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ON CONSIGNMENT

DOCUMENTAY COLLECTION
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TheCash in Advancer Advance Paymenmethod allows the buyer

to pay cash in advance to the sellBaying in advance gives the greatest
protection for the seller and puts the risk on the buyePayment does not
guarantee the shipment or delivery of the goods from the seller. Therefore, the
buyer will rarely pay cash up front before receiving an amsce that the goods
will be shipped and that the quality and quantity of the goods ordered will be
delivered.

Cash in Advance Method

Payment before shipment

— ————>
Payment Payment
Seller
k@ﬂer Payment)

Shipment

www.worldbank.org
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Anopen accountransactionmeans that the goods are manufactured

i WZ

X-w A3

and delivered before payment is necessary (for example, payment could be due

14, 30, or 60 following shipment or delivery). The method provides great

flexibility and in many countries sales are likely to be madaronopenraccount
basis if the manufacturer has been dealing with the buyer over a long period of

time and has established a secure working relationship.

Open Account Method

Shipment before payment

Shipment

Shipment

(After Shipment/Delivery)

=t

www.worldbank.org
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With consignmentsales, the seller does not receive payment until the

importer sells or resells the goods. The product stays with the importer until all
the terms of the sale have been satisfied. In the consigment method, the
importer is called the consignee and he/sbeaesponsible for paying for the
goods when they are sold. Consignment sales are very risky and there is no
control available to the exporter. Obtaining sales proceeds or return of the
merchandise if it is not sold can be difficult.

On Consignment Method

Seller ships goods but retains ownership

Shipment %
Seller Consignee Buyer

(After Reselling)

Payment

www.worldbank.org
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TheDraft or Documentary collectiormethod is employed when either the

cash in advance method is not acceptable to the buyer, or the open account
method is not acceptable to the seller. With tBeaft or Documentary
Collection Method the seller or exporter ships the goods and draws a draft or
bill of exchange on the buyer or importer through an intermediary bank. The
draft is an unconditional order to make a payment in accordance with certain
terms. The documents needed are specified before the title for the goods is
transferred

Draft or Documentary Collection Method

Banks act as intermediaries between the buyer and seller and act upon instructions received

=

Draﬂ Draft Draft

I— |:{> —
HE ~ HA
HH

Collecing ~<¢——

Buyer
F{eglt.ltll(ng @ Presenting 4

- - Bank -

Payment Payment Payment

Shipment

www.worldbank.org
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Definition:

A Letter of Credit is a documentssueddy a bank atthe b u y erequest
in favor of the seller; it guarantees that the buyer will pay the agreed amount
of money to the seller within a specified period of time, provided that the
seller conforms to the product specifications and document requirements of
the buyer.

The Letter of Credit is a specialized, technical tool that is applied
when paying for a shipment of goods or services from one party to

another.

Issuance of a Letter of Credit

A

i{ 1)

Applicant/lmporter Purchase &
Sales Agreement
2)

Request for a
Letter of Credit 3
Request to Advise and

possibly confirm the

Letter of Credit

Beneficiary/Exporter

)
Advice of
Letter of Credit

I

]
dvisin
Bank

Issuing Bank

Adv_ising/
Confirming Bank

Payment under a Letter of Credit

— L

Applicantlmporter

Shipment of Goods

Beneficiary/Exporter

o= | I 2+
p® PP
Documents Payment Documents Payment
I XS ) i |
Payment
—_— ] Esi Advisin%
3 Bank
. =) Advising/
Issuing Bank Documents Confirming Bank

Yow {
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WHAT IS AN EXPORT LETTER OF CREDIT?

To give a brief and simple definition, an export letter of credit is part of the procedure

of the main letter of credit which starts in corresponding banks (nominated or advising

or confirmingbanks) as they receive the MT700 message from issuing bank.

The procedure of the LC continues from then on according to the role accepted by the
receiving of theMT700 message.

As this part of the procedure of the main LC (MT700 message) deals with the
beneficiary who is selling and mainly exporting the goods, from the point of gfew

these banksthe MT700 message is usually calleXPORT LETTER OF CREDIT.



Buyer

Seller

45 Advantages

Guarantee that its bank will
refuse payment unless the
seller complies with the
terms and conditions of the
letter of credit

If the seller is willing to allow
the buyer extended terms,
the buyer may organize the
payment for a future date
Through the use of a
Banker’s Acceptance, the
buyer may finance the goods
until they are marketed

By the documents called for,
the buyer can seek to
minimize the risks in not
receiving the goods ordered

4

JL Risks

Banks deal only with
documents. The goods may
not be the same as stated in
the documents

The bank’s creditworthiness
must be taken into account
To be able to obtain
financing for the purchase or
manufacture of goods that
will be shipped under LC
The seller will receive funds
shortly after presentation of
shipping documents to the
bank

The seller can reduce the
risk that payment for the
goods might be delayed

The seller’'s documents
must comply strictly with
the terms and conditions
of the LC to entitle the
seller to payment

The seller is exposed to
the commercial risk that
the bank providing its
undertaking is unwilling
and unable to perform
The seller assume any
political and foreign
exchange risk affecting the
issuing bank’s obligation

www.worldbank.org
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Issuing BankThe bank which opens a letter of credit on behalf of the applicant and
forwards it to theadvising bank for delivery to the beneficiary.

Applicant: The buyer or the party who requests the letter of credit to be issued.
Beneficiary:The seller or the party to whom the letter of credit is addressed.

Advising Bank:A branch or correspondent bank at or near the domicile of the
beneficiary, towhichthe issuing bank either sends the letter of credit or a notification
that a letter of credit has been issuedijth instructions to notify the beneficiary. The
advising bank advises the beneficiary of the lettecr&dit without engagement.

Nominated bank :Nominated bank is the bank with which the credit is availaddlest
of the time nominated bank is also the advising bank.

Confirming BankA bank usually in the country of the beneficiary which, at the request
of the issuing bank, joins that b&nn undertaking to honour drawings made by the
beneficiary, provided theerms and conditions of the letter of credit have been
complied with.

Negotiating Bank! adz- t f &8 GKS 0SYSTAOAIFINEBQ&a ol Yy
documentsconform with the letter of credit, agrees to purchase the draft (pay the
beneficiary).

Paying BankThe bank by which drafts are to be paid. It is not necessarily the issuing
bank, but oftena branch of the issuing bank or its correspondent. Once drafts have
beenpaid or accepted by thpaying/drawee bank, there is no recourse to the drawers.

Accepting BankThe bank named in a letter of credit on whom term drafts are drawn
and whoindicates acceptance of the draft by dating and signing across its face, thereby
incurring a legabbligation to pay the amount of the draft at maturity.

Drawee BankThe bank named in the letter of credit on whom drafts are to be drawn.

Drawer: The beneficiary of the letter of credit who will draw the draft in accordance
with the terms ofthe letter of credit.

Reimbursing BankThe bank authorized by the issuing bank to reimburse the drawee
bank or otherbanks submitting claims under the letter of credit.



Discounting BankA bank which discounts a draft for the beneficiary aftdras been
accepted by
an accepting bank.

INTERNATIONAL TRADE FINANCE SERVICES
DOCUMENTARY LETTERS OF CREDIT
A PRACTICAL GUIDE
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A sight L/Crequires the buyer to make payment once the documents have been
presented and everythinghas been verified by the issuing bank .In other words
,payment must be made at sight.

SIGHT LC

A Sight LC causes payment fo be mads immediatshy to
the bensficiary/salier/exportar upon pressntation of the
comsct documsanis.

USANCE LG

AUsancs LC spechiss when payment i 0 be made
gt & futurs date and upon prasantaton of the reqursd
doCuUMments.

www.investogedia.com
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Ausance (or term )L/C requireghe buyer to make payment by a specified future date
(and upon of conforming document).In effect the buyer is extended a spepiéiedd
of credif)

Please note that the termusanceis not specifically referenced idCP60Wwhere it
states ¢ A credit must state whether it is available by sight payment, deferred
payment, acceptance or negotiatioh

SIGHT LC

A Sight LC causes payment 10 be mads immediatshy to
the bensficiary/ssller/sxportar upon presentation of the
comact documsnis.

USANCE LC

AUsancs LC specifiss when payment is t0 be made
gt & future date and upon pressntation of the requirsd
CoCUMENtE.

www.letterofcredit.biz
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A sight payment letter of credit is payable once it is presented along with the
necessary documents. An organization offering a sight letter of credit commits itself to
paying the agreed amount of fungsovided the provisions of the letter of credite

met.

Basic Letter of Credit Transaction

applicant beneficiary
1 - Sale Contract

5 - Shipment

2 - Letter of Credit
\ Application /
/ B
\
9 - Document
Release
4 - Advising Letter
of Credit
6 - Presentation of
documents

3 - Issuing Letter of Credit

=
-

8- document control, payment release
issuing bank advising bank

7 - Presentation of documents

www.businessdictionary.com
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A deferred paymentletter of credit is one that is paid a fixed number of days after
shipment or presentation of prescribed documents. It is used where a buyer or a seller
have a close working relationship because, in effect, the seller is financipgrtizgase

by allowing the buyer a grace period for payment.

A deferred payment letter of credit differs from a sight draft or time draft in that no
drafts are involved but the payment is guaranteed on the stated date. However, there
being no draft, the berie A OA I NB LJ NliéQa FtoAftAGe G2 R
payment is restricted. Also called usance letter of credit.

Selement by deferred payment/Post-payment credit

Seller g % Buyer

. o
=| | &5 , ] | =
1 6 5
s
T
Executing Bank 1 Emitting Bank

Payment Obligation

www.businessdictionary.com
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In simple terms;negotiation” implies that the "negotiating" bank is being requested

L wpAdOwbPUO a¢ wkyv

W 7

to "purchasethe documents from the beneficiary, i.e. by paying the beneficiary off,
and claiming funds in its own name from the issuing bank. A credit available by
"negotiation" should not provide the facility to debit the issuing bank's account or
claim reimbursement from a third party bank.

UCP600Negotiationmeans the purchase by the nominated bank of drafts (drawn on

a bank other than the nominated bank) and/@ocuments 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.

Transaction Process Flow for a Negotiable
Letter of Credit

2- Negotiable L/C

. \ Application
. J’

-

Importer
1 - Sale Contract

5 - Shipment

@
! A

\

4. Advising Letter
of Credit
7- Negotiation
6 - Presentation of
documents

9 - Document
Release

3 - Issuing Letter of Credit

' ' /iiu

9- document control, payment release at maturity
Issuing Bank Negotiating Bank

-

|
|

< 2
8 - Presentation of documents to Issuing Bank
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In acceptancdetter of credit, on presentation of the documents called for under the

f SGGSNI 2F ONBRAUOZ LINPOARSR (GKSe | NB Ay
bank, which may be the advising bank, will send the documents and the draft to the
accepting bank foacceptance. The accepted draft may be held by the accepting

ol Yyl dzydAat AG YIFGdz2NBa 2N AG YrFeé 68 NBGd
option, who may hold it until maturity or discount it at the best rate watty bank.

The chart below trackstS G SNXY RNJI F4 | yR R20dzySyida
which, in turn, presents these items to the accepting bank for acceptance.

BENEFICIARY
BENEFICIARY'S . | ACCEPTING
BANK o BANK

INTERNATIONAL TRADE FINANCE SERVICES
DOCUMENTARY LETTERS OF CREDIT
A PRACTICAL GUIDE
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Aconfirmed letter of creditis a letter of credit that a bank promises to pay, even if the
bank that made it available does not. This gives exporters more confidence that they
will receive payment

Confirmed
Letter of Credit
Cycle

5. Product
is Shipped

ol
iy 4

Beneficiary 4. Buyer & Seller Agree 2. Applicant
Exporter/Seller Confirmed Application Importer/Buyer
Letter of /
=
\ 6 Credit 6\’\0 2.

Documents ' 8.
Z= Ay o(\\\ s ‘3:9 Lo Documents
V‘é:— Confirming Bank ~Z |

3. Letter of Credit

Exporter's Bank/
Advising Bank/
Confirming Bank

Importer's Bank/
Issuing Bank

Lexicon.ft.com
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Anunconfirmed letter of creditcarries the obligation of the issuing bank to honour all
drawings, provided that the terms and conditions of the letter of credit have been
complied with

A letter of credit which has not been guaranteed or confirmed by any bank other than
the bank thatopened it.

www.nasdag.com

\
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Astandby letter of credit (SLOG a guarantee of payment issued by a bank on behalf
of a client that is used as "payment of last resort" should the client fail to falfill
contractual commitment with a third partyStandby letters of credit are created as a
sign of good faith in business transactions and are proofiotizé S Nguali &iB R A (i
repaymentabilities. The bank issuing the SLOC perfdsnes underwritingduties to
ensure the credit quality of the party seeking the letter of credit, then sends
notification to the bank of the party requesting thetter of credit(typicdly a seller or
creditor).

l al0lyRoe tSGUSNI 2F ONBRAG akK2g¢ga | 0O2YL
Although a SLOC is not intended for use, it helps fulfill business obligations in case the
business stops operations, cannot pay its vesdarbecomes insolvent.

Small businesses often face difficulty when securing financing. For this reason,
standby letters of credit may be especially beneficial for encouraging investors to
lend money to a company. In case of default, investors are assliegdvill be paid
principal and interest from the bank through which the SLOC is secured.

Examples of Standby Letters of Credit

A financial SLOC, the most common type, is typically used in international trade or
other highvalue purchase contracts whergidation or other nonpayment actions

may not be feasible. A financial SLOC guarantees payment to the beneficiary if criteria
outlined in the contract are left unfulfilled. For example, an exporter sells goods to an
overseas buyer who guarantees paymemt30 days. When the payment does not

I LILISE N o0& GKS RSIREAYSYT G4KS SELRZNISN L)
receives the payment.

A performance SLOC ensures the time, cost, amount, quality of work and other criteria
are fulfilled in a manneacceptable to the client. The bank pays the beneficiary if any

of the written obligations are unmet. For example, a contractor guarantees a
construction project will be finished in 90 days. If work remains incomplete after the
90-day period, the clientcabdNBS 4 Sy & G KS { [ h/ (2 (GKS O2yi
payment due.

www.investopedia.com
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Ared clause letter of crediincorporates a clause, traditionally written in red, which
authorizes thebank acting as the negotiating paying bank to pay the beneficiary in
advance of shipment. Thenables the purchase and accumulation of goods from a
number of different suppliers, and th@rangement of shipment in accordance with
the letter of credit terms. Such advances willdeducted from the amount due to be
paid when the documents called for are presented under léteer of credit. If the
beneficiary fails to ship the goods or cannot do so before the expiry of the letter
credit, the issuing bank is bound to reimburse thegotiating or paying bank,
recovering itpayment from the applicant.

Variations of such credits may also require that any advances be secured by temporary
warehousereceipts until shipment is effected. Beneficiaries of red clause letters of
credit are nvariablybrokers/agents of buyers in a particular field.

INTERNATIONAL TRADE FINANCE SERVICES
DOCUMENTARY LETTERS OF CREDIT
A PRACTICAL GUIDE
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Revolving letter of crediis a special type of letters of credit. It is rautvered under

UCP 600 rules.

Sometimes exporters and importers sign a long term commercial sales contract

which covers shipments of the same commodity on a regular basis such as;

w Shipments of 10.000 mtons of iron ore from Australia to China mohidys for
a 6 months period of time

w Shipments of textile products monthly basis from China to USA for a 12 months
period of time.
If exporters and importers have concluded a contract as indicated above they may wish
to have detter of creditissued to satisfy their contractual payment obligations. This
can be accomplished with a special type of letter of credit which is known as a revolving

letter of credit.

Definition:
Arevolving letter of creditis a special letter of credit type which is structured in a way
so that it revolves either in value or in time covering multiplepments over a long

period of time under single letter of credit.

Types of Revolving Letters of Credit:

i.Revolvement based on time A fix amount could be drawn under letter of credit

within each specific period of time as indicated in the documentary credit until letter
of credit expires.

Example :

Letter of credit stipulates that 100.000,00USD can be drawmonthly basis for a 12
months validity period.

Type 1¢c Non-cumulative revolving letter of credit




For a norcumulative revolving letter of credit, the beneficiary can draw each revolving
amount for any given period, and any unused portions cannot be drawrthe
subsequent periods.

Using the above example, the shipper could still ship USD 100.000,00 each month and
be fully paid.If the shipper shipped USD 90.000,00 in a given month, they would still
be paid provided that partial shipment is allowed for eahipments, but they could

not get the additional USD 10.000,00 by shipping excessive amount on the upcoming
months.

Type 2¢c Cumulative revolving letter of credit

Cumulative revolving letter of credit means that the unused sums in the L/C can be
added tothe upcoming shipments.

Using the above example, the shipper could still ship USD 100.000,00 each month and
be fully paid.If the shipper shipped USD 90.000,000 in a given month, they would still
be paid, and they could get the additional USD 10.000y0§hipping extra in the next
months until letter of credit reaches to expriy.

ii.Revolvement based on valueA fixed amount is replenished every time just after it

is utilized by the beneficiary within the overall validity of the revolving letter of tredi
Revolvement dependent upon value could be very risky for the issuing banks as
beneficiaries can make presentations one another if issuing banks fail to specify

maximum Ic limit.

www.letterofcredit.biz
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Atransferable letter of credit is a sort of a documentary credit which can be used in
situations where middlemen are playing a certain role. Usually middlemen (first
beneficiary) do not have enough capital establishmenbtry the goods from their
sources (second beneficiary) before they-sedl them to their final customers
(applicant). If the final buyer finds it valuable working with a middleman for a definite
foreign trade transaction, he can let the middleman benefanir his credibility by

supplying him a transferable letter of credit.

The middleman than have the part or all of the transferable letter of credit transferred

to his supplier who has gained considerable payment assurance to ship the goods. The
supplier ca acquire its payment portion in exchange for the complying documents
stated in the letter of credit. The middleman is entitled to substitute its own invoice
for the one of the supplier and acquire the difference as his profit in transferable letter
of credit mechanism.

Important Points of Consideration

Transferable letters of credit should be issued in an irrevocable form.

A letter of credit can be transferred to the second beneficiary at the request of the first
beneficiary only if it expresshtates that the letter of credit is "transferable”.

A bank is not obligated to transfer a credit.

A transferable letter of credit can be transferred to more than one second beneficiary
as long as credit allows partial shipments.

The terms and conditionsfahe original credit must be indicated exactly in the
transferred credit. However, in order to keep the workability of the transferable letter

of credit below figures can be reduced or curtailed.

1 letter of credit amount
1 any unit price of the merchandigd stated)

1 the expiry date



1 the presentation period or

1 the latest shipment date or given period for shipment.The first beneficiary may
demand from the transferring bank to substitute his name for that of the
applicant. However, if a document other thanvaice required in the
transferable credit must be issued in a way to show the applicant's name, in such

a case that requirement must be indicated in the transferred credit.

Transferred credit can not be transferred once again to any third beneficiapydaog

to the request of the second beneficiary.

Transferable
Letter of Credit

F “~
3. Transferable LC

$30.000 Exporter/Seller 2 Transfarabletc

//x ———
7
= Documents
& B Documer\ts
& BL

Manufacturer's

a Lc A 9. $50.000 importer's Sank/
$30.000 6. Received = = T iIssui ng Bank
Documents
& BL a.
Documents 1 = LC_
$30 ocoo & BL Application
/ Received N

5. Product Shipped to Seller
or directly to Importer
Importer

www.letterofcredit.biz
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Backto-back letters of creditonsist of two LQssed together to finance a transaction.

A backto-back LC is usually used in a transaction involving an intermediary between
the buyer and seller, such as a broker, or when a seller must purchase the goods it will
sell from a supplier as part of the satehis buyer.

The backo-back LC is actually made up of two distinct LCs, one issued by the buyer's
bank to the intermediary and the other issued by the intermediary's bank to the seller.
With the original LC from the buyer's bank in place, the brokesgdgo his own bank

and has a second LC issued, with the seller as benefigiaeyseller is thus ensured of
payment upon fulfilling the terms of the contract and presenting the approgriat
documentation to the intermediary's bank. In some cases, the seller may not even
know who the ultimate buyer of the goods is.

As is often the case with LCs, backback LCs are used primarily in international
transactions, with the first LC serving adlateral for the second. Bacto-back LCs
essentially substitute the two issuing banks' credit to the buyer's and intermediary's
and thus helps facilitate trade between parties who may dealing from great
distances and who may not otherwise be able to verify one another's credit.

The backo-back LC is actually made up of two distinct LCs, one issued by the buyer's
bank to the intermediary and the other issued by the intermediary's barthé

seller. With the original LC from the buyer's bank in place, the broker goes to his own
bank and has a second LC issued, with the selleersficiary The seller is thus

ensured ofpayment upon fulfilling the terms of the contract and presenting the
appropriate documentation to the intermediary's bank. In some cases, the seller may
not even know who the ultimate buyer of the goods is.

As is often the case with LCs, bagkback LCare used primarily in international
transactions, with the first LC servingaslateralfor the second. Baeto-back LCs
essentially substitute the two issuing banks' credit to the bwsyand intermediary's

and thus helps facilitate trade between parties who may be dealing from great
distances and who may not otherwise be able to verify one another's credit.

Example of a Baclo-Back LC Transaction

For example, assume that Company Mithe U,S, and sells heavy machinery. Broker

B, a trading firm based in London, has learned that Company C, which is located in
China, wants to purchase heavy machinery and has managed to broker a deal between
the two companies. Company A is eager to lsetldoes not want to take on the risk

of default of payment by Company C. Broker B wants to ensure that the trade is made
and that is receives its commission.

Back to back LCs can be used to make sure the transaction goes through. Company C
will go to a vell-known financial institution in China and get it to issue an LC with Broker


http://www.investopedia.com/terms/b/beneficiary.asp
http://www.investopedia.com/terms/c/collateral.asp

B as beneficiary. In turn, Broker B will use that LC to go to its owskm@Nn financial
institution in Germany and have it issue an LC to Company A.

Company A can now shigsiheavy machinery knowing that once the transaction is
complete it will be paid by the German bank. The broker is also assured of being paid.
The credit risk has been removed from the transaction.

Delivery of goods (1)

| l

Beneficiary (real Importer
exporter) Importer
Exporter 1 4
»
Delivery of goods (2)
b ¢ L/C1 delivery (8) Apply for L/IC 2
grunon (6) Apply for L/C|1
shipment (8) L/C1 delivery (5) PRY (3)
v v VvV
Beneficiary’s Exporter’s Importer’s
Bank L/C 2 delivery (7) Bank L/C1 delivery (4) Bank
Documents Documents
shipment (9) shipment (10)
Funds (12) Funds (11)
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