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Expected Learning Outcome: 

- be familiar with the major methods / instruments of payment in international trade 

- understand the mechanics of letter of credit transactions 

 

1. Introduction  

International trade always involves the transfer of money between different companies in 

different national jurisdictions using different currencies. Therefore banks are always involved and 

they use documents that spell out every nuance of  

 who has to pay the amount, 

 how much money has to be paid, 

 in which currency the amount has to be paid, 

 where the payment has to be paid to (e.g. account number), 

 when the amount has to be transferred to the account. 

Because of the importance of these payment documents, the transactions involving such use of banking 

documents are called documentary transactions.  

 

1.1. Important Elements of Payment Clauses 

The Parties to International Transactions should make clear beyond doubt that their contract reflects the 

four most essential elements, payment provisions should contain: 

• the time – e.g. 24th January, 2001; within 30 days after receipt of goods 

• the mode – e.g. cash, credit card, travellers’ checks, personal checks, bank transfer 

• the place – e.g. Zurich 

• the currency – e.g. CHF, EUR, U.S.D., YEN 

 



 3 

1.2. Methods of Payment 

In practice, there are several basic types of payment methods: 

 

a) Prepaid / Cash-in-advance / Cash with order 

This is the most straightforward international transaction, where the buyer negotiates the 

purchase of goods and prepays with cash, bank wire transfer, credit card, travellers’ checks or 

perhaps even with personal checks. The importer / buyer either picks up the goods on the spot or 

they are shipped after payment has been received.  

In this case, the banks are hardly involved other than cashing a check, handling a bank wire 

transfer, arranging for traveller’s checks or processing a credit card payment.  

Prepaid terms are common, especially where the transaction value is not great or where the 

importer/buyer trusts the exporter/seller sufficiently to prepay for the shipment. Obviously, this 

is the best arrangement for the exporter/seller. 

 

b) Open Account 

On open credit terms the exporter/seller ships goods to the importer/buyer on the expectation 

that payment will be made at a set future date. This can be 30, 60, 90 or even 180 days after 

shipment. Payment on the due date may still be made by cash, bank wire transfer, credit card, 

traveller’s checks or personal checks. Once again, the banks are hardly involved at all, as the 

payment is a routine transaction. 

Open account terms are also common, especially where the exporter/seller sufficiently trusts that 

the importer/buyer will pay for the shipment at a later date. Obviously, this is the best 

arrangement for the importer/buyer. 

 

c) Draft Or Bill of Exchange 

A draft is an unconditional order in writing, addressed to one person from the other and signed 

by the person giving it. It requires the person to whom it is addressed to pay on demand or at a 
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fixed or determinable future time, a certain sum of money to (e.g. the direct business partner, a 

third person, a bearer).  

In its most simple form, the draft instructs the bank of the payer to pay the amount to the person 

indicated on the draft. 

 

Example:  If Mueller AG wants to receive payment from Hydraulics do Brasil LTDA, it  

would write a draft as follows: 

 

“April 19, 2007 

At Sight of this  

Pay to the order of  Mueller AG 2’000’000 United States Dollars 

For Value received and charge the same to account of 

To 225.75.98B account of Mueller AG 

Ref.: Sales Agreement 3/25/2007    __________________________________ 

      Authorized Signature for Mueller AG” 

 

Mueller AG could then go to Hydraulics’ bank and demand payment. The amount would 

then be charged the Hydraulics’ account. Frequently, the draft is not presented to the 

bank of the payer but to himself. Then it would be the payer himself who would have to 

make immediate cash payment upon presentation of the draft.              

With this draft, Mueller AG demands immediate payment from Hydraulics do Brasil.  

What, then, is the difference between such a draft and a normal commercial invoice? The 

seller can attach the bill of lading to the draft. By doing this, the seller ensures that the 

buyer will not obtain any rights to the goods (via the bill of lading) before he has either 

paid the sales price or accepted the draft by signing it. As soon as the draft is accepted, it 

has additional value for the seller as compared to an invoice because the law provides for 

fast procedure to enforce the payment of an accepted draft. 
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Also, as drafts can be sold (they are “negotiable”) by endorsement, the seller who has an 

accepted draft can sell it to a third party. This is important for traders who need to pay teh 

manufacturer for the goods he has bought and resold.  

In another form, the buyer could use a draft to make the payment for the goods. For 

example, Hydraulics would draw upon its bank, meaning that it instructs the bank to pay 

the price to Mueller AG as soon as Mueller AG presents the draft to the bank.  

Question: Can you write the draft for this example? 

Often, the draft of the seller accompanies the bill of lading. In this case, it is combined 

with a transmittal letter. See Annex 4 for a sample. 

- A Sight Draft is payable on sight, i.e. on demand. In practice, the sight draft is not very 

important; it is like an invoice asking for immediate payment. 

- A Term Draft however, is one where the draft calls for payment at some future date and the 

payee can obtain cash for it on account that the draft will be presented on the due date to the 

payer for payment. You could also look at it as a kind of post-dated cheque: payment is due on 

presentation of the draft which may happen only after a certain period of time. 

This is a method of giving credit and the cost and the amount of the discount will depend on the 

standing of the payer. If he does not have good standing, he can ask his bank to accept the draft. 

With its (=bank) acceptance, the bank guarantees the payment. Then there is very little risk for 

the payee and he will accept such a draft instead of a cash payment.  

Because of this element of credit, the term draft has significant practical importance. 

 

1.3. Documentary Payments 

If the goods sold need to be shipped over a long distance and during a long period, the question 

arises when payment should be made. The seller of course would like to have prepayment or 

payment as soon as the goods leave his warehouse. The buyer on the contrary wants to pay as 

late as possible, ideally only after the goods have arrived at his business premises and he has 
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been able to inspect them. Certainly, he will try to avoid payment before he has become the legal 

owner of the goods. 

Therefore, traders use documents that are used as title to the goods (remember, a title 

establishes the legal relationship as ownership between a person and the goods named in the 

title) and thus as surrogates to the goods. The idea is that the seller transfers ownership of the 

goods to the seller by handing him over the documents. 

The most important document in this regard is the so-called bill of lading. 

A bill of lading is a document issued by a carrier, signed by the captain, agent or owner of a ship / 

airplane / truck acknowledging the receipt of the goods. It describes the conditions on which the 

transportation is made (contract of carriage). It contains the engagement to deliver the goods to 

the holder of the bill of lading at the prescribed port of destination. 

The bill of lading is, therefore, both a receipt for merchandise and a contract to deliver it as 

freight. As the carrier will hand out the goods to the holder of the bill of lading, it can serve as a 

title to the goods. Then it can be bought, sold or traded while the goods are still in transit. 

  

Example: Bill of Lading (Annex) 

 

 

2. Possible modes of payment using documents 

 

a) Presentation for Cash 

This means precisely what it says; the documents are presented by the seller to the buyer. If the 

documents are found to be correct, the buyer will hand over the payment in exchange for the 

documents. This mode of payment is most commonly used when buyers and sellers are in the 

same town or country. 
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b) Direct Remittance 

This is used where there is trust between the parties. The shipper sends the documents to the 

buyer by mail and when the buyer receives them and has checked them, he pays. The invoice can 

be endorsed with the statement that the documents are sent in trust and the goods do not 

become the buyer's property until payment is received (reservation of title). 

 

c) Documentary Letters of Credit (L/C) 

In a letter of credit transaction, the buyer uses banks as intermediaries to ensure that the 

payment to the seller is made only after certain terms and conditions have been met. All the 

terms and conditions involve the presentation of documents. This is why the technical name for 

this procedure is “documentary letter of credit”.1

A letter of credit is the written promise of a bank, undertaken on behalf of a buyer, to pay a seller 

the amount specified in the letter of credit. Payment is made only, if the seller complies with the 

terms and conditions set forth in the letter of credit. The terms and conditions of a documentary 

credit revolve around two issues:  

 Letter of credit transactions require a great deal 

of documentation, but as these documents and procedures are standardised, it still is efficient to 

use this method of payment. 

(1) the presentation of documents that evidence the title to goods shipped by the seller, 

(2) the payment. 

In simple terms, banks act as intermediaries to collect the payment from the buyer in exchange 

for the transfer of documents that enable the holder to take possession of the goods.  

In the technical term “Documentary Letter of Credit” the word “credit” is involved, because the 

seller receives payment from his bank even before the buyer has paid the sales price. The bank 

carries the risk of inability or unwillingness of the buyer to pay. This makes it an ideal instrument 

                                                           

1Letter of credit (L/C) is a historic and popular term (and abbreviation) which is used because such credits were and are 
transmitted in the form of a letter from the buyer’s bank. However, because of the importance of documents in the 
transaction, the formal term is “documentary letter of credit”. 
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for the seller, as he receives the payment at an early stage of the transaction and does not carry 

the risk of non-performance of the buyer.  

 Through the Documentary Letter of Credit the sellers receives  

                                                                security and the buyer credit.  

 

In order to make payment using a L/C, buyers and sellers should insert a payment provision in 

their contract that provides for a L/C as the payment method. 

Example: 

PAYMENT: To secure payment, Hydraulics do Brasil LTDA shall have Banco do Brasil open 

an IRREVOCABLE documentary credit naming Mueller Corp./AG as beneficiary. The 

documentary credit is to be CONFIRMED by UBS AG. The documentary credit must 

remain valid for 3 months after issuance and be available AT SIGHT against presentation 

of the following documents: 

1. Signed commercial invoice 

2. Packing list 

3. Negotiable Marine / Air Insurance  

4. Full set of bills of lading issued to the order of Hydraulics do Brazil LTDA  

The cost of the credit is to be paid by BUYER. The credit shall be subject to the Uniform 

Customs and Practice for Documentary Credits (1993 Revisions), ICC. 

Please note that these are uniform customs and practice for Documentary Credits like the 

Incoterms. The payment is then made in two cycles, each involving several steps. For further 

information please see at the following figure.  
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2.1. First Cycle: Issuance of an L/C 

 

 

Steps: 
1. The buyer and the seller make a written or verbal contract in which they agree on the 

terms of sale, including: 

a. specifying a documentary credit as the means of payment,  

b. naming an advising bank (usually the seller’s bank), 

c. listing the required documents that have to be shown by the seller so that the 

payment can be made. 
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2. The buyer applies to his bank (issuing bank) and opens a documentary credit naming the 

seller as the beneficiary. The opening of the Documentary Credit is based on specific 

terms and conditions that are listed in the credit (the documents required for payment). 

3. The issuing (buyer’s) bank sends the documentary credit to the advising bank named in 

the credit. 

4. The advising (seller’s) bank advises the seller of the documentary credit. 
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2.2. Second Cycle: Utilization of an L/C 

 

 

Steps: 
1. The seller ships the goods to the buyer and obtains a bill of lading from the shipping 

firm/agent. 

2. The seller prepares and presents a document package to the bank (the advising bank) 

which consists of  

a. the transport document 

b. other documents as required from the buyer in the documentary credit. 

3. The advising bank reviews the documents and makes certain that the documents are in 

conformity with the terms of the credit and pays the seller. 

4. The advising bank sends the document package by mail or courier to the issuing bank. 

5. The issuing bank: 
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a. reviews the document package and makes certain that the documents are in 

conformity with the terms of the credit, 

b. advises the buyer that the documents have arrived, 

c. pays the advising bank. 

6. The buyer reviews the document package and makes certain that the documents are in 

conformity with the terms of the credit and makes a cash payment to the issuing bank.  

7. The issuing bank sends the document package by mail or courier to the buyer who then 

takes possession of the shipment. 

 

 

 

2.3. Types of Documentary Letters of Credit 
There are three different types of Documentary Letters of Credit, namely:  

1. revocable 

2. irrevocable 

3. confirmed 

4. transferable 

The general trade version concerns the last three, i.e. irrevocable, confirmed and transferable 

letters of credit. It is very rare that a revocable credit is opened because as its name implies it can 

be revoked at any time by the opener which is not suitable in the trade.  

However, once an irrevocable credit is opened, it cannot be cancelled or altered without the 

permission of the party which receives it. Therefore an irrevocable credit is a guarantee that if 

the correct documents called for in the Letter of Credit are presented, the issuing bank (i.e. the 

buyer's bank) will pay irrespective of whether the buyer wishes to pay or not.  

However, this means that the seller must present the documents to the buyer's bank, i.e. the 

opener of the Letter of Credit is the issuing bank.  Quite often a confirmation is required which 
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makes it a confirmed irrevocable Letter of Credit. This is better for the seller, because it means 

that not only the overseas bank states that it would pay for the documents, but also the advising 

bank guarantees that the seller will be paid. This means that the seller on presentation of correct 

documents as called for under the Letter of Credit to the Bank in his country will be paid 

immediately. Then the seller's bank will send the documents to the buyer's bank which will pay 

immediately.   

If the L/C is transferable, the beneficiary may transfer his rights and obligations to another person. 

This is often done, if the seller is not a manufacturer but a trader. In this case, he uses the L/C 

received to pay the goods by transferring the L/C to the manufacturer.  

 

 

2.4. Documentary Collections 

In a documentary collection transaction, the seller uses banks as intermediaries to insure that the 

documents conveying title to the shipment are not transferred to the buyer until the payment (or 

a suitable promise of payment) has been made. It is a documentary collection, because 

documents form the basis of the procedure. Documentary collections are simpler and cheaper 

than L/C-transactions.  

A documentary collection is like an international COD (Incoterms: Cash On Delivery) transaction: 

the buyer pays for the goods at delivery. A documentary collection, however, is distinguished 

from a typical COD in the following ways: 

1. The seller’s bank does neither give him credit nor promises him to pay the sales price. 

Only after the buyer has paid the sales price to the bank, the bank will pay the seller. The 

bank has no risks and receives only an administrative fee (commission) for its services. 

The bank only collects the sales price for the seller. 

2. Instead of an individual, shipping company or postal service collecting the payment for 

the seller, a bank handles the transaction. 

3. Instead of cash on delivery for goods, it is cash on delivery for documents, including a title 

document (e.g. a negotiable bill of lading) that is used to claim the goods from the 

shipping company. 
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There are also differences between a letter of credit and a documentary collection: In the L/C the 

buyer gives his bank specific instructions the banks opens the L/C for him and he receives credit 

from his bank. With documentary collection the seller gives his bank specific instructions to 

collect the purchase price for him, he does not receive credit and is paid only after the buyer has 

paid the bank. 

Banks therefore act as intermediaries to collect payment from the buyer in exchange for the 

transfer of documents that enable the holder to take possession of the goods. The procedure is 

easier than a documentary credit and the bank charges are lower. The bank however, does not 

act as surety of payment but rather only as a collector of funds for documents. Compared to a 

L/C, the seller has to wait longer for the sales price and has no surety for the payment. The 

willingness and ability of the buyer to pay the price are entirely at his risk. Therefore, 

documentary collections are used only where the parties to the transaction trust each other. 

In a documentary collection, the seller prepares and presents the documents (bill of lading) to the 

bank in roughly the same way as for the documentary letter of credit. 

The cycle for documentary collection is as follows: 
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1. The seller ships the goods to the buyer and obtains a bill of lading from the shipping firm. 

2. The seller prepares and presents a documents package to the bank (the remitting bank = 

the seller’s bank) consisting of: 

a. a collection order,  

specifying the terms and conditions under which the bank is to hand over  

the documents to the buyer and receive the payment 

b. the negotiable bill of lading, 

c. other documents required from the buyer. 

3. The remitting bank sends the documentation package by mail or courier to the 

designated collecting bank (buyer’s bank) with instructions to present them to the buyer 

and collect the payment. 
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4. The collecting bank: 

a. reviews the documents in order to make certain, they are in conformity with the 

collection order, 

b. notifies the buyer about the terms and conditions of the collection order, 

c. releases the documents once the payment conditions have been met. 

5. The buyer:  

a. makes a cash payment 

b. receives the documents and  

c. takes possession of the shipment. 

6. The collecting bank pays the remitting bank. 

7. The remitting bank then pays the seller (principal). 

 

Sample Exam Questions and Cases: 
 

 

Task 1 Multiple Choice 

1.1  

The draft as compared to a letter of credit

 less effective for the seller 

 is  

 more effective for the seller 

 more secure for the issuing bank 

 less secure for the issuing bank. 

 

1.2. 

What is not a feature of a bill of lading: 

 defines the terms of the transportation agreement 
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 is title to goods carried 

 defines whose responsibility customs clearance is 

 is a receipt for the goods received by the carrier. 

 

1.7. 

 

In a documentary collection, the seller 

 receives payment immediately on presenting the bill of lading to the issuing bank 

 has to deliver the goods only after he has received payment 

 has the bank’s guarantee that he will receive the sales price 

 has the additional security that that the buyer will not receive the goods before he has 
paid for them. 

 

 

 

Task 2 (6 points) 

Arctic Cooling Equipment is a manufacturer of air conditioning equipment located in Zurich, 
Switzerland. It has received an order from Lone Star Hotels, the owner of a chain of hotels 
based in Amarillo, Texas, USA, for the delivery of 650 air conditioning sets worth 1’250’000 
US$. On Arctic’s request, Lone Star causes its bank, the Commercial Bank of Texas (CBT) 
to issue a documentary letter of credit in favour of Arctic. The letter of credit provides for a bill 
of lading showing shipment of the air conditioning sets by American Airlines Cargo at Zurich 
Airport. The Commercial Bank of Texas sends the documentary letter of credit to the UBS 
Bank in Zurich, which notifies Arctic about reception of the letter of credit. 

 

Arctic produces the air conditioning sets and brings them by truck to the American Airlines 
warehouse at Zurich Airport on June 4th, 2006. On June 6th, 2006, they are loaded on board 
of an American Airlines airplane. They are unloaded at Houston (Texas) airport the same 
day. Due to a communication error of American Airlines, Lone Star hotels is notified of the 
arrival of the air conditioning sets only on September 30th, 2006. Lone star hotels claims that 
they have suffered damage as they have not been able to rent out the rooms without air 
conditioning during the summer. Therefore they refuse to pay the sales price to Arctic. 

 

Questions: 

a) Advise Arctic on how to proceed in order to collect the sales price. 

b) In you opinion, will they succeed in collecting and keeping the full amount of the sales 
price? 
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3. Annexes: 

- Bill of Lading 

- Sample Letter of Credit 

- Application form for the issuance of a Documentary Credit 

- Order for Documentary Collection 

- Draft  
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    Letter of Credit 
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Sample Draft/Transmittal Letter  
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1. U.S. DOLLARS - Enter the entire amount to be collected; if not in U.S. dollars, specify currency. 

2. DATE - Enter the date the Draft is issued.  

3. OF THIS FIRST EXCHANGE (SECOND UNPAID) - Enter the terms of payment (also called the Tenor of the 
draft): at 45 Days, at Sight, At 30 days B/L, etc. "Second Unpaid" refers to the duplicate copy of the draft (OF 
THIS SECOND EXCHANGE, FIRST UNPAID); once payment has been made against either copy, the other 
becomes void.  

4. PAY TO THE ORDER OF - Enter the name of the party to be paid (Seller, "Payee"); this may be the the 
Seller of the Seller's bank, and will be the party to whom the foreign Buyer's bank will remit payment.  

5. UNITED STATES DOLLARS - Enter the amount from Field 1 in words; if payment is not to be made in U.S. 
Dollars, block out "United States Dollar" and enter correct currency.  

6. CHARGE TO ACCOUNT OF - Enter the name and address of the paying party (Buyer, "Drawee"). For Letter 
of Credit payments, enter the name and address of the Buyer's opening bank as well as the L/C number and 
issue date.  

7. NUMBER - Enter an identification, or Draft, number, as assigned by the Seller to reference the transaction. 

8. AUTHORIZED SIGNATURE - The signature of the authorized individual for the Seller or the seller's agents 
("Drawer").  

9. FORWARD DRAFT TO - Enter the name and address to whom the Draft is being sent. Unless this is a letter 
of credit being negotiated in the U.S., this should be the name and address of a foreign bank.  

10. FORWARDING DATE - Enter the date the Draft is being sent to the bank in Field 9.  

11. DRAFT NUMBER - Enter the Seller's Draft number, as noted in Field 7 above.  

12. PURPOSE OF DRAFT - Check the applicable box if the draft is part of letter of credit negotiation, a 
collection, or an acceptance.  

13. LIST OF DOCUMENTS - Enter the number and type of each original and duplicate document to be included 
with this Transmittal Letter. Any document attached will eventually be released to the Buyer.  

14. DELIVER ALL DOCUMENTS - Check either "Deliver all documents in one mailing" or "Deliver documents 
in two mailings." Generally, documents are delivered in one mailing.  

15. DELIVER DOCUMENTS AGAINST - Ensure that the type of Draft attached (Block 3) is compatible with the 
"deliver against" instructions. Sight Drafts should accompany "Deliver against Payment" instructions, while Time 
Drafts should accompany "Deliver against Acceptance" instructions.  

16. BANK CHARGES - The correspondent bank will not pay unless all charges are collected. Based on your 
agreement with the Buyer, indicate which party is responsible for both the remitting and presenting bank's 
charges. By checking "all charges for Account of Drawee," the Buyer is responsible for these charges; if the 
Buyer does not pay (or is not to pay) these charges, and id "Do Not Waive Charges" has not been checked, the 
Seller will be billed for expenses incurred.  

17. PROTEST - Check "Protest" (specify "for nonpayment" or for "non-acceptance," depending on the type of 
draft attached - see instruction, Field 15) if you wish the correspondent bank to process written, notarized 
documentation in event that the Buyer refuses to pay or accept the Draft. Additional Bank expenses associated 
with a protest are usually charged to the Seller.  

18. PRESENT ON ARRIVAL - Check if you wish the Draft to be presented on the arrival of the goods to the 
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Buyer.  

19. ADVISE - Check the appropriate blocks, and block-out the non-applicable terms, if you wish to be advised 
of payment/acceptance or non-payment or non-payment/non-acceptance.  

20. IN CASE OF NEED - Enter the representative of the Seller in the country to which the Draft and documents 
are going, if one exists; check the block which describes the representative's authority.  

21. OTHER INSTRUCTIONS - Enter any instructions to either the remitting or correspondent banks, such as 
remittance instructions, clarification of protest procedures, multiple-draft instructions, etc.  

22. REFER ALL QUESTIONS - Enter the name of the contact, and his/her address & telephone number, in the 
Seller's country; specify if this contact is employed by the Shipper (Seller) or the Seller's agent (Freight 
Forwarder).  

23. AUTHORIZATION - Enter the person authorized to sign the Transmittal Letter (see Field 8 above), the date 
prepared, and the authorized person's signature.  
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