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PREFACE

Documents play a mgor role in international commodity trade - indeed, standard payment
procedures (“documentary credit”) rely on them. Neverthdess, in practice, a very large part of
commodity transactions result in documents which do not conform to the specifications in Letters of
Credit, or are different from those required by the buyer. This causesrisksfor both buyersand sdllers
(including therisk of refusa of the cargo, and the risk of nonpayment) and can be quite expensive.

UNCTAD, asthe focd point within the United Nations system for the integrated trestment of
development and interrel ated issuesinthe areas of trade, finance, technology, investment and sustainable
development, has an active work programme on commodity trade. At its ninth conference in 1996,
UNCTAD gave anew direction to itswork on commodities, emphassizing commodity diversfication,
natural resource devel opment, market transparency, and risk management and finance. Inthisregard, it
isto provide advice to Governments and commodity producers, exporters and importers on the use of
risk management instruments. Thisguideis meant to provide such advice on the very practical areaof
documentary risk. With afocus on commodity trade, thisguide discussesthe main documentsused in
internationd trade, in particular in relation to standard payment procedures,; it then identifies the main
areas of documentary risk, the main errors which occur, and ways to reduce documentary risk.

The publication of this document has been largely financed by the Société Générde de
Survellance SA. (SGS), the world's largest international ingpection, testing and verificaion
organization. As one of its core activities is ingpection and monitoring in connection with trade and
shipping of commaodities, aswell as manufactured goods, it establishes many of the documentsthat are
used, on aday-to-day bass, ininternationd trade.

It is hoped that this paper is of practica use to exporters and importers of commoditiesand, in
particular, to the many new companies that have been created following the worldwide withdrawa of
governments from commodity trade.
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Chapter |
AN INTRODUCTION TO DOCUMENTARY CREDITS

A. General introduction

The documentary credit syssem has been |
used for over a hundred and fifty years, and il
playsamgor roleininternationa trade. Lettersof
credit have been estimated to represent more than Documentary credit or letter of credit is
US$100 billion in banking obligations annually. At [&n undertaking issued by a bank (Issuing bank)

. - . [for the account of the buyer (the Applicant) or
lesst 60 per cent of commodity trading is for its own account, to pay the Beneficiary the

conducted through letters of credit. value of the Draft and/or documents, provided
that the terms and conditions of the

Documentary creditisan essentia part of the Documentary Credit are complied with.
export process. |t is a trage finance mechar.llsm Source: ICC Guide to Documentary Credit
that was devel oped to add ameasure of security t0 |operations. For further detailed explanation of
trade transactions, particularly between buyersand [the definition refer to UCP 500 Article 2.
slers from different countries, and to assert
sufficient pressurein case of any violation or nort performanceto the trade contract. Theletter of credit
cdlsfor the participation of athird party, which isthe bank. Thebank providesadditiona security for
both parties; it playstherole of an intermediary, by assuring the sdler that he will be paid if he provides
the bank with the required documents, and by assuring the buyer that hismoney will not be paid unless
the shipping documents evidencing proper shipment of his goods are presented.

Box 1 |
Definition of documentary credit

There are initidly three parties involved in documentary credit, the issuer (issuing bank), the
account party (buyer/agpplicant), and the beneficiary (sdler). Three agreements represent the
relationship between the parties, a trade contract between buyer and sdller, the documentary credit
between theissuing bank and the sdller’, and areimbursement agreement between theissing bank and
the buyer. Although the three agreements are related to the same transaction, each of them is
independent, and the breach of one agreement may not congtitute breach of another agreement.?

Thereare gtrict requirementsthat govern theformulation of documentary credit. Thelnternationd

Lif the documentary credit is confirmed by another bank, then such bank undertakes its own contractual
arrangement, in addition to that of the issuing bank, to the beneficiary.

2 For further information related to contractual arrangements, refer to UCP 500 Article 3.



Chamber of Commerceisthe organization which has deve oped the most extensve and most commonly
applied rules, models, and materias related to documentary credit.

2. Therole of the International Chamber of Commerce (ICC)

The International Chamber of Commerce | Box 2
(ICC) is a non-governmenta organisation which What is the ICC?
wasfounded in 1919 with theaim of facilitating and
hel ping theworld’ sbusinesses, by promoting trade, [The World Business Organization
investment , and open markets for goods and

. . . promotes international trade, investment
ices, sswell asthe freeflow of capital. and market economy system worldwide;
. makes rules that govern the conduct of
ICC has lage internationd committees business across borders;

composed of top business, legdl, and private sector |° provides essential services, foremost
experts They pr(_)vide policies _for the quld er\;)(i)tr;gggﬁ.mthe ICC International Court of
busness community on taxation, banking,

internationd investment, sea and ar transport, |Source: ICC.

marketing, intellectud property, the environment

and al trade and management issues. |n addition they harmonizetrade practicesand draw up voluntary
codes for business which st ethical standards.

Among the most well-known ICC products in relation to internationa trade practices are the
I ncoterms and the | CC Uniform Customs and Practice for Documentary credit (UCP). Thar
objectiveisto facilitate trade, increase the efficiency and decrease the cost of internationd transactions
by promoting the standardization of internationa banking and commercid practices and procedures.

1. Incoterms

In order to facilitate communication and trading among companies, the ICC published in 1936 a
st of rules specifying contract obligations and assigning the respongibilities of buyers and sdlers
involved in internationd trade. These so-cdled Incoterms (1 nternationd Commerceter ms) have been
updated regularly since, most recently in 1990 (with 13 standardized foreign salesterms) to reflect new
techniques of internationa trade. Incoterms are uniform sdes terms used in foreign trade and are
accepted by the banks as legd terminology for letter of credit transactions. They provide clear
explanations asto theterms of sdesand obligations of partiesto aletter of credit (in terms of who does
what and who pays for what).

Incoterms are theinternationa standard used in the salestransaction and shipping documentation.
Asmentioned earlier, Incoterms definethe seller’ sand buyer’ srespong bilitiesin rdation to the trangport
of the goods being traded. They aso explain the division of costs and risks between the parties.

Incoterms provide generaly three basic pieces of information:

4 Information on thetransfer of risk =¥ itdefinesat which placetherisksof cargolossand



damage istransferred from the sdller to the buyer during transport operations.

4 Information onthedivision of costs = it defines how cogts resulting from the transport
operation are shared between the buyer and sdller (i.e. cost of dispatch, carriage and ddlivery;
customs clearance for export and import; service or assstance rendered by one party to the other;
and insurance).

4 Information on the documents =» it defines who will provide the required documents (i.e
trangport document, proof of delivery, certificate of ingpection, insurance, etc.).

Incoterms are generdly |etters or abbreviationsthat are globa and have auniversa meaning asto
respongbility of the parties, terms of sde, point of origin, and destination. These terms are very

| Box 3 |
Incoterms - the terminology

Incoterms distinguish between a “shipment contract” and an “arrival contract”. In a
“shipment contract”, goods are carried on the main transport mode at buyer’s risk. In an “arrival
contract” goods are carried on the main transport mode at seller’s risk.

The 13 terms of Incoterms (abbreviated by three English-letter acronyms) are grouped into
four different classes:

Group E: Departure term.
Where the seller makes the goods available to the buyer at his premises (EXW - Ex-Works).
Compared to other Incoterms, with this clause the seller has the least obligations.

Group F (for “Free”): Shipment terms - Main carriage unpaid.

Where the seller is required to deliver the goods to a carrier for shipment (FCA - Free CArrier,
FAS - Free Alongside Ship, and FOB - Free On Board). These refer to shipment contracts with the
shipment point named and carriage unpaid by the seller. The seller here bears neither risks nor
main transport costs.

Group C (for “Cost”/"Carriage” terms): Shipment terms - Main carriage paid.

These refer to shipment contracts under which the seller has to incur the costs for carriage, but
without assuming the risks of loss or damage to the goods or any additional costs due to incidents
occurring after shipment and dispatch (CFR - Cost and FReight, CIF - Cost, Insurance, and
Freight, CPT - Carriage Paid To, and CIP - Cost and Insurance Paid To). In these cases, the seller
bears the main transport costs but not the risks.

Group D (for “Delivered”): Arrival Terms.

These refer to arrival contracts under which the seller bears all risks and costs needed to bring the
goods to the country of destination (DAF - Delivered At Frontier Arrival, and DES - Delivered Ex
Ship, DEQ - Delivered Ex Quay, DDU - Delivered Duty Unpaid, DDP - Delivered Duty Paid). For
the last four, the seller bears costs and risks on the main transport. DDP attributes to the seller the
maximum obligation of placing the goods in the buyer's premises after discharging from the
carrying vehicle. It is the opposite of EXW.

Source: Multimodal Transport Handbook for Officials and Practitioners, UNCTAD, 1996.
common in internationa trade and have to be clearly understood. When parties decide on a given
Incoterm, they areimplicitly agreeing to a st of obligations; these obligations need not be referred to

3




again in the sales contract.

The Incoterms are in synchronization with the Vienna Convention, the UN law on contracts
covering the internationa salesof goods. Since Incotermsare not law, they must bewritten into asaes
contract in order to be bound to acontract. 1t should be noted that Incoterms areflexible and can be
further defined to suit the mutud interest of the buyer and sdler.

Al

NOTESe geogrBphivay poamdsellkickhib@ppi@sonly be very careful in choosing the appropriate
#incotethe ainsisot beodemteadsdltorbepsatyimpchow to implement it and the necessary
rinformétmhavidbhgscoeederhsr aeceifgie anbetestimatiamarticular Incoterm, the buyer and seller
must be very precise in defining:

Al

2. UCP 500

|CC has established aset of slandard (bankers') rulesand practices caled the* Uniform Customs
and Practices for Documentary Credits’ (UCP) to govern trade transactions.®> The UCP describes
customary practices and standard performancefor letters of credit and provides acomprehensive and
practicd aid to bankers, lawyers, and dl businessesinvolvedininternationa trade. The UCPlaysdown
acode of practice for the issuing of documentary credits. For many years most documentary credit
transactions have been carried out in accordance with the “Uniform Customs and Practice for
Documentary Credits’. Letters of credit are reviewed by al banks according to these rules, and
persons dedling in letters of credit should be well-aware of them.

The UCP of 1993 (ICC publication no. 500) contains 49 articles under seven headings:

1. Generd Provisons and Definitions

2. Forms and Notification of Credit (provides condstent standards in connection with the
issuance, amendment, advisement, payment and confirmation of letters of credit)

3. Liabilities and Responsibilities

4. Documents (defines the dements of acceptability and content of each type of transport
document)

5. Miscellaneous Provisons

6. Transferable Credit

7. Assgnment of Proceeds.

The objective of the new UCP isto enhance internationa trade and facilitate the use of |etters of
credit by reducing the levd of discrepancies and disputes. It should be noted that not dl banksin the

3 The code of UCP that has been published by the Banking Commission of the International Chamber of
Commerce (ICC) has been modified five times, with the latest version dating from 1993 (UCP 500), to faithfully reflect
international practices related to credit documentation. UCP 500 came into force on January 1st 1994.



world conform to the UCP rules but, in principle, it is clearly stated in Article 1 of UCP 500 that UCP
rules gpply to a documentary credit when they are included in the contract. Therefore, it isdways
preferable to refer to the UCP when setting up a contract.

C. Theletter of credit

Thepurpose of aletter of creditisfor theissuing bank to substitute for the credit-worthinessof the
buyer. As defined earlier, aletter of credit assures the sdler that payment will be made againg the
merchandise shipped, on condition that the documents presented are in compliance with the letter of
credit terms. The sdler is thus protected from buyer credit risks as the issuing bank is providing a
guarantee of payment.

Unless otherwise specified the letter of credit is considered to beirrevocable, that is: it cannot be
changed unless both the buyer and the seller agree to make changes (Article 6 of UCP 500). It isnot
advisable to use arevocable letter of credit.

Figure 1

BOX 4
The basic components of letters of credit

Letters of credit have the following basic components:

Op

Applicant -- The party applying for the issuance of the letter of credit, usually the

buyer/ importer.

The Issuing Bank -- The bank that issues the letter of credit and takes the
responsibility to make payment to the beneficiary, usually the seller/exporter.
Sometimes referred to as the opening bank.

- Advising bank -- The bank that will advise the beneficiary about the credit that is| 3 and
opened his favour. to
Beneficiary -- The party in whose favour the letter of credit is issued, usually the
seller/exporter, and who will receive payment if all the conditions and terms of the
credit are met.

Amount -- The sum of money, usually expressed as a maximum amount, of the letter
of credit, defined in a specific currency.

Terms -- The requirements, including documents, that must be met for the collection| required

of the credit. tlement
Expiry -- The final date for the beneficiary to present against the credit. goodsis
Source: Buyer's guides - Letter of credit, Cotton Council International, 4
http://www.cottonusa.org/buyers/letter.htm, Washington, DC.
| N —rter
(Aoplicant) | ... S ... | (Beneficiary)

Anirrevocable and confirmed letter of credit givesthe strongest guarantees, and thusismore
expendve than a smple irrevocable letter of credit. An (irrevocable) confirmed letter of credit is
basicaly used when the parties are dedling for the firgt time with each other, or when the sdler is not



sure about the credit-worthiness of the buyer’s bank (or sometimes may not even be sure about the
gtuation of the buyer) and aso because there may be concern about the political or economic risksin
the country wherethe bank isstuated (confirmation in that caseisapplied to cover paliticd risksevenif
the bank issuing the letter of credit isafirg-classbank). Asmany banksin developing countries have
insufficient capitd, their ability to guaranteelettersof credit issometimesdoubtful. Therefore, inorder to
havean additiona source of security, confirmation of aletter of credit is sometimesrequired and can be
obtained from locd financid inditutions or internationd banks; but ill, many banks are unwilling to
assume these risks. Some banks may refuse to confirm letters of credit issued by banks in countries
with high politica risks, however, there are banks which can provide such confirmation through the
specific lines of credit they have in place for a particular country (usudly limits are very low and fees
could be very high).

A letter of credit isnot an absolute guarantee of payment but rather a payment mechanism which
can reduce the risk of not getting paid. Any misspelling or discrepancy in the letter of credit incurs
ddlays and additiond codts to the transaction, or can aso be used as an excuse for non-payment.
Common discrepancies in a letter of credit can be as Smple as an incorrectly stated name of the
beneficiary to alate shipment date which makes the letter of credit invdid to the sdler.

It should be remembered thet, in a letter of credit transaction, conforming documents imply
payment. What isand what isnot adiscrepancy isdetermined by the UCP articles, and theterms of the
letter of credit. Discrepanciesare dso discerned through practice and experience. Lack of training and
improper understanding of lettersof credit adminisiration can lead to problemsand rgection. Trainingis
akey component in achieving greeter efficiency in completing letters of credit properly. Accuracy in
properly completing a letter of credit is a vita requirement to avoid problems and corrections, thus
saving time and money (improving cash flow and enhancing prafitability). Checking proceduresneedto
be carried out at a very early stage of the transaction.

When checking documents, the issuing bank will check the documents againg the terms and
conditions of the letter of credit. If any discrepancy is noted, the buyer will be notified as soon as
possibleand will be given the opportunity to decide whether or not to accept the documents despitethe
discrepancies. If the documents are accepted by the buyer, theissuing bank will then notify the sdller’s
bank that the letter of credit will be honoured despite the discrepancies. On the other hand, if the
documents are rejected, then the issuing bank will issue anotice of rgjection to the sdler’ sbank within
seven banking days from the date the issuing bank received the documents (chapter three provides a
generd explanation on the most common discrepanciesthat may occur when preparing documentsfor
presentation and how to resolve them).



NOTES: If the seller, after shipping the goods, has problems in getting paid under the
letter of credit, it is important then for him to be vigilant in checking on the status of the goods he
has shipped; make sure about the condition of the goods (where they are located, whether they
are properly stocked,..) and most importantly make sure that the goods are properly insured. In
case of dispute, the buyer can sell his merchandise to a different party, provided that the goods
are still in good condition. If he is paid less than what he was supposed to receive from the first
buyer, he can then claim the difference through arbitration, provided that the buyer has
breached the contract without apparent justification.

Theletter of credit should indicatethat it will be covered by the principles of the UCP500. 1t may
aso be important to specify that transaction and arbitration are covered by the United Nations
Convention on contracts for the internationd sde of goods, commonly referred to as the Vienna
Convention.

Asto the sales contract, most commodity trade contracts follow a range of standard forms of
contracts, generally established by trade associations. For instance, it has been estimated that 80% of
the 180 million tonnes of cereds traded annudly worldwide moves on GAFTA (The Grain and Feed
Trade Association) contracts, as does asignificant proportion of theworld’ stradein feeding stuffsand
pulses* Smilarly sugar tradeisnormally governed by aset of standard contracts set by an organisation
amilar to GAFTA, cocoatrade by the Cocoa Association of London, Coffee by the European Contract
for Coffee or the Green Coffee Association of New Y ork, FOSFA (Federation of Oil, Seedsand Fats
Associations) contracts for oil, seeds and fats, etc.

The standard forms of contract are amed at facilitating trade; generdly spesking, they cover the
bass of quality grading, delivery terms, provide protection, advice with regards to insurance and to
appropriate payment, and include an arbitration clause and provisions in case of default” These
gandard forms of contract generally meet the requirements of trade and their terms and conditions
reflect customary trade practices. They are not imposed by the associations which provide them.
Contracting parties usually sdect in full or in part one of these contracts as the badis of their sdes
agreement. It isaways recommended to use these types of contract since they havethe advantage of
hel ping to reduce risks and discrepancies.

D. General guiddinesfor using a letter of credit

1. Guidelinesfor the sdler

* Source: GAFTA. GAFTA isan internationa organisation with more than 700 Member companiesin 75
countries. Members of the Association are involved in trading grain, animal feeding stuffs, pulses and rice at all
stages of the supply chain from production to final consumption. They are trading companies, brokers, and
associate members - superintendents, banks, analysts, arbitrators, professional firms and solicitors- who provide
servicesto trade. The servicesthat the Association providesto its Members can be divided into three main areas:
Trade Policy and Current Affairs, Technical Services (contracts and arbitration services), and Training.

® Seethe annex 1 for an example of a GAFTA standard contract form “FOB Contract for Thai rice”.



1. Theddler should carefully assessthe credit-worthiness of the buyer, the buyer’ sbank, and therisk

inthebuyer’ scountry. Normaly, itisthe seller’ sbank which should assst the sdler intheinquiry.

Financid strength of the bank issuing the letter of credit must be examined, and if necessary a

credit may have to be confirmed (for ingtance if a smaler bank is involved in the transaction,
depending on the country of origin, the credit may have to be confirmed by alarge bank).

2.  Thesdler should carefully review theletter of credit to make surethat dl the detailsand conditions
dtipulated can be met (type of credit, schedules of shipment, expiry date, quality and quantity of
goods®, packaging and documentation). Documentary credit is a separate transaction from the
underlying sdles contract. 1t isusudly during the negotiation stage of the sdes contract that the
respongbilities of both the seller and buyer are defined and most of thetermsand conditions of the
documentary credit are agreed upon. Therefore, it isvery important for the sdler to befully aware
of dl terms and conditions that need to be fulfilled before the gpplication for a letter of credit is
made. It is the sdller’s responghility to examine the letter of credit thoroughly to assure its
workability (he may get the assstance of aforwarder).

3. All aspects of theletter of credit must conform with the terms agreed upon and should match the
termsand conditions of the sales contract, the amount to be paid, trangport means, etc. (including
sdler’ sname and address which should match the name on theinvoices, packaging list, and other
shipping documents as well). Therefore, it is more convenient for the buyer to receive a
completed copy of theletter of credit gpplication before the buyer submitsit to hisbank, to make
aure that al terms and conditions can be met. Sometimes it is recommended to give a genera
description of the merchandise in order to avoid discrepancies.

4. If any of the terms or conditions of the credit need to be modified, the sdler should get in touch
with the buyer as soon as possible so that the buyer caningruct the issuing bank to make the
necessary amendments. For example, if an extended period is required in relaion to credit
expiration or shipment dates, the seller should request his buyer to arrange for the required
extensons immediately. The credit expiration and shipment dates should be consdered and
decided uponif shipment can be made and documents presented for payment before the specified
dates.

® Article 39 of UCP 500 all ows, unless otherwise stipulated, for avariance in the quantity of plus or minus
5% against what is stipulated in the | etter of credit. Thisvarianceis not authorized if the quantity of goodsin the
letter of credit is stipulated in specific number of packing units or individual items. Butin any case the amount of
drawing should not exceed the credit amount. If theletter of credit stipulated “about” or “ approximately”, then a10%
variation in the amount, or quantity, or unit price is allowed.



Box 5

5. The sdler should have a correct amount of drawings specified in the letter of credit (usually an
optimum amount is stated), banks pay only the amount pecified in aletter of credit, evenif higher
charges for shipping, insurance or other factors are advanced. If the word “ approximately”,
“gbout” or “circa’ is used, avariance (usualy avariance of plusminus 10%) ispermitted.” If the
seller is making a CIF shipment under a sales contract, he should be aware of the amount of
the credit and whether the credit covers sufficiently the payment for the merchandise, plus all
shipping, insurance and freight charges.

6. If theletter of credit is denominated in a foreign currency, the sdler should consider a foreign
exchange contract to cover currency risks.

’ Guide to documentary credit in foreign trade: documentary credits, documentary collections, bank
guarantee, UBS, 1995, Switzerland.



BOX5

The two fundamental principles of letters of credit

Letters of credit are based on two principles:
0] Autonomy
(i) Doctrine of strict compliance

0] The autonomy of the letter of credit

According to this principle, the letter of credit is disassociated from the actual sales and
other contracts and, thus, is not affected by any problems and disputes related to the contracts or
dissatisfactions between the exporter and buyer. The main and only agreement that is arranged
between the exporter and the bank is the letter of credit. Under a letter of credit, the bank is only
concerned with one problem: to check whether the documents presented by the buyer comply with
those specified in the letter of credit. Because of the autonomy of a letter of credit, the buyer’s
bank is therefore absolutely bound to honour the letter of credit by paying the exporter upon
presentation of proper documents, notwithstanding any dissatisfaction from the buyer in relation to
the sales contract or any dispute between the buyer and seller. The buyer’s protest about the
export cannot suspend payment of the letter of credit. This was the case with one exporter’s bank.
It successfully sued a buyer’s bank for dishonouring drafts against a letter of credit because of
complaints about the quality of the exported goods. The only case where a bank may refuse
payment is in case of fraud or forgery in the transaction, referred to as “fraud exception”. (Articles
3 and 4 of UCP 500 refer to the principle of autonomy of the letter of credit).

(i) The doctrine of strict compliance

According to this principle, the exporter must respect the written terms “to the letter” of the
letter of credit. If any discrepancy or inconstancy occurs between the documents presented by the
exporter and what is actually specified in the letter of credit, the bank can refuse payment.
Therefore, with a letter of credit, the buyer has the protection of the bank strictly controlling the
documents, and the seller has the protection of getting paid if all documents comply with the letter
of credit. But the problem is how strict compliance should be. Some courts insist upon literal
compliance, so that a misspelled name or typographical errors may be a divergence to refuse
payment. Others accept payment upon substantial compliance with documentary requirements.
However, one should keep in mind that the bank may insist on strict compliance with all the
requirements of the letter of credit, and therefore the beneficiary must be able to provide prompt
documentation. As the seller has very limited defence to protect himself, he should check with his
bank whenever he has any doubts in interpreting unclear items in the letter of credit.

7.  The sdler should be aware of the importance of dates and schedule. Tight timing and schedule
lead to problems; it does not reglly mean that it will accelerate shipment and ddliveries. Onthe
other hand, it is not appropriate to ask buyersfor expiration datesfar beyond what is reasonably
needed, asit ties up the buyer's credit lines or cash collaterd at hisbank. Asasdller, oneshould
consider the following issues regarding latest ship dates®

8 Cambridge Trading Services Corporation, Letters of credit, http:/www.cambtrade.com/L CSindex.html,
Boston.

10



Condder the time it takes
to manufacture/produce (if
required) and move the
product from an inland
origin point to the port or

BOX 6
Key letter of credit dates

Key letter of credit dates include :

arport of departure. The |®  Opening Date: Shipping documents generally may
; predate the opening date of the letter of credit unless
method of F:a.rlage, usually specifically prohibited in the letter of credit.
truck or rail, is afa.ctor &S |m  Latest Ship Date: Shipping documents must be dated
are westher and time of on or before this date. It specifies the latest date by
year. which a seller must ship the goods. If the goods are
Perishables generdly are not shipped before the specified date then a
. .. discrepancy will occur and the seller may not get paid
g'V_en p”O“t}’ OV_er n_on from the letter of credit.
perishebles in arfreght |m  Latest Date to Present Documents: Shipping
shipments. In other words, documents must arrive at the bank before this date, if
thereisarisk of dday if the stated. If not specifically stated the documents must
. . arrive at the negotiating bank at most 21 days after
eXPorter WIShQS o ar- the latest ship date but before the expiration date of
freight non+perishables. the letter of credit.
Highvaueoceancontainer (M  Expiration Date: Usually the last day to present

cagoes can be gven
priority, by shippers, over
low vaue ocean container
cargoes.

For a given ghipping
location, air and especidly
ocean freight services have

documents in strict compliance with the terms of the
letter of credit (UCP, Article 42a). The letter of credit
essentially ceases to exist on this date.

Source: Letters of credit, Cambridge Trading Services

Corporation,

http://www.cambtrade.com/LCSindex.html,

Boston.

different departure frequenciesto different destinations. From a given location, there may
be ar service daily, and ocean service weekly. Allow enough time to miss a flight or
sailing. The more remote the destination, the less frequent the departures.

Air and ocean carriers often require the freight to be in their possession severd daysin
advance of the departure date to dlow time for loading. This "cut off* date is criticd in
ocean shipments. Also, it isimportant that the seller arrange pecific bookings for ocean
freight in advance and have written booking confirmations.

The sdler hasto make surethat thefreight forwarder has seen acopy of theletter of credit
and iscommitted to meeting the shipping requirements of the credit, and preparing the Bills
of Lading and other documentsin atimdy fashion, in gtrict conformance with the letter of
credit. 1t should be noted that in some cases, buyers would intentionally embroider the
truth and would require documentsthat are difficult to obtain. Inthat caseone should teke
into congderation the delays in providing those documents.

The sdler should be familiar with foreign exchange limitations in the buyer’ s country; otherwise
payment procedures could be hindered.

As a Hler, one should dways indg that the payment documents on any letter of credit are
negotiated and reviewed in his own country. The seller should not accept |etters of credit which
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require that documents be sent abroad for negotiation.

10. The sdler should dways request that the letter of credit specify whether partid shipments and
transshipment is dlowed in order to avoid unexpected problems. In case partid shipment is
dlowed, the vdidity of the letter of credit will not be affected even if aproblem arisesin meeting
the delivery date.”

11. Itisimportant for the seller to make adeivery obligation dependent on the receipt of theletter of
creditin“good order”, (i.e. the seller does not have the obligation to deliver the goodsif the letter
of credit does not contain dl the e ementsthat have been agreed upon). Thiscondition should be
specified in the letter of credit.

12. Thelast point in this brief overview isin rdation to confirmation; it is recommended that the
exporter always ask the buyer which bank he will be dealing with to open a letter of credit.
The exporter should then ask his bank (advising bank) whether they will accept to confirm a
letter of credit from the specified opening bank with the specified amount. If the bank
approves, the exporter should instruct the buyer to have the letter of credit advised and
confirmed through the seller’s bank. If the seller’s bank refuses to confirm the letter of credit,

NOTES: In many cases it is recommended to ask for confirmation on a letter of credit. A
confirmed letter of credit from a first-class bank is a solid guarantee. By the confirmation
process, the confirming bank is taking on the risk of non-payment of the issuing bank and other
risks associated with the country where the issuing bank is located. The following factors have
to be taken into account:

& If the country is less developed or politically unstable, the letter of credit has to
be confirmed. Consideration must also be given to the bank issuing the letter of credit (the
financial strength of the issuing bank is rigourously examined). If the clientis a reliable partner
or the bank issuing the letter of credit is a first-class bank then an unconfirmed letter of credit
may be accepted, notwithstanding the country risk. If itis a local bank or a local subsidiary (or
branch) then confirmation may be required from the headquarters office. However, a
confirmation from the overseas office of the issuing bank may remove some of the country risks
but will not remove the credit risks related to the issuing bank. If a trader is dealing with a risky
country then a confirmation is required unless the bank that is issuing the letter of credit is not
located in the country itself.

& If the origin country is developed and stable, the letter of credit does not have to
be confirmed, unless the issuing bank is a small bank or the party (buyer) opening the letter of
credit is a new business partner.

the seller may obtain confirmation from another bank (the buyer’s correspondent bank in the
exporter’s home country, for example). However, it is more convenient to involve only two
banks whenever possible.

°Traini ng Handbook on Export Documentation, ITC, Geneva, 1994, p.78.
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13.

2. Guiddinesfor the buyer

Before opening a letter of credit, the buyer should come to an agreement with the sdller on all
aspects of quantity and qudity of goodsto be sent, schedules of shipment, payment procedures,
and documents to be supplied. Aswith the sdler, it is very important for the buyer to be fully
aware of al terms and conditions that need to be fulfilled before the gpplication for the letter of
credit ismade.

When dedling with letters of credit, the buyer should take into cons deration the Slandard payment
methods in the country of the sdller.

When setting the dates in the letter of credit, the buyer should define a tight but reasonable
shipping schedule. If dates areimproperly s, thiswill lead to amendmentsto the | etter of credit
leading to additiona costs, or smply to non-shipment.

The buyer should be prepared to amend or renegotiate termsof the letter of credit withthe sdller.
Amendments are acommon procedure in internationa trade.

In order to eiminate foreign exchange risk, the buyer may cover himsdf by usng the
futures/forward markets.

Theletter of credit vdidity should give the sdler enough timeto produce and shipthegoods. With
the expiry date and the latest shipping date, the buyer should give the seller ampletimeto present
documents to the bank. For ingtance, severd countries, particularly those in the Middle Eadt,
require that documents be "legaized". This requires that some of the documents be sent to the
degtination country's consulate, in the country of origin, for astamp before presentation. Thisisa
routine procedure, but it adds afew days or more to the time needed for presentation.

As agened rule, the commercid contract should clearly specify the party responsble for
gopointing the confirming bank and the party who will pay for the confirmation. Therefore,
the buyer should agree in advance that the confirming bank may be chosen by the seller.
Most commonly, it is the buyer who bears the cost of confirmation. However, if the buyer is
a small company, it is reasonable for the seller to bear the security of confirmation and its
costs. This can be stated in the letter of credit.
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BOX 7
Types of Letters of Credit

> Basic letters of credit

Revocable Letters of Credit

The term “revocable” means that the letter of credit can be modified or cancelled by the buyer or his bank at any
time without prior notice to the seller. It offers no guarantee of payment. Therefore, because it offers little security,
revocable letters of credit are rarely acceptable by sellers or used in international trade.

Irrevocable Letters of Credit

Under this type of credit the buyer's bank has made an irrevocable commitment to pay the seller, on his proof of
compliance with the stipulated conditions of the letter of credit, and this can not be changed or cancelled by the
bank without permission of the exporter. It offers a guarantee of payment. Therefore, because of the security it
offers, irrevocable letters of credit are widely used in international trade. They are more expensive since the
issuing bank is guaranteeing the credit.

Confirmed Letters of Credit

This term means that the credit is not only backed by the issuing bank, but that payment is also guaranteed by the
confirming bank (which may be the advising/notifying bank). Thus the confirming bank is adding its guarantee to
pay the seller in case the issuing bank fails to make payment. If a seller is unfamiliar with the buyer’s bank (or
even the buyer) which issues the letter of credit, or if he is trading in a high risk area, he may then insist on an
irrevocable confirmed letter of credit. A confirmation on a letter of credit adds costs because the confirming bank
has added liability.

Unconfirmed Letters of Credit

This means that the issuing bank is the only party responsible for payment to the supplier. The seller’s bank does
not add its guarantee of payment and is obliged to pay only after the payment from the issuing bank is received. In
case of difficulties the exporter must look to the issuing bank for payment. The most desirable type of credit is the
"Irrevocable Confirmed" Letter of Credit, but this is not always available.

> Special types of letters of credit

Revolving Letters of Credit

A revolving letter of credit covers multiple or continuous shipments of merchandise. Itis a commitment on the part
of the issuing bank to make the L/C available in the original amount whenever it has been used or drawn down,
usually under the same terms and without the issuance of anothe L/C. Revolving L/Cs enable sellers to rely on
ongoing sources of short-term financing. But while they avoid the fixed costs of entering each time into a new
short-term financing transaction, revolving credits cannot replace longer-term financing. The number of times the
L/C can be utilized and the period of validity is specified in the L/C. A revolving letter of credit can be either
cumulative or noncumulative; cumulative means that the unused sums in the L/C can be added to the next
installment, whereas noncumulative means that partial amounts not used in time expire.

Back-to-Back Letters of Credit

Back-to-back letters of credit can be used by trading companies which arrange transactions for the sale of goods
between two other parties, or by processing companies. They enable the trading company to use a first L/C,
issued in his favour by the buyer, as collateral for his issuance of a second L/C in favour of the supplier. Thusaa
new L/C is opened on the basis of an already existing one.

Transferable Letters of Credit

Transferable letters of credit are an alternative to back-to-back L/Cs as a method of facilitating transactions
arranged by a trading company. The first beneficiary (the trading company) instructs the advising bank to advise
the letter of credit (i.e. to transfer all or part of the proceeds of the L/C) to the second beneficiary (the ultimate
exporter).

9 Special clauses

Red-Clause Letters of Credit

Red-clause letters of credit enable an exporter to obtain pre-shipment finance (which is a percentage of the L/C
amount) from the buyer through the opening bank and against the advising bank’s guarantee of reimbursement,
either (i) against a simple written statement of purpose (clean red clause) or (ii) against his undertaking to provide
certain specified documents.

Green-clause Letters of Credit

Green-clause letters of credit serve the same purpose as red-clause L/Cs but differ in that the exporter can only
obtain advance payments against production of warehouse receipts (and/or related documents) evidencing that
the goods are held to the order of the buyer/opening bank/advising bank until the required documents are received.
In this respect, green-clause letters of credit are very similar to inventory financing, although most of the comments
made about red-clause L/Cs also apply here.
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In order to achieve a clear trade transaction, parties involved in trading should be fully aware of
the functioning of the letter of credit and the rules that govern it (basicaly the UCP 500). Letters of
credit are a times not even known or well understood by traders. Therefore, training is a key
component in achieving a greater efficiency in deding with letters of credit. Research conducted by
SITPRO, the UK’ s Trade Facilitation Agency, hasrevealed that quite alarge proportion of documents
presented under letters of credit are rgected for errors which could have been easily avoided if the
documents had been more thoroughly checked before being presented to the banks. Lack of training
and understanding how to properly administer letters of credit are serious problemswhich obstruct the
proper functioning of the credit transaction. Thus, severd tradefacilitation agencies, export associations
and banks have produced severd letter of credit checklists, training and even software to assist people
involved in internationa trade to get their letters of credit transactions properly conducted. Most of
these checklists are consistent with UCP 500.

Onthe other hand, big trading companies have understood theimportance of getting theletters of
credit right and have created in-house control sectionsthat ded only with documentary credit; in other
words, the trading function and the documentary function are separated. Asatrader, one can manage
therisk involved in the business, but only if one hasthe saff that knows how to handle letters of credit
iSsues.
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BOX 8
Methods of settlement

According to UCP 500 (Article 10), payment under documentary credit may be available under four terms:

_ By Sight payment
Payment is made to the seller by the issuing or confirming bank immediately upon presentation and examination
of the documents (the documents may or may notinclude a bill of lading).

_ By Deferred Payment
Payment is made to the seller at a specified future date, for example 60 days after presentation of the documents
or after the date of shipment (i.e. the date of the bill of lading).

_ By Acceptance

This type of credit requires the exporter to draw a usance draft (bill of exchange) either on the issuing or confirming
bank. The draft is accepted by the bank for payment to be made at a future fixed date. For example, payment date
under an acceptance credit may be after 90 days from presentation of the documents or from the shipment of
goods.

Note: Deferred and Acceptance credits (i.e. term credits) are considered to be financing instruments for the
buyer, since during deferred payment the buyer can often sell the goods and pay the amount due with the
proceeds.

_ By Negotiation
A credit payable at sight or at usance can be negotiated, either with a freely chosen bank or a bank that is
specifically nominated by the issuing bank. Under negotiation, three payment options may occur:

1. The negotiating bank would pay the beneficiary only when it receives payment from theissuing
bank. The sdler would present the documents to the advisng bank for payment. The
negotiating bank would in turn forward the documentsto theissuing bank cdlaiming payment and

would pay the seller on receipt of payment by theissuing bank. Payment is made by the issuing
bank on receipt of proper documents.

2. The negatiating bank would negotiate the documents by “giving vaue’ to the documents, and
paying the beneficiary the va ue of the documentslessacharge (i.e. discounting the documents),

while awaiting rembursement from theissuing bank. wWhen the negotiating bank “gives value” to the
documents, it does not receive immediate payment itself, therefore it will deduct interest to cover the
period between paying and receiving payment from the issuing bank. The bank may agree to advance
payment without recourse which means that the bank will not have the right to get reimburs ement from the
beneficiary, if payment is not received from the issuing bank as expected. In that case the negotiating
bank is advancing the payment at its own risk.

Note: The negotiating bank may be the confirming bank and therefore bound to negotiate confirming
documents upon presentation and without recourse to the seller.

3. The negotiating bank would offer to givevaueif it is prepared to accept the payment risk of the
issuing bank. The bank may agree to advance payment with recourse to the sdler for
relmbursement.




Chapter 11
THE ROLE OF BANKS

Internationa tradeis consdered by bankersasalow risk area, compared to other forms of bank
lending. This is essentidly due to the basis of the trade ded; short-term, sdif liquidating (e.g., banks
finance the import of goods which are then resold to repay the bank), and secured (by the underlying
goods). Nevertheless, there are some risks factors related to internationd trade and banks are very
diligent in assessing those risks.

In some trade negotiations, bankers will recommend the use of a letter of credit snceit will help
facilitate trade and reducerisks. Nevertheless, it should be noted that banks are mostly intermediaries:
they are responsible for the financid aspect of the transaction. They are not legdly lidble for the
authenticity of the goods; however, they have the duty of due diligence and the obligation to pay upon
proper receipt of the required documents.

Thefirgt part of this chapter focuses on the main areas of risk in internationd trade finance and
how banksin generd try to counteract them. The second part will focus on the support these banks can
provide to importers or exporters to help them succeed in internationd trade transactions.

A. Risksassessment

Macro risks and transactions risks are the mgor risks assessed by banks when financing
internationd trade:

. Macro risks can be defined as the externd factors which may have a negative impact on
international trade transactions.™

. Transaction risks can be defined as the internd factors which may influence the overdl
performance of the transaction.

1. Macrorisks

Risks in internationd trade vary continuoudy, so the initid step for any bank deding in
internationd trade isto analyse country risks and foreign banks' risksin order to identify the onesthey
will be deding with. Next, they need to define the credit limits available for dedling with each of these
countries and banks.

19 Micro risks can be added to macro risks, where the financial status and operational risks associated with
the business of the client are defined.

M This section is based on Risk involved in international trade finance: a banker’s per spective, by Peter J.
Boland, 1997, International Trade Association, URL : http//iami.org./ita/news/it06-.html.

17



a Country risk

Banks in generd st country credit ceilings. The factors that influence the callings are the
country’ s political and economic stability; itsforeign delt commitments and its track record in meeting
its past commitments, exchange controls if any; and the country’s penchant for protectionism of
domedtic indugtry.  All these dements will determine whether the country can and will honour its
payment commitmentsin time.

Most banks have specidized units which handle country risks. These units set and control the
degree of exposure that a bank will be willing to take in each country it dedls with. This system of
policing is essentid in order to ensure the stability of the bank in the face of the temptation for
operationa staff to enter into more profitable transactions despite higher risks. Many of the bankers
deding withthe actud tradefinancing, of course, fed that the credit control units can be unduly strict and
obstruct business opportunities.

b. Banks risk

All international trade transactions involve the participation of one or more foreign banks. Y et
not al such banks have the same degree of stability and strength; aletter of credit issued by a reputable
bank provides more security than one issued by a lesser-known bank. Among the eements that
influence the rating of abank are the following:

Having a history of delaying or actualy reneging on payment;

having a habit of rgjecting documents with trivia discrepancies,

being domiciled in a country notorious for foreign exchange restrictions; and
being domiciled in a country classfied as high risk.

Different risksaretaken by different banks. Banksusualy try to specidizein specific regionsor
countries. After setting up the credit limits of the countries, banksdefinethe credit limitsfor thevarious
inditutionsthey arewilling to ded withinthose countries. If aloca bank isvery risky, they will refuseto
ded with it. If the country is risky, the banks will ether reduce the credit limits or increase the rates
charged. Thereisawaysamargin of flexibility to ded with higher-risk countriesor banks, provided that
an additiona guarantee can be supplied or a recourse to a better-rated third party can be obtained.
Difficultiesarisewhen dedling withanew bank; it isawaysdifficult for newly created banksto establish
correspondent banking relationships.

Banksin generd try to maintain what is caled “bank’ srdations’. They have expertswho vist
the various countries and banks they traditiondly deal with in order to keep a track record of their
performance and accounts. In addition, banks maintain strong relations with the centra banks of the
emerging markets with which they are concerned.

2. Transaction risks

When financing an import or export transaction, bankslook at the safety of the transaction; i.e.
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security issued by the counter-bank involved in the transaction and the risks and performance of the
contracting partner.

Banks are becoming more and more sceptica in choosing their trading partners and, based on
their own research and analysis, they decide whether to accept a ded and the degree of risk they are
willing to take. Over the past decade, banks have become more reluctant to finance dedls and are
imposing greater cautions on traders.

Following are the main ements that banks will andyse in order to identify the degree of risk
incorporated in atrade transaction:

a Thefinancid dtatus of the cusomer

Before accepting to open aletter of credit, the banksin genera will conduct research on their
clients, examinetheir financid records, ask for referencesfrom other clients, use outside references, and
check the track record of the company. This is to ensure that the customer has or is likely to have
enough funds to pay for the documentary credit.

Some bankswill even go further and visit the premises of their progpective client to check thelr
operations and accounts. They consider these“face to face” meetingsasauseful mechanism to reduce
risks and help in successfully achieving the ded.

For anew client, the bank would generdly ask for aguarantee. If the company isasubsdiary
of awedl-known group, the bank may consider that this provides enough comfort or may ask for a
guaranteefrom the parent company. For smaler companiesthe bank would normally ask for apersond
guarantee (rights on atrader’ s house for example) or try to split the risk, by taking goods as a security
(up to 75-80%) on the loan and take the rest in fixed security. But, even in such secured loans, the
bank will first verify that the client hasthe potentid to perform. In some cases banksrefuse to take any
risk and therefore ded only on afully cash basis until trust is established with the new client.

b. The goods

The credit limit that a bank makes available for acommaodity company is greetly influenced by
the type of commodity (soft or hard commaodity, perishableness), the market (doesthe commodity have
aready market) and the commodity’ s price volatility. Trade financeis supposed to be self-liquideting,
but it remains risky since prices of commodities usudly fluctuate. Large price volatility brings large
credit risks. on one Sde, the buyer would be tempted to breach his contract in case of aprice decrease
and therefore use any discrepancy in documentation as an excuseto avoid payment. On the other, the
importer would have difficulties to cover his credit since the merchandise he bought has alesser vaue
than what it cost him. Banks will try hard to reduce these risks. Among their measures will be the
ingstence that the client manages his forelgn exchange exposure and uses price fixation or hedging
techniques (eg. if the dient is selling acommodity, the bank will make sure that the payments he will
recaive will cover the cogt of the credit or if the client is buying a commodity, the bank will make sure
that suitableinsuranceisavailableto cover the qudity of the merchandise and offer ahedging technique
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to cover againgt price fluctuations).

C. The counterparty

If abank isissuing aletter of credit, it would try to supervise the whole process of the trade
transaction and will look at both sides of the trade transaction. If atrader is buying commodities, the
bank would not only check therdliability of thesdler but would a so check the rdiability of the company
to whom the trader will be sdling: whether it is a reputable company, in a secure country.

If abank is the exporter’s bank, one of its important duties, is to advise the exporter on the
documentary credit it recaeives in his favour from an overseas bank. The bank will check carefully
whether the overseas bank is reliable (using almanacs or other bank databases). In some cases the
issuing bank will choose the business channd through which it is willing to ded (i.e., confirming or
advisng banks).

Many exporters submit documents to their bank and request that the bank negotiate the
documentsby giving vaue, i.e. they want the bank to pay for the documents prior to reimbursement by
theissuing bank. In addition to the country risk and bank risk evaluation, the negotiating bank wantsto
be sure of the integrity and competence of theissuing bank anditsability to pay ontime, Snceit canbe
very difficult to ded with bankswho have the habit of complicating the procedures of the transaction or
of rgecting documents (even for trivid discrepancies) and consequently delaying payments. If the
issuing bank refuses to pay and the buyer refuses to accept the documents, then the negotiating bank
may get reimbursed from the exporter depending on whether it has recourse or not. In case the
negotiating bank has recourse to the exporter for rembursement, it can Hill be very difficult to get the
funds back sincethe exporter may have aready used the fundsfor other trading activities™> However, if
the negotiating bank is a the same time the confirming bank, then the negotiating bank will take on the
lidbilities and responghilities of the issuing bank and therefore has no recourse to the exporter for
reimbursement.

Itisvery important for acommodity firm to select carefully the bank that it wantsto do business
with. Its selection criteria should include:

> the bank's regiond, country and commodity specidizations (if, for example, sdesto Aaae
ggnificant for an African exporter, it might be preferable for him to select a bank with agood
presence, or good corresponding relations, in ASa);

> thebank's"track record” in commodity finance. The number of bankswhich arerather activein
international commodity trade finance varies from year to year showing, in effect, a busness
cycle margins are high, 0 banks gtart to become active in commodity finance; because of

21t the issui ng bank refuses to pay because of discrepancies neglected by the negotiating bank, the
negotiating bank has no recourse at all to the seller since it was the bank’s responsibility to properly check the
documents before advancing payment.
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increased competition, margins decrease, while a the same time some of these banks do not
havethe skillsto manage commodity trade finance properly; and then, after some (at timesquite
large) losses in commodity trade finance, many banks decide to close down the revant

departments, or to concentrate on their oldest or largest clients; so competition declines,

margins again increase, and the cycle can gart again. In paticular for afairly new, smdl- to
medium-sized producer or trader it can be disastrous to fdl victim to this cycle; that is, to
become a client of a bank which does not redly understand commodity busness. The

producerswould likely be forced to move to another bank within afew years, through no fault
of their own and in the meantime, the banks do not redly know how to cope with commodity
market shocks (cutting credit linesat thefirst Sgns of abad market, for example). Commodity
firms should chose abank with expertisein its commodity business, and which showsthesgns
of wishing to remain in this business - in the end, this may mean there are only a handful of

potentialy "good" banking counterparts;

the relation between costs and service. Fees (bank charges) and even interest rates can be
negotiated, and vary widely from bank to bank; but commaodity firms should aso understand
that, in many cases, there isawide range of possible financing methods (including pre-export
finance based on letters of credit; warehouse receipt inance; factoring and forfeting; and
variousformsof sructured finance), and it may be worthwhileto have afull choice out of these
options. Not al banks may be able to offer such arange of choices.

Theimportance of the bank’srolein documentary credit

L 2R 2R 2 <& <&

Advising the creditworthiness of buyers and/or suppliers and
giving advice on dealing with foreign markets

Providing information on various financing tools and various
forms of guarantee.

Arranging letters of credit and transferring funds.

Providing guidance in the preparation of the documents.
Arranging foreign exchange transactions.

Therole that banks play in documentary creditsis very important; it basically implies asssting

ther dientsin minimizing the risks in trade and settlement mechanisms.

At the outset, traders need to have a good knowledge of the other contracting party. Thisis
very important to the success of any trade transaction. The role of the bank at this leve is,

firdly, toidentify their client’ Sbuyer’ sfinancid ability, integrity and reputation. Thebank should
aso identify the banking facilitiesavallable to the dient/buyer snce thiswill influence the choice
of payment and the financia cost involved, and will set the credit risk the exporter will haveto
assume. On the other hand, small traders who indeed are facing most of the risks may require
some assistance from their bank in screening and identifying their partners reliability. Thus,
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information can be obtained via loca chambers of commerce of the country concerned,

specidist companies such as Dun and Bradstreet (for large, public companies), bank references
(for smaller companies), or trade/commodity associations (membership in atrade/commodity
association isagood indication of acompany’ sstanding in amarket as some associations may
suspend members who have made any unlawful practices), and even large trading companies
who know the market very well and arewilling to providerdevant information. If therdiability
of the buyer is not very clear then aguarantee should be provided. For example, if thebuyer is
acompany whichis part of alarge group and thefinancid stability of the company isnot clear,
the sdller should require a guarantee from the parent company to support its sibsdiary’s
contract (since the parent company, in most of the cases, has no lega responsibility for either
the contracts or the payments under those contracts). Most banks involved in trade have
extengve networks of correspondent banks overseas, which can be hepful in gathering

information on a particular country or company.

The bank involved in opening letters of credit should play an activerolein advisng ther dients
on necessary precautions. It has been pointed out severd times that traders of goods do not
take sufficient precautionsin internationd salestransactionsto avoid being the victims of fraud.
Therefore, banks can play amgor rolein highlighting the dangersinvolved ininternationa sales
transactions and in giving advice on how to avoid them, along with the protection possibilities
avaladle.

Bankshaveavery important advisory roletowardstheir clients. They advisether clientsonthe
wording of the contract, establishment of aletter of credit (letters of credit arein somecasesnot
known by traders), highlight where there might be aconcern for them or for their client. A key
element that the bank may advise onisthe documentary requirementsthat comewith aletter of
credit. These documents should be limited to what isnecessary for the proper conclusion of the
ded. There are levels of documentation that complicate the transaction rather than securing
payment for the transaction.

An exporter’s bank thus advises the exporter on the workability of a letter of credit: will the
exporter be ableto comply with itstermsand conditions. Thisiscaled checking theworkability
of a documentary credit, and very often exporters discover that they cannot produce a
compliant set of documents under a proposed documentary credit. If the bank did not
undertake such a proper check, amendments would be needed which in turn will lead to
additiond cogts and delaysin payment, which smal traders may not be able to afford.

Letters of credit are generdly reviewed by dl banks according to the rules set out by the
Internationa Chamber of Commerce Uniform Customs and Practices Publication 500 (UCP
500). While banksdiffer in responsetime, accessbility and service, they areessentidly uniform
in their review of letter of credit documents for payment. However, different banks have
different interpretations on the meaning of the rules. Banks who are actively involved with
trading are more informed about the rules and can interpret them differently. Certain banksare
capable of checking the documentsin an appropriate manner, otherswill follow word by word
what is written and will reject documents for any discrepancy, even those which are not
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detrimenta. Such banks can be very rigid and severe, and would not accept any divergence,
specidly when dedling with new customers. Some banks can even raise the divergences in
favour of thair customer, especidly if the prices of the market are fdling.

It isimportant to note once again that the banks roleisto ded only with documents, they are
not obliged to go beyond that. Only the wording of the letter of credit is binding on the bank;

the bank isthere to check every document within the vaidity of the letter of credit. Under the
UCP, banks are not responsible for verifying the authenticity of the documents, nor for the
quality or quantity of the goods being shipped. Some banks have gone beyond this rule and
have gained sufficient expertise to dedl with difficult issues. Some banks will not refrain from

making further inquiriesto check the credibility of any party involved inthetransaction. Inmost
fraudulent cases, there have been hints and indicationsthat should have made banks suspicious
of fraudulent behavior, but because banks ded only with documents, they would not accept

going beyond documents and would fail to exercise proper supervison. If abank issuspicious
or the client asks for more vigilance, the bank may conduct further inquiries, checking for the
shipment through IMB (International Maritime Bureau), LIoyd’s or checking with theingpection
company about the qudity of the shipment. However, it should be noted that any inquiries
should be made before concluding a transaction since a proof of fraud is needed to stop

payments, otherwise the bank is obliged to pay. For example, anissuing bank in Hong Kong
was advised by itsclient that there was afraud in the transaction but the bank had to accept the
documents and initiate the payment process as stipulated in the letter of credit because there
was no proof of fraud. Without proof of fraud in the transaction, the bank had to pay the
exporter because the proper documents were ddlivered. The only redressthat isavailable to
the importer is if he can conclusively prove fraud and get the courts to issue an injunction
restraining the bank from making payment. Nevertheless, evenif abank can provide assstance
in making inquiries, it is il the buyer’s respongbility to make al necessary inquiries before
entering into an agreement and, if there are any doubts, the buyer may ask his bank to make
further inquiries. The documentsunder aletter of credit reflect al that isknown about the trade
transaction. When a trader is not sure about an dement he may ask his bank to be more
vigilant.

| Box 9 |
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Vey important ae the
guaranteesthat abank provides,
specificaly through the
confirmation of aletter of credit.
When a bank gives the sdler a
confirmation on aletter of credit,
it impliesthat the confirming bank
will beassuming the credit risk of
the issuing bank as well as the
politicd and trandfer risks of the
buyer’s country. The confirming
bank will be guaranteging (in
addition to theissuing bank) the

Risks in confirmation

If the issuing bank refuses to pay: When the
confirming bank pays the client and the issuing bank
refuses to pay, then the confirming bank will assess
whether the alleged discrepancies advised by the
issuing bank are relevant or not. If the discrepancies
are evident, then the confirming bank will accept the
error, otherwise it will try to negotiate or, as a last
option, go to court.

If the issuing bank goes bankrupt: The confirming
bank usually has facilities and limits for countries and
banks within those countries. They are willing to take
the risks on certain banks and if an issuing bank goes
bankrupt the confirming bank will have to take the

loss.

payment process. Confirmation,
dthough highly recommended,
can sometimes be difficult to get. Some countries, in accordance with ther policies, do not
alow most of their creditsto be confirmed (notably Ching). In other cases, the buyer’ s credit
arangementswith hisissuing bank may not alow the buyer to make aconfirmation request. A
bank would not add confirmation to a credit unless it has a credit facility or collatera to cover
the *country risks and the ‘transaction risk’ related to the confirmation. Confirmation by a
bank ties up the credit line of the confirming bank with theissuing bank until the reimbursement
is made to the confirming bank. Therefore, an issuing bank may refuse to accept any

confirmation request. In such circumstancesthe possibility of “slent confirmation” of the credit
exig without the issuing bank’s knowledge. Silent confirmation is outside the jurisdiction of
UCP 500 (according to the UCP500 Article 9(b); aconfirming bank should be either requested
or authorized by theissuing bank to add confirmation). Silent confirmation representsapurely
private and mutua agreement between the beneficiary (the sdler) and hisbank. Therightsand
obligations of both parties are governed by the terms and conditions of asolid bond contract.

Bankscan dso advisetherr dientswhether to confirm aletter of credit issued in their favour and
provide information (information related to the risk involved to the transaction and the additiond
cost of confirmation) that will enablether client to make adecison. For ingtance, the opening
bank may be so strong that confirmation adds nothing, or confirmation costswhich may bepaid
only by the beneficiary up front can be substantial and cannot be covered by the beneficiary.
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BOX 10
Other types of bank guarantees as instruments
for securing performance or payment

Parties involved in international trade may request additional guarantees in relation to their underlying contractual relation.
The buyer would require a bank guarantee that will secure the seller’s ability to perform adequately. On the other hand, the
seller may require a bank guarantee that will secure the buyer’s ability to pay.

What is a bank gurantee?

“A bank guarantee may be defined as the irrevocable obligation of a bank to pay a sum of money in the event
of non-performance of a contract by a third party. The guarantee is a separate obligation independent of the
principal debt or the contractual relationship between the creditor and the principal debtor. Under the terms of
the guarantee the bank has to pay on first demand provided that the conditions contained in the guarantee are
fulfilled. Guarantees are, as a rule, subject to the laws of the country of the issuing bank.”

ICC has issued two publications on guarantees; “Uniform Rules for Demand Guarantees (Publication no.
458) and “ Uniform Rules for contract bonds” (Publication no. 524).

Source: Guide to documentary transactions in foreign trade, UBS, Switzerland, 2nd Edition, January 1995.

Following are the principal types of guarantee used in international trade:

1. Bid Bond ( or Tender guarantee)
This guarantee is required in connection with public tender. If a company is participating in a tender, it must submit along with
its offer a bid bond (the bid bond would be for 1-5% of the amount of the offer). The purpose of the tender bond is to provide
the beneficiary with a guarantee (compensation) if:
- the bidder withdraws his offer before adjudication (expiry date),

the bidder refuses the contract after its award to him,

the bid bond, after the contract has been awarded, is not replaced by a performance bond.

2. Performance Bond

This guarantee is provided by the bank, at the request of the seller/contractor, to pay the beneficiary (buyer/contracting party)
the guaranteed amount (5-10% of the value of the contract) in the event the seller fails to fulfill in part or in full, his obligations
under the contract (e.g. a performance bond may be used for securing the performance in a trade operation for delivery of a
product). Performance bonds are generally callable by a simple claim by the beneficiary, who is thus not obliged to show any
proof of performance under the contract.

3. Advance payment guarantee (letter of indemnity)

In some export transactions, the buyer may be required to pay the seller an instalment (to finance the transaction, cover cost of
production, raw materials, etc.) prior to the seller’s performance under a contract. However, the buyer would request an
advance payment guarantee to ensure repayment of the sum advanced by him to the seller, in case the latter fails to fulfill, in
part or in full, his contractual obligations.

4. Payment guarantee in case of non-payment

This guarantee is provided by the bank basically to provide security of payments on an “open account” basis but it can
also be used for other purposes. For instance, it can be used as a security for the full payment of the delivery of goods, in
case the seller delivers the goods but does not receive payment at maturity.

5. Standby letter of credit

The standby letter of credit performs a similar function to a bank guarantee but operates on letter of credit principles,
except that it allows the beneficiary/seller in a letter of credit to be paid in the event of default by the applicant/buyer. It
therefore does not constitute a means of payment but a guarantee of indemnity in case of non-performance of the
contract by the exporter. Standby’s are often used to guarantee payments on trade purchases (i.e. securing the payment
for the goods delivered by third parties, performance under government contracts, performance of construction contracts.
Typically, in a trade transaction the seller may be willing to ship on “open account” basis as long as a standby letter of
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[ | One guarantee that the bank requiresisthe Bill of lading made to the name of the bank. When
banks open aletter of credit, they receive from the beneficiary the documents and the bill of
lading issued to their own order, pay for the documents by drawing aloan for the client, then
release the bill of lading to an acceptable warehouse and inform the warehouse operator that
the commaoditieswill bereleased on their order and againgt atrust receipt on the merchandiseto
beredeased. The bank will try to ded with reputable warehouses (for example, mentioned on
the list of warehouse companies published as*London financid approved warehouse’). The
possession of the documents gives the bank ared right of property to the goods. They have
recourse to the goods in case the client does not pay back the loan.

[ Box 11 [
Fraud under Standby letters of credit

A standby letter of credit is in the nature of a guarantee, but operates on the principles of letters of credit,
i.e. itis a promise to make payment upon presentation of the required documents. Payment under a guarantee is
made on the performance of a specific ascertainable action for which payment has not been made, whereas
payment under a standby letter of credit is made on the presentation of a document proving the performance of a
specific ascertainable action and for which payment has not been made. The banks still deal only with documents
and their main duty is to examine the compliance of the documents with the terms of the standby letter of credit.
The banks would honour the credit by referring solely to the documents and the terms of the standby letter of credit.
A standby letter of credit would be required in cases where the parties do not have enough confidence in each
other or when the financial situation of the buyer is not very clear.

Since most payments under standby letters of credit require only a document drafted by the beneficiary,
potential for frauds and disputes under standby letters of credit is therefore greater than documentary letters of
credit. A fraudulent beneficiary would take advantage of the standby letter of credit by supplying a fallacious
document of entitlement. The beneficiary to a standby letter of credit has the right to draw from the standby letter of
credit on demand, so it is therefore the buyer who will be assuming the added risk.

> One possible solution to counter such risk is to request a person or entity unrelated to the
transaction to provide the required document.
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Chapter 111
MAIN DOCUMENTSUSED IN INTERNATIONAL COMMODITY TRADE

Documents are the key issuein aletter of credit transaction. Banks ded in documents, not in
goods (Article 4 of UCP 500). They decide on the kess of documents aone whether payment,
negotiation, or acceptance is to be effected. |f proper documents are presented, banks will make
payment whether or not the actual goods shipped comply with the sales contract.

Thus, specid atention hasto be givento the correct list of documentssinceadight omisson or
discrepancy between required and actua documents may cause additiona cost, delaysand extrawork
for both buyer and sdller and may prevent the merchandise from being exported. Thiscan resutinthe
exporter not getting paid, or even in the seizure of the exporter's goods by nationd or foreign
government customs. Even beforetheletter of credit isissued the buyer and seller should clearly decide
on the documents that are needed for the accomplishment of the sde transaction. The letter of credit
should precisdly state the documentsrequired and their contents. Asto the documentsthat accompany
aletter of credit, they depend primarily on the requirements of exporter's and importer's governments.
The size and composition of the documentation are greetly influenced by the nature of goods, type of
trangport, destination of shipment, and ddlivery terms. The UCP guiddines specificaly describe
trangport documents (Articles 23-30)™, insurance documents (Articles 34-36) and commerdid invoices
(Article 37). Asto the other documents, they are trested on agenerd basis only.™

3 Transport documents are documents indi cating that goods have been | oaded on board, dispatched, taken
in charge, accepted for carriage or received for dispatch (UCP).

14 Unlike the UCP 400 that was mai nly concentrated on the bill of lading - with only ageneral referenceto
other transport documents, the UCP 500 now containsadifferent article for each type of transport document likely to
be used ininternational trade, with afurther separate article relating to freight forwarders' documents. The articlesas
they arelaid out in UCP 500 are as follows:

Article 23 - Marine/Ocean Bill of Lading
Article 24 - Non-Negotiable Sea Wayhill
Article 25 - Charter Party Bill of Lading
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It should be noted that many international commodity transactions are performed by transfer of
title rather than the physicd ddivery of the merchandise (e.g. the case of cocoa and coffeg). Titleto
goods is hence conveyed by a set of shipping documents, one of which is the bill of lading. It is,
therefore, very important to have shipping documents which conform in al respectsto the sdes contract
established between the parties and to have the merchandise ddlivered on time and in good qudity.

Article 26 - Multimodal Transport Document
Article 27 - Air Transport document
Article 28 - Road, rail and Inland Waterway transport Documents
Theinstructions for examining each document are basically the same and broadly follow this order:
Issuer/Signor - On-Board - Dateof Shipment - Intended Vessels/Ports - Set of Originals -
‘FinePrint' - Transhipment.
There are two other articles dealing with transport type documents, namely:
Article 29 - Courier/Post Receipt
Article 30 - Freight Forwarder's transport document issued as (@) carrier and (b) agent.
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Itisvery important to fully understand the various aspects of documentation (including costsand
risks) in order to avoid unnecessary delays and to ensure that the proper trading process, with the
associated codts, is incorporated in the invoice price of the products shipped. Falling to get the
documents, right on time, can have seriousfinancia repercussons on the traders (severa surveyshave
indicated that not lessthan 50% of documents presented areinitialy rejected). Not only will additiona
adminigrative costs beincurred to amend the credit or to extend itstimelimit but unexpected additiona
costs will beadded to thefind cost of theletter of credit transaction to cover preparation of therevised
documents and to pay other interest charges for delays (such as credit insurance cover, and banks
indemnitiesin case of non-payment). This chapter will give ashort introduction to the main documents
required in international commaodity trade, and which party can or should supply them. Rather than
giving an extendve description of the documents themsalves, the chapter will be structured around the
potential risks of using the documents, pointing out common sources of discrepancies or problems™

Bi1c (International Trade Centre UNCTAD/WTO, Geneva) has published in 1994 atraining handbook on
export documentation, which provides an extensive illustration on the preparation and the use of trade documentsin
the context of export operations and on which much of this sectionis based.
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BOX 12
Trade Documentation

The following is a list of documents which are most commonly used in international trade. It should
be noted that the list of documents that accompany a letter of credit is built upon the requirements of both
the parties, as well as the governments involved.

Commercial invoice - The commercial invoice is an invoice/bill for the goods from the seller to the buyer.
It is a document that gives a complete description of the trade transaction, i.e. invoice number, full listing of
the goods, quantities, shipping date, mode of transport, address of the shipper and buyer and the delivery
and payment terms. The buyer requires the invoice to certify ownership and to initiate payment. Some
governments use the commercial invoice to determine the true value of the goods when assessing customs
duties.

Bill of lading (B/L) - B/Ls are contracts between the owner of the goods(shipper/contractor) and the
transportation company. It is considered to be a receipt for the goods shipped (given to the seller by the
carrier), a contract for delivery (i.e. a contract to deliver the goods as freight to the consignee), and, most
importantly, a document of title to the goods. For a further description of B/Ls see box 15.

Certificate of origin - Some countries (particularly those subject to lower tariffs and free trade treaties) may
require, for entry purposes, a signed statement certifying the origin of the goods being traded. If the buyer
requires this document, he should so stipulate in his letter of credit.

Inspection certificate - To add security, some purchasers and countries may require a certificate of
inspection attesting to the specifications of the goods shipped, usually performed by a third party.

Packing list - A document that lists and itemizes the merchandise contained in each package (box, crate,
drum, carton, or container), and indicates the type, dimensions, and weight of the container. The packing
list is used by customs and transportation companies.

Dock receipt and warehouse receipt - A document issued by a carrier when the seller/exporter is not
responsible for moving the goods to their final destination, but only to a dock in the exporting country.
These documents/receipts are issued by the domestic carrier when the goods are moved to the port of
embarkation and kept with the international carrier for export. It evidences that goods have actually reached,
in good condition, the specific dock/terminal. The shipping obligations are then transferred from the
domestic to the international carrier once the goods reach the terminal.

Insurance certificate - A document certifying that goods are insured and stating the type and amount of
insurance coverage provided on the goods being shipped.

Shipper's export declaration - The Shipper’s Export Declaration is a form prepared by a shipper/exporter
indicating the value, weight, destination, and other information about an export shipment. It is basically
used to collect trade statistics and to control exports (reinforcing the export control laws for trading with
critical countries).

Phytosanitary (plant health) Inspection Certificate - A document certifying that goods have passed
inspection (i.e. free from pests and harmful plant diseases) and comply with the foreign quarantine import
regulation.

Export license - A document, issued by a government agency in the exporting country, giving authorization
to export certain commaodities to specified countries.

Import License - A document, issued by a government agency in the importing country, giving authorization
to import certain commodities.
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A. Commercial Invoice

The commercid invoice is one
of the most important documentsin the
letter of credit. It is the one and only
document that describes the entire
transaction from the beginning to the
end. The commercid invoice is
necessary for both the sdler and the
buyer. Withthecommercid invoice, the
sdler confirms that goods have been
delivered as contracted and therefore
hastheright to claim payment, provided
that dl information, payment terms, and
commodity descriptions correspond
exactly with the letter of credit
ingructions.  On the other hand, the
importer needs the commercid invoice
for customs clearance since it is often
used by customs authorities to assess
duties.

Many exporters, both new or
experienced, find it sometimes very
dfficut to prepare a commercia

| Box 13
The functions of the commercial invoice

1. The commercial invoice acts as a bill (accounting
document) provided from the seller to the buyer, giving a
complete description of the goods and its price, terms and
currency of the transaction, the name and addresses of
seller and buyer, the buyer’'s purchase order number or
reference number for the transaction, and the tariff
classification used by the buyer's country. Separate
pricing for shipping and insurance should be attached to
the base price when needed, as should the country of
origin of the goods.

2. The commercial invoice is the primary document
used worldwide for customs identification, classification,
duty/tax assessment, and final approval of entry of the
goods. Accurate descriptions are important to accomplish
customs clearance and assess customs duties, facilitate
customs procedures for commaodity control, valuation and
the clearance process.

3. The commercial invoice is the document that
confirms the value of goods for insurance purposes. The
commercial invoice value can never be stated as a lesser
value than the insured amount.

invoice. They have trouble in identifying
the necessary information and in knowing
whether agpeciad typeof invoicesuchasa

consular invoice is required. However,

there are some specific areas that should
be examined to ensurethat thetransaction

proceeds properly:

» The commercid invoice should be set up in avery complete and comprehensive manner. Al
information should be clearly defined. Specid attention should be given to theterms of sale, as
they define the responsibilities of the seller and buyer. Terms of sale should also clearly
indicate the point at which the risk of loss is transferred from the seller to the buyer.

» In preparing the commercia invoice, the sdler should be very conscientious, because any
mistake or lack of information can lead to unnecessary extracosts and delays (for instance, an
incomplete address may lead to delays in document ddivery, if the ddivery address is not
correctly stated, or not stated at al, ddivery is then consequently delayed. Moreover, if the
carier and date of shipment are not stated, difficulties and delays will occur to trace the

consgnmen).

The seller should also check with his buyer on whether particular
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requirements are needed for tax payment on importation (e.g. a tax reference) or other
information needs to be disclosed on the invoice.

» It is cucid tha the information contained in the commercid invoice coincide with the
indructionsin the letter of credit. Therefore, amodification of the normal descriptions of the
merchandise, to comply with those in the letter of credit, may be required.

» It is important that the description of the goods be clear and accurate. An accurate
description of the goods will help the buyer to check the invoice and price the goods for
sale, and allow the customs to clearly identify and classify the products for entry into their
country. In addition, in most cases, commercial invoices are translated by the customs
broker or freight forwarder for customs clearance purposes and an appropriate product
identification and description must be presented to have a proper translation.

> Inorder to avoid delays in payment, the customer’s order number should be notified on the
invoice. If no number is quoted, the name of the person placing the order and the date
when the order was issued should then be mentioned. This will allow the buyer to quickly
identify the specific transaction.

» If the currency used for the invoice is not stated, confusion will arise and will lead to
additional costs to the exporter.

» The FOB (free on board) value of the invoice should be separately mentioned in order to
allow for a proper calculation of import duties and taxes, avoiding misunderstandings and
extra import tax to the importer. It should be noted that different countries have different
rules in calculating import duties and taxes. Therefore, it is always useful to provide useful
and detailed information on the various costs in order for the customs authorities in the
importing countries to set an accurate value. It is extremely important that, based on the
terms of sale, al costsbe separated to show specific chargesfor suchitemsas: freight charges,
trangportation, insurance, packing etc. If, for ingtance, the terms of sale go beyond Ex Works
(EXW), the base price of the goods must be shown with the various additional costs
involved such as packing, insurance, transportation and related costs listed separately. This
clearly indicates what costs are being added to bring the final price of the merchandise upto
the indicated terms of sale.

» Itis usually recommended that an exporter provide a minimum of three signed and dated
copies of the commercial invoice; one for himself to process the shipment, one to the
buyer, and one to customs officials in the importing countries.”

181 article 37 of UCP 500 related to Commercia Invoi ces, it is stipulated that acommercial invoice does not
have to be signed but it must, on the face of it, appear to be issued by the beneficiary (unless it relates to a
transferable letter of credit).
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» In many cases countries may require specialized forms of invoices (known as consular
invoices) for imports into their country. A country might require a Consular Invoice to
control and identify goods. In most cases the consular invoice would be purchased from the
Consulate of the import country. Usually, the invoice must be prepared in the language of
that country. In many cases these invoices also have to be legalized and certified by the
Consulate and/or Chamber of Commerce of the country involved. Ifa Consular Invoice is
required, it is advisable for the exporter to utilize the services of a forwarder and/or a
consular service specializing in the preparation of these invoices.”

The future will bring many changes in the way international transactions are handled.

There will be greater use of EDI (electronic data interchange) for exchange of documents and
information. The EDI will be explained in chapter 4.

B. Certificateof Origin

Certain countries require a signed | Box 14
Satement to attest the origin of thegoodsbeing
exported. Such certificates are completed by
the exporter and can usualy be obtained [Many nations take into consideration the origin of
through a semi-officid organization such as a [9oods to take decisions on the following:
local chamber of commerce.'® The certificates . .

£ orici also beissued by an internationdl - whether the goods may be legally imported into
o orlgln.aan s - the country,
commodity organization. The certificate of |.  whether the goods are being imported from an
origin often has to be legalized (endorsed) by embargoed nation,
thelocal chamber of commerceor by thelocal |- Whether the goods fall under a quota system,

bassy - - whether the goods qualify for any preferential

err]ne -f(_)r ConS;Iate Of the CO;JntLy rqul fng treatment under a trade agreement,
the certi IF:ate orlgln. ) It there !S MO 1. and what specific rate of duty applies.
representative of the importing country in the
country of export, then it is necessary to send
the document for endorsement to the trade authorities in the importing country, which sometimes can
lead to additiond delays.

Certificates of origin

With the growth and development of the globa marketplace, many countries have established
trade rel ationshipswith specific termsand benefits. Therefore, cusoms officialsneed to know theorigin
of imported goods to accurately assess tariff rates and duties. Even though the commercid invoice
contains the information, the certificate may be required to provide further precison as to certain
requirements. It is therefore very important to have a complete and accurate certificate of origin that
complieswith the rules and laws of the importing country:

> The exporter should check with hisbuyer about the requirementsin regard to the certificate of
origin, i.e. if a gpecid form is needed, if endorsement is required, the tariff reference and

1 Export Observer Online, Commer cial/Consular invoices, by Robert Imbriani, UNZ& Co, New Jersey.

Bn many countries, chambers of commerce, astrade institutions, play amajor rolein trade facilitation by
helping companies exporting to international markets and making available the documentation required by the
importing country.
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requirements. While there is a generd certificate of origin format that is accepted by many
countries worldwide, some countries may require specific certificates of origin (e.g. Nigeria,
Mexico).

In some cases, internationd organizations for commodities (e.g. the internationd coffee
organization, |CO) issue a specific certificate of origin form for an internationa shipment. The
form includes details rdated to identity, Sze, origin, destination and time of shipment. These
certificates are used to control and regulate the movement of the commodities worldwide and
they are dso used to enforce quota limits that individua exporting countries may have agreed
on. Therefore, exporters should comply with al the regulations of these specific forms.

Thename of the consignee and the consignor, their addresses, shipping detailsand other generd
information should be identicd to the commercid invoiceor other documents(i.e. bill of lading
and packing list), otherwise the document will be rgjected by the customs authorities.

If the country of origin is Sated incorrectly heavy pendties may be incurred.

The quantity of goods being shipped should be clearly denoted in the units used in the tariff of
theimporting country, otherwisethere may be ddaysin cusoms clearance and extrachargesfor
import duty. On the other hand, it is very important for the description of the goods to be
congstent and relevant with that covered by the tariff reference and requirements (the need to
show the exact number of pieces/packages or the net and gross weight when making up the
consgnment).

Certain countries accord tax or duty exemptions on certain commoditiesfrom certain countries.

For example, the European Union alows shipments of coffee from ACP (African, Caribbean
and Pacific) countriesto enter duty free under the Lomé Convention and Finland exempts duty
on coffeeimportsfrom LDCs. However, authorization for exemption of duty or tax isobtained
through the submission of an officid duty-exemption certificate. When abuyer isin doubt about
whether such a certificate is required, he should ask hisloca chamber of commerce or other
trade authority. Buyers may refuse shipping documents that do not include the required
exemption certificate unlessabank guaranteeis presented for the amount of duty payableif no
exemption certificate is produced.™

19 Commodity Handbook: Coffee - an exporter’sguide, ITC, 1992, Geneva, p.169.
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C. I nspection Certificate

Most buyers (and countriesas
well) would require an ingpection
certificate attesting to the specifications
of goods shipped, usualy performed
by a third paty. Third party

inspections, if required, are conducted |

by specidigts. Inspection certificates
are often obtained from independent

ingpecting/testing organizations (such |-

as SGS, Bureau Veritas, or Lloyds
Regigtry). Depending upon theimport

government regulations and/or the |.

buyer requirements, inspection may

cover veification of qudity and |-

quantity, export market price, vauefor
customs pUrposes,
classification and import digibility. The
certificates delivered by ingpection
companies ae badcdly of two
different types:

Box 15

Inspection certificates can basically provide the following:

customs |,

Source: SGS.

Inspection certificates

Physical identification of the goods in the country of
supply/export to ensure that the goods are in
accordance with the description declared by the
exporter.

Verification of the contract price, ensuring that it is
reasonably in line with prevailing export prices from
this country of supply or, where applicable, with world
market prices.

Customs authorities with accurate data for the
assessment and collection of import taxes and levies.
Verification of the customs classification code(s)
applicable to each imported item so as to allow
customs to apply the correct tariff rates.

Checking of the inspected item against any list of
items subject to specific import regulations.

Clean Report of Findings (CRF). Thisis a document required by the importing (Sometimes,
exporting) country, as some developing countries have a large part or dl of ther imports
(exports) ingpected prior to shipment in the country of origin, asto quantity, quality and price
(Pre-Shipment Ingpection - PSl). These PS schemes, entrusted to internationd inspection
agencies, have been established by the authoritiesfor custom, fisca or foreign exchange control
purposes and are compulsory.

Commercid certificate of Ingpection, stating the quantity and quality ( any measurable qudity
parameter requested by the principals). These Certificates areissued by an ingpection agency
acting asaneutra third party assessing the actua condition of atraded cargo between asdller
andabuyer. A commercid certificate of ingpectionisnecessary to build up along-termrdation
between buyersand sdllers. Bad quality of goodstraded can lead to loss of market shareinthe

long run.

Inspections are important tools to reduce trade risks and avoid frauds and abuses of trade

incentives. However, theseinspections, if required, do have acost, and it istherefore very important to
have a proper ingpection with al the necessary and required information to avoid delays and extra

charges in concluding the trade transaction:

>

Pre-shipment ingpection isinitiated by the inspection company when the latter receives notice,
ether from theimporting country or the seller, that inspection isrequired. Suchingpectionsare
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rarely quditative but in fact are required in some countries. The physica inspectionisnormaly
undertaken in the customs territory of exportation of the goods or in the exporter’s premises
whenitispossble. Ingpection of bulk cargoesisusudly carried out at thetime of loading. In
some cases, it may be necessary for the ingpection company to carry out inspections during
production or certify tests a the manufacturer’ s premises.®

> The pre-shipment inspection will cover the verification of qudity, quantity, price comparison as
well ascustomsdlassfication and vaue. Sdlersneed to beaware of the quaity sandards of the
country to which they are exporting Snce most countries have their own quaity standards, most
specificdly inrdationto agricultura products. Itisawaysrecommended for the seller to know
in advance what are the import regulations of the country to which he is exporting. It is
advisablein some casesto contact the ingpection company before setting up acontract in order
to negotiate the choice of standards and type of specifications. If acountry hasvery rigid and
difficult sandards, theingpection company could inform theimporting country and recommend
reference to standards which would adapt more easly to the specific product. This case has
arisen with Algerian wheeat gandards which are difficult to adapt to the product specificity in
Argentina

> It should be noted that some associations and authorities require a drict qudity control for dl
shipments.  Unfortunately quaity standards in a number of countries have been going into
retrogresson and this has led many buyers to ingst on seeing samples of wha is actudly
exported before purchase. For thisreason, certain large ingpection companies have established
pre-shipment qudity control offices aoroad.

> Quadlity requirements and standards should be clearly defined in the letter of credit, dl
parameters must be properly mentioned. However, one should be ableto specify what isredly
needed, too little or too much detail can lead to problemsand delays. To avoid problemsitis
imperative to specify the standards of quality of which it is necessary to take account.

> The scope of services of the ingpection company should be clearly defined, one could get the
ass stance of theingpection company in determining these services. The scope of servicesvary
according to the goods being traded.

> Another important e ement to consider isthe factor of conversion. To obtain the specific weight
of amerchandise, one would need in some ingtances to convert from American to European
measures, and this could lead sometimes to misunderstanding or misinterpretation.

20, nspection companies do provide their clients with the necessary information on inspection procedures
and import requirements of different countries. For instance, SGS has two main publicationsrelated to that issue: a
general overview of SGS pre-shipment inspection procedures as well as a Data Sheet for exporterswhichgivesthe
specific import requirements for different countries. Further information can be obtained through the SGS Internet
Home-page, http://www.sgsgroup.com.

36



The most secure way to control the merchandiseis the door-to-door ingpection (ie. follow the
merchandise from the warehouse until isit loaded and again until it isunloaded). Thiscould be
very expensive but would provide the best guarantee. However, in general onewould rely only
on one ingpection which would be done either at theloading or unloading stage. Another type
of ingpection isthe qudity daim survey which is used by exporters and importersfor insurance
purposes.

Place of ingpection can be set either in the country of origin (at the time of loading) or in the
country of destination (at thetime of unloading or at the warehouses where the imported goods
arereceived). Perishable goods, for instance, are verified at arrival to make sure of the state of
qudity of the merchandise (e.g. fruits are verified at arriva). Theimport requirements on fruits
and vegetables are very drict. In some countries like Chili for instance, SGS works directly
with the packing house throughout the whole harvest period to check the quality of the product
during the packing process (i.e. theindex of maturity and qudity control are set during packing).

SGS is mandated directly by the exporter (packing house) to check the standards of its
products, since the exporter knows in advance the people he is sdling to, thus dlowing it to
know in advancethe specificity required. The qudity isdetermined during the packing process
and it is a preventive means for the buyer to receilve what he isredly expecting.

In the case of crude ail thereis less need to accompany a cargo with a certificate. Usudly a
report isissued to certify the status of the cargo. Measurements are done by weighting the ship
inthewater and following the officid standards (APY). Then areport determining thequantity is
issued. Quality control is nevertheless more important than quantity control snce most of the
disputesarisefrom thissector. Quality control isdonein aspecid laboratory, commonly before
loading. Sometimesit isdifficult to undertake such an ingpection dueto lack of alaboratory or
becausein theterms of sdesit is gpecified that the analysisiswitnessed by athird party. Inthat
case the ingpection company witnesses the andlysis and the report. Fraud in the oil trade is
infrequent because the chain of trade doesnot dlow for it asisthe casein agricultura products.
The way oil cargoes are traded is very transparent and problems may arissmorein reference
to the terms of the sdles contract rather than in relation to fraud cases or false certificates. If
there is any inconstancy in the terms of asdes contract, it isthen preferable to check with the
other contracting parties for further examinations.

Generdly, ingpections are carried out a the request of the buyer as (in most commercia
transactions, quaity and quantity aredetermined "find a loading"), heisthe"absent party”. The
nomination of theinspection company may be made by ether party in agreement with the other.
The degree of ingpection is mainly a commercid decison thet is influenced by the buyer's
evauation of the dler. It isrdevant for a buyer to name an ingpection company but, in any
case, the exporter shal not agreeto an ingpection by the buyer upon receipt of the product asa
condition of payment. Nevertheless, it isfrequent for abuyer to ask for an ingpection of the
goods at the time of unloading.

Inthefruit and vegetablestrade, asthe condition of the goods (quality & quantity) isdetermined
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document to the commercid invoice It

a ariva and thus the exporter isthe "absent party”, the ingpection certificate is, in most of the
cases, issued at the request of the exporter, who wants his interests to be protected at
dedtination.

Governmentsmay require acertificate of conformity of the merchandise being imported to make
sure that the merchandise redly exists and isin conformity with the sales contract and with the
price gipulated in the contract. This method is usudly used by governments for foreign
exchange controls, taxes and import duties (including under or over invoicing to escape capital
controls).

It is important to verify the authenticity of the ingpection certificate by cdling the ingpection
company, in particular when one has any doubts about a particular eement in the document. It
isdwaysadvisabletorecavetheorigind copy of theingpection document. However, snceonly
oneorigina copy isavailable, one should dways verify the authenticity of the copy received and
should require acertification on the copy. Theorigind isdifficult toforge. Itisusudly thecopy
of the certificatewhichisforged, i.e. changesin the certificate number, adjustment of figuresand
payment on the fax copy received.

Another risk of fraud isthat the cargo is changed after ingpection: the cargo ingpected did not go
into the ship.

The cogt of the pre-shipment ingpection is usudly borne by the Government of the importing
country, but it can aso be covered by the buyer Snce some countriesrequirein their lawsthat
the buyer must cover the cost of ingpection. Other countries do not require an inspection
certificate for certain commodities, eg., minerds. Asto the cost of the commercid ingpection
certificate, it can be covered by the buyer and/or the sdller (the cost of ingpection can be
incorporated in the letter of credit).

Packing list

Box 16
The packing list

The packing lig is a complementary |

provides relevant informetion to the buyer,
shipping line, banks and foreign customs
authorities. In most cases, a packing lig is

specified in a letter of credit as a required |’

document to be submitted.

A packing lig notes the sze, type,
number of packages, and content of the shipping

container and, especidly, net and grossweightin |

pounds and kilograms, dl these are essentid
information hence, providing it can be
indispensableto the successful completion of the

The packing list is useful:

to the carrier/shipper when deciding how to
load the consignment (safety precautions).
to the Customs authorities in carrying out their
inspection. It would provide an accurate
summary of each container, thus saving time
in the clearance process.

to the buyer in identifying the content, volume
and weight of what has been shipped with
reference to the original order, thus allowing
to note any shortages or discrepancies.
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exporting process.

Even though a Packing Lig is not required by the cusoms law of every country, it is
neverthdess used by some customs to check againg the bill of lading or commercid invoice for
incong stencies and contradictory information. Packing lists come in various formats, dl with the same
basic functions: to confirm the contents of a shipment asit |eft the exporter’ s premises, and to indicate
the weights, measures, number packages in that shipment and how it iscarried i.e., box, cartons, etc.

When aconggnment consstsonly of onesmple product inastandard pack, it may be possible
to include the packing information on the commercid invoice. However, it is aways recommended to
provide a separate packing list in order to have the packing information separated from financid
information on the invoice.

A good packing list is ot easy to prepare. Onemust successively number each carton, list its
contents and givesits net and grossweight (and for some countries, legd weights, i.e. the weight of the
goods and their immediate packing). Packing information (i.e. cubic dimengons and shipping marks)
and relevant data must also be properly provided:

> Before setting up the packing ligt, it isimportant for the buyer and sdller to clearly understand
the physica properties of the commodity being shipped, its vaue, and the voyage it must
undergo. In packing the commoditiesfor export, the shipper should be aware of the exigencies
that exporting puts on a package and must comply with statutory requirementsto ensure proper
reception of dl themerchandise. Four problemsmust be kept in mind when anexport shipping
pack is being designed: breskage, weight, moisture, and pilferage. Since proper packing is
essentid in exporting, often the buyer specifies packing requirements. For both ocean and air
shipments, freight forwarders and carriers canadvise on the best packaging. Marineinsurance
companies are dso avallable for consultation. Findly, because transportation costs are
determined by volume and weight, specid reinforced and lightweight packing materids have
been devised for exporting. Carein packing goodsto minimize volume and weght whilegiving
strength may well save money while ensuring that goods are properly packed.

> The packing list should state the invoice reference and the date of the invoice otherwise it may
be difficult to match the documentsiif they are separated.

> Additiond charges may occur if the totd gross weight of the conggnment is not clearly
separated from the net weight of the consignment.

> It is essentid, as wdl, to specificaly define the content, gross weight, Size and outsde
measurement of each container (either in cubic feet or metres). It should be stated how goods
are packed and whether special handling isrequired. When doing so, itisaso requiredto give
each container a specific and corresponding number. Thistask needs to be coordinated with
thosewho will be physically packing the goodsin order to insure an accurate summary of each
container, its corresponding number and, of course, specific contents.
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Box 17
Physical shipment of merchandise

The physical condition (i.e. whether liquids, gases, or solid form), quality and quantity of a
product to be shipped is one the main components determining the choice of transportation. For
instance, liquids and gases cannot be transported unless they are carried in appropriate vessels.
Therefore such cargo has to be either contained in drums, flasks, tanks, etc. or be shipped in
special vessels with specific structure and requirements to match the requirements of the
merchandise to be shipped (e.g. perishable goods require refrigerated holds and specific liquids
may require tanks with heating coils). On the other hand, the size of shipment and quality will
determine whether it is more appropriate and less costly to transport the shipment as bulk cargo,
break-bulk cargo, or general cargo;

If the product is homogeneous in terms of quality, grade and other technical specifications
then it can be carried inbulk cargo (i.e. loose form), without any packing (and transported
as full or part shiploads). Large quantities of products with homogeneous characteristics
constitute full cargo. Such products include crude oil, most solid minerals (coal, iron ore,
manganese, bauxite, etc.), food products (rice, wheat, maize, tapioca, vegetable seeds/oils,
salt, etc.) and some chemicals in solid liquid form. It should be noted that different types of
cargo can be carried by the same ship where each cargo can be stocked in a different
zone on the ship.

If the merchandise to be shipped in bulk cargo is too little in relation to the space available
in the bulk cargo vessel, then it is more economical to have the merchandise shipped in
break bulk packed in drums, boxes, cases, casks, crates, etc. Break bulk refers to the
process of unitizing bulk cargo to make it suitable for shipment as general cargo.

If a variety of products with different characteristics and features is to be shipped on the
same vessel then it can be carried ingeneral cargo, with packing requirements. This type
of shipment is generally used for most manufactured goods.

Source: Maritime Transportation Guidelines for Importers - Guide No.4, ITC (International Trade
Centre, WTO/UNCTAD), Geneva, 1994, p. 9-10.

> Animportant element of the packing list that is often overlooked isthe"marksand numbers'. It
isashipping term that refersto the way in which the consignment is addressed and numbered.
The exporter should not omit to pecify the address exactly asit will gppear on each shipping
unit. The term “fully addressed” is used when each package is |abdled with the full name and
address of the consignee. Asto the numbers specified in this section, they should correspond to
those listed againgt individud items.

> The packing list should be duplicated in the language of the foreign destination.

> Inaddition to informetion, a properly prepared envelopeis aso adeterminant in facilitating the
shipment sinceit protectsthe packing list document whilethe cargoisin trangt. Asan essentia
element of the shipment, the envelope must be securdly attached to the cargo itself. Asthe
shipment will pass through many hands on its journey, the envelope must be such that it will
remain atached and can be resealed despite handling, weather and a variety of adverse
conditions.
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> An accurate packing list can identify what has been damaged or is missing from ashipment and,
therefore, can facilitate the insurance claims procedure. It aso facilitates cargo ingpection.

E. Insurance Certificate or Policy

Thereare generaly two types of lossin asaes contract: thelossthat can result from damageto
goodsin trangt, and the loss generated by non-performance of the contract.

Theinsurance certificate (referred to as marine cargo insurance) isadocument certifying that the
goods are insured for shipment and therefore covered for losses and damages during shipment. Itis
prepared before the shipment of the goods, and provides confirmation as to the type and amount of
insurance coverage on the cargo. It is a requisite for any internationd trade transaction to have
insurance coverage since internationa shipments represent a  high degree of risk. Bad wegather
conditions, rough handling, and other common perilsto shipment make marine insurance an important
protection for exportersand importers. Thelong distance shipment, the prolonged trangt time, and the
trangportation by more than one carrier which in turn means many loadings and unloadings, lead to
extensve posshilitiesfor goodsto be easly damaged or lost. Marineinsuranceistherefore needed by
importers, exporters and freight forwarders, to transfer risk of lossand gain protection againgt physica
loss, damage or spoilage and delays in trangt (Article 34-36 of UCP 500 relates to insurance
coverage):

> Arrangementsfor marine insurance may bemade by either the buyer or the seller, depending on
thetermsof sdle. Further information on how to make such an arrangement can be provided by
internationa insurance companies, freight forwardersor carriers. The undertaking of amarine
cargo insurance policy or certificate, in addition to the security provided under a carrier's
contract of carriage, enables a party to claim directly to the insurance company rather than to
thecarrier for any damagesor losses. Astothecarrier'sligbility in marine insurance, itisusudly
determined by internationa agreement. If by contract the carrier isdetermined to beligble, the
indemnity payable by the carrier is then limited to hislegd maximum liability amount. In some
cases, the carrier may not even beliablea al because of the protection he can get fromhislegd
exoneration or exceptions.

> If the terms of sale make the exporter responsiblefor insurance, he may ether provide hisown
marine cargo policy or he can purchase it through his freight forwarder for afee. Thisservice
would be useful for the occasional exporter. But, generdly spesking, large exporters and
importers do have their own marine cargo policies from insurance companies and it is dso
recommended for smal exporters to have their own insurance. If the terms of sale make the
foreign buyer responsible, he should provide his own policy from an insurance company or he
can get it through customs brokers. In any case, the exporter should make sure that adequate
insurance has been obtained. The exporter should be able to supply the necessary shipment
information on time so that his buyer can take out insurance before the shipment voyage starts.
If the buyer omits to obtain coverage or obtains too little, damage to the cargo would lead to
ggnificant financid loss to the exporter.
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BOX 18
Institute Cargo Clauses “A”, “B”, and “C” , what they cover

Most marine cargo policies use the clauses of the Institute Cargo Clauses “A” “B” and “C”, which have become almost the
standardised terms and conditions of insurance. Following is a summary of the risks covered under the three main types of clauses.
Each is subject to listed exclusions.

Institute Cargo Clauses "C"

Cover loss of or damage to the subject matter insured, "reasonably attributable to":

Fire or explosion.

Vess of craft being stranded, grounded, sunk or capsized. Overturning or deraillment of land conveyance.
Collision or contact of vessdl, craft or conveyance with any externa object other than water.

Discharge of cargo at a port of distress.

PwbdPE

The insurance o covers 10ss of or damage to the subject matter insured caused by:
1 Generd average sacrifice.
2. Jettison.

To sum up, the"C" clauses provide mgor casudty coverage during the land, air or seatransit.

Institute Cargo Clauses "B"

Provide all the cover that is available under the "C" clauses, but in addition cover is given for loss of or damage to the subject matter
insured "reasonably attributable to":
I Earthquake, volcanic eruption or lightning.

The insurance also covers loss of or damage to the subject matter caused by:

1 Washing overboard.

2. Entry of seg, lake or river water into the vessdl, craft, hold, conveyance, container, liftvan or place of storage.
3. Tota loss of any package lost overboard or dropped while loading on to or unloading from vessd or creft.

The"B" clauses provide sgnificant additiona coverage; wet damage from seg, lake or river water and accidentsinloading
and discharging. However, there is no coverage for theft, shortage and non-ddivery.

Institute Cargo Clauses "A"

Provide coverage for all risks of loss or damage to cargo, except those excluded by the standard exclusions described below. The
words "all risks" should be understood in the context of the "A" clause to cover "fortuitous loss", but not "loss that occurs inevitably."

General exclusions:

Willful misconduct of the assured.

Ordinary leakage, ordinary losses in weight or volume or ordinary wear and tear.
Insufficiency or unsuitability of packing or preparation of the subject matter insured.
Inherent vice or nature of the subject matter insured.

Delay.

Insolvency or financid default of carrier.

Deliberate damage to or ddiberate destruction of the subject matter insured.

Loss arigng from nuclear wegpons.

N AWDNE

The generd exclusonsare supplemented by the'Unseaworthinessand unfitness Excluson Clause' (which excludescertain
vessals from insurance coverage) and the "War & Strikes Exclusion Clause.”

Ingtitute Cargo Clauses (B) and (C) provide less compg@ensi ve coverage than Clause (A).

Source: An International Summary provided by D.T. Grudle Company. htto:/AMwww.dtorud le.comvarticles'nuinsabe.htm.




> Asto the cover range, one should take into account the type of cargo and the shipping route
used. There are normaly two primary ways to obtain cargo insurance; one is a separate
insurance policy for each shipment (one time policy), the other is continuous coverage of dl
shipments (open insurance policy). Inthelatter case, the exporter does not haveto prepare a
separate policy: an insurance certificate or declaration is supplied to him by theinsurer. Atthe
end of each pre-determined period (usudly amonth), the exporter will supply theinsurer withal
the shipments made during that period. Among the dements that will influence the insurance
coverage arethe value and standard of the cargo, the packing and handling, the standards of its
preparation aswell asthe reputation of the agent involved initsdispatch, carriage, and receipt.
As to the type of insurance, dthough marine cargo insurance can be custom made, risk
coverage can be dlassfied in three basic risk levels with different uses of coverage leve:#

All Risk - the broadest and most common coverage which usudly excludes: delays,
deterioration, loss of use and/or market (seasonad merchandise such as Christmas
trees), inherent vice, strikes, riots, and civil commotion, capture, seizure and war.

War Risk - covered under aseparate policy or by endorsement. Includes perilsof war,
but generdly excludes delay, loss of market, and deterioration. An exception can be
made in the case of ar freight shipments, mail and parcel post. Coverageisin effect
only while goods are Airborne or Waterborne. If the country to which goods are
expedited congtitutes awar risk, which is excluded from the standard coverage, then
additiona premiums may be required to cover politica risks (delays or saizure).

Warehouse to Warehouse - coverage begins upon movement of goods from the
shipper’s warehouse and continues through the course of trangt to the condgnee's
warehouse.

> In order to avoid delays and problems/losses in the event of a claim, the insurance certificate
has to be presented in the form stipulated in the letter of credit and must contain:

the actuad amount of insurance (the vaue covered should be properly caculated to
make sure it covers al costs assumed by the insuring party - such as freight,
inspections, and certificate of origin costs);

the date of issue (the date of issue must be the same as or earlier than the date of the
trangport document - i.e. the date of |oading on board or dispatch or taking in charge of
the goods, alater date of issueisacceptable only if it isexpresdy stated in the letter of
credit - UCP, Article 34e);

the currency used (unless otherwise stipulated in the letter of credit itself, insurance

2! Marine Air Land International Servi ces, http://www.marineairland.com.
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coverage must be in the same currency asthe letter of credit - UCP, Article 34f);

proper description and commercia vaue of insured goods (the goods description must
be congstent with what is sipulated in the credit and on the invoice);

correct marksand numbers (i.e. as described in the documents- packing list -rdatedto
the shipment);

name of vesd or flight detalls

full description of the voyage covered by theinsurance (i.e. the placewhereinsuranceis
to start - the sdller’s warehouse or port/airport of loading - and the place where
insurance ceases - port/airport of discharge or buyer’s warehouse),

name and address of the beneficiary;

name of the agent who would be authorized to settle the clams and whose name is
supplied by the insurance company and place where claims are payable.

> The insurance policy should cover transhipment in case transhipment is part of the trade
transaction.

> I nsurance documents must bein theform stipul ated in the credit and beissued and sgned by an
insurance company, an underwriter, or its agent. Unless otherwise stipulated in the credit, the
insurance cover must be expressed in the same currency asthe credit and must cover a least
the CIF or CIP vaue of the goods plus 10%. If, on the basis of the documents, this minimum
va ue cannot be determined, the basisfor the amount will bethe grossamount of the commercia
invoice or the amount to be paid under the letter of credit, whichever isgreater (UCP, Article
34).% For example, when bankers cannot determine the CIP or CIF values from the
documents presented againg aletter of credit, they will accept insurance a 110% of the amount
to be paid under the letter of credit, or 110% of the gross amount of the commercid invoice,
whichever is gregter.

> Similar to the bill of lading, the insurance document is normally issued in a“negotiable form”
which meansthat the party in whosefavour the document has beenissued (usudly the sdller but
it may bethe sdller’ sagent) must endorseit “in blank”. Some documentary credits require the
endorsement to be madeto the order of anamed party (typicaly the buyer or theissuing bank).
Claims under the policy can only be submitted by a party in whose favour the document has

22 Guideto documentary transactionsin foreign trade, Documentary credits, Documentary collections,
Bank guarantees, UBS, 2nd edition, 1995, p. 34.



been issued or endorsed.”

23 Documentary credits, HSBC trade Services, issued by Midland bank plc., 1996, p. 42.
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NOTES: While damage or loss may be fully or partly covered by the insurance coverage,
the contractual obligations of the seller to deliver the right merchandise on time at the right
place, and he obligation of the buyer to accept the delivered goods, remain vital and
enforceable.

The seller should not rely on the shipment insurance to get coverage for work not
properly done (poor packing for example can lead to spoilage of goods). Atthe buyer's end, the
buyer may be reimbursed under shipment insurance but he will end up with a product of poor
quality which may be very difficult to re-sell (if the buyer is buying under an FOB or FCA, he is
obliged to pay upon proper presentation of the required documents, and then can turn to the
insurance company to claim reimbursement). On the other hand, the buyer may refuse to
accept the damaged (or late) shipment and refuse to pay the agreed price. This would be a
reason for the buyer to sue the seller and claim indemnities for an amount beyond the value of
any damaged or lost goods.

There is often no point in replacing a lost or damaged shipment by a new one if the
buyer is no longer interested. A classic example of this is lost or damaged shipments of
Christmas trees or Christmas turkeys, which can be replaced only if a second shipment is
guaranteed to arrive well before Christmas day. There are many other similar cases where
either the seller no longer has an interest in replacing a lost shipment of the same quantity,
quality and price, or the buyer no longer has an interest in receiving it. And even if the buyer
still wants to replace a shipment, the seller may suffer a loss because, in turn, he may not be
able to meet his contractual obligations, or the buyer may have to suffer a loss or additional
production costs if the lost or delayed shipment he was expecting is of raw materials for
production.

F. Bill of Lading

The bill of lading is one of the most important documents in internationd trade in rdation to
shipment. It isadocument that conveystitle to goods, and provesthat goods are loaded on board the
vesse, complying with dl conditions and packing for shipment.

The Bill of Lading has three basc functions. an evidence of the contract of carriage (i.e.
contract between the carrier and the shipper for the transportation of the goods), a receipt issued by the
carrier to ashipper for goodsreceived for trangportation, (i.e. aproof of ddlivery of the goodson board
the vessel) and most importantly, evidence of title to the goods (the hill of lading, representing the
physica cargo, proves ownership of the goods in case of dispute and when transferring rights to the
goods in trangt by the transfer of the paper document to another party).

Thebill of lading hasto be prepared exactly in accordance to what hasbeen said in theletter of
credit. Once thisisachieved and shipment is made, the sdller can turn to the negotiating bank with the
bill of lading and dl the necessary documents for payment. If everything is correct payment can be
made. The bill of lading is then endorsed, conveying title of goods, and forwarded to the consignee,
who can take ddlivery of the shipment.
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BOX 19
Major types of bills of lading

> A bill of lading is a receipt for the goods. The major types are:

& Straight (non-negotiable) Bill of Lading: Provides for delivery of goods to the person
named in the bill of lading which is usually the consignee (buyer/importer) who needs only to identify himself to
claim the goods (the shipper will deliver the goods to the consignee). The document itself does not give title to the
goods. ltis often used when the goods have been paid for in advance (open accounts). A straight bill of lading
has to be marked “non-negotiable”.

¢ Order (negotiable or "shippers order") Bill of Lading: This document gives title to goods.
A shipper’s order bill of lading can be bought, sold, or traded while goods are in transit and is used for many types
of financing transactions. It provides delivery of goods to the person named in the bill of lading. It must therefore
be in the hands of the consignee in order for him to take possession of the goods being shipped. Because this
bill of lading is negotiable, it is usually made out "to the order of". A shipper’s order bill of lading usually applies for
shipment against a letter of credit to ensure proper payment on collection documents. It enables the bank involved
in the export transaction to obtain title to the goods if the buyer defaults. The bank does not transfer title to the
goods to the buyer until payment is received. The bank does not transfer payment to the exporter until the
conditions of the L/C have been complied with.

€ Air Wayhbill: A bill of lading issued for air shipment of goods, which is always made out in
straight non-negotiable form. It serves as a receipt for the shipper and needs to be made out to someone who can
take possession of the goods upon arrival - without waiting for other documents to arrive. Once the shipment
commences, the exporter/shipper and the bank lose title to the goods.

4 Overland/Inland Bill of Lading: Similar to an Air Waybill, except that it is used in ground or
water transport.

€ Sea Waybill: A non-negotiable document that allows the consignee to claim the goods directly
from terminal, overcoming the delays of waiting for the bill of lading to get signed.

¢ Through Bill of Lading: This document is basically used for multimodal transportation (i.e. a
single bill of lading used for two or more modes of transportation) , where the multimodal carrier assumes the
responsibility for the entire shipping movement of the cargo, i.e. from factory to final destination.

»  Bills of lading do not necessarily signify that goods are actually loaded on a ship (or plane, or train); in effect,
most of the above bills of lading come in different forms:*

Shipped on board
A “shipped on board” bill of lading is a receipt that is signed and dated by the master or carrier evidencing that the
goods are loaded on board or shipped on a named vessel.

Received for shipment

A “received for shipment” bill of lading is simply a receipt for the goods to the shipping company. To be acceptable
under a documentary credit, this type of bill of lading must bear a separate notation indicating the date that the
goods were actually shipped on board the carrying vessel. If the goods were received at a different place to that
required by the credit, the “on board” notation must also name the actual port of loading and the carrying vessel.
The date when the goods were actually shipped on board of the carrying vessel has to be stipulated.

Charter party

Charter party bills of lading do not contain full conditions of carriage; these are detailed in a separate charter
agreement. Bills of lading of this type are not acceptable unless specifically allowed in the credit (Article 25 of
UCP500).

* Source: Documentary Credits, issued by Midland Bank plc, HSBC Trade services, 1996.
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Thebill of lading has been adapted to serve different modes of trangportation. Itslatest isto be

used for intermoda/multimoda transportation. However, the success of achieving a proper trade
transaction can befacilitated and accel erated with a precise completion of the bill of lading, whether for
ocean, air or land:**

>

Billsof lading are usudly required to be presented dong with other documentswhen aletter of
credit is negotiated. They must be prepared exactly in accordance with the credit or a
discrepancy will occur and delay payment.

It isimportant to remember that the bill of lading represents the actua goods, therefore, great
care must be taken when issuing a bill of lading: they have to be issued in conformity with the
Mate sreceipts, i.e. showing the actual condition of the cargo (number of pieces and/or weight
must be correctly indicated, and any damage to the cargo must be shown on the bill of lading).

Thebill of lading may aso containthetermsof carriage (i.e. the carrier’ sconditions of carriage),
if no charter party agreement hasbeen signed.® If acharter party has been negotiated then the
charter party would govern the terms of carriage. This is because the charter party would
represent the actual contract between the shipowner and the shipper. (Box no. 22 provides
further details on Charter Party Agreements). Thereisaconvention that governsbillsof lading
which isthe Hague rules (or the new Hamburg rules). These rules gpply only to bills of lading
but need to be referred to in the charter party in order to cover the bill of lading.

Normdly each shipping company providesits own blank bill of lading forms, which haveto be
filled in ether by the shipper himself or by theforwarding agent. Billsof lading areissued in sets
of two to four identical originas and when completed serve as the right document of title to the
goods. However, only one holder will be given the goods at destination, depending on how the
billsaremadeout. The number of origindsin the set must appear on each document. Although
only oneorigind isneeded to obtain delivery of thegoods, it isrecommended to havethefull st
of originas in order to have complete control over the goods. The bill of lading conveys
ownership right to the goods, and, by consgnment of the merchandise, the bill of lading can be
made negotiable. This dlows the holder of the bill to hold hisrights on the merchandise or to
transfer thetitle or ownership of the shipment to another party. Thisispossible only with ocean
andinland bills of lading, air waybills cannot be negatiable and, therefore, do not servethesame

2 This section is based on“ Bills of | adi ng: the Document that controls the shipment”, UNZ & Co, Export

observer online, http:/www.unzexport.com/observer/past/billalg.html; and Chartering and Shipping terms, Bes 11th
edition, Barker & Howard Ltd, London, England.

%5 A *charter party’ bill of lading hasto be expressly specified in theletter of credit (UCP, Art 23 avi), since

the contract which it evidences does not constitute a contract of carriage for particular goods but a contract for the
charter of freight space (Source: Documentary credits - a guide to safer international trading, Credit Suisse).
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purpose (with an ocean bill of lading, it should be consgned to the order of the shipper and
blank endorsed).

If the bill isagtraight bill of lading, i.e. made out to anamed consignee, then only the
conggnee can take ddivery of the shipment. A trandfer of ownership can be made
through a declaration of assgnment.

If they are made out to order, then the party to whom they are endorsed with the
words*“ddliveredto...” or “tothe order of..” hastheright to take delivery. Thistype of
bill can betransferred by the consignee by smpleendorsement. Thus, itisimportant to
repeet that a bill of lading has to be endorsed prior to surrender if it is payable “to the
order of...”, in order to obtain merchandise.

> It is very important to clearly state the destination of the merchandise (whether it is a port of
discharge, airport destination, or addressfor inland movements). What iswritten on the bill of
lading will lead to the discharge destination of the goods. The accuracy of what iswritten on
this document is very important snce a mistake here would be very costly, becauseacargois
very difficult and practically impossible to move onceit has been discharged in aparticular area.
It becomes even more difficult when a cargo is stowed with other cargoesin acontainer for a
given dedtination. The discharge degtination should be checked very carefully, and any
inconsstency must be checked prior to preparation of the document .

> The method of trangportation is usudly specified by the type of bill of lading thet isused for the
transaction. When an intermoda gpplication is used, al the combinations and types of bill of
lading that are covering the transaction (whether in land, ocean or air) should be mentioned on
the forms used for export documentation.

> In order to determine the tariff and the total cost of the movement of the goods, it is very
important to have a clear and accurate description of the freight (exact weight and proper
measures). Any particular information which will enable the carrier to apply atariff hasto be
mentioned.

NOTES: In recent years, bills of lading have been frequently replaced by non-negotiable
documents such as “sea wayhbills”, “liner waybills”, “freight receipts”, etc. These documents are
similar to the in land (Inland bill of lading) and air transport (Air wayhbill) bills of lading which have
been used for many years. These non-negotiable documents are simpler to use and provide
considerable ease in documentary practices. They fulfil the same functions as a bill of lading
except for title to goods. If the buyer wishes to sell the goods in transit he needs to have a bill of
lading. However, when the contracting parties know that the buyer does not want to sell his
goods in transit, they may agree that the seller use a non-negotiable document which would
facilitate the delivery procedure of the goods. When using a non-negotiable document the
carrier does not need to surrender the original before delivering the cargo to a consignee; the
carrier only needs to properly identify this party.

49



Box 20
What happens if the ship arrives before the documents?

There are basically three possibilities:

1. Wait for Bill of lading to arrive = The ship Master will not release the cargo without the
bill of lading. This is an expensive solution.

2. Deliver the goods to areliable warehouse < The ship Master will release the cargoto a
reliable warehouse (usually in the port) until the bill of lading arrives. However this solution
depends on the country’s regulations because in some countries one has to provide a financial
guarantee (a deposit) in order to be able to have the goods delivered to a warehouse. This is a
less expensive solution compared to the first one but the consignee still has to pay for storage and
all other charges. The consignee would not get the cargo until he pays all charges.

3. Deliver the goods against a letter of indemnity < The letter of indemnity is used to
replace a bill of lading’s delivery function. The letter of indemnity can be used as a means to
collect the cargo from the shipowner at the port of discharge without presentation of the bill of
lading. The LOI's price statement covers not only the price of the goods but also the costs and
consequences to compensate for carrying out a possibly illegal act (in order to be safe, the LOI
coverage can sometimes be double the value of the cargo or be even illimited). Banks will
generally issue these LOI but require a guarantee against the issuance of such a document; thus,
they can cost money and tie up a trader’s credit line for a long time.

Note: Although letters of indemnity (LOI) play an major role in facilitating international trade
transactions they nevertheless encounter several problems and can be a door for fraud. The ICC
IMB presented a proposal to help resolve some of the main problems associated with letters of
indemnity = The ICC IMB proposes to act as a repository for original bills of lading, where the ICC
IMB role will be that of agent for holder of the bill of lading (for further detail of the proposal check
Annex 2).

> Itisaso important to mention in the description of the goodsif any specia requirements, exi<,
particularly in connection with hazardous goods. Specia stowage (coal, frozen, fragile, etc.),
specid handling, or any other requirements shoud dso bementioned in the bill of lading in order
to facilitate proper sowage and off loading. Packages, if any, should be numbered to assst the
carier in identifying al the merchandise. Similar to the packing list, the number of packages
should be mentioned to indicate to the carrier how much merchandiseis being transported and
how to handleit. Thehill of lading should asoindicateif thefreight isto be prepaid or collected
upon ariva of the goods at destination.

> To sum up, the bill of lading must meet dl the requirements of the letter of credit, otherwise
discrepancies will occur and payment will be ddayed. The document issued on behdf of the
carrier should clearly state the kind and quantity of goods being shipped, the name of the
shipper, the consignee, the party to be notified, the ports of loading and destination, and the
name of the carrying vessd (if the place of receipt and place of ddivery isdifferent from port of
loading or unloading, then it should be mentioned). The description of the goods, including
weights or measures, number of bags aswdl as shipping marks and container numbers, must
conform with those specified on the other documents. The document should a so state whether
freight has been paid or is payable at destination. 1t must be dated before the latest date for

50



shipment that isspecified intheletter of credit. It must specify the number of origindsof thethe
bill which have beenissued. Findly, thebill of lading should havethe actud name of the carrier
and be 9gned by either the carrier or a named agent Sgning on his behdf.

The bill of lading should be issued by the carrier with a “Clean”indication on the hill, which
means that the goods were received by the carrier in "apparent good order and condition,”

without damages or other irregularities. A “Foul” Bill of Lading indicatesthat the goods were
damaged when received.
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BOX 21
What is the role of a Freight Forwarder?

Shipping goods overseas involves a number of different parties as well as specific requirements for documentation, packing,
labelling and insurance. Because of the many considerations involved, many traders rely on freight forwarders for
coordinating the shipments and meeting these various requirements.

Because the goods are being shipped to overseas customers, the exporter must be sure to follow all shipping requirements,
and ensure that the goods are
packed correctly to ensure that they arrive in good condition;
labelled correctly to ensure that the goods are handled properly and arrive on time and at the right place;
documented correctly to meet both import and export government requirements; and
insured against damage, loss, and pilferage and, in some cases, delay.

The international freight forwarder acts as an agent for the exporter in transferring cargo to the overseas destination. These
forwarding agents are familiar with the national government export regulations, import/export rules and regulations of foreign
countries, methods of shipping and the documents connected with foreign trade. They can guide the exporter through all of
the trade transaction by providing all the necessary information and paperwork related to shipping and by selecting the most
appropriate shipping mode and the most economical route. The cost for their services is a legitimate export cost that should
be covered by the price charged to the buyer.

> Before the order is ready for shipping, a freight forwarder can assist an exporter by advising him of the freight costs,
port charges, consular fees, cost of special documentation, and insurance costs as well as their handling fees, all of
which help in preparing price quotations. Freight forwarders may also recommend and handle the type of export
packing for best protecting the merchandise in transit; they can arrange to have consolidated container shipments.
The freight forwarder’s main function is to advise the shipper /exporter of the date and port of shipping, to book the
required freight space with the loading broker, and to prepare the bill of lading on behalf of the shipper. They may also
generate the bill of lading and any special documents required in a letter of credit (marine insurance, consular
invoice, clearance, etc.)

> When the order is ready for shipping, the forwarding agent will make sure that the goods are alongside the ship or
delivered to the carrier on time for loading and that the correct custom entries are made and all claims are paid. In
addition, they can assist in choosing the appropriate vessel for shipping the goods. The freight forwarder would also
review the letter of credit, commercial invoices, packing list, and other related documents to make sure that everything
is in order. Once the bill of lading is completed the forwarding agent will give the full set to the loading broker for his
endorsement. If freight is to be paid prior to shipment, then payment will be made at this stage. After shipment, the
forwarding agent delivers all documents directly to the customer or to the paying bank.

> Once the cargo arrives at the port of export, the freight forwarder may also undertake the necessary arrangements with

customs brokers to ensure that the goods comply with customs export documentation regulations and can help in
arranging for inland transportation.
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BOX 22
Delivery terms under a Charter-Party Agreement

Commodity trade is usually conducted through a Charter Party Agreement: in case of any default in the
transport the parties will refer to the Charter-party.

& What is a charter-party agreement?

A charter-party is a written agreement (or lease contract) between the shipowner and a person (charterer)
to hire an airplane, vessel, or other means of conveyance to transport goods to one or more designated locations.
The charter-party sets forth the exact conditions and requirements agreed upon by both sides.

There are two types of charter-parties: by demise and not by demise. In the first case, the shipowner
places the ship at the disposal of the charterer for the period of the charter and for an agreed rate. The agreement
provides for an outright leasing of the vessel to the charterer, who then is responsible for his own loading and
delivery. In the other case, the not by demise charter, the shipowner agrees with the charterer to transport the
charterer’s goods by his master and the crew. Among other specifications, the contract usually stipulates the exact
obligations of the shipowner (loading the goods, carrying the goods to a certain destination), freight rate, etc.

Charter-Parties not by demise fall into main categories: time charterers and voyage charters.
1. Time charter: An arrangement by which the shipowner agrees with the charterer to make

available his vessel and to render services by his master and crew to carry goods on behalf of the time charterer
for a stated period, e.g. 6 months a year.

2. Voyage charter: An arrangement by which the shipowner puts a vessel at the disposal of the charterer for
the carriage of cargo from one or more ports to a named destination(s). Depending on the quantity to be shipped
and the deadweight of the ship, the voyage charter can be either single voyage charter or consecutive voyage
charter.

Charter-party forms have been standardized over time, and they are very much used in commodity trading.
For example there might be at least eight charter-party forms for fertilizers and about 10 for coal. These forms can
be adapted and tailor-made according to particular needs. However, the use of standard charter-parties reduces
problems and avoids dispute.*

& What happens if the shipowner delivers in a different port?
The charter party agreement has 3 parties involved, the buyer, the seller and the carrier:

The shipowner retains the option to deliver whenever the applicant wishes.

The buyer can choose the port of destination.

If the destination is specified in the contract and the shipowner chooses a different place; he must get the
approval of the buyer, otherwise it is a breach of the contract and the shipowner has to pay for it. The
buyer can issue a claim against the carrier of the goods.

For example, if the document says Hong Kong and the merchandise is delivered in Shanghai (without any force
majeure justification), the buyer and shipowner have to deal with the resultant problems. The buyer will not have
the ability to claim payment back but would claim additional cost from the shipowner (i.e. cost to deliver the goods
back in Hong Kong). The vessel can deviate only if the buyer or owner of the bill of lading requests it, orin case of
force majeure. Otherwise the buyer has the right to request the shipowner to take it back to its right destination.

* For further explanation, please refer to “Maritime Transportation guidelines for importers”, Guide No. 4, technical
paper, revised 1994, International Trade Centre UNCTAD/WTO (ITC), Geneva , p.23-27.
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Chapter 1V
ERRORSAND FRAUD, AND WAYSTO DEAL WITH THEM

With the liberdisation of markets and the deregulation of the commodity sector in most
developing countries, the world trade environment has changed, with an undeniable influence on trade
mechanisms and, therefore, letters of credit.

Inthe pagt, buyersand sdllers outside of the devel oped countrieswere represented basicaly by
governments. Today, with the liberaisation and privatisation of the markets new buyers, sdlers and
banks are emerging. New companies are created which do not have ether the Sze or the support of
governments. Counterparts are not the same and the environment is less clear, with little or no
information or track records on the new players. Thisoveral Stuation leadsto anincreaseinrisksand
fraudsin commodity trading.

Another emerging phenomenonisincreased credit control. Banksin some emerging countries,
such asin the Middle Eadt, are taking back control of their lines of credit. Itis, therefore, the buyer’s
bank who decides on every aspect of the trade transaction, which makes trading even more
complicated and less secure.

All these devel opments emphasi sethevitd rolethat documentary credit will continue playingin
internationa trade including, increasingly, as aform of payment security. Fear of payment delays and
defaults make partiesingst on letters of credit again.

In setting up adocumentary credit trade transaction, the buyer wantsto be sure of receiving the
merchandisein theright qudity and quantity; in theright time and place of ddivery, and to pay aslate as
possible. On the other Sde, the sdller wantsto be sure of receiving exact payment of the merchandise
he has exported, in the correct amount, in the right currency, and as soon as possible. Asto the banks,
they are bound to disburse if documents comply with the terms of the credit.

Itis, however, estimated that up to 90% of documentary credits have difficulties. Itisvery rare
to have the buyer and the sdller both satisfied. Discrepancies may arise (late shipment dates, absence of
requested ingpection documents, improper quantity indicetions, etc.) and due to the number of
proceduresinvolving letters of credit, instancesof fraud arelikely to beunavoidable. Insomeinstances,
buyers and sdlerstake advantage of discrepanciesin order to regject the documents and thereby avoid
their obligations in case of an adverse market change (increase in prices for sdllers and decrease in
prices for buyers). For this reason, and as is previoudy explained, the documents presented must
correspond exactly to those Stipulated in the letter of credit, Snce a scrupulous examination of the
documents presented as payment can reduce instances of fraud.

Misspdlings of unimportant words would probably not condtitute a discrepancy. Missing
documents, changed shipping terms, and | ate presentation would most probably congtitute groundsfor
dishonouring an obligation. The numerous discrepancies must be identified by the bank who playsthe
role of intermediary, which dedls in documents only, and pays upon proper presentation of these
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documents.

A moretroublesome practiceto beidentified isfraud. Although documentsmay comply exactly
withthetermsof theletter of credit, the buyer may not recelvewhat he haspaid for or the sdller may not
be paid for what he has sold. One of the parties, may ask that the letter of credit not be honoured,
dleging fraud.

Thefraudsrange from receiving money for non-existent cargoesto the scuttling of an old vessd
in order to clam insurance, from the chartering of “phantom ships’ to the subgtitution of vauable
cargoes by worthless ones. The law generdly favours honouring theletter of credit unlessthefraudis
clear and proven beyond a reasonable doubt.

The previous chapter covered the main errorsand discrepanciesthat can arisein documentsthat
accompany aletter of credit and the meansto avoid such problems. This chapter will concentrate on
identifying the main fraudulent activitiesthat can occur in internationd trade and the procedures available
to avoid them. Thefirg part of the chapter will be deding with the different types of maritimefrauds, in
which documentary fraud will be greatly emphasised. The second part of the chapter will provide
means available to counter such circumstances.
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Box 23
What are the common discrepancies in letters of credit ?

In relation to time
Credit expired - Late shipment - Late presentation.

In relation to the documents, in general
Non-compatibility/inconsistency of the information in the documents (contradiction between the documents).
Original documents not marked “original”.
Document(s) unsigned.
Documents submitted late to the bank. (Banks will not accept documents presented to them later than 21 days
after date of shipment, unless otherwise stipulated).

Related to the invoice
Terms of shipping not clear (Incoterms).
Issued for wrong amount, or for an amount greater than the credit value.
Issued with terms of payment and currency not clearly stated.
Not signed/certified/legalized (when credit calls for signed invoices).
Omits the goods description, as detailed in the credit (different description).
Shipping marks differ from transport documents.

Related to the bill of lading
Does not indicate the name of the carrier.
Does not clearly define consignee, shipper, or notifying party.
Weights and measurements differ from other documents.
Not signed in accordance with the requirements of UCP 500.
B/L claused (“foul” B/L) showing defective goods or packaging, (e.g. “rusty”, “leaking drums”,etc.).
Goods shipped on deck.

Related to insurance

Certificate presented in lieu of a policy. - Insured value insufficient.

Dated after date of shipment (coverage - Absence of endorsement.

effective after the transport date). - Certificate issued under an expired policy.
Omission (on its face) of risks covered. - Notissued in negotiable form.

Related to certificates
Incorrectly titled . Content not as called for . Not signed.

Related to the Clean Report of Findings
Copy of invoice omitted . Copy of invoice not authenticated
by inspection agency.

Telex Advices
Not sent within the time scales laid down in the credit.
Incomplete or incorrect information provided.

Legalisation (Visaed)
Omitted or not completed for all documents (and copies) where this is a requirement.

Miscellaneous documents
Omit to present certificate of origin as required by the letter of credit.
Omit to sign (or seal by a Chamber of Commerce) certificate of origin.
Packing list not conform to the importing country’s requirement.
Draft drawn on the wrong party.
Draft drawn for the wrong amount.

Other common discrepancies
Goods shipped by sea instead of by air (or vice versa).
Amount claimed exceeds the credit value.
Partial shipment or transhipment effected when not allowed.

Source: Taken from “Documentary Credits”, issued by Midland Bank plc, HSBC Trade services, 1996.
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Box 24
How to resolve discrepancies

When checking the documents, the issuing bank will check the documents against the terms of the
documentary credit. If discrepancies are noted, the bank will notify the seller what they are, usually by telephone or
fax, and will ask for instructions. The documents are then held at the seller’s risk and disposal.

The danger is that the buyer may use the discrepancies (even non-detrimental ones) in order to delay payment,
extract a price reduction or even avoid liability altogether.

If there are discrepancies in documents there are four courses of action open in order to obtain payment through
the credit.

1. Amendment of the documents

Where documents can be amended or replaced, this should be done as quickly as possible. The correct
documents should be submitted to the nominated bank within the time limit stipulated in the credit. Any alterations
to documents must be signed by the person or company that issued them. If possible a clean document should
be obtained.

2. Telex for permission to pay

If there is a small number of discrepancies or if documents cannot be amended in time, the seller can request the
nominated bank to send a telex to the issuing bank seeking a waiver of the discrepancies. To speed up a
response, the seller should contact the buyer directly to explain the situation.

3. Present documents to the issuing bank

Instructing the nominated bank to telex to the issuing bank for approval can be cost effective if discrepancies are
too numerous or lengthy to describe in a telex. The documents can be sent by courier which might speed up the
process. The issuing bank has up to seven banking days after reception of documents in which to decide whether
or not to accept the documents and effect settlement in accordance with the credit terms. During this time the
issuing bank may request instructions from the buyer, so it is advisable that the seller contacts the buyer and
keeps him informed, in order to ensure faster acceptance of documents.

4. Payment under indemnity/reserve

The seller can ask the nominated bank if it would be prepared to pay against indemnity, either from the seller or his
bank covering any possible loss or consequence in the event that documents are refused by the buyer. If the
documents are rejected because of discrepancies,the indemnifier would reimburse the
paying/accepting/negotiating bank for the value of the payment plus interest and any costs that may arise. This
arrangement is also known as “payment under reserve” but banks usually prefer the formality of taking a specific
indemnity.

The main requirements for “Payment under reserve” are that a letter of credit allow such procedure and that the
discrepancies are not major ones. “Payment under reserve” works best where documents are presented to one’s
own bank and the seller has a banking facility for that purpose. However, indemnities are usually valid for six
months, which can tie up a seller’s facilities for some time and have an adverse impact on his working capital. If
documents have been presented to another bank, they would probably insist on having indemnity from the seller’s
own bank, so the same problem arises.

Some letters of credit actually preclude the taking of indemnities or payment under reserve.

5. Miscellaneous

Seller’s should always consider that documents might be rejected by the buyer. Therefore, a seller must take
adequate actions in order to keep control over the goods. Dealing with reputable carriers is a must for reducing
the threat of damage which the seller may incur in such a situation.

Note: One simple way to avoid discrepancies in the shipping documents is to make a quick preview of the faxed
copies of the shipping documents before presenting the original documents to the bank. However, some
discrepancies may not be apparent on faxed copies of the shipping documents, such as original vs. copies,
signatures and endorsement.

Source: Documentary Credits, issued by Midland Bank plc, HSBC Trade services, 1996.




A. International trade fraud

Internationd trade fraud is not a new phenomenon, it is a practice that has been evolving for
centuries and is il growing.

Lettersof credit ininternationd trade can be used to further fraudulent trading patternswith, for
example, partners trying unlawfully to obtain payment for defective or non-existent goods. Any party
involved in internationd trade can be a victim of fraud, whether buyers, sdlers, trading companies,
banks, insurersor professiona companies (charterers, shipping agents, shipowners). Thelnternationa
Chamber of Commerce (ICC) describes maritimefraud as occurring when one of the partiesinvolvedin
internationa trade (i.e. buyer, sdler, shipowner, charterer, ship’'s master or crew, insurer, banker,
broker or agent) succeeds, unjustly and illegaly, in obtaining money or goods from another party to
whom, on the face of it, he has undertaken specific trade, transport and financia obligations®®

There are different and numerous types of trade fraud that can be enumerated, however four
main groupings will be discussed in this section:?’ (&) Documentary fraud, (b) Deviation, piracy, and
theft, (¢) Charter party fraud, and (d) Marine insurance fraud.

1. Documentary fraud

Documentary fraud in  commodity | Box 25 |
trading occurs primarily for commodities that
arein high demand. Thefraudulent seller would
suggest a selling price that is attractively lower |1, Fasfied documents, the cargo being non
than what is avalable on the market, while existent;
relying on persuasive documents. 2. Cagoisof inferior qudity or quantity;

3. Samecargo is sold to two or more parties,

Documentery fraud relates to many scenarios |4, Doublebillsof lading issued for the same cargo.
such as forging, dteration or generd misuse of

the letter of credit and/or the documents that |Source: A profile on maritime fraud, 1CC
accompany theletter of credit (i.e. bill of lading, |International Maritime Bureau (IMB), August, 1982.
commercid invoice, insurance cetificae,

certificate of origin, ingpection certificate, etc..). In somecasesthe documents may beforged or falsfied

Types of Documentary Fraud

% Guideto prevention of maritime fraud, |CC, Publication 370, October 1980.

%" This section is condensed from; A profile on maritime fraud, |CC international maritime bureau (IMB),
August 1982; the Review and analysis of possible measures to minimize the occurrence of maritime fraud and
piracy, UNCTAD, September 1983; Maritime fraud: a commercial review, Stelios J. Niotis, June 1985; and
Documentary fraud in shipping, by Captain P.K. Mukundan, BIMCO (the Baltic and Internationa Maritime Council)
Bulletin, Volume 93, No. 2, 98.
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after their execution, in othersthey may be authentic documents but with falseinformation. One case of
documentary fraud would be, for instance, when abuyer purchases acargo that will not be loaded on
board for shipment, or when abuyer purchases a non-existing cargo. Thegoodsdo not redly exist on
the ship, the fraudulent seller has forged the bill of lading, using ether the sandard forms of awell-
known shipping company or a fake company. By the time the fraud is discovered, the forged
documents would have been presented for payment and the buyer’s letter of credit will have been
executed.

Box 26
The common features of documentary fraud

In international trade transactions, documents are treated as if they were goods themselves. A
documentary fraud occurs when one or more of the parties to these transactions is deprived of the
goods or the purchase price.

Following are the common characteristics of documentary fraud, subject to rare exceptions:

Contract of sdleison CIF or C&F terms.

payment by means of (irrevocable) documentary credit.

new or untried trading partners (dealing with unknown persons).

shipowner and crew are usualy innocent.

victimstend to be from devel oping countries (basicaly inexperienced buyerswith no expertise
ininternationd trade).

6. victims have no recourse againg the underwriters or carriers.

a s wbdpE

Source: A profile on maritime fraud, ICC Internationd Maritime Bureau (IMB), August, 1982.

Another case would be the fraudulent sdler shipping goods which do not have the same
quality/quantity thet is specified on the contract of sde. The sdler may ship goods which do not
correspond at dl to the merchandise expected, he could even ship rubbish (for ingtance, ship sand
instead of coffee). These discrepanciesare usudly difficult to detect by the carrier, especidly if goods
are pre-packed in containers. The discrepancy should be noted before the forged documents are
presented for paymen.

Thehill of lading isthe most important document likely to be used in documentary fraud, duetoits
mullti- purpose appellation (i.e. document of title to the goods, evidence of the contract of carriage,
receipt for the goods by the carrier). One type of forged hill of lading isthe predated bill of lading. A
predated bill of lading isissued principally for two reasons®

i to avoid paying indemnity: Oneof themost important ementsin aletter of creditis
the date of shipment clause which specifies that the cargo has to be shipped before the find date of

28 Documentary fraud in shipping, by Captain P.K. Mukundan, BIMCO (the Baltic and International
Maritime Council) Bulletin, Volume 93, No. 2, 98.
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Box 27
What is the liability of the shipowner in case of a forged bill of lading?

In most countries, a shipowner can certify that he is not liable, if he can prove that the goods
were not loaded on board of his vessel and that the bill of lading was not issued by him or upon
his authority.

However, in some countries, a consignee who has paid for a cargo under a fraudulent bill of
lading may try to recover some of the losses from the shipowner whose name figures on the
forged bill of lading. If such a consignee is politically powerful, he may confiscate the vessel
and, by manipulating the local legal system, he can force the shipowner to compensate for the
losses in return for the vessel.

In some jurisdictions, shipowners were found liable for FCL (Full Container Loads) cargoes
regardless of the fact that the cargo was stuffed and sealed in the seller’s premises and the bill
of lading stating that the cargo was “said to contain”. Upon arrival at the destination port, the
seal was found intact, but an examination of the interior of the container showed that the goods
had never been shipped.

In case the seller has been defrauded, the shipping agent may be sued by the seller because
of the delivery order he has issued for the wrongful delivery of the cargo. The best defence for
the shipowner would then be to prove collusion between the buyer and the seller.

Source: Documentary fraud in shipping, by Capt. P.K. Mukundan, BIMCO Bulletin, Volume 93, No.
2, 98.

shipment. Therefore, in order to be able to negotiate this letter of credit and to avoid paying an
indemnity, the exporter may issueapredated bill of lading which meetsthetiming conditions of theletter
of credit.

i to make a profit in the shipping price: In respect of certain commodities (such as
coffee and cocoa) a November shipment may have a higher price than a December shipment. There
have been cases where a shipper may request the shipping agent to issue a bill of lading dated on the
30th of November when in fact the cargoisloaded only in December. Inreturnfor suchabill of lading
the sdller would make some profit and would share it with the shipowner.

Although the mgority of documentary fraud within internationa trade relate to forging, adtering or
misuse of the supporting documents, there have been occasi onswherethe actua document of credit has
been fagfied. An example of thistype would involve aforged letter of credit prepared by the buyer.
The sdler in that case receives afase letter of credit (i.e. aletter of credit that does not redly exist).
The sdller does not check with his bank about the authenticity of the credit. The fraud is discovered
only after shipment ismade, at the time when the bank refusesto pay on theletter of credit. Inthis case
itisvery rare to be able to get the goods back.

Documentary fraud isfeasible mainly because the sale transaction relies on documentsrather than
goods and documents are usually negotiated once the cargo has been loaded on board. One factor in
thistype of fraud isalack of precautions. Except for theingpection certificate, no additiona security is
observed by the buyer to protect himsdf from unreliable sdllers. Thebuyer truststhe carrier in verifying
the merchandise when it is loaded on the ship and trugts the carrier’ s sgnature on the bill of lading
confirming that the goods have been eventualy |oaded for shipment. The buyer will then pay the agreed
price againgt presentation of the documents and would have therefore paid for a shipment which will
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never reach the required destination or will do so without the appropriate goods. Because of thetrangit
time between the port of loading and the port of discharge, it would usudly takes afew weeksfor the
buyer to discern the fraud, in the mean time the proceeds of the letter of credit would have been

alocated and are far beyond the reach of the buyer and the court. In some cases, brokers are
commissioned to sall goodswherethey know in advancethat the trading transaction includes fraudulent
elements. If thefraud isdiscovered, the broker would claim hisinnocence and would not pay back the
commission he recelved in advance.

Another factor in documentary fraud is the fact that sometimes goods arrive a their destination
beforethe documents, and carrierswill accept releasing the merchandise againgt | etters of indemnity. A
letter of indemnity can be used in cases in which the goods arrive a the port of destination before the
origind hills of lading. The issuance of the letter of indemnity alows the purchaser to take immediate
dedlivery of thegoods, thus saving himsdlf time, additiona demurrage, storage expenses, insurance costs,
etc. A fraudulent buyer may take advantage of the Situation by receiving the goods through the | etter of
indemnity and subsequently sdlling the bill of lading to athird party. The carrier would, in thet case, be
inadifficult position. Having released the goods without the bill of lading, he will haveto rembursethe
new buyer in possession of the bill of lading, who is expecting ddivery.

Documentary fraud represents hdf of the casesthat the Internationd Maritime Bureau (IMB) dedls
with. The set of documents provided with a letter of credit is a passport to fraud. A perpetrator of
fraud does not have to make avessd Snk or use any strange waysto causefraud. By smply using the
documents a defrauder is capable of conducting a fraudulent deal successfully. It is obvious that
reasonable precautions must be taken by dl those who are engaged ininternational trade. To prevent
their involvement in fraud, buyers and sdllers should make inquiries so asto satisfy themsaves asto the
ganding and integyrity of the partiesthey ded with before entering into any binding commitment. Inany
internationa trade transaction, certain minimum checks should be carried out. Additional checks are
necessary when dealing for the first time with unknown parties. One should be very careful of traders
with no track record in the market.

63



Box 28

Overview of the main scenarios of documentary fraud

Lo

Non-existent cargo on a non-existent ship.

2. Norexistent cargo on an existent ship - in this category there are two possibilities, namely the

vesd named in the B/L isactualy a the port of loading (or even inthevicinity), butisloading

cargo for some other port, or the vessd named in the B/L is trading in another area or is

undergoing repairs.

Sending rubbish or inferior quality of goods instead of the contracted goods.

4. The date of shipment is fraudulently altered or afalse date is entered on the B/L to show that
goods have been loaded within the contract period to meet documentary credit requirements.

5. The buyer may obtain delivery of the goods from the shipowner on the strength of a letter of

indemnity and then sdll the B/L to an innocent buyer.

w

6. The buyer may present a forged B/L to the carrier to obtain delivery of the cargo without
payment for the goods to the bank where the origina documents are being held.

7. The issue of two sets of B/L for the same cargo.

8. The use of forged/fraudulent documentary credits. In thistype of fraud two possibilities exist:

1 the sdller and buyer conspire to defraud paying bank, or

2. the sdler induces the buyer into sending goods on the strength of a fraudulent

documentary credit.

9. False invoicing of goods to contravene exchange control regulations, or to pay less customs
duty on imports.

10. Incorrect description of goods in order to:

1 export/import banned goods, or

2. clam export subsidy on goods

3. clam compensation.

Source: A system approach to documentary maritime frauds, by Peter Kapoor, Progress report
submitted for transfer of registration from M. Phil to Ph.D., a The department of shipping and
trangport, Plymouth Polytechnic, June 1985.

The victims in documentary fraud would usudly examine the means available for them to recover
their losses, infull or in part. Their first recourse would be the insurance company, who hastheright to
refuse payment in circumstances where goods have never actudly existed. Thevictimswouldthentry to
redigtribute the losses by firgt identifying the parties who may not have taken sufficient vigilance during
the transaction and have acted in anegligent manner. Among the partieswho are most often faced with
such litigation are banks, insurance companies, and shipowners/carriers.
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Box 29
Documentary credit fraud: a risk for buyers and sellers

a Documentary credit fraud: How can buyers be defrauded?

The documentary letter of credit defrauder is usually (but not always) the seller: Once the seller has identified an
innocent buyer, he would propose an attractive deal and would request that the buyer open a letter of credit in his
favour. Once the letter of credit is issued, the perpetrator will need to provide the backing documents to obtain
payment under the letter of credit. Three main scenarios may occur:

1. The fraudulent seller ships worthless goods to the buyer: In this situation, the seller loads the cargo with
rubbish and obtains a genuine bill of lading which would be made out on a “said to contain” basis indicating the
goods that the buyer is presumably expecting to receive. This transaction would require some financial means
from the fraudulent seller since in most cases he would pay for the transport of the goods to destination (and for
the sub-standard goods). Butin any case, the fraudulent seller will still make a substantial margin of profit in the
deal.

2. The fraudulent seller ships goods of lesser quantity or quality: In this case as well, the fraudulent seller
would obtain a genuine bill of lading and would generally pay for the transportation costs. If the fraud is
discovered, the seller may be able to avoid criminal liability, and may only be held liable for breaching of the
contract and for losses by the buyer in civil proceedings.

3. The fraudulent seller ships absolutely nothing at all: In this case the seller would forge the entire set of
documents that is required in the letter of credit including the bill of lading. This type of fraud is the most used by
fraudulent sellers and is the most profitable. Sometimes the perpetrator would even furnish the buyer with a
performance bond in the amount of, for example, 10% of the value of the cargo to hide the fraud and still make a
profit.

Once the specified documents have been obtained, the defrauder will present the forged document to his bank
and obtain payment. The fraud would not normally be detected until after the ship has reached its port of
destination and payment has been made

W] Documents against payment: How can a seller be defrauded?

Under documents against payment (D/P), the seller ships a cargo and sends the required original documents to
the Collecting/Negotiating Bank, which is usually in the buyer’s country, for presentation against payment. The aim
is that the buyer should present the documents to the carrier’'s agent to have the cargo unblocked.

However, in order to accelerate the procedures, the documents (basically the non-negotiable bills of lading and a
copy of the invoice) are sent directly to the buyer. A fraudulent buyer would forge the original documents (i.e. based
upon the non-negotiable bills of lading, the buyer would prepare an “original’ bill of lading) and would present them
to the shipping agent to clear the cargo. The authentic bills are still with the negotiating bank but the goods have
been released against forged documents. By the time the seller realises that his documents are overdue for
collection, the cargo and the buyer would have disappeared, bringing in such a case the seller to undertake an
action against the carrier for wrong delivery of cargo.
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Box 30
L ettersof Indemnity, uses and abuses

In documentary credit transactions, letters of indemnity (LOI) are usually used in three main situations:

1 To enable the discharge of acargo from the carrying vessel without presentation of the bill of lading. The LOI in that case can substitute
for the bills of lading (documents of title) thus allowing the shipowner to deliver the cargo to the buyer, for example when the cargc
arrives before the hill of lading.

2. To induce the vessel s to discharge at adifferent destination than the one stated on the bill of lading.

3. To_obtain payment from the buyer without the original shipping documents, particularly the orlglnal bills of Iadlng

Notes: Inpractice, itislikely to haveindemnitiesissued for both cases of “discharge” and “ dwangeof destlnatlon" inacombine
format.

Letters of indemnity are mainly used in the oil trade, since oil cargoes can be traded up to forty times between the oil supplier and the
final destination. The speed with which transactions are processed meansthat, even if the documents move at a normal speed between trader
and their banks, they are not likely to reach the final receiversfor at |east six months after they have been presented for payment. On the other
hand, due to the fact that oil cargoes may be sold many timeswhile still at seq, it is quite likely that the destination shown on the bill of lading will
differ from the onerequired by thefinal receiver. Therefore, the changing conditionsin international trade have influenced major oil companies, a:
acondition of their standard terms of trade, to cause payment and delivery of ail to be made against LOls and not the original documents.

Theindemnity for discharge of goodsin the absence of the original hill of lading represents an undertaking by signature issued by the
trader’s bank in favour of the shipowner/carrier and expiring only after submitting the original bills of lading (the LOI can be unlimited astc
the amount it covers).

Theindemnity for payment in the absence of the original bill of lading fulfilstwo main functions: () it provides various warranties, mos
importantly the onesin relation to the title for the goods and to the presentation of the original shipping documents; (b) it indemnifiesthe
receiver of theindemnity against ‘..any cost or consequence of failure to provide the original shipping documents or breach of the above
warranties..”. Inthiscasealetter of indemnity represents awritten undertaking issued by a shipper, in exchange for theissue by the carrier of
a“clean” bill of lading. Thus, the LOI basically indemnifies a carrier for any liability in connection with the release of goods without
presentation of an original bill of lading when, in fact, the goods received were not as stated on the bill of lading.

Whilst aletter of indemnity facilitatesinternational trade it nevertheless encounters several problems and can be a central documentine
fraud:

whereby the shipper and carrier falsify to the buyer the actual order and condition of the goods at the time of shipment and issue a clean hill
of lading; an example would be where a cargo of bad quality isloaded on the ship but for which aclean hill of lading isissued by the carrier
and an LOI isissued by the shipper to cover the carrier against any possible repercussions. It isafraud on the credul ous buyer who obtains
aclean bill of lading and assumes the cargo to be in perfect condition; or

whereby the shipper and carrier duplicate bills of lading to replace lost or stolen originals.

Because of the problems arising from LOI's, shipowners nowadays are under pressure to refuse LOls and to issue bills of lading with clause
showing any damages to the cargo that have been observed. Thissituation puts the exporter in a difficult position since he needs a clean bill of
lading to negotiate the letter of credit issued in hisfavour. Sometimes extremely light damages, e.g. atmospheric rust on steel, are noted by the
shippers and this type of comments on bills of lading can seriously complicate the execution of the trade transaction.

In order to avoid problems and reducerisks, it isimportant for all of the three types of indemnity mentioned above, to consider the following
main elements

The indemnity to beissued by atrustworthy party which is able (financially and morally) to honour its obligations under the indemnity.
In case of any doubts regarding the issuer of the indemnity, a reputable first-class bank must countersign the LOI

The wording should be simplein order to avoid ambiguities and different interpretations.

Theindemnity must cover at least the full value of the |ability.

In casethe LOI isused to discharge a cargo, it must then be issued in favour of the consignee that is mentioned on the B/L.

asrwdE

It hasto be remembered that even if banks' letters of indemnity can be obtained to secure the release of the goods without presentation of the
bill of lading, such letters of indemnity are expensive to the commercial party and tie up credit facilities that might be granted by the bank.

A scheme devised to prevent confusion arising from the reproduction of letters of indemnity has been formulated by the International
Maritime Bureau of the International Chamber of Commerce (see Annex 2).
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2. Deviation, piracy, and theft

Thesetypesof fraudsoccur principaly with high-vaue cargo, in port areasthat are not under close
supervison and control, during times of depressed freight markets, when a charter party is not being
paid for his work, or when additiona costs occur through excessive and unforeseen congestion in a
port.

Deviation frauds cover essentidly the theft of acargo, when aship changesitsrouteto unloadina
different destination port and where goods are sold for the benefit of the shipowner.

Anexampleof deviation fraud isthe phantom ship fraudswhich are aimed at the theft of ship-loads
of cargo. They are sophisticated crimeswherethe perpetrator (awel-organised gang) putsin Sgnificant
resources to ensure that neither the fraud nor the parties involved will be identified in any resulting
investigation. They usudly choose cargoes that are easily digposed of but not easily traced, such as
timber, metas and minerds. Typicaly, the scenario works asfollows:

1. Ships namesarecirculated through broking channels. The namesthemsalvesdo not relateto any
exiding vessls.

2. Eventudly adesperate sler, with aimminently expiring letter of credit, will respond to these leads
and the vesd is quickly chosen.

3. Thesyndicate operating these fraudsthen proceedsto obtain aprovisond registry inrespect of the
vess through a consulate in the region (typicaly, the Panamanian or Honduran consulate in the
region).

4. The vesd controlled by the syndicate has the new phantom identity painted on her hull and
proceedsto the port and loadsthe cargo. Billsof lading areissued to the anxious sdller to enable
him to negotiate his letter of credit.

5. The vess salsout from the load port and proceeds to an anchoragein internationa waters. The
syndicate now hasavessel loaded with cargo, the specifications and quantity of which they know.
Through commodity brokers (typicaly in Hong Kong or Taipe) the cargo is re-sold to other
buyers.

6. With another phantom identity, the vessal proceedsto the new discharge port and dischargesthe
cargo to the buyers who are expecting the cargo and the vessdl.

Ingtead of buying and sdlling the cargo the syndicate is steding the cargo and then sdlling it. On
every voyage the syndicate netsthe va ue of the cargo less expenses. Phantom ship frauds succeed for
many reasons. One of these isthe ease with which temporary registration is obtained from certain flags
of convenience. Frequently, ships have regidtration certificates of more than one country at the same
time, making identity changes, even disgppearance, much easier to organise. In some cases the
defrauder hassmply forged registry documents. Very few, if any, port authoritiescheck theregidtration
of avessd with the port of registry. Another reason is that sdllers, desperate to load their cargoes
before the fina date of shipment required in the letters of credit, make no checks asto the background
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and track record of the vesselSowners. The sdller of the commodity has a contractua obligation to
deliver the goods to a particular place a a particular time. If he fails, he can lose the ded and the
money. Therefore, the sdller tries desperately and as quickly as possibleto get the cargo off hishands
ontime. Hethen gets paid through the letter of credit and at the same time shifts the respongibility of
ddivery to the shipping company.

According to the IMB, there are five to six phantom ship frauds every year, wherethe goods are
loaded on anamed ship, the defrauder changes the name of the vessel and then disgppearsto sdll the
goods somewhere 2. The monitoring of ships movements is very important to safeguard against

Box 31

An example of a“phantom ship” fraud, the case of JAHAN

& On Christmas day 1996, the vessel ‘JAHAN’ with 28 crew members, which was carrying a cargo
of 15,000 tons of sugar bound to Irag, was reported sunk in the south Atlantic in unexplained
circumstances.

< In January 1997, the ship turned up in Ghana where it was seized and the crew arrested.

» On Christmas day, 600 miles off the cost of South Africa, the ship had declared by radio it was
sinking. According to the messages all 28 crew members abandoned ship after the vessel
began taking water. The search was called off after 11 days: JAHAN had vanished along with
its crew.

» Itwas not clear at that time what caused the sinking because the weather was fine, and the sea
calm.

» The ship, builtin 1972, owned by a company in Panama, registered in Belize and managed by
Seatimes Shipping of Singapore, could not be found. The ship had a Ghanian captain and a
Burmese, Indian and Bangladesh’ crew.

> Later, it was discovered that the vessel had been renamed Zalcosea Il and had diverted its
original voyage plan. The ship was at the port of Tema in Ghana where its master tried to sell
the $3.5 million cargo.

The alleged perpetrators made a momentous mistake. In renaming the ship, they chose a name it
had once used, Zalcosea. Once the Zalcosea was reported in Ghana, the IMB, who was making
the investigation, checked the ship’s records and its history to discover that the Zalcosea Il was, in
fact, the Jahan.

Source: Piracy - an old profession, Mark Monday and Gary Stubblefield; Scottsdale, AZ, Hamilon,
MT, 1997, the point (Project On Insurgency, Terrorism, and Security), http://paladin-san-
francisco.com/libpirac.htm.

deviation frauds and phantom ships. Databases such as those of BIMCO or IMB can monitor the
ship’s actud position or can quickly establish whether the vessdl islikely to be a phantom ship.

Not dl deviation frauds are premeditated. For instance, cases such as a charter party dispute
where the owner does not pay the charter hire, or when additional costs and delays arise due to
unforseen congestion in port, can incite the shipowner to seize the merchandise and re-sdll it in order
recoup hislosses.
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Piracy (including boardings, attempted boardings, hijacking, detentions, and robberiesat port or &
anchorage) is another fact of maritime life. One common scenario of piracy would smply be pirates
gedling the cargo and/or robbing the crew (often when the victim vessdl isat anchor). Estimatesof the
codt of piracy and maritime fraud range as high as $16 billion ayear. Pirate attacks on ships rose
dramatically in 1996, rising to a record 224 incidents worldwide® and increased further to 229 in
1997, according to the IMB annud report of piracy. More than haf of the attacks occur in just six
countries. Indonesia, Thalland, Brazil, the Philippines, Sri Lankaand India

Another type of fraud which would not involvethe participation of the shipownerswould bethat of
premeditated theft and pilferage, not only in ports but while the cargo isin trangit or whilegoodsarein
warehouse. This can happen whenever the goods are transported, stored and handled. Lack of
security, aswell as bad storage and inadequate packing, can lead to thistype of fraud. It isthusvery
important to ded with reputable warehouses.

29 pj racy - an old profession, Mark Monday and Gary Stubblefield; Scottsdae, AZ, Hamilton, M T, 1997, the
POINTS (Project On Insurgency, Terrorism and Security), http://pal adin-san-francisco.com/libpirac.htm.
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Box 32

A case study of sugar fraud

The deal In 1996, sugar buyers from Zaire concluded a deal for the supply of three
shiploads of sugar with a dealer in Taiwan. The sugar was declared to be coming from
Bangkok.

The transaction A letter of credit of $7.8 million was opened.

The fraud Forged documents were presented against payment for non-existing

merchandise. The fraudulent dealer had used the assistance of a legitimate construction
company in Taiwan to cover the deal.
(| What are the grounds for fraud in this case?

The case brings up the question of lack of due diligence checks from the bank’s as well as
from the buyer’s side.

% How could the issuing bank be persuaded to pay $7.8 in cash when payment in the sugar trade
is normally made by a bank draft?
. The bank should have known that in the sugar trade, payment against a
letter of credit is usually made by bank transfer of bank draft.
Another fact overlooked was that it is illegal to take cash out of Taiwan.

% How could the buyers be persuaded to deal with a construction company which was known to

be in financial difficulties and suddenly dealing in sugar?

. The fraudulent seller was able to procure full use of the company’s address
and offices, and to use the name of the company to open a bank account through
which the letter of credit would arrive. The buyers should have inquired about the
track record of the company.

Another misleading fact that was overlooked is that the price offered was
much lower than the market price. The sugar was bought at $250 a tonne, when
the current world price for the commaodity was around $360. With such a disparity
in prices one should have been more dubious about the offer.

& The buyers as well as their banks should have contacted the IMB and requested
due diligence checks to be undertaken on their behalf.

“There are times when due diligence checks can serve no useful purpose other than to confuse the
issue. And there are other times, as in this case, when fraud is so obvious that not to conduct due
diligence checks is almost a crime”.

Source: More diligence needed to thwart growth in sugar fraud, Commercial Crime International,
August 1996, p.5.

3. Charter party fraud
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Charter party fraud can be described asafraudulent act on the part of the charterer of avessd, to
the detriment of the shipowner, the shipper, or both. It isthe most difficult to prove.

Charter party fraud isusudly intwo forms: onethat iscommitted by charterers againgt shipowners
(e.g. non-payment of hire; and is often the case in atime charter party) and one that is committed by
shipownersagaing charterers(e.g. levying of additiona, and extortionate, freight charges, andisusualy
the case with avoyage charter party). In other instances, asub-charterer may defraud the charterer, the
shipowner and cargo interest.

An example of fraud committed by a charterer would be a case where the charterer receives full
payment for the entire voyage from those who have placed the goods on board for shipment and | ater
disappears, leaving the shipowner with the problem of delivering cargo for which he has not been paid
freight. The charterer was able to conduct fraud because he collected full freight for shipment but paid
only part of the hire to the shipowner. Heissued aliner bill of lading (with freight prepaid), on behaf of
the shipowner, to the shipper of the cargo without any referenceto acharter party leaving, therefore, the
shipowner with the obligation to deliver the cargo to its destination. By the time the second hire
payment is due, the charterer has disgppeared leaving, on one Sde, the shipowner with a cargo for
which heis supposedly paid to ddliver under the bill of lading but without funds to continue the voyage
and, on the other side, the recelver of the cargo waiting for ddivery of the cargo for which he has

aready paid.

Sometimes, in order to have more security, shipowners would ingst on having a clause in the
charter party which pecifiesthat billsof lading will beissued on freight collect termsin order to havethe
possihility of alien on the cargo for unpaid freight. But then the fraudulent charterer would smply
ubdtitute the origind bills of lading with a set of forged bills of lading marked “freight prepaid’, collect
the freight and dissppear. The fraud is discovered only when the ship reaches its port of degtination.

Another example of afraudulent charterer would be the case where companies charter vessdsand
offer alow-pricerate to carry cargo. They collect the cargo and shipment fees, default on contract,
then gointo liquidation. The owner of the vessd would be left with unwanted cargo (for which he has
been paid only part of the shipping), and would ask the buyer to pay again for ddivery.

A case of fraud committed by ashipowner would be, for instance, where the shipowner has been
paid for the freight of the entire voyage but failsto deliver. After the release of the bills of lading and
reception of freight, the shipowner failsto continue the voyage, interrupting theitinerary with the pretext
of aserious technicd problem (e.g. engine problem). By this behaviour, the shipowner triesto extort
additiond freight from the cargo owner in order to be able to continue his voyage and to ddliver the
goods. In me cases, the shipowner may abandon the fully laden vessd to the loca courts and
creditorsand, after auction, the new shipowner may not even havethe obligation to honour the contract
of carriage entered into by the previous shipowner. Therefore, theowner of the cargo will haveto bear
the consequences and, if prompt and positive action is taken, the cargo owner can dill clam againgt
default of the shipowner. *°

%0 Under clause 4.6 of the Institute Cargo Clauses, underwriters would be liable in some instanceto cover
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It should be noted that in any case, whether the charterer or the shipowner defaults, it isadmost
aways the cargo owner who suffersthe losses.

4. Marineinsurance fraud

Marine insurance fraud can take various forms, covering both hull/ship and cargo insurance. It
basicaly implies a fraudulent misrepresentation or non-disclosure of amaterid fact to the insurer
concerning not only the value of the cargo but aso the existence and ownership of the cargo.

Cargo insurance fraud can be defined as afraudulent claim on an insurance company. The fraud
may be defined astheinsurance of a cargo in excess of itstruevauein order to take advantage from the
insurance proceeds of aloss. Such fraud is usudly limited to countries with foreign exchange control
and redrictions, which use over-vaued invoices in order to exchange loca currencies into hard
currencies.

However, marineinsurance frauds do not only concern the vaue of the cargo but aso the existence
and ownership of the cargo. For ingtance, marine insurance fraud may take the form of scuttling
(intentiond anking) of an over-insured vessd, which will dlow the shipowner to benefit from hull
insurance for more than what the vessd isworth. Scuttling of an over-insured or non-existent cargo, in
addition to the hull claim of the vessdl owner, enablesthe cargo owner to smilarly benefit from the cargo
insurance of over-insured or nontexisting cargo. Theinsurance company hasnot only to provethat the
ship was deliberatdly sunk but dso that the party insured was involved in the fraud. Finding and
gathering of evidenceisamgor problem, sometimesaggravated by legd difficulties caused by thelaws
of the country or countries involved.

Variousforms of the above scenarios can take place. For instance, ashipowner may clamthat a
cargo has sunk, then sdl it secretly, therefore acquiring a double benefit from the cargo and the hull
insurance. It isusudly difficult for the insurance company to prove fraud and stop payment in these
circumstances.

The practice of arson is closdly related to scuttling with the shipowner setting afireto destroy the
vessd and dam againgt theinsurer sncefireisaninsured peril; it isgenerdly extremdy difficult to prove
that afire was Sarted deliberately.

Aswith other cases of maritimefrauds, insurers can avoid problems and reducefrauds by checking
the accuracy and vdidity of the documentsin case of any uncertainty. Gatheringinternationdly avallable
information on ships, ownerships, charterers and corporate history, help insurersin ng risksand
paying clamson logt ships. Maineinsurers of developing countries often suffer losses from maritime
crime and fraud due to inexperience and/or lack of information, specidly about the manner in which
tradeis conducted intheir country. If thecompany issmal, the underwriter might not thoroughly check

claims arising from a cargo owners' predicament. “Documentary fraud in shipping”, by Captain P.K. Mukundan,
BIMCO Bulletin, Volume 93, No. 2, 98.
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the shipping documents, the antecedents of the trading parties, and thus the satus of the vessdls. Itis
aso possible that the requirement of immediate notification of theloss or damageis not enforced. The
underwriter may not have accessto or may not makefull useof theinternaiondly avallableinformation
about ships, their owner, charters, corporate history, etc. Theinsurer may aso not bewell organized or
fully familiar with the intricacies of internationd trade. It has aso been redized that the internationa
crimind often has much experience and, in any case, the advantage of pre-planning. For example, in
order to face fraud insurance problems in India, the insurance sector has introduced a system of
verification through which different e ements are checked before gpproving any insurance coverage: fird,
operationa aspects, such aswho hasissued the bill of lading and on whose behdf it has been executed
and the operator, charterer or owner of the vessd, are verified; secondly, financia aspects, such asthe
financid standing and bank report on the parties involved, are examined; and thirdly, the details of the
ship, such as the year huilt, classfication status, and whether any mandatory survey is pending, are
investigated.

Vigilance is a key dement to reduce fraud. Traps are more likely to be avoided if the people
involved intrade are fully advised about the counterpart they are dedling with, and are dedling only with
companies (banks, insurer, charterer, broker, etc.) that have asound reputation. If fraud is suspected
or hasbeen discovered then it should be directly reported and the relevant authorities must be contacted
immediaidy. Early discovery of fraud greetly increases the chance of protecting or successfully
recovering the goods.

B. Meansof avoiding frauds

Fraud livesin dark corners, it cannot be eliminated but it can beavoided if anticipated and if Smple
procedures arefollowed to conduct transactions (S mple documentation and few partiesinvolved). Itis
the trade system that opensthe way for fraud and errors. Risk of fraud can be reduced if prudenceis
observed and if few or no intermediaries are involved in a transaction.

Large trading companies, which have been in the busnessfor along time, have adapted to the
Stuation and devised their own strategiesto deal with documentary credit. Like banks, they undertake
their own inquiries when they receive a letter of credit. Moreover, they generdly have a credit risk
committee that setsgenera country limitsand client limits. They have people who monitor the business
in the countries they ded with (they know the demand and production level of the country, their clients
and to whom they are sdlling, as well as the people involved in shipping the goods). Large trading
companies havetheir own network. They arevery well informed and sometimesthey can act asadviser
to bankswho are subject to open letters of credit from fraudulent sources. A fraudulent trader will use
aterminology that can beidentified by professonds. For example, sugar amounts and requirementsfor
a pecific country are usudly known and a professond trader will have no difficulty in identifying a
fraudulent trader who is proposing an attractive ded with alower price or different characteristicsthat
do not meet the usual specifications.

When it comesto credit, tradersare not willing to take therisks. Before signing any contract, they

need to know the risks and costsinvolved in the transaction. Generdly gpeaking, they take the gamble
on the price but make sure they get the money. Therefore, they consder documentary credit as a
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secured means of recelving payment and know how to ded with it to their satisfection.
1. Information - Inquiries

Becauseinternationd tradeinvolves contracting partiesfrom different backgroundsand countries, a
trader should be ableto identify therisk related to the bank, the goods, and the counterpart heisdedling
with. As previoudy mentioned, the best protection for buyers and sdlers againg fraud is to make
adequateinquiriesto be ableto satisfy themsdves asto therdiability of the partiesthey ded with before
entering into any binding engagement; atrader shdl be fully aware of the integrity of his partner, i.e. a
partner who isin alegitimate business, with alegitimate product.

Fraud can never be diminated, nevertheless, it can be avoided if one can have aclear knowledge
of how internationd trade operates and what are the due diligence measuresthat can be undertaken to
avoidfraud. All partiesdeding ininternationa trade can bevictimsof fraud basically because of lack of
information. In commodity trading information is the key. Furthermore, once a deal is agreed to,
partners involved in a commodity trade transaction have to make strong and adequate
investigations on the contracting parties (carriers, charterers, shipping agents, etc,) in order to
make sure that they will do what they promised, i.e. to deliver the merchandise on time, in the right
condition and at the right place.

One of the key dements in fraud | Box 33 |
prevention is accurate and timey
information. There are gpecidist data
bases which provide due diligence
informetion in this respect including
BIMCO, Lloyds Intelligence and |x The IMB Information Department verifies shipping
Lloyd'sligt, and the ICC International |documents within the time constraints faced by banks to
Maritime Bureau (IMB). (For further negotiate documents under letters of credit and provides

prompt information on contractual partners i.e. traders,
shipping companies, shipowners and charterers.

The information support provided by the
International Maritime Bureau (IMB) and
Lloyd’s Maritime Information Services

details on these entities see Annex 3).

Some of the blame for the |* Lloyd’s Maritime Information Services provides the
continuous increase of frauds lies with [maritime business community with international maritime
the fat tha many new and information from access to maritime databases (the six
. i ) major maritime databases are: Ship characteristics, Ship
inexperienced traders who know little |ownership, Ship movements, Casualties, New construction
about the market are seeking to set up |and Charter fixtures).

dedls that will make them gain alot of
money without much commitment on
their own part. If they knew anything
about the market and the business, it would help in away to ingantly identify the Sgns of fraudulent
behaviour. Traderswho are tempted by an attractive deal should have the due diligence to check the
soundness of the transaction. In many cases, traders are not willing to face redity because they are
quite thrilled by the apped of abig and quick profit. Onthe other Sde, banks, if they have any doubts,
should make inquiries to check the legitimacy of the transaction.

Further details are given in Annex 3.

Asamechanism to reduce risks, big trading companiestry to control al the dementsin thetrade
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transaction (i.e. the goods, the vessdl and documents) so that, at the time the goods are loaded on the
vessd, they dready know al about the conditioning of the goods, the vessel and the documents.

2. UNCTAD Minimum Standards for Shipping Agents
In 1988, an ad hoc Intergovernmenta Group requested UNCTAD to consider means of

combetting al aspects of maritime fraud, including piracy. The UNCTAD secretariat, in close
consultation with the organizations involved in shipping matters, prepared Minimum Standards for

Shipping Agents.

These sandards are not mandatory in nature and are to serve as guidelinesfor nationa authorities
and professond associations in establishing their own standards.

Their objectives are:

@ To uphold ahigh standard of business ethicsand professiona conduct among shipping
agents,

(b) To promoteahigh leve of professiond education and experience, essentid to provide
efficient sarvices,

(© To encourage operation of financiadly sound and stable shipping agents;

(d) To contribute to combatting maritime fraud by ensuring improved services by better
qudified shipping agents,

(e) To provide guiddines for nationd authorities/professona associations in establishing

and maintaining a sound shipping agent system.
3. Therole of inspection companies - the example of SGS Guarantees

Asbuyersand sdlersincreasingly haveto ded with rdatively unknown, often smadl, companies, the
role of service providers which can give additiond security to such transactions has become more and
morevitd. In particular, ingpection companies have reacted to this by offering new products, such as
door-to-door ingpection and new types of coverage (unavailable from the traditiond insurers), which
can considerably reduce the risks of trade.

For example, in addition to its ingpection and control service SGS, the world' s largest, provides
consultancy and technical assistance to commodities trade, maritime, port, commercia and market
issues (contractuad terms, customs of the tade) as well as warehouse management of drategic
commodities.

One of the main concerns of tradersis to receive the merchandise in proper quaity and weight.
The risk of having the goods damaged or lost can be very high and cogtly in commodity trading.
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Therefore, in order to reduce these risks and the inconvenience that comes with it, SGS provides
guarantees such asthefallowing:

1. F.O.G (Full Outurn Guarantee): The SGS commitment isto guaranteethe outturn weight
of aconggnment by assuming resporsibility for differencesin weight ascertained between thetime
of loading and of discharge. Under this arrangement, SGS assumes ligbility for the differencein
weight arisng during trangport and handling, if it is not due to an insurable risk.

2. C.C (Comprehendgve Coverage): The C.C provides the same guarantee as F.O.G plusit dso
covers marine insurance (with first class underwriters)

3. F.O.Q (Full Outurn Quality): Under thisarrangement, SGS assumesliability for the
differencesin qudity between the andytica results of the sampling at loading and at the discharge
points.

These guarantees are particularly helpful to traders dealing in high risk locations.
4. UNCTAD/ICC Rules for a Multimodal Transport Document

The UNCTAD/ICC rules are the result of acooperative effort between the ICC and UNCTAD,
who saw the need to provide rules to avoid the multiplicity of different regimes governing multimoda
transport. The rules, which are fully compatible with UCP 500, were established in 1992. The Rules
are avalableto internationd trade for world-wide application. They had dready been accepted asthe
basis of transport legidation in parts of South Americaand in the ASEAN countries.

Thereare 13 Rulesgoverning the multimoda transport document including: gpplicability of therules
(wheretherules gpply only whenthey arereferred to), definitions (Multimoda transport contract, multi
modal transport operator, carrier, consignor, consignee, ddlivery, goods, etc..), evidentia effect of the
information contained inthe multi modd trangport document, responsibilities of the multimodd trangport
operator, liabilitiesof the multimoda transport operator, limitation of the multimodal transport operator,
loss of the right of the multimodal transport operator to limit ligbility, liability of the consignor, notice of
loss of or damage to the goods, time- bar (which has been set to 9 months), gpplicability of therulesto
actions in tort, gpplicability of the rules to the multi modal transport operator’s servants, agents and
other persons employed by him, and findly the mandatory law.

It should be noted that the Rules only cover apart of customary contents of amulti modal transport
document and are not acontract in themselves. Therefore, any party wishingto usetherulesasabasis
for his multi modal transport contract would have to add other clauses dedling with matters such as:
optiond stowage, routing, freight and charges, liens, both-to-blame collison, generd average,
jurisdiction and arbitration, and applicable law to satisfy his particular needs.
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5. Electronic Commerce

Technology moves rapidly and is greetly influencing trade practices. Electronic commerce (EC)
has changed the way of doing business. The success of the Internet and eectronic mal (e-mail) are
concrete examples of how dectronic commercetechnologiesarefacilitating trade. The Internet hasnot
only encouraged competition, but it has also increased efficiency and expanded markets by reducing
barriers and improving the availability and access to information in the globa market place. Another
important EC technology is the eectronic data interchange (EDI). EDI isthe exchange of structured
data between computer applications using agreed rules® A whole range of documentsinduding
orders, price ligts, shipping notes, ddivery ingtructions, customs declarations, invoices and remittance
advices can be tranderred in thisway. EDI dlows companies to bring together three activities: the
access, collection and exchange of information. UN/EDIFACT, which isexplained further below, isthe
internationa standard for this exchange.

Box 34
Defining EDI

EDI is a tool for electronic commerce, used to interchange business information and as a support tool for
improving business processes. It enables data in the form of document content to be exchanged between
software applications, which are made to work together to process upcoming business transactions.

No consensus on a common definition can be found in literature, because of various implementations of EDI.
EDI is varyingly defined as:

“The interprocess communication of business information in a standardized electronic form”
(Kalakota/Whinston, 1996, p.333).

"Electronic Data Interchange is the computer-to-computer linkage between buyer and seller and the
automatic transmission of purchase orders and invoices between the parties involved" (Emmelhainz, 1990,

p.2).

"The transfer of structured data, by agreed message standards, from one computer system to another by
electronic means" (Parfett, 1992, p.7).

"Electronic Data Interchange is the inter-company computer-to-computer communication of standard
business transactions in a standard format that permits the receiver to perform the intended transaction”
(Sokol, 1989, p.12).

It must be emphasized that EDI only specifies a format for business information. It is not concerned with
the hardware, that is the technical transmission and implementation (e.g. e-mail, point-to-point connections).

Source: The emergence of electronic commerce and electronic forms of money, by Hans-Peter Erl, Thesis
submitted at Technical University of Munich, 1996, http://aib.wiso.tu-muenchen.de/lehre/dipl/hprl/c6.htm.

31 \While EDI dealswith the exchange of structured messages such as purchase orders, invoices, delivery
notes, payments, calculations, E-mail dealswith unstructured types of communication such as memos, letters, notes,
messages.
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EDI started over two decades ago in the trangport industry with the aim of reducing the paperwork
which impedes the trade transaction process. EDI communicates between the computer systems of
companies, banks, governmentsor other organizations. Thisalowsbusnessesto managetheincreasng
avalanche of paperwork like purchase orders, confirmeation natices, shipping receipts, invoicesand other
documents.®

Using EDI enablestrading partners | Box 35 |
to exchange these documents in
electronic, predetermined form and

Advantages of Electronic Data Interchange

gpecific format. The main benefitin EDI |. EDI saves on clerical costs by avoiding re-entry of
is the reduction in time and cog of the data and allows timely and error-free transaction
transaction The exchange of information to be passed from one computer to
. . : L another;

informetion occurs in besic units celled |, EDI allows quicker and safer processing of
messages, or transaction sets, which invoices to bring speedy payment thus improving
describe standard business documents cash flows;

. EDI facilitates and speeds up border controls and
other official interventions, such as Customs
clearance of goods, at the same time, computer-

(e.g. customer invoice). Each message
on a transaction includes a set of data

dements needed for that business oriented controls improve the efficiency of the

document. These data dementswill be controlling authorities; and

organized into related groups (such as . as a whole, EDI is a new way of doing business in
. improving customer service. EDI is becoming an

seller address which would be made up indispensable feature in production and trade,

of data eements for dredt, city, Sate, whether domestic or international.

Zip code, and country) and formatted

according to specific rules Source: Multimodal Transport Handbook for Officials and

Practitioners, UNCTAD, 1996, Geneva, p.30.

The concept of EDI has been
introduced in dl devel oped countrieswhereanumber of systemshave been created, linking branches of
the same company, counterpartsin the sameindustry (e.g. banks, arlines) or small groupsof operationd
partners (customs and freight forwarders, customs and airlines, container operators and sea carriers,
etc.). Developing countriesand small- to medium-sized enterprises have been Sow to enter thisfield.*®

In documentary trade, documents (relating to goods, transport and payment) are akey issueand
they have to be properly prepared. With the new technologies, the current trend is to move toward
decreasing the number of documentsrequired. With the growth of Electronic Data Interchange (EDI),
the role o documents is reduced and the need to prepare these documents is further diminished.
Ingteed, information is transmitted using telecommunications.  With the use of dectronic transfer

2 The emergence of electronic commerce and electronic forms of money, by Hans-Peter Erl, Thesis
submitted at Technical University of Munich, July 1996, http://aib.wiso.tu-muenchen.de/l ehre/dipl/hprl/c6.htm.

% Multimodal Transport Handbook for Officials and Practitioners, UNCTAD, 1996, Geneva, p.30.
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systems, companies are able to ddiver documents quicker, while meeting higher sandardsin amore
cost-effective manner.

For a sdes contract of goods, EDI would fecilitate the flow of information concerning the
transaction but, today, would not be accepted by banks and othersin the documentary tradetransaction
chain asdocumentary support/proof for payment purposes. Thenegotiablebill of ladingisdtill themain
document to provide title to the goods and guarantee of payment.

As to the electronic letter of credit, it will be used in accordance with the documents but it is
still necessary for people to know how to check these documents. In commodity trading, it
remains to be seen who will be able to afford such a system and the know-how to interpret the rules
and how to look for the information required. (ICC is presently working on these electronic
mailing rules).

In the early stages of EDI, different formats and codes were developed to meet the needs of
different companiesin different sectorsand industries. In order to facilitate theflow of datauniversdly,
the need has arisen to have acommon universal language which will permit trading partners around the
world to exchange information irrespective of thetype of system and communication used. Itisevident
that a concerted development of internationd standards is easier and less expensive than multiple
conversions between various sectord, nationa or regiona systems.

a UN/EDIFACT

As the number of partners usng different stlandards has increased, the need to have a universal
language has become obvious. In September 1986, EDIFACT (Electronic Data | nterchange For
Adminigration, Commerce and Transport) was initiated under the auspices of the United Nations
Economic Commission for Europe (UN/ECE) aiming to deve op structured messages, inlogicd “family”
groupings, to exchange business data.

UN/EDIFACT, the only internationaly recognised standard for eectronic data interchange, is
comprised of a set of internationaly agreed standards, directories and guidelines for the eectronic
interchange of structured data and, in particular, that related to trade in goods and services.

UN/EDIFACT rdieson asmple principle: asingle international EDI standard flexible enough to
meet the needs of government and private industry. It specifies the structure to which dectronic
documents should conform. UN/EDIFACT is a set of principles which facilitates the eectronic
interchange of business data between manufacturers, exporters, wholesders, distributors, retailers,
brokers, forwarders, shippers, consignees, carriers, banks, insurers, ports, authorities, etc. It therefore
replaces the usua paper documents with eectronic files through uniformly built messages that follow
international standards.®*

34 Multimodal Transport Handbook for Officials and Practitioners, UNCTAD, 1996, p.31.
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Updated UN/EDIFACT directoriesareissued every year containing messagesfrom awiderange
of economic sectors. Themessagesaong with the rulesthat govern UN/EDIFACT arepublishedinthe
United Nations Trade Data Interchange Directory (UNTDID). The UNTDID dso includes various
independent documents that are required in order to interpret, understand and use UN/EDIFACT
messages. As of September 1997, 155 messages have been gpproved and are available for
international use. The messagesrelated to documentary credit gpplicationswere added morethan three
yearsago to thedirectories. Examples of messageswhich are equivaent to traditiona paper documents
are: the documentary credit gpplication message, documentary credit issuance information message,
amendment of a documentary credit message, the commercid invoice message. UN/EDIFACT is
currently used in over 50 countries, including al those in Europe and North America, Audtradia, New
Zedand, China, Brazil, Colombia, Chile, South Africa, Slovenia and most Asian countries®

The UN/EDIFACT standards, directories and guideines where used in internationd trade have
influenced greetly thetraditiona paper-based trading and facilitated the movement of cargo, and the UN
IS promoting its use in order to expand those benefits to more countries and parties in the trading
process.

b. Bolero

Bolero’ sobjectiveisto extend practica € ectronic commerceto trade and to provide guaranteed
and secure delivery, in ectronic form, of trade documentation based on a binding legal environment
and common procedures. The project is designed to replace paper documents (mainly bills of lading)
by eectronic documents held on a centrd database. It is dso meant to provide a platform for the
development of other future activities.

Bolero is a set of dectronic rules through which diverse trangport, financid, and commercid
interests are put together to create el ectronic letters of credit. 1t will dlow users(i.e. traders, bankers,
shippers, carriers, insurers, etc.) to store and exchange el ectroni ¢ trade documentsin a secure manne,
and will provide a safe legd environment through its Rule Book (the Rule Book will provide alegd
framework for exchange of eectronic documentation through the provision of aset of ruleswhich bind
al users of the Bolero system). The Bolero service will be open to al forms of messages (structured
electronic documents such as UN/EDIFACT and unstructured messages such as e-mail).

The paper-based documentary procedures in relation to the payment and the trade cycle of a
cargo will be carried out through eectronic transactions. The centrd repository of the project will
maintain al the details of shipping documents in a computerized database. It will record changes of
ownership for each cargo during itslife cycle and guarantee to users thet each dectronic bill of lading is
avdidorigind. At various sagesin acargo’'strangt, the sgnatures required to confirm or to transfer
legd titleto the goodswill betransmitted el ectronically to the centrd repository. The centra repository
will vaidate and authenticate messages received.  Security will be provided by digitd sgnatures
encoded through encryption keys held on smart cards Users will dso be able to exchange messages

% Further information can be obtained through the UN/ECE Internet Home-page:

http://www.unicc.org/unece/trade/untdid/.
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directly with each other.*

Bolero focuses on the reduction of paper in eectronic trade and on security aspects. The key
dementinthisproject isthebill of lading asauniquetrade document. Thedectronic tranamisson of this
document cuts down the number of paper copies traditiondly used in the forwarding of goods, but it
als0 hasto make sure that the same transferable bill cannot be produced by two people. To guarantee
that an eectronic bill of lading is genuine and that each successve endorsement is vaid, shippers,
carriers and others will be required to use a system of encryption to encode their signature.’

The Bolero Project is sponsored by SWIFT (Society for World International Financia
Teecommunications) which handles most of the dectronic funds transfers for banks, and the Through
Transport Mutua Assurance Association (the TT Club). Thislatter isamutua insurance association,
most of whose members are drawn from the multimodal transport industry or transport intermediaries
and it has released a Business Requirements Specification. If thisproject issuccesstul, it will facilitate
documentary trade transaction and reduce problems and frauds. For instance, the data which are
included in the four basic contracts used by internationd traders (i.e. contract of sale, contract of
carriage, contract of insurance, contract of settlement) will al be inter-related and integrated.
Moreover, the authentication of messages, which would be conducted through digita sgnatures, will
dlow users of Bolero not only to check eectronicdly the authenticity of the sender but will most
importantly provide“ Title Registry” for goods covered by an “dectronic bill of lading” and trandfer title
to goodsto the new owner. It isobviousfor the project to succeed and to contribute effectively to the
trade system, that business practices and mentaity have to change.

Dueto theimportance of datasecurity, Bolero doesrdy onthelnternet but uses aprivate network
provided by SWIFT. Bolero users can access the centra registry, which is kept on the SWIFT
computer, usng any typeof PC (subscribersto the Bolero system will dso require gpplications software
and a smart card termina). The organisation, which operates globaly, conssts of two companies:
Bolero Services and Bolero Users (which itself comprises some 60 freight forwarders, banks, etc.).
Three working parties look at the commercid, technica, and legd aspects of this particular area of
electronic trade.®

% This section is based on the article End of the paper chase - EDI, Project and Trade Finance, October
1994.

¥ The encryption key - the private key - and the circuitry to useit will be stored on the chip in the sender’s
smart card and entered into a PC for transmission . The sender’s decryption key - the public key - will be stored on

the card’ s magnetic stripe and will also be sent to the central repository. Dataencrypted by aprivate key can only be
decrypted by apublic key.

38 Bolero, by Ake Nilsson, European Electronic Commerce Initiatives, G8 Pilot Project “A Global
Marketplace for SMES’, http://www.ispo.cec.be/commerce/invencom.htm..
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Implementation of EDI has been dow in internationd trade, in part because of government
congraintsand lack of internationa standardsand regulations. Boleroisnot thefirst attempt to produce
asystem for eectronic documents but, if this project managesto overcomedl thetechnica congraints

and the requirements of the regulatory environment gpplied in many countries, its application would
remove the constraint of dependence on the paper-based trade
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Box 36
Benefits of Electronically generated documents, the example of Bolero

Benefits for the exporter
Electronically generated documents offer the opportunity to reduce the time between shipment and settlement for an exporter.
The exporter in turn will be able to increase the quality of customer service through faster throughput of goods to buyers.

The operational costs associated with order processing, insurance, shipping and goods clearance can also be reduced. Booking
information, vessel nomination, shipping advice, insurance certificates, shipping documents and clearance information are
currently communicated to several parties, each one using different methods which require re-keying of the same information.

Many exporters outsource their logistics activities to freight forwarders or other transport operators. For such exporters, using
electronic letters of credit will have more indirect effects. If the improvements in efficiency are not passed on to the exporter in
the form of better freight rates and more accurate updates on a consignment’s progress, it is possible that the Bolero Project
could counteract the trend towards logistics outsourcing.

Benefits for the importer
Among the importer's chief objectives in using the electronic documents are to: reduce inventory days, improve the order
process, improve just-in-time programmes, improve productivity and reduce direct costs.

Some of the benefits will vary by industry or geographical area. The buyer of bulk commaodities, for instance in an oil shipment
trading chain, will see particular benefit from Bolero use. Today, the trading of bulk commodities is handled separately from the
administration of the trade documentation, partly because of the quantity of paperwork involved, but also because of the speed
of trading in contrast to slow paper handling. The Bolero Service will allow closer integration and therefore a higher degree of
security and accuracy between these aspects of commodity trading without any compromise of confidentiality.

Improved handling of documentary credits may be particularly important to companies in the Asia-Pacific region, where letters of
credit are used as a means of obtaining working capital. Trust receipts are commonly used, whereby the importer's bank lets the
importer have the B/L before having received settlement of the funds advanced under the L/C. This allows the importer to take
delivery of the cargo and sell it to the ultimate customer, thus obtaining the funds to pay the bank. These practices will be made
more secure for the bank and will become more precise tools for traders with the introduction of the Bolero Service.

Benefits for the carrier

A carrier implementing the Bolero Service can better meet customer demands for speed and accuracy in documentation and other
administrative services. Also, the service offers the carrier the opportunity to improve his utilization both of inventory resources
such as ships and containers, and of staff time and effort. Time-consuming amendments to shipping documents because of
unclear L/C instructions should also reduce in frequency.

Faster release of cargo at the port of destination should also mean better utilization of the container fleet. Better information flows
may also lead to fewer containers having to be repositioned empty. For bulk ship operators, the improved speed of the
documentation process could lead to quicker port turn-round times with consequent reduction in charter costs or more trips per
ship. The improved information flows may also lead to similar benefits for road, rail and air freight operators.

Benefits for the freight forwarder

The freight forwarder may use the Bolero Service to achieve improved staff productivity, better access to carrier information,
and improved accuracy in administrative information processing. Together, these benefits should improve gross margins. The
freight forwarder might also be able to extend the range of its services to customers wishing to outsource their logistics.

Freight forwarders are under increasing competitive pressure from integrated air freight companies who are moving into the
smaller end of grouped cargo. These integrated carriers can offer very short transit times and highly effective administrative
arrangements. By using the Bolero Service, freight forwarders may be able to offer similar benefits without making the huge
infrastructure investments on which the success of the integrated carriers rests.

Benefits for the bank

On many short trade routes and with air transport, strict documentary processes are currently rarely applied as the goods tend
to move faster than the paper. Similarly, many companies are dissuaded from using bank risk intermediation services such as
collections and documentary credits as a consequence of the lack of transparency, delay and costs inherent in their use. The
Bolero Service offers financial institutions the opportunity to redesign existing trade products and increase their use through the
introduction of efficiency, transparency, speed and lower costs.

Source: This section is selected from Bolero Project - Project summary, September 1997, http://www.boleroproject.com.

system, and would provide additional security, facilitate trade and make new trading opportunities
avaladle.
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The |CC Electronic Commerce Project

The ICC has established an Electronic Trade Practices Working Group (ETP) with the objective
of developing a set of sef-regulatory rules and best practicesfor digita authentication and verification
and promoting the establishment of an appropriate legd framework to secure ectronic transactions.

One project of the | CC Working Group isthe creation of € ectronic contracts (whichisdeveloped
and tested by lawyers worldwide), eectronic trade and settlement instruments (formerly the Generic
Electronic Credit Instrument) which will include definition of the roles and respongibilities of various
parties, risks mitigation, control of goods, negotiability (Certified Payment Obligation), and messaging
conventions, and a generic transport document. The am of this generic document is to have one
message flow which can incorporate sufficient information for al various methods of transport to be
used around theglobe. Thefirst stages of the project consst of investigatory work in order to come up
with a set of rules and best practices to be produced by the ICC, within which demateridized or
electronic trade can operate globaly. The am is for these dectronic commerce rules to have smilar
force in determining best practicesin eectronic trade as UCP 500 with regard to documentary credit
trade (the am isfor the ICC rulesfor dectronic trade to enter into force in April 1999).

One of the firgt products to come from the Electronic Commerce Project isthe ICC' s GUIDEC
project. GUIDEC (Generd Usage for Internationa Digital Ensured Commerce) provides a set of
common definitions and business-generated best practices for certifying and ensuring eectronic
commerce. The GUIDEC proposes best practices in crucia security techniques, such as digita
sgnature, which will be used by parties transacting over open networks to identify their eectronic
trading partner. GUIDEC ismeant to be aset of rulesfor e ectronic commerceto the same degree that
the UCP is for paper-based trade, with the am of enhancing the ability of the internationa business
community to execute secured e ectronic transactions and to establish a clear genera framework and
legdl principles for ensuring and certifying digital messages. *

In conclusion, electronic trading system can be a solution if all parties wish to make it work.
Some countries are not ready yet and Central banks are rigid in their rules for control (authenticity
of signature, and numerous paper forms to enforce their regulatory programs). Legal constraints,
Customs regulations, production of paper documentation and hand-written signatures represent
barriers for the proper use of automated processing systems. The role of governments is,
therefore, very important to the success of the electronic trading systems.

Electronic trading systems represent the future evolution of the actud traditiond paper systems.
The principa benefit of such change will be the speed with which the trade transaction can be
processed. It will facilitate cusomswork snce cusomswill be ableto clear goods much more quickly
(no need to wait until the necessary paper work is completed). Costs will be reduced since less
paperwork will be produced. As to discrepancies, they will be consderably reduced since the data
required for the various messageswould beintroduced only once; one set of agreed datawould be used

% Further information can be obtained through the [ICC Internet Home-page,

http://www.iccwbo.org/guidec2.htm.
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by both sdller and buyer throughout the whole trade transaction. Neverthelessfraud may till exist, but
to alesser extent, sSince ectronic fraud would be more difficult to carry out (i.e. digita Sgnature and
other cryptographic techniques, if properly implemented, would be difficult to reproduce).

The whole system of paper-based documentary trade is based on the checking of documents.
The system has survived, but the system can be abused. Therequirement of strict conformity of the
documents can be overlooked in certain caseswhere somelittle errors can be accepted. But inthe case
of computerization, the checking of the documentsis crucid and, as aresult, the latter can be rejected
for ample detalls.

Obvioudy dectronic trade systems require an entirely new way of thinking on behdf of al parties
involved in trade and require strong rulesto govern the procedures. Asfor banks, they will till havea
roleto play not only in supporting their client but soin controlling and processing the datarequired for
the trade transaction.
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Box 37

Case Study
Confirming Bank “C” (Plaintiff)
V.
Shipping Company “Z" (Defendants)
Broker “W”
Seller “Y”

9 Case Presentation of documents under a confirmed letter of credit - UCP 1983 Revision - Antedated and false bills of lading.

Parties involved in the deal > Issuing bank: Bank, “I”
Applicant: Buyer, “X"
Beneficiary: Seller, “Y” (defendants)
Confirming Bank: Bank, “C” (plaintiffs)
Owners of the vessel: Shipping Company, “Z" (defendants)

B By acontract signed in Apr 1993, and subsequently amended, the seller “Y” (defendant) agreed to sell about “t” tonnes
of Iranian bitumen to “X”. Among the document that were required under the letter of credit agreement, was a clean
shipped on board bills of lading with shipment to be effected not later than Sep. 24, 1993, and negotiation of the
documents to be effected not later than Oct 9, 1993. The credit was subject to ICC rules (UCP 400).

B A charter-party agreement was signed on Aug. 1, 1993 between “Y” and “X” (owners of the vessel “V") to carry the
bitumen in drums from Bandar Abbas to Ho Chi Minh City. “W” acted as brokers to the seller “Y” in fixing the vessel.

On Sep 17 1993, “V” began loading but, by Sep 24, loading was not completed and the seller “Y” could not properly present
confirming documents under the letter of credit. The broker “W” requested the seller “Y” to obtain an extension of the L/C that
would allow the loading to be completed and documents to be negotiated without recourse to backdating of bills of lading
and other documents. No extension of the credit was obtained, therefore “Y”, “Z” and “W” agreed on a plan which involved the
issue of bills of lading falsely dated 24 September 1993. The purpose of issuing falsely dated bills of lading was so that the
seller could present them to the confirming bank “C” in order to obtain payment under the L/C, despite the fact that shipment
had not been completed by the last date allowed by the letter of credit. The reason that convinced the shipping company “Z”
to agree on issuing antedated B/L was that they realized that their only hope of getting freight (and demurrage) was out ofthe
proceeds of the L/C. “Z” were willing to approve of issuing ante-dated B/L provided they were given a letter of indemnity (LOI).
On Oct. 1, the seller “Y” provided the shipping company “Z” with an LOI agreeing to indemnify them in respect of any liability
loss or damage caused by antedated bills of lading.

On Oct. 6, “Y” provided ““Z” with a letter stating that the documents under the letter of credit would not be encashed prior to
the completion of loading of the vessel.

O Oct. 7, “Z" expressly authorized the broker “W” to sign and issue the bills of lading to the order of “I” (the notifying party of the
seller). In accordance with those instructions “W” signed and released the original Ocean “Clean shipped on board” bills of
lading and gave the day 24 September 1995 (when in fact the loading was not completed until Nov. 4 1993).

On Oct. 15, the confirming bank “C”, after examination of the documents, paid the seller “Y” “US$ x amount” and submitted the
documents to the buyer, who refused to pay for the documents. Since the bill of lading was endorsed by the issuing bank “I”
to the confirming bank “C”, “C” was able to sell the cargo.

@ |ssuance of bills of lading prior to completion of loading a cargo with the aim of presenting them to the bank for payment is an
act of maritime fraud =» In this action the confirming bank “C” sought judgment, against the shipping company “Z” and the broker
“W” (claiming damages for deceit and/or negligent presentation and /or conspiracy arising out of the tendering of falsely dated
bills of lading), and against the seller (claiming damages for deceit and/or conspiracy and/or restitution of the sum “n amount” paid
by the confirming bank “C” to the seller “Y

Eejuggemen%:

In 1995, the first judgement was given in favour of the plaintiffs (the confirming bank, “C”) for damages to be assessed
against the two defendants, the shipping company “Z” and the broker “W".

A leave to appeal was granted to the plaintiffs (confirming bank, “C”) after the appearance of additional documentary
evidence of fraud; and in 1998, the second judgment was granted also in favour of the plaintiffs with

® The shipping company “Z" being guilty of dishonest conduct, approved at the highest conduct,
® the broker “W” being guilty of dishonest conduct, and
® the seller “Y” guilty of dishonest conduct.

All three were equally responsible and must, therefore, equally share damages to the confirming bank.

86



CONCLUSION

In these days, aletter of credit has avaue only when it isissued by an acceptable bank, or
confirmed by and acceptable and well-reputed bank. Letters of credit are sometimes deliberately
issued with mistakes or with clauses that are different from the contract of sde, thus reducing the
efficiency of aletter of credit as a secured payment mechanism. The letter of credit can be very
expensve, with likely ddays and problems deliberatdly built in, it is probably being used asatool for
non-payment.

On the other hand, with the increasing private sector involvement in commodity trading,
companies are looking for quick cashflows and optimization. Letters of credit are becoming
cumbersome and time-consuming and, in some ingtances, this leads traders to use the cash againgt
documents (CAD) mechanism for some of their main buying transactions. It isamethod of payment
for goodsin which documentstransterring title are given to the buyer upon payment of cash. Payment
is therefore made once the bill of lading is presented. This technique minimizes costs and facilitates
paymentsto traderswho areusingit to pay for their purchases. Nevertheless, CAD doesnot provide
the security which letters of credit offer. The risksthat CAD bring do not alow every trader to use
such amechanism, especialy when dealing with anew partner or in emerging markets. Moreover, it
depends on nationd law. Tradersin some countries are obliged by thelaw to uselettersof creditin
order to transfer funds.

Despited| the congtraintslisted above, it would seem that theirrevocable documentary |etter
of credit remainsthe most frequently requested method of payment because of the safeguardsit offers
in comparison with dternative methods. The most important advantage is found in the fact that the
sdler will be paid once his contractud obligations have been met. However, the buyer can ill
incorporate certain conditionsinto theletter of credit wherethese haveto be met by the seller prior to
any payment. Thisisnot to say that the banksin any way place themsdvesin aposition of enforcing
the trade contracts or guaranteeing the quaity of goods. Inaddition, the letter of credit carriesthe
built-in protection of an expiry date and the maximum amount that may be drawn.

Therole of the letter of credit remains rdlevant and it will continue to enable traders to do
business effectively, even in an dectronic environment.

A trader should reduce his vulnerability when dealing in commodities. He has to build a
strategy and provide all the necessary elements which will guarantee the proper functioning of the
transaction, even though it can be more expensive.

After setting a proper strategy plan, a trader needs to identify the risks and costs involved
in the trade transaction (cost should be built into the export price). One should not forget trade
principles and good trade practices. There are a lot of steps that an exporter should take in order
to have a proper trade transaction:

] Identify the areas of risk and build in a system to reduce the risk,

| a trader should be able to identify a reliable partner,
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signs a reliable contract - a trader can negotiate a letter of credit while signing a contract
since all the requirements of the L/C are specified in the sales contract (clear
understanding of the contract, i.e. who is carrying the goods, who is bearing the costs and
risks of transportation). After negotiation, a trader has to think about the clauses to add
in a letter of credit in order to have a secured letter of credit and security for payment
after negotiation (how to get protection against default, fraud or negligence and what
procedure to be followed in case of default, etc.).

the trader should not have speculative attitudes,

deal with reliable banks, and banks that can provide them with the necessary coverage
(country and product coverage),

have the right staff to deal with letters of credit - people capable of understanding and
producing proper documentation.

have an appropriate insurance contract,
have reliable quality assurance,
deal with a reliable shipowner, and

understand the code of practice (UCP500).
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ANNEXES

Standard Commodity Contracts

A. GAFTA contract No. 120: FOB Contract For Thai Rice.

B. GAFTA list of contracts and rules.

C. The Cocoa Association of London Limited. Market rules of standard contracts
(section 14).

Letter of Indemnity (L OI) Problems - A proposal by IMB

Maritime Advisory Exchange

A. ICC Internationa Maritime Bureau.

C. Lloyd s Maritime Information Services.
B. BIMCO Services.

ICC activities

SGS activities

UNCTAD activities

Documentary Credit Checklist

91



92



Annex 1

Standard Commodity Contracts
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Annex 2

Letter of Indemnity (LOI)
Problems A proposal by IMB
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Annex 3

Maritime Advisory Exchange
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Annex 4

ICC Activities
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Some of ICC main activitiesin relation to documentary credit

ICC Arbitration

ICC sustains an informal processto resolve disputes. 1CC expertswill respond to arequest on
behalf of the parties confronted with an altercation. The decision taken by the expertsis not
binding.

Among ICC’ s practical servicesto tradeisthe I nternational Court of Arbitrationwhichisone
of the leading bodies for the resolution of international commercial disputes by arbitration.
Arbitration decisions are in principle binding.

A new global service called the “Documentary Credit Dispute Expertise” (DOCDEX) has
been created in 1997 to resolveinternational letter of credit disputes. In contrast withthelCC
general arbitration service, the DOCDEX system deals only with disputes involving the
documentary credits and their reimbursement. The programmeis administered by the ICC Centre
for Expertise. DOCDEX decisions are in principle non-binding. Theaim of thisnew serviceisto
reduce misunderstandings and delays by certain traders and banksin dealing with documentary
credits. For further information consult ICC DOCDEX rules (ICC Publication No 577).

ICC Technical advisory assistance

iv. ICC provides advisory assistance on any question in connection with documentary credit
incorporating the Uniform Customs and Practice for Documentary Credits (UCP). Thetechnical
advisory answer can be either an unofficial answer (by a simple reply from ICC technical
advisor) or an official answer where it has to be confirmed by the ICC commission meeting.

1CC Publication

2 In addition to the several reference works related to international trade and involving several

topics (including banking practice, international contracts, international arbitration, commercial
fraud and joint ventures, etc...), ICC provides aquarterly newsletter on documentary credits,
and Opinions of the |CC Banking commission queries which is published every one or two
years.

Upcoming activities

VI.

Vii.

ICC isin the process of creating a documentary credit certification programme. It isan
educational testing service which will provide certain qualifications for the benefit of document
checkers (the first examinations are to be given in the US and UK in November 1998 and
elsewhere in the spring of 1999). A study text is also being designed to accommodate the
certification programme. The programme is designed for an average person in documentary
credit who has an all-around knowledge of the product (it isnot designed at alevel for senior
managers).

ICC is also creating atraining project (DC-PRO). It isamultimediatraining programme on
documentary credits (supported by a CD-Rom basic tutorial on Documentary credit) which will

be linked to adesignated website. The website will be areference library that will be updated,
consequently providing up-to-date information about L/Cs and ICC issues (court cases,

newsletters for example). The website would also allow DC-PRO usersto communicate with one
another. The objective of DC-PRO s to fill the gap of insufficient knowledge about

documentary credits worldwide by providing access to adequate information. DC-PRO is
scheduled to be produced by spring 1999.

Further information on the above list can be obtained through the International Chamber of Commerce, 38 Courd
Albert 1er, 75008 Paris, FRANCE. Http://www.iccwbo.org.
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THE SGS GROUP: EXPERTISEFOR OVER A CENTURY

The SGS Group of companies is the world leader in inspection, testing and verification. It operatesin
more than 140 countries through its network of subsidiaries and laboratories, with 40,000 employees.

Founded in 1878, SGS initially specialized in controlling grain shipments. Today, the SGS Group is
unique, thanks to its world-wide geographical coverage and the broad range of its services.

Core SGS services address agricultural products, minerals, petroleum & petrochemicals, consumer
products as well as Industrial and non-destructive testing.

While continuing to expand its state of core business, the SGS Group has entered new business
sectors that are less dependent on trade, such as services to the insurance industry, certification, services to
the environment, health care, biosciences and manpower services. In addition, the SGS Group, viaits
Economic Affairs Division, develops tailor-made programmes for governments and international institutions,
including import and export verification, services to customs and investment monitoring.

All SGS services have two important characteristics in common: they help to minimize risks and they
provide assessment, verification and advice of an independent nature.

The SGS Group's development strategy is to increase its range of services and geographical coverage
by developing new activities with promising long-term prospects.
Two fundamental principles: independence and impartiality

Since it was established, the SGS Group has remained dedicated to its independence as a guarantee of
its total impartiaity. The policy of SGSis not to engage in any manufacturing, trading and financial activities
which might compromise its independence and neutrality.
A commitment to quality

The SGS Croup has built its international reputation on a commitment to quality based on the
individual and collective responsibility of all employees at the service of customers world-wide. SGS has
broad experience in helping its customers to set up quality assurance and chain management systems.

Global services, with local solutions

The SGS global capahility alows clients to have their interests protected anywhere in the world with
a"single source" solution.

Global services can only work through local know-how. SGS experts around the world are
indigenous to the areas in which they work. They speak the focal language and are familiar with local
conditions, business practices and traditions.

The SGS "single source” solution assembles people of different backgrounds and skills to work
together by contributing their specific expertise. The international co-operation between local experts around
the world has established the reputation of the SGS Group world-wide.

Agricultural services
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This original SGS service, as mentioned above, goes back to the inspection of grain shipments. The
scale of operations is quite different at present as SGS inspects millions of tons of commodities being moved
worldwide each year. Thus SGSis continuing to be very much involved in inspection and monitoring
services for international trade in agricultural products. These services help to ensure contract compliance
and improve the speed and efficiency of transactions, the safety and reliability of the products and the respect
of delivery and production schedules.

SGS has at its disposal highly-quaified speciaists with know-how on all aspects of production and
processing, environmental and crop protection factors, as well as quality control of horticultural produce.
These specialists advise on how to determine which aspects should be given priority in a control system and
what is the most suitable control method relating to the development of control systems for arable farming,
horticulture and livestock, as well as the meat and fish sectors. These systems can involve the control of
environmental impact during production and the processing of arable and horticultural produce. They also
include logistic control schedules, whereby the whole flow of goods is followed, from preparing the land right
up to the packaged product in the shops. This not only involves administrative control, but also sampling,
company visits and laboratory analysis.

The tasks entrusted to SGS professional agricultura inspectors around the world are increasingly
diversified: weighing, sampling, analysis, supervision of loading and discharging, tally, fumigation and
guarantees of weight and quality. With more than 100 specialized laboratories in key agricultural countries
around the world, SGS offers a unique range of testing capabilities for these particular services.

Consumer Products services - Retail & Supply Support

Consumer Products services - Retail & Supply Support - address the entire sector of consumer
products and services, including manufacturers, traders and retailers. Such services cover the total supply
chain from product development through procurement and manufacturing to retailing. They alow SGS
clients to efficiently manage the compliance with safety and other legal requirements, contractual performance
specifications and delivery conditions of their business transactions.

Consumer Products services - Retail & Supply Support - involve specidized facilities and expertise in
laboratory testing, product consultancy, process assessment and statistical product inspection including
product/service certification. Flexible service packages can be tailor-made for optimal reliability and cost-
efficiency according to a client's needs.

These services are available internationally for most non-food and food consumer products. SGS
Consumer Product services are also provided to the service sector, and especially to hotel and restaurant
chains.

Environmental services

A broad range of environmental services is available as a consequence of the SGS's expertise in its
traditional activities: laboratory and field testing for water, air and soil, regulatory and corporate compliance
auditing, ecologica surveys and site decontamination, impact studies, toxic waste disposal advisory services
and stack emissions monitoring

Logistics services

Logistics services are divided between warehousing, forwarding and stevedoring with specialized
shipping agencies. The objective is to respond to market demand for packages of SGS inspection services.
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Services to the Insurance Industry

SGS experts provide insurance companies and brokers with impartial and reliable advice in the areas
of loss adjusting, risk evaluation, damage prevention, investigation of claims, evaluation of losses, settlement
recommendations and specific expertise in the fields of aviation, marine, environment, vocational
rehabilitation, forensic analysis and the mobilization of resources in the event of catastrophes.

SGSisaso active in the self-insured market, providing global insurance services to individual companies.
These activities may include employee rehabilitation and evaluation services and the adjustment of workers
compensation claims.

Documentary Fraud Detection and Prevention in International Trade

SGS has a comprehensive range of capabilities with respect to detection and assistance in the
prevention of documentary fraud. Documentary fraud involves the use of false or forged documents in order
to deceive. In the context of international trade, these documents are most often bills of lading and
commercia invoices - or sometimes nothing more elaborate than a telex message. In many countries,
documentary fraud is designed by those committing the fraud to lower duty and tax payments required for
importing goods into that country.

International trade brings together people of different traditions, laws and institutions. Relationship
are based upon trust. In the event of this trust being misplaced, or of something else going wrong, cultural
difficulties between trading partners will be compounded by jurisdictional problems and the very nature of the
international trade transaction itself. For this reason, SGS has services which can assist in the prevention and
detection of documentary fraud. These services include pre- and post-shipment verifications on behalf of
buyers, sellers and client governments and may encompass much more than just physical verification. In
addition, by examining not just obvious (commercial invoices and bills of lading), but subsidiary information
(such as files, faxes, correspondence, packing notes, etc.) SGS can further assist in the detection of
documentary fraud.

With the growth of automated computing and technological change, documentary fraud has become
an even more significant issue in that amost any document can be scanned, modified and reproduced to
resemble the original. In this environment, the expertise of SGSis essential to assist in fraud detection and
prevention - in fact, many governments throughout the world have placed their trust in SGS to address this
issue via specialized inspection services.

|For further information, please contact:
SGS Société Générale de Surveillance SA.
97 RuedeLyon
P.O. Box 2152
CH - 1211 Geneva l
Tel: Main switch8&rd: (41-22) 73991 11
Help Desk:(41-22) 73994 79
Fax nr.:(41-22) 73998 35
E-mail: Governmentservices@sgsgroup.com
Internet: http//www.sgsgroup.com
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INTRODUCING THE UNITED NATIONS CONFERENCE ON TRADE AND DEVELOPMENT
(UNCTAD)

UNCTAD'SMANDATE

UNCTAD, based in Geneva, Switzerland, isthe focal point within the United Nations system for the
integrated treatment of development and interrelated issues n the areas of trade, finance, technology,
investment and sustainable development. Its main goals are to maximize the trade, investment and
development opportunities of developing countries, and to help them face challenges arising from globalization
and integration into the world economy on an equitable basis. UNCTAD works in the following thematic
areas:

International Trade in Goods and Services, and Commodities

Helps developing countries to maximize the positive impact of globalization and liberalization on sustainable
development by helping them integrate effectively into the international trading system; analyzesthe impact of
the Uruguay Round Agreements on trade and devel opment, and helps countries respond to the opportunities
arising therefrom, including through enhancement of their export capabilities; promotes diversification by
commodity-dependent devel oping countries; promotes the integration of trade, environment and development;
analyzes issues related to competition law and policy; assists countriesin formulating policies and legidation
and in ingtitution-building.

Globalization and Development Strategies

Examines trends in the global economy and evaluates their impact on the development process, studies
guestions related to financia flows and indebtedness, and helps developing countries manage their debt;
undertakes macroeconomic policy analysisin the context of interdependence among countries and sectors of
the economy; anaylzes specific development challenges and succesful experiences; develops databases and
provides statisitical information related to trade and devel opment.

I nvestment, Technology and Enterprise Devel opment

Examines global trends in foreign direct investment (FDI) flows; the interrelationships between FDI, trade,
technology and development; the devel opment implications of a possible multilateral framework on investment,
analyzes policies and mechanisms to support the development of micro, small and medium-sized enterprises,
identifies policiesto favour technological capacity-building and innovation in devel oping countries; undertakes
science, technology and innovation ploicy reviews, to identify options for national action; helps developing
countries exploit opportunities for enterprise devel opment and assists devel oping countries to promote inward
investment and to exploit new opportunities.

Services Infrastructure for Development, and Trade Efficiency

Helps developing countries in improving the efficiency of their trade-supporting services through technical
cooperation programmes; supports the formulation of national policies and regulations promoting services
infrastructure for devel opment, trade facilitation and trade efficiency; assists developing countriesin ng
the efficiency of their trade-supporting services and in implementing best practices; contributes to the
development of new services to assist the informal sector and micro-entreprises, particularly in the area of
micro-credit; promotes global electronic commerce by facilitating access to information technologiesfor al
actorsin international trade, particularly through the Global Trade Point Network.

Least Developed, Land-locked and Island Developing Countries

Coordinates UNCTAD'swork on LDCs, including the follow-up to the October 1997 High-Level Meeting on
Integrated Initiatives for Least Developed Countries Trade Development and the provision of technical
assistance in the form of Integrated Country Programmes; assesses the economic and social performance of
LDCsin the context of their international and domestic environments; and hel psimplement the Programme of
Action for the LDCs for the 1990s, the Barbados Programme of Action for the Sustainable Development of
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Small Idand Developing States, and the Globa Framework for Transit Transport Cooperation between
Land-Locked and Transit Developing Countries and the Donor Community.

UNCTAD'SWORK ON COMMODTIES

At itsninth conferencein 1996, UNCTAD gave anew direction to its work on commodities, emphasizing
four key areas. commodity diversification; natural resource development; market trends and transparency;
and risk management and finance. The focus of UNCTAD’ swork is on maximizing the contribution of the
commodity sector to economic and social development, in the context of aliberalizing and globalizing world
economy. UNCTAD’s work, consisting of a balanced mix of analysis, policy advice and direct assistance,
responds to the needs of both the public and the private sectors. It is based on a forward-looking approach
aiming to assist commodity-dependent countriesin their efforts to adapt their policies and strategies, seeking
innovative solutions to the problems they encounter.

Diversification in the new international economic environment

> Diverdification in the new international economic environment: product/sector-based challenges and

emerging opportunities in the multilateral trading system that affect the diversification process and

interests of commodity-dependent countries.

The scope and efficient implementation and socia implications of Government diversification policies;

Assistance in the design and implementation of national diversification policies and implementation;

Assistance to commodity-based enterprises in international markets, in terms of complexity, quality

requirements, information exchange and multiplicity of rules;

» The positioning of enterprises from developing countries in international markets where concentration
seems to be increasing;

> The role of forma and informal institutional structures, including their communication and support
functions;

> The potential benefits of commoadity-based clusters; evaluation of successful experiences.

YV V VY

Natural resource management

This area of work aims to contribute to economically and ecologically sustainable management of natural
resources, particularly in developing countries. The methods used include: provision of advice and capacity
building to governments and industry, organization of training events, i ssues-oriented research, publications,
dissemination of information through the Internet and presentations. While technical cooperation activitiesare
mainly carried out together with governments, the programme maintains extensive contacts and cooperation
with industry, NGOs and other elements of civil society. The focusis on actionsthat governments and civil
society can take to directly promote and support sustainable natural resource use.

»  Support in the formulation of macro- and micro-economic policies and legislation in the mineral sector
aswell asin the preparation of mining laws, mining taxation systems, and foreign investment frameworks;

>  Development of frameworks for consultation with local communities and indigenous peoples;

> Advice and training in regional planning and participatory development in areas dependent on natural
resources exploitation;

> development and application of frameworks for regiona planning that facilitate cooperation between
national and regiona governments, industry and local communities;

»  Support to policy formulation and capacity building in environmentally sustainable natura resources
management and to the identification and promotion of environmentally preferable natural resource based
products and production processes;

> Assistance with regulatory issues, such as the preparation and implementation of environmenta
regulations.

Commodity risk management and finance
UNCTAD has evolved as one of the leading international organizations assisting commodity-dependent
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countries to enhance their capacity to use modern commodity risk management and finance tools. Work in
thisareainvolves policy advice, training and technical cooperation activities, geared both to the private and the
public sectors and with a focus in the following areas:

>
>

>

Processes of integration between commodity marketing, risk management and finance;

Problems of access to commodity risk management and finance markets, work encompasses training,
the devel opment of manuals, capacity-building for banks and farmers' associations, etc;

Prudential rules for the safe use of price risk management instruments;

Possiblelegal and regulatory reformsto improve accessto international commodity risk management and
finance markets and to lower the cost of this access (e.g., means to reduce sovereign risks);

The functioning of commodity exchanges and the role of new groups of non-trade related participantsin
commodity futures markets,

The development of regional/national commaodity exchanges and new futures contracts;

National stabilization arrangements, in particular the use of market-based price risk management toolsin
combination with national commodity stabilization funds;

Structured commodity finance, including asset-backed financing and the use of commodities as
collateral, particularly through warehouse receipts.

Commodity market trends and transparency

This work area aims to monitor and analyze the evolution of the world market for major commodities, to
disseminate commaodity market information and to convene and service, as appropriate, meetings related to
the negotiation, re-negotiation, or the functioning of international commodity agreements (ICAS). Activities
include, inter alia, the following:

>

In-depth analysis of recent development in commodity markets and their prospects, with particular

emphasis on commodity-dependent countries;

>

Statistical publications covering comprehensive data on commodity trade and related issues (e.g., the

Handbook of World Mineral Trade Statistics and the Monthly Commaodity Price Bulletin);

>

Coordination of activities of international commodity bodies and monitoring developments in the ICAs

and international study groups set up under UNCTAD’ s aegis;

>

Advisory and technical cooperation activities on a wide range of issues related to production,

consumption, trade, and international cooperation in commodities;

>

Establishment of an Exchange of Information and Partnership Center on Internet, to facilitate

international commerce in commodities;

>

Cooperation with the business sector in the diffusion of commodity trade information with emphasison

facilitating access by developing countries.

|For further information on UNCTAD’ s work on commodities, please contact:
Chief of Commodities Branch
Palais des Nations
Geneva, Switzerland
Tel: (41-22) 917-5833
(41-2218%7-5773
Fax nr.: (41-22) 917-0509
Internet: http://www.UNCTAD.org
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Documentary credit checklist

1. TheLetter of Credit

1. Doesthe L/C need to be confirmed?

2. Doadl termsand conditionsin theletter of credit conform with thetermsand conditions
of the sales contract? Can dl the details and conditions stipulated in the letter of credit be
met?

3. Arethe namesand addresses of the contracting partiesentirely correct and complete?

4. Isthe description of goods correct and complete, including weights, shipping marks
(decription of goods to be shipped if insufficient or too detalled can lead to
discrepancies)?

5. Areunit pricesand total pricefor goodsarein accordance with the origina quotations?

6. Will tota amount cover dl cods dlowed by the L/C (eg., documentation,
trangportation, insurance)?

7. Aretermsof payment and currency of payment clearly stated?1spayment at Sight or at
alater date? Isit drawn on the exporter’ s bank or importer's bank?

8. Doestheletter of credit time vaidity give enough timeto cover the whole transaction?
Can dl the terms and conditions of the L/C be complied with before it automaticaly
expires (i.e. production and packing, ingpection, shipment, asssembling and checking
documents and finally presenting them to the bank)? Do the shipping terms give the sdller
adequate time to produce and have goods ready for shipment on therequired date? Can
al documents be obtained in the exact form as requested and within the vaidity period of
the L/C? Isthere enough time after delivery to collect and present documents to the bank
for payment?

9. Whoisresponsble for insurance? What is the insurance coverage?

10. Aretheddivery termscorrectly stated (e.g Ex Works, FAS Port of Import, FOB Port
of Export, CFR Port of Import, CIF Port of Import)?

11. Who pays the transportation costs?

12. ArePartid Shipmentsallowed (i.e. must complete order be contained in one shipment
or more than one shipment is alowed)?

13. Istransshipment allowed (i.e can goods be unloaded and transferred to another vessel
between the port of export and the port of import)?

2. The Commercid Invoice

1. Does dl the information contained in the commercid invoice conform with the
ingtructions of the L/C?

2. Aretermsof ddivery clear (i.e. Incoterms)?

3. Aretermsof payment and currency of payment clearly stated?

4. |sthe customer’s order number notified on the invoice?

5. Are unit descriptions, measures and prices recorded the same way on al other
documents? Arethey exactly asstated inthe L etter of Credit? Hasthe required number of
copies been made?

6. Arethe port of loading and the port of discharge indicated?

7. Will acommercd invoice suffice? Is a Customs or consular invoice needed?

8. Aredl chargesin accordance with the origina quotation?

9. Hastheinvoice been sgned? Has it been dated (as per the L/C requirements)? Hasiit
been assigned a unique identification number?

10. Doesit need to be authenticated by a Consulate?
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3. TheCetificate of Origin

1. Isacetificate of origin required by the letter of credit, purchase order, or destination
country?

2. Isthechamber of commerce or counsulate willing to authenticate the Satementsthat are
needed on the certifcate of origin?

3. Canacetificate issued in the country of origin be furnished on time?

4. Isaspecid format required by any trade agreement or by the destination country?

5. Dothename of the consignee and the consignor, their addresses, shipping details, item
descriptions, quantities (the quantity of goods being shipped should be clearly denoted in
the units used in the tariff of the importing country), marks and pieces/packages numbers
conform with the commercid invoice, bill of lading and packing list?

6. Isthe country of origin properly stated?

7. Has the cetificate of origin been signed? Reviewed and sedled by a chamber of
commerce? Notarized? |s a Consular visarequired?

4. The Ingpection Certificate

1. Do the detallsin the certificate conform with the terms of the letter of credit?

2. Does the cetificate contan a full description of the goods (including quality
requirements and standards) as defined in the L/C and commercid invoice?

3. Isthe factor of converson considered in order to obtain the goecific weight of the
merchandise?

4. |sthe scope of the ingpection company clearly defined?

5. Hasthe certificate been signed? Has the authenticity of theingpection certificate (or the
copy received) been verified?

5. ThePeacking Ligt

1. Areshipper and consignee (or intermediate consignee) clearly stated?

2. Doesthelig contain dl the necessary information concerning the packing (i.e. Sze,
types, number of packages, grossweight, outside measurement and content)? Do dll item
descriptions and units of measure conform with the letter of credit and the comercia
invoice?

3. Isthetotd grossweight of the consgnement seperated from the net weight of the
consgnment?

Are the carton “marks and numbers’ accurate?

Does the packing list state the invoice reference and the date of the invoice?

Does the packing list conform to the importing country's requirements?

Any additiond information required by the L/C?

Is the packing list duplicated in the language of the foreign detination?

Have the required number of copies been made? Packed in each carton?

10 Hasaproper envelopefor the packing list document been prepared, to be attached to
the cargo?
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6. Insurance Certificate

1. Istheinsurance of the right type (i.ewhether the exporter must present an insurance
policy or insurance certificate; thisisusudly stipulated inthetermsof theletter of credit)?

2. Isdl the necessary shipment information provided on time (i.e. before shipment
voyage starts)?

3. Isthe document endorsed (if necessary)?

4. Doestheinsurance policy cover transhipment (if necessary)?

5. Arethe description of the goods, the “marks and numbers’, the shipping route (full
description of the voyage), the vessdl name (or flight detalls), the name and address of the
beneficiary, name of the agent who would be authorized to settlethe claims, the currency
used, and the actual amount of insurance, conforming with the details givenin theletter of
credit, commercia invoice, and other transport documents provided?

6. Isthedate of issue the same as, or earlier than, the date of the transport?

7.  If thegoods have been loaded on deck, doestheinsurance document cover “ on deck”
rsks?

8. Istheinsurance document sgned?

7. Bill of Lading

1. Aretheconsgnee, shipper and notifying party clearly defined asstipulated in the letter
of credit? Do descriptions of goods, weight or measures, marks and numbers conform
with the L/C and other trangport documents (i.e. the commercid invoice and packing
list)? Are they accurate?

2. Doesthe date of shipment conform with the requirements stipulated in the L/C?

3. Arethe port of loading and discharge exactly as stipulated in the L/C?

4. Arethe method of transportation, the shipping route (destination of the cargo), the
carrier, the vessal number stated and accurate?

5. Istransshipment allowed (if necessary)?1f so, doesthe B/L cover the wholetransport
route?

6. Isthe bill of lading marked “charter party”, if required? Otherwise, does the B/L
contain the terms of carriage?

7. Isthe ocean bill of lading marked "on board," if thisisrequired by L/C?

8. Isthehill of lading noted "to order" as tipulated in the letter of credit (i.e. are the
goods consigned as in the L/C to the order of a named person or firm, or to a named
consignee without “to the order” notation)?

9. IsB/L marked "prepaid” if freight charges are included on the comercid invoice?

10. Are any of the items classfiable as Hazardous Materials? Are specid hazardous
requirements needed?

11. Isthehill of lading“clean”, i.e. without any negetive clause referring to the condition or
packing of the goods (e.g. ‘iron bandsrusty’, ‘two casesdefective’ * 10 bagstorn’, ‘ part
of goods rotted’)?

12. Isthehill of lading inafull set of proper originds? Doesthe number of origindsin the
Set appear on each document?
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