DROIT DES AFFAIRES
INTERNATIONAL
CONSEIL ET CONTENTIEUX

Co-Authors:

Thierry Clerc, Avocat

Josselin PESCHIUTTA, Eléve avocat

Francis WALLACE (RIX & KAY, Hove) (UK)

Frank DI GIANTOMASSO (KNIGHSTBRIDGE LAWYERS) (Australia)
Johannes BRAND (EINEM & PARTNERS, Francfort) (Germany)
Dominique WALRAVENS (RACINE, Bruxelles) (Belgium)

Pietro BEMBO (STUDIO LEGALE BEMBO, Milan) (ltalia)

Timo MAENPAA (BACKSTROM & CO, Helsinki) (Finland)
Benedykt FIUTOWSKI (BUDZOWSKA FIUTOWSKI & PARTNERS) (Poland)
Dinesh SINGH / Aarushi SHARMA (ALTUM LAW) (India)

WHEN CROSS-BORDER DISTRIBUTION CONTRACTS COME TO AN END

6 June 2016

There are various forms of distribution agreements, such as franchising agreements,
selective or exclusive distribution contracts. Moreover, their respective definitions may not
be the same in all countries.This paper will focus on situations where an independent
distributor buys products from a supplier to resell them to its own customers.

The applicable legal framework for the contract will be determined based on the law
chosen by the parties

As a basic principle, the parties are free to choose applicable law for a distribution contract
in the European Union (EU), pursuant to the provisions of Article 3.1 of so-called “Rome 1”
Regulation of 17 June 2008.

In the absence of any choice of law, Article 4.1 f) of the abovementioned regulation provides
that applicable law is the law of the State where the distributor has its habitual residence —
subject to some exceptions.

Outside the EU, the parties are likewise free to choose their applicable law, subject to public
policy provisions in force in each relevant country.

Choosing applicable law is a crucial step with major implications. It is therefore essential to
thoroughly check the provisions of the law considered for application to the contract.



What if | choose French law for the contract?

Under French law, contract termination does not result in penalties provided that it is based
on reasonable ground and occurs with due notice. There are actually two different sets of
provisions depending on whether it is a fixed-term or an open-ended contract.

For fixed-term agreements and if no time-limit prorogation or automatic renewal clause was
included in the contract, the only thing to do is to wait until the initially agreed ending date.
But it is not possible to terminate the contract on an early basis, unless evidence can be
provided to establish either negligence on the contracting party’s side or that a force
majeure event occurred.

Furthermore, for permanent contracts or if the initial contract was prorogated or renewed
for an indefinite period, Article L. 442-6 | 5° of the French Commerce Code provides that
notice of termination including a reasonable notice period should be given in writing to the
other party, and that, in case of dispute, the judge will set said notice period based on a
number of economic criteria such as how anchored in the past the commercial relationship
is; the nature and reputation of the relevant products and services; the amount of upstream
investments; the share of turnover generated through the distribution agreement; the
difficulty of finding a new partner for the affected party, etc. The notice period may vary
from three months to two years depending on the situation. Failure to comply with this
obligation to give reasonable notice will result in contract termination deemed as having
occurred without due notice or not based on fair ground - and will therefore result in
penalties. An exemption from giving notice may nonetheless be granted in case of
established negligence on the contracting party’s side or of force majeure event.

It should moreover be noted that, once French contract law is reformed (effective date: 1
October 2016) these special provisions governing termination will be integrated into the
rules of ordinary law.

If it is proven that contract termination was not based on fair ground and/or occurred
without due notice, the court may order the terminating party to pay damages to the other
party; in this case, the amount of said damages is set so as to make up for the economic loss
actually suffered and based on difficulties faced by the affected party to adapt. The court
may also impose an obligation to continue existing employment contracts of the affected
party onto the successor in the contract (either the supplier or another distributor) (Article
L. 1224-1 of the French Labour Code).

Finally, in some exceptional cases, the affected party may request the judge to extend the
notice period.

What if | choose another national law?

Such as:

English law — Under the Common law system in force in the United Kingdom, the contract is
based throughout its lifetime on mutual trust between the parties. Moreover, common law

provides for narrow interpretation, which requires to draw up the contract with precision.
The parties therefore need to include a detailed termination clause in the contract.



For termination of fixed-term contracts, compensation shall be based on the loss of profit
suffered until the date on which the contract would have normally ended. For termination
of open-ended contracts, when a party considers terminating a distribution contract further
to a negligence on its contracting party’s side, it is common practice to send a first letter of
formal notice setting a reasonable deadline (which might be 30 days) to cure said negligence.
If this first notice has remained unsuccessful beyond that date, a second letter must be sent,
including a reasonable notice calculated using criteria similar to those provided for under
French law - in practice, this notice period will probably not exceed three to six months.
English law on the other hand provides for a wider range of sanctions: the court may not
only grant damages to the affected party, but also order both parties to continue the
contract or prohibit the terminating party to find a new contracting party. Nevertheless, in
practice, these sanctions may be hard to apply. To determine the amount of damages, the
affected party must assess damage suffered to a minimum level. Moreover, the court may
order payment of punitive damages.

Australian law — The contract is likewise governed by Common law. Legally accepted
termination grounds include breach of contract terms, breach by another party, operation
of law (misrepresentation, offence to a statute), frustration or consent. When terminating
the agreement, the relevant party must comply with contract terms. Should one of the
clauses in the contract be deemed or become null and void or illegal, then the parties must
first negotiate in order to try and agree on a valid alternative clause; if no such agreement
can be reached, only then may they terminate the contract. Unilateral termination may be
requested only if the other party has been in breach of a material —and not merely incidental
— contractual obligation. There is no such thing as a statutory notice period under Australian
law; the length of notice must be stipulated in the contract. The party wishing to terminate
a franchising agreement must send a first letter of formal notice setting a deadline (usually
30 days) for both parties to reach an amicable solution, then a second letter with reasonable
notice. Additionally, any clause allowing a party to terminate the contract without any
ground or justification, as well as any clause allowing a party to inform third parties of
termination through negligence on the other party’s side, shall be deemed null and void.
After contract termination, a so-called “work-out” period must be implemented for the
defaulting party to cure its breach(es). Regarding sanctions, the court may order payment
of damages to the affected party, which must assess damage suffered to a minimum level.
No punitive damages can be awarded under Australian law. In some circumstances the court
may order that the notice period be extended.

German law provides for a reasonable notice period up to a maximum of two years. No
ground needs to be provided for contract termination; the distributor may claim
compensation only to the extent that it has been integrated into the supplier’s distribution
system, which can be evidenced using similar criteria to those used for commercial agency,
such as the existence of an obligation to transfer customer portfolio, store goods, hold
products for commercial demonstration purposes, prepare periodic reports, or advertise.

Belgian law includes a special set of provisions to frame unilateral termination of exclusive
distribution agreements entered into for an indefinite period (Article X 36 of the Belgian
Code on Economic Law). Reasonable notice (from 1 to 42 months in practice) must be
provided so that the distributor is able to adjust and generate a similar level of turnover.
This set of legal provisions is also very protective in the event where the contract is
terminated without any fair ground or abruptly: compensation paid to the affected
distributor is calculated based on the net profit before tax throughout the notice period.



Italian law — Reasonable notice must be provided for; contract termination without due
notice or without fair ground shall result in payment of damages to the affected party. As a
matter of emergency one may nonetheless request the court to order continuation of the
contract although notice of termination was given or to prohibit the other party to terminate
the contract. Prior to termination, a party may also request the court protect its interests by
way of an order restricting the acts of the other party wishing to terminate the contract.

Finnish law — There are no specific rules for distribution contracts. However the parties can
include a special penalty clause in the contract in addition to the termination clause. Unless
mutually agreed between the parties, early termination is, legally speaking, not an option
for fixed-term contracts. For other types of contracts, a letter of termination must be sent
with reasonable notice. In the event where termination occurs further to negligence, the
affected party is entitled to damages, the amount of which is calculated based on economic
loss actually suffered. The standard rules of Finnish contract law apply when termination
occurs without any fair ground.

Polish law — This national law is based on principles of social coexistence, according to which
a legal action will be deemed wrongful and rejected if its purpose or effect is to harm the
interests of a contracting party. Early termination of fixed-term contracts is normally not
allowed. Open-ended contracts may be terminated subject to reasonable notice - failing
which, termination will be deemed a contractual default —instead of a default in tort — which
will make it easier to seek liability on the part of the defaulting contracting party and obtain
payment of damages.

Indian law — All contracts are governed by Indian Contract Act, 1872 which provides that the
parties must set the terms of contract termination — including any applicable notice period
— and specify the criteria to be used as a basis for calculation of compensation. Through
compensation, the defaulting party must reinstate the financial situation which the affected
party would experience if the contract had not terminated: Indian Contract Act, 1872 thus
distinguishes between standard damages (to compensate for normal consequences of
termination), special damages (special circumstances), liquidated damages (as provided for
in the contract), and actual damages (loss and damage incurred). Interim or permanent
measures may be granted by the court, ordering continuation of the contract (Article 37 of
Specific Relief Act, 1963).

AS A CONCLUSION - Before entering into a cross-border distribution contract, one needs to
carefully choose applicable law based on the respective consequences of each national law
in terms of contract termination. Also, one needs to keep in mind that — if ratified by the
relevant countries — the Vienna Convention on the international sale of goods of 11 April
1980 may apply. Application of this convention may be expressly excluded in the contract —
failing which, the Vienna Convention will apply. Finally, the most favorable law depends on
whether one is to act as the supplier or as the distributor: for instance, Belgian law is more
protective of the distributor’s interests, while English law offers a higher level of protection
to the supplier.
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