
Chapter 7 CONTRACTS, CONTRACTUAL ISSUES AMD FINANCIAL MECHANISMS 

7.1. Introductio n 

As a  par t o f an y conventiona l trad e agreemen t i t i s usuall y necessar y t o 
produce a  contract , outlinin g volume s o f products , price , delivery perio d an d 
so on. Normally suc h contract s ar e limite d t o one document, such a s a sale an d 
purchase contract. 

In th e cas e o f reciproca l trad e arrangement s th e numbe r o f contract s ca n 
vary tremendously , fro m one , up t o an y number , dependin g o n th e typ e o f dea l 
and th e numbe r o f partie s involve d i n th e tota l transaction . Th e potentia l 
problems an d tim e involve d i n negotiating an d drawin g up thes e contract s can be 
quite considerabl e an d ca n add t o th e cos t o f th e transactio n a s a  result. It 
is in the interes t o f all parties t o ensure tha t th e terms of the deal are laid 
down i n th e variou s contract s i n orde r t o facilitat e th e efficien t operatio n 
and completio n o f th e deal . Therefor e i t i s o f grea t importanc e t o produc e 
contracts tha t ar e clea r an d concise . Exper t advic e an d assistanc e fro m 
external sources may be required, (refer t o Chapter 9). 

7.2. Form s of Contract fo r Different Types of Deal 

The contrac t requirement s depen d largel y o n the nature of th e propose d deal . 
The wide rang e o f countertrade transaction s tha t exist (se e Chapter 3 ) create a 
need fo r varyin g form s o f contracts . I n thi s sectio n w e dea l wit h variou s 
basic models o f countertrade suc h a s barter, counterpurchase an d buy-back, each 
of whic h necessitate s ver y differen t contractua l forms . There ar e als o a  vast 
number o f othe r deal s tha t d o not fi t neatl y int o an y o f thes e categorie s bu t 
may includ e som e commo n elements . Thi s i s true , fo r example , of som e o f th e 
state trading agreements. In the following sub-sections we make som e generalisa-
tions (ther e are no rules) about forms of contract for barter and counterpurchase 
and simila r deals . A  separat e sectio n o n buy-bac k contract s i s provide d i n 
section 7.5. 

The form s o f contrac t fo r barte r rang e fro m fairl y broa d agreement s a t 
government leve l t o concisel y worde d document s outlinin g th e exac t term s o f a 
transaction. I n many case s ther e ma y b e a  broad agreemen t a t governmen t leve l 
which lay s open opportunities fo r partie s within each countr y t o trade with one 
another. Unde r suc h circumstances , the only documentation fo r th e trading part 
of th e barte r may consis t o f a  series o f telexes between th e trading partners, 
often usin g a n escrow account . A s a  result, no simpl e mode l o r forma t exist s 
for barter contracts . However, where ther e i s a formal contractual arrangement , 
it can often be contained i n a single contract. 

State Tradin g Arrangement s betwee n governments , parastata l organisation s 
and/or foreig n tradin g houses are als o based o n a single contractua l agreement , 
normally draw n u p b y th e developin g countr y government . An example o f suc h a n 
agreement ca n be found in Appendix 2. 
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Buy-back arrangement s an d counterpurchas e deal s ofte n requir e th e us e o f 
more tha n on e contrac t betwee n th e principa l parties , either becaus e ther e are 
more tha n tw o principals, or t o provide specification s fo r separate contractua l 
elements. 

7.3. Singl e and Multiple Contracts 

There ar e advantage s an d disadvantage s i n usin g eithe r singl e o r multipl e 
contracts, depending on the type of deal and the parties involved . Ther e i s no 
value i n complicating» proceedings b y using multiple contract s when a single one 
will do. 

Many foreig n partners , particularl y thos e inexperience d i n countertrade, or 
those wishin g t o assig n obligation s t o thir d parties , may insis t upo n a  more 
formalised approac h whic h wil l reduc e th e ris k o f failure , non-performance o r 
non-payment. I n suc h case s i t i s usual fo r tw o sal e an d purchas e contract s t o 
be conclude d b y th e principals . Thes e determin e th e condition s o f th e trad e 
flows. Normall y a  thir d countertrad e contrac t form s th e basi s o f a  linkag e 
between the two sale and purchase contracts. 

There ar e a  number o f reason s wh y foreig n partners may wish t o use multiple 
contracts. 

Export credi t guarante e facilitie s fro m organisation s suc h a s ECG D i n 
the UK may only be available i f contracts are separated. 
Failure t o fulfi l on e elemen t o f th e transactio n doe s no t necessaril y 
nullify the original export contract. 
Alterations in contractual terms can be more easily incorporated . 

Multiple contracts may consist of:-

i) a  sale and purchase contract fo r the imported good s 
ii) a  linkage or framework contrac t 
iii) sale and purchase contract/s fo r the exported goods. 

i) Sale and Purchase Contract fo r the Imported Goods 
This contrac t contain s th e detail s o f th e specifi c performanc e o f th e 
foreign supplier , includin g th e natur e an d valu e o f good s and/o r services , 
delivery, etc. and the corresponding paymen t term s by th e recipient, usually 
quoted in foreign exchange. 

ii)Linkage Contract 
This contrac t i s betwee n th e tw o signatorie s t o th e sale s contrac t an d 
concerns balancing, in whole or i n part, the trade flows. 

The documen t ma y b e ver y specifi c i n it s term s an d commitment s o r i t may 
take th e for m o f a  non-bindin g "lette r o f intent" , where th e firs t part y 
offers it s "bes t efforts " t o purchas e good s o n a  countertrad e basis . 
Generally th e specifi c approac h i s adopted , a s thi s provide s a  more rigi d 
framework whic h determine s th e actua l percentag e o f th e origina l sale s 
contract tha t should be reciprocal. 
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iii)Other Sale and Purchase Contracts fo r the Exported Good s 
These ar e th e on e o r more sal e an d purchas e contract s whic h ar e concerne d 
with th e discharge of the counterpurchase obligation . 

7.4. Th e Content of Contracts 

This sub-sectio n deal s wit h majo r contractua l issues , som e o f whic h ar e 
common t o al l form s o f countertrade , whil e other s ar e specifi c t o particula r 
types. Emphasi s i s place d o n thos e part s o f contract s whic h dea l wit h th e 
reciprocal trad e aspects ; i n othe r words , in th e cas e o f counterpurchase, with 
the linkag e contrac t rathe r tha n th e sal e an d purchase contracts . Fo r the sake 
of clarit y w e hav e describe d man y o f th e issue s i n terms o f a  counterpurchas e 
transaction, bu t man y o f thes e issue s ar e equall y applicabl e t o barter-styl e 
and variou s othe r form s o f countertrade . Point s (i ) - (xiii ) below describ e 
many o f th e elements t o be include d i n a countertrade contrac t but th e lis t i s 
by no means exhaustiv e an d simpl y provide s a  set of indicators . Som e example s 
of contracts are provided i n Appendix 2 . 

(i) Commitmen t t o countertrade by tw o principals. 
(ii) Assignmen t t o third parties. 
(iii) Proportio n of countertrade. 
(iv) Product s available fo r countertrade. 
(v) Verificatio n of allowable exports. 
(vi) Produc t specifications . 
(vii) Pric e of countertrade products. 
(viii) Resal e of countertraded exports. 
(ix) Paymen t term s and conditions. 
(x) Timing . 
(xi) Monitorin g trade flows. 
(xii) Penalties . 
(xiii) Arbitratio n and force majeure. 

N.B. Th e term s "import " an d "export " ar e use d fro m th e perspectiv e o f th e 
developing country. 

(i) Commitmen t t o Countertrade 

Once countertrad e ha s bee n accepte d i n principl e b y bot h partie s an d ha s 
approval t o proceed , th e countertrad e contrac t shoul d contain , i n it s earl y 
stages, a  clea r commitmen t b y th e foreig n partne r t o purchas e th e product s 
specified i n the contract. 

(ii) Assignmen t t o Third Parties 

Under certai n circumstances , fo r example , i f th e foreig n partne r i s eithe r 
unable t o absorb th e good s in-hous e o r doe s not have th e relevant expertis e t o 
sell them , an d wit h th e agreemen t o f th e tw o principa l parties , i t i s commo n 
practice t o assig n th e counterpurchas e responsibilit y t o a  thir d party , 
normally a  trading house. 
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If al l o r par t o f th e countertrad e product s ar e t o be handle d b y a  thir d 
party, there shoul d b e a clause within the contract t o this effect. If , on the 
other hand, no third party involvemen t i s allowed, this should be stipulated . 

If assignmen t i s agreed , ther e shoul d als o b e som e indicatio n o f th e 
obligations of the foreign partner with respect t o fulfilment of the counter-
purchase. Fo r example , i t may b e tha t al l obligations ar e transferre d t o th e 
assignee; conversely , the y ma y remai n th e tota l responsibilit y o f th e foreig n 
partner. Sometime s bot h partie s ar e oblige d t o shar e responsibilit y fo r 
fulfilment o f countertrad e obligations . Th e contrac t shoul d mak e i t clea r 
whether th e developing countr y partne r ha s recourse t o the foreign partner, the 
assignee, or both. 

It i s importan t tha t th e counterpurchas e contrac t shoul d includ e a  claus e 
committing th e assigne e t o b e boun d b y it s provision s wit h regar d t o th e 
assigned portio n o f th e counterpurchases . Failur e t o obtain suc h a commitment 
could lea d t o non-fulfilmen t o f th e contract , o r t o th e sal e o f countertrad e 
products to markets specificall y excluded i n the contract. 

(iii) Proportio n of Countertrade 

The countertrad e contrac t mus t contai n som e definitio n o f th e value o f th e 
countertrade commitment . There ar e tw o ways i n which thi s may be achieved. The 
first i s t o specify th e actua l countertrad e valu e i n monetary terms . Thi s may 
be les s than , equivalent to , or more tha n th e value o f the original purchases. 
The alternativ e i s t o specif y th e leve l o f counterpurchase s a s a percentage of 
the valu e o f th e good s sol d throug h th e origina l sale s contract . Th e latte r 
may be used when the final price of the imported goods has not been settled. 

In either case , the form of payment shoul d als o be stipulated . If the values 
specified ar e i n loca l currencies , agreemen t o n a n exchang e rat e shoul d b e 
written into the contract. 

When th e countertrad e obligatio n i s expresse d a s a  percentag e o f th e 
original purchas e value , ther e shoul d b e n o ambiguit y regardin g th e origina l 
price of the imported product/s. 

(iv) Product s Available fo r Countertrade 

Á countertrad e contrac t shoul d indicat e th e product s availabl e fo r expor t 
from th e developin g country . Thi s ma y b e expresse d i n th e for m o f particula r 
product/s (wit h quantitie s and/o r value s specified ) or a s a  range o f product s 
from whic h a  particula r selectio n ma y b e made . A s a  variant o n th e latter , 
ceiling values may be attached t o each of the products liste d (thi s approach i s 
adopted i n the STA presented i n Appendix 2). 

An alternativ e metho d i s t o specif y th e sourc e o f th e products , a s i n th e 
following cases: 
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any product s produce d b y th e importin g agenc y (whethe r privat e sector , 
parastatal or otherwise) 
any products produced b y the importin g agency or its subsidiaries 
any product s tha t com e withi n th e auspice s o f a  specifi c ministr y 
(ministries) or other authority (authorities ) 
products fro m mixed source s as specified, e.g. percentag e fro m importe r 
and percentage fro m other specifi c sources. 

A furthe r alternativ e approac h i s to specify product s which ar e not allowed . 
For example , i t may b e possibl e t o export al l product s excep t thos e quoted o n 
commodity exchanges. 

It i s ofte n wis e t o includ e a  disclaimer suc h as : "subject t o the approva l 
of th e competen t exporte r an d relevan t ministry" . This the n put s th e onu s o f 
product procuremen t o n to the foreig n partne r o r assignee an d reduces arguments 
regarding non-delivery of products between the principal parties. 

The foreig n partne r ma y insis t upo n a  greate r commitmen t b y it s developin g 
country partne r t o procur e product s fo r countertrade , particularl y whe n ther e 
are likel y t o b e produc t shortages . Unde r suc h circumstances , th e contrac t 
should specif y th e degre e o f involvemen t o f th e developin g countr y party. Th e 
level o f suc h a  commitmen t wil l probabl y fal l betwee n th e followin g tw o 
extremes : 

the developing countr y partne r guaranteein g tha t th e products specifie d wil l 
be available a t the time of performanc e 
the developin g countr y partne r offerin g assistanc e o n a  best effort s basi s 
to help with produc t procurement . 

Depending o n th e regulation s withi n eac h country , specifi c authorisatio n 
from relevan t governmen t bodie s ma y b e require d fo r specifi c product s t o b e 
used i n countertrade . I n suc h case s a  claus e describin g thes e condition s 
and/or restrictions , an d whic h part y shal l b e responsibl e fo r seekin g 
authorisation, should b e included i n the countertrade contract. 

(v) Verificatio n of Allowable Exports 

It shoul d b e made clea r whic h product s exporte d b y th e foreig n partne r ar e 
regarded a s contributing t o his countertrad e obligations . Thi s i s particularl y 
true o f partner s tha t hav e traditionall y trade d wit h th e developing countr y i n 
question. A s a  mean s o f verifyin g thei r countertrad e obligations , mos t 
partners wil l insis t tha t eac h purchas e contrac t entere d int o withi n th e 
framework o f th e countertrad e contrac t i s recognised . Consequently , the y ma y 
insist tha t th e countertrad e contrac t stipulate s tha t eac h purchas e contrac t 
must explicitl y refe r t o the countertrade contract . I n this way, purchases can 
be easily monitored and accounted agains t th e countertrade obligation . 

(vi) Produc t Specificatio n 

It i s i n th e interes t o f al l partie s tha t th e product s trade d ar e o f th e 
specifications lai d dow n i n th e purchas e an d sale s contract s i n term s o f 
quality an d quantity . I t i s ofte n advisabl e t o includ e a  claus e i n th e 
countertrade contrac t reinforcin g thi s issu e b y statin g tha t th e product s mus t 
conform t o th e standard s specifie d i n th e individua l purchas e an d sal e 
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contracts. Thi s ca n b e particularl y advantageou s fo r th e foreig n partne r wh o 
assigns his obligation to a third party. 

(vii) Th e Price of the Products 

It i s usual fo r prices i n countertrade contract s t o be expressed i n terms of 
prices prevailin g at th e tim e th e contrac t i s activated rathe r tha n in absolute 
terms. Fo r example , th e pric e o f ra w material s o r commoditie s ma y b e fixe d 
according t o the price at the tim e o f shipment o n a specified commodit y market, 
or referenc e ma y b e mad e t o price s fo r simila r product s i n th e expor t marke t 
destination. 

Where onl y th e tw o principal s ar e involved , i.e . n o thir d part y assignee s 
are t o be employed , th e price s may b e stipulate d i n the countertrade contract . 
Where a  third part y assignee i s concerned i t i s unlikely tha t the assignee will 
agree t o such terms , and will insis t o n some involvemen t i n price negotiations. 

The partie s shoul d agre e i n th e countertrad e contrac t o n th e currenc y i n 
which th e countertraded product s should b e quoted and paid. 

In cases where th e prices of countertrade product s ar e volatile or , perhaps, 
where th e dea l i s operativ e ove r a  lon g period , a n agreemen t t o employ pric e 
arbitration may be included i n the contract. 

Price-cutting i n order t o make countertrad e product s more attractiv e ca n be 
dangerous. No t onl y doe s thi s practic e mak e th e product s importe d throug h 
countertrade appea r expensive , bu t ther e hav e bee n accusation s o f dumpin g i n 
some cases , where products which wer e traditionall y difficul t t o sell have been 
exported vi a countertrad e a t a  discount , causin g disruptio n i n th e targe t 
markets. 

(viii) Resal e of Countertraded Export s 

If th e developin g countr y wishe s t o prohibi t th e resal e o f it s export s t o 
third countries , thi s mus t b e explicitl y state d i n th e contract . I n othe r 
cases, resal e ma y b e permitte d i n certai n circumstance s whic h shoul d b e 
specified, or , alternatively , an y particula r restriction s o n resal e ma y b e 
included. 

(ix) Paymen t Terms and Conditions 

The types of payment term s and conditions which may be appropriate include: -

how and against what documents paymen t will be effected, 
whether letter s of credit o r other documentatio n will have t o be arranged by 
the buyers, 

- whic h partie s wil l b e responsibl e fo r th e cost s involve d i n th e paymen t 
arrangements, 
agreement on an escrow or trust accoun t arrangement . 
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(x) Timin g 

Establishment o f a time fram e within which th e foreig n partner shoul d fulfi l 
his obligation s wil l b e base d upo n factor s suc h a s th e siz e o f th e deal ; th e 
time require d t o procure th e product(s); the tim e required t o obtain government 
approval and documentation; and th e time required fo r arranging financing . 

The star t dat e fo r fulfilmen t o f th e countertrad e may b e stipulate d i n th e 
contract. I n th e cas e o f larg e deal s i t ma y b e appropriat e t o execut e 
obligations i n stages . Fo r example , a  specific percentag e o f th e tota l value 
of th e countertrad e dea l may be complete d ove r a  twelve month period , with th e 
remainder t o be conclude d i n stage s within a  specified period . I n such cases, 
"completion" ma y hav e t o b e define d specificall y withi n th e countertrad e 
contract. I t coul d mea n tha t good s t o th e valu e o f th e countertrad e elemen t 
have bee n ordere d o r eve n procured , o r i t coul d mea n tha t the y hav e bee n 
procured an d pai d for . Partner s ma y b e unwillin g t o accep t a  claus e o f 
fulfilment tha t stipulate s tha t paymen t ha s t o be made within a specified tim e 
period, a s factor s outsid e thei r contro l coul d caus e delay s i n the procuremen t 
processes. 

(xi) Monitorin g Trade Flows 

Methods o f monitorin g trad e flow s withi n countertrad e deal s ca n var y 
tremendously, fro m simpl e boo k entrie s t o mor e formalise d approaches . A n 
evidence accoun t (a s describe d i n sectio n 7.6.4 ) i s a  simpl e techniqu e fo r 
recording eac h side's performance under th e terms of the contract. 

Another possibl e method i s to establish a  committee made up of equal numbers 
of representative s fro m each side , whose rol e i s t o supervise th e execution of 
the contract and alterations, if any, t o the contract terms. 

(xii) Penaltie s 

Penalty clause s ar e quit e a  commo n featur e o f counterpurchas e contract s 
(except i n thos e case s where th e countertrad e obligatio n i s described i n terms 
of a "best efforts" basis). 

Penalties shoul d b e set out i n the contrac t an d are usually expressed i n the 
form o f a  percentage, fo r example , 2 5 per cent , of the unfulfilled par t o f the 
counterpurchase commitment . Rate s o f penalt y ma y vary fro m a  fe w per cen t t o 
100 per cent or more. 

Should non-complianc e o f th e contractua l term s b e a  result o f a  failur e by 
the penalty-imposin g part y t o fulfi l it s obligations , the n i t has no basis fo r 
a clai m unde r norma l contrac t la w procedures . Eventualitie s tha t ma y releas e 
the foreig n partne r fro m hi s commitment s include , fo r example , failur e by th e 
developing countr y agent to procure products as agreed in the contract. 

In some cases , a bank, guarantee i s requested b y th e developing countr y party 
to assur e th e paymen t o f a  penalty . I n thi s cas e th e countertrad e contrac t 
should specif y th e amoun t an d typ e o f th e ban k guarante e an d th e ban k fro m 
which i t should be obtained. 
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In mos t cases , paymen t o f a  penalt y woul d b e regarde d a s releasin g th e 
foreign partne r fro m his contractua l obligation s an d most countertrad e partner s 
are likel y t o insis t tha t th e contrac t specifie s this . However, this might no t 
be the intention of the developing country . 

(xiii) Arbitratio n and Force Majeure 

In th e even t o f a  dispute betwee n th e principa l partie s ove r an y aspec t o f 
contract fulfilment , i t may b e necessar y t o resort t o arbitration. Thi s i s a 
common practic e i n internationa l trad e i n case s wher e a  disput e canno t 
reasonably be settled by the contract signatories. 

The arbitratio n boar d ma y b e mad e u p o f a  committee e approve d b y bot h 
parties, althoug h reachin g agreemen t o n committe e compositio n an d o n whic h 
national law s to use may cause problems . The alternativ e i s to use a recognised 
arbitrator suc h a s th e Internationa l Chambe r o f Commerc e or , i f on e o f th e 
parties i s a  government department , th e Internationa l Boar d o f Arbitration . A 
standard claus e to this effect shoul d b e included i n the contract. 

e.g. "Al l controversie s arisin g fro m th e presen t contrac t shal l b e 
irrevocably settle d i n accordanc e wit h th e regulation s o f th e Boar d o f 
Conciliation an d Arbitration o f the Internationa l Chambe r o f Commerce b y one 
or more arbitrators nominated i n accordance with th e said regulations." 

Whichever for m o f arbitratio n i s agreed , i t ma y b e necessar y t o stipulat e 
the plac e o f arbitration , th e compositio n o f th e committe e and/o r numbe r o f 
arbitrators, and the commercial law s that are to be applied b y the committee. 

As i n al l internationa l trade , th e us e o f a  claus e o f forc e majeur e i s 
likely t o b e insiste d upo n b y th e foreig n partne r t o provid e som e protectio n 
against a  range o f potentia l difficulties . The actua l wordin g o f such a  clause 
will depen d upo n th e law s o f th e partne r countrie s an d shoul d b e negotiate d 
prior t o signing the contract. 

7.5. Buy-bac k Contracts 

The buy-back for m of countertrade a s defined i n Chapter 3  is a special case. 
In man y respect s th e procedure s fo r a  counterpurchas e transactio n ar e als o 
relevant t o buy-back . However , ther e ar e othe r complications , most o f whic h 
relate t o financin g suc h deals . Thi s ca n involv e a  number o f partie s suc h a s 
commercial banks , expor t credi t guarante e agencies , th e Worl d Ban k an d othe r 
suppliers of loan funds. 

There are usually tw o principal trade contracts and one financing contract. 

(i) Th e Suppl y Contrac t -  coverin g suppl y o f equipment , know-ho w an d 
licences where necessary, 

(ii) Credit Agreemen t -  definin g financin g arrangement s betwee n importer' s 
bank and supply consortia's bank. 

(iii)The Buy-back Contract. 
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(i) Th e Supply Contract 

The initia l suppl y contrac t consist s o f details regardin g technica l aspect s 
of th e plan t an d processing machinery t o be supplied , as well as outlining some 
of th e commercial an d financia l aspect s o f th e suppl y transaction . Signatorie s 
to this contract include : 

supplier of the plant 
other suppliers of equipment fo r the plant 
the licensor, if different fro m above 
the importer of the plant and equipment 
the importer of the licence, if different. 

In general , th e condition s applyin g t o a  suppl y contrac t withi n a  buy-back 
deal are the same as those applying to a normal trade transaction . 

(ii) Credi t Agreemen t 

The credi t agreemen t wil l usuall y b e o f a  conventional type . O n occasions, 
aid fund s ma y b e involved . I n practice , th e Worl d Ban k an d othe r simila r 
organisations ma y b e more reluctan t t o assis t i n financin g countertrad e linke d 
projects. However , i t ma y b e emphasise d b y th e recipien t countr y tha t th e 
project wil l no t onl y lea d t o industria l developmen t bu t i s als o backe d b y a 
guaranteed expor t market. 

(iii) Th e Buy-bac k Contract 

The buy-bac k contrac t i s signe d b y th e buyer o f th e resultan t product s an d 
the organisation o r agent exporting thos e products . Thes e organisation s may or 
may not be th e original vendor an d recipient o f th e plan t and other inputs , but 
assignees acting on their behalf. 

The ke y issue s tha t an y purchase r o f buy-bac k product s i s likel y t o rais e 
during negotiations and late r stipulate within th e contract ar e set out below. 

- Th e qualit y o f th e resultan t produc t an d verificatio n tha t th e plan t 
supplier's specification s and recommendations have been complied with. 

- Th e restrictions, if any, on the final destination of the buy-back products. 

- Arrangement s fo r decidin g price s an d quantitie s exporte d ( a partne r ma y 
agree t o purchase product s up t o a fixed value fo r th e year, or a percentage 
of the total supply contract cost) . 

- Agreemen t o n who pays shipping costs. 

- Penaltie s t o be impose d b y th e buye r i f there ar e delays i n the delivery of 
buy-back products. 

- Othe r issue s concernin g qualit y contro l mechanism s fo r th e buy-bac k 
products, clause s governin g arbitration , forc e majeur e an d th e commercia l 
laws to be used i n the contracts. 
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Within th e buy-bac k contrac t th e followin g detail s mus t b e clearl y 
stipulated : 

- valu e of buy-back to be sold 
period over which transactio n should be completed 
definition of where products can be marketed 

- mechanis m fo r pricin g product s an d circumstance s unde r whic h thes e ma y 
change 
penalties fo r poo r qualit y products , delay s o r non-fulfilmen t o f th e 
obligation t o supply. 

7.6. Financia l Aspects of Countertrade 

In som e instances , th e financia l aspect s o f countertrad e deal s ar e n o 
different fro m orthodo x export/impor t transactions . However , i n many cases , 
due, fo r example , t o th e reciproca l natur e o f th e trade , foreig n exchang e 
shortages, th e reluctanc e o f financia l institution s t o offe r credi t an d 
insurance cover , or for other reasons, special arrangements are required. 

Most financia l arrangement s hav e t o b e "tailor-made " fo r particula r deals . 
When dealin g wit h th e mor e complicate d transactions , i t i s o f particula r 
importance tha t specialist expert advic e should be sought. 

It i s impossibl e t o giv e guideline s tha t shoul d b e followe d i n al l 
circumstances bu t th e followin g sub-section s outlin e th e mos t importan t 
financial mechanisms which are available fo r countertrade deals. 

7.6.1. Ban k Guarantee 

Bank guarantee s ma y b e use d a s a n assuranc e t o countertrad e partner s tha t 
payment wil l b e forthcoming . Fo r example , a  developin g countr y exporte r ma y 
obtain a  lette r o f guarante e fro m hi s ban k i n favou r o f a  supplie r company . 
The lette r o f guarantee ensure s tha t th e supplier will be pai d i n cash fo r any 
outstanding imbalanc e a t th e end o f th e contractua l tim e period . I n this way, 
the supplie r i s pai d i n cas h i f the ful l value o f th e transactio n has not been 
supplied i n good s fro m th e developin g country . Initially , th e lette r o f 
guarantee would b e fo r th e ful l value o f th e importe d good s but i t decreases as 
exports ar e shippe d an d documentar y evidenc e o f despatc h i s receive d b y th e 
bank. Thi s techniqu e ca n onl y b e use d whe n foreig n exchang e i s availabl e t o 
back the letter of guarantee. 

7.6.2. Escro w Account 

Escrow account s ar e used fo r th e fund s flo w management o f many countertrad e 
deals an d the y offe r specifi c guarantee s t o th e partie s t o th e escro w 
agreement. I n orde r t o provid e th e maximu m securit y an d protectio n agains t 
diversion o f fund s o r other problem s i t i s usual fo r th e accoun t t o be held i n 
a commercia l ban k i n a  har d currenc y country . Th e rol e o f th e ban k i s t o 
administer th e accoun t an d t o ensur e tha t i t contain s adequat e fund s t o cover 
the trad e transaction s a s the y occur . I t must be remembered tha t monies i n an 
escrow account canno t be pai d out fo r purposes othe r tha n thos e provided fo r in 
the escrow agreement. 
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There ar e n o har d an d fas t rules , or even a  comprehensive base , from which 
to star t negotiation s o n establishing escrows . Eac h dea l usin g thes e account s 
is different, therefore eac h require s t o be discusse d an d formulate d accordin g 
to the terms and nature of the countertrade deal. 

When considerin g th e us e o f escrow s fo r countertrad e ther e ar e generall y 
three main considerations. 

i) Th e Need fo r the Escrow 

Are alternative financia l mechanisms available ? 
Is it feasible t o hold currenc y i n off-shore accounts ? 
Who will manage th e account? 

ii) Wh o Will be Party to the Agreement? 

Parties t o th e agreemen t wil l includ e th e commercia l ban k holdin g th e 
account, th e supplie r compan y an d th e importe r i n th e developin g 
country. 

Others involve d i n the negotiations of the agreement may include: 
The Centra l Bank , particularl y i f exchange contro l regulation s ar e i n 
force limitin g or prohibiting th e holding of export revenues off-shore. 
The developing countr y exporter, if different fro m the importer . 
Any intermediar y o r third party traders. 

In practice, th e smalle r th e numbe r o f partie s involved , the more likel y i s 
a successful outcome t o negotiations. 

iii) Negotiation s and Agreement Terms 

An escro w accoun t i s usuall y i n th e nam e o f th e developin g countr y bank . 
The agreemen t shoul d cove r th e rights an d obligations o f th e various parties to 
the deal . Th e wordin g o f suc h agreement s i s subjec t t o negotiatio n an d th e 
facts relevan t t o each case . Initia l negotation s may b e followe d b y discussion 
of draf t o r workin g paper s whic h wil l late r for m th e framewor k o f th e escro w 
agreement. Th e major issue s covered normall y include : 

Description of transaction. 
Description and mechanics of the financial flows. 
Mechanism fo r initia l funding , i.e . fro m foreig n exchang e reserve s o r 
from revenue raised throug h exports. 
Percentage o f th e tota l transactio n valu e tha t wil l b e initiall y pai d 
into th e account, which wil l depend o n th e siz e of th e deal, the manner 
in which import s ar e delivere d (i.e . in stages or all at once) and the 
type of products tha t are to be exported. 
The amoun t o f freedo m th e developin g countr y ha s i n controllin g th e 
account, an d th e mechanism fo r alterin g agreemen t term s shoul d thi s b e 
deemed necessary . 
Agreement o n timin g an d mechanis m fo r eithe r payin g int o th e account , 
or havin g fund s release d fro m th e accoun t an d th e documentatio n 
required fo r drawing from the account. 
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Whether or not part-drawings are allowed. 
The rol e o f th e commercia l bank , whic h ma y var y fro m simpl e accoun t 
management t o coverin g imbalance s i f th e accoun t fall s int o short-ter m 
deficit. 
Disposal of any residual balance. 
How and to whom interest i n the account shoul d b e made payable. 
Time limi t for execution of transaction. 
Laws governing the agreement an d procedures fo r communication. 
Clauses covering arbitration, force majeure, etc. 
The provision s require d b y th e bank i n order t o remove th e bank's ris k 
if one party fails t o fulfil it s payment obligations t o the account. 

In practice , escro w contract s ca n tak e considerabl e tim e t o negotiat e an d 
may produce very length y documents as a result. 

An exampl e o f th e operatio n o f a n escrow accoun t i n a barter styl e dea l i s 
given in section 3.4. 

7.6.3. Trus t Account 

The mechanis m o f th e trus t accoun t i s simila r t o tha t o f th e escrow . Th e 
principal differenc e i s tha t th e trus t accoun t i s defined accordin g t o British 
law, under th e Trust Act , and therefore a  full agreement, as i n the case of an 
escrow agreement , nee d no t b e draw n u p fo r eac h ne w transaction . An y ban k 
acting throug h it s Britis h subsidiary , o r an y countr y wit h a  syste m base d o n 
British law , can use this technique. 

According to the Trust Act: 

The trus t dee d canno t b e cancelle d withou t th e prio r approva l o f th e 
beneficiary (foreig n partner) . 
The funds in the account are protected against arrest . 
The fund s ca n generat e interes t i n favou r o f th e settlo r (developin g 
country). 

The trus t deed is signed with th e settlor and defines: 

Receipt an d payment of funds out of the trust account. 
The rate and payment of interest. 
Termination of the agreement. 

From th e above , th e beneficiar y i s assure d tha t fund s ar e availabl e 
exclusively fo r himself. 

The escro w account , o n th e othe r hand , i s no t rule d b y a  specifi c law , 
therefore th e contractua l document s relatin g t o i t nee d t o b e exhaustiv e an d 
include a  formal pledging of th e fund s i n favour o f th e beneficiary i n order to 
protect the m against arrest. 
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7.6.4. Evidenc e Account 

An evidenc e accoun t i s a  mechanis m enablin g eac h sid e i n a  countertrad e 
transaction t o recor d produc t movement s an d payments . The accoun t i s normall y 
held i n a Central Bank or other bank as agreed by the partners. 

Evidence account s ar e not clearin g mechanisms where sale s i n both direction s 
offset on e another . Eac h purchas e transactio n ha s t o b e accompanie d b y 
payment. Th e functio n o f th e accoun t i s t o allo w centra l co-ordinatio n o f 
payments an d t o ac t a s a  mean s o f monitorin g th e trad e flows . Evidenc e 
accounts ar e no t require d t o balance i n th e shor t term , although limit s may be 
set o n th e leve l o f imbalances . I n th e longe r term , toward s th e en d o f th e 
transaction period , ther e may b e a  requiremen t fo r th e accoun t t o balance, or 
provision for settling imbalances i n foreign exchange may be made. 

The us e o f evidenc e account s i s normall y agree d betwee n partie s wit h wel l 
established trad e link s an d a  desir e t o maintain o r increas e mutua l trad e i n 
the long-term . Th e evidenc e accoun t reduce s th e administrativ e problems , 
through centra l co-ordination , o f payment s t o an d fro m man y importer s an d 
exporters. 

7.6.5. Interban k Agreement 

Within th e framewor k o f man y countertrad e transactions , each tradin g part y 
will normall y b e represente d b y a  bank . I n th e cas e o f man y developin g 
countries thi s coul d b e th e Centra l Bank . Th e rol e o f th e bank s i s t o 
co-ordinate payment s agains t documentar y evidenc e o f actua l produc t flows . 
Depending o n th e for m o f countertrad e an d th e principa l partie s involved , th e 
banks may liais e t o produce an Interbank Agreement. 

These agreement s describ e th e provision s fo r th e releas e o f funds , the time 
frame fo r paymen t an d identif y th e document s agains t whic h paymen t wil l b e 
made. Suc h agreement s accompan y long-ter m trad e agreements , often establishe d 
at governmen t level , suc h a s Stat e Tradin g Agreements , an example o f which i s 
given in Appendix 2. 
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