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Introduction

The Documentary Credit is an important part of the transactions in international trade as it is concerned with ensuring international payment for the goods shipped.

The seller is aware that the buyer is outside his jurisdiction and in a foreign country so that there is always a lack of familiarity and uncertainty about receiving payment.  The issue for the seller is how to ensure payment, and for the buyer, how to ensure receipt of the goods as ordered, and in good order and condition. 

There are four traditional methods of payment, each with different levels of risk:

	
	Method
	Description
	Seller’s risk
	Buyer’s risk

	1
	Cash with  order
	Buyer pre-pays before despatch by:
Cheque

Bill of exchange

Bank draft

Telegraphic transfer (T/T)

Electronic transfer
	None
	Non receipt of goods ordered

	2

	Open account
	Regular shipment of goods.

Buyer pays after receipt either of shipping documents or actual goods
	Non-payment
	None

	3
	Documentary collection
	Seller asks remitting bank to make arrangements for payment with buyer’s bank (correspondent bank) to collect payment on a bill of exchange drawn on the buyer by the seller
Payment is by
D/A or D/P
	Non-payment due to insolvency of buyer after the goods are despatched and before payment is made
	Payment is made on receipt of the documents, so there is risk the goods will not conform with the order

	4
	Documentary credit
	Bill of exchange or
Letter of Credit (L/C)
	No risk provided documents conform to contract
	Payment is made against receipt of the documents so there is risk the goods will not conform with the order


See KCDM Wilde (Editor) International Transactions, Law Book Co 1993, Chapter 3  L Roberts International Payments p74.
1
Cash with order
This is analogous to the purchase of goods over the internet using a credit card but without the protection offered by the credit card in the event of non-delivery. 
This method is usually confined to payment between related companies such as parent and subsidiary: eg IBM Inc in the US and IBM Australia Pty Ltd; but might extend to unrelated parties in a well established and trusted trading relationship which has existed for many years.

2
Open account
This method is used between related companies, and where there is a well established and trusted trading relationship.  Some 40% of international trade uses this method: Hoyle, The Law of International Trade (1985)

The seller can reduce his risk by insuring against non-payment (eg Export Finance and Insurance Corporation (EFIC)), factoring the debt (either on a  recourse or non-recourse basis), or using a confirming house.
3
Documentary collection
This method uses a bill of exchange from the buyer which the seller hands to the remitting bank with the shipping documents (eg commercial invoice, inspection certificates, bill of lading, marine insurance certificate). The remitting bank creates a collection order and sends these documents to the correspondent bank which releases the documents to the buyer on payment (documentary remittance).

Payment is by:

· D/A  – documents against acceptance.

· This describes where the buyer accepts the bill of exchange;

· D/P – documents against payment

· Where the buyer pays for the goods.

‘Clean remittance’ occurs where the bill of exchange is sent without the shipping documents;

‘Documentary bill’ occurs where the bill of exchange is attached to the bill of lading;

‘Documentary remittance’ is where the bill of exchange is sent to the correspondent bank with the shipping documents.

4
Documentary credit

This method involves use of a bill of exchange, but most commonly a Letter of Credit (L/C).  The buyer gives instructions and the buyer’s bank (issuing bank) opens a credit in the seller’s name at a bank in the seller’s country (correspondent bank).  The correspondent bank informs the seller of the credit which the seller can then draw upon for payment on production of the shipping documents (commercial invoice, inspection certificates, bill of lading marine insurance certificate etc) all of which must strictly conform with the requirements set out in the sale contract (or in the L/C).
The issuing (buyer’s) bank then pays the correspondent (seller’s) bank and the correspondent bank releases the shipping documents to the issuing (buyer’s) bank which holds them as security until the buyer pays it, once the documents are released, the buyer can clear the goods through customs procedures using the documents, and then present the bill of lading to the carrier’s agent for release and take delivery of the goods.  The relevance of the marine insurance certificate arises where the goods have been lost or damaged, in which case the buyer makes a claim under the policy, and gives subrogation rights of recovery to the insurer.

International payments

This module examines the law and practice of international payments for the sale of goods by examining:

· Bills of Exchange

· Letters of Credit

· Uniform customs and practice for documentary credits (UCP 500). 
