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   International Business Law Firm
International trade is not an easy option but can offer significant rewards. Once a potential exporter or importer is convinced that he has matched a product to a suitable market, a good deal of research is required to ensure that all technical, legal and procedural obstacles to profitable trading can be overcome. Most traders will find it useful to have one or more partners within a target marketplace, but partners must, of course, be selected with care. Finally, a number of risks have to be evaluated and suitable ways of avoiding or mitigating them need to be found.

Risks and how to mitigate them
Overview of risks

All trade involves some element of risk, but international trade introduces some additional elements and complications. Risks may be related to:

• the importer’s or exporter’s country

• foreign exchange

• choice of trading partners

• terms of trade

• payment

• fraud

• customs, national controls and licences.

The importer’s or exporter’s country

Some countries are generally regarded as unstable or have poor credit ratings. It would clearly be unwise for an exporter or importer to trade with such countries on terms that put his goods and payments at risk. Risks may be minimised for the exporter (though not eliminated entirely) by use of Documentary Credits, which should ideally be confirmed by an independent bank or confirming house.

Additional complications can arise if a country suddenly introduces currency controls, restricting the

importer’s ability to pay the exporter; it is sometimes possible to insure against this risk, but it is usually not cost-effective.

Foreign exchange

Exporters and importers will commonly have to trade in sterling, US dollars or euros. Many exporters

find that they can win new business more easily if they can also trade in other currencies too.

Most banks will allow companies to operate foreign currency accounts. While such accounts can help

the trader by allowing him to choose a favourable moment at which to convert between the foreign currency and sterling, the eventual requirement to report assets and liabilities in the balance sheet in sterling means that there is always a risk of incurring losses on conversion. Exchange rates can fluctuate quite wildly, especially at times when global trade conditions are difficult. When the exporter gains from currency fluctuations, the importer loses, and vice versa.

Currency risk and the way the trader chooses to hedge it can have a significant impact on bottom line profit. Traditional solutions, in particular forward foreign exchange contracts, are simple but often inappropriate in today’s environment. They lock in a forward foreign exchange rate, but fail to allow

the company to take advantage of any rate movements in its favour.

Modern hedging strategies need to be flexible and there are now many structured solutions available

to enable companies to devise creative hedging strategies that are relevant and effective for their business. For example, a structured forward allows a company to hedge a currency position, and also to

benefit if foreign exchange rates move in their favour.

Foreign exchange is a very complex subject, so the trader should be advised and guided by his bank.
Choosing trading partners

Locating a prospective trading partner may daunt the first-time exporter, but some useful sources of

information are:

• international banks, which have large networks of overseas branches and correspondent banks in most parts of the world, through which they can obtain trade and credit information. Banks usually respond helpfully to exporters’ requests for such assistance

• Chambers of Commerce, which – even if they cannot provide specific help – may be able to point to a relevant source

• trade consulates of foreign embassies, which are often useful avenues of information in finding importers

• trade fairs, which offer opportunities to meet importers: informal contact is sometimes more valuable than formal enquiry

• The Department of Trade and Industry, which has enormous resources and experience, and will invariably be helpful.

Successful international trade requires partners who are trustworthy and solvent, as well as willing, so it is absolutely essential that the trader makes all necessary enquiries about a prospective partner.

The precise nature of the enquiries depends on the expected value of trade and on the relationship envisaged, but the enquiries should cover the central issues:

• the partner’s integrity, trustworthiness, and reputation

• the length of time the trader has been in business

• whether an importer may be considered good for the amount of money involved and the terms of payment.

Enquiries to banks and others should be specific, e.g. “Is this importer good for payment of £150,000

after 120 days from the time he is allowed to have possession of goods for that value?” Reports from

commercial agencies may also be sought, but the trader should first consult his bank on the advisability of and necessity for doing so.

Payment

Non-payment is a problem in any kind of trade, but the problem is worse in export trade because:

• the exporter and importer are in different countries

• the goods end up in a different country from the exporter, and

• it is difficult for the exporter to get the goods back again.

Four main payment methods are used in export trade. They overcome these problems to differing degrees and in different ways, and each has different implications for the movement of:

• goods and services

• documents connected with the goods and services

• the money due on the sale of goods and services.

The four main methods are:

• advance payment

• open account trading

• collections, and

• Documentary Credits.

For each of these four methods, advantages (in terms of mitigating risk) accrue either to the exporter or to the importer. Documentary Credits offer the best balance for both sides of the transaction. 

Fraud

Losses are incurred almost daily by exporters and others who are duped into transactions based on fraudulent commercial and Standby Credits. Fraudsters are always plausible and always seem to come from impeccable backgrounds: their victims even include major financial institutions. Exporters should thus be wary about offers of large amounts of business from unknown parties, especially when presented as urgent enquiries requiring the exporter to agree instantly or lose a once-in-a-lifetime chance of an enormous return. The International Chamber of Commerce’s Commercial Crime Bureau is actively involved in combating this type of fraud and has issued many warnings and publications.

At a transactional level, traders should take advice from their banks and should ensure that the authenticity of Credits is verified. All unusual business offers should also be referred to the bank, which should have up-to-date information on such activities.

Customs, national controls and licences

Customs monitor the passage of goods across international borders for a number of reasons, e.g.

• controlling payment, repayment and remission of any duties or taxes, such as VAT

• checking on licensable, prohibited or restricted goods

• making sure that requirements for transit documentation are met, and

• compiling national and international trade statistics.

Customs also administer special duty schemes, e.g. several countries give preferential treatment to exports of certain goods that originate in the EU, so that an exporter’s customers can pay less import duty or none at all.

Some exports are controlled in line with the exporting country’s national and strategic interests and with commitments entered into with the UN and the international community. Controlled goods typically include military goods and equipment, nuclear materials, artefacts that are important to the national heritage, animals and animal products and goods that are subject to international sanctions and

embargoes. A large category of controlled goods in the UK and the EU is those that have dual uses, i.e. goods that are meant for civil use but that could also be used in developing weapons of mass destruction and missiles to deliver such weapons. The use to which exported goods will (or can) be put heavily influences the need to control them. For UK exports, all goods linked to weapons of mass destruction programmes are subject to the end-use control, which has a very broad scope. In some cases, exports are also controlled because specific destinations are involved.

Export controls may absolutely forbid the export of certain goods, or may permit them in defined circumstances subject to licence. Licences are of different kinds:

• some licences must be applied for and are subject to individual detailed consideration and to a specific decision that permits or forbids the intended export

• other licences are general permits that allow exporters, in circumstances that the licences prescribe, to make the intended export. 

For most licences of this kind, exporters must register in advance their intention to use the licence. On the whole, exports to other EU Member States of highly sensitive dual-use goods are likely to require a specific individual licence. Exports to other Member States of most dual-use goods are likely to be covered by a general licence for which the exporter must register in advance and keep prescribed records.
Financial documents

The two main financial instruments are bills of exchange and promissory notes. Both are negotiable, so that they can be used to raise finance.

Bill of exchange

A bill of exchange (also known as a draft or bill) is an unconditional written order drawn up and signed by the exporter (the drawer) requiring the person to whom it is addressed (the drawee) to pay a specified sum at a specified time to – or “to the order of” – a named payee. It is effectively a demand for payment in a form that is recognised and understood by banks, traders and courts throughout the world (although, in some countries, there may be fiscal restraints on the issue of bills). As such, it carries certain legal rights. Special forms are available, but the bill can simply be computer-printed on plain paper or a company letterhead.

The drawee will be specified in any Documentary Credit involved in the transaction. The Documentary

Credit may also specify that the bill be marked “Drawn under Documentary Credit number… of (the issuing bank)”. These details must be adhered to in order not to prejudice payment.

A sight bill is payable on demand. A term bill is payable on a given date (“at a fixed time”) or at a given interval (e.g. 60 days) after it is presented (“a determinable future time”).

The exporter can have payment made to his own order, i.e. the payee is “ourselves”. In this case, he must sign the document on the back, endorsing it either “in blank” or in favour of another party, e.g. the bank.

Promissory note

A promissory note is written by the importer (the maker) in favour of the exporter (the payee or beneficiary) or the bearer. It is an unconditional promise to pay a specified sum at a specified time to – or “to the order of” – a named payee or the bearer. The drawer may specify a given date (“at a fixed time”) or one that can clearly be calculated (“a determinable future time”).

Advance payment

In an ideal world, exporters would get paid for their goods at the moment when the importer takes possession of them. Conversely, an importer should not expect to have to part with money before he has the goods to show for it. At the start of a business relationship (and even later, if there is some element of risk involved) an exporter may request advance payment. The importer may well agree to it in order to encourage the exporter to build an established relationship. In advance payment, all the advantages accrue to the exporter, and all the disadvantages accrue to the importer, who has parted with his money and has no assurance of receiving the goods. More usually, some element of credit will be involved.

Open account 

Open account trading requires payment at agreed intervals after the goods have been despatched to the importer. It requires a more formal arrangement than is needed for advance payment because a longer and more permanent relationship between exporter and customer is envisaged. The exporter despatches goods to the importer and at the same time sends an invoice for those goods, for payment at an agreed date or after an agreed period.

Open account trading is a common payment method used for trade between established pairs of

exporters and importers, both of whom operate in stable markets such as Western Europe or the USA.

The advantages all accrue to the importer. The disadvantages all accrue to the exporter. If the customer does not pay, or if he does pay but his country blocks remittance of funds to the exporter, the exporter has neither the goods nor the money, and the exporter may not get his goods back.

Collections

Collections do not give the exporter the security of advance payment or the relative peace of mind that comes from open account transactions with longterm customers in established relationships. They require both exporter and importer to exercise great care in agreeing the detail of the sales contract. The transaction is initiated by the exporter, who despatches the goods to the importer’s country.

At the same time, he entrusts the related documents (which may include negotiable bills of lading) to his bank, for collection of sale proceeds and the delivery of documents to the importer according to the terms of the sales contract.

There are three types of collection:

• clean collection

• documentary collection: documents against acceptance (D/A)

• documentary collection: documents against payment (D/P), with payment either at sight or at an agreed period after sight.

For a clean collection, the exporter despatches the goods and the related documents directly to the importer and then sends his bank the bill of exchange for the value of the goods drawn according to the sales contract, so that his bank can set in train collection of the due amount from the importer. All the advantages lie with the importer and against the exporter. If the importer does not pay, or if he does pay but his country blocks remittance of funds to the exporter, the exporter has neither the goods nor the money, and he may not get his goods back.
For a documentary collection D/A, the exporter does not authorise release of the transport documents (needed to obtain delivery of the goods) until the importer accepts the bill of exchange for payment at a definite future date. Once the importer accepts the bill of exchange, the importer’s bank releases the transport documents needed to obtain delivery of the goods and any other remaining documents.

The importer can then take possession of the goods for which he has agreed to pay in terms of the accepted bill at a definite date in the future. Again, all the advantages lie with the importer and against the exporter. If the importer does not pay on the due date, or if he does pay but his country blocks remittance of funds to the exporter, the exporter has neither the goods nor the money, and he may not get his goods back.

Depending on the nature of transport and the terms of the collection, even this level of control may not be readily available (e.g. where airway bills are used).

The essential word in D/P collections is “payment”. There are two types of D/P collection, according to when payment is made, but in both types the documents that give title to the goods are released to the importer only upon payment. Unlike collections on D/A terms, collections on D/P terms can leave the exporter in effective control of the goods until payment, where the nature of transport and collection order permit.

For a documentary collection D/P with payment at sight, the terms of the sales contract stipulate that

the customer must pay as soon as the exporter presents the documents. Upon such payment, the exporter releases the transport documents (typically including bills of lading that grant title to the goods) to the customer, who can then arrange for delivery of the goods. The advantages are mostly in favour of the exporter, who, under such circumstances, retains control over his goods until payment is made. But, a range of disadvantages to the exporter remain. For example, if the importer’s country blocks remittance of funds to the exporter, the exporter has neither the goods nor the money, and he may not get his goods back. If the importer does not pay, the exporter may not get his goods back.

For a documentary collection D/P with payment at an agreed period after sight, the terms of the sales contract stipulate that the bills of exchange be drawn at say 30, 60, 90 or 120 days (or such other period as may be agreed) after sight. Alternatively, the bill of exchange may be payable on a fixed date in the future. The importer is required to accept the bill of exchange for payment at the defined future date, but the exporter does not immediately release the transport documents (which give title to the goods). Thus, the importer does not immediately get delivery of the goods.

If the importer effects payment on the defined future payment date, the exporter releases the documents to him, enabling him to take delivery of the goods.

If the goods arrive before the defined future payment date, and if the importer then wishes to take delivery of the goods, the importer must still effect payment before he can receive the documents that enable him to take delivery of the goods. The advantages are mostly in favour of the exporter, who retains control over his goods until payment is made. Some disadvantages to the exporter remain.

· If the importer’s country blocks remittance of funds to the exporter, the exporter has neither the goods nor the money, and he may not get his goods back.

· If the importer does not pay, the exporter may not get his goods back.

letters of credit

One of the most widely used methods of payment is the letter of credit. It has been developed to reconcile the various economic interests of the parties.

By agreeing to payment by a letter of credit the seller and the buyer invite a third trustworthy party – usually a bank - into their relationship. Upon the buyer’s request the bank opens a letter of credit in favour of the seller. By issuing the letter of credit the bank undertakes a primary and independent obligation to effect payment to the seller provided that complying documents specified in the letter of credit are tendered. 

The transaction may involve the service of other banks, acting as agents of the issuing bank, or simply advising the letter of credit to the seller or undertaking a separate obligation to pay to the seller. 

Letters of credit play a significant role in financing international trade, and have gained great importance. They have been described as “the life blood of international commerce” and have been referred to as “quintessential international instruments”.

The law of letters of credit has emerged mainly from the customs of bankers dealing with importers, exporters, freight forwarders, shipping and insurance companies.

Today, these customs are embodied in a Code drafted by the International Chamber of Commerce titled “Uniform Customs and Practice for Documentary Credits” (UCP).

The provisions of the UCP are incorporated globally into standard letters of credit agreements in an attempt to provide a measure of uniformity in cross-border transactions. The latest revision of UCP, referred to as UCP 600. Since then, international business transactions have gone through rapid changes, especially in the field of maritime transport, insurance, trade law, and other sophisticated technologies, to which letter of credit law has had to adapt.

The aim to fill in this gap has been the original driving forces behind researching the subject area and writing this thesis.  Furthermore, the UCP 600 was revisioned in 2006. No revision can be successfully carried out without understanding the existing provisions governing the operation of letters of credit. This has given an excellent opportunity to provide a concise account of the law of letters of credit
Banking practice has developed different types of letters of credits. They vary, among other things, in function, mechanism, payment obligation of the bank or the document requirements. 

This chapter aims to give a description of the different types of credits used in international commercial transactions.

What is a letter of credit?

Letters of credit are the most common method of payment for international sales of goods. They have been described in numerous ways.

English judges, amongst them Sir John Robert Kerr named the letter of credit “the life blood of international commerce”. 

According to the revised Article 5 of the Uniform Commercial Code, a letter of credit is a

“definite undertaking … by an issuer to a beneficiary at the request or for the account of an applicant or, in the case of a financial institution, to itself or for its own account, to honour a documentary presentation by payment or delivery of an item of value.”

Classification of letters of credit

Before classifying the various types of letters of credit it is important to clarify the different names used in relation to this instrument. The general and most commonly used term is “letter of credit”. Letters of credit are divided into two main groups: commercial letters of credit and standby letters of credit.

In common law countries commercial letters of credits are often referred to as “documentary credits”, or “bankers’ commercial credits”. 

The UCP  uses the term “documentary credit” in the first articles thereafter simply “credit”. In the thesis when terms “letters of credits” or simply “credits” are used they refer to “documentary credits”.

Documentary Credit

The documentary credit is the “traditional form of letter of credit created as a payment and financing mechanism for international sale of goods”. A typical documentary credit operates in the following way.

Suppose a seller in Greece wishes to sell some goods (e.g.: Ouzo, the well-known Greek liqueur) to a buyer in Hungary. Suppose further that the parties have not previously entered into any business relationship, thus they do not know each other. Although both parties are willing to enter into a relationship, they are very concerned about the other party’s financial reliability. 

The seller wishes to get paid as soon as he has shipped the goods. He is afraid that, after shipping the goods the buyer may refuse to pay the purchase price, or even become insolvent. In both cases, the seller may have to engage himself into lengthy negotiations, or sue the buyer to seek enforcement of payment by the court, which will certainly incur great expenses. Not to mention the costs of shipping back the goods or storing them in the original country of destination until further actions.

On the other hand, the buyer is concerned that he may not get the goods in the agreed quality and/or quantity, thus he is not willing to pay unless he inspects the goods. 

In a situation like this, where the buyer and the seller are distant from each other and transportation of goods is inevitable, it is impossible to have the seller paid upon shipment and at the same time allow the buyer to pay only upon inspection of the goods.  

When difficulties such as distance, different currency (fluctuation of currencies), culture and foreign laws have to be dealt with, the parties are most likely willing to fall back on legal instruments, which reduce the risks both seller and buyer have to face in an international sale of goods. 

One of these instruments created by the international trading community is the commercial letter of credit. By agreeing to a commercial letter of credit the parties invite a third, trustworthy party – a bank – into their relationship. Upon the buyer’s request, the bank will open a letter of credit in favour of the seller, agreeing “to assume the primary, direct and independent obligation to honour the seller’s draft presented under the letter of credit provided that complying documents specified in the letter of credit are tendered”. 

This way the seller is assured that he will receive payment from an individual “paymaster” regardless of the financial situation of the buyer. 

On the other hand the buyer is also assured that payment will only be effected if the conditions, set by the buyer and appearing in the credit, are completely fulfilled.

In a basic letter of credit transaction three parties are involved: the buyer (usually referred to as the “Applicant”), the bank and the seller (usually the “Beneficiary”). 

Standby Letters of Credit 

Traditionally, the main purpose of letters of credit has been to effect payment upon presentation of documents that evidence the performance of the seller and also enable the buyer to receive the goods. But – as practice has shown - letters of credit can be used in different ways as well.

Standby letters of credit, although they share a name, function in a totally different way from commercial letters of credit. 

A standby letter of credit is 

“an arrangement … which represents an obligation to the Beneficiary on the part of the Issuing Bank to:

1. repay money borrowed by the Applicant, or advanced to or for the account of the Applicant;

2. make payment on account of any indebtedness undertaken by the Applicant; or

3. make payment on account of any default by the Applicant in the performance of an obligation.”

In other words, standby letters of credit intend to protect the beneficiary in the event of a non-performance or not proper performance of the other party to the underlying contract. 

The difference between a documentary and a standby credit was well pointed out by Harfield in the early 1970s:

“One of the most ubiquitous of the new breed of letters of credit is the so-called “standby”. As a matter of law and operations, these are indistinguishable from the classic commercial documentary credits. But they are psychological opposites. The classic credit contemplates payment upon performance. The standby credit contemplates payment upon failure to perform. This distinction makes no difference in law, but it looms large in what is laughingly called the “thinking” of lending officers.”

The applicant to the standby credit does not expect the bank to make payment as it indicates that something has gone wrong in the parties’ relationship. On the other hand, the applicant to the commercial credit usually wishes the seller to be paid, unless there is fraud in the transaction. 

Standby letters of credit were developed in the United States in the 1950s. According to federal law the issuance of guarantees by national banks was prohibited. As a solution to the grooving need from the business side to ensure payment or performance the American banks created the standby letter of credit, as a substitute to guarantees.

There is a wide range of transactions where standby letters of credits are used. As Xiang Gao points it out, the “potential breadth of use of standby letters of credit is perhaps the most strikingly demonstrated by the Canadian case of Rosen v. Pullen, where a standby letter of credit was used to guarantee performance of a marriage promise”. Standby credits have been used in relation to the payment of salary promised to a football player, booking made by a travel agency, or return of hostages.

However, standby letters of credit are the most commonly used in the field of real estate business, in the construction industry, in the financial industry and in international sale of goods.

Types of letters of credits

Payment at sight, deferred payment, acceptance and negotiation credits

It is important for the beneficiary to know in what manner he will be able to obtain payment. The UCP allows for the following options: the credit may be available by:

a) sight payment; 

b) deferred payment;

c) acceptance; or 

d) negotiation.

The parties to the underlying agreement should agree on which of the above mentioned method they wish to use and the applicant should open the letter of credit accordingly. Moreover, the UCP 500 requires that the credit itself indicates whether it is available by sight payment, by deferred payment, by acceptance or by negotiation.

Sight payment means payment against documents. The authorized bank shall pay the beneficiary upon presentation of documents, provided that the terms and conditions of the credit are fully compiled with. For checking the documents the banks are given a specific period of time.

By deferred payment the beneficiary shall receive payment at some future date (maturity date), specified by the credit. 

A deferred payment credit may, for example, provide for payment 90 days after the date of shipment (date of issuance of the bill of lading) or 15 days after presentation of documents. On submission of the documents that meet the conditions of the credit, the beneficiary is given a written statement by the authorized bank that payment will be made on the due date. If the beneficiary wishes to receive payment before this maturity date, he can resort to negotiating the letter of credit, normally at a discount.

Under an acceptance credit “the issuing bank undertakes to pay a non-documentary bill drawn by the beneficiary”. It is a “bipartite transaction in which the letter of credit is opened by the issuing bank at the account party’s request and in that very party’s favour”. Article 9(a) (iii) clarifies the liabilities of the issuing bank under an acceptance credit. It states that the issuing bank is obliged to accept drafts drawn by the beneficiary on the issuing bank and to pay them at maturity. If the nominated bank refuses to accept the draft or accepts the draft but does not pay at maturity, the beneficiary is entitled to require payment from the issuing bank.

The credit may also be a negotiation credit. The UCP 500 defines negotiation as “giving of value for Draft(s) and/or document(s) by the bank authorized to negotiate”. This bank is called the negotiating bank, which will endorse and negotiate the draft or documents, with certain deductions of discount or interest and commission.  

Under the UCP 500 there are two kinds of negotiation credits. A credit may restrict the negotiation to a certain bank nominated in the credit, or it can be freely negotiable, which means that any bank can become a negotiating bank by undertaking the negotiation.

However, it is important to note that the term “negotiable credit” is misleading, since the credit itself is not negotiable. It is the draft under the credit that may be freely negotiable.

Confirmed and unconfirmed credits

The feature of a credit as “confirmed” or “unconfirmed” is related to the undertaking of an other bank invited into the transaction by the issuing bank.

In many transactions the issuing bank communicates the letter of credit through an other bank that may act as an advising or a confirming bank.

Confirmed credits

Upon the authorization or request of the issuing bank, a bank may confirm a letter of credit, which constitutes a definite undertaking of the confirming bank, in addition to that of the issuing bank, towards the beneficiary to pay, accept draft or to negotiate. Needless to say, that in conformity with the principles of a letter of credit transaction, the obligation of the confirming bank can be evoked upon presentation of documents stipulated by and being in full compliance with the terms and conditions of the credit, on or before the expiry date.

An irrevocable, confirmed letter of credit “gives the beneficiary a double assurance of payment, since it represents both the undertaking of the issuing bank and the undertaking of the confirming bank”. 

The Hamzeh Malas & Sons v. British Imex Industries Ltd. case gives a good illustration of the nature of a confirmed credit. In this case the Jordanian plaintiffs entered into a contract to purchase a larger quantity of reinforced steel rods by the defendant, a British firm. The payment was to be effected through two letters of credit (as the shipment was to be made in two instalments). The plaintiffs opened the letters of credit in favour of the defendants, confirmed by the Midland Bank Ltd., in London. The first letter of credit was duly realized on shipment of the first instalment. However, later some dispute arose in respect to the first instalment, which the buyer complained not to meet the contracted quality. Thus, he applied for a court injunction in order to restrain the seller from recovering any money under the second letter of credit. The court refused to grant the injunction and observed that: 

“... it seems to be plain enough that the opening of a confirmed Letter of Credit constitutes a bargain between the banker and the vendor of the goods, which imposes upon the banker an absolute obligation to pay, irrespective of any dispute there may be between the parties as to whether the goods are up to contract or not. An elaborate commercial system has been built up on the footing that bankers” confirmed credits are of that character, and, in my judgment, it would be wrong for this court in the present case to interfere with that established practice.

There is this to be remembered, too. A vendor of goods selling against a confirmed letter of credit is selling under the assurance that nothing will prevent him from receiving the price.”

The confirmation of the confirming bank may be “silent” or may be a so called “seller’s confirmation”. A silent confirmation is the undertaking of the confirming bank without the express authorization of the issuing bank. This undertaking does not represent a “confirmation” within the meaning of the UCP, it is rather a separate agreement between the beneficiary and the “confirming” bank under which the said bank is obliged to purchase or discount the draft. “The confirming bank will have no rights against the issuing bank arising from its [silent] confirmation. Thus, unless it is entitled to be reimbursed because it is nominated by the credit as the paying bank, if its confirmation leads it to have to pay on the credit, it will not have a right of reimbursement.”

The Mees Pierson NV v. Bay Pacific (S) Pte Ltd. case from 2000 is a good example of the silent confirmation. The case involved a sale and purchase of 1,870 metric tons of Indian wheat flour. Payment was to be effected by a letter of credit, issued by the Industrial and Commercial Bank of Vietnam. The issuing bank requested the plaintiff to advise the letter of credit to the respondent beneficiary, which the plaintiff did adding also its confirmation without authorization (thus the plaintiff bank became a “silent” confirmer). 

 The “silent” confirming bank effected payment upon presentation of documents, which later turned out to be forged. When he forwarded the documents to the issuing bank, the issuing bank rejected them.

First the “silent” confirming bank sued the issuing bank for wrongful dishonour but the claim was dismissed. Then the “silent” confirming bank sued the beneficiary alleging that the beneficiary had knowingly presented forged documents. This claim was also dismissed because the plaintiff could not prove that the beneficiary had been involved or had been aware of the fraudulent act.

In case of a “seller’s confirmation” the seller requests the confirmation of the credit in order to obtain an additional security that it will receive payment. Although this issue is not covered by the UCP 500 it seems to be a common practice. Since the confirmation is not requested and authorized by the issuing bank the confirmer acts at its own risk. 

Unconfirmed credits

A letter of credit is unconfirmed, if the bank merely acts as an agent of the issuing bank without assuming any responsibility towards the beneficiary, thus acting as an advising bank. An advising bank does not confirm the credit; its obligation is to take reasonable care to check the apparent authenticity of the credit. 
Although unconfirmed letters of credit are cheaper they do not “localise the performance of the contract of sale in the seller’s country”.

The nature of an unconfirmed letter of credit may be well illustrated by the Cape Asbestos Co v. Lloyd’s Bank case, in which importers in Warsaw entered into a contract with the Asbestos Company for the sale of asbestos sheets. As the sales contract provided by payment through a letter of credit, the buyer opened a credit at the Lloyd’s Bank in favour of the seller. The defendant bank advised the credit to the plaintiff adding a clause that stated, “this is merely an advice of opening of the above mentioned credit and is not a confirmation of the same”. The shipment happened in instalments. Upon sending the first instalment the plaintiff presented the draft which was duly accepted by the bank. After shipping the second instalment the plaintiff presented a draft again, which, at this time, was refused by the bank, due to the fact that in the meantime the credit had been cancelled by the importer. Although the bank did not notify the plaintiff about the cancellation of the credit, it was held that “the bank was entitled to refuse the acceptance of the draft for the remainder”.

Based on the above mentioned, in case when the parties are dealing with unconfirmed credits  it is wise to insert at least a “notice clause” into the credit, which obliges the bank to notify the beneficiary about the cancellation of the credit. 

Revolving Documentary Credits

Revolving credits are used in transactions where there is a continuous relationship between the exporter and the importer and the amount is renewed periodically without renewing the terms and conditions of the credit.

 “A revolving credit technically means a credit for a certain sum at any one time outstanding, which is automatically renewed by putting on at the bottom what has been taken off the top. If you have a revolving credit for £50,000 open for three months, to be operated on by drafts at 30 days sight as drafts are drawn, they temporarily reduce the amount of the credit below the £50,000. As these drafts run off and are presented and paid they are added again to the top of the credit and restore it again to the £50,000.”.

A revolving credit can be revocable or irrevocable and cumulative or non-cumulative. The meaning of the terms “revocable” or “irrevocable” has been already explained above. The term “cumulative” in relation to a revolving credit means that “any sum not utilized during the first period carries over and may be utilized during a subsequent period”. In more practical words, if a revolving credit is opened for a fixed period of 6 months with an amount up to $10,000 per months and the beneficiary draws only $5,000 in the first month, than the remaining $5,000 will be available for him during the next month along with the $10,000, that is to say $15,000 all together.

If the revolving credit is non-cumulative, than any amount not drawn in a specific period of time ceases to be available. In our hypothesis, if the beneficiary draws only $5,000 in the first month, the remaining $5,000 will not be available for him during the next month, when he will be able to drawn up to $10,000 again.

The credit may be revolving not only in relation to time, but in relation to value as well. This latter means, that the letter of credit is automatically reinstated when the value of the credit is exhausted. 

Although revolving credits are mentioned in all textbooks, in practice they appear to be rare. 

Red Clause Documentary Credits and Green Clause Documentary Credits

The Red Clause Documentary Credit received its name from a special condition inserted into the text of the credit, which was originally written by red ink. Under this special condition the confirming bank or any other nominated banks are authorized by the applicant to make advances to the beneficiary before presentation of documents. The amount of the advances is specified in the credit.

“The Red Clause is a device which originated in the China trade, where the seller was most frequently an agent of the buyer…In the fur trade, for example, the persons in China who dealt with American buyers were, in the main, either buyers’ representatives or traders who went into the hinterland and bought raw furs, a little here and a little there, assembled them…They dealt, too, with persons who wanted cash on the barrelhead before they parted with the furs. Accordingly, opening banks began to practice of endorsing on their credits in red ink (whence the name) a clause authorizing the confirming or negotiating bank to pay the beneficiary against the drafts alone, coupled with his simple promise to provide the documents in the future.”

Thus, the Red Clause Documentary Credit is used where the buyer is willing to finance the transaction before the actual shipping of goods.

In practice, for instance a wool importer in England may agree with a wool shipper in Australia to purchase wool. However, the wool shipper may not have the necessary fund to pay the actual suppliers. Thus, the English importer may be willing to pre-finance the transaction by enabling the Australian shipper to obtain funds in advance. In this case the bank would honour the shipper’s drafts to a certain amount, specified by the wool importer, upon presentation of the stipulated documents. When the wool is shipped the shipper would deliver the transport documents to the bank and receive the purchase price less the amount obtained by way of advance.

However, if the shipper fails to ship the wool the bank has the right to demand reimbursement from the applicant for the advances made and all the related costs – such as interest

A typical wording of the red clause may be as follows:

“This red clause documentary credit allows a pre-payment of USD 100,000 against presentation of: 

· beneficiary’s simple receipt and 

· beneficiary’s written undertaking to present the shipping documents within the credit validity.” 
The Green Clause Documentary Credit is a “refinement” of the Red Clause Credit. This also entitles the seller to receive advances before shipment but only on the condition that the goods are warehoused in the name of the nominated bank. The advance payment is made against presentation of the warehouse receipt.

Transferable Documentary Credits

Letter of credits are usually opened in favour of the beneficiary named in the credit. It means that only the named person can tender the documents and can require payment from the bank.

However, in today’s complex business relationships it is not exceptional that the beneficiary seeks to transfer its rights under the credit to a third party. This can happen in to ways: by transfer and by assignment.

Transfer of the credit

Often the seller is not the manufacturer of the goods being subject of the sales contract. He may only act as a middleman obtaining goods from a third party and selling them to the buyer at a higher price. In this case the seller may use a transferable credit to pay the third party (usually referred to as the Second Beneficiary) selling to him.

By making a credit transferable the seller assigns his right to perform under the documentary credit to a third person. This third person “steps into the credit and in advanced is assured payment out of funds made available by the ultimate buyer, provided that the conditions of the original credit are compiled with”

It is also possible that the seller who is buying from more than one supplier transfers only a certain part of the credit to each supplier. 

In the course of the operation of the transferable credit the supplier presents the required documents, including his invoice, to the bank and request payment. The seller also presents his invoice and receives the difference in price between his invoice and what has already been paid to the supplier. Thus, the seller can obtain his profit on the transaction. The bank then sends the invoice presented by the seller to the buyer. This way the buyer will have no knowledge of who the supplier is unless it is revealed by other documents such as the transport documents that may indicate the supplier as the shipper. As Professor Jack explains, the “importance of the first beneficiary’s [Seller] ability to conceal the name of the party selling to him lies in the fact that otherwise the buyer might cut him out on future transactions dealing directly and more cheaply with the third party seller”.

The transfer of credits is a well-established practice and regulated also by the UCP. The rules defines the Transferable Credit as follows: 

“A transferable Credit is a Credit under which the Beneficiary (the First Beneficiary) may request the bank authorised to pay, incur a deferred payment undertaking, accept or negotiate (the „Transferring Bank”), or in the case of a freely negotiable Credit, the bank specifically authorised in the Credit as a Transferring Bank, to make the Credit available in whole or in part to one or more other Beneficiary(ies) (Second Beneficiary(ies)).”

However, the bank is not authorized to make the credit available for any third person named by the beneficiary. In order to transfer the credit certain conditions have to be met.

According to Article 38 of the UCP 600 a credit can be transferred only if it is expressly designated “transferable” by the issuing bank. Besides the issuing bank, the applicant has to give its express consent to the transfer as well. Unless the credit states otherwise, only one transfer can be made. 

In case partial shipments are allowed, fractions of a transferable credit can be transferred separately.

It is important to note that under the UCP 600 the bank is not obliged to accept the request of the first beneficiary for the transfer. 

As Article 38states:

“The Transferring Bank shall be under no obligation to effect such transfer except to the extent and in the manner expressly consented to by such bank.”

If the credit is not designated as transferable the seller may arrange for a back-to back credit. 

Back-to-Back Documentary Credits

A Back-to-Back Documentary Credit is used in transactions where a seller, who entered into a contract of sale of certain goods has to purchase those goods from his supplier and no transferable credit is used in the transaction. 

In this case two separate documentary credits are involved: a documentary credit opened by the buyer in favour of the seller and an other documentary credit opened by the seller in favour of the supplier on the security of the first credit. “The original credit, and the second opened in favour of the supplier, will be in identical terms apart from the price.”

The operation of a Back-to-Back Credit was explained by Judge Devlin in the case of Ian Stach Ltd v. Baker Bosley Ltd:

“Where, as in the present case, there is a string of merchants’ contracts between the manufacturer … and the ultimate user, the normal mechanism for carrying out the various contracts is the familiar one which was intended to be used in this case: the ultimate user, under the terms of his contract of sale, opens a transferable, divisible credit in favour of his seller for his purchase price: his seller in turn transfers so much of the credit as corresponds to his own purchase price to his seller or, more probably, if his own contract with another merchant [the Supplier] also calls for a transferable, divisible credit, procures his own banker to issue a back-to-back credit – that is to say, he lodges the credit in his favour with his own banker, who in his turn issues a transferable, divisible credit for the amount of the purchase to his own seller; and so on, through the string of merchants, until the banker of the last merchant in the string issues the credit in favour of the actual manufacturer. … The reason why they issue fresh credits is that in banking practice a transferable credit is regarded as transferable once only, and, also as is obvious in this sort of trade, it is desired, naturally enough, by any merchant in the string to conceal from his buyer and his seller who his own customer is. 

Bonds and Guarantees

In today’s competitive global trading environment, overseas buyers are increasingly insistent that exporters underpin their contractual obligations by means of Bonds and Guarantees.

A Bond or Guarantee – which can be treated as synonymous for the purposes of this guide – gives the importer the security of a financial guarantee in the event of the exporter’s failure to meet the obligations of a contract. It is issued by the guarantor – usually a bank – on behalf of the exporter.

If you, the exporter, fail to deliver the goods or services as described in the contract with the importer, the latter can “call” the Bond and receive financial compensation from the bank. Under a counter indemnity, the bank has recourse to you for the full amount including costs and interest.

Types of Bonds and Guarantees

• Bid or Tender Bonds.

• Performance Bonds.

• Advance Payment and Progress Payment

Guarantees.

• Retention Bonds.

• Warranty Bonds.

• Overdraft Guarantees.

• Standby Letters of Credit.

Bonds and Guarantees fall into two classes:

On Demand

This is often the only class of Bond acceptable to an overseas buyer. It can be called at the buyer’s sole discretion without contest, even if called “unfairly”. Banks cannot enter into contractual disputes between trading partners.
Conditional

A Bond of this class gives greater protection to exporters, as it requires substantiation, e.g. a certificate of award from an independent arbitrator. However, it is unacceptable to many overseas buyers.

Within this two-fold classification are several different forms of Bond or Guarantee. Here are the types you are most likely to encounter:

Bid or Tender Bonds

These are given in support of customers’ tenders for the supply of goods and services, and are required by the beneficiaries as indications that; the bidders are serious in their intent, will not withdraw their tenders before adjudication, will sign contracts if  awarded to them and will provide any subsequent bonding. Bid Bonds usually cover two per cent to five per cent of the value of the tender (so that if the Bond is called the importer is paid two per cent to five per cent of the contract value) and frequently remain valid for three months after the bid closure date.
Performance Bonds

These guarantee that if the exporter or contractor fails to carry out the terms of the contract, the importer will be paid a sum in compensation – typically around ten per cent of the contract price.

The Bonds are purely financial guarantees and carry no warranty that the bank will complete the contract if its customer fails to do so. Note that when a tender proves successful, a Performance Bond is required.

Advance Payment and Progress Payment Guarantees

These give protection to the buyer who has made an advance or progress payment to the exporter before the contract has been completed. They guarantee that any such amounts are refunded to the buyer if the exporter fails to complete a contract. It is advisable for the Guarantee to contain an operative clause making it effective only upon receipt by the exporter of an advance payment, and a reduction clause so that the Guarantee value is written down as the contract progresses.

Retention Bonds

These enable retention monies, which would otherwise be held by the buyer beyond completion of the contract, to be released early. The guarantee ensures refund to the buyer of released retention monies in the event of subsequent non-performance of equipment supplied. Inclusion of an operative clause is advisable.

Warranty Bonds

These provide a financial guarantee to cover the satisfactory performance of equipment supplied

during a specified maintenance or warranty period.

Overdraft Guarantees

These guarantee the borrowing requirements of UK exporters or contractors who need finance in the importer’s country. The Guarantee covers the  local bank against the exporter defaulting. Without such

security, the local bank would be unwilling to lend monies where the UK exporter is unknown to them.

Standby Credits

An exporter and his customer may arrange that goods will be paid for in an agreed manner after they have been despatched. But if payment in the agreed manner is not forthcoming, the exporter will need another way of getting paid. A Standby Credit can provide this security backup. 

The importer’s bank issues the Standby Credit, under which the exporter can claim for the amount unpaid simply by (for example) submitting a certificate stating the value of shipments made in respect of which no payment has been received from the importer. Since the Standby Credit becomes active only if the importer fails to perform his obligations, the paperwork required to draw on a Standby Credit is minimal. In the event that the importer does not pay, therefore, Standby Credits provide the exporter with security similar to a bank guarantee. In some marketplaces (e.g. the USA), they are preferred to bank guarantees.

Similarly, Standby Credits can be used to support performance obligations in a trade relationship.

For example, they can fulfil the same purpose as a performance guarantee.
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