
   
 
MANAGING THROUGH VOLATILE TIMES USING LETTERS OF CREDIT 
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Commercial Letters of Credit are not new technology or even a new idea – they are tried and trusted 

instruments for international trade that have been around for centuries.  What is new is the world's "new 

normal", an environment which poses renewed challenges to international business. 

Commercial Letter of Credit use has declined since the early 1990s, a trend that has accelerated in the last 10 

years.  It used to be that L/Cs were viewed as a replacement for transparency between buyer and seller.  In 

industries like apparel and other consumer products, importers have gained leverage and feel that L/Cs add 

costs to the purchasing process.  At the same time, exporters find that the process for presenting documents 

creates an administrative burden.  Many would not disagree with these statements during times of stability, but 

what about when companies have to manage through volatility, when disruptions to the global economy and 

logistics create new challenges?  In a changing and volatile environment, the old reasons for using L/Cs come to 

the fore – managing risk and supporting access to financing.   

Growing a business and managing margins in an increasingly global and competitive market often necessitates 

streamlining processes.  A consideration is to balance efficiency with "completeness" – a simplistic and everyday 

comparison would be how you pack luggage:  with airlines charging fees for checked luggage, there is a strong 

impetus to pack light enough for carry-on luggage.  And because of this motivation, you might not pack enough, 

later wishing that you had brought that jacket or pair of boots when the weather gets bad.  But at least you 

didn't have to pay the baggage check fee. 

In this context, a "new normal" or less stable global environment highlights the benefits of using letters of credit 

in some situations.  The first example would be the vendor who needs access to pre-shipment financing – unless 

the buyer agrees to providing a deposit, the supplier will borrow at a rate that would be higher than what the 

bank would charge if the supplier had an export L/C, which is considered a firm order from the customer.  

Accessing financing at a lower interest rate will reduce the transaction costs across the overall value chain.  In 

addition, the L/C provides a measure of control for the buyer, since the L/C can be structured to manage timing 

and quality of shipments. 

The second example is the exporter's consideration of payment risk.  With the need in developing countries for 

infrastructure, consumer goods for the expanding middle class and various commodities, exporters may find 

their markets shifting and expanding to countries that are riskier or unfamiliar to them.  Many countries have 

higher interest rates than the US, and one advantage of buying from a US exporter is the access to USD 

financing.  While extending open account terms to a foreign buyer might not be comfortable for an exporter, 

having an L/C will serve to not only mitigate payment risk, but would generate a receivable that the exporter 

could discount, thereby accelerating cashflow. 

Finally, commercial banks have a responsibility to ensure international transactions comply with the law, and act 

accordingly on behalf of importers and exporter.  In this age of compliance, having someone else on your side 

can only help.  As business conditions ebb and flow, letters of credit serve a key purpose in times of change.     
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