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INTRODUCTION TO THE BUSINESS EDUCATION EDITION 

 

International Trade is, at the business and legal level, a term which covers a wide and diverse 
set of concepts and laws involving international and domestic business, as well as compliance 
issues. 

The reality is that most businesses, even if not directly involved with international trade as a 
buyer, seller or service provider, are nonetheless affected by it, through the use of foreign made 
products and materials, or by competition. 

Legal issues are an unavoidable part of business.  Managing Import and Export Opportunities 
and Risks seeks to place those issues in the context of business practicalities. 

This edition addresses business implications in the context of domestic and international laws, 
treaties and established commercial trade practices. 

The goal of the Business Education Edition of Managing Import and Export Opportunities and 
Risks, is to provide a rich understanding of the issues affecting international trade today and to 
help you appreciate, and more importantly, identify the opportunities and risks affecting your 
business transactions. 
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Just because someone says they are 
a Buying Agent does not mean that 
Customs will agree. 

There is no legal requirement to 
have a written agency agreement, but it 
is better practice to have the terms in 
writing for several reasons:  

1. It clarifies your agent’s 
obligations to you, ensuring 
that they perform up to the 
level you are expecting. 

2. It helps to establish to 
Customs that the fees you pay 
to the agent are non-dutiable 
as a buying as opposed to a 
selling commission. 

7. PLANNING THE FINANCIAL TRANSACTION 
When acquiring goods most planners focus on the product, its cost of production 

(the price paid for the goods) and the cost of landing it in the importing country.  That 
view is generally product specific and often too narrow.  It often ignores broader 
financial issues affecting transactions in general.  This commonly occurs when product 
and financial executives act in isolation, and each is unaware of the implications of their 
action on the other. The way in which the financial transaction is structured can often 
have as great an impact as product design and price. 

7.1. AGENTS & COMMISSIONS 
It is not uncommon for an importer to use an agent to assist in acquiring 

goods or providing other services such as inspecting goods prior to shipment 
or arranging for shipment.   

All commissions paid by the importer to an 
agent, in conjunction with its imported goods, must 
be declared to U.S. Customs.  But that does not 
mean that the commission will necessarily be 
dutiable.  Whether fees paid to an agent are dutiable 
is primarily dependent upon the type of agent and 
how the transaction is structured.  Generally, two 
types of agents and commissions are encountered: 
buying and selling. 

BUYING AGENTS perform services for the 
buyer that the buyer could otherwise have 
performed for itself.  The services that these agents 
provide and their expense are part of the "cost of 
goods sold" but are not part of the price paid for the 
goods.  Commissions paid to a buying agent are 
usually not dutiable.  The most common reasons 
that Customs sometimes treats buying commissions 
as dutiable are either that they are in excess of what 
would normally be expected for the services, 
typically 10% of the F.O.B. port of export value or less or that they 
are believed to actually be selling commissions. 

Buying Agents can be independent companies or, as is often the 
case with large importers, a wholly owned company (which adds 
other tax planning benefits). 

SELLING AGENTS work either directly or indirectly for the 
seller.  If  

the only way to purchase articles from a manufacturer is through 
a particular agent, that agent is probably a selling agent, regardless 
of how it describes itself.  Commissions paid by the buyer to the 
seller's agent are dutiable. 

If an agent provides services other than those of a selling agent, it 
is possible that those services are not dutiable; however, they would need to 
be individually examined - a task which should be undertaken at the time the 
transaction is being planned. 

  

  

What Every Member of the 
Trade Community Should 

Know About: 

Buying & Selling 
Commissions 

 
AN INFORMED 

COMPLIANCE PUBLICATION 
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7.2. INTEREST CHARGES 
If goods are purchased in a manner that does not require immediate 

payment, there is generally a cost associated with the privilege of delayed 
payment.  Whether that added cost will be dutiable depends primarily upon 
how the transaction is structured.  The distinction is, to a large extent, based 
upon whether the financing cost is included as part of the cost of goods, or is 
broken out by being invoiced as a financing charge. 

When the cost of credit is built into the price of the goods, it is dutiable.  
For example: 

Take an invoice for $100.00 with the terms 2/10 net 30.  

If the invoice is paid within 10 days, the price paid and the dutiable 
value is $98.00.  If paid after 10 days the price paid and the dutiable 
value is $100.00.   

If, instead, the price was negotiated at $98.00, net 10 days, 
accompanied by a separate agreement to pay interest if not paid 
timely, then the dutiable value remains $98.00.  The price for the 
goods was $98.00 even though the total cost of acquiring the goods 
including the separate interest payment may have been $100.00 or 
more.   

7.3. QUOTA 
Voluntary Restraints, more commonly known as quotas, to the extent that 

they limited the quantity of a textile or textile products which could be 
imported into the United States, have essentially been eliminated as of 2005. 

This should not be confused with Tariff Rate Quotas.  

7.4. TARIFF RATE QUOTAS 
Tariff Rate Quotas do not limit import quantities of goods that can be 

imported.  Instead they provide for duty-free importation for a limited 
quantity of imports. Once that import volume is met, the duty rates revert to 
their normal rate. Tariff Rate Quotas are most commonly applied to 
imported agricultural and dairy products.  

7.5. FOREIGN CHARGES  
Goods imported into the United States are valued based upon their 

F.O.B. Port of Export price which, by definition, includes all the costs 
incurred up to, and including loading the shipment onto the exporting 
carrier.  Foreign inland freight charges are the portion of the F.O.B. price 
incurred in bringing a shipment from the place of purchase, (usually the 
factory or a warehouse) to the port, and loading it on the carrier that will 
bring it to the U.S.  However, there are ways by which these foreign inland 
freight charges can be made non-dutiable, depending upon how a transaction 
is structured. 

If goods are purchased on an F.O.B. Port of Export basis or C.I.F. (Cost of 
Goods, Insurance, and International Freight) basis, then foreign inland 
freight charges are included in the price, and are therefore dutiable. 29 
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Almost by definition, the existence 
of a legal relationship between a buyer 
and seller/manufacturer raises the 
question as to whether the relationship 
affects the price.  Every buyer and 
seller/manufacturer hopes that there 
will be some monetary advantages 
associated with that relationship, 
including lower cost for goods.  There is 
nothing wrong with that.   

Customs recognizes that prices 
between related parties may be lower 
than those between unrelated parties 
and, therefore, the resulting reductions 
in duty may be totally legitimate.   

Related Party pricing under 
Customs laws is not the same thing as 
Transfer Pricing under revenue and tax 
authority rules.  In fact, the interests of 
the two agencies may be exactly the 
opposite, as an increase in revenue to 
one agency might result in a reduction 
to the other. 

Just because you have a Transfer 
Pricing Agreement that is acceptable 
for tax purposes does not mean that it 
will be acceptable for Customs’ 
purpose. 

Depreciation and amortization 
illustrate this difference.  For tax 
purposes, any number of accelerated 
write-off plans which front load 
deductions are acceptable.  Customs, 
generally only accepts straight line 
depreciation which distributes the 
expense more equally over the imports. 

If, however, goods are purchased on an Ex-Works or Ex-Factory basis, 
then by definition, the price does not include a charge for foreign inland 
freight.  Inland freight charges that are separately invoiced and paid by the 
purchaser to someone other than the seller will be viewed as part of the cost 
of acquiring the goods, but not part of the price, and are therefore not 
dutiable. 30 

The total cost of acquiring the goods may remain the same, but the 
dutiable status of the foreign inland freight charges is dependent upon the 
way that the transaction was structured. 

7.6. TRANSACTIONS BETWEEN RELATED COMPANIES - TRANSFER PRICING 
Under the World Trade Organization (WTO), 

as well as U.S. Customs law, the preferred basis for 
valuing an import transaction is “Transaction 
Value”.  It is essentially the price paid or payable for 
goods when they are sold for export to the United 
States at a price freely negotiated between an 
unrelated buyer and seller - an arm’s length 
transaction.   

The term 'Related' has different meanings, 
depending upon the laws involved.  These 
relationships may already exist, or they can be 
established specifically as a duty or tax planning 
device. 

The invoice price between unrelated parties 
reflects what is thought of as the major component 
of cost of goods.  The key to a lower dutiable value in 
transactions between related parties is most easily 
summed up in the distinction between cost of goods 
and the cost of doing business. The cost of the goods 
is dutiable; the cost of doing business may not be. 

When a company formulates a price for an arm’s 
length sale of its goods to an unrelated party, it 
wants to assure itself that all costs of doing business, 
including its profit, are covered.  Consequently, the 
price includes many expenses of doing business 
which are not actually part of the cost of the article 
produced. 

For example: 
Take a costing analysis for a shirt with 

9 buttons.  Since it is anticipated that a 
certain number of buttons will be lost or 
broken during manufacture, the cost of 
these lost or damaged buttons is covered by 
including 9-1/2 buttons in the costing of 
each 9 button shirt.  The 1/2 button is a cost 
of doing business and a factor going into 
the price, but it is not part of the direct cost 
of the garment. 
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Transactions between related parties 
are always subject to increased scrutiny 
by both U.S. Customs looking for under-
valuations and by the Internal Revenue 
Service looking for overvaluations. 

Related Party or Transfer Pricing 
Transactions should only be undertaken 
after careful planning, with the advice of 
both Customs Counsel and Tax Advisers. 

The cost of the 1/2 button will undoubtedly be included in the 
arm's length price negotiated between unrelated parties and thus be 
subject to duty.  Between related parties it need not be.  In a properly 
structured transaction between related parties, the price need not 
include many of the costs of doing business that are not directly 
associated with the cost of producing the article.  

Moreover, an arm’s length price between unrelated parties also 
includes business expenses that do not necessarily exist in 
transactions between related parties, e.g., bad debt expense.  When 
these costs are removed from the transaction, dutiable value is 
reduced, which usually translates directly into lower duty.   

The reduction in duty liability can be used to realize additional 
profit or  

to reduce domestic pricing.  Realizing duty savings, however, is 
only half of the picture. Keeping those savings safe from other taxes 
is the other half of the picture.  Having reduced duties under 
Customs laws, it becomes essential not to create a corresponding 
increase in taxes under Internal Revenue laws.   

One of the most obvious methods of reducing tax liability is by 
increasing tax-deductible expenses. In transactions between related parties, it 
is often possible to shift certain operations off shore, or to break out certain 
services that are costs of doing business but are not part of the cost of 
production. These are the business costs that would normally be included in 
the price when goods are sold to unrelated parties.  

The key to converting customs duties and taxes into a source of profit is 
planning and documentation. Properly structured 
and documented, these services can be an important 
element in the overall management of the U.S. and 
international operations.  Undertaken without 
proper planning, they can lead to penalties. 

Not every transaction or relationship qualifies 
for any or all of the benefits of a related party 
transaction, and it may not be the best or only way 
to proceed.   But, due to the substantial benefits that 
may be available to a foreign supplier or domestic 
importer, it is well worth the time and effort to find 
out just what being a related party could mean. 

 
 

- Balance of page intentionally left blank - 

 
  

 

 

What Every Member of the 
Trade Community Should 

Know About: 

Determining the 
Acceptability of 

Transaction Value 
for Related Party 

Transactions 

 
AN INFORMED 

COMPLIANCE PUBLICATION 
 



 PLANNING THE FINANCIAL TRANSACTION PAGE   33 

 
7.7. FIRST SALE VALUATION 

Executive Briefing 

Imports are valued on the price paid or payable to the seller “when sold for 
export to the United States.”  However, when there are intermediaries, there is more 
than one “sale.” Specifically, there is one sale from the factory to the middleman 
and another sale from the middleman to the U.S. customer.   

If properly structured, duty can be paid on the lower price from the factory to the 
middleman as opposed to the higher marked-up price from the middleman to you. 

.

The key to paying duty on the lower First Sale transaction price is found 
in the words “sold for export to the United States.” 

In “Nissho-Iwai” (1992)31, it was determined that the sale destined to the 
U.S., even if passing through a middleman, may be used for the basis of 
valuation.  Thus, in a sale from a foreign factory to a middleman, who then 
sells to the U.S. customer, it is possible to use the “First Sale” or the sale of the 
factory to the middleman, if the goods were clearly destined to the U.S. and 
other specific required conditions are met (e.g., back to back sale of goods).   

 Since the government does not like the lower duty implications, there 
must be a very clear trail of documentation to substantiate that the sale from 
the factory to the middleman was “sale for export to the United Sates.”  
Customs may not request the documentation until well after the transaction.  
If you do not have the proper documentation, this may lead not only to the 
denial of the “first sale” valuation of this specific transaction, but a denial of 
all prior transactions as well.  Therefore, this is one of those transactions that 
you do not want to undertake without advice or assistance of experts. 

The following are examples of documents that may generally be requested: 
 A purchase order from the U.S. customer, indicating style number 

or product reference. 
 A purchase order from the middleman to the factory indicating 

that the goods are being sold from the factory to the middleman 
with the intent that the goods are ultimately for sale to the United 
States. 

 Invoice from the factory to the middleman showing the style 
number and indicating that goods are clearly destined to the U.S. 

 An invoice from the middleman to the U.S. customer showing the 
style number. 

 Proof of payment by each party. 
 Shipping documents (e.g., Bill of Lading). 
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Rarely considered, but could be of 
great importance, is on whose books the 
transaction appears at the close of an 
accounting period, especially in terms of 
the Year End. 

8. PLANNING PAYMENTS - FINANCING THE TRANSACTION 
There are a variety of standard methods of financing and paying for goods and a 

virtually unlimited number of possible variations which can be tailored to a particular 
transaction. The preference of one system over another generally depends upon your 
position as either a buyer or seller, and the laws affecting the exportation or importation. 
These preferences are usually based upon the premise that everything will go as planned. 
It is, of course, just as important to take into consideration what can go wrong.  

Importers and Exporters often fail to consider the differences in culture, business 
practices and ethics in other countries which can affect how a transaction actually 
proceeds and what local remedies are available. 

For example: 
Goods are sold on a C.O.D. basis.  The seller believes that he will retain useful 

title to the goods until paid.   But upon arrival, the buyer informs the seller that he 
has no money with which to pay for the goods.  The seller may still have title, but 
with no practical way to dispose of the goods in the foreign country, he is at the 
mercy of the buyer.  After the seller has had time to fully appreciate his dilemma, 
the buyer suddenly finds some resources with which to buy the goods at a 
renegotiated and substantially lower price.  

The basic methods of financing a sale or purchase of goods: 
 Open Account 
 Cash-In-Advance 
 Collection-On-Delivery (C.O.D.) 
 Drafts 
 Collection Against Documents (C.A.D.) 
 Documents Against Payment 
 Documents Against Acceptance 
 Letter of Credit 
 Factoring 
 Consignment Sales 
 Counter Trade (Barter) 

Each of these methods has its own implication to the 
transaction beyond the general financial issues. 

8.1. OPEN ACCOUNT 
In open account transactions, credit is extended by the seller to the buyer.  

Goods are forwarded under a contractual obligation to pay at a due date set 
forth in the invoice.  In open account transactions, the entire cash 
management advantage rests with the buyer who will have goods in his 
possession without having advanced funds for them.  The seller, however, is 
without merchandise or funds until the buyer pays the invoice.  Clearly, 
purchase on open account is the buyer's most attractive choice if the option is 
available. 
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Even in cases where there are 
clearly suspicious circumstances the 
carrier, acting as a collecting agent, is 
only obligated to exercise reasonable 
care to collect a facially valid 
instrument.   In one case the suspicious 
circumstances included: 

the buyer’s unlisted suite 
number and contact person 
for delivery, the buyer 
taking possession of the 
computer equipment 
outside the office building, 
and presenting a cashier’s 
check from a Fijian bank.   

The court, nonetheless, found that 
collecting what appeared to be a 
facially valid instrument, despite the 
suspicious circumstances surrounding 
its collection, did not breach the 
collecting agent’s obligation.  McCall-
Thomas Eng’g Co. v. Federal Express 
Corp., 81 F.3d 28 (4th Cir. 1996) at 29, 30, 
31. 

As a seller offering sales on open account to an international buyer, it is 
essential to measure not only the buyer's credit worthiness, but also the credit 
reliability of the country in which the buyer is located.   

Open account terms, when not clearly documented, can vary from net 
thirty days in some countries, to 360 days in others, depending on the local 
business practice.  Knowing how open account terms are construed in the 
country of your trading partner is important.  Being clear and precise as to 
the terms is even more important. 

There is also a risk of currency instability, making it imperative to 
understand and agree as to who assumes that risk. 

Rarely considered at the time a deal is being consummated, but at least as 
important, is the availability, in the buyer's country, of an effective means of 
collecting payment in the event that it is not forthcoming. 

It is not uncommon to see Open Account transactions secured by a 
“Standby Letters of Credit”. (See §8.7.2 at 46.) 

8.2. CASH-IN-ADVANCE 
Cash-in-advance is usually demanded only when goods are manufactured 

to specification, and, as such, are not readily resalable.   
In a cash-in-advance transaction, the seller will have the buyer's funds in 

hand and the buyer is entirely dependent upon the seller's willingness to fulfill 
the stated conditions.  Cash-in-advance is as 
dangerous for the buyer as open account is for a 
seller.  A buyer can, however, secure its cash advance 
by having the seller post a standby letter of credit 
payable to the buyer if the seller fails to perform. 

8.3. COLLECTION ON DELIVERY (C.O.D.) 
Although C.O.D. is commonly referred to as 

Cash-On-Delivery, it is a misnomer, as cash is only 
one of the forms of payment which can be used.  
Other forms of payment more commonly used are:  

Checks: Personal, bank or certified  
Drafts: Bank drafts, sight drafts, and time drafts 
C.O.D. shipments are most often used when the 

shipper has some concern that he will not be paid 
for his goods.  Under C.O.D., the shipper appoints 
an agent, typically the carrier, freight forwarder, or 
Customs broker, to collect payment from the 
consignee before completing delivery.  Many 
carriers will not, however, act as collecting agents.   

When shipping C.O.D., the shipper must clearly 
specify what forms of payment are acceptable; 
otherwise the collection agent may accept any of the 
forms of payment listed above. 

If the shipper accepts a form of payment other 
than the one it specified, then the shipper assumes the risk of non-payment. 
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C.O.D. sounds like a perfect balance between risk and costs, but in reality 

is anything but. 
Unless given specific instructions, the collecting agent is obligated only to 

use reasonable care in accepting payment and may not be responsible if it 
accepts a payment instrument which turns out to be bad. 

It is important to appreciate that, unless special arrangements are made, 
your collecting agent is only obligated to collect an instrument which, on its 
face, has the indicia of being a valid instrument.32 

So, where it would be difficult for anyone to determine that a certified 
check is good or not, the carrier cannot be held responsible if the check turns 
out to be a forgery.   

Although it appears to offer a reasonable compromise to both parties, 
because goods will not be delivered to the buyer without payment, the 
appearance of security is illusory.  Payment is not generally demanded until 
the carrier or other third party is ready to make delivery, and consequently, 
the seller has no assurances that the buyer will have the funds to make the 
payment at the time of delivery.  The goods may remain the property of the 
seller, but may be of little value and a substantial burden when they are in the 
buyer's country. 

Moreover, what happens if the Customer simply refuses the shipment? 
Even if you sent the goods on a “freight collect” basis, the shipper remains 

liable for freight and related charges for demurrage (storage) and detention 
(per diems) for the use of any container by virtue of being “the shipper” on 
transportation documents.  And this remains true of vessel, rail and air 
shipment. 

Even if you or your Customer decides to abandon the goods, these costs 
can continue to accrue.  

While C.O.D. may be viable on domestic transactions, it may be 
impractical in the international marketplace. Since there are other more sure 
means of collecting payment from buyers, such as Letters of Credit, C.O.D. 
may not be the best means available to today's shipper. 

8.4. CASH AGAINST DOCUMENTS (C.A.D) 
As in every commercial transaction payment, security is 

a matter of balancing risk against benefit, as between Buyer 
and Seller. 

Cash Against Documents (C.A.D.) provides a middle 
ground between sales on Open Account, and those 
supported by a Letter of Credit. 

In the same way that a bank would exchange payment 
for the presentation of documents evidencing title to goods 
under a Documentary Letter of Credit, a bank can exchange 
payment for documents of title in the case of a Cash 
Against Documents.  Collections practices normally follow 
the International Chamber of Commerce’s Uniform Rules of Collections, 
URC522. 

The difference is that there is a risk that the Buyer may not have sufficient 
funds available upon your Presentation of the Documents. In this sense a 
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C.A.D. is more similar to an Open Account Transaction.  It does offer, 
however, a significant increase in security as compared to a C.O.D. 
transaction in that title is generally transferred before the goods leave the 
seller’s country, as opposed to after arrival in the buyer’s country. A letter of 
credit, on the other hand, offers the security of available funds to pay for the 
goods, because the bank has previously secured sufficient funds from the 
Buyer to pay for the goods by extending them a loan (credit).   

In the end, it is a balance between the risk of non-payment and the cost of 
using one method over another. With security comes a cost: Letters of 
Credit, whether Documentary or Standby, carry higher bank fees, and are 
counted against the Buyer’s available credit. 

8.5. DRAFTS 
Drafts are the most common banking documents used to effect payment.  

A draft is a demand for payment (bill of exchange) issued by the seller against 
the buyer. 

Checks are forms of drafts, and both serve to request that the drawer make 
payment to the Payee from a specific account, according to its terms. 
Permissible terms between the two are very different.  

On drafts, we usually refer to Drawer and Drawee.  For ease of 
comprehension we will instead use the more familiar terms associated with 
checks: Payer and Payee. 

A draft is a negotiable instrument when it contains the words “to order 
of” and can be paid “on sight” to anyone who presents a properly endorsed 
instrument.   Payment is made from funds in a specific account at a Bank. 

A draft is payable only to a named party and can be payable upon 
presentation (“at sight”) or after a certain number of days (“time draft”).  
While it is like a check request for payment of funds from a specific source, 
that source does not have to be with a bank and can, in fact, reflect money 
owed by another company. It can be thought of as an assignment of debt. 

A draft may be written with virtually any terms or conditions agreeable to 
the parties:  

 Immediately payable on presentation, or 
 At a fixed number of days after presentation, or 
 At a specified date. 

A draft can be used as a collection instrument, used to exchange 
possession and title to goods for payment.  Or, if offered without special 
provisions or restrictions, a draft may be the medium of payment in a routine 
open account transaction, in which the buyer's bank will act as the collection 
agent.  When a draft is accepted by the bank, the bank is substituted as the 
party responsible for the payment.  The bank will not add its acceptance 
endorsement until it has secured the funds from the Payer with which to 
make the payment.   

The difficulty with a draft is that, unless it has been accepted by a bank, 
like C.O.D., there is no assurance that the drawee of the draft (usually the 
buyer or consignee) will have the funds when the draft is presented for 
payment.  As with C.O.D., if the draft is not paid, the seller will have title to 
the goods, which may be of little value when the goods are sitting in a foreign 
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country. 

8.6. ACCEPTANCE FINANCING USING TIME DRAFTS 
A time draft provides for payment at a future date specified in the draft.  

The seller-exporter will send the time draft together with the shipping 
documents to the buyer-importer for the buyer’s acceptance. All of this is 
done through banking channels and has been agreed to by both parties in the 
Contract of Sale described as “documents against acceptance." 

The bank is instructed that the documents should be transferred to the 
buyer-importer only upon acceptance. Acceptance by the buyer-importer 
would be indicated by stamping or writing the date and the word "accepted" 
across the face of the draft.  

By accepting the draft the buyer-importer buyer creates a "Trade 
Acceptance" which is returned to the seller-exporter through banking 
channels. By accepting the time draft, the buyer-importer becomes liable for 
payment at maturity. 

The Payee (seller) then has two options as to how and when it negotiates a 
Time Draft.  It can: 

 Hold the Time Draft until the due date, say 90 days, and collect 
the face value of the draft, or 

 Sell the Time Draft at a discount to improve its cash flow 
After the addition of the Trade Acceptance, a time draft essentially 

functions similar to a post-dated check in that it provides payment at some 
later date. 

Unfortunately, it also has the same limitations as a postdated check in that 
it represents an obligation to pay, but there is no assurance that funds will 
actually be available to make the payment. 

 

 
Figure 3 - Time Draft 

 

If, however, the Acceptance is issued by a bank, (a “Banker’s Acceptance”), 
the bank becomes responsible for the payment.  In that sense it functions 
similarly to a bank certifying a check. 

Not surprisingly, a bank will not add its Acceptance unless it has a credit 
agreement with the Payer or the funds are assured through the payment of a 
Letter of Credit. 
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In the context of a Documentary Letter of Credit, a Draft is used to draw 
down on funds payable under the letter of credit. 

The draft will be payable at the time and place that the letter of credit is 
payable. 

A Time Draft used in conjunction with a documentary letter of credit 
strikes a balance between:  

 A buyer’s interest in delayed payment terms, and 
 A seller’s interest in ensuring that having given up possession and 

control over their goods they will get paid. 
  

 
Figure 4 - Time Draft with Banker's Acceptance 

 

Once the Time Draft has been accepted, the Payee (buyer) has the option 
of discounting the draft to improve its cash flow. However, without a 
Banker’s Acceptance it is unlikely you will find someone interested in buying 
the Time Draft, even at a steep discount.   

Once a bank stands behind the draft through the Banker’s Acceptance, 
the risk of non-payment drops and so does the discount at which it can be 
sold. 

8.7. LETTERS OF CREDIT 
Letters of credit offer the advantage of an independent 

middleman, most often a bank, through which to 
exchange documents for money.  A letter of credit is best 
viewed as an undertaking by a bank to make a payment, 
or make a payment available, to the beneficiary, provided 
that the beneficiary has conformed to all the terms and 
conditions stated within the letter of credit. Letter of 
Credit practices normally follow the International 
Chamber of Commerce’s Uniform Customs and 
Practices for Documentary Credit, UCP600. 

The terms and conditions are specified by the applicant in opening the 
letter of credit.  Those terms reflect the basis upon which the bank will decide 
whether or not the beneficiary is in compliance.  Letters of credit are 
documentary in nature, and deal with documents, not with goods.  The terms 
and conditions must be evidenced through various documents.  The bank 
will look only at the surface of the documents and not at the facts behind 
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them, or even at their validity.  

For example:  
If the letter of credit states that payment will be against shipment 

of beads, and the invoice and shipping document say "beads", the 
bank will accept them as correct although sand was actually shipped. 
Conversely, most banks will refuse to pay against the documents if 
they say "beeds" or "bead", (instead of "beads” in the plural) even 
though beads were actually shipped. 
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Case Summary  

Non-Conforming Description:  In disputes concerning letters of credit, the 
paperwork must match the letter of credit. 

 

Courtaulds North America, Inc. v. North Carolina Nat’l Bank 
528 F.2d 802 (1975) 

 
 

In negotiating a Letter of Credit, the general rule is that banks will look strictly 
at the documents only, with no room for interpretation of the contract between the 
parties. 

The invoice presented described the content as “Imported Acrylic Yarn.”  The 
packing list described the merchandise as “100% Acrylic Yarn.”  The letter of credit 
required that the invoice state that it covered, among other things, 100% Acrylic Yarn 
Package Dyed (without quotes). The bank refused to accept the drafts because of the 
discrepancy.  

The U.S. District Court of North Carolina held that the bank was liable for the 
amount of the draft because “the draft complied with the letter of credit when each 
invoice is read together with the packing list stapled to it.”  

The U.S. Court of Appeals stated, however, that “after considering the insistent 
rigidity of the law and usage of bank credits and acceptances,” they must reverse the 
lower court.  In explaining, the Court of Appeals reasoned that:  

In utilizing the rules of construction embodied in the letter of 
credit -- the Uniform Customs and State statute -- one must 
constantly recall that the drawee bank is not to be embroiled in 
disputes between the buyer and seller, the beneficiary of the credit.  
The drawee is involved only with the documents, not the 
merchandise. Its involvement is altogether separate and apart from 
the transaction between buyer and seller; its duties and liability are 
governed exclusively by the terms of the letter, not the terms of the 
parties’ contract with each other. 

 

8.7.1. CONFIRMATION AND IRREVOCABILITY OF LETTERS OF CREDIT 
There are advantages, especially to the beneficiary, in having a 

letter of credit that is irrevocable and confirmed by a bank in the 
beneficiary's country.  The beneficiary obviously wants a letter of 
credit whose terms and conditions will remain constant.   
“Irrevocable” means that during the life of the letter of credit, its 
terms cannot be changed nor can it be revoked without the consent 
of the beneficiary.  “Confirmation” means that a bank, other than 
the opening bank, accepts the responsibility of paying. 



 PLANNING PAYMENTS - FINANCING THE TRANSACTION PAGE   43 

 
The irrevocable status of a letter of credit prevents the issuer 

from changing the terms of a letter of credit without consent of the 
beneficiary.  This prevents the time for performance under the 
letter of credit from being shortened, or the letter of credit from 
being prematurely canceled. 

Confirmation makes the confirming banks responsible for 
evaluating compliance with the terms of the letter of credit, and for 
payment, as though they had issued the letter of credit without 
deferring to the issuing bank.  When a letter of credit is confirmed, 
the beneficiary will be paid as soon as conforming documents are 
presented, reviewed and approved, without having to send them 
overseas to obtain payment.  While there is a charge for 
confirmation, it is well worth the cost. 

 
 

Case Summary 

You do not get rights under a letter of credit that you did not provide for. 

 

Maurice O’Meara Co., v. National Park Bank of New York 
146 N.E. 636 (1925) 

 
 

This is another case that held that letters of credit are to be strictly construed 
without reference to external circumstances.   

Here, there was no issue as to paperwork presented conforming to the letter of 
credit.  The question related to the commercial aspects of the transaction and whether 
the goods shipped conformed to the details provided in the documents presented. 

The letter of credit called for a certain size paper.  It appeared that the paper was 
not of the tensile or bursting strength that was ordered.  The Court refused to allow 
the plaintiff to test the paper.  The letter of credit stated: 

In accordance with instructions received from the Sun-Herald 
Corporation of this city, we open a confirmed or irrevocable credit 
in your favor for account of themselves, in amount of $224,853.30, 
covering the shipment of 1,322 2/3 tons of newsprint paper in 72 
1/2" and 36 1/2” rolls to test 11-12, 32 lbs. at 8 1/2 cents per 
pound net weight-delivery to be made in December, 1920, and 
January 1921. 

Drafts under this credit are to be drawn at sight on this bank, 
and are to be accompanied by the following documents of a 
character which must meet with our approval: 

Commercial invoice in triplicate. 

Weight returns. 

Negotiable dock delivery order actually carrying with it control 
of the goods. 
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This is a confirmed or irrevocable credit, and will remain in 
force to and including February 15, 1921, subject to the conditions 
mentioned herein. 

When drawing drafts under this credit, or referring to it, please 
quote our number as above. 

The Court refused to allow the plaintiff to test the paper before honoring the 
letter of credit. The Court held tight to the principle of strict adherence to the letter 
of credit stating: 

The bank issued to plaintiff’s assignor an irrevocable letter of 
credit, a contract solely between the bank and the plaintiff’s 
assignor, in and by which the bank agreed to pay sight drafts to a 
certain amount on presentation to it of the documents specified in 
the letter of credit.  This contract is in no way involved in or 
connected with, other than the presentation of the documents, the 
contract for the purchase and sale of the paper mentioned. That 
was a contract between buyer and seller, which in no way 
concerned the bank.  The bank’s obligation was to pay sight drafts 
when presented if accompanied by genuine documents specified in 
the letter of credit. 

The Court further reasoned that the defendant had no right to test the paper or 
even to inspect the paper because the letter of credit did not provide for that.  It stated 
that: 

The defendant had no right to insist that a test of the tensile 
strength of paper be made before paying the drafts; nor did it even 
have a right to inspect the paper before payment, to determine 
whether it in fact corresponded to the description contained in the 
documents.  The letter of credit did not so provide.  All that letter 
of credit provided was that documents be presented which 
described the paper shipped as of a certain size, weight and tensile 
strength.  To hold otherwise is to read into the letter of credit 
something which is not there, and this court ought not to do, since 
it would impose upon a bank a duty which in many cases would 
defeat the primary purpose of such letters of credit.  This primary 
purpose is an assurance to the seller of the merchandise of prompt 
payment against the documents. 

Furthermore, the Court added that: 

It has never been held… that a bank has the right or is under an 
obligation to see that the description of the merchandise contained 
in the documents presented is correct.  A provision giving it such 
right, or imposing such obligation, might, of course, be provided 
for in the letter of credit.  The letter under consideration contains 
no such provision. 

Thus, the Court left open the possibility that testing may have been permitted 
had the letter of credit specifically provided for that, but absent that, it would read the 
documents strictly. 
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Case Summary 

The principle of the independence of the letter of credit will NOT be 
applied where there is clear evidence of fraud and the bank received notice of 
the active fraud before it accepted or paid the draft. 

Sztejn v. Henry Schroder Banking Corporation et. al 
31 N.Y.S. 2d 631 (1941).

 
 

In this case, there was fraud in that the merchandise shipped was not what was 
described on the letter of credit.  Indeed, instead of the contracted bristles, the 
merchandise was comprised of boxes filled with cowhair and worthless material with 
the intent to simulate genuine merchandise and defraud the buyer.   

 The Supreme Court of New York County first restated the traditional 
principle of the independence of the letter of credit: 

It is well established that a letter of credit is independent of the 
primary contract of sale between the buyer and the seller.  The 
issuing bank agrees to pay upon presentation of documents, not 
goods.  This rule is necessary to preserve the efficiency of the letter 
of credit as an instrument for the financing of trade.  One of the 
chief purposes of the letter of credit is to furnish the seller with a 
ready means of obtaining prompt payment for his merchandise.  It 
would be most unfortunate interference with business transactions 
if a bank before honoring drafts drawn upon it was obliged or even 
allowed to go behind the documents, at the request of the buyer 
and enter into controversies between the buyer and the seller 
regarding the quality of the merchandise shipped. 

The Court, however, distinguished the current situation. 

[A] different situation is presented in the instant action.  This 
is not a controversy between the buyer and seller concerning a mere 
breach of warranty regarding the quality of the merchandise; on 
the present motion, it must be assumed that the seller has 
intentionally failed to ship any goods ordered by the buyer.  In such 
a situation, where the seller’s fraud has been called to the bank’s 
attention before the drafts and documents have been presented for 
payment, the principle of the independence of the bank’s 
obligation under the letter of credit should not be extended to 
protect the unscrupulous seller. 

The Court did state that “it is true that even though the documents are forged or 
fraudulent, if the issuing bank has already paid the draft before receiving notice of the 
seller’s fraud, it will be protected if it exercised reasonable diligence before making 
such payment.” 

 



 PAGE   46 MANAGING IMPORT AND EXPORT OPPORTUNITIES AND RISKS 

 

 

If a seller requests a transferable 
letter of credit, a buyer needs to be 
concerned that they might not have any 
contact with or control over the actual 
supplier of their goods.  This could lead 
to an inability to control quality or to 
ensure complete and accurate 
documentation. 

Better practice would be to detail the 
names of eligible transferees. 

8.7.2. STANDBY LETTERS OF CREDIT 
Standby letters are issued to guarantee an obligation or 

performance.   
They are commonly used in conjunction 

with:  
 Bid bonds 
 Open account transactions 
 Performance bonds 
 Lines of credit 

The obligation of the bank, in negotiating a 
standby letter of credit, is to examine the 
documents presented to ascertain that they 
conform to the conditions set forth in the 
standby credit.  Issuing banks do not determine 
whether the actual conditions have occurred, only whether the 
documents evidence it.  Great care must be taken in crafting the 
terms of a standby letter of credit.  Practices relating to Standby 
Letters of Credit normally follow the International Chamber of 
Commerce’s International Standby Practices, ISP98. 

The standby letter of credit should require some form of 
documentation or certification issued by an independent third 
party as a condition of payment.  If only the unverified certification 
of the beneficiary is required to draw down on the credit, a patently 
false statement conforming to the letter of credit requirements will 
permit the bank to pay. 

For Example: 
A buyer advances money to a seller against an 

order.  In order to protect its advance, the buyer 
requires the seller to issue a standby letter of credit 
in favor of the buyer to guarantee repayment of its 
advance if the seller does not deliver the goods by X 
date.  The letter of credit only requires a letter from 
the buyer stating that the goods have not been 
delivered.  

The bank will pay against the standby letter of 
credit if it receives a letter from the buyer stating 
that the goods were not delivered 
even if the goods have been 
delivered.  The only recourse is a 
civil suit against the beneficiary 
of the standby letters of credit, in 
this case the buyer. 

8.7.3. TRANSFERABLE LETTERS OF CREDIT 
A transferable credit is one which 

specifically provides that it can be 
transferred by the original (first) 
beneficiary to one or more other 
beneficiaries. 
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It is normally used when the first beneficiary subcontracts for 

some or all of the merchandise and wishes to transfer all or part of 
his rights and obligations under the letter of credit to the 
subcontractor(s) as secondary beneficiary(ies). 

If a buying agent is the beneficiary of a transferable letter of 
credit, care should be taken to make sure that the buying agent is 
not, in reality, acting as a seller, making a mark-up as opposed to a 
commission, which could impact on the duty due Customs.  (See 
“Agents & Commissions” §7.1 at 29 and “Selling Commissions” 
§11.2 at 75.) 

8.7.4. ASSIGNMENT OF PROCEEDS OF A LETTER OF CREDIT 
Any beneficiary of a letter of credit may choose to assign some or 

all of the rights (proceeds) of the letter of credit to a third party 
without the knowledge or consent of the applicant.  In order to 
assign these rights, a document of assignment must be executed, 
naming the party to whom the assignment has been made.  The 
paying bank will then pay proceeds to the assigned in accordance 
with the executed document.  In this way, a seller who is the 
beneficiary of a letter of credit from a buyer could pay or guarantee 
payment to his supplier, and/or commission to an agent or broker. 

Assignments of proceeds are tied to specific letters of credit, not 
orders or transactions. It is not a guarantee of payment, only a 
guarantee of payment of funds received from a particular letter of 
credit.  Thus, an assignment becomes void if the letter of credit 
expires or is not complied with by the beneficiary.  This sometimes 
occurs accidentally, but assignments can also be circumvented by an 
unscrupulous beneficiary.   

For example. 
A seller obtains a letter of credit against which 

it issues an assignment of proceeds to its supplier.  
The seller requests modifications of the letter of 
credit, but has the buyer issue a new letter of credit 
rather than amending or extending the existing 
one.  This is easy to do when the letter of credit has 
or is about to expire. 

The original letter of credit against which the 
assignment was made no longer exists and 
neither does the assignment.  The seller will obtain 
the full value of the new letter of credit.  The 
supplier receives nothing. 

8.8. FACTORING 
Factoring is a form of third party financing secured by both title to goods, 

and the expected proceeds from the resale of those goods. 
One major difference between factoring a transaction and obtaining bank 

financing, is whose credit will be evaluated.  The only credit evaluated by a 
bank is that of the buyer.  A factor will take into consideration not just the 
importer's credit, but also the credit worthiness of the resale purchaser, since 
it is the resale purchaser which is the first source of its repayment. 



 PAGE   48 MANAGING IMPORT AND EXPORT OPPORTUNITIES AND RISKS 

 

 

A second advantage of factoring is that the factor may be willing to 
advance the funds necessary to produce the goods. 

Factoring does not alter the relative interests of buyer and seller; however, 
there may be less flexibility as to acceptable terms because of security 
concerns of the factor. 

Factoring to provide funds for production is usually predicated upon the 
existence of a confirmed order.  The prior existence of resale orders, in 
conjunction with the structure of a transaction required by the factor’s 
security interests, can conflict with what may be the most efficacious form of 
a transaction from a duty or tax standpoint.  Importers contemplating using a 
factor for financing should carefully evaluate its effects on the import 
transaction.  This is especially true if it will result in a change in the way both 
the import and resale transactions have been structured.  

8.9. CONSIGNMENT SALES 
In consignment sales, goods are delivered to a buyer and payment to the 

seller is usually contingent upon future resale by the buyer.  If the goods are 
not resold, the buyer can either pay for the goods or return them to the seller.  
Similar to the sale of goods on terms, when goods are sold on consignment, 
the entire cash advantage rests with the buyer who will have possession of 
goods without paying for them.   

Clearly, every buyer would prefer to buy on a consignment, but most 
sellers will not sell on these terms.  International sales on consignment are 
usually limited to specific industries where it has become the custom in the 
trade. 

Consignment sales raise practical and legal questions as to the dutiable 
value of the merchandise both as to what should be declared at the time of 
entry and what may have to be restated after a sale.  

8.10. COUNTER TRADE (BARTER) 
Counter Trade addresses more precisely the currency of the transaction 

rather than the means of financing.  The valuation of goods being exchanged 
should be given serious consideration as to its effect on the transaction. 
Different values might be more desirable depending upon the purpose for 
which they will be used.  

From the standpoint of liability for Customs duties, a lower value would 
be preferable.  

If the goods are being pledged as security in consideration of credit, or are 
being insured against loss, then a higher value may be preferred.   

Finally, both Customs and Internal Revenue laws look to the cost of 
acquiring the goods which are used as the medium of payment. 

 
 

                                                 
32 Milam Audio Co. v. Federal Express Corp., 1994 U.S. Dist. LEXIS 15585 (C.D. Ill. 1994) at 9, 10, 
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The basic INCOTERMS® as of 201039 are: 

 

DEPARTURE GOODS ARE DELIVERED FREE OF RISK AT THE NAMED 
FACILITY. 

 EXW Ex Works (named place of delivery) 

MAIN CARRIAGE 
UNPAID 

BUYER BEARS MOST COSTS AFTER THE TRANSFER OF RISK OF LOSS OR 
DAMAGE 

 FCA Free Carrier (named place of delivery) 

 FAS Free Alongside Ship (named port of shipment) 

 FOB Free On Board (named port of shipment) 

MAIN CARRIAGE 
PAID 

SELLER MUST BEAR CERTAIN COSTS EVEN AFTER THE TRANSFER OF RISK 
OF LOSS OR DAMAGE 

 CFR Cost and Freight (named port of destination) 

 CIF Cost, Insurance and Freight (named port of destination) 

 CPT Carriage Paid to (named place of destination) 

 CIP Carriage and Insurance Paid to (named place of destination) 

ARRIVAL THE GOODS MUST ARRIVE AT THE NAMED DESTINATION 

 DAT Delivered at Terminal (named terminal at port or place of destination) 

 DAP Delivered at Place (named place of destination) 

 DDP Delivered Duty Paid (named place of destination) 

Figure 5 - INCOTERMS® 2010  

The following illustrates the differences between what is covered in terms 
of cost as compared to when risk of loss normally transfers:   

 

 
 

Figure 6 - Transfer of Risk of Loss 

While, for diagramming purposes, an Incoterm may appear to have a 
ridged application they can be, and are often adapted to the needs of the 
parties.  
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Trade terms mean different things 
to different people and in different 
countries. 

It is important to make it clear that 
your definition is under Incoterms, e.g., 

DAP New York, INCOTERMS. 

INCOTERMS change over time. 

For example, the term for Cost & 
Freight has changed over time from 
C&F to CNF and now to CFR. 

Certain terms have been eliminated, 
e.g., Delivered Duty Unpaid (DDU). 

And still other terms have had their 
commercial meaning changed, as in the 
case of FOB, which has shifted the 
transfer of risk from “over the rails” of 
the ship to “when placed aboard the 
vessel at the point of shipment 

It is therefore better to include a 
reference to the publication year: 

DAP New York, INCOTERMS 2010 

By way of example, Frank Reynolds, author of Incoterms® for 
Americans®, has observed that: 

FCA can be used with any agreed place on the seller’s side (most often either 
the seller’s premises or buyer’s-appointed carrier terminal / forwarder’s 
consolidation point.)  

CPT/CIP can be used to terminate costs at any point, not just at the arrival 
terminal, but also can be, and often are used with door-to-door transportation. 

 
The choice of terms is not just a matter of price, because terms which may 

yield the same end result when a transaction proceeds as planned, can yield 
substantially different results when something goes wrong. 

Take for example:  
Two orders for identical goods are placed.   

The first is purchased CIF New York.   

The other is purchased DAT New York.   

The price of the goods is the same and the 
total cost, including transit and insurance 
to New York, are the same. 

If the shipment arrives in good order, 
there is effectively no difference. 

However, if there is loss or damage while 
in transit, from both a practical and legal 
standpoint, these two terms yield very 
different results. 

On the DAT New York shipment the 
problem belongs to the Shipper, who is 
generally the seller.   

On the CIF shipment it is the problem of 
the Consignee, which is usually the buyer. 

In terms of a timely delivery, when a date is 
specified in conjunction with "DAT New York" it 
means the date by which the cargo must be 
delivered at New York.  However, under the term 
"CIF New York" it only requires delivery to the 
carrier in the foreign port by that date. 

For the DAT New York shipment, risk of loss 
remained with the shipper until the goods arrived at New York, so an in-
transit loss is the problem of the shipper.  With CIF New York, risk of loss 
passed to the purchaser when the goods were delivered to the carrier in the 
foreign port, and thus, the problem rests with the purchaser.  Insurance may 
cover the loss, but the cost and burden of dealing with the claim has shifted 
from the Seller to the Buyer. 

Even though the CIF price includes the cost of insurance and freight, 
these are obtained by the seller for the account and risk of the purchaser.  
Unless otherwise specified, the insurance and transportation obtained by the 
seller will usually be the minimum that meets the terms of the sale.  This may 
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not be adequate to protect the purchaser and is certainly not the same as 
allowing the risk of loss to remain with the seller until the goods arrive at the 
destination, as in FOB New York or, today, more appropriately DAT or 
DAP New York. ( See “Insurance” §9.4 at 60.) 

Any term can be modified, but modifications always raise the possibility 
of unforeseen issues, including misinterpretation or differing interpretations.  
Therefore, great care should be taken to make them as clear as possible. 

We have included what is considered common practice with respect to 
when risk passes.  While Title to the Goods is assumed to pass simultaneously 
along with Risk of Loss, Incoterms do not expressly address the passage of 
Title to Goods.  In addition, Customs may, depending upon the valuation 
method you use, demand proof of when title passed. (See “Title to Goods” 
§9.3.1 at 59.) 

 
Case Summary 

The default meaning of any particular trade term can be modified by the 
express agreement of the contracting parties. 

While under the term CIF, risk passes from Seller to Buyer when the cargo 
is delivered to a carrier. The appellate court held that additional terms which 
the parties added to their contract of sale, relating to title and payment, could 
modify the terms of delivery to such an extent as to nullify the passing of risk 
pursuant to the default rules of CIF. 

Kumar Corp. v. Nopal Line 
462 So. 2nd 1178 (CA Florida, 3rd Dist. 1985) 

 
 

While Incoterms address a number of important contractual issues 
between the buyer and seller, with respect to their respective responsibilities 
regarding purchase and delivery of goods, they do not address all purchase 
and delivery issues. And many of those not addressed are significant.  

Those issues raise questions of a balance between security of payment and 
the risks associated with non-payment. 

 

 When does title to the goods transfer? 
 When is payment due? 
 In what form is the payment to be made? 

   - versus -  
 What happens if the buyer doesn’t pay? 
 What happens if the goods are never picked up? 
 Who is responsible for charges related to the goods that are not 

collected, including return or abandonment? 
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Title has business and tax implications 
beyond risk of loss.  It can affect which 
transaction governs value for Customs 
purposes and on whose books and in what 
physical year the transaction appears. 

On exports, if you can get paid prior 
or contemporaneous to delivery of goods 
to the buyer’s control, then perhaps you 
might consider having the buyer act as 
the shipper on the transport documents 
so that you can avoid being held 
responsible for future expenses. 

One factor rarely considered is who will be the Shipper on your 
transportation document. 

Sellers assume that the buyer is responsible for all 
charges after delivery of goods to the exporting 
carrier.  The buyer may be contractually obligated to 
make these payments, however, if things go wrong, 
being the Shipper on the transport document can 
render you primarily liable for domestic and foreign 
charges as well as freight.  

If you need to use various INCOTERMS, 
Incoterms® for Americans® should be part of your 
reference library.  A good companion to it is the Incoterms® 2010 source 
book, issued by the International Chamber of Commerce. 

 

  
store.iccwbo.org/incoterms-2010 

 
www.incoterms-4-americans.com/ 

www.amazon.com 

Figure 7 - Incoterms Publications 

9.3.1. TITLE TO GOODS 
While it is commercially common for 

title to pass simultaneously with the risk of 
loss, there are many circumstances where 
the seller does not want title to pass until 
payment is made.  

When title passes is a matter of 
contract.  INCOTERMS do not control 
the transfer of title.  

Care should be taken when crafting title transfer language 
against unanticipated results.  Separating the transfer of title and 
risk of loss may give the appearance of having the security of title, as 
might be required by a letter of credit, while leaving the risk of loss 
and the attendant responsibility with the Seller. While this might 
be practical with an established domestic seller, the cost of 
enforcing a foreign seller’s performance after having been paid 
could be very high.  In practice, it might be the equivalent of self-
insuring. 
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Insurance will not cover you for your 
own deficiencies. It remains your 
obligation to ensure that the goods are 
properly packed for shipment, to provide 
proof as to what you actually shipped, 
and, if required, have the cargo inspected 
prior to shipment.  

A Seller’s failure to place the insurance 
required under the sales agreement has, in 
various cases, resulted in the seller being 
liable as though it were the insurer. 

9.3.2. RISK OF LOSS OR DAMAGE 
Inherent in transportation is the risk of loss from damage or 

theft.  
Traditionally, by obtaining insurance, a business protects itself 

from risks it cannot afford.  
Insurance, as a practical matter, often refers to more than just 

liability protection offered by a third party.  For a shipper, the 
bottom line is how to balance the risk of loss with the cost of 
protection. 

Protection from loss is available as:  
 Third party insurance obtained from an insurance 

underwriter or its agent 
 Declaration of Higher Value to the carrier 
 Insurance 

9.4. INSURANCE 
The most common form of protection is 

insurance underwritten by an independent 
insurance company.  Coverage is available either for 
single shipments or on an open policy covering all 
shipments. 

There are various types of insurance to cover loss 
or damage to a shipment. 

Ocean policies are generally referred to as Open 
Marine, although today open coverage can be 
arranged for ocean, air, rail and trucking transit 
risks, as well as warehousing, deconsolidation, and 
the like.  Open policies terminate only by 
cancellation; generally, they do not have an 
expiration date. The main advantage of open 
coverage is that it automatically covers all shipments 
that are contractually required to be insured and, 
therefore, coverage is not subject to the risk of a 
traffic department's failure to apply for coverage on an individual shipment. 

If you do not have enough shipments to warrant an open policy, a freight 
forwarder or customs broker can generally obtain insurance for individual 
shipments.  A shipper would find that trying to place a "stray" risk itself is 
very expensive and, in fact, many insurance companies will not accept a stray 
risk.  Alternatively, a freight forwarder or Customs Broker may be able to 
cover the shipment under its own open marine policy, but it is up to the 
shipper or consignee to clearly specify the coverage that is required. 

The broadest standard coverage is against "All Risks," which protects the 
shipment against physical loss or damage from external causes, except those 
resulting from the natural tendencies of the goods, (e.g., deterioration due to 
expiration of shelf life), or delay. 

As a general rule, a purchaser is better off obtaining its own insurance or at 
least specifying the coverage it wants.  While, for example a C.I.F. contract 
requires the seller to obtain insurance on the shipment, the seller's interest is 
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10. PLANNING THE DOCUMENTATION 

Executive Briefing 

Documentation is the primary basis for all decisions made by the government 
and those handling the practical aspects of an international transaction.  The 
absence of complete and accurate documentation can result in erroneous 
decisions, as well as delays and expense(s). 

 

10.1. INVOICING 
An invoice fulfills more functions than just documenting the commercial 

transaction.  Various government agencies, other than Customs, use the 
information found in the commercial invoice to determine compliance with 
import and export laws.  Beyond documenting a sale, the regulatory need for 
information dictates what must appear on an invoice, such as the species 
name for the Federal Trade Commission Fur Product Labeling Act and the 
Fish & Wildlife Service.  

A separate invoice is required for each shipment.  Normally, only one 
distinct shipment, from one manufacturer/seller/shipper, to one consignee, 
carried by one commercial carrier, should be included on a single invoice. 

Required information that does not appear on the invoice as originally 
prepared should be provided on attachment(s) to the invoice. 

Invoices and all other attachments covering shipments to the U.S.A. must 
be in English or must be accompanied by an accurate English translation. 

The precise contents of an invoice will vary depending upon the nature of 
the transaction.   In certain situations, such as in the case of footwear, special 
invoices may be required in addition to the commercial invoice.47 

Each of the elements of information required in the invoice has a 
consequence for the value, classification or admissibility of a shipment.  
Custom has been endeavoring to set forth product specific invoice guidelines.  
Until such guidelines are published, it is up to the importer to make sure that 
the description and information necessary to properly classify, appraise and 
admit the shipment are presented in the invoice and accompanying 
documents. 

 
The Customs Modernization Act of 1993 updates invoicing requirements 

to take into consideration current business practices, enforcement needs, and 
the electronic nature of business and customs transactions. Of significance to 
importers will be the ability to transmit invoice and other information 
electronically to U.S. Customs.48   Moreover it may be possible for Customs 
to act on incomplete information subject to a subsequent "Reconciliation."49  
In combination, electronic filing and post entry reconciliation can be of 
tremendous advantage to fast moving transactions where information often 
lags behind, and may not be available until year's end.50 
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11. VALUATION 

Executive Briefing 

The duty, and taxes and Customs fees due on an imported article are in most 
instances a percentage of its dutiable value.  The "dutiable value" is determined by 
the valuation process known as appraisement, discussed below. The dutiable value 
is multiplied by the duty rate as determined through classification according to the 
Harmonized Tariff Schedules. 

Improper valuation of goods initially affects duty liability. Inflated value or the 
inclusion of non-dutiable charges can result in payment of excessive duty.  
Conversely, under valuation or the failure to declare an element of value can result 
in additional duty liability and, in certain cases, substantial penalties, including 
potential criminal liability. 

 

 
While value determinations are primarily made based upon commercial documenta-

tion, Customs does have the authority to require the submission of verified statements 
from manufacturers or producers to establish costs,64 or such other documentation as it 
deems necessary for appraisement. 65 

11.1. TRANSACTION VALUE FOR THE GOODS BEING IMPORTED 
The dutiable value of most imported articles is their "transaction 

value" which is the "price actually paid or payable" for the articles, 
"when sold for export to the United States."66 

The price "paid or payable" for an article is generally based upon 
its FOB price at the port of export 67, which means that it includes 
any costs incurred to bring the shipment to the port of export 
(foreign inland freight) and of lading it onto the carrier. 68   In a 
properly structured transaction, a lower, Ex-Factory (EXW 
Incoterms® 2010) price may qualify as the "price paid or payable". 
(See “Incoterms” §9.3 at 54.)  

If the terms of the sale include charges for things which occur 
after the cargo is placed on board the carrier, then for duty 
purposes, the invoice price will be adjusted back to an FOB price.69  
For example, if the terms of sale were C.I.F. (Cost, Insurance & 
Freight), the cost of insurance and international freight could be 
deducted from the C.I.F. price to determine an FOB price. (See 
“Incoterms” §9.3 at 54.) 

Under normal circumstances, the price "paid or payable" by the 
purchaser to the seller will be the "transaction value."  With certain 
exceptions, this "transaction value" will be the "dutiable value" upon 
which Customs will base its duty assessment. 

11.2. ADDITIONS TO TRANSACTION VALUE APPRAISEMENT 
In order for the price "paid or payable" for an article to be 

considered its dutiable value, it must include all elements of value.  

  

What Every Member of the 
Trade Community Should 

Know About: 

Customs Value 

 
AN INFORMED 

COMPLIANCE PUBLICATION 
 

  

What Every Member of the 
Trade Community Should 

Know About: 

Bona Fide Sales & 
Sales for 

Exportation to the 
United States 

 
AN INFORMED 

COMPLIANCE PUBLICATION 
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Consequently, the costs associated with missing charges must be added to the 
Transaction Value, to the extent that they are not already included in the 
transaction price.  Customs may require only the following charges, incurred 
by the buyer, be added to transaction value:70 

 Packing Costs 
 Selling Commissions 
 Assists 
 Royalties 
 Proceeds of a Subsequent Sale 

11.2.1. PACKING COSTS 
Packing costs are any costs incurred by the buyer for labor and 

materials of whatever kind used in packing goods to make them 
ready for exportation.71  It typically includes items such as: 

 Boxes, cartons & wrapping 
 Hangers 
 Poly bags 
 Spools 
 Inedible coatings on food 
 Labels 
 Labor costs related to all of the above  

Under most Incoterms, including EXW, the seller is required to 
place the goods in a condition ready for transport.  In certain 
instances such as where special packing is required, there may be an 
additional packing charge which is invoiced separately from the 
Commercial Invoice accompanying the shipment.  Those 
additional charges need to be added to the transaction value in 
calculating Dutiable Value. 

On the other hand, additional packaging for re-packing goods, 
after they have been made ready for export, e.g., changing labels on 
cans, might not be packing which will be added to the transaction 
value of imported goods.72 

11.2.2. SELLING COMMISSIONS 
A selling commission is any commission paid to the seller's 

agent.73  A selling agent is anyone who is related to, controlled by, 
works for, or on behalf of, the manufacturer or seller.74  For 
Customs Valuation purposes, payments made to a Selling Agent are 
treated the same as a payment to the seller itself.  (See “Selling 
Commissions” §11.2.2 at 76.)  

Traditionally, such undisclosed payments by an importer have 
led to penalties. 

11.2.3. ASSISTS 
An assist is anything that the buyer provides to the manufacturer 

and/or seller, directly or indirectly, either free of charge or for less 
than the arm's length price, and for which the manufacturer/seller 
would otherwise have to charge the buyer, if not so provided.75 
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Royalties, like Assists, are often not 
disclosed because importers mistakenly 
view them as separate and distinct from 
the imported goods. These are dutiable 
on value. 

However, if the transaction is 
properly structured and based on other 
than imported value, e.g., domestic sales, 
then it will not generally be considered 
as dutiable. 

Assists are perhaps the most 
frequently omitted value declarations.  

This error is often not one of 
intention but by oversight because assists 
are very often purchased either 
independently from the product itself by 
someone other than the person 
responsible for handling the importation. 

For example: 
 Materials, components, parts and similar items 

incorporated into a final product; 
 Tools, dies, molds and similar items used in producing 

the goods; 
 Materials consumed in the production of goods; 
 Engineering, R&D, artwork, design work, and plans 

produced or undertaken outside the United States. 
Like commissions, all assists must be declared, although not all 

will be dutiable.  For example, the cost of 
foreign produced engineering, 
development, artwork and designs 
provided to the manufacturer by the buyer 
is dutiable.  If, however, the same work is 
produced in the U.S., it is still an assist, 
but it is not dutiable.76 

An assist can be declared and duty paid 
for it on the first importation, or it can be 
amortized over the life of the production 
or on any other business basis which is 
consistent with Generally Accepted 
Accounting Principles (GAAP).77 

The failure to properly report assists to Customs is one of the 
major sources of importer liability. 

11.2.4. ROYALTIES  AND LICENSE FEES 
Royalty and license fees that a buyer is 

required to pay either directly or indirectly 
to the seller or manufacturer as a 
condition of sale of the merchandise for 
exportation to the United States are 
dutiable.78 

Fees or commissions for trade names, 
marks and logos, paid to other than the 
manufacturer/seller in such a way that the 
sale of the goods is not conditioned on 
payment, are generally not dutiable.   

11.2.5. PROCEEDS OF SUBSEQUENT RESALE 
THAT ACCRUE TO  THE SELLER 

If, subsequent to importation, an importer pays or is required to 
pay more for the imported goods than was declared at the time of 
entry, those additional payments constitute part of the price paid 
for the goods.  This frequently occurs in industries where the final 
price for the imported goods is based upon the price at which the 
goods are ultimately resold.  
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For example: 
Goods are purchased for $100.00 on the 

condition that if the goods are ultimately resold 
for more than $150.00, the profit would be split or 
a commission would be due. 

If the article sells for $200.00 then $25.00 is 
owed to the manufacturer.  This subsequent 
payment constitutes part of the price paid for the 
goods: $100 + $25. 

Additional payments due to the seller as a result of a post entry 
sale are rarely disclosed. 

Any subsequent payments to the seller will be presumed to be 
part of the price paid or payable for the goods, and are probably 
dutiable, and must be declared.79   

If the additional payments are made before the entry is 
liquidated, then they can be declared through a Post Entry 
Amendment. (See “Post Entry Amendment” §20.2.3 at 200.)  If not 
known until substantially later and especially if this is a common 
situation, consider discussing your options with a Customs 
Attorney. An exception might be if the payment constituted a one-
time retroactive price increase, which might not be dutiable.  How 
it will be treated can be evaluated only in the context of the entire 
transaction and course of prior dealings. 

11.3. TRANSACTION VALUE BETWEEN RELATED PARTIES 

Executive Briefing 

The existence of specific interrelationships between a buyer and seller raises the 
question whether the price at which goods are bought and sold between them 
constitutes an arm’s length price or whether the relationship has resulted in an 
artificially low price.   

The validity of the price charged by a seller to a related buyer will, at some point, 
have to be substantiated. 

The value acceptable for transactions between unrelated and related parties 
may be different and, in a properly structured transaction, may legitimately be 
lower, resulting in a reduced duty liability. 

 
 

Parties are considered related80 if they are: 
 Members of the same family, including brothers, sisters, spouse, 

parent or child, ancestor or lineal descendants 
 Officers or directors of both entities or a common entity 
 Partners 
 Employer and employee  
 Direct or indirect ownership or the right to vote 5% or more of 
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stock 

 Two or more persons directly or indirectly controlling, controlled 
by, or under common control with, any person 

The fact that parties are related does not mean that the transaction value 
for a particular importation will be rejected, only that its legitimacy has to be 
verified. 

The law recognizes that prices between related parties can be justifiably 
lower than those between unrelated parties.  The price paid will be accepted 
as its "transaction value" provided that it closely approximates what Customs 
would calculate to be its "Computed Value."  Thus, when properly 
structured, transactions between related parties can be financially 
advantageous.  (See “Transactions Between Related Companies - Transfer 
Pricing” §7.6 at 31 and “Deductive or Computed Value” §11.5.2 at 80.) 

11.4. FIRST SALE 
In a “First Sale” transaction there are at least two sales transactions that 

bring goods to the United States.  The first is a sale from the factory to the 
middleman.  The second is from a middleman to the U.S. customer.   

 
As long as the goods are “clearly destined for export to the U.S.” and there 

was a bona fide arm’s length sale, they may be entered under the lower price 
of the “first sale” from the factory to the middleman.  There must be 
sufficient documentation to prove a back-to-back sale and, most importantly, 
that the seller knew at the time of sale that goods were destined for export to 
the U.S.  (See “First Sale Valuation” §7.7 at 33.) 

11.5. ALTERNATIVES WHEN THERE IS NO TRANSACTION VALUE 
While the majority of transactions will be valued on the basis of 

transaction value, there will be times when the transaction value cannot be 
determined by available documents, or cannot be used for other reasons.  

For Example:  
If the price paid by the buyer was contingent on other factors, such 

as the volume of future sales, the price paid or payable could not be 
determined at the time of import.  

If the goods were imported on a contingency basis, with part of the 
proceeds to be paid to the exporter when a buyer appeared, the goods were 
not "sold for export." 

If "transaction value" cannot be used as the basis for dutiable value, the law 
provides for alternate means of appraising the merchandise to establish 

Figure 9 - Buying Agent vs Middleman Transaction 




