 

S is not liable for a nonconformity if B knew/shk of lack of conformity when entering into K. 
T. J. Stevenson & Co., Inc. v. 81,193 Bags of Flour

Case involved a flour cargo infested with weevils. Merchantability means “goods must be of a quality comparable to that generally acceptable in that line of trade.” Goods intended for resale to consumers are not merchantable unless they are honestly resalable in normal course of business. Here, flour had to be fumigated p.t. resale- not normal ( not merchantable.


ISSUE 1:  Interpretation of “Could not have been unaware”



HYPO:

CC takes delivery of tv’s from Sony even though it has heard in the trade of problems w/ the remotes. Remotes are faulty. Sony argues they’re not liable b/c CC could not have been unaware of the problem. (shk of the problem)

· 35(3) S not liable for defects if B is aware of defects or “could not have been unaware of defects.”

2 Risks of Adjudicatory Disharmony:

1.
differing interpretations of meaning of “could not have been unaware.” Does it just mean that B should have known?

2.
differing standards of proof put on S to prove B should have known: How does S prove that B should have known of defect?




ISSUE 2:  Disclaimers

· Can Seller disclaim his oblig to deliver conforming goods under Art 35?

UCC allows this: “disclaimer of warranty”

CISG allows this: Art 6 – parties can K around any provision in CISG unless CISG explicitly prohibits this. 

· Textual Disharmony Risk: Germany prohibits disclaimers on boilerplate

ISSUE 3:  Latent Defects

HYPO:

Sony ships tv’s to CC & insp certif. says they are conforming, but they turn out to be NC later. Is S liable?

· 36(1) S is liable for defects that existed when goods crossed the ships rail. 

· But 37 & 48 give Sony oppty to cure p.t. delivery date

· 38 & 39: B should inspect goods ASAP

· 40: S may not invoke B's failure to comply w/ 38 & 39 when S knew/shk goods were NC.
· 39(2) SOL of 2 yrs exists for finding defects

ISSUE 4:  Claims on goods by 3rd parties – importance of clear title

· Art 41:  S must deliver goods free from any right of 3rd parties.
· Art 42: introduces detailed rules on S’s liab for IP right claims by 3rd parties.
· S must deliver tv’s that are free from any I.P. claims. So, if picture-in-picture is patented by Toshiba, Sony must make sure it has permission to have that technology available p.t. shipment. B must get clear title.

C.
BUYER’S OBLIGATIONS IN THE CISG CONTRACT

· Art 53: B must pay price and take delivery as required by K

D.
UNDERSTANDING THE CONCEPT OF FUNDAMENTAL BREACH

Fundamental Breach-- Article 25: Breach is fundamental if it results in such detriment to other party as substantially to deprive him of what he is entitled to expect under K, UNLESS the party in breach did not foresee AND reas person in same circs would not have foreseen such a result. 

2-Part Test to Determine Fundamental Breach:

1.
“as subst to deprive him of what he is entitled to expect under K” -  This is a subjective test—not reasonable person test.

2.
Unless Clause = Foreseeability Test

· Fundamental breach triggers the aggrieved party’s right to term K as per Art 49 (avoidance by B); Art 64 (avoidance by S); Art 51 (2) (avoidance by B when S delivers only part-shipment or shipment is NC); Art 72 (by either party for anticipatory breach); & Art 73 (by either party in an install K). In addition, also determines whether a party can get S.P. under Art 46 & in allocating ROL after casualty of the goods.

E.
REMEDIES FOR BREACH OF K IN C.I.S.G.


Remedies available under CISG


1.
SPECIFIC PERFORMANCE IS THE PREFERED REMEDY UNDER CISG


2.
Avoidance of K


3.
Damages


4.
Self-Help


1.
BUYER’S Remedies for Seller’s Breach 

a.
Specific Performance – Article 46

· Article 46 gives B a broad right to require performance. Other than references to inconsistent remedies, Article 46 imposes no limits on the right to require performance-- want to impress on S: pacta sunt servanda.
· 46(1) sets out B's general right to SP of S's obligations, provided that B has not pursued a remedy inconsistent with requiring specific performance.
· 46(2) grants B the right to require delivery of substitute goods in the case of NC goods and under certain circumstances. 
· Costly remedy for S & can be exercised only in case of fundamental breach, otherwise, B can only demand under 46(3) that S cure defects in goods by repair, unless that would be unreasonable considering the totality of the circs.
· Cure: 46(3) provides that B may require S to repair NC goods under circs similar to those in 46(2). B must preserve the goods while waiting for S to repair
HYPO:

The tv’s Sony delivered will only do p-i-p on the VCR function—should CC try to avoid K under art 49 (below)?

· The better option is to go w/ 46(3) Cure: rejection & demand for repair is a remedy short of avoidance when B isn’t sure he has a fund breach. 
b.
Avoidance of K

· Article 51 allows avoidance of K in cases of fundamental breach only. 
i.
Non-Delivery of Goods & Uncertainty of Fundamental Breach

HYPO:

S doesn’t deliver the goods at all - or - S’s first delivery is NC. B doesn’t know if failure to deliver at all/NC goods is fundamental breach & (B doesn’t know if they can avoid. . . .

Non-Delivery of Goods after B has allowed an additional period of time for delivery is a Fundamental Breach
· Art 47 - B should give S oppty to cure for non-delivery of goods:

Primary purpose of Art 47 is to protect a B who is waiting for a delayed delivery. While waiting, B may have to determine when the delay = a fundamental breach so as to entitle B to avoid K. Where B is in doubt whether S has committed a fundamental breach, B can declare an additional period of time under Art 47 for performance of K. Period must be 'reasonable.' After expiry of this period, B can consider a fundamental breach to have occurred & avoid K. This is true regardless of whether breach would otherwise have been considered fundamental. 

· B's ability to avoid K after extension of time is outlined in Art 49(1)(b): 
B may declare the contract avoided
(b) in case of non-delivery, if S does not deliver goods w/in addit period fixed by B in acc w/ Art 47 or declares he will not deliver w/in the period.
· Use 49(1)(a) to avoid K when you know K is fund breached. Use 49(1)(b) when you don’t know – it makes you give S extra time, after which non-delivery/non-cure is deemed fund breach.
ii.
Delivery of NC Goods & Uncertainty of Fundamental Breach
Risk of opportunistic behavior on B’s Part:

If B is not sure whether delivery of NC goods =  fundamental breach, B can give S extra time & hope that S would still fail to deliver conforming goods b/c B only has to give S ONE oppty to cure. If S screws up 2x on conforming delivery, it’s fundamental breach per se.


Bhala Commentary




CISG avoidance is very different from UCC’s Right to Cure:

· If S tenders NC goods p.t. delivery date, 48(1), 34 & 37 all give S an oppty to cure by tendering conforming goods by delivery date. However, S’s right to cure is lost forever if B exercises his Art 49 right to avoid K. This puts the onus on S to get it right the first time.

iii.
The Effect of Assurances on B’s Right to Avoid K




HYPO:

Sony exports to Sears and CC. CC hears that Sony failed to make timely delivery to Sears - or - hears that Sony has defaulted on interest on bonds. CC should call Sony & ask for adeq assurances. When can CC ask for adeq assurance?

71:
If CC thinks assurances are not adeq & Sony is not performing adequately, CC can suspend, but may have to start performing again. . . .

72:
Avoidance requires Fundamental Breach

Note also:
Parties can stip what events equal default such as to trigger a right to adequate assurances. Parties can also outline what constitutes an adequate assurance.

· Art 71: 

(1) A party may suspend performance if it becomes apparent that other party will not perform a subst part of his obligs as a result of: 
(a) a serious deficiency in his ability to perform or in his creditworthiness; or 
(b) his conduct in preparing to perform or in performing the K. 
(2) If S has already sent the goods before the grounds described in (1) are evident, S may prevent goods from being handed over to B even though B holds a document that entitles him to get them. This paragraph relates only to the rights in the goods as between B & S. 
(3) A party suspending performance, whether before/after goods are sent, must immediately give notice of suspension to other party & must continue w/ performance if other party provides adequate assurance of his performance. 

· Article 72 

Deals with the situation where one party, p.t.commencement of perf, has reason to believe that a fund breach by the other party is not merely possible, but virtually certain to occur. This situation is rare, & right of avoidance under Art 72 also covers the situation where the other party announces in advance its intention not to perform. Art 72(2) requires that any declaration of avoidance be communicated by prompt notice allowing other party to demonstrate adequate assurance of performance p.t. effectiveness of avoidance, unless extraordinary circumstances justify immediate avoidance.
· (1) If, p.t. date for performance of K it is clear that one of the parties will commit a fund breach, other party may declare K avoided. 
(2) If time allows, the party intending to avoid must give reas notice to other party in order to permit him to provide adeq assurance of his perf. 
(3) The requirements of (2) do not apply if other party has declared that he will not perform his obligations.
c.
Seller’s Damages Buyer’s Breach

· Damages can be sole remedy or supplement avoidance (but not SP)
· Conseq damages are allowed: anything that was foreseeable as a result of S’s breach is recoverable.
· Measure of Damages will turn on whether B has/hasn’t covered

Art 74: where covered, D = cover price – K price

Art 75: where not covered, D = mkt price – K price



Mkt price where deliv should have been made; 

Mkt price at time of breach




d.
Buyer’s Right to Self-Help

Art 50:
B can reduce price & make notif to S – good for when NC goods are delivered & non-conformity is quantifiable.

Art 52:




1.
early deliv: If S delivers goods p.t. fixed date on K, B may take/refuse delivery



2.
If S delivers MORE goods than K specifies, B may take/refuse excess

  


- if B takes excess, B must pay for it at K rate



2.
SELLER’S REMEDY FOR BUYER’S BREACH

F.
EXEMPTIONS FROM DAMAGES UNDER THE CISG



Phases of the Law

· Absolute liability for perf

· Impossibility established

· FOP established—law recognizes that neither party has defaulted but there’s a K oblig that shouldn’t have to be performed b/c circs have become radically different from circs at time of K. 

· Distinguish FOP & Force Majeure- 

FOP- radically different circs now than at time  of K- event was truly unforseeable

F-M: Parties had envisioned problems in advance & listed them in K (war, civil unrest, embargo) so in F-M, events are foreseeably unforseeable



3 Ways to get out of a K:



1. impossibility/force majeure




2. FOP




3. Extreme Hardship (doesn’t really get you out- just renegot terms)


1.
FRUSTRATION (Impracticability)

Compare:
UCC Impracticability:

Non-occurrence of a contingency that was a basic assumption of K the occurrence of which must have occurred to make K commercially reasonable. 

CISG:

3-Part Test:

1.
Fundamentally different situation arises

2.
For which the parties made no provision

3.
and it would not be just in the new situation to hold the parties bound to their K terms




Ocean Tramp/The Eugenia
· July 1956- Egypt nationalizes Suez canal. 

· Aug/Sep 1956- London Based agents & Russian charterers (actual people on ship) are in negot to charter Eugenia from Odessa to Madras to move steel & iron. They know Suez may get shut down but cannot reach an agreement on how to handle it in K. Parties go forward w/ no express F-M clause.  

· K had a war clause: “w/o consent of owners, vessel cannot go into nor continue w/in a zone of danger as result of war.”

· Oct 25- ship leaves Odessa to Madras. Customary route = Suez

· Oct 30- ship at Pt Said near Suez & anti-aircraft guns are firing at UK/Fr planes

· At this pt, acc to war clause in K, charterers should have gotten owner’s consent to be there. Owners in London contact Russian group in London & instruct them to stop the ship, but the message never reaches the ship.

· Oct 31- ship goes into canal, but only gets part-way in—UK/Fr are bombing & Nasser is sinking ships/bombing bridges

· Jan 1957- Passage North is opened on Canal.  Eugenia sails North & goes around Cape.

· Russians claim K was frustrated b/c voyage around Cape was fundamentally diff. They don’t want to have to pay & want out of K altogether. Brits want to do new K w/ higher freight charge for going around Cape plus “hire” (rent) for when ship was stuck in canal for 2 mos. 

Held, 

· More expensive/more onerous ( frustration! For frustration to be found, it must be more than merely more onerous or more expensive. It must be positively unjust to hold the parties bound.

· Frustration deals w/ the actual facts at hand—don’t make any arguments based on facts that didn’t exist!! (i.e. that Russians would have had to go around Cape even if they didn’t enter Canal, etc)

· K not radically different: (1) time involved not radically different- 108 v. 138 days; (2) cargo not perishable; (3) Suez was already blocked when cargo was being loaded on board back in Odessa!

· Cape is an alternative means of performance, so the implied expectation that the route would be Suez is not adeq proof of an allocation of the risk of closure to the promisee.
· Bhala: says Russians lost b/c (1) opinion sought to assure certainty of Ks & (2) political opin- in Cold War era, Russians not likely to win.
Art 79:
EXEMPTION FROM DAMAGES


1.
Party not liable for complete failure to perform obligation if failure was due to impediment beyond his control & impediment was not foreseeable at time of K nor could party have avoided/overcome impediment. 

2.
If party’s failure is due to failure by 3rd person (subcontractor) whom the party engaged to perform part/all of K, then party is exempt from liab only if:


a.
he is exempt under (1) AND



b.
3rd person would be exempt if (1) were applied to him

3.
This exemption has effect for period of time during which impediment exists

4.
A party who fails to perform must give other party notice of impediment & its effect on his ability to perform. If notice not rec’d by other party in reas time after non-performing party knew/shk about impediment, n-p party is liable for damaged resulting from non-receipt. (Think: B for resale as co-party!)

5.
Nothing in this sec. prevents either party from exercising any right other than claiming damages.



2.
HARDSHIP



PreReqs for Hardship:

 

1.
Must have an event that fundamentally alters the equilibrium of the K, either b/c cost

 


of performance has increased by more than 50% or b/c value of performance has

 


decreased by more than 50%.

 

2.
Event was not foreseeable.

 

3.
Event was not caused by one of the parties

 

4.
Risk was not assumed. 

   


** Mere fact that K had fixed price does not imply that risk has been allocated!

   


Allocation of risk must be express.

· Hardship doesn’t get you out of a K- just allows certain circs to trigger renegotiations. If hardship is proven (see below) the party against whom hardship is invoked must renegotiate terms w/o undue delay & in gf. 

· Note: Party invoking hardship cannot suspend performance while awaiting renegot.
III.
BILL  OF  LADING  LAW

Under both CIF & FOB contracts, the Carrier issues BOL to Shipper upon loading of the goods on board ship.

Same People - Different Names
Seller = Shipper

Buyer = Consignee










  BOL





BOL











BOL


$$$







Goods





Goods


· BOL makes carrier liable for loss/damages only in certain circs & only w/in certain limits.


A.
ROLES OF THE BOL


5 Roles of Bills of Lading:


1.
BOL as Evidence of K of C


2.
BOL as the Carrier’s acknowledgement of receipt of goods



3.
BOL as a Document of Title—whoever is rightfully in poss of BOL is entitled to possess,

 


use & dispose of goods.

   

4. 
BOL as an Instrument to Allocate Risk

 

5.
BOL as a Negotiable Instrument


1.
BOL as Evidence of K of C


· K of C is a K betw/ Shipper  & Carrier and is issued p.t. BOL

· BOL will be issued by Carrier after goods are loaded onto ship & will include some, but not nec all, terms of the K of C 

· For matters relating to the shipper (Seller) & carrier, as betw/ BOL & KOC, KOC’s terms control & BOL is only evidence of existence of KOC.

· BUT, for matters relating to any 3rd party (indorsee [banks], consignee [buyer], etc) BOL is the only vestige of KOC. Not fair to hold these parties to terms of KOC b/c they were not privy to KOC—so, any dispute betw/ 3d party & carrier will be resolved by terms on BOL

HYPO:

· Sony/Onassis/CC; K for 50 tv’s w/ p-i-p technology, but 49 of the tv’s have no p-i-p.

· CC sues Onassis & Onassis says BOL is my defense—it says “50 tv’s w/ p-i-p. 

· Onassis can do this b/c as betw/ carrier & consignee, the BOL is the KOC & its terms control. 

· What if Onassis impleads Sony & Sony uses BOL as defense to CC?

· Sony can’t do this—as betw/ Shipper & Carrier, BOL is only evidence of the existence of a Contract of Carriage.


2. 
BOL As Carrier’s Acknowl of Receipt of Goods

· Issuance of BOL signals that goods have been loaded on board—B can no longer claim that the goods were not shipped. 
· BOL acknowls (1) quantity and (2) description and (3) condition of goods
· All this info is completed by Shipper (or his agent) & sent to carrier
· Carrier then cks off the info
· If Shipper’s info is correct, BOL is signed on behalf of carrier by loading broker/checker.
· 2 Exceptions when Carrier is not obligated to pass on Shipper’s Info:
1.
Carrier has reas grounds to suspect that info provided by shipper is not accurate



(i.e. if he doesn’t believe weight is correct, he can state “weight unknown”)

2.
If Carrier has no reasonable means of checking the info provided. (again, will say weight unknown)

· Clean BOL - UNQUALIFIED- condition of goods reported on BOL is good. Significant b/c means carrier is estopped from claiming as against indorsee that goods were already defective when loaded on ship.

· Claused BOL- Risky for Indorsee - When carrier marks up the BOL (i.e. "signed under guarantee to produce ship's clean receipt") This will incorporate the terms of the receipt into BOL & carrier is no longer estopped from proving goods were defective when loaded. 

· A confirming bank will not usually accept a claused BOL, so shipper & carrier will enter into a side-deal in which carrier issues a clean BOL & shipper agrees to indemnify him if issues come up. 

a.
Quantity

· Quantity means # of pkgs OR quantity OR weight
· Are the statements in BOL conclusive evid of qual, quant, weight?
Depends—

· As betw/ Carrier & 3rd party, YES – no parole evid gets in

· As betw/ Carrier & Shipper, NO – they are only prima facie evid & parties should consult the underlying KOC

· As betw Shipper & Consignee - BOL is irrelevant – the relevant doc is the K of Sale
b.
Description

Carrier wants to be as vague as possible about description/quantity to minimize its liability—Remember all they see is a TEU—they don’t actually see the goods!

· Commerce cannot expect carrier to open the TEU & inspect therein- it would slow down commerce too much
ISSUE:
What if a mistake arises?

Under H-V, Carrier is bound to issue a BOL showing “leading marks ready for identification AND order & condition.”

Carrier’s RMD: the phrase “said to contain” will take liability off Carrier.  Description will usu read “One TEU ‘said to contain’ (fill in description supplied by shipper).”  

c. Condition

· Condition of goods must appear on BOL-- this info is also supplied by Shipper who states condition on BOL Form.
3.
BOL AS INSTRUMENT TO ALLOCATE RISK

· The carrier is liable for loss/damages w/in circs & limits set forth in BOL & KOC
· Buyer/importer won’t for goods unless a BOL is issued
4. BOL AS DOCUMENT OF TITLE

· BOL is an instrument of title: Whoever legally has the BOL has the right to get the goods from the carrier – Possession of BOL amounts to possession of goods

HYPO:

Carrier delivers goods to a person in Singapore, but didn’t insist on a BOL to be presented in exchange for the goods. Held, Carrier is liable for conversion.

· Delivery of BOL = transfer of title 

5. BOL AS A NEGOTIABLE INSTRUMENT

2 Types of BOL
1.
Straight/Non-negotiable – carrier must deliver goods to named consignee whether or not he surrenders the BOL to them

2.
Order/Negotioble – Under Pomerene Act all negot BOL’s must be addressed “to the order of _” Holder of negot BOL has a claim to title & delivery from carrier regardless of rights that carrier may have against original recipient of BOL.
Magic Words: “TO THE ORDER OF ______”

· Straight (non-neg) = BAD / RISKY
· You want the BOL to be an “Order BOL” or negotiable b/c otherwise carrier can only deliver to consignee and won’t require a BOL to be presented!! Possession of BOL is irrelevant! All Consignee needs to present is i.d.  RISKY for Carrier & Seller
· Negot BOL is good b/c

1. heightened security

2. advantage to be able to resell (esp. commodities)

3. ** Claims & Defenses **

HYPO:

Sony & CC have CIF K, so Sony has to pay freight. CC pays Sony by L/C, but Sony hasn’t pd freight. Onassis has claim against Sony. Does CC have claim against Sony? Onassis can threaten to keep tv’s until they get paid—Onassis doesn’t care who pays them. CC presents Onassis BOL to get the goods, but Onassis won’t fork the goods over until they get pd. 

HELD, Onassis CANNOT do this b/c of the negotiation feature on the BOL. 

Rule: The 3rd Party transferee of a negotiable instrument takes the instrument free of claims & defenses of prior parties.
So CC can get the goods regardless of whatever claims Onassis has against Sony. If Onassis kept the goods, they are liable for conversion. 

Carrier’s RMDs against a sketchy Shipper—

1.
upfront pmt for freight 

2.
guarantee of pmt

3.
lien on goods

4.
Down pmt on freight

** The issue then becomes whether the Carrier realistically has the bargaining power vis-à-vis the Shipper to demand any of these RMD’s. 



6.
Legal Issues





HYPO: 


Onassis uses old WWII vessel to transport goods from Yokohama to LA via Oslo. The tvs are stowed near the engine, which constantly spills oil. The crew is all from different countries, so they can’t communicate w/ ea other. Onassis liable, but for what?





4 Rule Regimes through Time Governing Carriers:

1. Laissez-Faire Era

Characterized by Laissez-Faire approach to KOC—Carriage Cos were influencial & had lots of bargaining power as against Shippers

2. Common Law

Establishment of Pax Britannica & strong Brit merchant fleet led to the Four Obligations of Carriers. (see below)
3. Hague-Visby

These rules attempt to balance carriers & shippers.

4. Hamburg

These rules are promoted by LDC’s & dev’ing countries who think H-V still favor large powers.

B. THE HAGUE-VISBY RULES

· H-V -  int’l treaty trying to balance interests of carriers & cargo owners in the K of C. 

· Critique: rules were devised by carrier nations ( weighted too much in their favor.

1.
Scope of Applicability  

(Applies Often) (prereq = parties must be from 2 diff countries)


1.
When BOL is issued in a Contracting State

2.
When Carriage is from a port in a Contracting State

3.
When K provides that H-V apply or Choice of Forum clause selects Contracting State

  ****NOTE: H-V NEVER apply to charterparties


2.
OBLIGATIONS OF CARRIERS

Four Obligations of Carriers:

1.
Seaworthyness

2.
Deviation of Route

3.
Delay of Delivery

4.
Care of Cargo




a.
SEAWORTHINESS





i.
Common Law Approach – Always Favors Shippers

· Seaworthiness was an implied term of the KOC. Carriers would then just turn around & disclaim the implied term w/ an express term: “Carrier not liable for unseaworthiness.”

· Unseaworthy – vessel has defect that a prudent owner would have required to be fixed. 

· Absolute liability for unseaworthyness:  Seaworthiness requirement was absolute—irrelevant that vessel owner tried w/ every effort to fix. The vessel had to be seaworthy at time it sailed. Remedy, if carrier didn’t disclaim liability: 

· If whole purpose of KOC was frustrated, K was terminated—Shipper can repudiate K as remedy

· If whole purpose not frustrated, Shipper got damages.

ii.
Hague Visby Rules Approach – More balanced

· Due Diligence Approach for unseaworthyness - Not absolute liability, but carrier must use best efforts to make vessel seaworthy.

· Remedy: repudiation (annulment—as if there never was a K( carrier has no immunities or defenses!)

b.
DEVIATION FROM ROUTE





i.
CL Approach

· Another implied term: carriers undertook not to deviate unreasonably from reasonable/usual route; Carriers tried to disclaim expressly.

· CL allowed deviation for saving life or inclement weather, but not for saving property

ii.
H-V Approach

· Allows deviation for saving property- gives carrier more freedom to deviate. 

· Remedy for deviation: Repudiation

Vessel w/ goods from Cyprus to London, but vessel sails East. Goods get damaged b/c of stevedores unloading goods. Carrier denies liab (Carrier has this defense-- they’re not liable if stevedores damage goods), but shipper can repudiate KOC b/c carrier deviated. Repudiation takes away all of Carrier’s defenses—even if they are defenses that are unrelated to the justification for repudiation! Carrier now has burden of showing that Stevedores would have damaged goods even if the ship had not deviated. (Almost impossible to prove.)




c.
DELAY





i.
CL Approach

· Imlied term that carrier won’t delay
ii.
H-V Approach

· No mention of Delay Obligations in H-V

d.
CARE OF CARGO





i.
CL Approach

· Carriers were liable for loss/damages of goods in their custody regardless of who is at fault.
· Exceptions: Act of God, inherent defect of goods, acts of Queen’s enemies (pirates).
ii.
H-V Approach

· Carrier must properly load/handle/stow/care for goods (Art 3.2)
iii.
Exceptions: Art 4.2
· Remember: Carrier can’t avail himself of these exceptions if K is repudiated & he is found liable under Art 3.2.

· Shipper will then recharacterize the facts to make it look like a seaworthiness or deviation F/P—that way the only remedy that can be awd is repudiation—not damages.

· H-V makes LOTS of exceptions to Liab of Carrier—This regime = RISKY for Shipper.  

· Watch out for Demise Clause –  not allowed in US – counters H-V 3.8

HYPO:

Carrier leases the ship & then enters into a KOC w/ shipper. Non-owner Carrier says “we don’t own this vessel, so BOL is the KOC betw/ shipper & owner of ship- not betw/ us & shipper.”(usu comes up in charterparties)

Shipper will not want to agree to this b/c goods will be in non-owner Carrier’s custody, but they take no responsibility. 

1. Mgmt of Ship:  Carrier is immune from damages arising from mgmt of ship problems.

ISSUE: How do you distinguish betw/ mgmt of ship & care of goods? No    Bright Line—lots of Risk of Adjudicatory Disharmony.
Ex:
Failure to replace hatch covers = negligence in care of goods. 

· Policy Rationale for this exception was legal fiction that a voyage is a JV betw/ carrier & shipper, so both are responsible for hiring crew. 

· Modern Policy Rationale: One carrier, many shippers; We should tip things in favor of carrier b/c otherwise shipper can gang up on carrier

HYPO

Shipper hires vessel A; vessel A collides w/ vessel B. A disclaims liability for damage to goods due to collision on the 4.2 Mgmt of Ship exception. So shipper goes after B for damages. B is held liable for $100 to shipper b/c B caused the collision in part (60%). Then B sues A for contribution for A’s share of the fault ($40). 

NOTE THE ANOMALY:  if A pays anything to vessel B, this will undermine the immunity for mgmt of ship. This is anomalous b/c if vessel B wasn’t involved, A would be totally 100% immune & shipper would get Zero. In other words, if A is wholly at fault, it pays nothing, but if it’s partly at fault it pays something.

“Both-to-blame” KOC Clause: (results from high barg power of carrier)

· a shipper whose cargo is lost/damaged as a result of collision betw/ its carrier & vessel B, will indemnify its carrier against any liability its carrier incurs against B w/ respect to loss or damage. This makes sense from a Law & Econ POV- otherwise freight charges would skyrocket.

2. Fire – Carrier not liable for damages caused by fire on ship unless he the fire was actually caused by the carrier.

3.  Perils, dangers at Sea – To be immune, carrier must show that loss or damage was caused by more than wind & waves—need element of fortuity. 

4.  Act of God – an event for which no human agency is responsible/against which precautions could not reasonably have been taken. 

5.  Act of War






(lots more – see Day pp. 32-33)







15.
Any Other Cause  Arising Without the Actual Fault of Carrier

· This highlights the carrier’s power. Carrier is immune if he alleges damage/loss not his fault.

HYPO:

Perishable goods on vessel at Madras. B is paying for goods by L/C. Issuer of L/C is BCCI. BCCI goes bkrpt, so cargo doesn’t move & rots in Madras. It’s the issuing bank’s fault ( Buyer’s fault. Carrier can claim immunity under this exception b/c not his fault.  



3.
OBLIGATIONS OF SHIPPERS UNDER HAGUE-VISBY RULES




a.
Payment of Freight to Carrier

 



Is this obligation absolute? NO—Risk of Carrier not being pd Freight:





HYPO





Carrier damages freight en route. Does Shipper still have to pay freight?


Generally, carrier is not entitled to pmt of freight unless & until delivery of goods. So, if goods were lost on voyage, the carrier shouldn’t get pd, even if due to peril, even if goods got damaged, even if complete loss. The Shipper must bring an action for damages—not withhold freight pmt.

RMD: Carrier can try to add a “freight ship lost or not lost” clause. This means carrier gets pd for freight even if vessel goes the way of Titanic. Whether carrier can get this in depends on the relative bargaining power of the parties. . . .

b. Disclosure of Shipment of Dangerous Goods

i. 
When Shipper fails to disclose danger of goods

HYPO:

Sony tells Onassis that they’re shipping tv’s, but they’re really shipping landmines! Onassis finds out during the voyage.

· Carrier can discharge goods unless it gave consent/has knowledge of the dangerous nature of the goods. 

· Note that shipper has COA for wrongful offload. (Case about the offload of rice at Piraeus.)  

· To figure out whether goods are dangerous, get as many facts as possible:

Range



1.
Dangerous no matter how carried (Ebola virus)



2.
Dangerous unless carried w/ precaution (Bombs w/ separate fuses)



3.
Not dangerous inherently, but hazardous to other cargo—implies

 

segregation is necessary (poisonless cobras & mongooses)



4.
Deleterious to environment (oil)



5.
Clearly not dangerous (rice)

ii.
When shipper does disclose the dangerous nature of goods

· If Carrier chooses to take goods & later offloads, carrier is liable b/c carrier assumed the risk.

· If Carrier chooses not to take goods, someone else will get the business.

c. Disclosure of Correct Weight of Cargo

HYPO

BOL says tv’s weigh 500 lbs, but really weigh 1500 lbs. This causes vessel to run aground. 

H-V 3.5: Shipper deemed to be liable for the accuracy of leading marks- carrier must be indemnified by shipper for any damage. 



4.
POLICY

Critique: What’s wrong w/ H-V rules? Favors Carriers too much. There’s a definite imbalance betw/ Art 3 & Exceptions in Art 4.2. Not surprising since H-V were drafted by major carrier nations. Developing countries don’t like HV b/c they are often importers or exporters (shippers- not carriers) and they would favor a blanket statement of liab instead of all the exceptions. 

C. The Hamburg Rules

· Created by UNCITRAL to address the LDC’s concerns w/ HV.



· Not widely adopted (not in US)- mostly adopted in LDC’s, so if dealing w/ LDC be sure to check to see if Hamburg Rules apply to your contract.
1.
Scope of Application

Art 2(1)—gives 5 circumstances in which HR will apply—HR’s scope of application is so wide that they will be mandatorily applicable to all international contracts of carriage by sea if either the port of loading or discharge is located in a contracting state, or if the bill of lading is issued in a contracting state, or if the bill itself provides for such application. So, HR will apply to practically every carriage touching a contracting state, as well as to carriages when the bill of lading calls for their use.

· Note: nationality of shipper/carrier/consignee is irrelevant to scope of application
· Only differences betw/ HV & HR on scope is 
(b) HR apply if port of discharge is located in Contracting State 

(c) HR apply in multiport K, where one of the ports is in a Contracting State & that port

    is used. 





ISSUE:


What if 2 parties agree to apply HV, but pt of loading/discharge is in a country that’s a Contracting State to HR? Held, party autonomy rules—Parties can override HR application by expressly choosing HV in their contract.


2.
DIFFERENCES BETW/ HR & HV




a.
Liability of Carriers

Sweeping Statement of Carrier Liab w/ hard-to-meet Exception

· Art 5.1: Strict liability of Carriers for Loss of goods/Damage to goods/Delay in Delivering goods if the event that caused the mishap took place while goods in custody of carrier.

  -
Carrier off the hook if he took ALL measures that coul reas be taken to

   
avoid the loss. 

· Note that in the HR, the “carrier” is whoever makes the KOC w/ shipper—so it could be the freight forwarder. The person who moves the goods is the “actual carrier.”

· 5.1/5.2—Delay - Shipper has 60 d. to make a claim if due to delay

· 5.4—Fire – Carrier is liable for fire damages unless he ca prove it wasn’t his fault

b. Unimpressive Exceptions to Liability

i.
Live Animals: Article 5.5 

Mothballs in Burberry’s coat container damages the liver cells of cats being transported closeby on vessel. Cat shipper sues. Held, carrier not liable b/c of “special risk” in carrying live animals. No definition of special risk.
· Special Risk: carrier not liable for loss/damage/delay if carrier complied w/ all of shipper’s instructions. Otherwise, it’s deemed a special risk. Puts incentive on Shipper to give carrier lots of instructions.  You can actually read 5.5 to say that Special Risk is whatever the shipper does tell carrier about. 
ii.
Measures to Save Life or Property: Article 5.6

· HV 4.4 qualifies saving of life & property as “reasonable,” but in HR the “reasonable” qualifier only applies to saving property. Vessel may deviate as far as MayDay signal can be heard to save a life. 

· General Average measure of loss- gen avg is situation where there’s a loss/damage to entire cargo. Ea shipper can hold carrier liable in proportion to the loss it sustained.

iii.
Comparative Fault:  Article 5.7

Where fault on part of carrier combines w/ another cause to produce the loss, the carrier is only liable to the extent that the loss is attributable to such fault, provided that the carrier proves the amt of loss not attributable thereto.





iv.
General Exception: Article 5.1






Unless clause is very pro-carrier:


Carrier is liable for loss resulting from loss/damage to goods & delay in deliver, if the occurrence which caused the loss/damage or delay took place while the goods were in his charge, unless carrier proves that he, his servants or agents took all measures that could reas be required to avoid the occurrence & its conseqs.

v. Deck Cargo: Art 9.1
Sony can’t just put tv’s on the deck, unless allowed specifically by KOC or industry custom. If parties agree to it, they must put it in the BOL also. If it’s not in the BOL, carrier wouldn’t be liable as against shipper, but would be liable to 3rd party transferee. (makes sense) 

c. ISSUES ARISING WHEN CARRIER /ACTUAL CARRIER ARE DIFFERENT

i.
Joint & Several Liability of Carriers

HYPO:

Fire occurs on board ship & it’s the fault of the “actual carrier.” Is “carrier” liable? YES. Joint & several liability of carrier & actual carrier applies per Art 10.1/10.2 So long as goods are in custody of “carrier,” carrier is vicariously liable for acts of actual carrier.  Gives Shippers more deep pockets to sue. 

· Limits on J+S Liability: 
If carrier guarantees to shipper that goods will be in perfect working order, but “carrier” cannot arrange to increase liability of “actual carrier.”

Ex:

Sony contracts w/ Onassis to ship 50 tv’s from Yokohama to Kabul. Problem: how do you get goods from Karachi to Kabul? Onassis must do a sub-K w/ an actual carrier from Karachi to Kabul. Sony & Onassis agree that Onassis will not be liable for any loss/damage while tv’s are in possession of actual carrier. 
Held, per Art 11- parties can’t do this. If carrier wants to disclaim liab & thrust it on the actual carrier, shipper will not let them unless shipper can sue actual carrier.

2-Part Test to see whether Shipper is able to sue Actual Carrier:

1. Does shipper have any jx over actual shipper?

2. Does Shipper have any remedy over actual shipper?





ii.
Liability of Shippers



Shipper is not liable unless shipper caused the loss
· Basic Exceptions:

· Dangerous Goods: Shipper must disclose these, otherwise liable
IV.
Letter  of  Credit  Law
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(1) K of Sale

A.
TRANSACTIONAL Aspects of an L/C—how it works

Step 1: 
K of Sale betw/ CC & Sony

Step 2: 
CC opens/ “applies for” L/C in favor of Sony w/ BOA. The L/C is a promise (not an option to pay) that the issuing bank will pay the Beneficiary against presentation of Docs. 

· If Buyer has good credit, IB will transmit L/C based on promissory note from Buyer. 

· If Buyer doesn't have good credit, IB may require Buyer to have up-front cash or place a lien on goods & get BOL issued in IB's name.

· A back-to-back L/C will be issued if B is a buyer for resale: B gets an L/C from his buyer & forwards that L/C directly to CB. 

Step 3:
Arrangement of relationship of confirmation—Sony tells BOT that BOT will get pd by BOA. 

· Confirming bank should be in same country as drawer b/c more trust—Sony doesn’t want to take a credit risk on a foreign bank. 

· Arrangement can be advice or confirm. Confirm = guarantee that pmt will be made against presentation of docs. So credit risk has been transferred from importer/exporter to the foreign banks. Why would banks take this risk? $$$ fees charged cover credit risk in one bank paying & the next bank rejecting docs presented. 

Step 4:
Transmittal of L/C from BOA to BOT

Step 5:
Goods move from Sony to Onassis & in exchange Onassis gives Sony BOL

Step 6:
Sony presents BOL/other shipping docs to BOT & requests pmt via draft (same as bill of exch)

Step 7:
Examination of Docs by BOT & presentation of docs to BOA

Step 8:
CC gives pmt to BOA (usu made by debiting A/P’s acct); BOA gives BOL/shipping docs to CC

Step 9:
CC gives BOL to Onassis; Onassis gives CC the tv’s



Three Scenarios:

1.
If docs are appropriate & conforming, then CB has no choice but to pay shipper w/in reas time (7 days).  (easy case) 

2.
Would CB ever pay w/o cking the docs 1st? Only under a scenario where shipper & CB

have a strong relationship & shipper agrees to indemnify. (hard case)

3.
Would CB ever give shipper pmt before presentation of docs? YES, but RISKY. Sometimes Shipper needs the cash to pay his supplier- CB issues a LOC which is usu secured by another of shipper’s accts - or – CB may charge interest or make shipper a loan or take a lien on the shipper’s accts. There is us a strong relat betw/ shipper & CB for this to happen.




(hardest case)




1.
Terminology

Sight Draft – CB actually pays - L/C requires pmt on the presentation of a draft drawn on the CB. The sight draft will be pd as soon as bank determines that draft & shipping docs comply w/ T&C of the credit.

Time Draft – CB only accepts draft -L/C requires pmt at a given time after presentation of draft & shipping docs. If docs & draft comply w/ T&C of credit, CB will accept the benef’s draft promising to pay at a future time. 

Appropriate & Conforming: All docs stipped in T&C of LC must be presented & they must be conforming docs (i.e. BOL can’t be claused).

· Liability: Once CB accepts a L/C draft, its liability on that credit becomes unconditional.
· Negotiability: L/C acceptances are negotiated on the open mkt. If buyer of L/CA qualifies as a “holder in due course” pmt is more certain than if pmt was being made to benef b/c the L/CA buyer is not subject to CB’s defenses against beneficiary.
· Deferred Pmt Credit: like an irrevocable sight credit—stips that pmt will be made on a specified period after benef presents docs. Meanwhile, docs are released to customer. Bank might give the benef a memo reporting that benef’s docs complied w/ T&C of credit - or – a receipt for tendered docs. 
2.
Types of Credits 

· Revocable Credit- Buyer can cancel/modify L/C up until seller draws on it. Bank is not under duty to notify Seller if Buyer has revoked. An L/C is presumptively revocable, unless it expressly states irrevocable. 

· Irrevocable Credit – Expressly stated as irrevocable – can’t be cancelled or modified so long as seller presents correct docs.

· BAD b/c commits B to credit

· Cts not likely to change it to revocable status unless S involved in fraud 

· Suicide Credit - an irrevocable credit where S can just demand pmt at their discretion. highly risky. 
Power Curber Int’l v. Natl Bank of Kuwait
Seller in US; B in Kuwait; IB to issue L/C to Seller. K = S sells B machinery & B to pay 25% on presentation of docs & 75% one year later as secured by L/C in S’s name. (Time draft). B sued S on the K of sale in Kuwait ct. B wants to attach the 75%$$ left on theL/C. Ct grants B an attachment on remainder of L/C, despite IB’s protests that they can’t do that. S sues IB in UK ct (IB has office there).

Held, IB must honor its obligation. If ct order can get bank out of its obligation, it would upset the course of int;l trade. Kuwaiti bank is obligated to pay Seller, even though a Kuwaiti ct had entered an order preventing the bank from making any payment under the LC.

· Confirmed Credit - CB advises S of L/C in S's name and adds CB's own guarantee to the $$-- important b/c then S can sue in his own jx for non-pmt.
· Unconfirmed Credit - CB only advises S of L/C, but undertakes no oblig under the L/C.

· Revolving Credit - B & S deal regularly w/ ea other & it's inconvenient for them to do separate documentary credits for ea xaction, so B establishes a credit w/ a max limit for S to draw on. As S draws from it, B replenishes it. Usu involves:

· one large K price ($1B)—So, LC (or SLC) starts out at $1B

· Performance over time (10 yrs)

Pmt in installs ($100M/yr)—So, ea yr , S makes a demand for $100M & the bal left on the LC goes down. 

· Back-to-Back – Usu used when you have an intermediary in the mix:

- Stipulate the financing for a K for 10 tvs
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· Red Clause Credit  - B lets S draw p.t. shipping goods so that s can pay his suppliers. (risky)

3.
Timing of LC

· L/C should be opened asap—“such time as is needed by person of reas diligence to get the credit established.”
B.
Strict Compliance & the UCP

1.
The Principle of Strict Compliance



Docs must strictly comply w/ the requirements of the LC  

· Reasoning:
1.
Bank would be at huge disadv if it allowed S to draw on docs that B would not accept

2.
Bank’s position in relat to K of Sale- Bank is not expected to know the trade usage of ea business it secures a credit for!

Two Approaches to Strict Compliance:
1.
English:


· STRICT compliance – Bank receiving shipping docs pays at its peril if the docs don’t comply exactly to the T&C of the LC.


· Any pmt made on NC docs is improper & bank will lose any right of indemnification. 

2.
American:

· Every reasonable effort should be made to uphold validity esp. if discrepancy is merely technical. US cts want to foreclose the possibility of opportunistic breach. Ostensible compliance is good enough, even if it masks fraud.



Possible Issues Involving LC’s:




1.
Wrongful pmt:
IB pays on an LC when docs presented are NC.





2.
Wrongful non-pmt:
IB refuses pmt even though docs presented are conforming





3.
Dispute re: Shipping Docs’ conformity to the T&C of L

4.
Dispute re: whether goods are conforming to K of Sale.



Equitable Trust v. Dawson Partners – coming close is not good enough (UK Ct)

The "strict compliance" concept is traceable to famous dictum in this case that "there is no room for documents which are almost the same or which will do just as well." Here the issue was over one of the docs presented for pmt on the LC:  the Seller had only gotten one expert to testify on the certif. of quality, but instructions called for certif. of quality to be signed by “experts” so the CB rightfully refused to accept the docs when only one expert’s signature appeared on the cert of qual. 

Voest Alpine Int’l v. Chase Manhattan Bank​ – Waiver of Strict Compliance
Chase, CB, accepted deficient docs (shipping date on docs didn’t match up) but advised IB that they conformed to the conditions of credit. Chase then forwarded these docs to IB. IB noticed that docs did not conform & refused to honor the draft. Chase then refused to pay benif, Voest & Voest sued Chase for wrongful dishonor. Voest argued that the bank had waived its objections to the defects in the documents by approving them. 

Held, Claims of waiver of strict compliance are viewed w/ much doubt by cts:

· Chase did not waive its rights. Ct held that waiver required an intentional relinquishment of a right. Presentation of fraudulent documents neither waives the issuer's right to a good presentation nor does it impose an obligation to honor the draft presented. In other words, unless A/P knew of the fraud it could not intentionally waive its right to strict compliance.

· Since the utility of LC arises from the independent obligation of the IB, attempts to avoid pmt premised on extrinsic considerations--contrary to the instruments' formal documentary nature-- compromise the LC’s virtue of predictable reliability as a payment mechanism. 

· The benefit of the independence principle lies in fact that banks, dealing only in documents, will be able to act quickly, enhancing letter of credit's fluidity. 



2.
Bank’s Obligations upon Presentation of Docs

· Duty of Banks in inspecting the documents tendered is to take reasonable care that docs appear to be in accordance w/ T&C of LC. NO ADDED DUTY TO INVESTIGATE GENUINENESS OF DOCS.
· Bank must accept/reject w/in reas time (usu 7 days).

· If Bank takes NC docs, bank is liable to B. Bank will accept NC docs if Seller agrees to indemnify it. 

· S may not circumvent the CB/IB & just present docs to B for pmt.

3.
THE U. C. P.


4 Reasons for UCP success:


1.
Flexibility: “UOA” appears often throughout its text; also, cr is xferrable under ucp


2.
Certainty:  parties can often predict what will happen in litig involving UCP

3.
Familiarity:  The UCP’s been around since 1930

4.
Bank Commission - Advisory Body has been created to render advisory/arbit opinions




a.
Scope of Application

Applies anytime one bank acts at the request of a customer to make a pmt to a 3rd party. Applies to all documentary credits, including SL/C’s 

i.
In New York:

NY U.C.C. §5-102(4): provides that the entire UCC Art 5 (which is the basis of LC law in US) is inapplicable whenever the LC is subject to the UCP. So, parties can opt out of the UCC & into the UCP.




b.
The Independence Principle – Art 3(a)

· Credits are by their nature separate from the sale transaction

HYPO 1:

CC tells BOA not to pay Sony b/c no p-i-p. Must BOA comply w/ CC’s request?

NO. BOA is responsible for cking that docs are in good order. Bankers don’t get involved in the goods. To do so would defeat purpose of LC. 




c.
Benificiary Actions Against Banks or Applicant

Art 3(b): A benef can in no case avail himself of the contractual relat betw/ the banks or betw/ the applicant & the IB

HYPO2:


BOA does refuse pmt, but b/c of NC docs. Sony claims the docs do conform. Sony sues CC (BOA is CC’s bank). Sony argues:

(1) the LC agreement betw/ CC & BOA requires BOA to pay against docs. Sony is a

      3rd party benef to that agreement. 

(2) BOA has an agreement betw/ BOA & BOT obligating BOA to pay BOT. 

BOA’s Defenses:

· Art 3(b) – denies beneficiary of LC any rights as a 3rd party benef—a K betw/ two banks is insulated from any 3rd party suits.

· Sony cannot sue LC applicant (CC) on basis of K betw/ applicant & issuer

Counter:  interpret 3(b) narrowly

Art 3(b) only refers to a contractual relat betw/ Applicant & Issuer—there are two types- one is that of an account holder & his bank and the other is of an LC applicant & LC issuer. Argue that Art 3(b) is only stating that 3rd parties can’t sue issuers or applicants based solely on the account holder relationship betw/ the bank & its customer.  

OR

Argue that 3(b) is trumped by Art 9 (issuance of an LC is a definite undertaking by issuer to pay the LC)

-- but applicant will argue that the point of 3(b) is to force beneficiary to sue his own bank & that BOT can sue BOA. Issuer is NOT the agent of the applicant. (See 18(b): Bank is not liable for following instructions of customer—no agency.) 




d.
Drafting the LC

1.
Be clear about choice of law—choose the UCP 

2.
Be sure to specify whether pmt is made at sight (as soon as docs presented are found to be conforming) or on time draft (at stipulated time following presentation)

3.
Be sure to define the role of each bank in the equation

4.
What are the appropriate shipping docs (which docs are needed before pmt can be made?)

5.
What constitutes conforming docs? (freight pd v. freight collect, ect.)

6.
Expiry date- by when must benef present docs?

7.
Is the CL revocable (under UCP500, presumed irrevocable)




e.
When should Banks pay on the LC?





i.
Standard of Care

· Note: confirming banks are under the same duties as issuing banks, however, advising banks are under different duties--  they exercise reas care to ck authenticity of docs, but do not undertake as per Art 9.

HYPO:

BOA gets docs from BOT. Clerk at BOA cks 5 docs in 10 minutes. Is that good enough? 

· Art 13(a): Standard of care = reasonable care—LOW standard. Reas care to ascertain on their face that the docs appear conforming. 
· Better Position Analysis: Parties are in the better position to police possible problems in the underlying xaction. 

· Efficiency Analysis: putting bank in this position will only increase the fees

· Crit/Marxist Analysis: (pro-customer) class warfare betw/ banks & customers- Banks want max fees for min duties.

ii.
Bank’s obligations when Docs are NC

HYPO Continued

What if docs are NC? What can bank do?

· Bank has 7 days to decide, but once it does, it MUST stick w/ its decision.
· If Bank decides not to pay, it must notify everyone asap.

· If bank takes more than 7 days, bank is estopped from claiming NC
What if inaccuracies in shipping docs?



BOL doesn’t have correct # of TV’s or Cert of Origin looks fake?



CC sues BOA.


Held, banks not liable for content of forms (UCP is very pro-bank) As long as there is prima facie conformity, then you’re fine.



HYPO: Designated branch of IB is closed- can CB present docs to other branch?

BOA LA tells BOT shipping docs to be presented to BOA Manila; BOT tries to present docs, but branch at Manila is closed down so BOT presents to BOA LA. BOA LA refuses to look at docs, claiming they are a totally different entity—Can they do that? NO.

Art 19(b) BOA LA cannot make it a condition of reimbursement to BOT that BOT present & get an okay from Manila; Furthermore, BOA LA has to pay if the other branch doesn’t.

Note: 
Separate Entity Doctrine -Art 2 says branches can be separate entities, but it’s referring to the fact that different branches can have different functions—advise, etc. 





iii.
Minimum Standards for Documents






The BOL:

HYPO


BOL presented to BOA doesn’t list Onassis as carrier & Yokohama/LA are not listed as ports of shipment. Should BOA LA accept BOL?


Art 23—NO: UOA, Bank will accept BOL if:


1) showing name of carrier; 2) showing “loaded/shipped” on a named vessel; 3)

showing pt of loading & pt of discharge; 4) containing full set of BOLs or is sole

BOL; and 5) appearing to contain all T&C of carriage. 

The “on-deck” BOL


Art 31: UOA, Banks must accept BOL that does not indicate that goods are loaded on deck:

If silent about deck carriage, then BOL is acceptable.

If says “on-deck” carriage, BOL NOT acceptable.

If says may be loaded on deck, BOL is acceptable.

· But Note--  carriers may place containers on deck while they move cargo around on the deck & during the voyage.

The “Freight Collect” BOL

· Bank will accept this—Banks don’t get involved w/ disputes about who is paying for freight.

The Claused BOL
BOL says tv’s won’t work in conjunction w/ vcr’s 

Art 32: Bank will not accept- BOL is not clean & suggests the goods are defective

The Late BOL

BOL is presented after 23 days.

Art 43(a) Bank will not accept- docs must be presented by expiry date—if no date, then 21 days is the gap filler provided by UCP

Defective Insurance Policy

Ins pol has no signature; becomes effective days after shipment; payout cx is diff than K cx.

Art 34: Bank will not accept

Defective Commercial Invoice – Under-Invoicing
HYPO

Chinese tv exporter; BOA gets invoice for $3000, but LC is for $5000. Can BOA pay? Yes, up to $5000. But what if draft is for $5000???  This results from capital flight—exporters under-invoice to keep dollars out of the country. Banks should be suspicious of under-invoicing- usu means companies are trying to skirt tariffs. As an attorney, if you see under-invoicing, your ethical duty is to ask for strict compliance. The bank may lose the client, but its not worth the bank getting shut down for this type of client. 




iv.
Fraud & the UCP

UCP contains no rules relating to fraud—this is b/c UCP is law created by merchants who don’t want govt to get involved. Govt is more likely to get involved if they address fraud b/c that infringes on the sov’ty of the govt. In US, UCC Article 5 fills in the gap.
D. Drafts, BA’s & Fed Reserve Eligibility Rules

1.
Documentary Draft


Sony = Payee/Drawer/Beneficiary   - 
BOT/CB = Drawee/Payer

· If BOT accepts Sony’s draft, BOT will stamp “accepted” on it

· The moment this happens, the draft turns into a “Banker’s Acceptance” (BA)


· A draft is like a check:

· Ck = order from drawer (ckwriter) to drawer’s bank to make pmt to the payee/benef—in the documentary draft,the drawer is also the benef/payee.
· Draft is presented simultaneously w/ other shipping docs.

· Trade Draft v. Bank Draft—Bank draft = draft drawn on a bank; Trade Draft = Sony presents draft to CC. 

· If there’s no CB, then draft is drawn on IB

2.
Features of the Documentary Draft


a.
It can morph from draft into a B.A.

b. Negotiability – party can endorse & direct pmt will be made to another party

c. “Payable at” term – 

- “sight draft” means drawee pays full face value at sight to payee





- “time draft” means directs pmt be made in a stated # of days in the future.






Ex:  *Trade Finance*

Draft value = $100 to be pd Feb. 1st; it is accepted. On 11/1, Sony has 2 options:







1. 
Take $100 on 2/1     OR

2.
Take cash now, but it’s less b/c discounted for present value. Short term interest rate is used for discounting value. BOT’s rate will be higher than T-Bill rate.
Present value is $93 & BOT pays it out. Now what? 

· BOT can make a spread by selling it to Merryl Lynch at a higher price. Merryl Lynch can then either sit on it/trade it for higher price. 

· Merryl/Goldman buy these b/c they have excess liquidity, but don’t want to tie up their $$ in long term instruments.

· Once maturity is reached, the holder forwards draft to BOT (b/c it’s drawn on BOT to begin w/) for full face value of $100. 

Note the Systemic Risk: If BOT goes down, it takes all the other banks down w/ them. 

RMD: “Delivery vs. Pmt”- in trading, pmt is not made until delivery of BA docs. Otherwise, Fed Reserve is lender of last resort. 

· BOT then presents BA to BOA for pmt & BOA pays by debiting CC’s acct.

· The whole xaction is in effect a loan—that’s why it’s called trade finance—Circ City didn’t have $$ to pay Sony on 11/1 b/c hadn’t sold the tv’s during the xmas rush yet. On 2/1 they have $$. 

· If CC doesn’t need the financing, go w/ sight draft.

· Sony can get the full $100 on 11/1 by negotiating for CC to pay the discount fee (here $7.00).

3.
The Federal Reserve Act – 12 USC sec 372

· This Statute places a cap on the volume of outstanding BA’s that can be issued by one bank. Regulators don’t want bank to be over-exposed

a.
The BA as a tool for Monetary Policy:

i.
The Process

The BA is a tool that can be used for Monetary Policy b/c it generates an instrument used by Central Banks to regulate the supply of money:

· Central Banks can alter the discount rate:  (this option not used often)

- Raise discount rate causes liquidity to fall b/c banks are less willing to loan

· Central Banks can alter the reserve requirement (the amt of $ banks hold in reserve bank): (this option almost never used)

- if they raise amt of funds on deposit, comm. banks have less $ to loan out.

· Open Market Operations (OMOs) – Fed Reserve buys/sells Treasury securities (T-Bills, Notes, Bonds) to/from commercial banks:

- to increase liquidity, it buys treasury securities from comm. banks & then Chase has more $ to lend out on BA’s.





ii.
The Link to BA’s: Repurchase Agreements

· Bank of England buys/sells BA’s to affect liquidity in OMOs. Fed Reserve used to do this also, but no longer does b/c they have enough bills, notes etc.
· Fed Reserve does use BAs in Repurchase Agreements “Repos”:

Early Day 1
Late Day 1
                                      Chase sells Fed BA’s                              Chase gives $$ for 

                                      to get enough $ for  




Securities/Fx

its overnight resrv req





Day 2: Chase repurchases BAs from Fed

HYPO:  liquidity problem at Chase

Day 1:
It’s 5pm & Chase realizes it doesn’t have enough cash for overnight reserves w/ the Central Bank. How can Chase raise $100M just for overnight loan? Fed can buy BAs from Chase.

Day 2:
Next day, Chase repurchases them. (like a one day loan)





iii.
Fed Reserve Eligibility Rules

· BAs must be “eligible” before Fed will deal in them:

1.
The bank that created the BA must be a “Prime Bank” (1st tier bank)

2.
The transaction that generated the BA has to be current—the limit on maturity on the BA can’t be longer than 180 d.

3.
BA has to be for amt of underlying trade transaction

4.
No Double-Xactions—one BA per trade xaction & no instalment BAs.

· These eligibility rules only apply to xactions w/ the Fed: 

Goldmans/Merryl buy/sell BAs w/o regard to these eligibility rules-- if it’s an ineligible BA, they just make the discount rate slightly higher.

E. Fraud & the Independence Principles

· To what extent should L/C xactions be separate from the underlying trade transaction?
The Independence Principle:

The Bank’s only responsibility is to check the documents. The bank is

unconcerned w/ quality/conformity of goods to underlying sales xaction. 

EXCEPTION: FRAUD— bank may refuse pmt when there is “fraud in the transaction.”

EXCEPTION TO THE EXCEPTION: Bank cannot refuse pmt, even if fraud in xaction
appears, when demand for pmt comes from a Holder in Due Course so long as holder

was not a partic in the fraud.

· UCP lets local law handle matters of fraud—in the US, this means NY UCC Article 5. Parties choose NY case law in their choice of law clause b/c it is well-developed case law. 

1.
Exception to the Independence Principle:  FRAUD


The only exception to the Independence Principle is if there is “fraud in the transaction.”

· WHICH transaction? K for Sale of Goods? KOC? K of pmt (L/C)?

· Must a holder in due course of a draft get pd in spite of existence of fraud simply b/c it’s a holder in due course & they take the draft in gf  & for value?
Sztejn Case – The 1st Fraud in the Xaction Case

· Courts may enjoin honoring an L/C if there is fraud in the L/C xaction, such as a materially fraudulent drawing, and where the beneficiary seeking to draw appears to be the wrongdoer.

· Key Points: 1) IB knew docs were forged before it made any payment; 2) no one other than the fraudulent seller relied on the L/C—CB hadn’t pd any $ on LC yet.
· F/P: B sues IB to enjoin pmt - Sztejn = buyer in US who wanted to buy bristles from Transea, a corp in India. To assure pmt to Transea, Sztejn applied for an irrevocable LC to be issued by his IB. Transea placed fifty cases of stuff on a ship and got a BOL & invoices. Chartered Bank in India served as CB and when Transea delivered to CB the docs called for in LC, CB sought pmt from IB on behalf of Transea.
· Transea's 50 crates were allegedly filled w/ cowhair, not bristles. P.T. pmt being made to CB by IB, Sztejn applied for decl & inj relief, asking that L/C & draft be declared void and that an injunction issue to prevent pmt of draft. 
· CB filed a 12(b)(6), so all allegations in Sztejn’s complaint were deemed true. So, ct ruled as if Transea had committed a deliberate fraud on Sztejn—“we must assume that Transea was engaged in a scheme to defraud Sztejn, that the goods shipped by Transea are worthless & that CB is not an innocent holder of the draft for value but is merely attempting to get pmt of the draft for Transea's account.” 
· Held, application of Independence Principle “presupposes that the docs w/ the draft are genuine & conform to the reqs of the LC; but given the proced posture of case, we must assume that Transea has intentionally failed to ship any goods ordered by Sztejn.” 
· Loophole Created: Where S's fraud was called to bank's attention before the drafts & docs are presented for pmt, the principle of the independence of the bank's oblig under the L/C shouldn’t be extended to protect an unscrupulous S.  
· Ct rejected the possibility that CB stood in any better position than Transea. Further, Transea had not merely committed a breach of warranty, but had engaged in "active fraud." No hardship will be caused where fraud is claimed, where the merchandise is not merely inferior in quality but is rubbish, where the draft & docs are in the hands of one [CB] who stands in the same position as the fraudulent seller [not in the hands of a bona fide purchaser], where IB was given notice of the fraud before being presented with the drafts & docs for pmt, and where IB itself does not wish to pay pending an adjudication of rights & obligs of other parties. 
· This lack of hardship arises from fact that only the fraudulent seller is denied access to $$ from LC while the innocent account party/buyer & IB are protected, and that CB is only minimally inconvenienced, b/c it is merely presenting docs as an intermediary betw/ issuer & benef. 
O’Meara v. Nat’l Park Bank -  How Big is the Sztejn Loophole? 

· F/P: S sues IB for wrongful non-pmt - IB refused to pay on 3 sight drafts against a confirmed, irrevocable LC. IB claimed a nonconformity in benef’s docs in the description of the goods in the underlying K. does An IB have the right to inspect the goods that are the subject of the underlying K to make sure they conform to the description in the K? 
· Held, whether the paper was what Buyer contracted to buy did not concern IB: 
IB was concerned only in drafts & docs. If the drafts, when presented, were w/ proper docs, then IB was absolutely bound to make pmt under the L/C, irrespective of whether it knew/had reason to believe, that the paper was not of the tensile strength contracted for. IB had an oblig to pay on a properly executed presentment regardless of the actual condition of the goods. IB cannot refuse pmt under L/C even if it has reason to believe that goods shipped pursuant to underlying K were defective & even though IB has an interest in those goods.

· Note the Risk for opportunistic behavior: Only reason IB was getting involved in inspecting the goods was b/c its A/P wanted out of the K due to price fall. The Maj was concerned that opportunistic Bs would latch onto small deficiencies to get out of Ks.

· Cardozo dissented, distinguishing betw/ the absence of a duty to inquire into weight, kind or qual of goods & absolute duty to pay when the bank knew/had reason to believe that the goods were not of the kind, quality or weight represented by benef. It did not follow from the absence of a duty of concern w/ the goods that if IB found that the merchandise was not what the docs described, it was still forced to pay irrespective of its knowledge: We should bear in mind that this controversy is not betw/ IB on one side and on the other a holder of the drafts who has taken them w/o notice & for value. The controversy arises between the bank and a seller who has misrepresented the security on which advances are demanded. Between parties so situated pmt may be resisted if docs are false. An IB that pays a draft on a BOL misrepresenting the character of the merchandise may recover the pmt when the misrep is discovered. 

NY UCC 5-114(2)

UOA, when docs appear on their face to comply w/ T&C of L/C but a required document is forged or fraudulent or there is fraud in the transaction 
(a) IB must honor the draft if honor is demanded by CB or other holder of the draft who has taken the draft under circs that would make it a holder in due course; and 
(b) in all other cases as against its customer, an IB acting in gf may honor the draft despite notification from customer of fraud not apparent on the face of the docs, but a ct of approp jx may enjoin such honor. 


Test for who is a HOLDER IN DUE COURSE:

To be HIDC, person must be a (1) gf (2) bona fide purchaser (3) for value.
United Bank v. Cambridge Sporting Goods – 

To get the Fraud in the Transaction defense, you must prove

1. Fraud in xaction

2. Bank is NOT HIDC

F/P: B sues IB to enjoin pmt - 

· B (US) contracted to buy boxing gloves from S (Pakistani). B opened an irrev LC w/IB in favor S. After denying S's request for an extension of time for perf on the underlying K, B cancelled the entire K w/ S & notified IB of cancellation. Despite cancellation, S sought pmt on the LC by presenting conforming docs. Inspection of goods revealed that S shipped ripped and mildewed gloves, not the new ones. B sought to enjoin IB from paying S under the LC. Ct denied payment to S.
· Ct found fraud in xaction: UCC 5-114 intended 'fraud in the xaction' to be flexibly applied. Ct recognized difficulty of drawing line betw/ mere breach of warranty & fraud by S. But ct found that P proved D was guilty of fraud in shipping not merely NC goods, but worthless pieces of boxing gloves. Any ambiguities created by Sztejn as to whether an injunction under 5-114 would issue only for fraudulent docs seems to have been resolved in United Bank. The focus was on the fraud committed in the underlying sales K, rather than on fraudulent documents. Although cts vary in their willingness to grant injunctive relief, a clear showing of active fraud in underlying transaction should enable a buyer to obtain injunctive relief.

· Fraud in xaction defense can be overcome by HIDC status: Was the CB an HIDC such that they are immune from fraud in xaction defense to pmt? An established fraud in the xaction defense can be avoided by CB if they can show they are HIDC. CB asserted that they were HIDC of the drafts, but introduced no evid other than answers to written interrogs. These were deemed inadmissible, so CB failed to show entitlement to HIDC protected status. 

· Party will lose entitlement of HIDC if they partic in/have knowledge of fraud
Bhala:  Remaining Qs: Fraud in which xaction? When do NC goods give rise to the level of fraud needed to claim fraud in the xaction? Are there any reasons S could have asserted here as to why the goods were damaged?  Be prepared to argue both sides.

Continuum of Opinions on Fraud:

 


Remedy for 1st 3: Get an Inspection Certificate!

United City Merchants v. Royal Bank of Canada













(3)













 (4)


















    (5)





   (7)
    (9)





    (8)

   (6)




(10)















(2)

(1)


Step 1:
Seller owes UCM $$, so Seller assigns an L/C (which it is a Benef of) to UCM.

Step 2:
K of Sale betw/ B&S 

Step 3:
IB issues LC to CB. Very Clear: LC requires BOL to be presented on or before Dec 15th.

Step 4:
Seller loads goods onto ship, but on Dec 16th.  

Step 5: 
Fraud: Carrier issues Seller BOL w/ date of loading as Dec. 15th
Step 6:
Seller presents docs to CB (including fraudulent BOL)

Step 7: 
CB refuses pmt to Seller b/c they have reas to believe fraud exists

Step 8:
Seller asks Carrier for another BOL & Carrier gives another BOL dated Dec. 15th
Step 9:
Seller re-presents BOL

Step 10:
CB bounces fraudulent BOL back to Seller & refuses pmt

· Seller in this case really is innocent—Carrier is the only one who knows goods were loaded late

ISSUE: Who must perpetrate the fraud? Can CB pay against docs that it believes are fraudulent, when there is no fraud perpetrated by Seller?

· CB argues a confirming bank is never under an oblig to pay when fraud is involved, regardless of who perpetrator of fraud is
Held, WRONG—facts don’t fit Sztejn F/P—CB MUST pay on presentation of facially good docs—cts will look at the BENEF’s State of Mind/Intent. Here, benef is innocent. 
F. S/L/C’s & alternate uses of L/C’s

· An SLC is essentially like a guaranty—it’s a promise by a bank to pay w/in a short period of time if certain conditions are met (condition is usu a written demand from benef of SLC)  Often, it is used as a performance guaranty.
· BUT LEGALLY DIFFERENT FROM A GUARANTY: US banks cannot legally issue performance bonds.  SLC is Wall Street’s workaround: Wall Street invents the SLC to circumvent this reg.

· Standby literally means “standby incase things go wrong” – used often in FDI context
· Standby addresses the RISK of what happens if supplier/contractor does not deliver on his contract, whereas a commercial LC only assures pmt.
· UCP governs rules of SLC’s.

SLC as Performance Bond:



SLC in the FDI Context:







SLC


· Parent Corp want to start a J-V betw/ it and Indian Govt to build a plant in India. Gov’t of India wants an SLC from its JV partner to guarantee that JV partner will do its part, but JV partner can’t afford SLC, so it gets its Parent Corp to get the SLC

SLC in the Finance Context
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Commercial LC as SLC:

· Parties establish a LC for their K, but S doesn’t plan on using the LC—wants to deal w/ B directly (S sends B goods; B sends S pmt) but b/c there’s not 100% trust, S keeps all shipping docs so it can present them to CB “just incase” B doesn’t send him pmt. (In this scenario, parties stip in the LC requirements that S can present a photocopied BOL -  “stale BOL” -  since he has sent the orig to B)

1.
Risks and RMD’s in SLC’s 


a.
Risks

· Risks lie in the fact that it’s hard to tell when there is fraud or when the triggering event occurs that will set off the obligation to pay on an SLC.

· Turmoil makes likelihood of arbitrary demand for pmt on SLC skyrocket.

b. RMD

· As a Beneficiary of SLC, you want to define the triggering event that obligates pmt as broadly as possible so you can weasel—i.e. SLC is payable on demand.
· As A/P requesting an SLC, you want to define the triggering event as narrowly as possible to assure certainty. (i.e. SLC payable on 10d. notice that X defaulted as evidenced by bla bla bla. . .)
2.
Fraud in the Transaction


Different Fraud in the Xaction Suits:


1.
Action to enjoin pmt- AP sues IB to stop pmt on SLC

2.
Wrongful Dishonor – IB refuses to pay on SLC, so Ben sues IB

3.
Wrongful Honor – IB pays Ben & AP sues IB claiming IB shouldn’t have pd

4.
Fraud – IB pays Ben on LC & then sues Ben for fraud—usu more likely AP sues Ben

Banque Paribas v. Hamilton Industries  -  Gen/Sub F/P SLC as Bid Bond
      Bid











guaranty



K











SLC


· Saudi Gen K; US sub-K. To guarantee its bid to Saudi gen, US sub got an SLC from Chicago IB naming Saudi CB (Paribas) as benef. 4 days before expiry of guaranty, SMC makes a demand for pmt. Paribas cables Chicago Bank to make demand on SLC. Paribas then pays $$ on guaranty to SMC. Chicago Bank refuses pmt & brings suit claiming that Paribas pd out on guaranty on an insuff written demand from SMC. 
· Held, Paribas’ right to reimbursement on guaranty (covered by SLC) turns on whether it was a condition precedent to right of reimbursement that Paribas get written demand from SMC. If Paribas pd on an incomplete written demand, it cannot get reimbursed (see Voest). A/P requires that Issuer of SLC demand strict compliance w/ terms of SLC to ensure that Paribas is not in collusion w/ SMC & making a fraudulent demand. 

Exxon v. Paribas  -  Expiry Date

Action for wrongful dishonor of SLC. Held, credit had terminated prior to demand.
· Houston Oil contracted to deliver crude oil to Exxon. No exact timetable for delivery was set-- deliveries were to be made betw/ Sept- Dec period of 1981. As required by the contract, Houston Oil acquired a SLC in Exxon's favor. However, the letter of credit had an expiration date of 10-31-81. Exxon was aware that exp date left it with considerable exposure, since the LC could expire before any default by Houston Oil. Nonetheless, after reviewing the LC, Exxon failed to disapprove it. Houston Oil made no deliveries before the exp date. 2 d. after expiration, Houston Oil told Exxon that it would default. 

ISSUE—LC is able to expire before triggering event can occur!!!

· Exxon then presented the LC to issuer, Paribas. After Paribas refused to honor the expired LC, Exxon sued for wrongful dishonor. Ct, applying the independence principle, found that the inconsistent contract did not render the credit ambiguous and entered judgment for Paribas. There was no ambiguity here—clear expiry date. Exxon should have asked for amendment of LC & refused to deliver oil until LC was amended. Paribas did exactly what it was supposed to do.

Stromberg-Carlson v. Bank Melli - P asked only for notice--not injunction against pmt
· Stromberg Carlson contracted to sell Iran $5.5M of telecom equip & obtained LC’s to secure Bank Melli’s guaranties of Stromberg's performance and Iran's advance pmt. 

· Since there had been no demand, P asked only for notice of demand to Stromberg be read into the requirements of the guaranty prior to pmt on it, citing the risks of an authorized or fraudulent demand. The ct, recognizing those risks & continuing political uncertainty in Iran, granted injunction requiring Bank Melli to provide Stromberg w/ 10 d notice before honoring its guaranties: 'Although the modest relief requested would require reading a notice requirement into the provisions of the bank guarantee, the precarious circumstances now prevailing in Iran justify deviation from a strong reluctance to do so.
· Implicit in the notice injunction is judicial recognition that a ct could later enjoin payment, since the notice period's obvious function is to allow A/P time to alert its bank or a ct to possible fraud. 
American Bell v. Republic of Iran – AP sues to enjoin pmt on SLC - Denied

· AmBell has huge K w/ Iran. Iran to send AmBell a $39M down payment on the K. Iran agrees to this, only on condition that AmBell get a guaranty from local Iran bank for $39M so Shah could recover his D.P. if AmBell screws up. Bank Iranshair will only issue a $39M guaranty if it gets a SLC to cover their credit risk of $39M. MH issues a suicide credit SLC payable on simple demand by tested telex (a tested telex verifies who the sender of the telex is so receiver knows its not a prank) for benefit of Bank Iranshair. 
· Govt changed. Iran Govt stopped sending instalment pmts, so AmBell stopped performing. Bell sued Iran for breach of K & tries to enjoin pmt before a demand was ever made. Held, A/P cannot seek to enjoin pmt on SLC before the benef even makes a demand.
· Eventually, arbitrary demand was made on Iranshair, so Iranshair mades a demand on SLC. MH tries to buy AmBell time by telling Iranshair that their tested telex didn’t conform—just had “Islamic Rep of Iran” instead of “shah govt.” MH then immed calls AmBell & tells AmBell to sue US Bank to enjoin pmt. This is the only way to stop pmt on a SLC. 

· AmBell sues to enjoin US Bank’s pmt to local bank, but ct denied injunction. US had recognized new Iran govt as legal successor, therefore switched name is not NC. Also, granting PI means Iran could sue US Bank & attach $Millions$ of US Bank’s assets in Iran. The ct simply doesn’t see a fraud-- Ct refused to infer fraud from allegations that the Iranian Government repudiated the contract but still demanded payment under the SLC.
Harris Corp. v. Natl Iranian Radio & TV-  INJUNCTION IS GRANTED!!
· Harris had contracted with NIRT to manufacture & deliver 144 transmitters to Iran. Harris received an advance payment. Harris obtained a performance guarantee in favor of NIRT from Bank Melli to be honored upon receipt of notice from NIRT that Harris had failed to comply with K. This guarantee was secured by SLC issued by Continental Bank in favor of Bank Melli. Harris had shipped 138 of the 144 transmitters before the govt was overthrown. The K allowed either party to term if force majeure interrupted performance & required a release of all guaranties thereafter. Neither party exercised its right to terminate. Harris later learned that the Iranian bank was demanding payment from Continental under the terms of the SLC. Harris sought an injunction against honor.

· The Ct read 'fraud in the transaction' broadly to 'encompass any type of fraudulent conduct in the LC transaction.'  According to ct, 5-114(2) encompasses 'fraud external to the complying docs.'  Ct rejected Iran’s argument that the fraud exception should be limited to the facts in Sztejn, egregious frauds in sales of goods. The fraud exception is flexible, and it may be invoked on behalf of a customer seeking to prevent a beneficiary from fraudulently utilizing a SLC. 
· Ct inferred fraud from Iran's demand & assertion of default, which were at odds w/  revolutionary conditions that halted performance as well as contractual terms allowing termination for force majeure. Moreover, the circs suggested fraud: Since NIRT and Bank Melli had both become govt enterprises, the demand was in some sense a demand by Iran upon itself and may have been an effort by Iran to harvest undeserved bounty. 
· Finally, the court rejected suggestions that an injunction in such exceptional circs might threaten the usefulness of SLC’s or that Harris should have imposed other special conditions to shift risks elsewhere. The latter contention'ignores the realities of the drafting of commercial documents,' which are ordinarily bank forms with supplementary instructions written by the bank. 
RMD’s for AP to avoid risk of Bell & Harris scenarios

1.
Increase level of Documentation required

a.
NEVER use a suicide credit where a benef can make a demand based on simple written declaration.

b.
Ask for written documents w/ lots of factual representations to buy yourself time (“NIRT must certify transmitters didn’t beam correctly”)

2.
Demand Strict Compliance – that way you can reject demands based on NC.

3.
Get Indep Confirmation from 3rd parties
4.
Use an alternative Structure (i.e. Revolving LC’s or back-to-back LC’s)

· Make sure that party presenting you w/ docs (IB) is the same party that would be engaged in fraud—otherwise, AP has to turn Fraud in the xaction argument into Fraud in the docs argument to ensure 100% fraud. 

· In other words, get rid of Bank Melli—they insulate beneficiary from the fraud charge.

· Make the SLC benefit the BENEFICIARY, not his bank!! This will make it easier for the ct to see the fraud.

5.
Choice of Law Clause – Use NY UCC 5-114

6.
Notice: Build into your SLC the requirement that AP needs X amt of time p.t. pmt on demand

V.
Countertrade


Ex:

Apple wants to export PC’s to Viet-Nam, a non-mkt economy, short of hard cx. (In trade w/ NME’s, the US exporter deals w/ a state owned trade enterprise “FTO”.) The FTO wants to deal w/ Apple, but cannot pay in hard cx. Why would Apple put up w/ this? To get it’s foot in the mkt-share.  


A.
Types of Counter-Trade



1.
Barter
· Barter is the exchange of one set of goods for another set of goods. 

· One single contract covers delivery & counter-delivery. 








The banks are there b/c Apple   








Will request an SLC to back








Viet Nam’s perf on the C-T K










1000 PC’s









1 Ton Rice

· Problem: valuing the goods—you need the fortuity of a confluence of needs betw/ the parties. (It’s also a timing problem)

2.
Counter-Purchase / Off-Set / Parallel Barter

· S agrees to both sell goods to NME and to purchase goods from NME.  (common)
· Goods purchased are unrelated to goods sold.  

· ** both deals are goods in exchange for cash**  The cash NME pays out on deal 1 will be recouped on deal 2. 

· Guarantees to NME that some of its goods have a mkt

· Note that if rice deal is worth $90 and PC deal is worth $100 then Apple has made $10!

Deal 1- VN sells rice for $$











Deal 2- Apple sells PCs for $$

· 3 Contracts: 

1.
Original K- just a regular documentary sale contract

2.
Reciprocal Ag- 

a.
calls for purchase of a range of goods at a certain price

b. spells out duration that counterpurchase is to be made in (usu 1-3 yrs)

c. goods in deal 3 are truly separate

d. will stipulate this is a K for the sale of goods for cash
e. allows a list of goods (range) to be counter-purchased

f. if deal 1 is breached, no obligation on deal 2

g. S may assign its counter-purchase obligations to 3rd party

h. Apple can resell goods anywhere

i. S/B must pay liquidated damages if breach occurs

3.
Protocol – links first 2 K’s & merges them into one xaction



2a.
Switch-trading (This is technically a species of parallel barter)




Ex:


Apple gets VN to deliver goods to Switch-Trading House (b/c Apple really doesn’t need the rice, thanks) & then STH sells goods on the open mkt. Pmt to STH would go from STH to VN. Any profits made go to Apple after STH’s commission. 

· STH’s are usu commodities brokers.

        Rice

Deal 2: VN sends rice to STH









  Rice














  $$$











   Pmt less Commission










$$



PC’s



            Deal 1:


    Apple sells VN PC’s for cash



3.
compensation / buy-back

Ex:
*FDI*
Mobil Oil (Private Company) selling equip to a govt (Yemen) It takes a long time to make, ship & instal the equip. Yemen doesn’t have $5B to pay. 

· Incentives:

For Mobil:  Plants aren’t getting built in Louisiana—much cheaper to build offshore. 

For NME:   Need to modernize/develop

Deal 1: Mobil builds Yemen a refinery in exchange for hard cx. 

Deal 2: Yemen is guaranteed a buyer for its oil





Deal 1: Equipment / Services








$$$$




Deal 2:        $$$$






Output from plant/refinery

· 3 Contracts:
1.
K to build Refinery



- this K will have a Restrictive Clause that Yemen can’t sell/transfer the refinery 

2.
K to buy Oil

3.
Protocol w/ liquidated damages clause 



4.
Evidence Accounts / Bilateral Clearing agreements

· Agreement betw/ S & NME (or 2 govts) to buy goods from ea other to increase trade in a particular region for a definite amount of time. The idea is ongoing flow of goods.
· Each year they do an accounting to see how much was purchased. Swings (unequal totals) are allowed, but then the other side has to make it up in a given amount of time.

B.
Criticisms to Counter-Trade


US govt criticizes Counter-Trade often



1.
Suspicious b/c no cx involved (facilitates tax evasion




-- yes, but this problem also exists in cash transactions. i.e. under-invoicing

2.
CT makes it hard to police dumping (dumping is the sale of product in importing country at price lower than goods sold in exporting country) b/c no cash is involved, so it makes it harder to measure dumping.



3. 
CT distorts mkt prices (economist argument)




-- this is a lame argument b/c goods are evaluated in the totality of their circs all the time!



4.
CT hurts local producers b/c they have to compete w/ counter-traded goods




--  this is a protectionist argument!



5. 
Goods subject to counter-trade are of cheap quality standards, so sellers are harmed.

-- not so- Sellers can specify quality standards, plus this will force NMEs to produce better quality goods.

-- also, only 2% of goods in counter-trade are consumer goods

6.
Facilitates corruption:  Rulers (like Suharto) establish front companies (middlemen) to collect the fees. They are usu related to the rulers.



-- This is a serious problem . . .

VI.
International  Wire  Transfer  Law


The 5 Foundations of WTL (these rules are derived from UCC Article 4A)


1. 
Scope - A rule defining the scope of WTL in order to differentiate betw/ what xactions are &

 


     aren’t covered by the law



a. 
The scope of WTF is usu defined by the PO (pmt order)



b.
The two governing laws of WT are UN Model Law and UCC Art 4


2.
Trigger Event Rule - a rule estab’ng when rights & obligs of parties to a funds xfer are triggered



a.
rights & obligs of parties usu triggered when a PO is accepted


3.
Receiver Finality Rule – When does the benef know it has good funds or when is the credit irrev



a.
usu benef knows it has good funds when ben’s bank acceps the PO for the benefit of benef


4.
Interloper Fraud – a rule assigning liability for Interloper Fraud - need security procedures


5.
Money-Back Guarantee Rule incase funds don’t reach benef -- $$ goes back to the originator


A.
BASICS

· Wire transfers are extremely important b/c so much $$ goes through the wires ea day.

· Two major WT sys in US: Fed Wire & CHIPS

1.
ISSUES:

a.
How should a WT usu work? A good WT sys should be:

· Certain (reliable)

· Lack of rules on authenticity (when do you know it’s a bona fide request for a wire) & liability (if it turns out to be fake, who’s liable for losses?) reduces reliability & will make WT less attractive to users. 

· Efficient (high speed; low cost; high security)

· Burdensome/unclear rules raise the cost of WT, decreasing effic & making WT less attractive to potential & current users

· It raises the cost b/c if the result of funds being lost is uncertain (as far as who will be liable for lost funds) then the parties will have to get insurance, which is costly

· Fair (equitable in how it apportions liability)

· WT law should not overallocate duties to system users or to system providers—this would lead to a non-level playing field by being too pro-bank. In turn this will make WT less attractive to potential users. 

b.
What happens if there’s a mishap?

c.
Systemic Risk/Payment Risk – what if one of the banks goes down?





HYPO:

-  Ford buys $100K worth of Steel from USSteel. The steel is delivered & now Ford wants to pay for it. The parties bank w/ different financial institutions. Ford tells its bank, Bank of Detroit, to pay $100K to USSteel by calling in the wire request, which includes all of USSteel’s info (acct holder, acct number, routing number, etc.)

· BOD complies w/ Ford’s instructions by instructing an Intermediary Bank to pay the $100K.

· This Intermediary Bank complies w/ BOD’s instructions by instructing USSteel’s bank, Bank of Pittsburgh, to pay $100K to USSteel’s acct, which BOP does. 

P.O.






P.O.
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Underlying K




2.
Mechanics



a.
Payment Order (PO)





4 stages ea time an originator sends an instruction for requesting a wire:





1.
PO is issued by originator





2.
PO is received  by receiving bank





3.
PO is accepted by receiving bank





4.
PO is pd. for by sender




b.
Underlying Transaction

The originator is in an underlying transaction w/ the beneficiary where orig has a $100K obligation to the beneficiary. The originator’s goal is to “discharge” this obligation by transferring payment.

· The originator’s obligation to his beneficiary is discharged when the beneficiary’s bank accepts the payment order

· The funds transfer is “completed” by acceptance by the beneficiary’s bank of a PO for the benefit of the beneficiary of the originator’s PO

· The crucial point is that until the funds xfer is complete, the originator is legally liable on his obligation in the underlying K. As soon as ben’s bank accepts PO, originator can no longer be sued for breach of contract on grounds of non-pmt.
c.
Two Types of Obligations

1.
Payment Obligation – refers to the originator’s oblig to pay the beneficiary under the terms of the underlying K

2.
Settlement Obligation – refers to an interbank obligation that arises from acceptance of a PO




d.
To Accept or To Reject?

· A bank receiving a PO is under no duty to accept it- it has the discretion to accept or reject.

- might reject b/c of NSF

- might reject b/c unable/unwilling to comply w/ the specs of the instructions

· The Orig Bank & the Intermed Bank accept a PO by “executing” the PO. 

- Execution of a PO means the bank issues a PO intended to carry out the PO received by it. (so a bank executes by issuing an order that conforms w/ the instructions of the sender)

· The Benef Bank doesn’t accept by execution (b/c it’s not issuing a PO) instead, BB accepts by paying benef the amt of the PO, usu by crediting ben’s acct.

· Whether to accept or reject is a function of Bank’s credit judgment
· The sender’s obligation to pay OB or Intermed Bk arises at acceptance of PO, but doesn’t actually mature until execution of PO (two dates not usu different b/c most wires are “same day executions” but can be diff in the case where sender instructs on Monday at 1:30pm for receiving bank to wire out, but not until after the 2pm turn)

· Similarly, Intermed’s oblig to pay BB arises at acceptance of PO, but doesn’t mature until the pmt date, or the day when the ben is to be paid. 

· The ben is paid as a matter of law when it is notified of the right to w/d the credit or funds are otherwise made available to the beneficiary. 

3.
the Five foundations of Wire transfer law




a.
The Scope Rule





UCC 4A differentiates who is/isn’t covered by WTL by reference to definition of PO:

· If an instruction is not a “payment order” then Article 4A is not applicable
Definition of  “payment order”:



An instruction of a sender to a receiving bank, orally/elec/in writing, to pay/cause another to pay, a fixed or determinable amt of $$ to a beneficiary, if:

i.
the instruction does not state a condition to payment of the benef other than time of pmt, AND

ii.
the receiving bank is to be reimbursed by debiting an acct of/otherwise receiving pmt from the sender, AND

iii.
the instruction is xmitted by sender directly to the receiving bank/it’s agent/ instrumentality



5 Salient Features of the PO definition:


1.
Instruction must be given to a bank – flexible—variety of fin institutions



2.
The amt of $ must be fixed or determinable 



3.
The instruction cannot contain a condition other than time of pmt.



4.
A receiving bank must be reimbursed by getting pmt from the sender
5.
an instruction must be transmitted directly by the sender to the receiving bank- this is to exclude pmts by ck & credit card




**Article 4A provides end-to-end coverage—from the originator to the beneficiary.




b.
The Trigger Event Rule

i.
When are rights & duties triggered?

· UCC 4A:  “rights and obligs under Art 4A arise as the result of ‘acceptance’ of a PO by the bank to which the order is addressed”

Only when a receiving bank accepts a PO issued by its sender are the rights & obligs of the receiving bank and sender triggered.

· For Beneficiary’s Bank three acts can constitute “acceptance”:
1.
pmt by BB to benef

2.
notif from BB to ben that PO was rec’d

3.
receipt of pmt by BB from sender that issued PO to BB

ii.
What are the rights & duties triggered?

Sender’s duty upon acceptance is to pay receiving bank for the PO

Sender’s Rights include the right to have his order executed correctly

Right of Receiving Bank is to be pd for the PO

** Remember that although these rights & duties are triggered, they don’t mature until execution. 

· For BB: upon acceptance of PO, BB has obligation to pay the PO & benef has right to be pd. Rights mature on pmt date. 

c.
The Rule of Receiver Finality – When is a WT pmt final & irrevocable?

· UCC 4A:  Once a BB has pd the benef, it has satisfied the oblig to pay the benef that arises from its acceptance of a PO on behalf of the benef. At that point, the pmt is final & irrevocable and the BB cannot recover the pmt. 

· The UN Model Law does not have a Receiver Finality Rule.
i.
Two US Systems Compared:

· FEDWIRE – Fedwire is an RTGS (Real-Time) system so funds are transferred & final at time of xaction.

· Risk:  there is no way to reject a PO when using FEDWIRE b/c the notification of pmt IS the pmt

· CHIPS is a netting sys, so the xaction finalizes not until the end of the day.

· Advantage – Reduces Systemic Risk b/c less xactions (less room for errors

· Risk:  greater pmt risk b/c

1. Funds are deferred

2. Herstat Risk: this risk is the only exception to the receiver finality rule - the risk that the bank will go south after the message is sent, but before xaction is settled. 

d.
Interloper Fraud Rule
· UCC 4A addresses Interloper Fraud based on the existence/non-existence of a  “security procedure.” A security procedure is device/method for verifying that a PO is the customer’s. (usu involves the use of codes or passwords)

Interloper Fraud Analysis

1.
Is there a sec proced set up betw/ bank & customer? Yes = UCC 4A applies- NO = agency law

2.
Is sec proced commercially reasonable? Ct will look at comps & activity betw/ cust & bank


YES- bank must not reverse debit; NO- bank must reverse debit

3.
Was the PO issued by an “insider”? YES- bank must not reverse debit; NO- bank must reverse debit 

· If the bank accepts a PO that purports to be the customer’s after verifying its authenticity by complying w/ a security procedure agreed to by customer & bank, the customer is bound to pay PO even if it was not authorized.  

· Caveat:  

· Bank only entitled to this protection if Sec Proced is commercially reasonable.
· Customer can avoid liab if it shows that unauth PO was not initiated by employee/agent of customer having access to wire info or by one who obtained the info from a source controlled by customer 
e.
The Money-Back Guarantee Rule

· Ensures that the originator & ea subseq sender of PO gets its $ back in the event that xfer is not completed. Transfers are “complete” when BB accepts a PO on behalf of benef. If transfer is not completed then ea sender of PO in chain is entitled to a refund of amt of PO, plus accrued interest. If xfer is completed, then originator’s K obligation to benef is discharged.

· This guarantee cannot be contracted around, but if the PO sender insists on a particular intermediary, then that sender bears the risk if that bank fails (i.e. sender is not entitled to a re-credit of the PO funds)

i.
Liabilities for Bank Failures

· Failure of Intermed p.t. completion: ROL is assumed by the party that designated use of this intermed bank

· Failure of Intermed after completion: if BB pays benef upon notification from Intermed, but before receipt of funds, then BB assumes ROL if Intermed fails. Otherwise there is no problem

· Failure of OB before acceptance: duh. Originator bears no risk b/c PO was never completed. He is still obligated on the underlying K. 

· Failure of OB after acceptance: Orig is obligated to pay for its order (makes sense b/c orig picked this bank). 

· Note that Orig is not discharged from his underlying oblig to benef until BB accepts PO—but what if Intermed refuses to accept PO from OB until OB makes good on the funds? (i.e. Intermed is unwilling to assume risk of OB failing after it issues PO but before it pays Intermed on it.) 
· In that scenario, Originator bears risk b/c it has pd OB for PO, but its oblig is not discharged on underlying obligation to benef. So now orig must do two things (1) pay benef for underlying K payment obligation AND (2) go after OB’s receiver/trustee to reverse debit.
· Failure of BB: 
· if failure after acceptance, orig is discharged on underlying oblig & benef bears ROL, so it must go after receiver/trustee. (again, benef picked this bank) 
· if failure before acceptance, (duh) transfer is not complete & everyone is entitled to money-back guarantee & orig just pays benef a different way. 
VII.
FDI

Parties are the foreign investor (FI) & host country (HC)

A.
RISKS  IN  F.D.I.

· Risk is any threat to investment that may cause a loss of all/part of the invested capital [i.e. phys capital (machines); fin capital ($ invested); human capital (labor)] & technology.

1.
Political Risk
HC makes a change to policy that threatens FI’s investment. (incl exprop risk, cx risk.)

a.
Types of Political Risks

i.
Nationalist Concerns / Risk of Xenophobia



Ex:

· In Egypt, Sadat tried to attract FIs by letting foreign corps develop near pyramids. This created an outcry in Egypt & next president blocked continuation of the development.

· Also, Canadians are always suspicious about US domination. . .



ii.
Religious Extremism 



See, e.g., Iran & Afganistan
iii.
Changes in Industry Pattern



HC changes way industry is shaped (See, e.g., how OPEC changed the oil mkt)

iv.
Changes in Regime of HC
How will successor govt address previous govt’s obligations/Ks? (See, e.g., Iran)

b.
4 Defenses used by HC


1.
Sov Immun- 



2.
AOSD - 

 
3.
Exhaustion of Local Remedies 

 
4.
Calvo Clause (FIs have same rights as locals, shed all other rights at border)



i. 
Sovereign Immunity 

· FI can’t sue in its cts b/c HC is a sovereign- must consent to being sued. 

Exceptions 

 if you are dealing w/ foreign sov, be sure to put these exceptions in your K!

a.
Waiver

b.
Commercial Activity


ii.
AOSD

· Every sov is bound to respect the independence of every other sov, so cts of one country will not sit in judgment on the acts of the govt of another done w/in its own borders. 
Sabbatino
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BOL

Losing Argument: Review the exprop & don’t apply AOSD b/c AOSD can’t be used to insulate an act that violates IL. 

Ct does apply AOSD & refuses to review the validity of exprop b/c it’s an act by foreign govt, even if it viols CIL. Ct says only exception to this is if it violates a treaty. 

· Second Hickenlooper Amendment: Cong’s response to Sabb
AOSD will not apply to exprop that violates principles of IL ( ct cannot decline to hear the case on AOSD ground

· EXCEPTIONS TO 2ND HICKENLOOPER: when ct may apply AOSD

1.
If Exec asks ct to apply AOSD, ct may apply it.

2.
If exprop doesn’t viol IL, ct may apply AOSD

3.
Claims under irrevocable LC where claim is based on docs xmitted

under LC (Sabb’s facts)


· RMD –  Waiver - Draft around AOSD by having sov waive AOSD defense

iii.
Exhaustion of Local Remedies

You must sue HC in their country & go all the way to their sup. ct. level before you can bring claim in US ct.

· RMD- Choice of forum clause where US ct is ct of 1st resort

iv.
Calvo Clause
· HC insists on provision in K that FI will not seek assistance of its govt. If FI does seek assistance of its govt, all of its properties are forfeited to HC. 

· US doesn’t favor—says FI can’t waive that right – not his to give away!

c.
Other Private RMD to Political Risk:  Insurance

OPIC – overseas private insurance co.- insures for political risk, but OPIC will require that HC be a friendly country to US. 

MIGA – Multilat Invstmnt Guarantee Assoc – branch of World Bank. Doesn’t cover for cx deval, but will cover cx controls.

2.
Expropriation Risk
· Expropriation is general term for the taking of title of FI’s property by HC. (same as nationalization) The presumption is that FI will get compensation, but may not be fair.

· Intervention is initial stage of exprop where HC takes phys possession of FI’s property & manages it. It supervises the plant but doesn’t take title to it.
· Confiscation is when FI’s property is taken w/o any compensation. 

a.
Is this really a threat?
· Bhala says NO, b/c States are struggling to privatize business—don’t really want to have State-owned entities!

· NIEO (New Int’l Econ Order) is UN’s rhetoric. Every state has right to exercise econ control over resources in order to compensate itself for history of colonial rule. (Says zero about compensation!)

· Caveat: Creeping Expropriation – slow expropriation via increased taxes, devalued cx, more licensing requirements, etc.

b.
Requirements for a Lawful Expropriation


1.
HC must establish its right to expropriate.

· Rule: HC has right to exprop if there’s a valid public purpose for taking.

  (i.e. must be directed to improve qual of life in HC—not hard reqrmnt to meet)

· Example of improper exprop is a discriminatory or arbitrary taking.





2.
Compensation—how much is enough?
· Appropriate compensation (from Banco Nac de Cuba v. Chase Manhattan)

· Bhala’s fave: NAFTA ch. 11: comp should be pmt at FMV immed pt exprop
· This means going concern value is used, not crappy book value

· Rest § 712:  Comp should be just. (Rest. implies that Cornell Hall is wrong)

· Cornell Hall Formula – prompt, adeq & effective comp—not full (no one uses this)


3.
Cx Risk



mkt depreciation of cx, official deval, currency controls

· How do you know when official exchange controls are valid?
Art VIII(2)(b) IMF Articles of Agreement: if exchange control reg is lawful under IMF rules, then all IMF member countries must respect that State’s exchange control reg.

4.
Insolvency Risk



Extreme credit risk


5.
Translation Risk


Risk that your K will not be translated correctly to HC counterparty


6.
Legal Risk


Risk that laws in the LC will change which will do something adverse to your investment

B.
How  should  Risk  be  Allocated? 
· There is no multilateral agreement on FDI—closest thing is TRIMS agreement. There are, however, many many BITS (bilat invstmnt treaties). 
· Int’l Norms & Local Laws do most of the public risk allocation. 
· Proper Drafting & Insurance are private methods of risk allocation

c.
regulation  of  f.d.i.

3 Types of Regs:


1.
FI’s Home Country’s regs

2.
HC

3.
Regional/Int’l-level regs 

· Remember: there is no MAI – no multilat ag on invstmnts

Reasons:

1.
No need b/c exprop law is well-developed

2.
Efforts at MAI collapsed due to coverage issues—should it cover every industry?

· Uruguay Round & NAFTA Ch. 11 cover reg of FDI in part

· TRIMS is a mandate that FI be treated equally w/ dom investors; but under TRIMS there are no private rights of action—FI’s home country must sue for him. (there is a PRA under NAFTA)

1.
Home Country Regulation


In US, this incl corp law, antitrust, sec reg, labor law, employment discrim law, and FCPA

2.
Host Country Regulation


a.
Entry Regs - Concerns terms on which FI can enter mkt in HC 
i.
Form of FDI  Does HC force FI into a certain form?
· De Novo/Greenfield- creation of a new legal entity in HC under HC corp law. Good b/c adopts corporate form, along w/ all its amenities (ltd liab, etc)
· Franchise- starting a branch office of an extant corporation. 
· Risks -  IP concerns (b/c this is essentially a license of a trademark); quality control (don’t want chicken mcnoggins!); regulations (will it be too difficult to do business here?)
· M & A – FI comes in & acquires an extant corp in the HC. Major legal and financial endeavor, so risks abound. . . .
· Joint-Venture – basically, a P-ship where partners are engaged in a joint business undertaking of a transaction for mutual profit. Many HC’s force FIs into JV’s – how does FI select a JV partner? 
· Risks include the usual array of P-ship risks, esp. liabs of partners
· Distributorship – teaming up a manuf & a retailer on the int’l plane. 

· Risks include typical distributorship risks: is retailer using best efforts to market? Is manuf allowing others to distrib the product in contravention of an exclusive distributorship, etc.

 

ii.
Sector of business

· HC may bar a whole sector of FDI like natural resources or telecom on the basis of natl sec

· Exon-Florio Amendment – US analogue

b.
Operational Regs – Constraints on the way FI operates in the HC



1.
Appt of Dir/Mgrs




Must the Dir or Mgr be locals? If so, do all or just a majority have to be locals?



2.
Imput Regs / Content Rules




Regulate what percentage of plant/product must come from local suppliers



Illegal as per WTO’s TRIMS regime



3.
Rules on Funding




Define the FI’s financing options




Can FI go to local bank & borrow local cx? 




Can FI borrow foreign (hard) cx?



4.
Labor Laws




How strong are the Unions in the HC?




Ex:
in Columbia, you must give a laborer 5 yrs’ severance if you fire them!

 

5.
Sexual Harassment Laws




US branches of investors in foreign countries behave badly in this area 



6.
Tax Rules




Local tax rules may encourage/force FI to choose one form over another



7.
Regulation of Personal Property




Secured xactions laws




Can you buy property in HC? How do you record your interest?



8.
Regulation by forced licensing


c.
Exit Regulations



How do you get out of HC? Is there a penalty if you leave or can you pull out?

D.
Project Finance



1.
Basics

· Any project in which the investor who funds the project is repaid w/ cash flows generated by the project upon completion.

Ex:
Highway is built. The $5M borrowed is paid off w/ the tolls collected on the hwy after completion.

· The borrower is a single purpose company (SPV). 
· The assets of the SPV is the project itself
· The liabilities of the SPV are not the subject of any guaranty or indemnity, so lender has very limited recourse to the sponsor of the project for repayment. 






2.
Players

a. HC

b. Sponsor 

-     a private developer/entrepreneur 

· who wants to create wealth 

· designs the deal 

· expects to make a profit in the form of net cash generated after everyone is pd

· gets the HC to agree to the deal & has to hire all the contractors

c.
Contractors – do the work. Usu local/overseas businesses

Types of Contracts


1.
EPC – Engineering / procurement / construction



2.
Offtake – someone buys the project

3.
OM

d.
Buyer

- the “offtaker” who agrees to buy the project once completed



1.
Private Sector Offtaker



2.
Sovereign Entity Offtakers



3.
Hybrid/Partially-privatized offtaker

e.
Lenders  ** Drive the deal**



Fund the deal. The whole purpose of the project is to borrow funds to build a project

· Key Question: What level of risk will lenders assume & how much will they charge for the risk? (i.e. interest/fees)

· Loan from lenders is either “no-recourse” or “limited recourse”
· The Bank CANNOT go after Sponsor’s assets
· SPV’s Insolvency risk: If SPV goes bankrupt, Lenders cannot get to Sponsor—Can’t pierce the veil. 
· RMD: lenders will insist that sponsor put up some of the $:
50/50 Debt Equity deal (conservative)

70/30 Debt Equity deal (more liberal)

f.
Borrower (SPV)- if Lender can’t go after sponsor, then you don’t want sponsor to be the borrower—create a shell



3.
steps to project finance

Yr 0 – 5:  Construction Period: HIGH RISK PERIOD b/c loan funds have been disbursed, but no $ is coming in—many lenders will negotiate to have recourse to sponsor’s assets during this period


Yr 6-20: Project in Operation: Loan becomes “no-recourse” b/c project is generating revenue coming in  borrower can now pay off funds to lender


Yrs 20-30: “Tail” if delays had occurred in the repayment during yrs 6-20 due to less revenue coming in than anticipated,  this period allows parties to “reschedule the debt” or extend the amortization.

a.
Initial K negotiations

· Sponsor calls most of the shots in this stage

· Sponsor negotiates ALL K’s except for the Loan Agreement w/ lender

· Necessarily, all K’s in this phase stip that they are subject to change at bank’s “reasonable request” (makes lender look like bad guy)

b.
Political Reality Check
Sponsor goes to multilateral orgs to do an appraisal of need for political risk insurance

c.
Approach Lenders



Lenders review all docs, assess political risk & decide whether to lend & how much

4.
Variables in Project Finance Deals

7 Variables of Project Finance

1
*HC



2
*Sponsor

3
*Contractors            DO A RISK & RETURN ANALYSIS FOR EACH ONE

4
Off-taker



(most important players are 1, 2, and 3)

5
Suppliers

6
Borrower

7
Lenders




HOME COUNTRY ANALYSIS




a.
HC Risk Analysis



i. 
Political Risk:

How stable is govt? Is there civil unrest? 

The toughest impasse to a successful project is a changing legal regime.



Is there an exprop risk?



ii.
Legal Risk:

· Sponsor may have to buy land to put the project on & country may not have a recording system

iii.
Translation Risk:




What language is K in? Will it be translated correctly?



iv.
Cx Risk


b.
HC Return Analysis – What the FI can try to get:
· FI gets to explore & extract in the HC

· Hard Cx Rights—the ability to export dollars

· Special fiscal terms – like no recourse/limited recourse

· Waiving sovereign immunity/AOSD

· Special arrangements to import new materials

· Utilities 

· Land rights

· The type of deal you get (Build-Operate-Transfer vs. Build-Operate-Own) will depend on whether HC is willing to transfer title 

c.
Lender’s RMDs

· Remember that usually the greater the risk, the greater the spread

· Lender may want to put a lien (mtg) on the RE involved, but that assumes lender being able to foreclose.
· Political Risk Insurance

SPONSOR/DEVELOPER ANALYSIS


a.
Sponsor Risk Analysis



Are Sponsor’s assets in his name or hidden in other entities?



What’s the pre-completion risk?



What’s the post-completion risk?


If sponsor is subject to FCPA, all his agents are also subject to it & sponsor is liable under it!



Lender will want to keep sponsor on the hook as long as possible

b.
Lender’s RMDs

1.
$$Spread—b/c of risk involved, lender charges high interest & makes a good spread

2.
Security interest- Lender can always take a lien on the plant/RE

3.
Proliferate Liability- If Sponsor is hiding assets, lender will want to hold all family members joint & severally liable 

4.
Guaranty - lender can get a guaranty through completion (Sponsor guarantees lender will be repaid until project is complete)

5.
Advantageous Interp of K Terms- Lender can exploit ambiguous K terms, like when is a project is “complete”—lender can move the time of “completion” later to keep sponsor on the hook longer

6.
Subordination Agreement- Sponsor agrees to subordinate rights to pay

dividends & to pay off other creditors until the Lender is completely paid off

7.
Debt Equity Ratio- Lender usu requires sponsor to put some cash up—to

minimize risk, it can ask for 50-50 debt/equity instead of usual 70/30.

8.
Pledge of Equity – Sponsor pledges his equity in the project, so Lender can repo

the project & own it as a last resort





9.
Share Retention Agreement- Lender prohibits Sponsor to sell share in the

project until Lender is paid off (Lender is afraid Sponsor will sell to others & they will run project into the ground). 

10.
Choice of Contractors- Lender may dictate to Sponsor who his contractors should be




Contractor Analysis




a.
Contractor Risk Analysis



Look at Contractor’s track record: Does this contractor perform properly? 



Construction Risk /  Commercial Risk



Force-Majeure Risk— Monsoon comes in & destroys project


b.
Lender’s RMDs



1.
carefully define Force-Majeure



2.
close scrutiny of contractor



3.
stricter reporting requirements – Lender will insist that sponsor report info on

project status & get it certified by local counsel


BUYER/OFF-TAKER ANALYSIS
The buyer/off-taker is the one who in the end buys the project. If he can walk away from the deal there will be no cash-flow.

· “Take or Pay” Agreement- If offtaker changes his mind, then they still have to pay partially. 

· In this type of agreement, offtaker usu insists on a special clause incase project doesn’t meet plans & specs.  Lender’s RMD for this: Insp Certif
· “Take and Pay” Agreement- Offtaker will commit to buying the project, but only if there is a completed project
SUPPLIER ANALYSIS


Risk involved in who will supply the labor & raw materials

LENDER ANALYSIS
As counsel for Sponsor, what is the risk inherent in the Lender that is chosen?

· Is lender reputable? (BOA or West Falls Church Teacher’s Aide Credit Union?)
· Is lender flexible? (Will they allow faxed docs or insist that you overnight everything?)
· Does the lender communicate well? (or do you get voicemail every time you call?)
As counsel for Lender, what is the risk inherent in the Sponsor that is chosen?

· Does lender want to deal with this sponsor? Is it a Mickey Mouse fly-by-night operation?

· If applicable w/ this sponsor, has lender built FCPA compliance measures into its loan agreement? 

BORROWER  ANALYSIS

Want borrower to be “bankruptcy remote”


What are the events of default?


At what point can Lender accelerate payments?


As with Sponsor, Lender may insist that borrower have certain debt-equity ratio


Debt/service ratio should not be more than 1.3:1


E.
THE EFFECT OF CORRUPTION ON F.D.I.


1.
The FCPA

· FCPA regulates outbound FDI—it is a criminal offense for a US business official to give anything of value in order to procure a deal w/ a foreign govt. Can’t give to govt to govt official or an intermediary. Doesn’t ban pmts to private indivs. 


a.
Purpose: makes it illegal to bribe 


b.
Actors



1.
Issuers – people who deal in registered securities



2.
Domestic concerns



3.
Representatives of domestic concerns

c. Prohibited act

1.
Procedure



a.
mail or 

b. interstate commerce (foreign/transnational commerce)

2.
Substance – anything of value



a.
offering   or



b.
paying    or

c. authorizing the payment of

3.
Purpose of payment – corruptly obtain or retain business



4.
Payment to:




a.
foreign officials




b.
foreign pol party candidates




c.
middlemen who “know”


d.
Exceptions facilitating routine govt actions (“grease payments”)


e.
Defenses



1.
Payment is lawful under law of foreign country



2.
Payment is a reasonable and bona fide expense (travel)


f.
Generally



1. No longer have to get employer before the employee



2. Advisory opins are available from DOJ



3. No private right of action under FCPA



4. US is only country w/ comprehensive disclosure requirements for publicly-traded

     corps.

EXAM

All Essay

6 Q’s total

Half Issue spotting - large F/P w/ lots of facts – use IRAC

Half Policy/Thought Q – broader issues like who benefits from this law? Is the law good?

Take 1/3 time just to think. 

Write well – no bullets/outlines. We are being graded on writing skills as well. 

Know:

5-114(2)

AmBell & Harris 

Day p.49





Day p.5





Day p. 55





Shipper





Carrier





Consignee





Confirming Bank





Issuing Bank





Sony


Seller/Exporter


Shipper


Beneficiary


Drawer/Payee





Bank of Tokyo


Confirming Bank


Advisory Bank


Drawee





Onassis


Carrier


Actual Carrier





Circuit City


Buyer/Importer


Consignee


Account Party (A/P)


Applicant





Bank of America


Issuer


Issuing Bank





DOCUMENTARY DRAFT


	Date _______


Payable at  (ck one)


___ Sight


___ Deferred





Pay to the order of __(Sony)__   (makes it negotiable)





Amount: _____________





Refer L/C # __________________





Drawn on ___(BOT)______





Signed ________/S/__________





Fed Reserve


NYC





$$$$$$$$$





Chase Manhattan


    <$>





MERRYL





Goldmans





Liberal View: Only a diff of opin as to the qual of goods 





NC Goods, but immaterial – only a technical deficiency 





Fundamental breach as per CISG Art 25





Restrictive View: Fraud has been perpetuated by S or CB


Remedy: don’t do business w/ these people





Royal Bank of Canada


Confirming Bank for Seller





Banco Continental


Issuing Bank





Innocent Seller/Exporter & Beneficiary





Carrier





Buyer/Importer, A/P Peruvian Corp.





United City Merchants Bank    Benef-in-Fact b/c creditor of Seller/Exporter





Bank of Arabs – Malaysia


ISSUER OF SLC





Contractor








Govt of UAE 


Benef of SLC





BOA


ISSUER OF SLC





PARENT CORP


A/P w/ BOA





Govt of India – Beneficiary of SLC





FDI 


Join-Venture





Dai Ichi Kangyo (Japanese Bank)


Beneficiary of SLC


(Wants guar from Petron on the loan DIK makes Petron) 





Petron 


NEEDS LOAN TO IMPROVE PLANT





Citibank – ISSUER OF SLC	


Will charge Aramco much less interest than it would charge Petron b/c Aramco is a SMALLER CREDIT RISK





Aramco—Petron’s Parent Corp


A/P of Citibank





Hamilton – Sub wants to bid for K w/ Gen





SMC


GEN





PARIBAS CB – issues guarantee: CB must pay SMC on written demand; guar expires 2-28





Chicago Issuing Bank – Issues SLC payable on Paribas’ claim that they had to pay on guaranty. SLC expires 3-15.





Confiming Bank #1





Sony


Benef of LC # 1





Sells TVs to TVWC for $660





Issuing Bank 1 


Issuer of LC #1





TV Wholesale Corp


AP on LC #1 --- 


TVWC assigns benefit of LC2 to IB1 to back up the credit on LC 1.  The proceeds assigned cover only the amt of the credit from Bank 1





Issuing Bank #2


Issuer of  LC 2—LC2 backs LC1





Circuit City- 


AP on LC #2


Sells TV’s at $1000/ea





Development Bank of Singapore





Bank of America





Vietnamese


FTO





Apple Computer


Seller-Exporter





Vietnamese FTO





Apple Computer











Viet Nam FTO





Switch-Trading House





  Apple Computer








  Open Market for    Commodities











YEMEN











MOBIL





Ford / Circuit City


ORIGINATOR





Bank of Detroit / BOA


ORIGINATOR’S BANK





INTERMEDIARY


BANK





Bank of Pittsburgh / BOT -BENEFICIARY’S BANK





US Steel / Sony


BENEFICIARY





C A V / Sabbatino


(Sabbatino is Receiver of CAV’s US assets)





Farr Whitlock





Customs Broker





  CARRIER





 CUSTOMER





CUBAN GOVT





SPONSOR			





   S. P. V. 	





Contractors


Subs








LENDERS
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