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Application of a letter of credit in the fuel business

Abstract: Trade in petroleum products has specific features that radically distinguish this type of business
from other foreign trade transactions. Working in the fuel business is very difficult, because the spot
market is very volatile. Almost every contract exceeds the approximate cost of 2 million dollars US. Also,
it should be remembered that oil is taken into account in barrels during production, butin trade itis taken
into account both in barrels and in tons. This article discusses the important elements that make up
foreign trade contract work in the fuel business, as well as the use of a letter of credit in oil trading. The
purpose of the study is to show in practice the use of a letter of credit and its role in the fuel business.
Currently, a small number of scientific papers have been published on the application of a letter of credit
in the fuel business. The author concludes that in the fuel business, haste will be a bad helper in the
conclusion and execution of contracts. Details that are ovetlooked, even the most insignificant and
unprincipled, can become an obstacle when disclosing a letter of credit.

Keywords: oil trading, letter of credit, oil, trade, fuel business, tanker.
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ITpumeHeHne aKKpEAUTHBA B TOIIAMBHOM OH3Hece

Awnnomayus: ToproBas HepTEIPOAYKTAMH HMeET CrIeNu(UYIECKHEe OCOOEHHOCTH, KOTOPBIE KAPAMHAABHO
OTAHMYAIOT AAHHBII BUA OH3HECAa OT APYTHX BHCIIHETOPIOBBIX CACAOK. PaboTa B cpepe TOIAHBHOTO
Om3HECA OYCHD CAOMKHA, BCAb CIIOTOBBIM PHIHOK BECbMA M3MCHHYHB. [IPAKTHYCCKH KAKABIH KOHTPAKT
IIPEBHIIIACT IPUMEPHYIO CTOMMOCTD B 2 MHAAHOHA AOAAAPOB. Tawke, HY/KHO IIOMHHTB O TOM, YTO
HedTh IIPU AOOBIYE YIUTBIBACTCA B OappeAix, HO B TOPIOBAE €€ VUMTHIBAIOT KaK B OappeAfx, Tak U B
TOHHAX. B AAHHOM CTaTbe PACCMATPUBAIOTCH BAKHBIE SAEMEHTBI, COCTABAAIOIINE BHEIITHETOPIOBYIO
KOHTPAKTHYIO pabory B cdepe TOIAMBHOIO OH3HECA, A TaKKe UIPHMEHEHHUE AaKKPEAUTHBA B
medprerperiannre. Lleap mcCA€AOBAHHA — IIOKA3aTh HA IPAKTUKE HCIIOAB30BAHUE AKKPEAUTHBA U €IO
POAB B TOIAHBHOM Omusmece. B Hacrodiree Bpema OIyOAHKOBAHO HEOOABIIIOE KOAMYECTBO HAYIHBIX
paboT, IOCBAIEHHBIX IPUMEHEHUIO AKKPEAUTHBA B TOIAUBHOM OH3HEce. ABTOP IPHUXOAUT K BEIBOAY,
YTO B TOIIAUBHOM OH3HECE CIICIIKA OYAET IIAOXHUM IIOMOIIHHKOM IIPU 3aKAFOUYEHHH U HCIOAHEHHUN
KOHTPAaxkToB. AeTaAm, KOTOpBIE YIYCKAIOTCA N3 BHAY, ALKE CaMble HE3HAYMTECABHBIE U

HCHpI/IHHI/IHI/IQ_AI)HI)IC, MOTYT CTAaThb HpCHﬂTCTBI/ICM HpI/I paCKprTI/II/I aKKpCAI/ITI/IBa.
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Introduction

The relevance of this problem lies in the fact that in the process of preparing a trade
transaction, a trader uses the established forms of trade contracts. In these contracts, only some
data changes, such as: the description of the goods, its quantity, the method of payment and the
terms of delivery. It is this information that becomes a source of risks when drawing up a
contract.

The subject of the study is the properties of the letter of credit form of payments in the fuel
business.

The purpose of the study is to show in practice the use of a letter of credit and its role in
the fuel business.

Based on the study purpose, the following tasks were set:
— show the distinctive features of this type of business;
—  show the role and impact of a letter of credit in the fuel business;

—  consider the components of foreign trade contract work in the fuel business: the description
of the goods and their quality, the terms of delivery of the goods, the conclusion and

execution of the ship’s freight contract, payment methods for the goods;

—  consider possible problems arising in the fuel business.
Currently, a small number of scientific papers have been published on the application of a

letter of credit in the fuel business.

Product quality description

Since almost all calculations in the fuel business are made with the help of a letter of credit,
the parties to a foreign trade contract must strictly adhere to the rule of exact correspondence
of all information entered into the documents: in the bill of lading, in the letter of credit, and in
the contract, all data must fully correspond to each other (Karashev, 2074).

However, despite this, there are still quite often a lot of problems due to the description of
the quality of the goods. Often, the contract and letter of credit stipulate the quality of petroleum
products according to one rule, and in the bill of lading it is indicated according to completely
different ones. It would seem obvious that the description of the quality of the goods should be
identical in both documents, which in practice often does not happen. There is a need for an
emergency replacement of documents, even if the main parameters of the product are specified,
such as: water content, number of bacteria, density. At the same time, the maximum permissible
values may differ slightly in the applicable standards. However, if this technical information gets
into the instructions for the letter of credit, then any deviation will become the basis for the
bank's rejection of the document. Thus, we can conclude that it is not necessary to resort to
excessive detailing of the description of the goods in the documents.

It is not very difficult to persuade the tanker captain to make changes to the bill of lading,
but it can be extremely problematic to perform this operation physically. There are cases when
to replace the originals of the bill of lading bearing the captain’s handwritten signature, it was

necessary to hire a helicopter, or to start a ship on a transit port raid. The seller suffered



unplanned losses, but this is nothing compared to the delay in payment for the goods for a
month or more. The losses occurred despite the fact that both names denote the same product.
Also, problems may lie in the difference in the name of the goods in the documents. One

name is international, and the second is intended for the domestic Russian market.

Methods, conditions, problems of delivery of goods

It is generally assumed that in the fuel business, the main money is earned between FOB
and CIF (Lorenzon & Baatz, 2012). FOB and CIF are the two main types of delivery in which
the goods are purchased from the manufacturer on FOB terms, that is, the port of shipment,
and sold on CIF terms, that is, the port of destination. Earnings on freight and related operations
alone can bring a professional trader up to three dollars for each ton of goods. At the same time,
in the case of delivery of goods on CIF terms, it is assumed that the goods are sold at the port
of destination. Indeed, according to this delivery condition, the seller is obliged to charter a vessel
and pay for transportation to the port of destination, but the goods are considered to have been
transferred to the buyer at the time of loading at the port of departure. At that moment, all
responsibility and all risks passed from the seller to the buyer. Nevertheless, the buyer always
checks the quality of the delivered goods and in case of serious deviations may simply not accept
it, although the goods are already considered delivered. However, in practice, it is customary to
inspect the quality of light petroleum products up to three times: during ship shipment and at
the port of destination, before unloading, and in some cases “en route”. In order to minimize
the risks of quality loss, the seller and the buyer nominate inspection companies that issue a
quality certificate, which is a quality guarantee in case of disagreement.

The problem of both choosing a vessel for transportation and the principles of building a
freight policy is quite acute for traders. One of the main problems in the fuel business is the
problem of the optimal sales contract and cargo characteristics of a chartered vessel. Usually, an
oil trader is bound by long-term contractual obligations with producers of petroleum products.
The essence of such contracts boils down to the fact that the trader is obliged to buy a certain
amount of goods from the manufacturer within a certain time. Very often it is necessary to put
the ship under loading, without having reliable information about who exactly will be the buyer,
and what size of the batch he wants to buy. There is a situation of a slightly different kind — the
buyer already exists and his need is clear, but there are free vessels in the operational vicinity that
differ significantly in tonnage from the vessel of the required carrying capacity. In such a difficult
situation, it is necessary to persuade the client to accept, in fact, a batch of a larger or smaller
volume than the option in the contract allows. The trader needs to be able to avoid paying for
the dead freight of the vessel or the risk of under-delivery of a relatively small batch of goods.

The vessel can be chartered for one flight, for several consecutive flights, as well as for a
long-term lease. The tactics of tonnage chartering is primarily determined by the type of
relationship between a trader and a seller of petroleum products. If there is a long-term contract
with the manufacturer or processor, under which the trader is obliged to regularly buy back
certain volumes of goods, it is more logical to charter a vessel for a long time period. In such a
situation, it is reasonable for a trader, in order to fix freight rates for a long time period, to

conclude a freight forward contract in addition to the charter



In the market of crude oil and petroleum products transportation, there is no attachment
to any specific proforma charters. Independent charters are being developed by various tanker
fleet operators. Both large operators and smaller firms have their own proforma charters. Flight
charters are very popular with small carriers. But if oil traders do not make special requirements
for the proforma charters, then there are quite a lot of requirements for bills of lading issued for
each specific flight. The bill of lading of the corresponding charter party is used for the
registration of a specific transportation of each consignment, and it is mandatory in the order
form, that is, the bill of lading is negotiable. The defense capability of the bill of lading is
mandatory, due to the fact that the goods are either sold “en route”, or a letter of credit form of
payment is used for payments for the goods. Often both of these factors are combined. In the
event that the parties have agreed on a letter of credit form of settlement, bills of lading are
issued by order of the issuing bank of the letter of credit (Semzikova, 20714). The registration of a
bill of lading for the transportation of oil and petroleum products has a number of specific
features that are not found in bills of lading for the transportation of general cargo, dry bulk
cargo or containers

For example, for a clearer identification of the carrier, the SCAC code (Standard Carrier
Alpha Code) must be specified in the bill of lading for tanker transportation, and expanded. The
expanded code also allows you to determine the nationality of the carrier. The mandatory
indication of the SCAC code may be due to the fact that tanker bills of lading usually do not
contain information about the carrier company, only about the vessel. The bill of lading must be
signed by the ship’s captain, and not only the position of the signatory is indicated, but also his
first and last name. Banks should be considered the source of this very specific requirement.
Regarding the conditions for identifying the person who signed the bill of lading, there is only
one requirement: the person who signed the bill of lading must be clearly identified as a carrier,
captain or agent.

The bill of lading, regardless of the applicable pro forma charter, always contains standard
reservations about the unknown, made by the captain. The essence of these reservations boils
down to the fact that the captain tries to protect the carrier by all possible legal means from any
possibility of claims from the shipper. It is believed that such reservations do not affect the
purity of the bill of lading, despite the complete denial of information about the cargo being
transported. Very often, a trader appeals to the ship’s captain to put the date of issue of the bill
of lading on the bill of lading earlier than the actual date of loading. This situation is called anti-
diting, and the unsecured bill of lading itself is known as “friendly”. The shipper seeks to obtain
a “friendly” bill of lading in order to have evidence that the goods sold under the contract have
been transferred to the carrier for transportation, thereby the seller has fulfilled his obligations
under the contract. As a general rule, the carrier is obliged to issue a bill of lading at the time of
acceptance of the cargo for carriage. Issuing a bill of lading before receiving the cargo is
considered as an unusual and illegal action of the carrier. Such a bill of lading is considered illegal
in transport practice. After all, in fact, we are talking about the issuance of a commodity-free
document. The rule on issuing a bill of lading only after the cargo is received by the sea carrier
can be considered as a legal guarantee of the protection of the bill of lading’s turnover. If it is
proved that the bill of lading was intentionally issued with anti-diting, then by right it can be
declared invalid.



The issuance of a “friendly” bill of lading, as well as the issuance of cargo without a bill of
lading, or for an incomplete set of originals of the bill of lading refers to the personal risk of the
ship’s captain. In such cases, in order to partially protect the captain, the shipper issues him a
special letter guaranteeing the absence of any claims against the captain personally, the ship or
the carrier. Such a letter is called a “letter of trust”. The practice of issuing cargo without handing
over the originals of the bill of lading or an incomplete set when transporting oil cargo is very
common, much more common than when transporting dry and even more containerized cargo.
And this is another feature of the fuel business. A trader buys goods from a seller, almost always
using a settlement with a letter of credit. At least one copy of the bill of lading goes to the bank
to disclose the letter of credit. On the way, the goods are usually resold, often more than once.
But it is impossible to change the bill of lading, due to the lack of a complete set of documents,
so you have to ask the carrier to issue the cargo with an incomplete set of originals or without
the original bill of lading at all. The shipper transmits to the carrier a “letter of confidence” in
which he asks to deliver the cargo to the named recipient and guarantees the absence of any
claims against the captain personally, the ship and or the carrier. Usually, a “letter of trust” is
accompanied by a bank guarantee, according to which the carrier will receive serious monetary
compensation if someone presents a complete set of originals of the bill of lading and demands
delivery of the cargo to him.

When making a decision to issue a bill of lading retroactively, or to issue cargo for an
incomplete set of originals of the bill of lading, the ship’s captain takes a risk and this risk is
known to him, and the consequences are clear. However, captains almost always meet oil traders
halfway and accept a “letter of confidence” from them. In today's realities, this has become a
common practice.

International trade in crude oil and petroleum products plays a huge and fundamental role
for the economies of different countries. However, the technology of contract work in oil trading
contains many aspects that fundamentally distinguish this type of trade from trade in other types
of goods.: You should never overload the contract and the instructions for the letter of credit
with technical details and figures. It is quite enough that the parties have carefully and accurately
described the quality of the goods in the annex to the contract. The rejection of some indicator
will mean that the bank will reject such a document, and the process of receiving money for the
goods can become very complicated and take a long time. All Russian producers of crude oil
and finished petroleum products sell their products mainly on FOB terms (Ewropean Business
Statistics methodological mannal for STS — 2027), losing very significant money on this, which
becomes the earnings of foreign trading firms. The execution of the contract of sea
transportation takes place using the proforma charter, usually offered by the carrier. There are
no specific requirements for the content and form of the charter. Traditionally, settlements are
made using a letter of credit, which imposes certain conditions on the registration of the bill of
lading of the charter party. Unlike other types of tram transportation, a bill of lading for oil cargo
is recognized as clean even if the captain refuses to confirm the weight, quantity, quality,
condition and volume of the cargo.

Another feature of the fuel business is that a trader’s representative may not always be
physically present at the port of loading. To represent their interests, oil traders hire freight
forwarders who work with cargo and documents at the port of loading (Kovaler ¢ Y atsenko 2016).



Consequently, another block of problems arises, which is closely related to the mistakes of

freight forwarders. Traders very often make mistakes in the names, grades and labeling of

petroleum products, in the quality and quantity of goods. The elimination of these problems
requires time, effort, and sometimes material costs. To minimize such risks, the trader should:

1) carefully select the forwarder;

2)  clearly define in advance the range of issues and tasks that are transferred to the forwarder;

3) within the limits of the assigned powers, the forwarder must receive from the oil trader not
only all the necessary information, but also extremely clear instructions on the appearance
and content of documents that will have to be born with the direct participation of the
forwarder;

4) all problems that have arisen when the forwarder departs from the instructions received
must be eliminated by the forwarder himself, and if this is not possible, then at his expense.
This point should be cleatly reflected in the contract of the transport expedition.

There are also many problems with the date of the bill of lading. More precisely, with the
correspondence of this date and the deadline for the execution of the contract for the purchase
and sale of petroleum products. According to generally accepted practice, the date of shipment
of the goods, and therefore the date of execution of the contract, is the date of the bill of lading.
It is necessary to understand that it is objectively impossible to ensure the arrival of a vessel at
the port of loading strictly on a specific day and hour. Therefore, in all standard proforma
charters, a time period is stipulated — the earliest and latest dates when the vessel should be
loaded. The latest date is called “cancelling”. A vessel that has submitted a notice of readiness
even an hour before the onset of cancelling is considered to have arrived on time and is subject

to acceptance. Participants in a foreign trade transaction should know this principle.

Required documentation
The formation of a set of documents is another very common problem, because it is not
only a set of requirements, but also the ability of the seller to form it from documents suitable
for each specific situation.
The standard set for a tanker with cargo usually consists of the following documents:

1) abill of lading drawn up in a specified number of originals and copies;

2) quantity certificate — a document indicating the weight amount of cargo loaded on the
tanker;

3) quality certificate — a document indicating the quality of the cargo;

4)  timesheet — a complete report on the time spent loading the tanker;

5) cargo manifest — a document that brings together data on all bill of lading shipments loaded
on a tanker. The manifest is required for the procedure of customs clearance of the vessel
and the cargo on it at the port of destination;

6) ship inspection certificate;

7) notification of the readiness of the vessel;

8) receipts of the captain or his representative in receipt of documents (e Uniform Customs
and Practice for Documentary Credits. .., 2007).

Documents 2, 3, and 6 are prepared by independent surveyors hired by the interested party.

These documents are very important, and their availability is almost always mandatory. They will



be included in the set that the sender will have to provide to the bank for the disclosure of the
letter of credit.

Conclusion

Thus, it 1s seen that in the fuel business, haste will be a bad helper in the conclusion and
execution of contracts. Details that are overlooked, even the most insignificant and unprincipled,
can become an obstacle when disclosing a letter of credit.

Also, it is necessary to involve only professionals who know how to act in a particular
situation in their own practice. Specifying the deadline date of shipment in the contract, it is
necessary to provide for the possibility of extending the period if objective reasons arise that
prevented the timely completion of loading on time. In the case of a letter of credit form of
settlements, it is necessary to charge the issuer of the letter of credit to make changes to the
terms of the letter of credit upon the occurrence of such reasons, with their documentary
certification. Also, do not overload the instructions for the letter of credit with technical details.
It will be enough that the parties carefully describe the quality of the goods in the contract. The
deviation of any indicator in the instructions to the letter of credit, although it can be settled by
the parties to the contract among themselves, however, the bank will not accept such a

document, which will complicate the process of receiving money for the goods.
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