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BASIC FUNDAMENTAL
FOR 

TRADE FINANCE IN ANY BANK

1. Mention the difference Between Letter of credit and bank Guarantee.

Ans:
A documentary credit represents a commitment of a bank to pay seller of goods or services a certain amount provided he presents stipulated documents evidencing the shipment of goods or the performance of services within a prescribed period of time.

Bank Guarantee: - A Bank Guarantee is an irrevocable undertaking of the Bank (Guarantor) to effect payment against presentation of a written statement of the guarantee holder (beneficiary) to the effect that a given contractually agreed obligation has not been fulfilled.

Bank pays against Letter of credit on compliance

Bank pays against guarantee on default

2. Under What situation an exporter can directly Dispatch the document directly to overseas buyer.

Ans:
Direct Dispatch of documents by the exporter

AD Category – I banks should normally dispatch shipping documents to their overseas branches/correspondents expeditiously. However, they may dispatch shipping documents direct to the consignees or their agent’s resident in the country of final destination of goods in cases where:

a) Advance payment or an irrevocable letter of credit has been received for the full value of the export shipment and the underlying sale contract/letter of credit provides for dispatch of documents direct to the consignee or his agent resident in the country of final destination of goods.

b) The exporter is a regular customer and the AD Category – I banks is satisfied, on the basis of standing and track record of the exporter and the arrangements made for realization of export proceeds that the request can be acceded to.

c) Documents in respect of goods or software are accompanied with a declaration by the exporter that they are not more than Rs. 25,000/- in value and not declared on GR/SDF/PP/SOFTEX form.

(ii) AD Category – I banks may also permit `Status Holder Exporters' (as defined in the Foreign Trade Policy), and units in Special Economic Zones (SEZ) to dispatch the export documents to the consignees outside India subject to the terms and conditions that:

a) The export proceeds are repatriated through the AD banks named in the GR Form.

b) The duplicate copy of the GR form is submitted to the AD banks for monitoring purposes, by the exporters within 21 days from the date of export.

Where exporters have received 100 per cent advance remittance in terms of specified guidelines, they may dispatch shipping documents directly to the consignee.

3. What is Gr waiver  ?

Ans: For export of goods outside country , the goods   has to be neccesarily  assesed by customs to ascertain their market value  .Then shipping bills  are prepared  by customs .

In certain circumstances, export of goods   will take  place  for which  no payment  will come in to the country [image: image24.wmf]
Examples are

a) free samples  sent by the customer  overseas

b) Defective goods imported by customer  being sent overseas  for repair and reimport subsequently.

c) Goods exported by our customer, rejected by  overseas party  and  being re exported sent  by our customer  back to overseas

d) Participation in exhibition  / trade fair overseas

e) Sending goods overseas  for carrying out few tests after which it will be re imported

f) Goods sent for advertising purposes and so on 

Gr waiver is done for such transactions wherein customs will allow the goods to be exported based on a certificate from the authorised dealers.

4. What is the time limit of shipment of goods under Advance Payments

against Exports ? 

Ans:
 In terms of Regulation 16 of FEMA 23 dated May 3, 2000, where an exporter receives advance payment (with or without interest), from a buyer outside India, the exporter shall be under an obligation to ensure

that -

(i) the shipment of goods is made within one year from the date of receipt of advance payment

If the exporter is unable to make the shipment, partly or fully, within one year from the date of receipt of advance payment, no remittance towards refund of unutilised portion of advance payment or towards payment of interest, shall be made after the expiry of the said period of one year, without the prior approval of the ReserveBank.

(ii) Where the export agreement provides for shipment of goods extending beyond the period of one year from the date of receipt of advance payment, the exporter shall require the prior approval of the Reserve Bank.

5. What is the time limit of submission of Export document to authorised dealer? 

Ans:
Exporters should present documents pertaining to exports within 21days from date of shipment.

In cases where exporters present documents pertaining to exports after the prescribed period of 21days from date of export, AD Category – I banks may handle them without prior approval of Reserve Bank, provided they are satisfied with the reasons for the delay.

6. Under what circumstances Bank can allow payment of Agency Commission on exports? 

Ans:
(i) AD Category – I banks may allow payment of commission, either by remittance or by deduction from invoice value, on application submitted by the exporter. The remittance on agency commission may be allowed subject to the following conditions:

a) Amount of commission has been declared on GR/SDF/PP/SOFTEX form and accepted by the Customs authorities or Ministry of Information Technology, Government of India / EPZ authorities as the case may be. In cases where the commission has not been declared on GR/SDF/PP/SOFTEX form, remittance may be allowed after satisfying the reasons given by the exporter for not declaring commission on Export Declaration Form, provided a valid agreement/written understanding between the exporters and/or beneficiary for payment of commission exists.

b) The relative shipment has already been made.

7. Under what circumstances a exporters can refund the export proceeds? 

Ans:
(i) AD Category – I bank, through whom the export proceeds were originally realised, may consider requests for refund of export proceeds of goods exported from India and being re-imported into India on account of poor quality. While permitting such transactions, AD Category – I banks are required to:

i. exercise due diligence regarding the track record of the exporter;

ii. verify the bonafides of the transactions

iii. obtain from the exporter a certificate issued by DGFT / Custom authorities that no incentives have been availed by the exporter against the relevant export or the proportionate incentives availed, if any, for the relevant export have been surrendered;

iv. obtain an undertaking from the exporter that the goods will be re-imported within three months from the date of remittance; and

v. ensure that all procedures as applicable to normal imports are adhered to.

8. What is ECGC? 

Ans:

Export Credit Guarantee Corporation of India Limited, was established in the year 1957 by the Government of India to strengthen the export promotion drive by covering the risk of exporting on credit. 
Being essentially an export promotion organization, it functions under the administrative control of the Ministry of Commerce & Industry, Department of Commerce, Government of India. It is managed by a Board of Directors comprising representatives of the Government, Reserve Bank of India, banking, insurance and exporting community.


9. What does ECGC do? 

Ans: Provides a range of credit risk insurance covers to exporters against loss in export of goods and services 

Offers guarantees to banks and financial institutions to enable exporters to obtain better facilities from them 

Provides Overseas Investment Insurance to Indian companies investing in joint ventures abroad in the form of equity or loan 

Provides guidance in export-related activities

Offers insurance protection to exporters against payment risks
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Makes it easy to obtain export finance from banks/financial institutions
Assists exporters in recovering bad debts and Provides information on credit-worthiness of overseas buyers
10. What are the risks covered under the Standard Policy of ECGC?

Ans:
Under the Standard Policy, ECGC covers, from the date of shipment, the following risks:

	a. Commercial Risks
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	Insolvency of the buyer.
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	Failure of the buyer to make the payment due within a specified period, normally four months from the due date.
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	Buyer's failure to accept the goods, subject to certain conditions.


		
	b. Political Risks
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	Imposition of restriction by the Government of the buyer's country or any Government action, which may block or delay the transfer of payment made by the buyer.
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	War, civil war, revolution or civil disturbances in the buyer's country. New import restrictions or cancellation of a valid import license in the buyer's country.
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	Interruption or diversion of voyage outside India resulting in payment of additional freight or insurance charges which can not be recovered from the buyer. 
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	Any other cause of loss occurring outside India not normally insured by general insurers, and beyond the control of both the exporter and the buyer. 



	


11. What is the difference between FERA and FEMA?

Ans:
DIFFERENCES BETWEEN FERA AND FEMA
	 Sr. No
	DIFFERENCES
	FERA
	FEMA

	1
	PROVISIONS
	FERA consisted of 81 sections, and was more complex
	FEMA is much simple, and consist of only 49 sections.

	2
	FEATURES
	Presumption of negative intention (Mens Rea ) and joining hands in offence (abatement) existed in FERA
	These presumptions of Mens Rea and abatement have been excluded in FEMA

	3
	NEW TERMS IN FEMA
	Terms like Capital Account Transaction, current Account Transaction, person, service etc. were not defined in FERA.
	Terms like Capital Account Transaction, current account Transaction person, service etc., have been defined in detail in FEMA 

	4
	DEFINITION OF AUTHORISED PERSON 
	Definition of "Authorised Person" in FERA was a narrow one ( 2(b)
	The definition of Authorised person has been widened to include banks, money changes, off shore banking Units etc. (2 ( c )

	5
	MEANING OF "RESIDENT" AS COMPARED WITH INCOME TAX ACT.
	There was a big difference in the definition of "Resident", under FERA, and Income Tax Act
	The provision of FEMA, are in consistent with income Tax Act, in respect to the definition of term " Resident". Now the criteria of "In India for 182 days" to make a person resident has been brought under FEMA. Therefore a person who qualifies to be a non-resident under the income Tax Act, 1961 will also be considered a non-resident for the purposes of application of FEMA, but a person who is considered to be non-resident under FEMA may not necessarily be a non-resident under the Income Tax Act, for instance a business man going abroad and staying therefor a period of 182 days or more in a financial year will become a non-resident under FEMA.

	6
	PUNISHMENT
	Any offence under FERA, was a criminal offence , punishable with imprisonment as per code of criminal procedure, 1973 
	Here, the offence is considered to be a civil offence only punishable with some amount of money as a penalty. Imprisonment is prescribed only when one fails to pay the penalty.

	7
	QUANTUM OF PENALTY.
	The monetary penalty payable under FERA, was nearly the five times the amount involved.
	Under FEMA the quantum of penalty has been considerably decreased to three times the amount involved.

	8
	APPEAL
	An appeal against the order of "Adjudicating office", before " Foreign Exchange Regulation Appellate Board went before High Court
	The appellate authority under FEMA is the special Director ( Appeals)Appeal against the order of Adjudicating Authorities and special Director (appeals) lies before "Appellate Tribunal for Foreign Exchange."An appeal from an order of Appellate Tribunal would lie to the High Court. (sec 17,18,35)

	9
	RIGHT OF ASSISTANCE DURING LEGAL PROCEEDINGS.
	FERA did not contain any express provision on the right of on impleaded person to take legal assistance 
	FEMA expressly recognises the right of appellant to take assistance of legal practitioner or chartered accountant (32)

	10
	POWER OF SEARCH AND SEIZE 
	FERA conferred wide powers on a police officer not below the rank of a Deputy Superintendent of Police to make a search
	The scope and power of search and seizure has been curtailed to a great extent


 

TRANSFERABLE LETTERS OF CREDIT

12.
What is a transferable Letter of Credit?
Ans: A transferable letter of credit is one, which specifically states that it is transferable. This will only occur if the applicant for the letter of credit (buyer) agrees. In a transferable letter of credit, the rights and obligations of the beneficiary are transferred to another party, usually a manufacturer or wholesaler. Transfer may be either full or partial.

Reason for transferring the L/C

Most transfers involve a seller who, as beneficiary of the letter of credit, has a pending sale, but is unable to purchase the merchandise from the manufacturer on open account. Export brokers most often use transferable L/Cs. Transferring a portion of the export L/C to the manufacturer allows the broker to leverage the buyer's banker's credit  by providing the manufacturer with assurance of payment if the manufacturer performs under the transferred L/C terms and conditions.

Criteria for applying to transfers

Transfer of letters of credit is governed by Article 38 of the Uniform Customs and Practice for Documentary Credits (UCP 600) which  states that banks are under no obligation to transfer a credit except to the extent and in the manner expressly consented to. Furthermore, the transferring bank must be specifically named in the letter of credit as the bank authorized to effect the transfer.

Transfer criteria vary from bank to bank, but may include such  requirements as:

- The transferor being a customer of the transferring bank.

- "Negotiation" of the credit being restricted to the transferring bank.

- The issuing bank being a correspondent of the transferring bank.

- All terms and conditions of the credit being acceptable to the transferring bank.

13.
What if the L/C does not meet the bank's transfer criteria?

Ans: The bank retains the right to decline a transfer request. It may consent if certain terms and conditions of the letter of credit are amended to meet its requirements. Any amendment to a letter of credit is subject to agreement of the buyer, the buyer's bank, and the beneficiary who is requesting the transfer. Banks retain the right to decline any transfer request.

14.
What can be changed when transferring a Letter of Credit?

Ans: Article 38 of the UCP 600 limits changes to the following:

- The L/C amount may be reduced.

- Unit prices may be reduced.

- The expiry and latest shipping dates may be curtailed.

- The time period after the date of shipment for presenting documents to the bank may be curtailed.

- The name of the beneficiary is substituted for the name of the applicant (buyer), but if the applicant's name is required to be stated in any document other than the invoice, this requirement must be adhered to.

- If an insurance document is required, the coverage may be increased to provide coverage as required by the original L/C.

- The place of payment or negotiation may be changed to the location of the transferee.
Presentation of documents by or on behalf of a second beneficiary must be made to the transferring bank.


15.
Will the supplier and the buyer be able to identify each other?

Ans: Probably so, even if the bills of lading do not give the buyer as "consignee" and the "notify party" is shown as the buyer's customs broker. All of the seller's documents (except for invoice and draft) are forwarded to the buyer through their banks, and a packing list should have the seller's name and address.
BILL OF LADING
16. What is Bill of Lading?

Ans: A bill of lading (sometimes referred to as a BOL, House bill of lading, or B/L) is a document issued by a carrier, e.g. a ship's master or by a company's shipping department, acknowledging that specified goods have been received on board as cargo for conveyance to a named place for delivery to the consignee who is usually identified. A through bill of lading involves the use of at least two different modes of transport from road, rail, air, and sea. The term derives from the noun "bill", a schedule of costs for services supplied or to be supplied, and from the verb "to lade" which means to load a cargo onto a ship or other form of transport. In addition to acknowledging the receipt of goods, a Bill of Lading indicates the particular vessel on which the goods have been placed, their intended destination, and the terms for transporting the shipment to its final destination. Inland, ocean, through, and airway bill are the names given to bills of lading.
Essentially, an air waybill is a type of through bill of lading. This is because air waybills may cover both international and domestic transportation of goods. By contrast, ocean shipments require both inland and ocean bills of lading. Inland bills of lading are necessary for the domestic transportation of goods and ocean bills of lading are necessary for the international carriage of goods. Therefore, through bills of lading may not be used for ocean shipments.

     16. What is Express Bill of Lading?


Ans: Express bill of lading (B/L) Non-negotiable form of original B/L sent via fax or 
electronic means
     17. What is incoterms?
 Ans: The incoterms refers to international commercial terms (2000). It is also called trade 
terms. Incoterms tells about the allocation of cost, risk, and obligation between 
exporter and importer. There are total 13 incoterms. These are 

* ExW (Ex works)
* FCA (Free Carrier)
* FAS (Free Alongside Ship)
* FOB (Free On Board)
* CFR or CNF (Cost and Freight)
* CIF (Cost Insurance Freight)
* CPT (Carriage Paid To)
* CIP (Carriage and Insurance Paid To)
* DAF (Delivered at Frontier)
* DES (Delivered Ex Ship)
* DEQ (Delivered Ex Quay)
* DDU (Delivered Duty Unpaid)
* DDP(Delivered Duty Paid)
Ex Works

Exworks means that the seller fulfills his obligation to deliver when ha has made the goods available at the promises (i.e., factory, warehouse) to the buyer.
Seller is not responsible for 
* Loading the goods on the vehicle provided by the buyer.
* Clearing the goods for export.
The buyer bears the all the cost and risk involved in taking the goods from the seller's premises to the desired destination. 
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FCA (Free Carrier) 

In this incoterm the seller fulfill his obligation to deliver when he has handed over the goods, in the charge of the carrier named by the buyer at the named place. It is the responsibility of the exporter/seller to ensure custom clearance to the export shipment. If no precise place in indicated by the buyer, the seller may chose within the place orange stipulated where the carrier shall take the goods into his charge 


[image: image10]FAS (Free Alongside Ship) 

In this incoterm the seller fulfill his obligation to deliver when the goods have been placed along side the vessel on the quay or in lighters at the named port of shipment. It is the responsibility of the seller to ensure custom clearance of the export shipment. 
In this incoterms buyer will bears the all the cost and risk of loss or damage to the goods from the moment.
In this incoterms buyer will arrange the space in the vessel or charters a ship. 


[image: image11]FOB (Free On Board) 

In this incoterms the seller will load the goods on the board of vessel over the ship's rail at the named port of shipment.
In this incoterms buyer will bears the all the cost and risk in his country of loss or damage to goods from the point onwards. This incoterms requires the seller to clear the goods for exports from the custom in his country. In this incoterms buyer will bears the freight and insurance cost. 


[image: image12]CFR or CNF (Cost and Freight) 

In this incoterms the seller must pay the cost and freight necessary to bring the goods to the named port of destination. It is the responsibility of the seller to ensure custom clearance of export shipment.
Once the goods are placed on the board of vessel, all the risk is transferred from the seller to his buyer. In this incoterms buyer is responsible of arranging marine insurance. 


[image: image13]CIF (Cost Insurance Freight) 

This incoterms is same as CFR but the only difference is that in this incoterms the seller will also arrange the marine insurance against the buyer risk of loss or damage the goods during the carriage of goods. 


[image: image14]CPT (Carriage Paid To) 

In this incoterms the seller pays the freight for the carriage of the goods to the named destination. The risk of loss or damage of the goods, as well as any additional cost due to event Occurring after the goods have been delivered to the carrier, is transferred from the seller to the buyer when the goods have been delivered into the custody of the carrier. If subsequent carrier is used for the carrier to the agreed destination, the risk passes when the goods have been delivered to the first carrier. 
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CIP (Carriage and Insurance Paid To) 

In this incoterms the seller has the same obligation as under CPT except the seller should insure the goods against the buyer's risk of loss or damage to the goods during the carrier. In this incoterms the seller is required to clear the goods for export from the custom in his country. 


[image: image16]DAF (Delivered at Frontier) 

In this incterms the seller fulfils his obligation to deliver when the goods have been made available, cleared for export at the named destination at the frontier but before the custom border of the adjoining country. 


[image: image17]DES (Delivered Ex Ship) 

In this incoterms the seller fulfils his obligation to deliver when the goods have been made available to the buyer "On Board" the ship uncleared for import at the named port of destination. 
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DEQ (Delivered Ex Quay) 

In this incoterms the seller fulfils his obligation to deliver when he has made the goods available to the buyer on the quay (wharf) at the named port of destination. In this incoterms the seller has to bear the all cost and risk involved up to the point of delivery of the goods to the buyer on the quay. it is the responsibility of the buyer to arrange the custom clearance of import consignment and pay all the cost, duties, taxes and charges from the point of delivery onwards. 


[image: image19]DDU (Delivered Duty Unpaid) 

In this incoterms the seller has to bear the cost and risk involved in bringing the goods (excluding duties, taxes and other offices charges payable upon transportation as well as cost and risk of carrying out custom formalities) to the named place in the country of import. In this incoterms the buyer has to pay "demurrage charges" caused by failure to clear the goods for import in time. 

DDP (Delivered Duty Paid) 

In this incoterms the seller fulfils his obligation to deliver when the goods have been made available at the named placed in the country of import. It is the responsibility of the seller to clear the goods for import from the custom in the importer's country. In this incoterms the seller has to bear the risk and cost including duties, taxes and other charges for the delivery of goods in importer's country. 

18. As a banker how will you scrutinize the documents including Bill of exchange, Invoice? 

Ans:
Scrutiny of Documents
· Identify the LC/order against which relative documents are presented 

· Keep relative LC/order together with all amendments and authorizations in one place arranged chronologically 

· If any of documents listed in forwarding schedule are not received inform the presenting party
Check whether: 

· All documents called for are submitted in requisite number of copies 

· Docs are issued by specified/required persons 

· They are dated / signed as stipulated 

· Material alterations/modifications are authenticated 

Check whether: 

· Requirements as to originals are fulfilled 

· Shipment is effected within validity 

· Any partial shipment undertaken is permitted 

· Documents are presented at the place stipulated 

Check whether : 

· Documents are presented within the validity of the credit/order in terms of UCPDC 
· Documents are presented on an extended validity date in terms of UCPDC 
Scrutiny of Draft

Check whether : 

· It has a date 

· It is drawn by beneficiary/authorised person 

· It is signed by the drawer 

· It is drawn on applicant/specified drawee 

· It is unconditionally drawn and free from extraneous conditions 

· It is drawn for a specified amount and is consistent with the permitted drawing terms of the credit/order 

· It is drawn payable to a specified payee and properly endorsed 

· It is drawn payable at tenor as per credit/order 

Scrutiny of Invoice

Check whether: 

· It is raised by the beneficiary/authorised person 

· It is made in the applicant’s name/otherwise specified 

· Description of goods specified are the same that in credit/order 

· Quantity, unit prices, delivery terms etc. are all matching with that specified in credit/order 

· It is drawn in the same currency that of credit/order 

· It does not include any charges not permitted by the credit/order 

· It shows deductions towards advance payments received, commission paid etc. 

· Arithmetic calculations are accurate 

· Final amount of invoice or percentage of drawing allowed in credit corresponds with the draft amount 
· It certifies facts like origin of goods etc. 
19.
At sight before its expiry date? Due to the today’s increasing trend in the price 
in the market the beneficiary isn’t interested to supply his products in 
previous price he quote. Now he is demanding higher price and asking to 
amend the LC with new price. But the new price isn’t acceptable to me. So 
I want to cancel the LC. How can I solve this problem?
Ans

 

Any amendment is subject to mutual agreement between the LC Applicant and LC Beneficiary through their intermediary banks to facilitate such amendments. 

With the price going high, beneficiary have a right to request you to amend the LC - In case it is not agreeable to you, you may refuse to amend the LC - Beneficiary will be compelled to supply merchandise as mentioned in the Original LC or LC will continue until its expiry. 

However, In case you want to clean out your LC Facility from the Bank, you must ask the beneficiary to confirm their willingness to cancel the LC and confirm the cancellation to LC issuing Bank. 

20.
I want to clean out LC facility from the bank. How to get the willingness of 
beneficiary to cancel the LC? What type of paper shall I ask the beneficiary so 
that I am able to clean out my LC facility?
Ans: 
LC may be cancelled only under consent of issuing bank, confirming bank and beneficiary. 

So at least beneficiary's agreement is mandatory. 

Have you asked beneficiary for LC cancellation? 

If he is not will cancel LC then there is no way than just to wait when LC become expired. 

21.
Highlight the changes introduced by UCP 600?
Ans: I would like to focus on some big points of differences between UCP500 and UCP600 that deserve our high attention. 

 1.      The brand new definition:"honor" – new but needless
UCP500 has no definitions, while UCP600 has. However, some definitions like Advising Bank, Applicant, Beneficiary, Issuing Bank and so on have the same meaning as in UCP500. So, as a matter of fact, those definitions are not new -, they just are lined up on the stage of UCP from behind. But the definition of "honor" is brand new. It never appeared in UCP500. But what is the purpose of establishing such a new definition. It seems not quite clear, at least to me. In my understanding, the definition only introduces a new word "honor", and demonstrates what kinds of payment may be deemed as "honor". It lists three kinds: sight payment under sight payment credit; promise against documents together with payment at maturity under deferred payment credit; acceptance (promise against bills of exchange) together with payment at maturity under aacceptance credit. It seems payment under negotiation credit is not an honor, whether by negotiating bank or issuing bank. However, according to the definition of "negotiation", negotiation need not be confined to negotiation credit. Any purchase by the nominated bank may be deemed as negotiation. And any payment by the issuing bank at sight or at maturity may not be considered as negotiation. 

2.     Negotiation may be constituted in the credits other than the negotiation credit?
UCP500 stipulates only the bank that is authorized by the issuing bank to negotiate may negotiate. That means that negotiation may only be constituted under a negotiation credit that is a credit available with negotiation. However, the definition of "negotiation" in UCP600 is "the purchase by the nominated bank of drafts (drawn on a bank other than the nominated bank) and/or documents under a complying presentation, by advancing or agreeing to advance funds to the beneficiary on or before the banking day on which reimbursement is due to the nominated bank." There is no restriction whether the credit is a negotiation credit or not. When reviewing the process of the revision, we may find that in the draft 3's art.1-19, the definition of negotiation includes a qualifier that the credit should be available by negotiation. However, in the later revision drafts, such qualifier was deleted. According to the current definition, the prepayment of a nominated bank may be deemed as negotiation. And according to the definition of nominated bank, a bank with which the credit is available is a nominated bank. It follows that an issuing bank may be a nominated bank when a credit stipulates that it is available with the issuing bank by acceptance. If such issuing bank prepays, it negotiates. However, in UCP600 we always find that an issuing bank honors. Additionally, according to art.12 (b) of UCP600, under an acceptance or deferred payment credit there is a nomination from the issuing bank to allow the nominated bank to prepay or purchase their promised undertaking. It signifies an acceptance or deferred payment credit may be also a negotiation credit. If so, why not UCP600 simply states that "prepayment or purchase by the nominated bank is allowed under the credit", because then negotiation credit will be not needed any more.

3.     A separate undertaking of issuing/confirming bank to reimburse nominated bank 
UCP600 explicitly stipulates that the issuing/confirming bank has a separate undertaking to the nominated bank other than that to the beneficiary. So it may be understood that when a credit stipulates a nominated bank it contains two undertakings: one is to the beneficiary, the other to the nominated bank. The two are independent from each other.

 4.     Advising bank has an obligation to accurately advise the terms and conditions of the credit received
The beneficiary will applaud for such revision, which brings more reasonableness and more fairness into UCP600, and is also the result of standard letter of credit practice. And it is consistent with sub-rule 2.05(a) (ii) of ISP98 and 5-107(c) of UCC revised.

 
5.     The nominated bank is allowed to prepay or purchase its promised undertaking.
UCP600 adds a stipulation that "a nomination by an issuing bank for a nominated bank to accept a draft or incur a deferred payment undertaking includes an authorization for the nominated bank to prepay or purchase a draft accepted or a deferred payment undertaking incurred by the nominated bank." Such wording added may remove the impediment brought by those cases (e.g. the Santander Case and Emirates Bank Int'l PJSC v. Credit Lyonnais (Suisse) S.A.) to discounting before maturity. With this revision the controversial issue regarding the nominated bank's prepayment under acceptance or deferred payment credit may be settled well under UCP600. The job is done well, in my view, and definitely welcomed by bankers and traders and judges, because it is reflecting sound commercial sense and the current prevailing banking and trade practice in the practical commercial world.

 

6.     Different addresses of beneficiary and applicant are allowed unless they are part of consignee information in bills of lading
The claim for different addresses of the beneficiary and the applicant has been always the banks' refusal reason, although it does not matter with the underlying transaction and the identification of the beneficiary and the applicant. ICC discourages such "minimal" discrepancy as refusal reason, as it should be taken on board by banks that letter of credit should be applied as a payment tool. This revision will kill some banks' malpractice of focusing on the minor difference of the address of the beneficiary or the applicant among documents. But there are two exceptions mentioned in UCP600: one is indication of a different country from that of credit, the other is indication of different addresses in consignee or notify party field in bills of lading. Another point that merits attention is if the credit specifically requires indication in a document of the beneficiary or applicant's address stipulated in the credit, the address shown in that document should be the same as on the credit. 

 

7.     The requirement for "reasonable time" is replaced with a fixed period of five banking days
Under UCP500 when the credit lacks agreement both in express terms and implied terms for determination of the time of refusal, the "reasonableness test" is inevitable and requires a flexible interpretation and application in individual cases, which cause complexity and uncertainty in banking practice. In light of this crux, UCP600 is specifically designed to avoid "reasonableness test" by removing the wording "reasonable time" and instead stipulating a fixed period of time as 5 banking days for bankers' examination and refusal of documents. However, in a DCI interview, Ole Malmqvist, member of drafting group for UCP600, addressed his concerns that replacing "reasonable time" with the fixed period of time "five banking days" will make banks use five banking days in all cases, which will mean that the time in fact is not reduced from seven to five banking days but increased from "a reasonable time" to five banking days. N.D. George in his article also recognizes this problem and optimistically considers that such banks will soon be identified and not be chosen by the beneficiary for L/C business. However in any event, in my view, it may probably be the disadvantage, but a minor when with the advantages brought by this new stipulation. 

 

8.     Refusal notice 
Two points should be paid attention to: 

1)     UCP600 clearly stipulates that refusal notice must state that the bank is refusing to negotiate or honor, whilst UCP500 implies such requirement.
2)     UCP600 allows refusal notice to state that " the issuing bank is holding the documents until it receives a waiver from the applicant and agrees to accept it, or receives further instructions from the presenter prior to agreeing to accept a waiver", whilst under UCP500 it is not allowed because from perspective of law such conditional statement cannot bind the beneficiary because it is only a unilateral modification of UCP Article d(ii) imposed only by the issuing bank but unaccepted by the beneficiary. Now UCP600 proposes such conditional statement to the beneficiary, and consequently makes it not unilateral.

However, the beneficiary should bear in mind that, given that the documents belong to the beneficiary as long as he has not been paid for them, [image: image20.png]


whether the disposal clause discussed above is incorporated into the credit or stated in UCP, it may introduce a possibility of depriving the beneficiary of his alternative of selling goods to a third party, as it is not uncommon that upon receipt of refusal notice the beneficiary may choose a new buyer considering high demurrage, a rising market for the goods or the nature of the goods (e.g. perishables). So, allowing and accepting the new stipulation discussed above in UCP, the beneficiary or presenter will automatically waive his right of disposal of the refused documents so long as the issuing bank waives the discrepancies and honors the said documents. It follows that, in this connection, the incorporation of the clause into UCP or the credit seems unfair and disadvantageous to the presenter or the beneficiary. Therefore, the beneficiary or presenter should fully cognize the effect and result of the incorporation of such clause to protect him properly.

 

9.     The multimodal transport is given more importance
It seems that ICC has realized the increasing popularity of multimodal transport in the international trade nowadays. So it changed the position and order of the transport stipulations by moving the stipulations for multimodal transport to first place in UCP600. So in my opinions, it is advisable that bankers should acquire more knowledge of the multimodal transport so as to bring more certainty into the process of examining multimodal transport document and deeper understanding of relative UCP stipulations.

 10. On board notation in case of place of receipt different from port of loading
According to UCP600, if the field "port of loading" in the bills of lading presented indicated clearly the port of loading stipulated in the credit, even if the place of receipt indicates a place other than that port, the on board notation need not include the port of loading stipulated in the credit and the name of the vessel on which the goods have been loaded.

 

11. Master's name need not be indicated
When an agent for the master signs the bills of lading, the master's name need not be indicated. It just follows the current transport practice which was well explained by T.O.Lee, a world- famous LC expert, as follows: "Unsurprisingly, at the time the bills of lading are signed by a local agent of the master the name of the master is often not known. That is one reason why I believe that in the case of a bill of lading signed by an agent of the master it is not necessary to give the name of the master. This change would enable the harmonization of trade practice for small- and medium-sized carriers, particularly in the Far East. In that connection, I believe ISBP paragraphs 76(c), 103(b) and 123(c) have to be revised for the same reason. Legally speaking, the agent is signing in the capacity of the master, and not for a specific person. Therefore, in my view, giving the capacity of the "principal" as a master is sufficient, and there is no need to give the name of the person. The agent receives his authorization from the carrier's head office as part of the standard terms and conditions, not directly from the master himself. At times the agent and master may not even have the opportunity to meet; the one who looks after the crew may not be the one who signs the bills of lading."(for more details, please log on www.tolee.com)

 12. The issuing date and the actual flight date of AWB
UCP600 states that AWB must indicate issuing date. When there is a special notation regarding the dispatch date/flight date, such a date in the notation will be deemed as shipment date regardless of whether the credit requires the AWB presented show such dispatch date/flight date. The former requirement is new. But UCP600 states no such requirement for other transport documents, especially for bills of lading. The latter one overrules UCP500 art 27(a) (iii) and ICC previous opinions (R135 and R170).

 

13. Insurance documents may be signed by the proxy of the insurer or underwriter.
It is the result of ICC Official Opinion Document TA550 following the insurance practice.

14. An insurance document may contain reference to any exclusion clause.
In the previous revision draft, such stipulation was stated differently as follows: 

"An insurance document may contain reference to an exclusion clause such as Institute Classification Clause, Cargo ISM Endorsement Clause, Institute Radioactive Contamination, Chemical, Biological, Biochemical and Electromagnetic Weapons Exclusion Clause, Institute Cyber Attack Exclusion Clause and Termination of Transit Clause (Terrorism) and the like. "

Such stipulation listing specific exclusion clauses was the result of ICC Official Opinions Document TA576, TA577 and TA589. However, the problem is because such listing is not exhausting, it will easily bring possibility and uncertainty for banks to judge which exclusions may be accepted and which exclusions may not. It follows that some banks may refuse the insurance documents bearing an exclusion clause which is not listed in above mentioned stipulation. If so, such practice may be against insurance practice as it is usual practice acceptable for the insurer to insert exclusion clauses. Therefore, UCP600 is in keeping with the insurance practice

22. Assuming that a LC was issued by an issuing bank via SWIFT to ABC Bank ( so called 1st advising bank) and in the LC field 57 (Advise through) , another bank, XYZ Bank (2nd advising bank)  was indicated. 
Can ABC bank, the 1st advising bank advise the LC to the beneficiary without going through XYZ bank, if ABC bank has the means to contact the beneficiary and make the LC available to the beneficiary? Is the LC valid if it is only advise through ABC Bank? 
 Ans:
The role/purpose of having an advising bank (first or second) is to establish authenticity of the LC so that beneficiary is certain that no fraud is involved. This also helps the negotiating bank in the same way. If beneficiary is a customer of ABC bank, there would be no problem in advising directly notwithstanding any info under field 57. If beneficiary is not a customer, then some banks may show reluctance to advise directly. Alternatively, if beneficiary could get its signature verified by his banker, ABC may advise (release) the LC directly. 

If beneficiary is proposing to get the LC confirmed by XYZ, then the above would not be helpful. -- 

 
23. What are the parties Associated with a Letter of Credit? 
Ans: 
Applicant
The applicant is the party who requests and instructs the issuing bank to open a letter of credit (L/C) in favor of the beneficiary. The applicant usually is the importer or the buyer of goods and/or services. The applicant in the sample letter of credit is DEF Imports. The applicant can also be another party acting on behalf of the importer, such as a confirming house. The confirming house is equivalent to a buying office, it acts as an intermediary between importer and exporter, and it can be located in a third country or in the exporter's country. The confirming house negotiates and books the order on behalf of the importer and guarantees payment to the exporter, and often finances the importer. When dealing with importers in a country with a foreign exchange shortage, for example Nigeria, the exporter may deal with the confirming house in the United Kingdom (U.K.) or in other areas to ensure payment.

Beneficiary
The beneficiary is the party in whose favor a letter of credit (L/C) is opened by the issuing bank. The beneficiary usually is the exporter or the seller of goods and/or services. The beneficiary in the sample letter of credit is UVW Exports.
Sample Document:Letter of Credit --- Opens by means of full text cable (in SWIFT format) 
The sample letter of credit (L/C) below is a comprehensive case study of a Confirmed Irrevocable Letter of Credit opens by means of full text cable (in SWIFT format). For the explanations of the stipulations and fields in the L/C (i.e., under the Message Text in the L/C), please see Letter of Credit Particulars and Export Documentary Requirements. And, please consult the table of contents in different departments (Export, Shipping, Production, etc.) for other topics and discussions.
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- - - - - - - - - - - - - - - - - - - - - - - - - - Transmission - - - - - - - - - - - - - - - - - - - - - - - - - - -

Received from SWIFT


Network priority: Normal

Message output Reference: 6543 010126

Message input Reference: 6543 010125



- - - - - - - - - - - - - - - - - - - - - - - - - - Message Header - - - - - - - - - - - - - - - - - - - - - - - - -



SWIFT output delivery status: Open Asked

FIN 701 Issue of a documentary credit

Sender:

The Sun Bank
Sunlight City
Import-Country


Receiver:

The Moon Bank
5 Moonlight Blvd.
Export-City and Postal Code
Export-Country


NUR: SB-87654                                    Banking priority: Normal



- - - - - - - - - - - - - - - - - - - - - - - - - - Message Text - - - - - - - - - - - - - - - - - - - - - - - - - - -

20

:

Documentary credit number
SB-87654
23

:

Issuing bank's reference
SBRE-777
31C

:

Date of Issue
January 26, 2001
31D

:

Date and place of expiry
March 26, 2001       Export-City, Export-Country
32B

:

Currency code amount
Twenty Five Thousand U.S. Dollars (USD 25,000.00)
39B

:

Maximum credit amount
Not exceeding Twenty Five Thousand U.S. Dollars (USD 25,000.00)
40A

:

Form of documentary credit
Irrevocable
41D

:

Available with ... by ...
Draft(s) drawn on The Moon Bank, by payment
42C

:

Drafts at
At sight for full invoice value
42D

:

Drawee - Name and Address
The Moon Bank, 5 Moonlight Blvd., Export-City and Postal Code, Export-Country
43P

:

Partial shipments
Prohibited
43T

:

Transhipments
Permitted
44A

:

On board/disp/taking charge
Moonbeam Port, Export-Country
44B

:

For transportation to
Sunny Port, Import-Country
44C

:

Latest date of shipment
March 19, 2001
45A

:

Description of goods and services
100 Sets 'ABC' Brand Pneumatic Tools, 1/2" drive,
complete with hose and quick couplings, CIF Sunny Port

46A

:

Documents required
1. Signed commercial invoice in five (5) copies indicating the buyer's Purchase Order No. DEF-101 dated January 10, 2001. 

2. Packing list in five (5) copies. 

3. Full set 3/3 clean on board ocean bill of lading, plus two (2) non-negotiable copies, issued to order of The Sun Bank, Sunlight City, Import-Country, notify the above accountee, marked "freight Prepaid", dated latest March 19, 2001, and showing documentary credit number. 

4. Insurance policy in duplicate for 110% CIF value covering Institute Cargo Clauses (A), Institute War and Strike Clauses, evidencing that claims are payable in Import-Country.

47A

:

Additional conditions
1. All documents indicating the Import License No. IP/123456 dated January 18, 2001. 

2. Draft(s) drawn under this credit must be marked: "Drawn under documentary credit No. SB-87654 of The Sun Bank, Sunlight City, Import-Country, dated January 26, 2001". 

3. This credit is subject to the Uniform Customs and Practice for Documentary Credits, 1993 Revision, International Chamber of Commerce Publication No. 500.

48

:

Period of presentation
Documents must be presented for payment within 15 days after the date of shipment.
49

:

Confirmation instructions
Add your confirmation
50

:

Applicant
DEF Imports, 7 Sunshine Street, Sunlight City, Import-Country
52A

:

Issuing bank
The Sun Bank, Sunlight City, Import-Country
57D

:

Advise through bank
The Moon Bank, 5 Moonlight Blvd., Export-City and Postal Code, Export-Country
59

:

Beneficiary
UVW Exports, 88 Prosperity Street East, Suite 707, Export-City and Postal Code, Export-Country
71B

:

Charges
All charges outside the Import-Country are on beneficiary's account

72

:

Sender to receiver information
This is an operative instrument, no mail confirmation to follow

78

:

Instruction to pay/accept/negot. bank
Documents to be forwarded to us in one lot by courier

- - - - - - - - - - - - - - - - - - - - - - - - - - Message Trailer - - - - - - - - - - - - - - - - - - - - - - - - -


MAC: ABCD1234

CHK: ABCDEFG12345







Issuing Bank
The issuing bank---opening bank---opens a letter of credit (L/C) in favor of the beneficiary, at the request and on the instructions of the applicant. The issuing bank usually is located in the applicant's country. The issuing bank in the sample letter of credit is The Sun Bank.

Advising Bank
The advising bank---notifying bank---advises the beneficiary that a letter of credit (L/C) opened by the issuing bank is available to him/her and informs the beneficiary about the terms and conditions of the L/C. The advising bank is not necessarily responsible for the payment of the credit which it advises. 

The advising bank can be a branch office of the issuing bank or a correspondent bank, which usually is located in the beneficiary's country. The advising bank in the sample letter of credit is The Moon Bank.

The issuing bank most often sends the L/C through its branch office or correspondent bank to avoid fraud. The branch office or the correspondent bank maintains specimen signature(s) on file where it may counter-check the signature(s) on the L/C, and it has a coding system---secret test key---to distinguish a genuine L/C from a fraudulent one.

The exporter can request the importer to specify his/her bank (the exporter's bank) as the advising bank in an L/C application. The exporter's bank may not be the issuing bank's correspondent bank, thus the issuing bank may use other bank as the advising bank. In many countries, it is beneficial to the exporter when the advising bank is the exporter's bank, where the exporter may avail the reduced bank charges and fees because of special relationships with the bank. In addition, it is more convenient to deal with the exporter's own bank over a bank with which the exporter does not maintain a business account.


Correspondent Bank
The term correspondent bank or correspondent used in international trade refers to another bank in another country with which the first bank maintains a banking service agreement. In the sample letter of credit the correspondent bank of The Sun Bank is The Moon Bank, and vice versa.
Confirming Bank
The advising bank which adds its confirmation to the credit, that is, adds its own promise to pay, upon authorization or request of the issuing bank is known as the confirming bank. The confirming bank in the sample letter of credit is The Moon Bank.
Nominated Bank
A bank designated by the issuing bank which is authorized to pay, to accept draft(s), to incur a deferred payment undertaking, or to negotiate the letter of credit (L/C) is known as the nominated bank. The nominated bank can be a party other than the advising bank. The nominated bank in the sample letter of credit is The Moon Bank.

Paying, Accepting or Negotiating Bank
The nominated bank which:

· makes payment to the sight draft(s) drawn by the beneficiary is known as paying bank, 

· accepts the term draft(s) drawn by the beneficiary is known as accepting bank, 

· negotiates the draft(s) and/or documents presented by the beneficiary or bona fide holder is known as negotiating bank.
· When the bank negotiates the draft(s) and/or documents, that is, the negotiation, it gives value to such draft(s) and/or documents, not just examination of the documents.

Transferring Bank
The paying, accepting or negotiating bank that makes the credit available in whole or in part to one or more second beneficiaries at the request of the first beneficiary is known as the transferring bank.

Claiming Bank and Reimbursing Bank
The claiming bank is a paying, accepting or negotiating bank which claims for reimbursement on another party called the reimbursing bank. The reimbursing bank can be a party other than the issuing bank authorized (by the issuing bank) to reimburse the claiming bank.
24. What are the details which a exporter should have to check which is Associated with a Letter of Credit? 
Ans: 
Checking the Incoming Letters of Credit 

If the exporter receives a letter of credit (L/C) directly from an issuing bank in the importing country, he/she must be very careful if the integrity of the issuing bank is unknown and the authenticity of the credit is in question.

Errors in the terms and conditions of a letter of credit may occur as a result of the applicant's error in preparing the L/C application and/or the issuing bank's error in preparing the L/C. The exporter must check the L/C immediately and thoroughly upon receipt from the bank, to ensure that the terms and conditions stipulated in the L/C are correct and conform to the sales contract, and that he/she can comply exactly to the L/C requirements. Otherwise, the exporter must immediately ask the importer to amend the L/C (please see Amendments of Letters of Credit).

If any terms and conditions of the letter of credit are not complied with, no matter how small, a discrepancy is said to occur and it can delay or prevent the payment.

The exporter should check the details of letter of credit, including the following:

· [image: image22.png]


The names and addresses are complete and spelled correctly. 

· The L/C is irrevocable and confirmed by the advising bank, conforming to sales contract. 

· The amount is sufficient to cover the consignment. 

· The description of goods is correct. 

· The quantity is correct. 

· The unit price of goods, if stated in the L/C, conforms to the contract price. 

· The latest date for shipment or the shipping date is sufficient to dispatch the consignment. 

· The latest date for negotiation or the expiry date is sufficient to present the documents and draft(s) to the bank. 

· The port (or point) of shipment and the port (or point) of destination are correct. 

· The partial shipment/drawing is permitted or prohibited. 

· The transhipment is permitted or prohibited. 

· The L/C is transferable or non-transferable. 

· The type of risk and the amount of insurance coverage, if required. 

· The documents required are obtainable. 

· The following words, or similar, are present in the L/C: 

"Unless otherwise expressly stated, this Credit is subject to the Uniform Customs and Practice for Documentary Credits, 1993 Revision, International Chamber of Commerce Publication No. 600."

25. Explain the role of Letter of Credit and also explain Letter of Credit Mechanism? 
Ans: Letters of credit (LCs) play a vital role in many trade finance processes. This article takes an in-depth look at this finance tool, describing its position in the export/import market and highlighting the wide variety of LCs available.

In international trade, buyers and sellers are separated by long distance, they may not know each other and are governed by a number of different factors, such as trade and exchange control regulations, legal systems, political entities and currencies.

When commercial parties to the transactions are placed in such complicated and complex situations, they adopt a mechanism for settlement of trade that is mutually convenient, reliable and safe.

	Seller wants
	Buyer wants

	(i) Payment to be made by buyer as soon as shipment is made.
	(i) To pay only after receipt of goods.

	(ii) Assurance that he will be paid by the buyer.
	(ii) Assurance that seller would ship goods ordered and deliver in time.

	(iii) Payment in his own country and possible financial assistance.
	(iii) Financial assistance till he receives/sells goods.


Taking into consideration all the complexities of international trade and the requirements of both buyer and seller, one useful method of payment is by documentary credit or letter of credit (LC).

One definition of a documentary credit is: "An undertaking issued by a bank, on behalf of the buyer (the importer), to the seller (exporter), to pay for the goods and services, provided that the seller presents documents that comply with the terms and conditions of the letter of credit."

There are three contractual relationships in the use of documentary credits:

· Between the buyer and the seller. 

· Between the buyer and the bank that issues the letter of credit. 

· Between the seller and the bank that issues the letter of credit. 

Parties To a Documentary Credit

Applicant: The buyer is responsible for providing precise and clear instructions for the issuance of credit and amendments thereafter. As he applies to the bank for the LC, he is referred to as the applicant. 

Issuing bank: This is the bank that issues the LC. Before issuing the LC it must satisfy itself about the standing of the applicant making a request for the issuance of a letter of credit. Once the documents are presented it has to examine them to ascertain whether the documents presented are compliant and meet the requirements of the credit. If so, they have to provide the payment to the bank (negotiating bank) from whom the documents were received. 

Advising bank: The issuing bank will route the LC through their correspondent bank (advising bank) in the exporter's country. The advising bank's responsibility is to establish apparent authenticity of the credit before advising it to the beneficiary.

Beneficiary: The exporter or seller is the beneficiary of an LC arrangement. On receipt of a properly worded, properly advised LC; the beneficiary has to ship the goods, prepare the documents as per terms of LC and submit them to his bank for negotiation. 

Confirming bank: If the exporter does not have confidence in the standing of the issuing bank, he can demand a confirmed letter to credit. In which case, the issuing bank will request their correspondent bank (confirming bank) to add confirmation to the LC. This bank will satisfy itself about the standing of the issuing bank, (making a request for adding confirmation to the letter of credit), before agreeing to add confirmation. By adding confirmation, it steps into the shoes of the issuing bank and it becomes bound to pay, accept or negotiate the documents drawn under LC, provided that they comply with the terms and condition of the LC. For adding confirmation, this bank will recover commission. 

Negotiating bank: Upon shipment of goods, the exporter prepares the documents as per the terms of the LC and submits these to his bank for payment. This bank is the negotiating bank. This bank must examine the documents to satisfy that they are drawn in compliance with the terms and conditions of the LC. If so, then this bank will make the payment to the beneficiary and will forward the documents to the issuing bank to get the payment. The payment made by the negotiating bank to the exporter is 'with recourse' (i.e. the bank reserves a right to recover the payment from exporter in case it fails to get the payment from the issuing bank for any reason). However, in case of a confirmed LC, the payment made is 'without recourse'.

Reimbursing bank: In case the currency of the transaction is other than the currencies of the export and import countries there will be a delay in getting the payment (e.g. an exporter in India has received the LC issued by a bank in Dubai, which is denominated in US$). In this case the negotiating bank in India will send the documents to the issuing bank in Dubai and will instruct them to remit proceeds to a bank in US, with whom negotiating bank maintains a US$ account. To avoid this delay, the issuing bank, at the time of issuing the LC, will nominate a bank (their correspondents) in US as a reimbursing bank. In such a case, the negotiating bank will send all documents to the issuing bank but will simultaneously lodge a reimbursement claim with nominated bank in US. This will avoid the delay in getting the proceeds and the beneficiary stands to benefit. 

The LC mechanism is explained in figure 1 below. This uses the following assumptions:
An exporter in India and an importer in Dubai enter into a trade contract for the supply of goods worth US$100. The method of payment agreed is by an LC issued by British Bank of Middle East (BBME), Dubai and confirmed by State Bank of India (SBI), India. The reimbursing bank is Citigroup, US. So, the various parties to this LC mechanism are as follows:

· Applicant: Importer in Dubai. 

· Issuing bank: British Bank of Middle East (BBME), Dubai. 

· Advising bank and confirming bank: State Bank of India (SBI), India. 

· Beneficiary: Exporter in India. 

· Negotiating bank: State Bank of India (SBI), India. 

· Reimbursing bank: Citigroup, US. 

Figure 1: Trade agreement between an Indian exporter and an importer in Dubai
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The following steps take place in figure 1:

1. Trade contract between exporter in India and Importer in Dubai. 

2. Importer submits an application to BBME, Dubai with a request to issue an LC in favor of exporter in India. 

3. BBME, Dubai checks the credibility of the importer and, if satisfied, issues an LC and forwards the same to SBI in India with a request to advise the same to exporter after adding confirmation. 

4. Simultaneously, BBME in Dubai tells Citigroup US that they have been nominated as the reimbursing bank and mentions this in the LC. 

5. SBI, India verifies the validity of the LC and also checks credibility of BBME, Dubai and if satisfied on both counts, forwards LC to exporter after adding its confirmation. 

6. Upon receipt of the LC, the exporter manufactures goods and hands them over to shipping company in India. 

7. The shipping company issues a Bill of Lading (BL) to the exporter. 

8. The shipping company arranges to ship goods to their counterparts in Dubai. 

9. In the meantime, the exporter prepares documents as per the terms of the LC and submits the same to his bank, SBI in India, for payment. 

10. This bank plays a role of negotiating bank. The bank checks documents to ensure that they comply to the terms of the LC and, if satisfied, makes payment upfront to the exporter. 

11. The documents are then forwarded to the issuing bank. 

12. At the same time, the negotiating bank claims payment from the reimbursing bank, in this case Citibank US. 

13. The reimbursing bank debits the account of the issuing bank. 

14. The reimbursing bank makes payment to the negotiating bank. 

15. The issuing bank checks the documents to ensure that they are as per the terms of the LC. If satisfied, it recovers payment from importer. 

16. The issuing bank hands over the documents to the importer. 

17. The importer hands over documents to the shipping company in Dubai. 

18. The shipping company in Dubai hands over the goods to the importer. 

Types of Letters of Credit

Revocable letter of credit A revocable LC is one that can be amended or cancelled at any time by the issuing bank without the notice or reference to the beneficiary. Consequently, revocable credit does not constitute a legally binding undertaking between the banks and the beneficiary as it can be modified or cancelled at any time without notice to the beneficiary.

Irrevocable letter of credit

An irrevocable LC constitutes a definite undertaking of the issuing bank, provided that the stipulated documents are presented to the nominated bank or to the issuing bank and that the terms and conditions of the credit are complied with.

Confirmed irrevocable letter of credit

A confirmation of an irrevocable credit by another bank (the confirming bank) upon the authorization or at the request of the issuing bank (add its confirmation to the LC) constitutes a definite undertaking of the confirming bank, in addition to that of the issuing bank. This is providing that the stipulated documents are presented to confirming bank or to any other nominated bank and meet the terms and conditions of the credit are complied with.

Transferable letter of credit

Here the LC can be transferred to a second beneficiary. The LC is only transferable if this is specifically stated when it is issued. The benefit of a transferable credit is that if the beneficiary is only an intermediary between the opener and the manufacturer and is interested in the margin/spread then he can make this without employing his own funds. Transferable credit can only be transferred once. The second beneficiary cannot transfer it again. However a part or fraction can be transferred provided it does not exceed the total quantity/value of the original LC and provided that partial shipment is allowed.

Revolving letter of credit

A revolving letter of credit is where the credit available to the beneficiary gets reinstated after being utilized once. The amount of the credit is renewed or reinstated from time to time without a specific amendment. This credit may be limited by the overall credit available or the time period in which such a credit may be utilized or both.

Credit available by instalments 

A credit available by instalment is a credit requiring specific quantities to be shipped weekly or monthly and allowing part shipment.

Back-to-back letter of credit

A back-to-back credit is issued on the strength of a credit already required. It is in fact a secondary or counter credit of a primary credit and is issued for when a credit cannot be issued in a transferable form. A back-to-back credit is opened with another letter of credit as the security. It may be opened by the beneficiary when he does not wish to reveal the identity of the producer to the importer or when the importer does not want to open a transferable letter of credit. However, it should be ensured that the second credit terms and conditions are identical to these of the first credit. Differences that appear are mainly on the date of expiry and the amount. Also, the second credit must expire before the first credit and the amount of the second credit will have to be less than that of the first credit.

Anticipatory credit or 'red clause' letter of credit

Under a red clause letter of credit, some part payment is made to the beneficiary before the shipment of goods and submission of documents stipulated in the credit. It is method of financing gets its name from the clause authorizing the advising bank, which is typed or printed in red. This enables the beneficiary to purchase required raw materials and goods, etc. for the exporter. This amount of advance is either to be repaid by the exporter/beneficiary or is adjusted from the negotiation amt of the bill. If the exporter/beneficiary fails to repay or fails to submit the documents for negotiation, the ultimate responsibility is of the LC opener to repay the monies so advanced.

Green clause letter of credit

This is an extension of red clause letter of credit in as much as, in addition to advance payment, it takes into account the grant of storage facilities at the part of shipment and its cost, including insurance charges, is met by opener. These LCs are very uncommon.

Deferred payment letter of credit

This letter of credit allows payment under the LC in installment to the beneficiary and each installment is covered by a separate draft. The issuing bank will accept the drafts when the documents are submitted in accordance with the terms and conditions of letter of credit. The exporter can also discount the drafts with his banker or the issuing bank if the drafts are drawn under the credit.

Standby letter of credit

This is not actually a letter of credit, but rather a guarantee for the performance of a contract and the realizable bank stating that the named party has not fulfilled the contract. It is basically a guarantee issued by a bank in a letter of credit format. Normally it calls for one or two documents, which can be issued by the beneficiary, to be presented against payment. Normally these may be a copy of invoice and a declaration by the beneficiary that the said invoice has not been paid. Standby letter of credits were introduced in the US by US banks because they were not allowed to issue on demand guarantees. 

Value to Exporter

As the beneficiary of an LC, the exporter has the assurance that if he presents the documents in accordance with the terms and conditions of the LC, he will receive proceeds from the issuing bank.

The financial standing of the buyer is replaced by that of the issuing bank who undertakes to pay, accept or negotiate against presentation of the documents drawn in conformity to the LC terms. A confirmed and irrevocable LC places the onus on the nominated bank and provides the best security for the exporter. 

Value to Importer

The importer will receive the documents that were specified by him and embodied in the LC by the issuing bank. He is assured that he will only be debited with the value of the LC providing that all of the LC instructions have been complied with. Therefore the importer is able to conserve capital, as he does not have to pay cash in advance.

The importer's ability to do business abroad is increased as the LC assures the supplier of payment. Because of assurance of payment, he can negotiate a better price and terms and broaden his sources of supply.

It enables the importer to meet a supplier's request for payment by way of the LC. He is not necessarily guaranteed that the documents will produce the goods that he contracted to purchase, although this risk can be reduced by stipulating the condition of pre-shipment inspection to be carried out by a recognized institution and their certificate to accompany the documents. 

There used to be a good chance of dispute in transactions backed by LCs, as they contain various terms and conditions. Each party would take the meaning of terms to suit their own advantage. To eliminate/minimize chances of disputes, the International Chamber of Commerce published a set of guidelines titled, "Uniform Customs and Practices of Documentary collection" (UCPDC).
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