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Introduction

Documentary Credits or Letters of Credit (LC’s) issued under the International Chamber of Commerce (ICC) Uniform Customs and Practice for Documentary Credits publication number 500 (UCP 500) rules are a useful way to provide some payment security, while also affording the Buyer an element of protection. Nevertheless they have some drawbacks that make it worthwhile to consider alternatives. These drawbacks include:

(a)
they are relatively costly,

(b)
they are inflexible and

(c)
they require the participation of a bank in the processing of the transaction.

The “step by step” customer relationship management approach to payment security - which means moving from a position of full security, for Buyer and Country risk, to a desired position of a mixture of open account and payment security - makes it necessary to find more flexible arrangements.

The alternatives considered in this article are based on the use of Promissory Notes (PN’s) and Demand Guarantees (DG’s) or Demand Guarantees alone.

Promissory Notes (PN’s)

In this Context PN’s are made subject to English law and jurisdiction - that is to say, subject to the Bills of Exchange Act 1882 which defines a PN as:

“An unconditional promise in writing, made by one person to another, signed by the maker, engaging to pay, on demand, or at a fixed or determinable future time, a sum certain in money, to, or to the order of, a specified person, or to bearer.”

(See Appendix 1.)
Demand Guarantees (DG’s)
DG’s are usually made subject to the Uniform Rules for Demand Guarantees (URDG) of the International Chamber of Commerce (publication number 458).
A DG can either be issued by a bank in conjunction with a PN (see Appendix 2) or without the use of a PN (see Appendix 3).

Alternative One

The situation where payment risk cover is only provided for the 30 days between the delivery date and the due date.

The procedure is as follows:

Contract of Sale / Purchase is agreed.


Contract includes agreement that;

i. Seller will immediately provide a proforma invoice based on 110% of the contract quantity at the current mean reference price plus or minus the agreed premium or discount. This proforma invoice will show a mutually agreed “estimated due date” - usually the last day of the expected delivery date range plus 30 days.

ii. Buyer will create a PN for the amount of the proforma invoice, payable on the 5th day after the “estimated due date” and place it in the custody of a bank, as instructed by the Seller.

iii. In all other respects “open account” arrangements will apply and the PN will become null and void if the invoice is paid on due date.

Proforma Invoice is issued.


PN is created and handed to designated local bank.

Delivery of the commodity is authorised by Seller.

Actual quantities and the price calculation are agreed between Buyer and Seller.

Final invoice is issued.

Discussion between Buyer and Seller takes place to agree whether or not it is necessary

to exchange the existing PN for a new PN which shows the true amount due and a due

date 5 days after the actual due date.

If a new PN is issued, it is exchanged for the original PN.

On due date the invoice amount is paid by the Buyer or the Buyer’s designated Bank, direct to the Seller. Then the PN becomes null and void.

If the invoice is not paid the PN is presented on its due date i.e. about 5 days after the invoice due date.

This arrangement enables the Seller to decide how much 

Buyer risk  and / or  Country risk

to share with a bank.

If the Seller wishes to limit its payment risk a bank can be asked to cover up to 100% of the amount of the PN, for a fee.

The Seller can choose a foreign bank or a local bank, thereby choosing whether to cover the Country risk or not.

The Seller would expect to pay a guarantee fee relating to

(a)
which risks are covered,
(b)
the extent of cover ( 80% or 90% or 100% for example ) and

(c)
the number of days the guarantee will be outstanding.

The Buyer would not pay any fee.

The Buyer’s line of credit, with the bank, which issues a DG, will be reduced by the amount of the DG for as long as it is outstanding.

A DG would be written to expire 5 days after the due date of the related PN.

Alternative Two

This covers the scenario where a bank provides payment risk cover for the first 30 days after delivery AND then goes on to provide the Buyer with finance for 90 days or 120 days thereafter. That is to say, where a bank pays the Seller after 30 days but the Buyer only pays the bank 120 days or 150 days after delivery.


In this case the transaction is initially processed and secured as described in “Alternative One” above, except​

i. the PN is made payable to the financing bank (this must be a mutually acceptable bank),

ii. necessary approvals for foreign borrowing must be obtained from the Central Bank and/or Ministry of Finance, if applicable, and

iii. the purchase/sale contract must he assigned to the bank by the Buyer - with the Seller’s consent.


On or before the 30th day after the Delivery Date the estimated PN will be replaced by a PN which incorporates the actual amount due, an appropriate interest clause and a due date being 120 or 150 days after the delivery date, as applicable.


On the 30th day after the Delivery date the bank pays the Seller in full.

On the 120th or 150th day after the Delivery Date the Buyer pays the bank an amount equal to the cost of the commodity plus interest, at the agreed rate, for the period of finance.

This scenario potentially carries the same advantages as “Alternative One” but with the following additional considerations​

(1) An underlying loan agreement between the Buyer and the bank is required. This provides the bank with security in the transaction itself and thereby yields the potential to minimise the cost of borrowing.

(2) A wider foreign bank credit base can he accessed because the prime bank can syndicate the funding of such a loan. Thus the Buyer can become favourably known to a wider community of banks.

(3) This scenario prepares the Buyer for a direct commercial paper and/or capital market issue programme at some later date.

Risk Considerations
“Documentary Credits”  versus  “Promissory Notes / Demand Guarantees”

( Buyer’s point of view )
If a Buyer accepts the arrangements outlined in Alternative One or Alternative Two above an additional risk becomes apparent and must be considered.

This risk is the “risk of unjustified presentation or calling”.

In other words, with the PN or DG in place before delivery, it is possible for a dishonest Seller to fail to deliver but still claim payment AND BE PAID.

It is up to the Buyer to judge whether this is a significant risk, by taking account of the reliability and integrity of the Seller.

Insurance may be available to protect the Buyer from the risk that the Seller may present the PN for payment, or call for payment under the DG, even though the Seller has not delivered the commodity.

APPENDIX 1

PROMISSORY NOTE FORMAT

____ (place of issue) ____ the ____ (date) ____ for ____ (amount in figures) ____

On the  ____ (due date) ____ I/we promise to pay, against this Promissory Note, to the order of  ____ ( seller or designated bank) ____ the amount of ____ (amount in words) ____.

Payment due under contract number ____ (contract number) ____ dated ____ (date) ____.

This Promissory Note is subject to English law and jurisdiction.

Payable without any deduction for and free of any tax, impost, levy or duty of any nature, present or future.

Payable at:

(name and address of Paying Bank)

(name of Buyer)

Authorised Signature(s)

COMPLETED EXAMPLE PROMISSORY NOTE:

London the First day of April 2001 for Euro 25.000.000

On the First day of May 2001 we promise to pay, against this Promissory Note, to the order of ABC Sugar Exporters SA the amount of Twenty Five Million Euro.

Payment due under contract number 123678 dated March 17, 2001.

This Promissory Note is subject to English law and jurisdiction.

Payable without any deduction for and free of any tax, impost, levy or duty of any nature, present or future.

Payable at:

XYZ Bank Plc

London

Sugar Importers Limited

Harry Jones

Authorised Signature(s)

APPENDIX 2

DEMAND GUARANTEE FORMAT

Date

Supplier name & address

OUR REFERENCE:_________________________               

With reference to your contract number __ (number) __ dated __ (date) __ with __ (Buyer) __ their reference __ (number) __ for sale of __ (product) __ we __ (Bank) __ irrevocably commit to honour a promissory note payable at the counters of  __ (Bank) __ in the amount of USD __ (amount) __ (United States Dollars __ (words) __ ) issued by __ (Buyer) __ under the said contract and duly endorsed [without recourse] by you in our favour and maturing no later than __ (date) __ , provided the said promissory note is accompanied by the following documents:

A) Your signed written statement that the amount of the accompanying promissory note represents the net amount due by the Buyer in respect of the referenced contract between the Buyer and you and that the invoice, mentioned in ‘B’ below, having been duly presented for payment, remains unpaid five (5) calendar days after due date.

B) Copy of the invoice for the amount claimed in ‘A’ above (telex copy acceptable).

Should the value of the promissory note under the above contract, be paid to you prior to the maturity of the promissory note, then the promissory note shall automatically become null and void, and our commitment to honour such promissory note will also be automatically extinguished.

This commitment expires at the counters of __ (Bank) __ on __ (date) __ and any claims under this commitment must be presented before expiry.

This commitment is subject to the Uniform Rules for Demand Guarantees of the International Chamber of Commerce [publication number 458].

Signed __(name) ___

………………………..

Authorised Signature

APPENDIX 3

Date

Supplier name & address

OUR REFERENCE:____________________________

With reference to your contract number __ (number) __ dated __ (date) __ with __ (Buyer) __ their reference __ (number) __ for sale of __ (product) __ we __ (Bank) __ irrevocably commit to pay you the amount due under the said contract subject to a maximum of USD __ (amount) __ (United States Dollars __ (words) __ ) on presentation of your simple demand accompanied by the following documents:

A) Your signed written statement that the amount of the accompanying simple demand represents the net amount due by the Buyer in respect of the referenced contract between the Buyer and you and that the invoice, mentioned in ‘B’ below, having been duly presented for payment, remains unpaid five (5) calendar days after due date.

B) Copy of the invoice for the amount claimed in ‘A’ above (telex copy acceptable).

Should the value of the promissory note under the above contract, be paid to you prior to the maturity of the promissory note, then the promissory note shall automatically become null and void, and our commitment to honour such promissory note will also be automatically extinguished.

This commitment expires at the counters of __ (Bank) __ on __ (date) __ and any claims under this commitment must be presented before expiry.

This commitment is subject to the Uniform Rules for Demand Guarantees of the International Chamber of Commerce [publication number 458].

Signed __(name) ___

………………………..

Authorised Signature
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