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LETTER OF CREDIT

Letter of Credit are the most common payment
instrument used in trade finance offering protection to
importers and exporters under the relevant trade finance
transaction. In addition to providing numerous other
benefits, Letters of Credit primarily provide a guarantee
of payment to the exporter who is then no longer exposed
to the payment default risk of the importer.

Letter of Credit is a payment instrument issued by a bank
(the Issuing Bank) representing its payment commitment
on behalf of an importer. Under a Letter of Credit
payment is guaranteed to be made by the Issuing Bank to
the exporter provided the terms and conditions specified
in the Letter of Credit have been duly satisfied.

The conditions specified in the Letters of Credit are
typically evidenced by the presentation of documents.

Letters of Credit are based on the principles of Kafala,
which means that the Issuing Bank guarantees payment
to the seller’s bank subject to the submitted documents
fulfill the conditions mentioned in the Letter of Credit.

The Issuing Bank is allowed to charge an actual
administrative cost with respect to the issuance of the
Letter of Credit. Furthermore, the Issuing Bank may also
charge an agreed fee as consideration of additional
services offered associated with the Letter of Credit.

In the case of Murabaha (Import Letter of Credit), where
the Issuing Bank has issued the Letter of Credit in its own
name in its capacity as the buyer or in the name of the
Customer in their capacity as Bank’s agent, the Bank can
consider the costs and charges associated with the
issuance of such Letter of Credit while determining the
Murabaha cost.
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