
A ll right now.  You’ve carefully 
negotiated the sale documentation 
and the goods are waiting for 
shipment or transmission.  But 

what about actual payment?  There is nothing 
more nerve-wracking than securing payment. 
The exact means of payment must be part of 
any agreement and the mechanism should be 
clearly understood by the parties.  Let’s look 
at the common means of securing payment—
and the transactions that require them. 
 

Let’s Be Pragmatic 
 

              How neurotic you should be depends 
on the transaction itself and there are a few 
things to sort it out.  First, what’s the overall 
value of the transaction?  If it’s millions, then 
clearly the formalities go up and your very 
hide is on the line.  If it’s a few thousand, 
then you’re going to be less stressed and pay-
ment can be arranged by credit line or credit 
card and so much the better.  However, if it’s 
large, then the usual methods of payment will 
probably be limited. 
 
              Second, what the relationship be-
tween you and the buyer?  If it’s a reliable 
long-term customer, then shaking hands and 
open accounts might figure in.  After all, 
there’s a relationship at stake.  If it’s some 
guy you’ve never heard of, then trust but ver-
ify.  Needless to say, there’ll probably be no 
open account this time around. 
 
              Third, where’s the customer located?  
Or the ultimate destination?  If it’s a country 
that respects the rule of law and has both a 
good commercial law and regular enforce-

ment mechanisms, then so much the better.  
If not, then security becomes a major issue.  
Also, is there some reasonable assurance 
that a shipment will arrive in good order?  
Nothing affects payment like damage 
claims.  Is it possible to arrange for a good 
commercial agent in the country of destina-
tion? 
 
              Finally, what’s the nature of the 
goods or product being shipped? Is it fungi-
ble, standard goods or is it some custom, 
one-of-a-kind product that will impossible 
to sell if the buyer refuses to pay?   
 

The Options 
 

              First, there’s the good old open 
account.  You ship the goods and then in-
voice the customer, hoping you get paid in 
ninety days or less.  I suppose the good 
news is that the transaction costs are low.  
The bad news is that the transaction costs 
get very high if you don’t get paid.  Before 
resorting to this option, consider the factors 
just listed.   
 
              Second, there’s the open account, 
but with a “standby letter of credit” in 
place.  For the uninitiated, a “letter of 
credit” is a document issued by the buyer’s 
bank that acts as an guarantee of payment 
to the seller or other beneficiary. This 
means that if your customer doesn’t pay, 
their bank will.   
 
              Third, the letter of credit can also 
be the source of payment of the transaction, 
which means that you can get paid upon 
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issuing the letter of credit may pay the seller before the maturity 
date if the seller requests the time drafts be discounted. 
 
              Why would one use a time draft under a letter of credit?  
Most likely it is because the buyer needs extra time to sell the 
purchased goods and earn enough cash to pay the bank. Beware 
that most sellers have two prices: one for sight, and one for time. 
If a seller offers to let the buyer pay under the letter of credit at 
say, sixty days after the bill of lading date, the seller has likely 
added in the cost of that sixty days financing to his price.  If 
you’re a buyer, it doesn’t hurt to get the seller’s quote and then 
ask your banker what the bank would charge you in interest for a 
loan for the same sixty days. Compare the cost of the two financ-
ing alternatives: time drafts from the seller versus a traditional 
loan from your banker.  If the time draft is created as a result of 
the letter of credit process, then your banker is financing you ei-
ther way. 
 

Caution 
 

              While letters of credit are valuable tools in insuring pay-
ment, there are cautions.  An LC is a “documentary credit” and 
the terms and conditions that apply, particularly in a standby let-
ter payable only on specific contingencies, must be carefully ne-
gotiated and stated. This becomes a three-way between the buyer, 
seller and the buyer’s bank.  If all this sounds too complicated, 
consider the alternative, which is not getting paid.  You can, I 
suppose, ask for cash in advance.  But then the buyer will be the 
walking the tightrope.    

 

redemption of the letter of credit.  In international transac-
tions, the letters of credit involved are typically “standby” or 
“revolving” letters of credit.   Standby letters of credit are a 
guarantee of payment.  If you don’t get paid by the buyer, 
then you can then demand payment from the issuing bank by 
forwarding a copy of the invoice that was not paid and sup-
porting documentation.  A revolving line of credit is estab-
lished when there are regular shipments of the same com-
modity between you and your customers.  This eliminates the 
need to issue an separate letter of credit for each individual 
transaction.  Although there are other factors involved such 
as the role of correspondent banks and confirmations, buyers 
should at least be concerned about the fees involved, which 
can run anywhere from 1.5% to 8% of the value of the letter 
of credit.  There are, in fact, international standards applying 
to such credits, notably those promulgated by the Interna-
tional Chamber of Commerce (International Standby Prac-
tices 98, Publication No. 590).  To apply, such standards 
should be referenced in the particular credit.    
 

Sight Basis and Time Basis  
 

              Payments under letters of credit can be made on a 
sight basis or a time basis. Sight means that the goods are 
paid for as soon as the bank issuing the letter of credit deter-
mines that the seller shipping documentation meets the terms 
of the letter of credit.  Time basis means payment by the 
bank is not made until the maturity of the draft. The bank 
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