Fraud in the seafood trade

[ FRAUD ]

The pitfalls of using letters of credit

Letters of Credit are a popular method of payment in the international fish trade. When opening a Letter of Credit the buyer can be sure
that he will receive the goods in the agreed time frame and that the documents will be issued according to his instruction. Otherwise
the seller will not be paid. When receiving a Letter of Gredit the seller is confident of the buyer's financial ability to pay for the goods.

evertheless the usage of
Letters of Credit is not as
simple as it may seem.

Unscrupulous businessmen have
learned how to use this instrument
in such a way that their counter-
party will either lose the goods and
never be paid or will lose the mon-
ey and receive no product. This
article describes the most popular
schemes used by dishonest sea-
food traders and explains how not
to become their victims.

One of the methods used by dis-
honest traders to avoid payment
for the received product is to issue
a Letter of Credit (L/C) with an in-
built discrepancy. If an unaware
exporter accepts such an L/Cs he
has every chance of shipping the
product and not being paid.

Read the small print
carefully

Here is an example of one of
our recent cases (all companies’
names have been changed). A
seafood importer, Shark Bite Lid,
and the seller, Naive Fish Export
Ltd, made an agreement for deliv-
ery of several containers of frozen
fish. The companies were located
in different parts of the world and
had no previous business experi-
ence with each other. The huyer
wanted to pay for the goods only
after the delivery and quality
check. He committed himself to
transfer the money to the seller af-
ter the goods have been received.
As a payment guarantee he of-
fered a simple L/C, where it was
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stated that if the buyer would not
pay in time the seller could de-
mand the payment from the issu-
ing bank and the bank would pay
the seller immediately. The seller
saw nothing wrong with this and
accepted the agreement.

The shipment was made and duly
received by the buyer. When the
due day came, Naive Fish Export
Ltd saw no money in his account.
He contacted the importer but
received no firm answer of when
the product would be paid. In this
situation the seller decided to uti-
lise the L/C and submitted to the
bank the statement that the buyer
did not pay. To his great surprise
the issuing bank refused to pay
because not all conditions of the
L/C were met. “Applicant’s [the
buyer's] confirmation of default”
was missing and without it the
payment could not be made. See
Picture 1. The fraudulent buyer

did his best to win time and nei-
ther paid the seller nor issued the
confirmation before the L/Cs ex-
piry date. Once the L/C expired
the issuing bank was clear of his
payment obligations and the only
thing the seller could do was to
start legal action against Shark
Bite Ltd.

In this case we can see that the
seller made a fatal mistake and
accepted a L/C with an in-built
discrepancy, namely that one of
the documents needed to receive
the payment should have been
issued by the buyer. The fraudu-
lent importer had no intention to
pay for the fish and never issued
the confirmation of default. The
problem was that Naive Fish Ex-
port Ltd. had little experience in
working with bank instruments
and lost his money because of
it. In our next example we can
see how a knowledgeable and

experienced exporter avoided
substantial losses when working
with an L/C.

Amending a Letter of
Credit is not always
possible

An exporter, Clever Fish Lid,
made a contract for the supply of
frozen milt to an overseas buyer,
Milt Tmport and Trade Ltd. The
lot consisted of several containers
that should be shipped one after
another during the fishing season
that lasts for a few months. The
parties agreed on the quality and
the price and the buyer opened an
irrevocable L/C for the whole lot.

With the confract in their posses-
sion, Clever Fish Ltd. made an
agreement with the fishermen for
the delivery of the raw material.
When the season started he began
to purchase the milt and freeze it
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WE HEREBY AUTHORIZE BENEFICIARY TO DRAW ON.......cconinniniies

FOR ACCOUNT OF UP TO AN AGREGATE AMOUNT OF US DOLLARS ONE
MILLION ONLY (USD1.000.000.00) AVAILABLE BY DRAFTS AT SIGHT
INDICATING THIS SLC NO. AND DATE ACCOMPANIED BY BENEFICIARY'S
SIGNED STATEMENT CERTIFYING THAT THE AMOUNT DRAWN UNDER THIS
CREDIT IS DUE AND PAYABLE TO THEM BY.........ccocoiiiniivnane AND

THAT THEY HAVE NOT REQUESTED THE SAID AMOUNT FROM.............c.ocoe.
AND HAVE NOT RECEIVED PAYMENT. ACCOMPANIED BY APPLICANT’S
CONFIRMATION ON DEFAULT THROUGH
TELEX/SWIFT TO THE ADVISING BANK.

BANK....... BY TESTED

Picture 1: In the case of the seafood importer, Shark Bite Ltd, and the seller, Naive Fish Export Ltd, the
terms of the Letter of Credit included the submission to the bank of a document from the buyer (the
confirmation on default) before payment could be made.
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for the buyer. We must note that
Clever Fish Ltd. was not the only
one in the country who was freez-
ing the milt and who was supply-
ing it to the same market. He had
a number of competitors in his
country and from other coun-
tries. So from the beginning of
the fishing season several compa-
nies from three or four countries
started to sell to the same mar-
ket. The volume of the supplied
product increased drastically, the
market became oversupplied and
the price went down. Likewise the
quality of the product varied from
one producer to another.

In this situation Milt Import and
Trade Lid realised that they made
a mistake regarding the price and
the volume of supply. It became
clear that the company would lose
a great deal of money on this con-
tract. Trying to find a way out the
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buyer decided to amend the L/C
in the following way. He demand-
ed additional documents from the
seller and one of these documents
should have been issued by the
buyer himself. See Picture 2.

1. First of all, the buyer required
aninspection certificate, issued
by SGS, and this meant addi-
tional cost for the seller.

2. Secondly, the buyer demanded
a certain wording in the certifi-
cate and there was no guaran-
tee that SGS would put these
words into the certificate as the
company usually has its own
requirements for the docu-
ments it issues.

3. ‘The third point was an unclear
quality description of the prod-
uct “1* Grade Quality” “First
grade” could be different in
different countries and most
likely SGS would not be willing
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to write “1™ Grade Quality” in
the certificate.

4. The fourth and most important
point was that Milt Import and
Trade Ltd. should receive the
inspection report before ship-
ment and based on it either
accept or reject the cargo. This
meant that Clever Fish Lid.
would be paid only if they re-
ceived the “Shipping Order”
from the buyer and enclosed
it with the set of export docu-
ments to be presented to the
bank. If this document was
missing the seller could not
ship and would not be paid. By
demanding this, the buyer had
an option to reject the cargo
and the only loss he would have
incurred was the bank charges
for the L/C opening.

We see thatin the changed market
situation Milt Import and Trade
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Ltd. most likely did not want to
take the shipment and would
have rejected it or demanded a
solid discount. If the amendment
would have been accepted by
Clever Fish Ltd. there was a great
chance that the buyer refused to
take the goods that were already
produced, packed and labelled
according to his instructions. This
meant that the seller would have
to repack the goods and find an-
other buyer; keeping the goods in
stock would also cost him money.

The most important thing in this
story was that the L/C was irrevo-
cable which meant that no amend-
ments could be made without the
prior acceptance of both the seller
and the buyer. Clever Fish Ltd.
knew this, used this point and re-
jected the amendment. The goods
were shipped as previously agreed
and the seller paid very special
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Picture 2: Miit Import and Trade Ltd unsuccessfully tried to change the terms of the Letter of Credit to
impose some mare conditions on the seller Clever Fish Ltd.

attention to the export documents.
All of them were issued strictly in
accordance with the L/C terms and
in the end the exporter received
his money. It is worth adding that
the product was of very high qual-
ity and the importer was able to
sell it without any trouble.

Poor documentation can
lead to losses

A dishonest importer can use oth-
er tricks to avoid full payment for
the gnods. For example, if the doc-
uments presented to the issuing
bank contain discrepancies the
buyer may ask for a price reduc-
tion in exchange for acceptance of
the documents. The main idea ol
working with the Letters of Credit
is that if the documents submit-
ted by the beneficiary - the seller
- comply with the L/C's terms and
conditions, the beneficiary will be
paid by the applicant’s bank. The
bank is dealing with the docu-
ments but not the goods so it has
nothing to do with the quality or
quantity of the shipped product.
Dishonest exporters use this con-
dition for their own henefit.

The following example can be a
good illustration of this. An import-
er orders a shipment of expensive
seafood product from an overseas
supplier. This is the first time the
companies are working together
and they have no previous experi-
ence with each other. The seller
demands an L/C at sight and the
buyer accepts it. We must say that
a great number of L/Cs do not
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require a pre-shipment inspection
report and it makes the fraudster’s
life much easier. This is also (he
case in our example: no inspection
reportisrequired bythe L/C. So the
seller receives the L/C, loads the
container with fish waste and ships
itto the buyer. While the containers
are in transit, the exporter issues a
complete set of export documents,
stating that the cargo is frozen fish
and submits it to the issuing bank.
Asthe documents have no discrep-
ancies and all other L/C conditions
are met, the seller receives full pay-
ment from the bank and vanishes
with the money.

Another scenario is when the
seller is a fake company that after
receiving the L/C ships nothing,
produces fake documents and
sends them to the bank. If the bank
does not reveal the forfeited docu-
ments (they may look convincingly
similar to the legitimate ones) and
pays the seller, the buyer will be in
serious trouble. More sophisticat-
ed companies that plan to stay in
this business for a longer time can
load the containers with a lower
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quality fish product or cheaper
substitute and send it to the buyer.
As no pre-shipment inspection
is often required and the export
documents are issued according
to the L/C's conditions the seller
will be paid in full and afterwards
the importer will have to start end-
less negotiations with the supplier
demanding compensation.

As we can see risks exist both for
the exporters and the importers.
Many problems with the L/Cs can
be avoided if seafood companies
follow our simple recommenda-
tions below.

« The L/C should be irrevocable.
A revocable L/C can be can-
celled by the buyer at any time
without the seller's knowledge.

o Try Lo avoid L/C lransaciivns
where documents required
for presentation are extremely
simplistic. Remember that
simple documents can be eas-
ily forged.

« Overly complicated docu-
ments should also be avoided.
You should be absolutely sure

Company Fact File

Business activities: anti-fraud
consulting services, interna-
tional claim exchange, debt
recovery and conflict settlement
assistance.

Manager: Alex Sergeev

Area of activity: worldwide

Clients: importers, exporters,
traders, manufacturers

that you can have all of the
documents issued before ac-
cepting the L/C.

« Itis advisable to use independ-
ent surveyors to inspect the
cargo before lpading and to
confirm the shipment. Cerlifi-
cates from the surveyors should
be required for presentation by
the issuing/advising bank.

» Avoid L/Cs with short presen-
tation time, The shipper should
have enough time to issue all
the documents, send them to
the bank and in case of any
discrepancy change the papers
within L/C validity.

« Be carelul with L/Cs [rom mi-
nor and unknown banks. Al-
ways ask your bank to check
the issuing bank. If in doubt,
asl for the L/C to be confirmed
either by your bank or a prime
bank. An alarming signal is
when your bank rejects con-
firming the L/C.

o If the beneficiary is not a well-
known company and you have
never had any business with
this firm befure exireme care
should be taken to discount the
bills. It is advisable to check the
beneficiary thoroughly before
doing any business with them.

« Be sure that you will be able to
ship the cargo before the latest
shipment date. If you ship later
the L./Cbecomesvoid, unlessthe
buyer accepts the discrepancy.

o L/Cs where any of the docu-
ments required for presenta-
tion should be issued by the
beneficiary or parties under his
control should be rejected.

s Never accept1./Cs with contra-
dictory terms like difference in
presentation and last shipment
dates, documents required etc.

The abavementioned recommen-
dations are by no means exhaus-
tive. All seafood companies are
welcome to coniact us for advice
or check other publications on
our website.
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