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Introduction to Letter of Credit

A Letter of Credit (LC) is a bank's promise to pay a seller on behalf of a buyer.
Docupal Demo, LLC, located in Anytown, California, produces this document to
explain the use of LCs. Acme, Inc. (ACME-1), based in Wilsonville, Oregon, is an
example of a business that might use LCs.

Understanding Letters of Credit

Purpose of a Letter of Credit

An LC ensures that a seller receives payment from a buyer. It is very important in
international trade because it lowers the risk for both parties.

How it Works

The LC provides a secure way to handle payments. The seller is assured of payment
once they meet the LC's conditions. This assurance encourages more international
trade.

Key Parties

Several parties are typically involved in a Letter of Credit:

Applicant: The buyer who applies for the LC (e.g., Acme, Inc.).
Beneficiary: The seller who will receive payment (also known as exporter).
Issuing Bank: The buyer's bank that issues the LC.
Advising Bank: The seller's bank that verifies the LC.
Confirming Bank: (Optional) A bank that guarantees payment in addition to
the issuing bank, further reducing risk for the seller.

Types of Letters of Credit

Letters of Credit come in several forms to suit different trade scenarios. The specific
type used depends on the needs of the buyer (ACME-1) and seller, and the level of
security required.
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Revocable vs. Irrevocable LC

A revocable LC can be changed or canceled by the issuing bank (Docupal Demo,
LLC) at any time, without notifying the beneficiary. This type offers the least
security and is rarely used.

In contrast, an irrevocable LC cannot be altered or canceled without the agreement
of all parties involved, including the beneficiary. This provides a higher level of
security and is the most common type.

Confirmed vs. Unconfirmed LC

An unconfirmed LC is solely the obligation of the issuing bank.

A confirmed LC involves another bank (usually in the beneficiary's country) adding
its guarantee to the issuing bank's commitment. This provides an extra layer of
security, particularly when the issuing bank's country has political or economic
instability.

Revolving LC

A revolving LC allows the buyer to make multiple drawings within a specified
period and up to a certain amount. As payments are made, the credit is "revolved" or
replenished, making it suitable for ongoing trade relationships.

Standby LC

A standby LC acts as a guarantee. It ensures that if the applicant fails to fulfill their
contractual obligations, the bank will pay the beneficiary. Standby LCs are often
used in situations where a direct payment is not the primary expectation but a
safeguard is needed.

Parties Involved in Letter of Credit

A Letter of Credit (LC) involves several key parties, each with specific roles and
responsibilities, to facilitate a secure international transaction.
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Key Parties and Their Roles

Applicant (Buyer): ACME-1, also known as the buyer, initiates the LC. They
apply to their bank (the Issuing Bank) to issue a letter of credit in favor of the
seller.
Beneficiary (Seller): This is the party who will receive payment under the LC,
provided they comply with all the terms and conditions stipulated in the LC.
Issuing Bank: This bank, upon request from the applicant, issues the Letter of
Credit. They are responsible for ensuring the LC accurately reflects the
applicant's instructions and for paying the beneficiary if the presented
documents are compliant.
Advising Bank: Located in the beneficiary's country, this bank authenticates
the LC received from the Issuing Bank and forwards it to the beneficiary. The
Advising Bank does not guarantee payment.
Confirming Bank (Optional): If added, this bank guarantees payment of the LC
in addition to the Issuing Bank. This provides an extra layer of security for the
beneficiary, especially when dealing with an Issuing Bank in a politically or
economically unstable country.

Communication

Secure channels, such as SWIFT, facilitate communication among these parties,
primarily through the banks involved.

Process and Workflow of Letter of Credit

Letter of Credit Process and Workflow

The Letter of Credit (LC) process involves several key steps, ensuring a secure
transaction for both buyer (applicant) and seller (beneficiary).

LC Application and Issuance

1. Application: ACME-1, the buyer, applies to their bank (the issuing bank)
Docupal Demo, LLC located at 23 Main St, Anytown, CA 90210, USA for an LC.
The application specifies all required details, including the beneficiary, the
amount, the expiry date, and the required documents.

2. Issuance: If the issuing bank approves the application, it issues the LC.
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Advising and Confirmation

1. Advising: The issuing bank sends the LC to the beneficiary's bank (the
advising bank). The advising bank authenticates the LC and forwards it to the
beneficiary.

2. Confirmation (Optional): The beneficiary may request their bank to confirm
the LC. If confirmed, the confirming bank guarantees payment, adding
another layer of security.

Shipment and Document Presentation

1. Shipment: The beneficiary ships the goods as per the LC terms.
2. Document Preparation: The beneficiary prepares the documents required by

the LC, such as the commercial invoice, packing list, bill of lading, insurance
documents, and certificate of origin.

3. Document Presentation: The beneficiary presents the documents to the
advising or confirming bank within the LC's validity period.

Examination and Payment

1. Examination: The bank examines the documents for compliance with the LC
terms. Discrepancies can lead to rejection.

2. Payment: If the documents are compliant, the bank pays the beneficiary. The
issuing bank then reimburses the advising or confirming bank. ACME-1 then
pays the issuing bank as per their agreement.

Compliance and Risk Mitigation

Throughout the process, compliance is checked against the LC's terms. Payment is
released only upon presentation of fully compliant documents. This process
mitigates risks for both ACME-1 and the beneficiary, ensuring a smoother and more
secure transaction.
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Benefits and Risks of Using Letter of
Credit

A Letter of Credit (LC) offers several advantages for both buyers and sellers in
international trade. For the seller, an LC provides assurance of payment, reducing
the risk of non-payment. This assurance comes from the issuing bank, which
guarantees payment if the seller complies with all the terms and conditions of the
LC. For the buyer, an LC ensures that payment will only be made if the goods are
shipped as agreed, offering protection against fraudulent or non-compliant
shipments.

However, LCs also carry risks. Sellers face the risk of discrepancies in the
documents presented, which can lead to payment delays or rejection. Buyers risk
that the goods received do not match the description in the documents, even if the
documents comply with the LC terms. Both parties are exposed to risks related to
the solvency of the issuing bank and the political stability of the countries involved.
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Legal and Regulatory Considerations

Letters of Credit (LCs) are subject to various legal and regulatory frameworks to
ensure secure and standardized international trade transactions.

Governing Laws and Rules

The Uniform Customs and Practice for Documentary Credits (UCP), published by
the International Chamber of Commerce (ICC), is the primary set of rules governing
LCs. The current version, UCP 600, standardizes LC practices internationally,
providing a consistent framework for all parties involved. These rules are
incorporated into the LC agreement.

Compliance

Compliance with anti-money laundering (AML) regulations is critical to prevent
financial crimes. Banks must perform due diligence to verify the legitimacy of
transactions and the parties involved. Trade sanctions imposed by various
countries must also be adhered to, ensuring that LCs do not facilitate transactions
with sanctioned entities or regions.

Impact of International Rules

International rules like UCP 600 significantly affect LC issuance. They standardize
the procedures and responsibilities of all parties, reducing discrepancies and
promoting efficiency. Banks worldwide follow these rules to ensure uniformity and
predictability in LC transactions.

Common Documents Required for Letter
of Credit

A Letter of Credit (LC) requires specific documents to ensure smooth processing and
compliance. These documents provide evidence that the goods shipped align with
the LC's terms. Key documents include the commercial invoice, which details the
transaction, including price, quantity, and description of goods. The packing list
specifies the contents of each package. A bill of lading serves as proof of shipment
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and outlines the shipping terms. Insurance certificates are also essential to cover
potential losses or damages during transit. These documents are crucial for
verifying the transaction's legitimacy and adherence to the agreed-upon conditions.

Use Cases and Industry Applications

Letters of Credit (LCs) are commonly used in international trade, especially when
the buyer and seller do not have an established relationship or are in different
countries. An LC offers a secure payment method for cross-border transactions.

Industries and Scenarios

LCs are frequently employed in industries such as:

Manufacturing: For importing raw materials or exporting finished goods.
Commodities Trading: Involving agricultural products, metals, and energy
resources.
Construction: For procuring equipment and materials from overseas suppliers.

LCs mitigate risks associated with international transactions, ensuring payment
upon fulfillment of agreed terms.
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