INCOTERMS in International Trade

Introduction

Good day, students! Today, we are going to discuss one of the fundamental concepts in
international trade: INCOTERMS (International Commercial Terms). Understanding
INCOTERMS is crucial for anyone involved in international business, as they define the
responsibilities of both buyers and sellers in the delivery of goods. These terms are designed to
standardize and clarify the various responsibilities, including transportation, insurance, tariffs,
and the transfer of risk between parties involved in an international transaction.

Let’s dive into the details of what INCOTERMS are, why they matter, and the specific terms that
are commonly used in international trade.

1. What Are INCOTERMS?

INCOTERMS are a series of predefined commercial terms published by the International
Chamber of Commerce (ICC). They are designed to provide clear rules for international
shipping and freight transactions. These terms outline the tasks, costs, and risks associated with
the transportation and delivery of goods from the seller to the buyer.

The first set of INCOTERMS was published in 1936 by the ICC, and since then, they have been
updated periodically. The most recent version is INCOTERMS 2020, which became effective
on January 1, 2020.

2. Why Are INCOTERMS Important?

In international trade, the roles of the buyer and the seller can be complex, particularly when it
comes to transportation and delivery. INCOTERMS help to:

o Clarify responsibilities: Who is responsible for arranging and paying for transportation?
Who pays for insurance? Who bears the risk of loss or damage at different stages?

e Standardize terms: They create a uniform language that can be used across borders,
helping businesses avoid confusion and legal disputes.

e Minimize risks: They provide a clear framework to allocate risks and obligations,
helping both parties understand their responsibilities in case of delays, damages, or issues
during transit.

« Facilitate smoother transactions: With predefined rules, negotiations can be faster and
more efficient, as both parties understand what is expected.



3. Categories of INCOTERMS
INCOTERMS are divided into two broad categories based on the mode of transportation:

1. Terms for any mode of transport: These terms apply to any type of transportation,
whether by land, sea, air, or rail.

2. Terms for sea and inland waterway transport: These terms specifically apply to goods
transported by sea or inland waterways.

A. Terms for Any Mode of Transport

1. EXW (Ex Works)

o Seller’s Responsibility: The seller makes the goods available for pickup at their
premises (or another agreed location). The buyer bears the cost and risk of
transport from there.

o Buyer’s Responsibility: The buyer handles all costs for transport, insurance, and
customs duties. Risk transfers once the goods are made available.

2. FCA (Free Carrier)

o Seller’s Responsibility: The seller is responsible for delivering the goods to a
carrier (or another person) nominated by the buyer at a designated place.

o Buyer’s Responsibility: The buyer assumes the risk and costs from that point
onward.

3. CPT (Carriage Paid To)

o Seller’s Responsibility: The seller pays for the transportation of goods to the
designated destination.

o Buyer’s Responsibility: Risk transfers to the buyer once the goods are handed
over to the carrier, but the seller bears the cost of transport.

4. CIP (Carriage and Insurance Paid To)

o Seller’s Responsibility: The seller pays for both transport and insurance to the
agreed destination.

o Buyer’s Responsibility: Risk transfers to the buyer once the goods are handed to
the carrier.

5. DAP (Delivered at Place)

o Seller’s Responsibility: The seller delivers the goods ready for unloading at the
specified destination.

o Buyer’s Responsibility: The buyer is responsible for import customs clearance
and payment of duties and taxes.

6. DPU (Delivered at Place Unloaded)

o Seller’s Responsibility: The seller delivers the goods unloaded at the agreed
destination.

o Buyer’s Responsibility: The buyer assumes responsibility after the goods are
unloaded.

7. DDP (Delivered Duty Paid)



o Seller’s Responsibility: The seller bears all costs, risks, and responsibilities,
including import duties and taxes.

o Buyer’s Responsibility: The buyer takes delivery at the agreed destination but
bears no further responsibility.

B. Terms for Sea and Inland Waterway Transport

1. FAS (Free Alongside Ship)
o Seller’s Responsibility: The seller delivers the goods alongside the ship at a
designated port of shipment.
o Buyer’s Responsibility: The buyer assumes responsibility once the goods are
alongside the ship, including loading, transportation, and insurance.
2. FOB (Free on Board)
o Seller’s Responsibility: The seller’s responsibility ends when the goods are
loaded onto the ship at the port of shipment.
o Buyer’s Responsibility: The buyer assumes responsibility for risk, transportation,
and all subsequent costs once the goods are on board.
3. CFR (Cost and Freight)
o Seller’s Responsibility: The seller pays for the cost of freight to transport the
goods to the destination port.
o Buyer’s Responsibility: Risk transfers once the goods are on board the ship. The
buyer is responsible for import duties and costs at the destination port.
4. CIF (Cost, Insurance, and Freight)
o Seller’s Responsibility: The seller covers the cost of freight and insurance to the
destination port.
o Buyer’s Responsibility: Risk transfers once the goods are loaded on the ship.
The buyer is responsible for customs duties and other costs upon arrival.

4. Choosing the Right INCOTERM

When entering into an international sales contract, it is essential to choose the appropriate
INCOTERM to ensure both parties understand their respective obligations. This choice depends
on various factors such as:

e Type of goods being traded: Bulky, hazardous, or perishable goods may require special
considerations.

e Transportation mode: Whether the goods are being shipped by sea, air, rail, or truck
will influence the choice of INCOTERM.

e Level of control and responsibility desired by each party: Some sellers may want to

retain control over the entire shipping process, while others may prefer to minimize their
responsibilities.



For example, if a seller wants to minimize their responsibility after delivering the goods to the
port, they might choose FOB or EXW. On the other hand, if the seller wants to take care of more
aspects of the transaction, CIF or DDP might be more suitable.

5. Common Misunderstandings and Legal Considerations

It’s crucial to understand that INCOTERMS are not a contract by themselves. They are
typically used in combination with a sales contract, outlining the specifics of delivery terms.
However, some common legal issues may arise if the terms are not clearly defined or
misinterpreted. For example:

o Risk Transfer: The point at which risk transfers is not always clear and may lead to
disputes.

e Customs and Duties: INCOTERMS do not address customs regulations, so additional
clarification in the contract may be necessary.

e Insurance: INCOTERMS provide guidelines on insurance, but they do not cover all the
specifics. Therefore, insurance provisions should be included in the sales agreement.

6. Conclusion

In conclusion, INCOTERMS play a critical role in international trade by defining the
responsibilities, costs, and risks associated with the delivery of goods. As global trade continues
to expand, having a solid understanding of INCOTERMS is essential for businesses engaged in
cross-border transactions. By selecting the appropriate INCOTERM, both buyers and sellers can
reduce misunderstandings, avoid unnecessary costs, and ensure smooth trade operations.
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