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INTRODUCTION

* WHAT IS LETTER OF CREDIT
(L C)

—Letter of Credit (Documentary
Credit) 1s a conditional
undertaking given by a Bank
(the 1ssuing Bank), at the
request of a Buyer, to effect
settlem ent to a Seller against
presentation of Documents.



LC Parties - LC
Issuance

Sales

contract

Buyer Seller’s bank
applies authenticates LC
for LC and sends to

seller

Buyer’'s bank issues LC
and sends to
seller’s bank




NEED FOR LC

e In International Business ,
M erchants are dom iciled in
different countries.

e Conflicting issues between them
are:-

—Seller wants Advance payment of
goods.

—Buyer wants goods before
paym ent.



Need for LC ( Contd)

e Therefore banks step 1nto
the shoes of Buyer and
Seller to com plete the
transaction

e This way both Buyer and
Seller are secure.



Parties to an L C

Applicant ( Importer/Buyer)

Applicant’s/Issuing Bank
e« Advising Bank ( Seller’s Bank)
Beneficiary ( Seller/Exporter)

Confirming Bank ( Optional) :-

W here another bank steps into the
shoes of the applicant’s bank for a
price



Types of LC -1

As per degree of security

Revocable LC:- The LC can
be revoked by the 1ssuing
bank without the beneficiary’s
consent (Not very Popular)

Irrevocable LC:- A fter L C 1s
opened the same cannot be
cancelled/revoked/amended
w ithout the consent of all the
banks involved.



Types of LC -2

As per payment term s

Sight LC:- Here the Beneficiary receives
payments within 5 banking days from the date
of receiving of dox by the Issuing Bank.
(unless there are discrepancies).

Usance LC:- Payment i1s made by the
issuing bank after certain number of days of
shipment/ presentation of documents as per L C
terms. ( has additional charge).

Deferred payment LC:- similar to usance
LC, except here bank has to pay on a certain
specified date or after fulfilling of a certain
commitment as per LC term s.



Documents under
L C .

Bill of Exchange :- Instrument in writing
giving by the drawer to a drawee (bank) to
make payment to certain specified person for
a specific amount

Bill of Lading/Lorry Receipt/rail receipt.
Insurance Policy

Commercial invoice

Packing list

Certificate of Origin

Inspection certificate

Promise of fulfillment of goods ( for balance
payments)



FLOW of OPENING OF LCs
:PO and LC instruc. Given to Bank

Bank/Buyer prepares the LC (J

J

p
After LC is prepared the LC is sent

—> by SWIFT to Supplier’s Bank
[

p
Suppliers Bank forwards the LC to
Supplier
4 )

> If any amendments, required.
- J

Buyers Supplier’s Bank again sends )
changes Bank makes changes after [€
\ confirm ation from Buyer J




FLOW of Retirement of Docs.

Seller ships goods and present docs to his bank
A dvising bank forwards docs to Issuing Bank
4 N
Issuing Bank checks that Docs are in line w ith
)
LC term s
\ J
N
If the Docs are ok the Issuing bank will make
payment ( within 5 working days)
J
4 )
If docs are not ok, issuing bank advises the
2 advising bank of the discrepancies and w aits
for further clarifications.
- J

M eantime, if Buyer clears the discrepancies
and gives the go ahead to the bank the bank
makes the payment




Specialchecks to counter “over

b
iIntelligent sellers

e Try to inbuilt as many clauses of the
LC to the Purchase order such as:-
— Last date of shipment
— Partial shipment allowed or not

—Port of dispatch

—Confirmed LC ornot



Specialemphasis on
INCOTERMS

 Whatis INCOTERM S:-

— They are standard trade terms defined by
the international chamber of commerce
used in international sales contracts.

— There are 13 types of Incoterm s. :-

EXW (Ex Works)

FCA -Free carrier

FAS ( Free alongside ship)

FOB ( Free on Board)

CFR (Costand Freight)



Incoterm s contd.

CIF :- Costinsurance and 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



Mostcommonly used
INCOTERMS

e CIF :- The price 1s inclusive of Cost
insurance and Freight

e FOB:- Price 1s “Free on Board?”:-
W hich means that the Buyer has to

pay for the insurance and freight.
( To be avoided)

« CFR :- Carriage and Freight only:-
The buyer will have to bear the
Insurance



Special Tips and “M asala” to
reduce cost

Try to put in as many clauses of the LC into
the Purchase order:- E..g

— Transshipment
— Partial shipment

— Port of shipment/Port of destination

W ho will bear the LC charges should be
spelt out in the Purchase order

( preferably Seller)

Above points will help in avoiding
amendment of the LC at a later date and
amendment charges



Confirmation of LC

Confirm ation of LC 1s defined as

w hen the guarantee of the payment is
made by a different bank 1nstead of
the 1ssuing bank

Added cost of approx 1-2% .
Sellers should be told that since we
(RDSO)i1s opening LC through
reputed international bank

confirm ation not required

If Seller still insists the charges
should be to their account



Dealing with Banks

Set up non fund lim its with banks

N egotiate with banks before opening
LC to avoid any ambiguities
regarding bank charges

Banks norm ally charge per quarter.
However they can be per annum on
proportionate basis also.

N o extra charges for

amendm ent/extension within the
quarter



Further Fine Tuning

e Try notto open LC for the whole
tenure at one tim e¢.

s Try to keep LC validity within
quarters.

e [f there are part shipments, open
different LCs per shipment. This will
also reduce cost.



Conclusion

e Letter of Credits are in vogue 1n
international trade for more than 100
years and 1s the most popular and
recognised means of international
trade.

- Try to keep a crisp and less
com plicated Purchase order so that
the LC clauses are also crisp. This
way the buyer, seller and the banks
are all happy...



