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5.9 CHAPTER 1 INTERNATIONAL TRADE TERMS (&%

CHAPTER 1 INTERNATIONAL
TRADE TERMS

Learning Objectives:

In this chapter, you will learn:

e Role of trade terms and INCOTERMS 2010
e Six commonly used trade terms

e Other five trade terms

Trade terms are standardized terms used in
international trade contracts that describe the place
and manner for the transfer of goods from the seller
to the buyer. The most commonly used trade terms
are those published by International Chamber of
Commerce” (ICC), i.e. INCOTERMS. Discussion of
trade terms in this chapter focuses on the latest version of
INCOTERMS—INCOTERMS 2010.

This chapter first examines the role of trade terms
and introduces INCOTERMS 2010. And then it makes
in-depth analysis on the six commonly used trade terms,
namely, FOB, CFR, CIF, FCA, CPT and CIP. In the third
section, it briefly discusses other five trade terms—EXW,
FAS, DAP, DAT and DDP. Finally it discusses the issue
of shipment contract and the choice of trade terms.
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(@ The International Chamber of Commerce was founded in Paris in 1919 to serve world business by promoting trade and

investment, open markets for goods. and services, and the free flow of capital. It is the largest, most representative business

organization in the world. Its hundreds of thousands of member companies in over 130 countries and regions have interests

spanning every sector of private enterprise.
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§1 INCOTERMS 2010

1. The Role of Trade Terms

A trade term is a combination of letters or words,
which specifies certain obligations within international
trade contract, for example, FOB or Free On Board. A
trade term embraces three basic elements: 1) Transfer of
risks. A trade term specifies when the risks of loss of or
damage to goods are transferred from the seller to the
buyer; 2) Transfer of obligations. A trade term specifies
where and how the seller must make the goods available
to the buyer and how the buyer must take delivery of the
goods; 3) Division of costs. A trade term specifies how
the normal costs relating to the export and import of
goods should be divided between the seller and the
buyer.

2. INCOTERMS 2010

Trade terms have been developed in practice for
many years. However, parties to a contract are frequently
unaware of the different trading practices in their
respective This
misunderstandings, disputes and litigation with all the

countries. can give rise to
waste of time and money that this entails. In order to
remedy these problems, the International Chamber of
Commerce first published in 1936 a set of international
rules for the interpretation of trade terms. These rules
were known as INCOTERMS 1936. Amendments and
additions were later made in 1953, 1967, 1976, 1980,
1990, 2000 and 2010 in order to bring the rules in line
with current international trade practices. The latest
version INCOTERMS 2010 came into force on Jan. 1,
2011.

It must be borne in mind that whilst INCOTERMS
are widely used internationally, other standard rules on
trade terms do exist, such as the Warsaw-Oxford Rules

1932 (W.O. Rules, 193(2) which are rules for CIF
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contracts drafted at a conference of the International Law
Association in Warsaw and adopted in Oxford on 12
August 1932, and the Revised American Foreign Trade
Definitions which emerged in USA in 1919 and were
revised in 1941 and 1990 respectively. The ICC’s
INCOTERMS are the most complete of all such rules
and deserve careful study.

1) Scope of INCOTERMS

INCOTERMS deal with a number of identified
obligations imposed on the parties—such as the
seller’s obligation to place the goods at the disposal of
the buyer or hand them over for carriage or deliver
them at destination—and with the distribution of risk
between the parties in these cases. Further, they deal
with the obligations to clear the goods for export and
import, the packing of the goods, the buyer’s
obligation to take delivery as well as the obligation to
provide proof that the respective obligations have been
duly fulfilled. Although INCOTERMS are extremely
important for the implementation of the contract of
sale, a great number of problems which may occur in
such a contract are not dealt with at all, like transfer of
ownership and other property rights, breaches of
contract and the consequences following from such
breaches as well as exemptions from liability in certain
situations. These questions must be resolved by other
stipulations in the contract of sale and the applicable
law.

2) Status of INCOTERMS

INCOTERMS are well recognized throughout the
world, and their use in international sales is encouraged
by trade councils, courts, and international lawyers.
However, INCOTERMS have no status at law unless
there is specific legislation providing for them, or unless
they are confirmed by court decisions. Hence, parties
who adopt the INCOTERMS should make sure they
express their acceptance clearly. For example, FOB
Liverpool INCOTERMS 2010. The INCOTERMS will
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then become legally binding upon all parties. Finally,
parties should be wary about making additions to or
varying the meaning of any particular term. According to
the International Chamber of Commerce, all contracts
made under INCORMES 2000 remain valid even after
2011. In addition, although the ICC recommends using
INCOTERMS 2010 from January 2011 onward, parties
to a sales contract can agree to use any version of
INCOTERMS after 2011. It is important, however, to
clearly specify the chosen version of incoterms being
used(i.e. Incoterm 2010, Incoterms 2000, or any earlier
version).

3) Main features of the INCOTERMS 2010

(O Two new terms—DAT and DAP—have replaced
the terms DAF, DES, DEQ and DDU in INCOTERMS
2000

The number of terms has been reduced from 13 to
11. This has been achieved by substituting two terms that
may be used for any mode or modes of transport—DAT,
Delivered at Terminal, and DAP, Delivered at Place—for
the INCOTERMS 2000 terms DAF, DES, DEQ and
DDU.

Under both new terms, delivery occurs at a named
destination: in DAT, at the buyer’s disposal unloaded
from the arriving vehicle (as under the former DEQ
term); in DAP, likewise at the buyer’s disposal, but ready
for unloading (as under the former DAF, DES and DDU
terms). _

@) Classification of the 11 terms in INCOTERMS
2011

The 11 terms in INCOTERMS 2010 are presented
in two distinct classes. The first class includes the seven
terms that can be used for any mode or modes of
transport. EXW, FCA, CPT, CIP , DAT, DAP and DDP
belong to this class. The second class includes four
terms: FAS, FOB, CFR and CIF for sea or inland
waterway transport. Under these terms, the point of
delivery and the place to which the goods are carried to

4
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the buyer are both ports.

(@ Terms for domestic and international trade

INCOTERMs have traditionally been used in
international sale contracts where goods pass across
national boarders. In various areas of the world,
however, trade blocs, like the European Union, have
made border formalities between different countries less
significant. Consequently, the subtitle of the
INCOTERMS 2010 formally recognize that they are
available for application to both international and
domestic sale contracts. As a result, the INCOTERMS
2010 clearly state in a number of places that the
obligation to comply with export/import formalities
exists only where applicable.

BOX 1-1
INCOTERM 2010 vs. INCOTERMS 2000

INCOTERMS 2010 rules incorporate a number of
changes from INCOTERM 2000. Here are some key
items:

1. INCOTERMS 2000 has 13 rules whereas
Incoterms 2010 has 11 rules. For Incoterms 2010, four
of the “D” rules: DAF, DES, DEQ, and DDU are
dropped, and two new “D” rules are created: DAT
and DAP.

2. In INCOTERMS 2000, a number of rules, such
as FOB, established that the seller “delivers” the
goods when they “pass the ship’s rail.” In
INCOTERMS 2010, these rules require that the goods
be delivered “on board the vessel”.

3. INCOTERMS 2000 establishes four groups of
rules:

E: Departure, F: Main Carriage Unpaid, C: Main
Carriage Paid, and D: Arrival. INCOTERMS 2010,
however, establishes two classes: 1) rules applicable
for all modes of transport, and 2) rules applicable

only for sea and inland waterway transport.

5
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4. INCOTERMS 2010 gives electronic communi-
cations the same status as paper communication so
long as the parties agree.

5. INCOTERMS 2010 rules obligate both seller
and buyer to give assistance in securing security
clearances.

6. INCOTERMS 2010 now acknowledges the
existence of “string sales”, where goods in transit
may be sold multiple times before arrival, by giving

the seller the option to “procure goods shipped.”

§2 FOB, CFR and CIF

Among the eleven trade terms, FOB, CFR and CIF
are the most commonly used terms. All are used only for
sea or inland waterway transport. These three terms have
no difference in that risks of distribution and the way of
transferring the title to goods are completely the same.
The differences exist in the division of responsibilities
with respect to transportation and insurance and the

relevant expenses.

1. FOB——Free on Board (... named port of
shipment)

1) Implication of FOB

The term FOB means that the seller delivers the
goods on board the vessel nominated by the buyer at the
named port of shipment or procures the goods already
so delivered. The risk of loss of or damage to the goods

6
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passes when the goods are on board the vessel, and the
buyer bears all costs from that moment onwards.

The seller is also required to clear the goods for
export, where applicable. However, the seller has no
obligation to clear the goods for import, pay any import
duty or carry out any import customs formalities.

The reference to “procure” here caters for multiple
sales down a chain (‘string sales”), particularly common

in the commodity trades. In the sale of commodities, as’

opposed to the sale of manufactured goods, cargo is
frequently sold several times during transit “down a
string”. When this happens, a seller in the middle of the
string doesn’t have to ship the goods because these have
already been shipped by the first seller in the string. The
seller in the middle of the string therefore performs its
obligations towards its buyer not by shipping the goods,
but by “procuring” goods that have been shipped. For
clarification purposes, INCOTERMS 2010 rules include
the obligation to “procure goods shipped” as an
alternative to the obligation to ship goods in the relevant
Incoterms rules.

FOB may not be appropriate where goods are
handed over to the carrier before they are on board the
vessel, for example goods in containers, which are
typically delivered at a terminal. In such situations, the
FCA term should be used.

According to INCOTERMS 2000, goods are “on
board” a ship when they pass the ship’s rail. Under
INCOTERMS 2010, however, the mention of the ship’s
rail as the point of delivery has been omitted in
preference for the goods being delivered when they are
“on board” the vessel. This more closely reflects modern
commercial reality and avoids the rather dated image of
the risk swinging to and fro across an imaginary
perpendicular line.

The FOB term, as its name suggests, is a maritime
trade term and is used only for sea or inland waterway
transport.
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2) Variants of FOB

In practice, it frequently happens that the parties
themselves by adding words to an incoterm seek further
precision than the term could offer. For instance,
expressions frequently used in charterparties are
sometimes used in contracts of sale in order to clarify the
division of loading cost.

The INCOTERMS 2010 do not prohibit such
alteration, but there are dangers in so doing. In order to
avoid any unwelcome surprises, the parties would need
to make the intended effect of such alterations extremely
clear in their contract. Thus, for example, if the allocation
of costs in the INCOTERMS 2010 terms is altered in the
contract, the parties should also clearly state whether
they intend to vary the point at which the risk passes
from seller to buyer.

The variants of FOB are used to specify the division
of loading cost. The commonly used variants of FOB are:

@ FOB Liner Terms. Such cost of loading is
normally covered by the freight when the goods are
carried by regular shipping lines. Thus under this FOB
variation, the cost of loading is for the account of the
buyer who contracts for carriage and bears the freight.

@ FOB Under Tackle. This term only requires the
seller to bear the cost for sending and placing the goods
on the wharf within the reach of the ship’s tackle.
Loading cost incurred thereafter is borne by the buyer.

® FOB Stowed. The word “stow” means the act of
putting cargo tidily in the hold. This term requires the
seller to assume the loading cost of loading including
stowing cost.

@ FOB Trimmed. When we say trim a vessel, it
means we level the bulk cargo so that the vessel can sail
smoothly and safely. Under this term, the seller bears the
loading cost including trimming cost.

® FOB Stowed and Trimmed. This term requires
the seller to bear the loading cost including both stowing
and trimming cost.
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Figure 1-1  Distribution of Carriage, Risks and Costs under FOB
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3) FOB in the Revised American Foreign Trade
Definitions 1990

There are six kinds of FOB in the Revised American
Foreign Trade Definitions 1990. But only the fifth FOB,
i.e. FOB vessel (named port of shipment) is close to the
FOB in INCOTERMS 2010. FOB vessel differs from
FOB in INCOTERMS 2010 in that FOB vessel requires
the buyer rather than the seller to pay export taxes, or
other fees or charges levied because of exportation, to
obtain documents which may be required for the
purposes of exportation” and be responsible for any loss
or damage, or both after goods have been loaded on
board the vessel. So if the buyer is not prepared to carry
out export clearance when contract is made on FOB
vessel, it is strongly recommended that a clause like “The
seller must obtain at his own risk and expense any export
license or other official authorization and carry out
customs formalities necessary for the export of the
goods” be stipulated in the contract.
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(@D In the USA, FOB vessel is mainly used in quotation of the American manufacturers (seller) to the American exporters (the buyer)
in domestic trade. That’s why FOB vessel requires the buyer to bear export taxes and charges.
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2. CFR——Cost and Freight (... named port
of destination)

1) Implication of CFR

The term CFR means that the seller delivers the
goods on board the vessel or procures the goods
already so delivered. The risk of loss of or damage to
the goods passes when the goods are on board the
vessel. The seller must contract for and pay the costs
and freight necessary to bring the goods to the named
port of destination.The seller is also required to clear
the goods for export, where applicable. However, the
seller has no obligation to clear the goods for import,
pay any import duty or carry out any import customs
formalities.

The term CFR was formerly written as C&F. Many
importers and exporters worldwide still use the term
C&F.

CFR may not be appropriate where goods are
handed over to the carrier before they are on board the
vessel, for example goods in containers, which are
typically delivered at a terminal. In such circumstances,
the CPT rule should be used.

CFR is only used for sea or inland waterway
transport.

2) Shipping advice under CFR

Whatever terms are used, the seller is obliged to
send shipping advice” to the buyer to inform it or its
agent to make preparations for taking delivery of goods.
However, under CFR, this is particularly important. As
under CFR, the buyer must take risks for a period of
carriage during which the buyer has no means of
controlling or limiting those risks. The carrier used, the
costs incurred for carriage and the timing of the carriage
are all under the seller’s control. The shipping advice
sent plays an important role, which is to inform the buyer
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@ The shipping advice is a notice to the importer on summary of the shipment including messages like the name of the vessel, date

of shipment and estimated time of arrival, etc.
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