








What is a Bill of Exchange?

Where documents are released against acceptance, a term Bill of Exchange

issued by the exporter should also be included.

Even if the documents are released against payment it is common for a
‘sight’ Bill of Exchange to be presented, as the bill itself is a request for

payment with reference to an underlying contractual obligation.
The legal definition of a Bill of Exchange is:

‘An unconditional order in writing addressed by one person to another,
signed by the person giving it, requiring the person to whom it is
addressed to pay on demand or at a fixed or determinable future time a
sum certain in money to, or to the order of a specified person, or to bearer'

(Bills of Exchange Act, 1882) — see the Trade Glossary for a full definition.

What is ‘Noting’ or ‘Protesting’?

In the event of non-payment or non-acceptance, the ‘noting’ or ‘protest’ of a Bill of Exchange is a formal declaration that the
bill has been dishonoured by the drawee or overseas importer. The object of such a noting or protest is to preserve the liability

of secondary parties to a foreign Bill of Exchange. Protesting is usually undertaken by a ‘Notary Public’ or by a ‘householder

in the presence of two witnesses.

What is an Avalised Bill of Exchange?

An importer can arrange for the payment of an accepted term Bill of Exchange to be guaranteed by the adding of an
endorsement by his bank. The bank’s endorsement is often accompanied by the words ‘per aval’ meaning that the bill has

been avalised (endorsed) by the importer’s bank.

This type of arrangement provides more security to the exporter, who can be more certain of payment at maturity (subject
to the standing of the importer's bank). However, the importer requires the approval of his bank who will record a credit

liability for the term of the bill.
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DOCUMENTARY CREDITS

A Documentary Credit (also known as a Letter of Credit or Credit)
is a written undertaking given by a bank on behalf of an importer
to pay the exporter an amount of money within a specified period
of time, provided the exporter presents to the bank documents
which strictly comply with the terms and conditions laid down in

the Letter of Credit.

Documentary Credits are effective in mitigating the commercial
and financial risks associated with trading internationally and are
beneficial to both exporters and importers. It can be issued for any

amount and in any freely traded currency. It must stipulate when

payment is to be made to the exporter.

Documentary Credits are payable either:

- At sight, i.e. immediately following presentation of compliant documents to the bank authorised to pay or

negotiate under the Credit, or

- On a term basis, i.e. after a specified and determinable period specified within the Credit (e.g. 30, 60 or 90
days after ‘sight’ or presentation of compliant documents to the bank). This type of Credit will be said to be

available by deferred payment, acceptance and/or negotiation.
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Protecting your interests
It is the importer's aim to receive the goods he has ordered in the desired quality and timeframe, whilst the exporter's aim

is to guarantee the payment for the goods. To help ensure this happens you should consider the following points:

Key points to remember:

= A Letter of Credit is separate to the contract to which it relates.
= All parties deal in documents only and not the goods or services to which the documents relate.

= A Letter of Credit is not a guarantee that the exporter will definitely receive payment as it is subject to presentation of

conforming documentation within a specified timeframe.
= A Letter of Credit is not a guarantee that the importer will definitely receive the ordered goods. The associated risks can

be mitigated by the importer calling for specific documentation evidencing shipment and quality.

Letters of Credit are issued subject to the Uniform Customs and Practice for Documentary Credits, International Chamber

of Commerce Publication No. 600 (UCP600 2007 version). All parties dealing with Letters of Credit, such as banks, traders,

transport companies and insurance companies should adhere to these rules.

How Letters of Credit work

Importer

1. Contract Agreed
(payment terms — Letter of Credit)
(Applicant)

5. Goods shipped

Exporter
(Beneficiary
7. Documents
6. Documents checked. If in
& original order paymen_t 9. Documents 2. Instructions
L/C presented | may be made in checked. If in to open L/C
.ad;ance of " order, released in favour
reimbursemen ;
4. L/C advised from Issuing to importer . of exporter
/ confirmed Bank (dependent
to exporter on terms of L/C)
10. Importer a/c debited and funds remitted
to Advising / Confirming Bank
Issuing Bank

8. Documents forwarded
and reimbursement claimed

Advising/Confirming
Bank
3. L/C issued via bank in exporter’s country
with instructions to advise and /or confirm L/C.
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Letters of Credit: issues for consideration

Advantages for exporters

= Security for obtaining payment for the goods shipped.

= Payment made on a pre-determined date (Sight Letter
of Credit: upon presentation of conforming documents,
Deferred Payment / Term Letter of Credit:
on maturity date).

= A Letter of Credit cannot be amended or cancelled
without the exporter's consent.

* Improved liquidity and better cash flow management.

Disadvantages for exporters

= A relatively expensive and time consuming method
of payment.

= Delay in receiving a Letter of Credit may cause
problems in achieving agreed time limits for despatch
of goods.

= Risk of non-payment due to presentation of
discrepant documents.

* Insisting on a Letter of Credit may place the exporter
at a competitive disadvantage if the importer is able to
obtain cheaper or more favourable credit terms from
alternative suppliers.

Types of Credit

Irrevocable

Advantages for importers

= Exporter will only be paid against presentation of
documents strictly conforming to terms stipulated in
the Letter of Credit.

= Payment is not effected until the importer’s bank has
checked the documents.

= A bank may look more favourably at providing a Letter
of Credit facility than an ordinary overdraft / loan as
the facility represents an identifiable transaction.

* Possibility of obtaining a discount or finance from
the exporter.

Disadvantages for importers

= Obligation to pay for documents regardless of the
condition of the goods.

= Any reduction in price / improved terms / cancellation
cannot be obtained once the Letter of Credit has
been issued without the agreement of the exporter.

= A Letter of Credit facility can only be obtained from a
bank if the importer is creditworthy.

The issuing bank gives its irrevocable undertaking to pay if all the terms of the Credit are met. An Irrevocable

Credit can only be amended or cancelled if all parties agree to the change. If the Letter of Credit does not state

whether it is Revocable or Irrevocable, it is deemed to be Irrevocable. All Letters of Credit are irrevocable as

per Article 3 UCP600.

Unconfirmed

When the issuing bank instructs its correspondent in the exporter's country to advise a Credit without any instruction

for that bank to add its confirmation, the advising bank does so without any obligation on its part. The advising bank

will merely advise the exporter of the terms and conditions of the Credit without adding its own undertaking that it

will pay or accept under the terms of the Credit. The exporter therefore has a Letter of Credit which is exclusively

guaranteed by the issuing bank. An Unconfirmed Credit may be wholly acceptable to the exporter if the issuing bank

is well known, creditworthy and is situated in a politically and economically sound country.



Confirmed

A Confirmed Credit is one to which a second bank, usually in the exporter's country, adds its own undertaking
to that of the issuing bank, that payment will be made. This is appropriate if the exporter does not find the security
of an unconfirmed Credit sufficient (due to the issuing bank or the political or economic risk associated with the
importer's country). When the beneficiary receives an Irrevocable and Confirmed Letter of Credit, he has the
added security of an independent third party committing to pay in the event of the issuing bank defaulting. The
confirming bank will not take such a risk without getting paid for it. It will charge a Confirmation Fee, the size of

which will depend on the Credit amount, date of expiry, the standing of the issuing bank and its country.

Transferable Letter of Credit

This type of credit may arise where the beneficiary is not the manufacturer or ultimate seller of the goods. It
may be necessary for the beneficiary to provide security to the actual manufacturer or ultimate seller. The
beneficiary in this case is typically a ‘middleman’, and is often asked to issue a Letter of Credit. If the beneficiary
is unable or does not wish to request his bank to issue a separate Credit on his behalf, the transfer of the
Credit he has received as security for his own sale may be a suitable solution. A Transferable Credit can be
transferred from the ‘First Beneficiary’ to one or more ‘Second Beneficiaries’ by the nominated Transferring

Bank (Article 38, UCP600).

For more information on Standby Letters of Credit please refer to Bonds and Guarantees (see page 30).

Page 17



Page 18

Letters of Credit: considerations for exporters

= Do you want or need a Letter of Credit? The importer may not be willing to issue a Letter of Credit if they have a good
payment track record and can obtain similar quality goods from other suppliers on cheaper or more favourable terms (je.

Documentary Collection or Open Account).

= Will the Letter of Credit be issued by a known bank? If not, you should contact us to check the standing of the issuing bank.
If you still have concerns regarding the quality of the issuing bank, you might request that the Letter of Credit is confirmed

by a major UK bank, such as Bank of Scotland.

= In which country is your importer located? If you have any concerns over the political or economic situation which may

prevent payment being made, you might request that we confirm the Letter of Credit.

* You should include ALL the Letter of Credit costs in your price. These costs are not limited to bank charges, but will also

relate to documentation fees such as third party documents, Certificates of Origin and Legalised Invoices.

= What terms and conditions will be stipulated within the Letter of Credit? Do they accurately reflect the underlying sales

contract?



To ensure that you are able to comply with the terms you should discuss the following with the importer:

= Who is the advising / confirming bank in the UK? The issuing bank will usually advise the Letter of Credit
through a correspondent bank. Will this bank be acceptable to the exporter, particularly if the Letter of Credit

is to be confirmed?

= The latest date of shipment: will you have sufficient time to manufacture or source raw materials in time

for shipment?

= What is the period for presentation of documents to the bank? The importer may demand that documents
are presented as soon as possible after shipment (for example within 7, 10, 14 days). Will you have sufficient
time to prepare or obtain documents? Bear in mind that you may be reliant upon third parties to provide items

like transport documents and certificates.

= What are the payment terms? Will you be paid at sight or at a future date? Is the Letter of Credit payable

in the UK? In the case of deferred payment or acceptance will the bank be prepared to negotiate or discount?

= Who will pay the bank charges? It is most common for importers to pay the issuing bank charges while

exporters will bear the costs of the advising or confirming bank.
= Will partial shipments or transhipments be allowed?
= From which port, airport or other location are goods to be shipped or despatched?
= Where is the destination for the goods?

= Should you need an amendment to the Letter of Credit, who will pay the associated bank charges? If it is
the fault of your customer, can you insist that they pay ALL amendment charges including those of the

advising or confirming bank?

= If the currency of the Letter of Credit is other than Sterling, should you protect yourself against possible

adverse exchange rate fluctuations?

LOOK AT THINGS DIFFERENTLY

< BANK OF SCOTLAND

TREASURY
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PRESENTING YOUR DOCUMENTS

When shipping the goods the exporter (beneficiary) must arrange for all the documents to be drawn

up and presented to the nominated bank together with the original Credit.

A useful checklist

= All required documents must be dated and, unless otherwise allowed,

presented prior to the expiry date of the Credit.

= Documents must be presented to the bank within the required number of

days or within the validity period, as indicated within the Letter of Credit.

= The original Letter of Credit together with any amendments / attachments

must accompany the presentation.

= The amount of the drawing should be within your available Credit amount.

= All documents requiring endorsement must be correct — for example Bills of Lading, Bills of Exchange (or ‘Drafts’) and

insurance documents.

= Documents must comply with the terms and conditions of the Credit and the requirements of International Chamber of

Commerce, Uniform Customs & Practice for Documentary Credits, Publication Number 600 (UCP600).
= Invoices must contain a goods description corresponding to that stated in the Letter of Credit.
= Invoices must be addressed to the name as given in the Letter of Credit (usually the applicant).

= Invoices must show the terms of shipment stipulated in the Credit, for example FOB, FCA, CFR, CPT, CIF or CIP, as

defined by Incoterms 2000 issued by the ICC (see page 29).

= Quantities, weight both gross and net, shipping marks, unit price etc. must agree with the Credit and be consistent between

all relative documents.

= An insurance certificate is not acceptable where the Credit stipulates an insurance policy.
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When any document is required by a Letter of Credit you should ensure that:
= It complies with the stipulated conditions of the Credit.

= It is a signed original if required under the Credit.

= Any alterations are properly authenticated.

= It is marked on its face as ‘original’ unless it is a document that the Credit specifically states can be a copy.

Particular considerations for exporters when presenting documents
= Start preparing for the presentation of the documents well in advance of the planned shipment date.

= Extract from the Letter of Credit or highlight all relevant core and specific information to be included in each document.

Work to a checklist like the one shown on the opposite page.

= Distribute the above information to all relevant personnel in your company as well as the freight forwarder. Check for any

queries or potential problems.
= Ensure that each document is prepared strictly in accordance with instructions and the Letter of Credit.

= If clarification is needed regarding ambiguous terms
or requirements, contact us for recommendations
on presenting documents which will be acceptable

for presentation.

* Present documents to the bank under a covering
letter listing all documents in the order they are listed
in the Letter of Credit. Include the original Letter of

Credit with any subsequent amendments.
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What if your Document Presentation fails?

If the above guidelines have been followed, any discrepancies found

by the bank will be relatively minor and rectifiable.

If documents have been presented well within the period stipulated
within the Credit, it may be possible to re-issue the relevant documents
in the correct format. If the discrepant documents have been issued by
a third party, eg. transport documents issued / obtainable from a Freight

Forwarder, contact them without delay to obtain the correct documents.

Some discrepancies may be difficult or impossible to rectify (eg. late
shipment, late presentation), in which case the bank will either send
a SWIFT request to the issuing bank for authority to pay despite
stated discrepancies or forward the documents on approval or
‘collection’ basis to the issuing bank. In this case it is vital to contact
the Applicant (Importer) to advise them of the situation and request
them to authorise the issuing bank to accept the documents

notwithstanding the discrepancies.



Particular considerations for importers when issuing Letters of Credit

Before deciding to make payment by Letter of Credit, you should consider the following:

= Will your bank be prepared to issue a Letter of Credit and what will be the impact on your banking facilities?

= Will you have to pay upon presentation of documents (ie. at sight) or can you negotiate an extended

credit period?

= When does the Letter of Credit need to be issued? Does the exporter require it prior to manufacture or

sourcing of raw materials, in which case what is the lead time up to shipment / despatch following issue?

= As banks deal in documents and not with the goods, have you taken steps to ensure that the goods

shipped will be of the required quality?

= Will the goods be adequately insured for transit? Who is responsible for arranging insurance and where

are claims payable?

= In return for issuing a Letter of Credit, can you negotiate any benefits for yourself, such as a discount on

the price of the goods?

= Who will pay the bank charges? It is most common for importers to pay the issuing bank charges while

exporters will bear the costs of the advising / negotiating / confirming bank.

=If an amendment to the Letter of Credit is required, who will pay the associated bank charges? If the
fault lies with your supplier, can you insist that they pay all amendment charges including those of the

issuing bank?

= How quickly will the issuing bank process your application for a Letter of Credit? Do you need to fill in
a paper application form or does the issuing bank have the facility for you to issue Letters of Credit online

(subject to sanction of a credit facility)?

= If the currency of the Letter of Credit is other than Sterling, should you protect yourself against possible

adverse exchange rate fluctuations?
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The Import Letter of Credit application form

Once it has been agreed that a Letter of Credit is to be issued (both between the importer and exporter and the importer

and issuing bank), the first step is the completion by the importer of a Letter of Credit application form.

This application is the basis for issuing the Letter of Credit. The form will contain all the terms and conditions, including the

documents to be presented by the exporter.

The application form should include:

= Names and addresses of importer (Applicant) and exporter (Beneficiary).
= Latest date of shipment.

= Period for presentation of documents to the bank following shipment.
= Expiry date (latest date for presentation of documents to the bank).

= A description of the goods.

= Incoterm (for example FOB, FCA, CFR, CPT, CIP or CIF).

= Port, airport or other place of shipment or despatch.

= Port, airport or other place of destination.

= The documents to be presented.

= Charges instructions.

= The account to be debited.

Points to bear in mind

= Care should be taken to ensure that the importer states all documents they require, in particular those needed to access

or clear the goods.

= It may also be important to state who is to issue the documents required, together with their wording and data content,

particularly if an inspection certificate is called for.

= The importer needs to ensure that no excessive demands are made of the exporter, who may refuse to accept the Credit

or insist on costly amendments.



COMMON DOCUMENTS

Documents requesting payment

Bill of Exchange (Draft)

In the context of a Letter of Credit, a Bill of Exchange is commonly referred to as a ‘Draft’ and is used as an

instrument of payment and/or finance.

The Draft is drawn by the beneficiary as required under the terms of the Credit and is drawn on the bank
stipulated in the credit. The Draft may be payable at sight or at a later maturity date (known as a Term or

Usance Bill / Drafts).

Term Drafts can be ‘fixed’, eg: 30th September ... ‘x days (eg: 30, 60, 90) after sight’ (date of sighting)

or ‘x days (eg: 80, 60. 90) after date (eg: Bill of Lading date).

Invoice

“ The invoice provides the details and price of the goods that form the basis of the trade transaction. The
invoice is made out by the exporter (beneficiary under a Letter of Credit), usually on his own headed paper,

in the name of the importer (applicant), unless a Letter of Credit instructs otherwise.

: The description of the goods must correspond exactly with the description stated in the Letter of Credit

(Article 18c, UCP600). Any reference in the invoice to a proforma invoice or a contract does not imply that
banks will examine the connection between the different documents. Banks will check solely that the
reference in the Credit is shown in the invoice presented. Unless otherwise stipulated, neither the proforma

invoice nor the contract will form part of the Letter of Credit.

In certain cases invoices may need to be authenticated by a Chamber of Commerce and / or the Consulate

of the importer's country.
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Transport Documents

The requirements for different types of transport documents presented under Letters of Credit are laid down in UCP600

(Articles 19-25). These articles describe precisely how each type of document should be issued and by whom / how it

should be signed. The articles also detail further specific requirements such as on board notations, transhipment and payment

of freight charges.

Marine / Ocean Bill of Lading

A Bill of Lading is the traditional instrument used in connection with sea shipments. It has three

key functions:
A receipt given by a shipping company upon shipment of goods.
Evidence of a contract of carriage, the terms and conditions of which are stated within the document.

Most importantly, a Bill of Lading is a ‘document of title’ and as such is required by the importer at the port
of destination in order to take possession of the goods. Bills of Lading are normally issued in sets of two or

three 'originals'; presentation of any of these can give title to the goods.

A Bill of Lading should be ‘clean’, meaning that there is no clause recording a defective condition in the
state of the goods or packaging. The goods are usually consigned ‘to order of the shipper (exporter)’ in
which case the Bill of Lading will be ‘blank endorsed’ (signed on the reverse) by the exporter. This has the
effect of rendering the Bill of Lading transferable and the goods will be released to the bearer (or holder) of
the document. If the consignee on the Bill of Lading is specifically named (eg. the importer) then the goods

will normally only be released to such named person / persons, upon production of suitable identification.

The Bill of Lading must show that the goods are actually on board a named vessel and signed in accordance

with the relevant UCP article (see above).

If ocean transport forms only a part of the complete journey, a Multimodal transport document or Combined
Transport Bill of Lading can be issued to cover all stages of the journey. Such documents are issued by a
Multimodal Transport Operator and cover at least two different modes of transport, one of which is typically

shipment by vessel.



Air / Sea Waybills

A Waybill is a document issued by the carrier of the goods or its agent. It acts as a receipt for the goods
and provides evidence of a contract of carriage. Unlike Bills of Lading, Waybills are neither negotiable nor
documents of title. The goods will be released to the named consignee (e.g. the importer) upon application

and production of suitable identification.

Air Waybills (also known as Air Consignment Notes) are obtained from airlines while Sea Waybills are issued

by a shipping company.

Road Consignment Note (CMR)

Issued for carriage by truck or lorry, a Road Consignment Note evidences that the goods have been received

by the carrier for onward transportation by road.

It is not a document of title and the goods will be released to the consignee upon application and production
of suitable identification. The document should show the name of the consignee, date of despatch and bear

the stamp of the issuing authorities.

Rail Consignment Note (CIM)

Issued by a railway authority for the transportation of goods by rail, a Rail Consignment Note evidences that

the goods have been received by the carrier for onward transportation.

It is not a document of title and the goods will be released to the consignee upon application and production
of suitable identification. The document should show the name of the consignee, date of despatch and bear

the stamp of the issuing authorities.

Parcel Post Receipt

Issued for goods sent by parcel post, a Parcel Post Receipt evidences that the goods have been received

for despatch. It is not a document of title.
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Insurance Documents

As goods are to be insured for an amount exceeding the value of the goods, a Letter of Credit must state the relevant
percentage. If the Credit does not stipulate an amount or percentage, the minimum insured value is deemed to be 110% of

the CIF or CIP value UCP600 (Article 28fii). The Credit should also stipulate the risks to be covered by the insurance.

Insurance Policy

An insurance policy is issued by the insurance company. The policy states the amount of the insurance, the
goods insured, the risks covered and all the conditions of the insurance. If a Letter of Credit calls for an

insurance certificate, a policy is acceptable.

Insurance Certificate

An insurance certificate is issued by the insurance company by reference to a comprehensive insurance
policy and its conditions. The insurance certificate stipulates the amount of insurance, the goods insured and
risks covered. It is more usual for a Credit to call for an insurance certificate as an open policy will generally

be taken out by exporters to cover all exports over a given period rather than per individual shipment.

Other Common Documents

Certificate of Origin

A Certificate of Origin is a signed declaration stating the country of origin of the goods. It is required by the
customs authorities of certain countries of import to assess import duty. Unless otherwise stated in a Letter
of Credit, this document may be issued by the beneficiary, however it is more likely that the Credit will

stipulate that a Certificate of Origin is to be issued or authenticated by a local Chamber of Commerce.

Packing List

The packing list is usually drawn up by the exporter and it provides a detailed inventory of the goods,
including the contents of each packing unit together with weights and dimensions. It is vital that information

shown on other related documents is consistent (eg. weights, shipping marks etc).



Inspection Certificate

achieved a ‘clean report of findings'.

are inspected prior to shipment / despatch.

Incoterms

An Inspection Certificate may be issued by an independent third party, by the importer's agent or by the

importer himself. The certificate will state that the exported goods conform to a certain standard or have

An independent third party is usually resident or represented in the exporter's country and so the goods

Incoterms are a set of rules for the interpretation of the most commonly used trade terms in international trade -

International Commercial Terms.

The main purpose of Incoterms is to clearly set out the obligations of the seller and the buyer in relation to the delivery of

the goods and the division of functions, costs and risks related to the delivery as required by the sales contract.

Each term clearly specifies the responsibilities of the seller and
the buyer. The terms range from a situation in which everything is
fundamentally the responsibility of the buyer to the other extreme

where everything is fundamentally the responsibility of the seller.

It is important to ensure that where the protection of Incoterms is
intended to be incorporated into a contract of sale that an express
reference to the current edition of Incoterms is always made. For
example it is not enough to quote just "FOB Southampton" but

instead "FOB Southampton Incoterms 2000" should be used.

Alternatively, suitable wording can be included in the contracts
stating that it is subject to Incoterms 2000. Failure to incorporate the
correct version of Incoterms could result in dispute as to which
version is intended or indeed if Incoterms were intended to be

incorporated at all.

EXW -
FCA
FAS
FOB
CFR
CIF
CPT
CIP
DAF
DES
DEQ
DDU
DDP

Ex Works

Free Carrier

Free Alongside Ship

Free on Board

Cost and Freight

Cost Insurance and Freight
Carriage Paid To

Carriage and Insurance Paid to
Delivery at Frontier

Delivered Ex Ship

Delivered Ex Quay

Delivered Duty Unpaid
Delivered Duty Paid

Refer to the Incoterms 2000 for full details.
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BONDS & GUARANTEES

Page 30

In international trade it is very common for overseas buyers to insist on a bond or guarantee to
be issued in their favour to secure the terms of a contract and / or covering the obligations
assumed by the seller. The Bond or Guarantee provides the importer with an element of financial

security in the event of failure of the exporter to meet his obligations under the contract.

Bank Demand Guarantees
A Bank Demand Guarantee can be defined as:

“An arrangement whereby a bank irrevocably undertakes on behalf of its
Principal (usually the seller), to pay a sum of money to the Beneficiary (usually

the buyer) in accordance with the terms of the guarantee.”

When issuing a guarantee, the bank will need to be indemnified by the seller and it should be

borne in mind that as a financial obligation, the seller’s credit facilities with the bank will be impacted.

Bank Demand Guarantees impose legally binding obligations on a bank and may provide for
payment to the beneficiary upon either a simple demand (ie. without supporting documents) or
on demand supported by additional documents and / or statements specified in the guarantee.
It is possible for guarantees to call for independently produced documents, such as a Certificate

of Arbitration Award, however this type of ‘Conditional Guarantee’ is rarely accepted by buyers.

In the event that the bank issuing the guarantee receives a demand which on its face complies

with the terms therein, the bank is obliged to pay without any obligation to refer to the seller.

The terms of a guarantee should be clear and unambiguous and should not place any undue or
onerous commitments on the part of the bank, whose obligations are purely financial, ie: to pay

a sum of money provided that the guarantee terms have been complied with.

Bank Demand Guarantees are subject to published worldwide standards defined by the International
Chamber of Commerce — Uniform Rules for Demand Guarantees, Publication no: 458 (URDG)

and ICC Model Forms for Issuing Demand Guarantees, Publication no: 503.



The opposite rules state that any demand under a guarantee should be in writing and should be
accompanied by the beneficiary’s statement that, and in what respect, the seller is in breach of

the terms of the contract.

Benefits of Bank Demand Guarantees to exporters
= You can tender for wider overseas business.
=t improves the terms of tenders.

=t can help to negotiate improved contract terms.

Benefits of Bank Demand Guarantees to importers

= It protects against frivolous tenders from suppliers who may be unable to fulfil the terms of

a contract.

=t provides a degree of financial compensation should the supplier fail to fulfil the terms of a

tender or subsequent contract.
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Types of Guarantee

There are several different forms of bond or guarantee which may be issued. The most common types are:

Tender Guarantee (also known as a Bid Bond)

Required in conjunction with the tender or bid for a contract, guaranteeing the obligation of a seller to follow

through with the contract in the event that the tender or bid is successful.
This type of guarantee therefore indicates that a bidder:

* is serious in his intent

= will not withdraw the tender prior to adjudication

= will sign the contract if awarded and

= will issue any subsequent bonds as required by the contract

Tender Guarantees are usually issued for between 2 — 5% of the contract value.

Performance Guarantee

This is the most common type of contract guarantee and is normally issued on behalf of the seller at the time
of the signing of the contract or before delivery of the goods or services. Its purpose is to guarantee the

seller's obligations to deliver and perform according to the terms of the contract.

Performance guarantees are typically issued for between 5 — 10% of the contract value and may be required

even though no other type of guarantee is necessary under the terms of the contract.

Advance Payment Guarantee

This type of guarantee provides protection to a buyer who may be required to make an advance payment to

the seller before delivery of the goods or services.

The guarantee will provide an undertaking that an advance payment effected will be refunded (wholly or in

part) to the buyer in the event that the seller fails to complete the delivery or other contractual undertaking.

The amount of an advance payment is commonly between 10-200% of the contract value. It is advisable for
an Advance Payment Guarantee to contain an ‘Operative Clause’ making it effective only upon receipt into

the seller’s account of the related advance payment.
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Retention Bond

The purpose of this guarantee is to provide some security to the buyer in the event of failure to perform

under the final phase of a contract.

Such guarantees are mainly used as an alternative to terms where the buyer would normally withhold a
percentage of the payment (commonly 10 — 15 %) until completion, final installation or acceptance by the

buyer. Against this guarantee, the seller will instead receive this part payment at an earlier stage.

Maintenance Guarantee (or Warranty Bond)

This type of guarantee covers the maintenance or performance of the delivered goods for a period after delivery
or final installation. Typically issued for 10 — 15% of the contract value, a Maintenance Guarantee may be issued

in lieu of a Retention Bond during the maintenance (or warranty) period.

Whilst performance bonds cover the delivery or construction period, Maintenance Guarantees cover the

post-delivery or construction period.

Standby Letter of Credit

A Standby Letter of Credit is issued in the same way as a Documentary Credit, however its function and

content is that of a Bank Demand Guarantee.

The exporter and importer agree to trade on Open Account terms with payment to be effected at an agreed
time following despatch of the goods. In this instance, the Standby Credit provides security to the exporter
in that if payment is not subsequently forthcoming, the beneficiary (exporter) has the ability to claim payment
by presenting certain documents to the bank. These documents will typically include a statement declaring
that the applicant (importer) has failed to fulfil an obligation to effect payment under agreed terms. Other
supporting documents may include an invoice or transport document. Standby Letters of Credit are issued

subject to either UCP600 or the International Standby Letters of Credit (ISP98).

Surety Default Bonds

These are normally issued by insurance companies. The obligation of the insurance company is usually to pay upon presentation
of proof of default. Any claim therefore needs to be substantiated and there may be provision in the bond for settlement of
disputes between buyer and seller. Its responsibility is to remedy the default or satisfy and discharge the damages sustained

by the buyer up to the amount of the bond.

This type of bond is less likely to be acceptable to the buyer due to the requirement to establish independent proof of default

which may take several months. Most buyers therefore insist on Bank Demand Guarantees.
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How Bank Demand Guarantees are issued

1. Directly to the beneficiary by the seller’s bank

From the seller’s point of view this is the preferred method as guarantees are issued

direct to the beneficiary with the following advantages:
= Overseas bank charges are avoided.

= Guarantees will be subject to English or Scots Law which will help to overcome

potential issues over expiry dates and cancellation of liability.

2. Issued to the beneficiary via a local overseas bank

Where the buyer or national law of the country concerned so requires, guarantees can

be issued by a local bank against the counter-indemnity of the seller’s bank.

In this situation, the commitment of the seller's bank on behalf of the seller may become
subject to local law and onerous conditions may apply. In some countries, the provision
of local law may override a specific expiry date contained in the guarantee which can
entitle the beneficiary to claim long after that date. Local banking regulations may also
require the physical return of the guarantee by the beneficiary before it can be regarded
as cancelled. Consequently, the seller will not be released from his liability under the
guarantee until formal notification has been received from the overseas bank that the
guarantee has been cancelled, even if the original expiry date has long since passed.
Where guarantees are issued by a local bank, the seller may be subject to the charges

of that bank in addition to the charges of his own bank.
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Key Considerations regarding Bonds and Guarantees

= As the Principal on whose behalf the bank will issue guarantees, do your credit facilities with the bank

sufficiently cover the value of guarantees outstanding at any one time?

= If required under the terms of a contract to issue a Tender Guarantee (or Bid Bond) will you need to
subsequently issue a Performance Guarantee / Advance Payment Guarantee / Retention Bond? What impact

will this have on your credit facilities? How much will be incurred in bank charges?
= Is the guarantee subject to English / Scots Law or the local law in the country of the beneficiary?

= The guarantee should, as far as possible, relate to the underlying contract or have reference to a contract

in the wording (even if the guarantee is ‘on-demand’).

= The guarantee should be for a defined sum of money and the wording clear and unambiguous. In particular
the circumstances in which the bank is to pay a claim must be clear, ie. against a simple demand or a demand

supported by signed statements and/or specified documents.

= The guarantee must provide for termination on a specified date or on an indisputable event (eg. production

of specified document / certificate) within a specified time limit.

= Use of a local bank in the beneficiary's country will attract additional bank charges. Ensure that these charges
are taken onto account when calculating the contract price. Is the beneficiary prepared to pay or share all

of these costs?
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Acceptance — The signing by the drawee of a Term / Usance Bill of Exchange which forms a written undertaking to pay the

value of the bill at maturity.

Accepting Bank / Paying Bank — The bank nominated in a Letter of Credit to accept or pay drawings under that Credit.

It can be either the Issuing or Advising / Confirming Bank.

Advising Bank — The bank which advises the terms of a Letter of Credit to the exporter. This bank is usually domiciled in

the exporter’s country.

Amendment — Alteration to the terms of a Letter of Credit; amendments must originate from the applicant, be issued and

advised to the beneficiary; the beneficiary has the right to refuse an amendment if the Credit is irrevocable.

Assignment of Proceeds — The assignment (transfer) by the exporter to their right to part or all of the proceeds of a Letter

of Credit to a Third Party (usually a supplier of part or all of the goods).

Avalisation — A bank's guarantee of an accepted Bill of Exchange or promissory note. This represents a guarantee by the

bank that it will pay at maturity in the event of payment default by the drawee.
Beneficiary — The party in whose favour a Letter of Credit is established, usually the exporter.
BIFA — The British International Freight Association.

Bill of Exchange (Draft) — An unconditional order in writing, addressed by one person (the drawer) to another (the drawee),
signed by the person giving it (the drawer), requiring the person to whom it is addressed (the drawee, who when he signs
becomes the acceptor) to pay on demand or at fixed or determinable future time a certain sum in money to or to the order

of a specified person, or to the bearer (the payee).

Bill of Lading — A document issued by the carrier of goods in respect of sea shipments. It is a receipt for the goods,

evidence of a contract of carriage and a Document of Title.

Blank Endorsed — When a Bill of Lading is made out to order of shipper and the shipper has signed on the back of it, it is
said to be blank endorsed. The Bill of Lading then becomes a bearer instrument and the holder can present it to the shipping

company to take delivery of the goods.

Buyer — Party who applies to a bank to issue a Documentary Credit; in the majority of credits issued the applicant is an

importer of goods.
CAD - Cash Against Documents.

Case of Need — Agent nominated by a principal (usually the exporter), to whom the Collecting Bank may refer in specified

circumstances concerning Collections.

Clean — Used to describe a draft/cheque for collection with no accompanying shipping documents. Also used to describe

a Bill of Lading without clauses that expressly declare a defective condition of the goods or the packing.

Collecting Bank — The bank in the drawee country that is instructed to collect payment from the drawee under the terms

of a Collection.

Collection — Document(s) or cheque submitted through a bank for collection of payment from the drawee. Commonly

referred to as Bills or Documents for Collection.



Collection Schedule — Form submitted, with documents, to the Remitting Bank by an exporter with his instructions.

Confirming Bank — The bank which adds its ‘confirmation’ (or irrevocable undertaking to pay) to that of the Issuing Bank
under a Letter of Credit.

Consignee — The named person/company/bank on a transport document to whom the goods are delivered - usually the
importer. In practice most Bills of Lading are consigned ‘to order’ which means that the importer can authorise a third party

to collect the goods.
Consignor — The shipper / party despatching the goods.

Contingent Liability — A liability that arises only under specified conditions, eg. when a bank issues a Letter of Credit it incurs

an obligation to make a future payment on condition that the terms are fully met.

Deferred Payment — A type of Letter of Credit which does not require the presentation of a Bill of Exchange. Payment is

made at a fixed or determinable future date.

Demurrage — A charge made by a shipping company or a port authority for failure to load or remove goods within the

time allowed.

Discounting — Act of purchasing an accepted term / usance Bill of Exchange at an amount less than the face value. A

common form of financing export transactions.

Discrepancy — Any deviation from the terms and conditions of a Letter of Credit, or the documents presented there under,

or any inconsistency between the documents themselves.
Dishonour — Non-payment or non-acceptance.

Documentary Credit — This is also referred to as a Letter of Credit or Credit. It is a conditional undertaking by a bank to
make payment. More precisely, it is a written undertaking by a bank (issuing bank) given to the seller (beneficiary) at the
request of the buyer (applicant) to pay a sum of money against presentation of documents complying with the terms of the

credit within a set time limit.

Documents Against Acceptance (D/A) — Instruction for commercial documents to be released to the drawee on
acceptance of the Bill of Exchange. Typically this includes the presentation of the Bill of Exchange. Where no Bill of Exchange

is presented the term 'Cash Against Documents' may be used.
Documents Against Payment (D/P) — Instruction for documents to be released to the drawee only on payment.

Drawee — Party on whom a bill is drawn and the one to whom presentation is to be made according to the collection order

- the importer (for Letter of Credit bills, the drawee is usually the Issuing or Confirming Bank).

Drawer — The exporter, who draws the Bill of Exchange/draft which in itself is a claim for payment.

Drawing — Presentation of documents and, where applicable, drafts for payment / acceptance under a Letter of Credit.
Due Date — Maturity date for payment.

Endorsement — The legal transfer of title of a document by signature, usually, but not necessarily on the reverse.

Expiry Date — Latest date, usually in the country of the beneficiary, on which negotiation/payment of a Letter of Credit can

take place.

Incoterms — A set of rules issued by the ICC for the interpretation of most commonly used shipping terms in international trade.
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International Chamber of Commerce (ICC) — The international body which promotes and facilitates world trade, and which
codifies world trade practices in various publications (eg: Uniform Customs & Practice for Documentary Credits, Uniform

Rules for Collection and Incoterms)

Irrevocable Letter of Credit — Constitutes a definite undertaking of the issuing bank and the confirming bank, if any, to honour
the credit provided the terms of the credit are observed. It may be advised to the beneficiary without engagement by the

advising bank, and cannot be amended or cancelled unless the issuing bank, the confirming bank and the beneficiary agree.

Issuing Bank — The bank that opens a Documentary Credit at the request of its customer, the applicant. Also known as the

Opening Bank.

Negotiable/Non-Negotiable — Usually used with regard to Bills of Lading: a negotiable B/L is a valid document of title, while
a non-negotiable B/L is not - the beneficiary of a Letter of Credit (the exporter) may send the importer a non-negotiable B/L

for information.
Negotiating Bank — The bank under a Letter of Credit that negotiates the Bill of Exchange and / or documents.

Negotiation — The giving of value or purchase of drafts and / or documents under a Documentary Credit which the issuing

bank has undertaken to pay.

Noting — The first stage in protest of a dishonoured bill: if instructed to protest for non-payment/non-acceptance, the
Collecting Bank must send the bill to a notary public who will represent it to the drawee on the same day it was refused, or
the next business day. If the drawee still refuses the bill the notary public 'notes' on the bill: the amount of his charges, the

date and his initials. The reason for refusal is shown on a note attached to the bill. The bill is then protested.

Paying Bank — The bank that makes payment to the beneficiary under a Letter of Credit after presentation to it of documents

stipulated in the credit.

Presenting Bank — The bank that requests payment of a collection bill - may be the collecting bank or its nominated branch

or local correspondent, which is better placed to contact the importer.

Promissory Note — A signed statement containing an unconditional written promise to pay a stated sum to a specified

person at a specified date or on demand.

Protest - The formal representation of a dishonoured Bill of Exchange: the bill is presented by a notary public to the drawee
- if refused again, it is noted (see Noting). The notary public then issues a formal protest, an official certificate that the bill

has been refused: the drawer can use this certificate to sue the drawee in court.
Recourse — The right to claim a refund from another party which has handled a bill at an earlier stage.

Reimbursing Bank — The bank nominated by the Issuing Bank that will pay the value of the Letter of Credit to the
negotiating/paying bank.

Remitting Bank — The exporter's bank in collection transactions, which remits the bill to the collecting bank.
Sight — A bill payable at sight is payable on presentation to the drawee, ie on demand.

Tenor — Term or period of credit granted by the drawer. Also known as Usance, a Term or Usance Bill of Exchange may be

presented for payment at a fixed or determinable future time.
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