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Introduction

The Office of the Comptroller of the Currency’s (OCC) Comptroller’s Handbook booklet,
“Trade Finance and Services,” is prepared for use by OCC examiners in connection with
their examination and supervision of national banks and federal savings associations
(collectively, banks). Each bank is different and may present specific issues. Accordingly,
examiners should apply the information in this booklet in a manner consistent with each
bank’s individual circumstances. When it is necessary to distinguish between them, national
banks and federal savings associations (FSA) are referred to separately. This booklet
addresses international trade finance and services activities. These activities® include letters
of credit, guarantees, acceptances, open account financing,? other specialized trade financing,
financial supply chain solutions, prepayment, advising, trade collections, bank-to-bank
reimbursement servicgs, insourcing/outsourcing trade processing, and hedging services.

Overview
International trade, i export value in nominal terms, has increased exponentially
over the last three deca Low e barriers, supported by multilateral trade negotiations
and regional trade agreementgy h Iped fuel this growth. Also facilitating the growth in
international trade are a broa oicing currency? and advances in technology.

The growth also is affecting U.S. ex@orts and #fports, which have been rising. At the same
time, markets have become more effic tion has increased, and company profit
margins have been under pressure. In respongé; blisingsses conducting international trade
have been seeking more cost-effective tradeTin i
financing, more effective use of the financial su

[ )
sellers (exporters) of goods and services. Many emerging markg @ ecome more open,
and purchasing from these markets is more common. In these highly.g@Mmpetitive markets
where suppliers often offer similar goods and prices, buyers’ negotiating power increases.
The traditional terms of payment (for example, commercial documentary letters of credit)
have, to some extent, been replaced by terms more favorable to buyers. Some regular buyers

! The activities listed in this booklet are not a comprehensive list. These are the primary activities that
examiners may encounter during their examination.

2 In an open account transaction, the buyer and seller agree on payment on a specified date without a negotiable
instrument, such as a draft or acceptance, evidencing the obligation. In most cases, the shipping documents are
sent directly to the buyer rather than through a bank.

3 While the U.S. dollar retains its dominant role in financing international trade, the euro has emerged as a
major currency for trade invoicing. In recent years, the creation of an offshore market for the renminbi has
prompted an appetite in the market for local currency financing of trade with China.
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are requesting that trade be conducted on an open account basis, which is less costly and
cumbersome than commercial documentary letters of credit.

Banks facilitate international trade by mitigating or absorbing some of the risk that would
otherwise be borne by the importer or exporter. For example, an importer that pays for goods
before receiving them risks that the exporter will not ship them. There is further risk to the
importer that goods shipped do not conform to agreed-upon terms or that documentary flaws
delay delivery of goods. Likewise, an exporter that ships goods before receiving payment is
at risk. While some exporters may decide to accept that risk by relying on past relationships
or credit assessments performed internally or by rating firms, others are uncomfortable
absorbing that risk directly.

Banks offer products that help the importers and exporters mitigate risks, including credit,
country, foreign exchagge, interest rate, and documentary risks. Traditional trade products
such as commerci nentary letters of credit, banker’s acceptances, and standby letters
of credit provide#for { er of risk from the importer and exporter to the bank, for a fee.
While these productg

offerings, especially banks, is broadening. For example, banks are offering purchase
order financing and accowgts rec e financing to clients trading on open accounts. With
advances in Internet-basedteghn s, an increasing number of banks are offering
electronic platforms that com I ch as transaction initiation, document

preparation, purchase order managegfient, arlel payments as an adjunct to a wider trade
finance relationship with the client. /
Each bank chooses how to organize its trdde g€t
array of products described in this booklet, as w
designated international departments that include p@

tiesp Global banks are likely to have

Other banks may have

e finance or trade services
activities, issuing only a
epartments.

Some smaller banks may rely on foreign correspondent banking @ hips to facilitate the
trade activities required by their clients. Banks maintain correspOden#ffelationships with
other banks to provide services that can be performed more economically or efficiently
because of the other bank’s size, expertise in a specific line of business, or geographic
location. Some banks have built on this relationship, providing an unsecured, revolving line
of credit to the foreign bank that is then recycled as an operating loan to a local importer or
exporter. In this arrangement, the credit risk exposure is that of the correspondent bank, not
the local importer or exporter.

Regardless of how the bank organizes its trade activities, the OCC expects each bank to have
governance structures and a risk control framework that are suitable to the size and
complexity of the trade activities that the bank provides to clients.

One of the more significant challenges to the smooth operation of international trade has
been the differences in local laws and use of terms among countries and regions. Although
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banks must still have comprehensive country compliance matrices to ensure ongoing
compliance, the International Chamber of Commerce (ICC) has developed a standard set of
terms and definitions that have been incorporated into contracts and regulations globally.
Despite the common trade language, however, disputes between parties still arise. The ICC
offers dispute resolution services, including arbitration and mediation, at a cost typically
much lower to all parties than litigation and usually in much shorter time frames.

Trade Finance

As noted previously, banks have developed business lines designed to help importers and
exporters mitigate the credit risk inherent in the purchase and shipment of goods, largely by
using commercial documentary letters of credit. Banks also have developed programs
designed to finance the acquisition of goods by importers or to finance their clients’
suppliers. Small su s can have difficulty obtaining the capital needed to support their
businesses, parti en experiencing rapid growth. Programs such as supply chain
financing and reCeiv figancing can provide a source of working capital for those firms.

Although short-term,
(one to five years) and I0

jdating loans compose most trade finance, medium-term loans
-ternifloals (more than five years) may finance the import and
export of capital goods suc maghihery, equipment, and aircraft. Aside from the contract
terms, the structure used in a Spegificd tional trade transaction usually reflects the depth
of the participants’ business relation§hip, th&countries involved, and the level of competition
in the market.

regardless of whether the bank has a distinct trade figa ppartment, has an international
department, or incorporates trade finance into its c0 ; rations. When a bank has a
separately identified trade business line, that departme is responsible for
structuring the trade credit, monitoring the portfolio, and €Qanaging the credit risk. Smaller

department. Although trade finance historically has been a low<€
the short-term nature of the portfolio or government guarantees, 1
credit risk management of trade finance exposure.

activity because of
C expects effective

This section outlines the trade finance instruments that banks may offer to finance their
clients’ international trade transactions.

Letters of Credit

Many banks, regardless of size or complexity, issue letters of credit on behalf of their clients.
A letter of credit gives the beneficiary increased assurance that promised payments or
performance will be fulfilled. In essence, the bank issuing the letter of credit (issuing bank) is
substituting its creditworthiness for that of its client.
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There are two broad types of letters of credit that banks use to facilitate trade finance:
commercial documentary letters of credit and standby letters of credit.

Commercial Documentary Letters of Credit

The commercial documentary letter of credit* is commonly used to finance a commercial
contract for the shipment of goods from seller to buyer. This versatile instrument may be
used in nearly every type of trade finance transaction and provides for prompt payment to the
exporter when the goods are shipped and conforming documents are presented to the bank.
According to the Uniform Commercial Code (UCC), all letters of credit must be issued

e in favor of a specific beneficiary (the exporter);
e for a specific amount of money;

e inaform clearl ing how payment to the beneficiary is to be made and under what
conditions; a
e with a specific e igidate.

Individual banks may @§e tefs sugh as “import letter of credit” and “export letter of credit,”
but these terms are not sepgrate gkodlcts. They reflect the different positions of an importer
and exporter in the use of the(§am8&letter of credit for a transaction.

To the importer, the letter of credit @llows thg issuing bank to substitute its creditworthiness
for that of its client, the importer. A ient’gffequest, the issuing bank pays stated sums of
money to the exporters against stipulated ts transferring ownership of the goods. A
letter of credit does not eliminate the risk of, ception by an unscrupulous exporter
against an importer, because the bank deals onl 0 nts and does not inspect the goods
themselves.

e to the exporter, the

exporter may insist that the issuing bank obtain confirmafi@n o ihfrom a bank local to or
iggCtly Qbligated to the

(for example,

etter of credit

exporter as if it were an issuing bank and has rights, obligations
country) with respect to the issuing bank as if the issuing bank wehe
applicant.

The success of a commercial letter of credit transaction depends heavily on documentation
and resolution of document discrepancies. A single transaction requires many different types
of documents, and failure to obtain conforming documents or to resolve document
discrepancies, especially material errors, may cause the bank to lose its protection and rights
and suffer financial loss.

4 The term is also known as commercial letters of credit, documentary letters of credit, documentary credit, or
simply letters of credit. In trade, when the term “letters of credit” is used, it is generally understood that it refers
to commercial letters of credit. The term does not include standby letters of credit, which are referred to as
standby.
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Payments under a commercial letter of credit do not necessarily lead to an extension of
credit. The bank prearranges with the client the method by which the letter of credit will be
funded, normally by a debit to an existing bank account or by using a preapproved credit
facility.

For additional information about commercial letters of credit and the process flow relating to
the issuance of commercial letters of credit, see appendix A and appendix C, respectively.
For the various categories of commercial letters of credit, refer to the glossary for
descriptions.

Standby Letters of Credit

Standby letters of credit are common bank instruments that also may be used in trade finance.
For example, a bank g8sues a standby letter of credit on behalf of a client involved in a long-
term project. Nor t project stipulates that the client adhere to certain performance
measures. The efof credit is used to ensure payment to the beneficiary if the
bank’s client fails to Perf ontractually agreed. A standby is not used to finance the
purchase or shipmen 0

Commercial Letters of €re@it%s. Standby Letters of Credit

There are many differences betweeniCommajcial letters of credit and standby letters of credit.
Commercial letters of credit are shofgterm pagfent instruments for financing international
trade, while standby letters of credit can for any purpose or term.

ri

Under all letters of credit, the banker expects th
commitments. A banker’s payment under a co gial lett@r of credit for the customer’s
oes not become a loan. The

bank makes payment on a standby letter of credit, howe® en the customer has

defaulted on its primary obligation and probably will be reinburse the bank
immediately.
A standby letter of credit transaction holds more potential risk fo suing bank than does

a commercial letter of credit. Unless the transaction is fully secured, the issuer of a standby
letter of credit retains nothing of value to protect it against loss, whereas a commercial letter
of credit provides the bank with title to the goods being shipped.

Governing Rules and Practices

The rules governing letters of credit transactions in the United States derive from article 5 of
the UCC, “Letters of Credit,” and the Uniform Customs and Practice for Documentary
Credits (UCP), published by the ICC. Each U.S. state incorporates the UCC into its statutory
scheme, but the states differ in how much of the UCC they incorporate. Thus, state laws for
letters of credit vary, as do the laws of foreign countries, and it is important that the bank is
knowledgeable about applicable laws.
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The UCP does not carry the force of law but instead is a set of generally accepted ground
rules developed over the years for letter of credit transactions. The rules are accepted by the
vast majority of commercial letter of credit issuers. For the UCP rules to apply, the
commercial letter of credit must expressly indicate that it is subject to the rules. The rules are
then contractually binding on all parties to the commercial letter of credit unless its terms and
conditions expressly exclude or modify a rule.

The generally accepted international practices governing standby letters of credit are
contained in the UCP and the International Standby Practices, 1998 edition (ISP98), also
published by the ICC. ISP98 provides separate rules for standby letters of credit that are more
specialized than those outlined in the UCP.

For information on accounting practices for letters of credit, see appendix G.

Guarantees
National banks genegall y Mgt issue guarantees and sureties, except when they are
incidental or customarygto thebusigess of banking. Under certain circumstances, foreign
branches of national ban er8ise powers exercised by banks in the host country,
including guarantees. Like stahdbYaletters of credit, guarantees represent the undertaking of
the bank, as issuing bank, to eniyto a third party on behalf of a client upon the
occurrence of a predefined event. N@rmally#&the client agrees to reimburse the bank for
amounts paid out under the guarante S ject to certain conditions, may enter into
sureties and guarantees. For additional inf Jon on guarantees, see appendix D.
Acceptances
An acceptance is an unqualified promise of the acc face amount of the draft at
its maturity. When an institution such as a commercial ba noMkank institution has

“accepted” the draft, the word “accepted” is written or stafgpe
the draft has the following additional information: name of t(Re i
or officers, date, possible nature of underlying transaction, and @
on the circumstances. Most acceptances cover a commercial transa
be self-liquidating in nature, such as a commercial letter of credit.

&face of the draft, and

, signature of officer
formation depending
on that is considered to

There are two types of acceptances: banker’s acceptances and trade acceptances. Although
acceptances can be created in any currency, in practice, most are denominated in major world
currencies.

Banker’s Acceptances

A banker’s acceptance is created when a time draft drawn on a bank (usually to finance the
shipment or temporary storage of goods) is stamped “accepted” by that bank. By accepting
the draft, the bank makes an unconditional promise to pay the holder of the draft a stated
amount at a specified date. Banker’s acceptances are a potential source of financing for an
exporter, as there is a readily available market to sell the acceptance at a discount to face
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value. A banker’s acceptance remains a common financial instrument in trade finance
activities.

A banker’s acceptance must appear on the bank’s financial statement as a liability and an
asset. See appendix G for details on the accounting practices for banker’s acceptance.

Trade Acceptances

A trade acceptance is a time draft that has been “accepted” by a nonbank institution, such as
an importer. When the acceptance matures, the importer pays the exporter the face amount of
the acceptance. A trade acceptance is created through the documents against acceptance
collection method (see this booklet’s “Trade Collections” section for additional information
about documents against acceptance). Unlike banker’s acceptances, there is no ready market
for trade acceptance

Financing THfou igcounting Banker’s Acceptances

In the United States, I1f@banker’s acceptance conforms to the requirements of section 13 of
the Federal Reserve Act 8f 19138as anended (termed an “eligible” banker’s acceptance), the
acceptance can readily be sol n@ as the credit quality of the accepting bank has not
changed. Banker’s acceptance because dealers have made an active secondary
market in those that are eligible for gurchasgyby the Federal Reserve Bank. For additional
information about banker’s acceptari@gs, see agpendix B.

Open Account Financing

Parties to a trade transaction may use open accoun @
credit history and is well known to the seller. The blyer i@
account sales when there are several sources from which t e seller’s product or
when open account is the norm in the buyer’s market. Ofég acCounigig@des involve no bills of
exchange or drafts as trading documents. There is no bank agging termediary as in

the case of commercial letters of credit. There is no robust multia gal framework to
govern contractual and payment obligations. In short, in open accOmm®trades, the seller
assumes all risks.

s when the buyer has a strong
be able to demand open

Although banks are not direct parties in open account transactions between buyers and
sellers, they may, based on their relationship with either the buyer or seller, take the role of
financing the seller by providing purchase order financing or accounts receivable financing.
Examiners must review each product or transaction to properly identify and evaluate the
repayment risks. For guidance, examiners should consult the “Asset-Based Lending” booklet
of the Comptroller’s Handbook.
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Purchase Order Financing

The need for purchase order financing® may arise from the length of time it takes to go from
order to production to delivery and payment of goods. The importer or exporter may
approach the bank to provide financing to the exporter based on the purchase order placed by
the importer. In this form of pre-export financing, the bank assumes the exporter’s
production of goods and the importer’s repayment risks. It is important to identify the
relationship between the importer and exporter, the products to be exported, and the financial
strength of the importer if the bank’s relationship is with the exporter.

Accounts Receivable Financing

A bank may enter into accounts receivable financing® with an exporter based on an existing
relationship with thegdfporter. In this arrangement, the exporter generally is a small supplier
and the importer jg % corporation, and the bank may already be providing payable
settlement servi€es ta rter. The risk to the bank lies with the importer. This form of
financing allows the btain an early payment from the bank at an interest rate
commensurate with t er’s credit standing. The advances to the exporter are
discounted at a percentaggof out§tarling sales invoices. A benefit to the importer is that it
may be able to negotiate favofab chasing terms with the exporter.

Conversely, the bank may have its lationship with the exporter and structure the
transaction to finance its receivable iscafint, Foreign receivables have credit, legal,
foreign currency, and country risks that caggdis payments. For protection, the bank may
igpporter carrying minimum deductibles

when providing financing. The bank may either
exporter to buy the insurance. Banks buying the : folicy must have the resources to

gedifghasurance provides protection
must be properly managed.

The features of these types of financing vary among banks. EXa @ ould review the
product to properly identify and evaluate the risks.

Export Credit Programs

Export credit agencies are government or quasi-government entities that were developed to
help increase their country’s exports by assuming all or part of the credit risk involved in a
related lending program. In some instances, the agency may also provide coverage for
political risk. These agencies generally have programs to guarantee repayment of an
extension of credit designed to support the export of goods by companies of all sizes,
including capital goods or goods needed to support infrastructure development. For example,
the Export-Import Bank of the United States (Ex-Im Bank) may guarantee the financing of

5 Purchase order financing is also referred to as vendor financing.
& Accounts receivable financing is also referred to as invoice financing or invoice discounting.
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aircraft exported from the United States to a developing country, guaranteeing up to
100 percent of the principal and interest of the covered loan. Most other developed countries
have similar agencies, with guarantees typically ranging from 80 percent to 100 percent.

Despite the agency guarantee, these lending programs are not without risk. Credit risk
remains for any portion of the loan not covered by a guarantee. Loan terms for capital goods
may be longer than for other trade finance programs, ranging up to 15 years. Collateral, if
any, may be difficult to locate, repossess, and liquidate. Each loan structure may include
conditions or covenants that if not fully met may nullify the coverage of the guarantee. As
with any extension of credit, the financial condition of the borrower and its ability to repay
the loan must be fully evaluated. In addition, the financial condition of the country
supporting the agency guaranteeing the loan must be considered. Banks should have systems
in place to include these guarantee programs when they aggregate country risk exposure.

ervices other than loans may be included in a bank’s export credit
advisory and arrangement services, may be managed by the
ter managed outside of trade finance. For example, most

ot have the expertise to manage capital market activities such
or change, and commodity hedging programs.

program. While€0mg¢
trade finance area, of
trade finance depart
as hedging interest rate

For examples of U.S. govern ilateral agencies that provide export guarantees or
insurance, see appendix F.

Other Specialized Trade FinancmM

Other specialized trade financing includes facto
financing. These types of financing require spe
management frameworks. Therefore, these types o inancing are generally the
province of larger banks with dedicated units or staffs. erSghould consult the
“Accounts Receivable and Inventory Financing” and “Cofimergial ns” booklets of the
Comptroller’s Handbook for additional guidance.

aiting, and commodity trade
ledge and prudent risk

Factoring

One challenge exporters face is obtaining sufficient capital to meet client demands for goods,
particularly if the exporter is experiencing significant growth. Factoring is an arrangement in
which a company shortens its cash cycle by selling its accounts receivable, traditionally
without recourse, to a third party known as a factor. A factor assumes the full risk of
collection, including credit losses. There are two basic types of factoring: (1) discount
factoring, in which the factor discounts the receivables before the maturity date, and

(2) maturity factoring, in which the factor pays the client the purchase price of the factored
accounts at maturity. Factors frequently perform all servicing functions in connection with
accounts receivable, in which case the buyers (importers in this case) are notified to remit
payments directly to the factor. Because the factor takes on credit risk to the importers who
owe the exporter, it is important that the factor fully understands the terms and associated
credit risk.
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Although banks can be factors, most factoring is done by nonbanks or companies. When a
bank purchases domestic invoices from an exporter in another country, the bank must
thoroughly assess the foreign country risk and the export company’s financial condition and
reputation. The foreign exporter’s ability to deliver goods that fully conform to the terms of
the purchase order is key; otherwise, disputes with the importer may arise that threaten the
timely payment of the account receivable. Even if the bank obtains a commercial credit
insurance policy, dispute risk is not covered.

Forfaiting
Forfaiting, similar to factoring, is a type of nonrecourse financing of receivables. While a

factor normally purchases a company’s short-term receivables, a forfaiting bank purchases
notes that are medium- to long-term receivables. The forfaiting bank has no recourse to the

receivables. The examiner should review the bank’s
forfaiting activities carefully 0 déermine whether long-term receivables have been
purchased from countries pro oki r economic turmoil and the resulting
fluctuations in exchange rates. In a e aval should be verified to ensure that the bank

in question has indeed guaranteed thgtransacti@h. The examiner also should analyze the
credit standing of the foreign bank.

Commodity Trade Financing

Commodity trading is a low-margin, volume-drivé
large, global, vertically integrated public or privately
processing, and marketing commaodities to smaller privat

commodity trade financing are usually larger institutions with the in-house expertise in
commaodity trade finance necessary for structuring transactions and managing commaodity
trade finance portfolios.

Business Characteristics and Risks

The characteristics and risks associated with this type of business differ among the
commodity producers, the processors, the marketers, and the pure commaodity trading
companies (traders). For the producers, important risk criteria include market position and
scale, financial leverage, financial policy, and business risk profile. Examples of large,
global, vertically integrated commodity producers and processors are Cargill, Bunge,
Glencore Xstrata, and Trafigura, with substantial investments in farms (Cargill, Bunge) and
mines (Glencore Xstrata, Trafigura). These companies are analyzed as commercial credits,
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but they do more derivative trading (to hedge risk associated with commodities) than typical
corporate borrowers, and they engage in proprietary trading to enhance margins.

Pure commaodity traders (i.e., physical commodity traders) are intermediaries between
producers and commodity end users and are engaged only in buying and selling
commaodities; they are not involved in processing or production. These firms generate low
margins (in the 1 percent to 3 percent range) and are thinly capitalized. It is common to see
leverage ratios (defined as total debt/tangible net worth) for energy traders in the range of
10x and for coffee traders in the range of 7x. Assets consist principally of accounts
receivable and inventories. The majority of pure commodity traders are privately held firms,
with a few key individuals who trade as well as manage the operation.

Principal risks faced by pure commodity traders include (1) counterparty default risk (of
suppliers and customeig), (2) sales and supplier concentrations, (3) liquidity, (4) minimal
capital, and (5) k @ isk, in the case of firms owned and managed by one or two

Vertically integrated compani@s
pure commodities traders. Th
the commodity and reduce producti

the commodity and produce more o verticgMy integrated product, hence providing
diversification that can reduce earningSvolaftli

apghrequired to publish quarterly and
annual U.S. Securities and Exchange Commissi@ il is challenging to ascertain how
much of the firm’s buying and selling is for propriéta a@ingsand how much is for hedging
purposes. Bank due diligence and quarterly conversatiem& i 2 firm’s management and
senior traders should include discussion of trading strategi ingncial policies to gain an
understanding of the firm’s risk appetite and, specifically, hich proprietary
trading is driving profits.

t supply or use commodities are viewed as lower risk than
i ration gives a company the ability to sell more of

Successful commodity trading companies have the following characteristics:

e Ample liquidity to manage highly variable working capital needs driven by volatile
commodity prices and margin calls on derivatives trades.

e Sophisticated risk management with the ability to effectively hedge commodity risk.

e Sufficient capital to cushion weak earnings periods.

e Strong relationships with clients and suppliers that minimize counterparties’ willingness
to default on supply or purchase contracts.
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Financing Structures

Basel 117 defines commodities finance as structured, short-term lending to finance reserves,
inventories, or receivables of exchange-traded commaodities (e.g., crude oil, metals, and
crops) where the exposure is repaid from the proceeds of the sale of the commaodity and the
borrower has no independent capacity to repay the exposure. This situation occurs when the
borrower has no other activities and no other material assets on its balance sheet. In these
transactions, a commodity trader makes a purchase (backed by a commercial letter of credit)
from a producer. The bank takes security over the underlying commodity through the bill of
lading and the assignment of receivables from the sale and delivery of the commodity.
Advance rates range from 90 percent for billed receivables to 80 percent for inventory.
Typically, a timing gap exists between the purchase and sale legs of a transaction, exposing
the transaction to commaodity price risk, thereby requiring the commaodity trader to hedge the

risk.

Commodity tra ilities are structured as bilateral (a credit agreement between one
bank and one borro cated revolving credit facilities (available for loans and
letters of credit), ofte ncommitted basis. While lenders prefer to provide financing
via syndicated credit faCWti may prefer bilateral facilities, which allow the clients
to be less transparent with Ten@lerSiab@ut terms they have negotiated with other lenders. With
bilateral facilities, however, a ore vulnerable should one of its lenders exit a

facility and the borrower is not able £0 replage that lender and financing on a timely basis.

The uncommitted structure of both bi %
capital costs for lenders, which are reflectéd j

uncommitted structure provides lenders witf the
the commodity trade financing space, borrower

financings, and in fact, the relationship cost of not
high that lenders also view these financings as com

dicated facilities translates into lower
traggsactions’ pricing structures. While the
gt to fund a borrowing request, in
‘ afinancings as committed
g borrowing request is sufficiently

Itfeg. The large global

integrated commodities companies, however, have both ed apd uncommitted credit
facilities; they use committed credit facilities as backup fogomm aper issuance.
The large vertically integrated producers and processors very o le to borrow on an

unsecured basis, while pure commodity traders are financed on a secured basis. Loan
agreements with pure commaodity traders typically are structured with frequent financial
reporting requirements, such as audited annual financial statements due 90 days after the end
of the fiscal year, monthly unaudited financial statements, and monthly statements of
compliance with financial covenants. The structure of these financings is designed to
compensate for the borrowers’ weak credit quality. Loss given default ratios reflect the
security and self-liquidating nature of the transaction.

Commodity trade financing presents risks associated with the borrower (credit risk), the
specific commodity financed (market, price, and liquidity risks), and the monitoring of the

" Basel Committee on Banking Supervision, “International Convergence of Capital Measurement and Capital
Standards: A Revised Framework,” June 2004.
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loan portfolio (operational risk). Examiners should review the bank’s commodity trade
financing portfolio to ensure that risks are identified, measured, monitored, and controlled.

Financial Supply Chain

The increase in global open account trade has created opportunities for financing goods as
they move from supplier to buyer. In every trade transaction there is a conflict between the
exporter, who wants to be paid as soon as possible, and the importer, who wants to delay
payment as long as possible. Some banks attempt to resolve this conflict by providing
financing options for the period between the payment date and the collection date. Typically,
the exporter bears the cost of the financing through the discounting of its receivables, though
at prices better than their normal cost of funds. On the other side, the importer may have a
working capital line available at a bank. If the discounted rate on the receivables results in a

bles discounting option. The importer may benefit from this
arrangement by Negofia lengthen the payable time frames in the sales contract with the
ring in the revenue the bank earns from the suppliers. This
entdate and the collection date is generally known as supply
ayhhaVe unique characteristics to its program.

process of decoupling
chain finance, but each b

Under a supply chain finance Nthe importers provide their exporters with the
opportunity to participate in an accolints recgivable discounting arrangement with the bank.
The bank receives electronic upload prafed,invoices from the importer and an
instruction to pay the receivable at maturi rough a debit to an existing bank account.

The participating exporter is notified of the ayment and has the option to either
automatically discount all receivables or select t ;
advances the value of the receivables, less the d
maturity date. During the period between the pay

p the suppliers in advance of the
tion dates of the receivables,

There is nothing unique regarding the credit risk associated wit: ggram. Instead, it is a
process that uses existing financing products to solve an importe cern of how to ensure
its suppliers have sufficient working capital to meet contractual obligations, without the
importer or the bank taking on credit risk to the supplier. (See the “Open Account Financing”
section of this booklet for related information.)

Trade Services

With the use of open accounts by international trade clients, greater competition from
nonbank providers, and advances in trade technologies, banks are broadening the types of
trade services they offer to meet their customers’ needs. These services may be, but are not
limited to, Internet access for transaction initiation; electronic documents and tracking; trade
processing services; and integrating cash management services with trade settlement and
finance. The greatest risk to a bank that provides trade services to clients is operational risk,
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as trade activities remain heavily paper-based, leading to a significant potential for
documentation errors and fraud.

The following are types of international trade services that banks may provide.

Prepayment

The seller may require prepayment in the following circumstances: (1) the buyer has been in
business for a short time, (2) the buyer has a poor credit history, or (3) the product is in heavy
demand and the seller does not have to accommodate a buyer’s financing request in order to
sell the merchandise. Prepayment eliminates all risks to the seller. The bank’s role in a
prepaid transaction may be to transfer funds at the direction of the buyer to the seller or to
provide credit information on either party to the other party.

Open Account T

In addition to the fin partunities associated with open account trade, there are trade
services that the bank i its clients. Of course, the bank may be the source of
payments to the exporter ctipn of the importer. The bank may also provide limited
ri t documents exist as a service to the importer. The
bank would be acting solely as e proyider and would be under no obligation to make

payments.
Advising /

In a commercial letter of credit transaction, the pthe Wank is not limited to trade

financing. The bank may serve as an advising ban a financing commitment as an
issuing or confirming bank. As an advising bank, th
bank in authenticating and forwarding the commercial le
makes no commitment on its part. The bank is potentially its own error in

le'o
igf0 gcorrespondent bank
arrangement.

making the notification. The relationship with the issuing ba

Trade Collections

In trade collections, the bank acts as an intermediary to facilitate the flow of documents and
payments. There is no commitment or guarantee of payment from the bank. There are two
types of collections: clean (financial document alone) and documentary (commercial
documents with or without a financial document). A financial document is a draft or a check,
while a commercial document is a bill of lading or other shipping document. Most trade
collections are documentary.

In documentary collections, the payment can be settled in one of two ways:
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e Documents against payment (D/P): The collecting bank releases documents to the
importer only after the importer has fully paid for the underlying goods.

e Documents against acceptance (D/A): The exporter permits documents (and therefore
the goods) to be released to an importer with the promise of payment at a fixed future
date. The collecting bank presents the term or usance draft to the importer for acceptance.
The usance or credit term is stipulated in the exporter’s collection instructions. Having
obtained the importer’s acceptance, the collecting bank releases the documents to the
importer, who can then clear the goods.

D/A collection is more risky for the exporter than D/P collection because the exporter runs
the risk that the importer might refuse to pay on the due date. For example, the importer
might find that the goods are not what he ordered, might have been unable to sell the goods,
might be prepared to default on the transaction, or might have filed for bankruptcy. In
contrast, under D/P ction the exporter retains control of the relevant goods (via the
presenting bank) importer pays. The exporter may choose D/A over D/P when the
long-term busin®@Ss r ip with the importer is stable, there is no doubt about the
importer’s ability to filee ent obligations, the political and economic situation in the
importer’s country is d there are no foreign exchange restrictions in the importer’s
country.

Documentary collection is mo u open account but less secure than a letter of
credit. An important advantage overfopen ageount is that the exporter’s collection
documentation, which effectively coffrols tit he goods, is not released to the importer
until the importer makes the payment, acc raft, or issues a promise of payment or
obligation to pay later.

Bank-to-Bank Reimbursement Service

ial letter of credit
got have an account
g to claim
aflit from the
esignates a reimbursing

A bank-to-bank reimbursement facilitates the settlement o
transactions between two banks that deal in different cur
relationship with each other. The issuing bank authorizes th
reimbursement for the amount it paid under the commercial let
reimbursing bank designated in the letter of credit. The issuing b
bank with which it has established an account relationship.

The reimbursement designation authorizes the reimbursing bank to honor any conforming
claim it receives from a paying bank (now referred to as a “claiming bank’) on receipt by
debiting the issuing bank’s account. The reimbursing bank receives claims only. It does not
receive or examine presentation documents under the commercial letter of credit. If the
issuing bank’s account maintained at the reimbursing bank does not contain sufficient funds
to cover a claim made on the reimbursing bank, the reimbursing bank is not obligated to
honor the claim.
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Insourcing and Outsourcing Trade Processing

Trade finance and services are operationally intensive business lines. The continued global
drive for automation and more rapid processing times creates continued cost pressures on
banks offering trade activities. Some large banks are beginning to offer outsourcing solutions
to other financial institutions by insourcing the work into the bank. The insourcing bank
generally already maintains a full suite of trade services for its clients and has excess
capacity or the ability to add capacity. The insourcing bank may provide comprehensive
operational services or only select operations to the outsourcing bank. Insourcing banks may
offer “white-labeling” solutions for banks that prefer that the outsourcing arrangement not be
transparent to their clients. Insourcing banks assume additional operational and reputation
risk and are expected to conduct all operations in a safe and sound manner. Examiners should
consult the “Supervision of Technology Service Providers” booklet of the Federal Financial
Institutions Examing
Handbook for guigan

The outsourcing instifuti its from the ability to offer a wide variety of trade services,
without taking on the opgrational risk required to maintain a full trade finance and
services infrastructure. ouyrcilg Mstitutions are subject to the risk that the insourcing
bank fails to deliver services & a upon and must have an effective vendor management
program in place. Refer to O 3-29, “Third-Party Relationships: Risk
Management Guidance,” and the “Quitsourcihg Technology Services” booklet of the FFIEC
IT Examination Handbook for guida

Some global banks have established operati in offshore locations to process trade

as “offshoring.” Offshoring arrangements are no¥mg oped to provide a lower-cost
operating environment, obtain a greater knowledge'e ? egional regulatory
requirements, provide backup for essential operations g1ob minimize delays in

il is also an important

@perations. Examiners
oller’s Handbook for

however, the bank is taking on an additional risk—country risk
should consult the “Country Risk Management” booklet of the COm
guidance on evaluating country risk.

Hedging Services

Managers of the trade finance business line may use hedging strategies to help them control
or reduce risk. Potential risks include price risk, interest rate risk, foreign-exchange risk, and
country risk. Similarly, both an importer and an exporter may use the bank to help develop a
hedge against a specific transaction, a complete hedging strategy, or anything in between. It
would be unusual for the trade business lines to actually develop or implement the hedge.
Normally, the capital markets area or affiliated brokerage firm is used to develop and
implement the hedging strategy. If an examiner encounters a situation where the trade
business lines fully manage their own hedging, the examiner should consult with an examiner
with capital markets expertise.
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Risks Associated With Trade Finance and Services

From a supervisory perspective, risk is the potential that events, expected or unexpected, will
have an adverse effect on the bank’s earnings, capital, or franchise or enterprise value. The
OCC has defined eight categories of risk for bank supervision purposes: credit, interest rate,
liquidity, price, operational, compliance, strategic, and reputation. These categories are not
mutually exclusive. Any product or service may expose a bank to multiple risks. Risks also
may be interdependent and may be positively or negatively correlated. Examiners should be
aware of this interdependence and assess the effect in a consistent and inclusive manner.
Refer to the “Bank Supervision Process” booklet of the Comptroller’s Handbook for an
expanded discussion of banking risks and their definitions.

Trade finance and services have all the risk categories noted above. Most significant among
these risks are operaional, compliance (particularly anti-money laundering [AML]), and
credit. These risks @ ussed more fully in the following paragraphs.

Operational Risk

Historically, trade finance¥usi has presented significant operational risk, as it relies
heavily on paper documentat h al processing. Larger banks are increasingly using
technology to reduce that risk, rdmit costs, and reduce the likelihood of errors while

increasing capacity, but operational fisk renfaing significant. In contrast, some banks are
M and technology overhead by outsourcing

considering reducing trade finance o
their trade processing to a full-service trag€’ti

and the bank); nonstandard language is used that invalidates
bank; or the terms are unclear. Once the commercial letter of cf®
is subject to any documentation errors it may include. All instructi®
the bank’s operating system manually, which could lead to errors.

peen issued, the bank
generally are input into

There is also significant risk when the commercial letter of credit is presented for payment.
Missing documents or errors on submitted documents may slow the processing of the
payment. Further, if the bank neglects to identify missing documents or errors, it places itself
at risk if the exporter has not met all the terms of the purchase contract. As the terms and
conditions of a purchase of goods usually change over the term of the contract, the bank must
have a process to ensure that the changes are valid and that the bank is apprised of all
changes. Once all documents have been reviewed and verified, a bank should check for
availability under the line of credit. There is also operational risk in the process to input
payments. This discussion is not meant to be inclusive of all the operational risk inherent in
the processing of a commercial letter of credit but rather is meant to inform examiners of the
complexity of the operating environment for trade activities.
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The potential for documentation fraud is high in international trade transactions. For
example, to evade customs regulations, goods may be over- or under-priced, inaccurately
invoiced, or misrepresented in the quantity or type of goods imported or exported. Thus,
inadequate processes for documentation review and reporting of exceptions or unusual
activities can expose the bank to losses or fines.

While banks may use third-party guarantees or insurance to reduce credit risk on trade loans
to clients, there is operational risk involved. If the bank has not followed the program
requirements in servicing the loan, the guarantee or insurance policy may not be honored.

Some banks have outsourced trade operations to a third party. The operational risk associated
with outsourcing should be clearly understood by the bank. For example, a poorly written
contract could lead to untimely processing and settlement of trade or breach of data security
and confidentiality, ntially exposing the bank to litigation. Banks servicing outsourced
activities must en they have sufficient capacity, internal controls, and expertise to
manage the incréme rom insourcing operations. For additional guidance, examiners
should consult OCC Bull 3-29, “Third-Party Relationships: Risk Management
Guidance,” and the * ing Technology Services” and “Supervision of Technology
Service Providers” booK¥gts of t EC IT Examination Handbook.

Trade Finance Technol

Banks have increasingly turned to téghnolog
Banks may acquire hardware and incorpora€'s

and manage the risks of trade transactions” T

automate key aspects of their operations.
are packages to help conduct processing
s may handle such functions as

of Foreign Assets Control (OFAC) sanction list ocessing, and other trade-related
functions. Increasingly, the Internet is being used t€ e execution of trade
transactions and related functions. Through these sys in easier documentation
and record keeping of transactions, mechanisms to ensur ncedo regulatory

Use of these systems, however, may entail certain operational ri anks should
mitigate. For example, some systems interface with major wholesale payments systems and
messaging services like SWIFT® or various clearinghouses, which allow bank employees to
make fund transfers. Hackers and other similar cyber-based threats could compromise
Internet-based transactions if they are not properly secured by appropriately authenticated
communication and document transfer and storage.

To incorporate these technology platforms into their daily operations properly, banks should
ensure that these programs meet bank operational requirements and that they have adequate
controls to mitigate any potential risks. For more information on payment systems,

8 The Society for Worldwide Interbank Financial Telecommunication (SWIFT) is the financial industry-owned
cooperative that supplies secure, standardized messaging services and interface software to over 9,700 financial
institutions in more than 200 countries. SWIFT’s worldwide community includes banks, broker/dealers, and
investment managers, as well as their market infrastructures in payments, securities, treasury, and trade.
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information security requirements and software controls, see the “Wholesale Payment
Systems,” “Information Security,” and “Development and Acquisition” booklets of the
FFIEC IT Examination Handbook.

Settlement of Trade Transactions

The operational risk associated with trade transaction payment processing should not be
overlooked. The risk is particularly high for large banks due to their complex
telecommunications networks and high transaction volume. These banks use payment
message systems such as SWIFT to originate payment orders, either for their own benefit or
for a third party. These message systems process administrative messages and instructions to
move funds. Even though such payment orders do not result in the immediate transfer of
funds from the issuing bank, they do result in the issuing bank having immediate payment

use messaging systems to originate payment instructions to
some banks still rely on telephone, fax, or standing
originations.

instructions for paymeg#’or

Because the payment order isfthe Wst#tution’s authorization to act on behalf of the customer,
it is imperative that the bank xperienced staff and systems to control the
associated operational risks, such asfphysicall access, information security, authentication of

signatures, and input errors. For addWional in ation on processing payments, see the
cttiggfbooklet of the Comptroller’s Handbook.

“Payment Systems and Funds Transfer

Compliance Risk

Compliance risk in trade transactions includes the T8 ly with domestic and
international laws such as the Bank Secrecy Act (BSA tory requirements, the
antiboycott regulations issued pursuant to the former Ex igiation Act, or sanctions
regulations enforced by OFAC, as well as similar requirem ¥ for@ign jurisdiction.
Noncompliance with these laws may result in monetary penalti€§ and pg€vent the bank from
collecting on a transaction. Additionally, national banks that have'adififfated export trading
companies must understand the requirements of sections 23A and 23B of the Federal Reserve
Act (12 USC 371c and 12 USC 371c-1). For a summary of legislation and other legal issues
relevant to trade financing, see appendix E.

The international trade system is subject to a wide range of risks and vulnerabilities that
provide criminal organizations with the opportunity to launder the proceeds of crime and
move funds to terrorist organizations with a relatively low risk of detection. While banks
should be alert to transactions involving higher-risk goods (e.g., trade in weapons or nuclear
equipment), they need to be aware that goods may be over- or under-valued in an effort to
evade AML or customs regulations, or to move funds across national borders. For more
specific guidance on examining money laundering and terrorist financing risks related to
trade finance activities, refer to the FFIEC Bank Secrecy Act/Anti-Money Laundering
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(BSA/AML) Examination Manual and guidance available through OFAC, including the
OFAC Web site.

It is important for banks to be aware of the laws of the country in which the counterpart to
the domestic client is located. For this reason, many banks rely on foreign correspondent
bank relationships in the countries where they are active but lack branches. In addition, the
contract should include a choice of laws clause, specifying which country’s or countries’
laws will apply in the event of a dispute over the terms of the contract. Although courts may
not always enforce such clauses, in many cases they can provide an additional measure of
certainty for managing the risk inherent in a cross-border contract.

Credit Risk

pecialized area, and a bank that lacks the appropriate expertise may

@ rcause of weak structuring, poor documentation, or unfamiliarity
with a country’s*busifi€ ices, economic or political climate, and laws. The products
that a bank uses to fifia owever, are generally no different from the products used
erwriting standards should address the source of
| and documentation requirements; pricing; and, as

nsurance, and covenant requirements. Many banks
i are willing to take with each client, country, or
for a client may be allocated to trade finance to
inance business line is responsible for
risk in the portfolio as a whole.

Trade finance is a v

appropriate, third-party guar
centrally manage the level of
industry. A portion of the exposure

Traditionally, international trade finance is cons
loans are generally short-term, self-liquidating,

er-risk activity for banks because
lized by the underlying trade
acquired via the financing
ever, are extending
ionships. Although

are sold, with the proceeds used to repay the loan. So
longer-term credit, up to 15 years, as part of export credi
these credits are generally guaranteed by a government or
guarantee may not cover 100 percent of the extension of credit 42
conditions imposed by the agency must be closely adhered to or
guarantee.

pank risks losing the

Generally, clients using commercial letters of credit for financing the acquisition of goods
have established a line of credit with the bank. The line approval and review process should
reflect the credit discipline in place in the commercial portfolio. Commercial letters of credit
issued without a supporting line of credit normally are expected to be paid by the client
through a funds transfer when the letter is presented for payment with complete and
conforming supporting documents. If the client does not have available funds, the bank may
have an unintended extension of credit. This risk requires the bank to review each letter of
credit client as it would any borrower, regardless of anticipated method of payment.

In confirming a foreign bank’s letter of credit, the bank must evaluate the risk that the foreign
bank may not be able to raise the dollars required to repay the transaction because of
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currency controls in the importing country. Banks engaging in open account financing should
understand the relationship and credit quality of the importer and exporter. In banker’s
acceptance financing, the acceptance credit risk depends on the method by which the bank
acquired the acceptance and the acceptance term. To properly identify and evaluate the
sources of repayment, the examiner must review each trade finance product or transaction
individually.

Economically distressed countries historically have placed a high priority on the payment of
foreign trade obligations when allocating scarce foreign currency reserves among external
debt payments (reducing transfer risk). More recent economic and debt crises in some
countries, however, have underscored that the priority status of trade-related credits is not as
meaningful as it once was. These developments have raised the implied level of risks in the
international trade credit portfolio.

The amount of dug l@

complexity of fiffanc
taking on. The Interg

gce performed by the bank needs to be appropriate for the type and
oxided and the level of country and transfer risks that the bank is
try Exposure Review Committee (ICERC) reviews and
evaluates trade finan for transfer risk. The definition of what qualifies as trade
credit for purposes of th&\C nsfer risk ratings does not extend to include the liberal
interpretation of an unsecufedfreV@lving line of credit to a foreign bank that is then recycled
as an operating loan to a loca t porter.®

risk management examination, indepe eview of the trade finance business. In
other large banks with international activitie ingrs should determine whether an
opriate after evaluating the
SAIn midsize and community
jiew with a trade finance

For banks with substantial internatiogal ays, examiners normally schedule a country
n

volume, complexity and risk of the internationa
banks, examiners normally prefer to perform a co
review.

roller’s Handbook
for discussions on the relationship between credit risk and tra s well as informal or
implied government guarantees in the evaluation of trade credit; tge_@0untry Risk
Management” booklet for additional information on evaluating country risk, which includes
transfer risk; and the “Accounts Receivable and Inventory Financing,” “Asset-Based
Lending,” and “Commercial Loans” booklets for guidance on the various methods of trade
financing.

Examiners should consult the “Rating Credit Risk” booklet\gf the ’E!]

Liquidity Risk

Banks may purchase banker’s acceptances created by other banks as short-term money
market assets. Should the bank need to obtain funds, it may sell the banker’s acceptances.
Banker’s acceptances are not traded on an organized exchange, but there is a secondary
market that has grown substantially over the last decade. Because the maturities of most

9 See OCC Bulletin 2009-8, “Country Risk: Changes to the Interagency Country Exposure Review Committee
Process,” and “Guide to the Interagency Country Exposure Review Committee Process,” November 2008.
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banker’s acceptances are short and “name” banks dominate acceptance financing, the market
generally views banker’s acceptances as safe and liquid. Liquidity risk is greater if the
accepting bank is considered to be in weaker financial condition or is not a “name” or
“prime” institution, or if the instrument is not eligible for Federal Reserve discount. Please
see appendix B for information relating to discounting banker’s acceptances at the Federal
Reserve Banks.

Price Risk

Banks with foreign operations likely have transactions and financial statements that are
denominated in foreign currencies. Fluctuations in exchange rates associated with the
conversion of these foreign currency transactions and financial statements result in either a
transaction gain or loss that is recorded in current earnings or a translation adjustment that is
recorded in capital. ssessment of this exchange rate risk to earnings or capital should be
performed on a b basis, considering all transactions and investments that are
denominated in Torei cies, because the bank may have offsetting risk positions. For
example, a bank ma ign currency-denominated trade transaction that is funded in
the same currency as t trapsaction that it is financing, offsetting the exchange rate

risk.

A bank financing an exporter’ discounting foreign currency-denominated
drafts or acceptances encounters forgign curency exchange rate risk (assuming it is not
hedged or otherwise offset). The U. k isgXpg@sed to the transaction risk from the time it

discounts the instrument and pays the loc
draft or acceptance until it collects from the
foreign currency depreciates in relation to the d
exporter and when the bank collects on the fore
exchange transaction loss.

y exporter the dollar equivalent of the
nterpart in the foreign currency. If the
n when the bank pays the
t, the bank incurs a foreign-

under certain
to foreign currency

Some trade finance transactions that are U.S. dollar-denofglinateég m
conditions, become payable in local currency, thereby expoSigg th
exchange rate risk. One example would be trade transactions th@ alternative payment
instructions in the event of a transfer risk event (also known as in8 tibility) occurring in
the country where the foreign importer is located. The payment instructions may also
stipulate that, if U.S. dollars become available, they should be remitted to the exporter’s U.S.
bank. Exposure to exchange rate risk arises if the U.S. bank elects to discount the draft
instead of waiting for the U.S. dollars to become available for remittance.

For additional information about foreign-exchange risk, see the “Financial Derivatives and
Trading Activities” booklet of the Comptroller’s Handbook.°

10 The “Financial Derivatives and Trading Activities” booklet, which supersedes and updates the “Foreign
Exchange” booklet, has not been issued as of the publication date of this booklet.
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Interest Rate Risk

Banks that primarily engage in trade financing do not have substantial interest rate risk given
the relatively short tenor and floating interest rates. Interest rate risk rises when the terms of
the financing include for a longer tenor (e.g., aircraft) and fixed interest rates (e.g., export
credit agencies). Banks, however, may use hedging strategies to help manage the interest rate
risk on a transaction or a portfolio basis. OCC assessment of interest rate risk to bank
earnings and capital is normally performed by the examiner assigned to review interest rate
risk on a bank-wide basis.

Strategic Risk

Strategic risk in trade activities arises when a bank does not know enough about the country
or region in which j ing business, the risks of the product that it is offering, or the
complexity of i g new products. It also arises from misjudgments of competition
or customer demand. nsidering entering into or expanding international trade
finance and services@ctigtties muist carefully develop its trade business strategy.

Reputation Risk

Reputation and market perception age’partic@ilarly important in trade finance and services.

Issuing commercial letters of credit fgquires exgedient processing and significant attention to
detail. A bank’s failure to meet these irgMen#® may result in financial losses to the bank
y i opportunities in the trade

and its customers and may diminish the
community. Banks may use trade management | alanning software, which is designed
to help corporate clients manage their global tra

licensing requirements, and value added tax rates. Ina
potentially subject the bank to dispute or litigation.

In the case of banker’s acceptances, a bank lends its good narfie @ action. Therefore, it
is important that the customer requesting the banker’s acceptance gfiCtion have a sound
reputation. As for the banks, banker’s acceptances generally are created only by reputable,
well-known banks with a good credit standing, making such instruments generally safe.

The international trade system is vulnerable to documentary fraud and criminal activities to
launder the proceeds of crime. The involvement of multiple parties on both sides of the
international trade transaction can make the process of due diligence and detection more
difficult. Noncompliance with the BSA and AML regulatory requirements may result in
monetary penalties and damage a bank’s reputation.

Risk Management

The OCC expects each bank to identify, measure, monitor, and control risk by implementing
an effective risk management system appropriate for its size and the complexity of its
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operations. When examiners assess the effectiveness of a bank’s risk management system,
they consider the bank’s policies, processes, personnel, and control systems. Refer to the
“Bank Supervision Process” booklet of the Comptroller’s Handbook for an expanded
discussion of risk management.

While organizations, boards, and management should be aware of individual risks associated
with trade activities (such as those discussed in the “Risks Associated With Trade Finance
and Services” section of this booklet), the importance of having a comprehensive and
integrated approach to risk management has increased in an environment that is becoming
more and more complex. This complexity is reflected in (1) the structure of many
institutions, (2) the products and services being developed, (3) the technology being used to
deliver products and services and to interface with customers, (4) the competition in the
marketplace, and (5) the global presence of institutions.

A bank’s trade pold Id have a board- or board committee-approved risk appetite
statement that cl€arl icates the amount of risk as a percentage of capital that the
bank is willing to takg in Mg its strategic objectives in trade finance and services
activities. The policy or'example, identify the products, target markets, prospective
customers, and desirabléfgountrigs. Tyalso should set limits, documentation requirements, and
parameters for monitoring an@'refrting.

A central lesson from past financial hat concentrations can accumulate across
products, business lines, countries,

legal egitities within a bank. Hence, a sound risk
management process for measuring an oAy concentration risk arising from the

bank’s trade finance activities is essential€ | guidance, examiners should consult

olléx’s Handbook.

The processes should be documented in a complet @
appropriate, narrative descriptions, flowcharts, copie 0

information for consistent implementation of policies. B

to manage the associated risks.

Sound customer due diligence procedures for gaining a thorough understanding of trade
customers’ underlying businesses are critical (1) to mitigate the risk that the bank will be
used as a conduit for money laundering or terrorist financing and (2) to comply with
regulations implementing the BSA. The FFIEC BSA/AML Examination Manual discusses
factors that banks should consider and steps they can take. In addition, sound due diligence
includes screening transactions and associated names against OFAC sanction lists.

The importance of strong internal controls in trade finance and services cannot be
overemphasized. In commercial letters of credit, incidences of counterfeits, totaling millions
of dollars, are often not identified in a timely manner, and significant amounts of funds can
be released before the schemes are detected. Bankers should closely monitor every detail of a
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commercial letter of credit transaction. Inadequate control over information security and
physical access to payment systems raise the risk of unauthorized access to customer data
and funds transfer. A well-organized and efficient back-office operation is essential to the
control environment.

Banks should have competent managers and experienced staff to oversee or execute trade
business and trade operations in a safe and sound manner. In addition, the board of directors
and management should receive timely, accurate, and useful information, including
exceptions reporting, to evaluate the risk levels and performance of the trade business.

Banks that offer incentive compensations to their employees should have a well-designed
incentive compensation program that aligns with the bank’s strategic objectives and risk
tolerance and is consistent with the safety and soundness of the organization. The program
should be approved bythe board of directors and comply with three key principles: (1)
provide employees centives that appropriately balance risk and reward; (2) be
compatible with€€tfed
corporate governancgy i

reviewed regularly to ensure its effectiveness. For
additional guidance, examgi consult OCC Bulletin 2010-24, “Interagency
Guidance on Sound Incent 0 sation Policies.”

Risk Controls

As with any line of business, the most effegtiv y to control risk is through a strong risk
management process. Management also cangse @thegfmethods, including the hedging of risk
and the outsourcing of operations discussed earl ooklet, to control the amount of
risk it accepts on the bank’s balance sheet.

Some large banks have developed an originate-to-dis t
bank’s balance sheet exposure by selling trade finance cr
participation agreements with other banks. Before engagin
management should ensure that it is able to place the credit in aft ganner and at a price
that meets the bank’s internal return requirements. Examiners shotlgs€0Onsult the “Asset
Securitization” booklet of the Comptroller’s Handbook for guidance. Credit sold with
recourse must be closely monitored and reported accurately. Sales or participation programs
allow financial institutions to purchase trade exposure to business lines, companies, or
specific geographies without having to build infrastructure to support the business line. Sales
or participation programs also allow banks that are concentrated to obtain a more diversified
portfolio. Banks that are active in originating trade credits to distribute may also be
purchasers from another institution to protect relationships. Banks purchasing participations
need to comply with OCC Banking Circular 181 (Rev), “Purchases of Loans in Whole or in
Part-Participations.” The trade finance industry is seeking additional distribution channels in
nonbank financial institutions, such as insurance companies and large employee benefit
plans.

g model that limits the
por entering into
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Smaller banks’ trade finance activities may be constrained by their funding capacities. To
mitigate the funding and liquidity risk, they may turn to risk participation with the Private
Export Funding Corporation (PEFCO).!! To be eligible with PEFCO, all trade credits must
be protected against nonpayment under an appropriate guarantee or insurance policy issued
by the Ex-Im Bank. Examiners should review the programs to evaluate the residual risk to
the bank, for example, retention of the unguaranteed or uninsured portion and the servicing
risk of the Ex-Im Bank loan.

The industry is in the early stages of developing a market for securitizing trade finance credit.
Some banks have entered the securitization process through a partnership with other banks,
with each bank contributing agreed-upon credits of acceptable risk rating and each
participating member holding a share of the securitization. Participation in securitizations is
another method to increase the diversification in a bank’s trade portfolio.

Q
//I/O

1 PEFCO is a private corporation owned by major U.S. commercial banks, industrial companies, and financial
services companies. It is not backed by the U.S. government, but the U.S. Ex-Im Bank has cooperated in the
operation of PEFCO through various agreements.
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Examination Procedures

This booklet contains expanded procedures for examining specialized activities or specific
products or services that warrant extra attention beyond the core assessment contained in the
“Community Bank Supervision,” “Large Bank Supervision,” and “Federal Branches and
Agencies Supervision” booklets of the Comptroller’s Handbook. Examiners determine which
expanded procedures to use, if any, during examination planning or after drawing
preliminary conclusions during the core assessment.

Scope

These procedures are designed to help examiners tailor the examination to each bank and
determine the scope @fithe trade finance and services examination. This determination should
consider work perj @ by internal and external auditors and other independent risk control
functions and b diexXéminers on related areas. Examiners need to perform only those
objectives and steps vant to the scope of the examination as determined by the
following objective. ill'every objective or step of the expanded procedures be
necessary. See appendiX¥ for a e request letter.

Objective: To determine the scope ion of trade finance and services and identify
examination objectives and activitie§'necessary to meet the needs of the supervisory strategy
for the bank.

1. Review the following sources of info n@nd gote any previously identified problems
related to trade finance and services that req oldéw-up:

e Supervisory strategy
e Examiner-in-charge’s (EIC) scope memoran
e OCC’s information system

e Previous reports of examination (ROE), supervisory9gtte ssessments, and
work papers
e Internal and external audit and credit review reports and apers

e Bank management’s responses to previous ROEs, supervisory letters, and audit and
credit review reports
e Customer complaints and litigation

2. Indiscussions with bank management, determine

e how management supervises the portfolio.

e any significant changes in business strategies, including products, volumes, and
geographic and market focus since the previous examination of trade finance and
services.

e material changes in policies, processes, personnel, and control systems since the
previous examination of trade finance and services.

e levels and trends in delinquencies and losses for the activities.
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e any internal or external factors that could affect trade finance and services business
and operations.

3. Depending on findings obtained in the previous steps, obtain and review applicable
policies, procedures, management reports, and other bank internal documents for trade
finance and services. These may include, but are not limited to, the following:

Board-approved risk appetite statement

The bank’s current trade strategy and business plan

Descriptions of trade products and programs offered

Organization chart, including names of key trade management and personnel
Résumeés detailing experience of key trade management and personnel
Formal job descriptions for all key trade positions
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Trade exposure or volBge fep
Exceptions reports

Delinquency reports
Trade finance clients that are classifi pecial mention

Losses and recoveries by product,in rief description, date, and amount
Participation purchased and sold

Top trade clients and, if applicable, the
Process used to manage credit risk in the tra
Pending litigation affecting trade product line
Deal reviews performed

ith the budget and revisions, if any

pre the relationship is managed
tfolio

4. Based on an analysis of information obtained in the previo
the EIC, determine the scope and objectives of the trade finanCese
examination.

well as input from
services

Select from the following examination procedures those necessary to meet examination
objectives. Examiners should tailor the procedures to the bank’s specific activities and risks.
It is rare that all of the steps are required.
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Quantity of Risk

Conclusion: The quantity of each associated risk is
(low, moderate, or high).

Objective: To determine the level of strategic risk associated with trade finance and services.

1.

Evaluate the strategic risk within the bank’s trade business. Consider

the bank’s trade strategy and any planned changes.

profitability trend and variance from budget.

due diligence process for new products and services.

managemenigkngwledge of countries and regions.

records Qif§ % ul implementation of trade strategic plan and business initiatives.

effects of extgina s, including economic, industry, competitive, and market
(e.g., pricingly jon
effects of potentigl leQislapmg, regulatory, accounting, and technology changes.

Objective: To determine the level ofyreplitati sk associated with trade finance and services.
1. Evaluate the reputation risk Wit@n trade business. Consider

extent of formalization of reputati@h rj anagement policy.
type and volume of large or complexXtra gescalated for senior management

assessment for reputation risk. @

volume of customer complaints and pendi
volume of trade transactions in high-risk or sO
military, arms, environmental industries, and cougifie
and money laundering).

management’s response to regulatory, economic, or nfa
reputation risk.

adequacy of internal controls and risk management systems.
financial condition of the bank.

n arising from the trade business.
ersial industries (e.g.,
socCigted with illegal drugs

Jes that could affect

Objective: To determine the quantity of credit risk associated with trade financing.

1.

Evaluate the types of trade financing (including guarantees issued) and their customer
base. Determine the implications for risk of the following:

Volume and growth trend.

Significant clients and relationships.

Concentration as a percentage of total capital.

If applicable, participations purchased or sold and whether with or without recourse.
Use of third-party guarantee or insurance programs.
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2. Assess the level of country exposure and transfer risk involved. Examiners do not need to
perform this procedure if the bank is subject to an independent country risk management
examination. Consider

e size of existing exposure to countries.

e country exposure growth trend.

o level of exposure to higher-risk countries as a percentage of total capital. Review
bank’s internal country risk rating system, credit agencies ratings, and ICERC ratings.

e size of country limits.

e concentration of country risk.

3. Evaluate the bank’s strategic and business plan for the trade finance business. Discuss
with management as applicable. Consider

o targeted cliEny nents and growth goals.
e planned i
e implications

mi®environment and competition on client growth strategy.

4. Based on review of b
applicable, determine

level of standby letters of crédit thatfhaye been drawn.
volume of banker’s acceptan M repayments.
trade credit delinquency trend.

volume of criticized and classified tré@de
trade credit losses and recovery trend.

volume and nature of credit exceptions (e.g pproval/limit) associated with
trade credits.

iptegnal Yeports and discussions with management, as

5. Select a sample of trade finance transactions to be revi
The sample should be adequate to test trade finance port sk, including the
nce with bank
policies and procedures. For guidance on sampling techniques, refer to the “Sampling
Methodologies” booklet of the Comptroller’s Handbook. For guidance on risk rating,
refer to the “Rating Credit Risk™ booklet of the Comptroller’s Handbook. In addition,
examiners should consult the “Accounts Receivable and Inventory Financing,” “Asset-
Based Lending,” and “Commercial Loans” booklets of the Comptroller’s Handbook for
guidance related to accounts receivable financing, factoring, forfaiting, and loans to

commaodity traders.

6. Select a sample of countries to test the adequacy of country risk analysis performed by
the bank and the country risk rating assigned. Examiners do not need to perform this
procedure if the bank is subject to an independent country risk management examination.
For guidance on country risk, review the “Country Risk Management” booklet of the
Comptroller’s Handbook.
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Objective: To determine the quantity of operational risk associated with trade finance and services.

1.

Evaluate the trade portfolio volume, complexity of transactions, and growth in the trade
finance and services business. Consider

formalization and sophistication of control environment.

new products.

geographic expansion.

the type and volume of activities that have been outsourced or moved offshore.
whether the bank is a service provider.

system changes, conversion, and integration.

external factors such as competition and regulatory and political changes.

Determine the and nature of operation errors and policy exceptions (e.g.,
documentatiggt; ing, collateral, and program requirements) and their resolutions.

Evaluate the vol

losses, and recove
errors, delays in proc
system compromises, de

nd trend of customer complaints, disputes, litigation,
om trade finance and services operations (e.g., input

If applicable, determine the implicati erational risk associated with third-party
service provider arrangements (e.g., du i nselection, contract, performance

measures, confidentiality, and oversight). R Bulletin 2013-29, “Third-Party
Relationships: Risk Management Guidance.

Evaluate external threats such as market disruptions, c attaeks, etc.

Consider the technology risk in the bank’s trade finance'and 3 business. This risk

includes evaluating ﬁ

e communication and document transfer among the locations where trade finance and
services is a line of business, in whole or in part.

o the effectiveness of the bank’s authentication procedures for any document received
electronically to support trade finance and services.

e any software used to monitor and store any trade process.

In general, evaluation of the technology risk should follow the guidance in the applicable
FFIEC IT Examination Handbook booklet: “Development and Acquisition,”
“Information Security,” “Outsourcing Technology Services,” and “Supervision of
Technology Service Providers (TSP).” As appropriate, the examiner should consult with
the EIC and examiner assigned to review the bank-wide information technology
functions.
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7. Select a sample of transactions to test the operational risk in trade finance and services.
Evaluation of operational risk associated with trade loans should, in general, follow the
guidance in the applicable Comptroller’s Handbook booklet: “Accounts Receivable and
Inventory Financing,” “Asset-Based Lending,” and “Commercial Loans.”

Letters of Credit
1. Select a sample of commercial letters of credit to

e review the documents for completeness. Consider the document type (transfer,
insurance, commercial, etc.) relative to the transaction. Determine whether any
documents are missing.

e assess the quality, accuracy, and appropriateness of documentation related to the
transactiQy®

oice information (terms, merchandise descriptions, etc.), receipts,

delive , and bills against information documented in the letter of
credit insgfu

e determine ation discrepancies and amendments without approvals.

e assess daily t régords to determine the level of bookkeeping adjustments

required.

2. Determine whether standby [€tters ofcredit are correctly segregated from other types
of letters of credit and guara

Banker’s Acceptances

whether the basic

e abanker’s acceptance credit agreement that cOgtainSethe ggrrower’s promise to
repay the bank when the acceptance matures.

e apurpose statement or letter from the borrower that@e 3
transaction being financed, certifies that no other finan®

specifies that the transaction has not been refinanced.
e abill of exchange.

the underlying trade
#1s outstanding, and

Advising
4. Select a sample of advised letters of credit and determine the following:

e Correspondent agreements with the issuing bank exist and outline responsibilities
and fees.

e Bank’s notification has been performed in a timely manner as specified in the
correspondent agreement.

e Language in the transmittal clearly discloses that the bank is acting solely in an
advising capacity and makes no commitment regarding the letter of credit.
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e Terms of the letter of credit have been correctly transmitted to the beneficiary.

e The amount of claims resulting from errors or delays in the transmission of the
letter of credit to the beneficiary.

e Advised letters of credit are clearly segregated from confirmed and issued letters
of credit.

Trade Collections
5. Select a sample of D/P and D/A items and determine
e aging of drafts (collections) outstanding.
e any unusual situations, such as nonacceptance of goods and possession of goods

without payment.
e for D/P tions, whether documents are released after payment.

hese situations as well as escalation processes for

re@eived in a timely manner and appropriately recorded in

the bank’s books. Revi lationship between the amount collected in a
month and the corre t bafks involved in the collection process.
Bank-to-Bank Reimbursement /

6. Select a sample of outstanding reimlfirse rders for the last 12 months (a shorter
time frame may be appropriate if level offa€tivi ignificant). Determine

e the amount, the correspondent bank, an
transaction.

e whether the bank has overdrafts in the correspOgden
arrangements with the correspondent.

e whether foreign-exchange conversion is verified by 3
finalizing the accounting entries.

e whether the bank’s account is correctly debited.

rrency involved in the

Objective: To determine the quantity of compliance risk associated with trade finance and services.
BSA/AML and OFAC

1. Consider the BSA/AML and OFAC compliance risk in the bank’s trade finance portfolio.
Evaluation of BSA/AML and OFAC compliance risk should use the guidance and
examination procedures in the FFIEC BSA/AML Examination Manual sections for trade
finance and OFAC. As appropriate, the examiner should consult with the EIC and
examiner assigned to review the bank-wide BSA/AML and OFAC compliance.

Comptroller's Handbook 33 Trade Finance and Services



Version 1.0 Examination Procedures > Quantity of Risk

Antiboycott Regulations Issued Pursuant to the Former Export Administration Act
of 1979

2. Consider antiboycott provisions for issuance of letters of credit (15 CFR 760.2),
generally, and 15 CFR 760.2(f) with respect to letters of credit, specifically. Confirm that

e bank is not engaging in transactions related to unsanctioned foreign boycotts.
e letter of credit instruments do not contain illegal boycott terms.

3. Consider reporting requirements for antiboycott provisions (15 CFR 760.5). Determine
whether the bank reports any written or oral information about unsanctioned foreign
boycotts.

4. Consider exceptighg t

agreements tg

o0 prohibitions (15 CFR 760.3). Determine whether the bank reports
with permissible requirements of import documents, such as
ications of origin, and import requirements denying entry to goods
nati@alSand residents of certain nations.

and services fro
Export Trading Comp Act 2
National Banks

5. If the bank has an affiliated expo#t tradin
transactions with affiliates restrictions

12 USC 371c-1, or 12 CFR 223 (RegUla

mpany, determine compliance with the
teral requirements of 12 USC 371c,

).

Banker’s Acceptances

National Banks

6. Determine whether any acceptances have been issued
constitute extensions of credit under 12 USC 371c, 12 U
(Regulation W) (on transactions with affiliates).

7. Determine compliance with 12 USC 372, which limits the aggregate amount of
acceptances outstanding and the amount of acceptances that may be created for any one
customer.

8. Evaluate compliance with 12 USC 373 (on acceptance of drafts for furnishing dollar
exchange) by

e identifying acceptances issued to furnish dollar exchange.
e determining whether those acceptances comply with the prescribed limits.

9. Determine the applicability of 12 CFR 7.1007 to banker’s acceptances used in financing
credit transactions.
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10. Determine whether acceptances of other banks purchased are of the kinds described in
12 USC 372 and 12 USC 373 (i.e., they are eligible acceptances and are therefore not
subject to any limit based on capital and surplus).

11. Determine whether a banker’s acceptance conveyed through participation to a junior
bank has been excluded from the senior bank’s aggregate limits per 12 CFR 250.165.

FSAs

12. Determine whether any acceptances have been issued on behalf of an affiliate that would
constitute extensions of credit under 12 USC 371c, 12 USC 371c-1, 12 CFR 223
(Regulation W), or 12 USC 1468(a) (on transactions with affiliates).

National Banks and

14. Assess whether all 0 n acceptances discounted (purchased), both eligible
and ineligible, are booKedfas , making them subject to 12 USC 84 and, for FSAs,

12 USC 1464(u).

15. Assess whether ineligible accept@nces are gicluded in the purchasing bank’s lending limit
to each acceptor bank under 12 U r FSAs, 12 USC 1464(u).

Letters of Credit

National Banks

16. Determine compliance with 12 CFR 7.1016 to ensuregdfa undertakings are true letter
of credit transactions rather than guarantees. Confirm t

e independent character of the undertaking is apparent fro S.

e undertaking is limited in amount.

e Dbank’s undertaking is limited in duration, permits the bank to terminate the
undertaking either periodically or at will upon either notice or payment to the
beneficiary, or entitles the bank to cash collateral from the account party on demand.

e Dbank either is fully collateralized or has a post-honor right of reimbursement from its
customer or another issuer of an independent undertaking. If the bank’s undertaking
is to purchase documents of title, confirm that the bank has first priority to realize on
the documents if the bank is not otherwise to be reimbursed.

FSAs

17. Determine compliance with 12 CFR 160.50 and 12 CFR 160.120. Assess whether
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e independent character of the undertaking is apparent from its terms.

e undertaking is limited in amount.

e undertaking is limited in duration, permits the FSA to terminate the undertaking
either periodically or at will upon either notice or payment to the beneficiary, or
entitles the FSA to cash collateral from the account party on demand.

e FSA either is fully collateralized or has a post-honor right of reimbursement from its
customer or another issuer of an independent undertaking. If the FSA’s undertaking is
to purchase documents of title, confirm that the FSA has first priority to realize on the
documents if the FSA is not otherwise to be reimbursed.

e if the undertaking is to honor by delivery of an item of value other than money, the
FSA ensures that market fluctuations that affect the value of the item will not cause
the FSA to assume undue market risk.

e if the undertaking provides automatic renewal, the terms for renewal allow the FSA to
make any neg€Ssary credit assessment before renewal.

e ifthe FSA undertaking for its own account, the underlying transaction for
which it Is is ithin the FSA’s authority and complies with safety and
soundness re ntSgpplicable to that transaction.

e FSA possesses n ertise that is commensurate with the sophistication of
its independent u Qg aBtivities.
e FSA accurately reflect§ its@ppraxed undertakings in its records.

18. Determine compliance with 12 @( 1), which permits an FSA with a lending
limit calculated under 12 CFR 32 thaf”1s Jess than $500,000 to nevertheless have total
loans and extension of credit, for any glirp@éeyto one borrower outstanding at one time
not to exceed $500,000.

National Banks and FSAs

19. Determine whether any letters of credit issued on be an affiliate are exempted from
12 USC 371c, 12 USC 371c-1, and 12 CFR 223 (RegWatio

20. Determine compliance with 12 USC 371c and 12 USC 3718 or FSAs,
12 USC 371c, 12 USC 371c-1, and 12 USC 1468. Identify an mercial letters of
credit that have been drawn upon and for which the bank is not reimbursed on or before
the date of payment of the letter of credit. (Note: 12 USC 1468(a)(1)(A) prohibits an FSA
from making a loan or extension of credit to any affiliate unless that affiliate is engaged
only in activities described in 12 USC 1467a(c)(2)(F)(i)).

21. Determine compliance with lending limits on standby letters of credit under
12 CFR 32.2(g) and 12 CFR 32.3.

e Review letters of credit to determine which are standby letters of credit subject to
12 USC 84 and, for FSAs, 12 USC 84 and 1464(u) (lending limits).

e Determine whether any identified standby letter of credit represents an obligation to
the beneficiary on the part of the issuing bank to repay money borrowed by, advanced
to, or advanced for the account of the account party; to make payment on account of
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any indebtedness undertaken by the account party; or to make payment if the account
party defaults in the performance of an obligation.

e Determine whether the credit of the account party under any standby letter of credit is
analyzed as thoroughly as that of an applicant for an ordinary loan.

e Combine standby letters of credit with any other of the issuing bank’s nonaccepted
loans to the account party for the purpose of applying 12 USC 84 and, for FSAs,

12 USC 84 and 1464(u).

e |dentify standby letters of credit subject to a nonrecourse participation agreement
with another bank or banks where the limits of 12 USC 84 and, for FSAs, 12 USC 84
and 1464(u), apply to the issuer and each participant.

e Determine which standby letters of credit are not subject to 12 USC 84 and, for FSAs,
12 USC 84 and 1464(u) because
— before or at the time of issuance, the issuing bank is paid an amount equal to the

dby letter of credit; or
articular standby letter of credit or class of standby
expose the issuer to as much loss as a loan to the account

Open Accounts

National Banks /

22. Determine compliance with 12 CFR 7.1020.
connection with export transactions are protectg

Guarantees

National Banks

23. Determine compliance with 12 CFR 7.1017. Ascertain wheth nk that is lending its
credit, binding itself as a surety to indemnify others, or otherwise guaranteeing has

e substantial interest in the performance of the transaction involved, or
e segregated deposit sufficient to cover the bank’s total potential liability.

24. Determine compliance with 12 CFR 28.4(c). Assess whether the bank guarantees the
deposits and other liabilities of its Edge Act and Agreement corporations and corporate
instrumentalities in foreign countries.

25. Determine compliance with 12 CFR 7.1016. Assess whether the bank’s obligation is
legally a letter of credit or merely a guarantee.

26. Determine compliance with 12 USC 604a and 12 CFR 211 (Regulation K). Determine
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whether the guarantee covers transactions permissible under this statute and
regulation.

whether the guarantee or agreement specifies a maximum monetary liability and that
outstandings to any one customer do not exceed 10 percent of capital and surplus,
unless the bank is fully secured.

27. Determine whether the guarantee is a contractual commitment to advance funds subject

FSAs

to legal lending limits, 12 CFR 32,

28. Determine compliance with 12 CFR 160.60(b). Ascertain whether an FSA that is lending

its credit, binding itself as a surety to others, or otherwise guaranteeing

has limiteg @

is treating its 08
12 CFR 32, 3
CFR 163.43.

gation to a fixed dollar amount and a specified duration.
80 as a loan for the purposes of the legal lending limits,
ion O, 12 CFR 215, made applicable to FSAs pursuant to 12

rf8gted security interest in collateral.

Objective: To determine the quantit ItyNisk associated with trade finance.

1. Determine the volume and grow d anker’s acceptance portfolio, including

2.

If applicable, determine the volume of trade acce

acceptances of nonprime banks.
ineligible banker’s acceptances.

3. Select a sample of banker’s acceptances and verify th

ineligible banker’s acceptances are properly identified.
for national banks, eligible banker’s acceptances meet the iIrements of section 13
of the Federal Reserve Act (12 USC 372).

Objective: To determine the quantity of price risk associated with trade finance.

1.

If applicable, determine the implications from foreign currency conversion due to
discounting foreign currency denominated drafts or acceptances. Refer to the “Financial
Derivatives and Trading Activities” booklet of the Comptroller’s Handbook for guidance.

If applicable, consider the implications from foreign currency translation. The examiner
should consult with the EIC and examiner assigned to review foreign currency translation
bank-wide.
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Objective: To determine the quantity of interest rate risk associated with trade finance.
1. Determine the tenor of the trade portfolio.
2. Determine the volume and growth trend of longer-term fixed-rate trade transactions.

3. Consult with the EIC and examiner assigned to review bank-wide interest rate risk for
adequacy of bank interest rate risk management.

Q
//I/O
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Quality of Risk Management

Conclusion: The quality of risk management is
(strong, satisfactory, or weak).

The conclusion on risk management considers all risks associated with trade finance and
services.

Policies

Policies are statements of actions adopted by a bank to pursue certain objectives. Policies
often set standards (on risk tolerances, for example) and should be consistent with the bank’s
underlying mission es, and principles. A policy review should always be triggered when
the bank’s objecti ndards change.

Objective: To determine heYoard has adopted effective policies that are consistent with
safe and sound banking§gractiees appropriate to the size, nature, and scope of the bank’s
trade finance and servicesWctiyi

1. Evaluate the trade business rmine whether it provides appropriate guidance

for managing the bank’s trade b@si d s consistent with the bank’s mission, values,
and principles. When performing“tii , consider the following:

e Consistency with board-approved ri statement and strategic plan.

e Approved trade products or programs, i i@ pagticipations purchased and sold,

third-party guarantee and insurance progrags arantees.

e The role of the trade business unit, e.g., stru 0 ansactions, lending
authority, country risk analysis and monitoring, re shimonitoring, and policy
exception approval.

e Credit underwriting, analysis, and monitoring requir
the “Asset-Based Lending,” “Commercial Loans,” and °
booklets of the Comptroller’s Handbook for guidance.

e Approved risk limits, e.g., customer, country, product or program, and concentration.

e Compliance with laws, regulations, and OCC issuances.

e Establishment of risk and performance measurement system (e.g., tenor,
concentration, credit risk rating, and return on equity).

e Reporting to management and the board of directors or their relevant committees.

pplicable, consult
tfolio Management”

2. Evaluate the relevant trade operation policies to determine whether they provide
appropriate guidance consistent with safe and sound banking practices. When performing
this procedure, consider the following:

e The role of the trade operation unit, e.g., transaction and payment processing, line
limits monitoring, program (e.g., export credit agency) requirements monitoring,
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exception and past due reporting, complaint and dispute resolution, and collateral
monitoring.

e Requirements for internal control systems (e.g., terminal security, access to
processing or funds transfer area, and control over signature list).

e Prudent actions to take if risk limits are exceeded.

e Requirement for forms and agreements to be reviewed by the bank’s legal counsel.

e Accounting and disclosure standards for recording and reporting of the trade business.

e Establishment of risk and performance measurement system (e.g., transaction
accuracy and timeliness of customer inquiry resolution).

e Reporting to management and the board of directors or their relevant committees.

3. If the bank is offering new products and services, determine that policy for new product
review and approval has been established. Examiners should consult OCC Bulletin

4. If applicable, de
For guidance, see

er policy has been established for third-party arrangements.

lletig,2013-29, “Third-Party Relationships: Risk Management

Guidance.”

5. Verify that the bank has es an effective country risk policy. The examiner should
consult with the EIC and the rel@vant colintty risk examiner if the bank is subject to an
independent country risk manag exafMination. For guidance, see the “Country Risk

Management” booklet of the Comptrg ndbook.

guidelines. See the “Business Continuity Planning
of the FFIEC IT Examination Handbook for guidanc
should consult with the EIC and examiner assigned to r
technology risk.

7. Verify that policies have been established for BSA/AML and OFAC compliance
associated with trade financing. For guidance and examination procedures, see the
FFIEC BSA/AML Examination Manual. As appropriate, the examiner should discuss with
the EIC or examiner assigned to review the bank-wide BSA/AML and OFAC
compliance.

8. As applicable, determine whether the board of directors has adopted policies to control
and monitor the foreign-exchange transaction and translation risk arising from
discounting foreign-currency denominated drafts and acceptances and foreign operations.
The examiners should discuss with the EIC or examiner assigned to review the bank-

12 0CcC Bulletin 2004-20 has not been applied to FSAs as of the publication date of this booklet, but the
bulletin’s concepts are broadly applicable.
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wide foreign-exchange risk in making the determination. For guidance on foreign-
exchange risk, see the to-be-issued “Financial Derivatives and Trading Activities”
booklet of the Comptroller’s Handbook.

9. Determine whether the board of directors periodically reviews and approves the bank’s
trade policies.

Processes

Processes are the procedures, programs, and practices that impose order on a bank’s pursuit
of its objectives. Processes define how daily activities are carried out. Effective processes are
consistent with the underlying policies and are governed by appropriate checks and balances
(such as internal controls).

1. re effective, consistent with underlying policies, and

d,to@ffetted staff. Consider

effectively communi

e whether procedures ha egfestablished to implement the trade policies.
e whether the trade policies ar com}ted to management and staff in a timely
manner.

2. Determine whether the approved produ ams have formal descriptions, are
subject to product-level risk assessment, an ent with the risk appetite of the
board. Review the product description and congi

target market, including customers and geographi dames.
acceptable tenor.

product or program risks.

risk controls.

resource requirement.

product or program pricing and profitability.

transaction approval.

exception approval.

3. Determine the effectiveness of processes trade business management use to manage the
business. Upon completing a review of the transactions sample (including the associated
program or service agreement), provide assessments of

e appropriateness of deal review (including verification of credit line, compliance with
applicable laws and regulations, etc.), credit analysis, and approval processes.
e appropriateness of the role of trade management in the country risk review process.
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e whether the reports management uses for monitoring the trade business are timely and
useful (e.g., profitability, volume, trends, limit exception, customer risk rating
change, and past-due payments).

e the adequacy of the process of reporting to the board of directors or its relevant
committee.

4. Determine the quality of trade operations processes. Review trade operations procedures
and flowcharts, perform walk-throughs, and discuss with operations management to
obtain an understanding of the operating environment. Evaluate whether

e adequate controls (e.g., data security, physical access controls, customer
authorization, authentication, segregation of duties, and dual controls) have been
established for transactions processing. For payment processing, consult the
examination gifecedures contained in the operating procedures, processing, testing,

ity sections of the “Payment Systems and Funds Transfer

he Comptroller’s Handbook.

ng agpd reporting of exceptions (e.g., policy limits) and trade
operations perf@mange is done in a timely manner.

e process for hand cust@memcomplaints and disputes is responsive and timely.

e processes are adequat@ifor
— assimilating regula gestand, as applicable, governing international

practices into the system

— ensuring that forms, agre S,
counsel.

e processes controlling the accuracy awél ¢
instructions are effective. As appropriat
processes for
— letters of credit and related products. Co

= verification of customer authorization.

= completeness of documents.
= timely review of documents after presentatio
pancy waiver is

ntracts are reviewed by the bank’s legal

epess of handling documents and
ple to test the adequacy of the

D

= whether resolution of document discrepancies o
obtained.
= compliance of payment with terms and conditions of the letter of credit.
= delivery of banker’s acceptances within the conventional two-day settlement
time.
— advising, collections, and bank-to-bank reimbursement activities. Consider
whether
= instructions are being followed.
= |egal counsel is properly reviewing service contracts and agreements.
= the bank, through its legal counsel or otherwise, ensures compliance with
service contracts.
= disputes and complaints are properly handled and resolved.
e process, if applicable, for monitoring compliance with third-party guarantee and
insurance program servicing requirements is adequate.
e process for monitoring systems capacity and performances is adequate.
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e process for reporting to management and board is adequate.

5. As applicable, evaluate the quality of the new product review and approval process. At a
minimum, consider

e role of the line of business, treasury, operations, legal, compliance, information
technology, finance, accounting, human resources, and audit in the review and
approval of new products or programs.

e whether the relevant risks are identified and implications adequately analyzed.

e authorized sign-off.

6. If applicable, assess whether the process for selecting and monitoring third-party
servicers is appropriate. For guidance, see OCC Bulletin 2013-29, “Third-Party
Relationships: Ri anagement Guidance.”

“Country Risk Ma
Financing,” “Asset- ,” “Loan Portfolio Management,” and the to-be-issued
“Financial Derivatives and Tr Activities.” If the bank is subject to an independent
country risk management examiners do not need to perform this procedure
relating to evaluating the procesgfor codntry risk management. For trade loans and
foreign exchange, the examiner c If with the EIC and examiner assigned to

review these areas, as appropriate.

8. Verify that the bank has appropriate proced
services technology risks. See the relevant
guidance. As appropriate, the examiner should'8

for managing trade finance and
amination Handbook booklet for
i e EIC and examiner

apce with BSA/AML
and OFAC. For guidance and examination procedures, see & BSA/AML

ith the EIC and the
examiner assigned to review the bank-wide BSA/AML and OFAC compliance.

10. Determine whether appropriate internal controls are in place and functioning as designed.
Complete the internal control questionnaire (ICQ) section of this booklet, if necessary, to
make this determination.

Personnel

Personnel are the bank staff and managers who execute or oversee processes. Personnel
should be qualified and competent, and should perform appropriately. They should
understand the bank’s mission, values, principles, policies, and processes. Banks should
design compensation programs to attract, develop, and retain qualified personnel. In addition,
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compensation programs should be structured in a manner that encourages strong risk
management practices.

Objective: To determine management’s ability to supervise trade finance and services in a safe and
sound manner.

1. Given the scope and complexity of the bank’s trade business, assess the management
structure and staffing. Consider the following:

e Expertise, training, and number of staff members, and whether the staffing and
expertise levels are appropriate considering future plans.

e Level of staff turnover.

e If applicable, the use of outsourcing arrangements.

e Whether rep % lines encourage open communication and limit the chances of
conflicts

identified deficiencies.

e Responsivengss ufagory, accounting, industry, and technology changes.

2. Through discussions ageéiment and staff, determine their knowledge of current
policies and procedures ofithe ’s trade business.

3. Determine whether the bank hagia trainifig program to develop trade personnel. Consider
e type, content, and frequency of trx

e Dbudget allocated to training.

4. Assess performance management and compen
programs measure and reward performance that'
objectives and risk appetite.

grams. Consider whether these
' e bank’s strategic

If the bank offers incentive compensation programs, ens are consistent with
OCC Bulletin 2010-24, “Interagency Guidance on Sound | ompensation
Policies,” including compliance with its three key principles: provide employees with
incentives that appropriately balance risk and reward; (2) be compatible with effective
controls and risk management; and (3) be supported by strong corporate governance,

including active and effective oversight by the bank’s board of directors.

5. If the bank has third-party relationships that involve critical activities, determine whether
oversight is consistent with OCC Bulletin 2013-29, “Third-Party Relationships: Risk
Management Guidance.”

Control Systems

Control systems are the functions (such as internal and external audits, risk review, and
quality assurance) and information systems that bank managers use to measure performance,
make decisions about risk, and assess the effectiveness of processes. Control functions
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should have clear reporting lines, adequate resources, and appropriate authority. Management
information systems (MIS) should provide timely, accurate, and relevant feedback.

Objective: To determine whether the bank has systems in place to provide accurate and timely
assessments of the risks associated with trade finance and services.

1. Determine whether MIS provides timely, accurate, and useful information to evaluate the
risk levels, performance, and trends of the trade business. Consider

e the distribution of MIS reports.

e the timeliness of MIS reports.

e the amount and suitability of information provided to management and the board of
directors.

ency, effectiveness, and independence of the internal and external
services. Consider

e qualifications ofgau ersganel, including knowledge of the trade business.
e access to necessarfyinformati@n and the board of directors.
e assessment of risk andicompliance issues.

Audits” booklet of the Comptrollegg . As appropriate, coordinate with the
examiner responsible for the bank’s a am.

Select and complete appropriatef@xami i? procedures from the “Internal and External

3. If the bank has a compliance program for th jness, consider

e role, responsibilities, and accountability.

e qualification of compliance personnel, including dge of the trade business.
e communication systems.

4. Evaluate the effectiveness of the monitoring systems to ide sure, monitor, and
control exceptions to policies and established limits.
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Conclusions

Conclusion: The aggregate level of each associated risk is
(low, moderate, or high).
The direction of each associated risk is
(increasing, stable, or decreasing).

Objective: To determine, document, and communicate overall findings and conclusions regarding
the examination of trade finance and services.

1. Discuss preliminary examination findings and conclusions with the EIC, including

quantity of sociated risk (as noted in the “Introduction” section).
quality offis agement.
aggregate levgl a tion of associated risk.

overall risk in ihance and services.
violations and o

Summary of With Trade Finance and Services

Risk category

Credit

Interest rate

Liquidity

Price

Operational

Compliance

Strategic

Reputation

2. If substantive safety and soundness concerns remain unresolved that may have a material
adverse effect on the bank, further expand the scope of the examination by completing
verification procedures.

3. Discuss examination findings with bank management, including violations,
recommendations, and conclusions about risks and risk management practices. If
necessary, obtain commitments for corrective action.
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4. Compose conclusion comments, highlighting any issues that should be included in the
ROE. If necessary, compose a matters requiring attention comment.

5. Update the OCC’s information system and any applicable ROE schedules or tables.

6. Write a memorandum specifically setting out what the OCC should do in the future to
effectively supervise trade finance and services in the bank, including time periods,
staffing, and workdays required.

7. Update, organize, and reference work papers in accordance with OCC policy.

8. Ensure any paper or electronic media that contain sensitive bank or customer information
are appropriately disposed of or secured.

Q
//I/O
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Internal Control Questionnaire

An ICQ helps an examiner assess a bank’s internal controls for an area. ICQs typically
address standard controls that provide day-to-day protection of bank assets and financial
records. The examiner decides the extent to which it is necessary to complete or update ICQs
during examination planning or after reviewing the findings and conclusions of the core
assessment.

For ICQs related to country risk, loan financing, settlement of trade transactions, and foreign
exchange, examiners should consult the “Country Risk Management,” “Accounts Receivable
and Inventory Financing,” “Asset-Based Lending,” “Commercial Loans,” “Loan Portfolio
Management,” “Payment Systems and Funds Transfer Activities,” and the to-be-issued
“Financial Derivatives and Trading Activities” booklets of the Comptroller’s Handbook.
(Note: If the bank i ject to an independent country risk management examination, the
examiner should he ICQ at that examination).

Banker’'s Acceptan

Policies
1. Determine whether the ba eptapce policy includes
e requirements for reviewing b ’s afCeptance applications.
e definition of qualified customers.
e definition of creditworthiness standa#tls
e minimum standards for documentation i
Records

2. s the preparation and posting of subsidiary banker’s aggeptanc ords performed or
reviewed by persons who do not also

e issue official checks or drafts singly?
e handle cash?

3. Are the subsidiary banker’s acceptance records balanced daily with the appropriate
general ledger accounts, and are reconciling items adequately investigated by persons
who do not normally handle acceptances and post records?

4. Are acceptance delinquencies prepared for and reviewed by management on a timely
basis?

5. Are inquiries about acceptance balances received and investigated by persons who do not
normally handle settlements or post records?

Comptroller's Handbook 49 Trade Finance and Services



Version 1.0 Examination Procedures > Internal Control Questionnaire

6. Are bookkeeping adjustments checked and approved by an appropriate officer who is
independent of preparing the bookkeeping adjustments?

7. lIsadaily record maintained summarizing acceptance transaction details (e.g., banker’s
acceptances created, payments received, and fees collected) to support applicable general
ledger account entries?

8. Are acceptances of other banks that have been purchased in the open market segregated
on the bank’s records from the bank’s own acceptances created?

9. Are prepayments (anticipations) on outstanding banker’s acceptances netted against the
appropriate asset account, “Customer Liability for Acceptances” (or loans and discounts,
depending on whether the bank has discounted its own acceptance), and do they continue
to be shown as a ank liability, “Acceptances Executed”?

10. Are banker’$acc
reconciled mont
acceptance transaci

ecords and liability ledger trial balances prepared and
trol accounts by employees who do not process or record
Fees

11. Is the preparation and posting offfees an@ discounts performed or reviewed by persons
who do not also

e issue official checks or drafts sin
e handle cash?

12. Are fee and discount computations adequately %€
discount records by persons who do not also

pared to initial fee and
e issue official checks or drafts singly?
e handle cash?

Other

13. Are acceptance record copies, own acceptances discounted (purchased), and acceptances
of other banks purchased safeguarded during banking hours and locked in the vault
overnight?

14. Are blank (pre-signed) customer drafts properly safeguarded?

15. Does an officer approve any acceptance fee rebates?

16. Does the bank have an internal review system that
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e reexamines collateral and supporting documentation held for negotiability and proper
assignment?

e test-checks values assigned to collateral at frequent intervals?

e determines whether lending officers are periodically advised of maturing banker’s
acceptances or acceptance lines?

17. Does the bank’s acceptance filing system provide for the identification of each
acceptance, e.g., by consecutive numbering and applicable letter of credit, to provide a
proper audit trail?

Conclusion

18. Based on answers to the foregoing questions, internal control for banker’s acceptances is
considered (stro atisfactory, or weak).

Letters of Crédit
Policies

1. Determine whether the palicy etters of credit provides appropriate guidance for

reviewing letters of credit applicatios.

identifying qualified custom

document reviews.

compliance with UCC requirements@f thé lawapplicable in the relevant jurisdiction
if it differs from the UCC.

Records

2. s the preparation and posting of subsidiary letter of credit récord@gerformed or reviewed
by persons who do not also

e issue official checks or drafts singly?
e handle cash?

3. Are the subsidiary letter of credit records (control totals) balanced daily with the
appropriate general ledger accounts, and are reconciling items adequately investigated by
persons who do not normally handle letters of credit and post records?

4. Are delinquencies arising from the nonpayment of instruments relating to letters of credit
prepared for and reviewed by management on a timely basis?

5. Are inquiries regarding letter of credit balances received and investigated by persons who
do not normally process documents, handle settlements, or post records?
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6. Are bookkeeping adjustments checked and approved by an appropriate officer who is
independent of preparing the bookkeeping adjustments?

7. lIsadaily record maintained summarizing letter of credit transaction details (e.g., letters
of credit issued, payments received, and commissions and fees collected) to support
applicable general ledger account entries?

8. Are letter of credit records and liability ledger trial balances prepared and reconciled
monthly with control accounts by employees who do not process or record letter of credit
transactions?

Commissions

9. Isthe preparatio
who do not al

d posting of commission records performed or reviewed by persons

e issue official
e handle cash?

eck8 orwrafts singly?

10. Are any independent co
records by persons who d

e issue official checks or draft
e handle cash?

Documentation
11. Are terms, dates, weights, descriptions of mercig

shipping documents, delivery receipts, and bills 0
those detailed in the letters of credit instruments?

hat are shown on invoices,
inized for differences with

12. Are procedures in effect to determine whether
e the above documents are signed when required?
e the officer who signed the original letter of credit initials all copies of letters of
credit?
e an officer approves all amendments to letters of credit?
Deferred Payment Letters of Credit
13. Are deferred payment letters of credit
e recorded as direct liabilities of the bank after it acknowledges receipt of the

beneficiary’s documents?
e included in “Other Assets” and “Other Liabilities” in the call report?
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Standby Letters of Credit

14. Are standby letters of credit segregated or readily identifiable from other types of letters
of credit and guarantees?

Other

15. Are outstanding letter of credit records and unissued forms safeguarded during banking
hours and locked in the vault overnight?

16. Are letters of credit that have been issued with reliance upon a domestic bank, whether on
behalf of, at the request of, or under an agency agreement with the domestic bank,
recorded as contingent liabilities under the name of that domestic bank?

3

e apfmtdgpal review system that

17. Does an office e any commission rebates?

18. Does the bank h

e reexamines collateal ite negotiability and proper assignment?
e test-checks values assiginedhto¥collateral when the letter of credit is issued or

confirmed and at freq it ereafter?
e determines whether customef’paymalts of letters of credit issued are promptly

posted?
e identifies all delinquencies arising

letters of credit?

nonpayment of instruments relating to

19. Are all letters of credit recorded and assigne@cQis e numbers?

20. Are lending officers informed of maturing letters O anONletter of credit lines in a

timely manner?

€

Conclusion

21. Based on answers to the foregoing questions, internal control for letters of credit is
considered (strong, satisfactory, or weak).

Guarantees
Policies
1. Determine whether the policy pertaining to guarantees include

e requirements for reviewing guarantee applications.

e parameters for qualified guarantee account parties.

e review by bank counsel to ensure compliance with state law on minimum standards
for documentation.
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Records

2. s the preparation and posting of subsidiary guarantee records performed or reviewed by
persons who do not also

e issue official checks or drafts singly?
e handle cash?

3. Are the subsidiary guarantees-issued records balanced daily with the general ledger, and
are reconciling items adequately investigated by persons who do not normally handle
guarantees?

4. Are guarantee delinquencies prepared for and reviewed by management on a timely
basis?

5. Areinquirie§reg
not normally ha

arantee balances received and investigated by persons who do
es or post records?

6. Are bookkeeping a ment§{cltecked and approved by an appropriate officer who is
independent of preparing he Bgokkeeping adjustments?

7. lIs adaily record maintained sumimarizing guarantee transaction details (e.g., guarantees
issued, guarantees canceled or rehewed, p nts made under guarantees, and fees
collected) to support general ledger entgi€es?

8. Are frequent guarantee instrument and liabil dgéntrial balances prepared, and are
they reconciled monthly with control accou persofs who do not process or record
guarantee transactions?

Guarantee Fees

9. Isthe preparation and posting of fees-collected records per @ eviewed by persons
who do not also

e issue official checks or drafts singly?
e handle cash?

10. Are fee computations adequately tested and compared to initial fee records by persons
who do not also

e issue official checks or drafts singly?
e handle cash?
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Other

11. Are guarantee documents safeguarded during banking hours and locked in the vault
overnight?

12. Are all guarantees recorded as liabilities and assigned consecutive numbers?
13. Are all guarantees recorded on individual customer (account party) liability ledgers?
Conclusion

14. Based on answers to the foregoing questions, internal control for guarantees is considered
(strong, satisfactory, or weak).

Advising
Policies
1. Determine whether olic dvising activities addresses
e legal review of corres
obligations and fees for the
e timing requirements for all a

e records to be maintained.
e dispute resolution procedures.

Records Q
2. Are advised letters of credit recorded as memoran separate from letters of

credit issued or confirmed by the bank?

ents to ensure clear language related to
ervices.
f credit.

e

3. Does the bank use standard language to be included on all a @ ters of credit clearly
defining its advising role?

4. Has bank counsel reviewed the language to be included in advised letters of credit?
Fees

5. Has a standard fee schedule for this service been adopted? If not, is the fee schedule
identified in the correspondent bank agreement?

6. Is the fee schedule always followed?

7. s the preparation and posting of fees and discounts performed or reviewed by persons
who do not also
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e issue official checks or drafts singly?
e handle cash?

8. Are fee and discount computations adequately tested and compared to initial fee records
by persons who do not also

e issue official checks or drafts singly?
e handle cash?

Conclusion

9. Based on answers to the foregoing questions, internal control for advising is considered
(strong, satisfactory, or weak).

Trade Collecti
Policies
1. Determine whether tfigpolicyafor§irade collection activities addresses the following:

e Contractual obligation rréSpondent agreements
e Timing requirements for all €ollectiahs

e Records to be maintained
Records ¢
2. s access to the collection area controlled? (I ,@

3. Are permanent registers kept for incoming and outgoi [leCtion items?

2 how.)

4. Are all collections indexed in the collection register?

5. Do such registers furnish a complete history of the origin and disposition of each
collection item?

6. Are serial numbers or prenumbered forms assigned to each collection item and all related
papers?

7. Are all incoming tracers and inquiries handled by an officer or employee not connected
with the processing of collection items?

8. Isarecord kept to show the various collection items that have been paid and credited as a
part of the day’s business?

9. Isan itemized daily summary made of all collection fees, showing collection numbers
and amounts?
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10. Is the employee handling collection items required to make settlement on the same
business day that payment of the item is received?

11. Have procedures been established, including supervision by an officer, for sending
tracers and inquiries on unpaid collection items in the hands of correspondents?

12. In the event of nonpayment of a collection item, is the customer notified and the item
promptly returned?

13. Are collection files locked when the employee handling such items is absent?

14. Are vault storage facilities provided for collection items carried over to the next day’s
business?

Fees

15. Has a standard fe€ schédulgfor this service been adopted? If not, is the fee schedule
identified in the Cogf€spagdent bank agreement?

16. Is the fee schedule alwaysfifolfawed?

17. Is the preparation and posting offfees an@ discounts performed or reviewed by persons
who do not also

e issue official checks or drafts sin
e handle cash?

18. Are any independent fee and discount computdt ly tested and compared to

initial fee records by persons who do not also

e issue official checks or drafts singly?
e handle cash?

Conclusion

19. Based on answers to the foregoing questions, internal control for trade collections is
considered (strong, satisfactory, or weak).

Bank-to-Bank Reimbursements
Policies

1. Determine whether the policy for bank-to-bank reimbursement services addresses the
following:
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e Legal review of correspondent agreements to assure clear language related to
obligations and fees for the reimbursing services

e Timing requirements for all reimbursements, including any foreign-exchange
considerations

e Records to be maintained and accounting treatment for reimbursement and fees
earned

e Dispute resolution procedures

Records

2.

7.

Has bank counsel reviewed and approved the type and content of the contracts being
used?

Does the bank hz
the functions

ritten contracts on hand for each correspondent that clearly defines
formed by the bank?

Is a record kept
day’s business?

thearious items that have been paid and credited as a part of the

Is a record kept to show tRe s of the exchange rate used to value the reimbursement
entries?

Is the employee handling the ite uirg@'tg make settlement on the same business day
that payment of the item is received?

Are instructions for the reimbursement verifiggfoe inalizing the accounting entries?

Fees

8.

10.

11.

Has a standard fee schedule for this service been adogied? ¥ notis the fee schedule
identified in the correspondent bank agreement?

Is the fee schedule always followed?

Is the preparation and posting of fees and discounts performed or reviewed by persons
who do not also

e issue official checks or drafts singly?
e handle cash?

Are any independent fee and discount computations adequately tested and compared to
initial fee records by persons who do not also

e issue official checks or drafts singly?
e handle cash?
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Conclusion

12. Based on answers to the foregoing questions, internal control for bank-to-bank
reimbursements is considered (strong, satisfactory, or weak).

Overall Conclusion

Based on an aggregate assessment of conclusions for the foregoing activities, internal control
for trade finance and services is considered (strong, satisfactory, or weak).

Q
//I/O

Comptroller's Handbook 59 Trade Finance and Services



Version 1.0 Examination Procedures > Verification Procedures

Verification Procedures

Verification procedures are used to verify the existence of assets and liabilities or test the
reliability of financial records. Examiners generally do not perform verification procedures as
part of a typical examination. Rather, verification procedures are performed when substantive
safety and soundness concerns are identified that are not mitigated by the bank’s risk
management systems and internal controls.

For verification procedures relating to loan financing, settlement of trade transactions, and
foreign exchange, examiners should consult the “Accounts Receivable and Inventory
Financing,” “Asset-Based Lending,” “Commercial Loans,” “Payment Systems and Funds
Transfer Activities,” and the to-be-issued “Financial Derivatives and Trading Activities”
booklets of the Comptroller’s Handbook.

Banker’'s Ac S
1. Test the addition§ of #Ag tridgbalances and their reconciliation to the general ledger.

2. Using an appropriate ling teghnique, select banker’s acceptances from the trial
balances and

e prepare and mail confirmati rmsito
— account parties for custo M
— sellers and purchasers of acce
Note: All confirmation forms should be
letterhead, and returned to its auditing depas
confirmations, sealed and unopened, to the e%g eptances purchased from
other institutions, either whole or in part, should b firmed only with the selling

institution. Acceptances sold to other institutions, Whet e or in part, should be
confirmed with the buying institution and the accourmypa

acceptances.
acceptance pool participations.

ame of the bank, on its
th a code designed to direct such

Account party confirmation forms should include drawer , date, date of
acceptance, maturity date, amount, and related letter of credit number, if applicable.
Participations sold or purchased confirmation forms should include purchaser (or
seller) name; date participation was sold (purchased); maturity date of participation;
whether purchase (or sale) includes all or a portion of a particular acceptance or group
of identified or unidentified acceptances; amount(s); fee charged; and whether the
purchaser (or seller) has recourse to the bank (or vice versa) in the event of default by
the account party, through a repurchase agreement or bank acknowledgment of its
liability as guarantor or endorser.

e after a reasonable time, mail second requests.

e follow up on any no-replies or exceptions, and resolve differences.

e examine banker’s acceptance record copies and own acceptances purchased for
completeness by determining whether they
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— are drawn and signed by the party shown as the beneficiary of the letter of credit.

— are dated.

— are drawn under the proper letter of credit number.

— have tenors in accordance with letter of credit terms.

— are properly endorsed if an endorsement is required.

— show amounts in figures and words that agree.

— are drawn on the drawees indicated in the letter of credit.

— show amounts not exceeding the balance available under the letter of credit.

— indicate amounts equal to the total value of the respective invoices unless
otherwise stipulated in the terms, e.g., drafts for 70 percent of invoice value.

— have no restrictive endorsements such as “for deposit only” if the acceptance is to
be discounted.

— do not include the words “without recourse” with regard to either the drawer or

e check that proceduresgre ect to preclude a customer from obtaining additional
credit extensions on thggsame ndise.

agreements, etc., are on file.

e test the pricing of negotiable collatgyl, i

e determine whether collateral margtn
legal requirements.

o list all collateral discrepancies and inves

e determine whether any collateral is held b
temporarily removed for any reason.

e forward a confirmation request on any collateral idegibe bank. (Confirmation
forms should be prepared in the name of the bank, ofy
auditing department with a code designed to direct suc
examiners.)

e determine whether each file contains documentation supporting guarantees and
subordination agreements, when appropriate.

e determine whether any required insurance coverage is adequate and whether the bank
is named as loss payee.

e review banker’s acceptance participation agreements, taking extracts when necessary
for such items as rate of service fee, interest rate, and remittance requirements, and
determine whether customer has complied.

e review ledgers and authorizations and determine whether authorizations are signed in
accordance with terms of the acceptance agreements.

ions to the

3. Review acceptance fees, discount charges, and brokerage fees relating to own
acceptances rediscounted and acceptances of other banks purchased by
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e reviewing and testing procedures for accounting for acceptance fees, discount
charges, and brokerage fees, and for handling of adjustments.

e scanning for any unusual entries and following up on any unusual items by tracing
them to initial and supporting records.

Letters of Credit

1. Test the addition of the trial balances and the reconciliation of the trial balances to the
general ledger.

2. Using an appropriate sampling technique, select letters of credit from the trial balance
and

e prepare and confirmation forms to account parties of letters of credit issued
(exclude letters of credit, which are covered in the fourth bullet below).

Note: Letter of cfedi
only with the servi

ations serviced by other institutions should be confirmed
itution. Letter of credit participations serviced for other
nfir ith the buying (participating) institution and the
account party. Confirmati@n should be done in the name of the bank and on its
Ietterhead and returned to i artment with a code designed to direct such

include account party, letter of ¢ mount commission charged, and brief
description of collateral, if any.

e determine whether the bank’s confirmation ith incoming authenticated
message and subsequent written follow-up instructi@hg frofg the issuing bank.
e examine letters of credit and accompanying documgnta
determining
— whether they are supported by the required applicatiog
— whether all the documents listed in the covering letter I been received and
whether the letter of credit relates to the draft and documents submitted. Check
the letter of credit number of draft.
— whether the letter of credit has expired or been canceled.
— whether the available balance of the letter of credit is sufficient to cover the draft
amount.
— whether the exporter is making partial shipments when the letter of credit allows
only one shipment to be made for the full amount.
— whether the beneficiary of two letters of credit combines the shipment and
presents only one set of documents.
— whether the bill of lading is a straight or order instrument.
— whether the bill of lading is endorsed to the bank.
— whether the bill of lading is “foul” or “on deck,” unless specifically allowed.
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— whether the commercial invoice exceeds the amount available under the letter of
credit.

— whether the weight list detailing each shipping container and its weight certificate
stipulating the weight of the merchandise as a whole is signed and agrees with
amounts shown on other documents.

— whether there is a copy of the packing list for each copy of the merchandise
invoice.

— whether the insurance policy or certificate is properly endorsed and covers the
specific risks enumerated in the letter of credit, whether the amounts are correct,
and whether the description of the goods conforms to that on the letter of credit.

— whether the inspection certificate attesting to the quality, quantity, and condition
of the merchandise is the same on all other documents.

— whether the information on the certificate of origin agrees with the requirements
of the le credit.

uired consular invoices are present.

e check wheth ired authorized signature of an approving officer is on each

letter of crediy f er issued or confirmed.

check whether dit issued appears to be genuine.

determine whetherpropeRassignments, hypothecation agreements, etc., are on file.

test the pricing of any@egoliab Ilateral.

determine that collateral"mMarg@ins arélreasonable and in line with bank policy and

legal requirements.
list all collateral and documenta#on gfsc
e determine if any collateral is held 0

custodian or has been temporarily
removed for any reason.

e forward a confirmation request on any c@lfatgg@l held outside the bank. (Confirmation
forms sent should be done in the name of ti§ d @n its letterhead, and returned
to its auditing department with a code designteig®i
examiners.)

e determine that each file contains documentation su
letters of credit, when appropriate.

e review letter of credit participation agreements, taking e hen necessary for
such items as rate of service fee, interest rate, and remittance requirements, and
determine compliance.

e review customer ledgers to determine compliance with line authorizations and letter
of credit agreement terms.

ancies, and investigate.

er-guarantees or

3. Review the commission accounts relating to issuing, amending, confirming, and
negotiating letters of credit by

e reviewing and testing procedures for accounting for commissions and the handling of
adjustments.

e scanning commissions for any unusual entries and following up on any unusual items
by tracing them to initial and supporting records.
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Guarantees
1. Test the addition of trial balances and their reconciliation to the general ledger.

2. Using an appropriate sampling technique, select guarantees issued from the trial balance
and

e prepare and mail confirmation forms to account parties. All confirmation forms
should be done in the name of the bank and on its letterhead, and returned to its
auditing department with a code designed to direct such confirmations, sealed and
unopened, to the examiners. Guarantees serviced by other institutions, either whole
guarantees or syndicate participations, should be confirmed only with the servicing
institution (or lead bank). Guarantees serviced for other institutions, either whole

institutio ccount party. Confirmation forms should include the account
party’s e number, amount, fee charged, and a brief description of any
collateral or antee held

o after a reasonall€ tirmg, mail second requests.

e follow up on any exceptions, and resolve differences.

e examine the guarantedgido nts for completeness, and agree on date, amount, and
terms to the trial balan

e in the event any guarantees i§sued a®€ ngt held at the bank, request confirmation from
the holder.

e check whether required initials of
instrument.

e check whether the signature on the guar

e compare any collateral held with the descrig

e determine whether the proper assignments, [
file.

e test the pricing of any negotiable collateral.

e determine whether collateral margins are reasonable ahdd ith bank policy and
legal requirements. @

o list all collateral discrepancies and investigate.

e determine whether any collateral is held by an outside custodian or has been
temporarily removed for any reason.

o forward a confirmation request on any collateral held outside the bank. (Confirmation
forms sent should be done in the name of the bank and on its letterhead, and returned
to its auditing department with a code designed to direct such confirmations, sealed
and unopened, to the examiners.)

e determine whether each file contains documentation supporting counter-guarantees, if
applicable.

e review guarantee participation agreements, taking extracts when necessary for such
items as fees charged the account party or remittance requirements, and determine
whether the account party has complied.

ving officer are on the guarantee

orized.
e collateral register.
greements, etc., are on
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e if the bank has to pay a beneficiary under its guarantee, review disbursement ledgers
and authorizations to determine whether payment was effected in accordance with the
terms of the guarantee agreement.

3. Review fees-collected accounts by

e reviewing and testing procedures for accounting for fees collected and for handling
any adjustments.

e scanning fees collected for any unusual entries and following up on any unusual items
by tracing them to initial and supporting records.

Advising

1. Test the additio
memorandu

ial balances and their reconciliation to the general ledger

2. Using an approp pNgg technique, select advised letters of credit from the trial

balance and

e prepare and mail conflitmatior? forms to account parties. (All confirmation forms
should be done in the ojfgthe Dank and on its letterhead, and returned to its
auditing department with a o@de designed to direct such confirmations, sealed and
unopened, to the examiners.)

e after a reasonable time, mail seco

e follow up on any no-replies or exce

e examine advised letters of credit for co
language is included that limits the bank™s Ligh .
on date, amount, and terms to the trial balan®g

3. Review fees-collected accounts by
e reviewing and testing procedures for accounting for feeS @o and for handling

any adjustments.
e scanning fees collected for any unusual entries and following up on any unusual items
by tracing them to initial and supporting records.

esolve differences.
erify that appropriate legal
an advising capacity, and agree

Trade Collections

1. In the event that memorandum control accounts are maintained, prepare or request that
the bank prepare, under your supervision, a trial balance of each account controlled.

2. In the case of unusual, altered, or longstanding items, prepare and mail confirmation
requests to customers. (Confirmation forms sent should be done in the name of the bank
and on its letterhead, and returned to its auditing department with a code designed to
direct such confirmations, sealed and unopened, to the examiners.)
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3. Using an appropriate sampling technique, select representative items and

e review all supporting documents.
e review the authenticity of each item selected, and trace and clear each item through
final payment, including the posting of the appropriate credit to the customer.

4. Test postings of collections on detailed records to determine whether disbursement of
funds collected is in accordance with customers’ instructions.

5. Determine whether credit is given promptly, on the same day received, for all collections
settled.

6. Test appropriate records to determine whether collection of fees for this service is in
accordance with g8ablished policies or practices and whether bank income accounts are
ally basis.

Bank-to-Bank R r ents
1. Test the addition of balaficeSy\and their reconciliation to the general ledger.

2. Using an appropriate samphggite , select reimbursement items from the trial
balance and

ount parties. (All confirmation forms
its letterhead, and returned to its
uch confirmations, sealed and

e prepare and mail confirmation for
should be done in the name of the
auditing department with a code designe
unopened, to the examiners.)

e after a reasonable time, mail second reques

e follow up on any no-replies or exceptions, and Tes diffepences.

3. Review fees-collected accounts by

e reviewing and testing procedures for accounting for fees ¢ ed and for handling
any adjustments.

e scanning fees collected for any unusual entries and following up on any unusual items
by tracing them to initial and supporting records.
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Appendixes

Appendix A: Commercial Documentary Letter of Credit

Overview

A letter of credit is an instrument through which a bank furnishes its credit in place of its
customer’s credit. The bank plays an intermediary role to help complete the transaction.
There are three parties to a letter of credit: the account party (or buyer), the beneficiary (the
seller), and the bank. Generally, a letter of credit also identifies a paying bank.

A commercial letter of credit is a letter addressed by a bank (issuing bank) on behalf of the
bank’s customer—a alyer of merchandise—to a seller authorizing the seller to draw drafts
up to a stipulated nder specified terms and undertaking to provide eventual payment
is paid when the terms of the letter of credit are met and the

d to the issuing bank. (See appendix C for additional

otice to the seller. The revocable letter of
which the buyer and seller settle
anged without notice, the seller
y of the buyer to meet the terms
commonly used instrument.

ies.
canceled or amended by the issuing ban W
credit is not truly a bank credit but serves'as
payments. Because a revocable credit can be ca
should rely not on the credit but on the willingn
of the underlying contract. The revocable letter of €

The letter of credit may be sent to the seller directly by t i abk or through the

iciagy? TRg correspondent may
act as an “advising bank.” Advised letters of credit bear a notatj w advising bank that
it makes “no engagement,” or words to that effect. An irrevocabl@gdwi€ed letter of credit is,
therefore, the undertaking of the issuing bank to pay rather than that of the advising bank.

Some sellers, particularly those not familiar with the issuing bank, ask the buyer to have the
irrevocable letter of credit issued in the buyer’s country and “confirmed” by a bank in the
seller’s country. Confirmed letters of credit bear the confirming bank’s declaration, “We
undertake that all drafts drawn ... will be honored by us,” or a similar statement. Because the
seller of a confirmed credit has a definite commitment to pay from a bank in its country, it
does not need to be concerned with the willingness or ability of the issuing bank to pay. A
bank may play more than one role. For example, an advising bank may add its confirmation
and be designated in the letter of credit as the paying bank.

Payment terms of a commercial letter of credit generally vary from “at sight” to 180 days,
although other terms are sometimes used. The letter specifies on which bank the drafts are to
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be drawn. If the draft is drawn at sight, the bank makes the payment upon presentation of the
draft, provided the terms of the credit have been met. If the draft is to be drawn at maturity,
the bank accepts the draft (by stamping “accepted” on its face) and holds it until it is payable.
Alternatively, the seller can hold the draft, or the bank or the seller can sell or discount it.
(For additional information, see “Banker’s Acceptances” in appendix B.)

If, after the letter of credit has been received, the seller finds that some of its terms or
conditions are unacceptable, she or he may contact the buyer to arrange for an amendment.
The buyer then requests the issuing bank to issue an amendment. If the terms of the
amendment restrict, contradict, or alter the value or terms of the letter of credit in any way,
the seller must grant his or her approval before the amendment can be considered.

In letter of credit transactions, the bank takes an active role in the exchange of documents
between buyer and sghler. These documents are the means by which the banker participates in
the trade transactig @ as agent for the seller or financier for the buyer.

Documents
The success of a commetgial let redit transaction depends heavily on documentation,
and a single transaction can rgqui ny different kinds of documents. Most letter of credit

transactions involve a draft, argudi surance certificate, and a bill of lading.
Governments regulating the passagefof goods across their borders may require inspection

certificates, consular invoices, or ceRjfic rigin. Because letter of credit transactions

tes
can be complicated and can involve ma W nts (not to mention different divisions
within the bank), it is important for banks%o

their letters are accompanied by the
proper documents, that those documents are‘acc hat all areas of the bank handle
them properly.

Documentation is of four primary types: transport, in cegfComynercial, and other.
Transport documents are issued by a transportation compgfly Wien moving the merchandise
from the seller to the buyer. The bill of lading is the most mog Iﬂll

e The bill of lading is a receipt given by the freight company tO%kggfipper. A bill of lading
serves as a document of title and specifies who is to receive the merchandise at the
designated port (as specified by the exporter). It can be in nonnegotiable form (straight
bill of lading) or in negotiable form (order bill of lading). In a straight bill of lading, the
seller consigns the goods directly to the buyer. This type of bill usually is not desirable in
a letter of credit transaction, because it allows the buyer to obtain possession of the
merchandise without regard to any bank agreement for repayment. A straight bill of
lading may be more suitable for prepaid or open account transactions.

With an order bill of lading, the shipper can consign the goods to the bank, which retains
title until the buyer acknowledges liability to pay. This method is preferred in commercial
letter of credit transactions. The bank maintains control of the merchandise until the
buyer completes all the required documentation. The bank then releases the bill of lading
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to the buyer, who presents it to the shipping company and gains possession of the
merchandise.

e Insurance documents, normally an insurance certificate, cover the merchandise being
shipped against damage or loss. The terms of the merchandise contract may dictate that
either the seller or the buyer obtain insurance. Open policies may cover all shipments and
provide for certificates on specific shipments.

In financing shipments of goods, there is always the risk that a shipment will be damaged
or destroyed, the wrong goods will be shipped, or the quality of goods (especially if the
goods are agricultural) will be lower than stipulated. Insurance coverage is crucial to
protect the buyer, the seller, and the bank from financial loss. Banks should not issue
commercial letters of credit without satisfactory insurance coverage on the merchandise
being shipped, applicable.

goods shipped a by which the buyer gains assurances that the goods shipped

are the same as th ed. Among the most important commercial documents are the
invoice and the draft'eg bill ol ex@hange. Through the invoice, the seller presents to the
buyer a statement describiiig has been sold, the price, and other pertinent details.

The draft supplements the invoig€ as the§means by which the seller charges the buyer for
the merchandise and demands payment frgf the buyer, the buyer’s bank, or some other
bank. Although a draft and a check are ilar, the writer of a draft demands
payment from another party’s account? | cial letter of credit, the draft is drawn

under the terms of the letter of credit. In a colfecif© 5 demand for payment is drawn
g)a nggotiable instrument, are the

seller), who is also the endorser. A draft can be “clea derdo pay) or
“documentary” (with shipping documents attached).

A draft that is negotiable®®

— is signed by the maker or drawer;

— contains an unconditional promise or order to pay a certain sum of money;

— is payable on demand or at a definite time;

— is payable to order or to bearer; and

— may be sold and ownership transferred by endorsement, assuming certain conditions
are met, to a “holder in due course.” The holder in due course has recourse to all
previous endorsers if the primary obligor (drawee) does not pay. The seller (drawer)
is the secondary obligor if the endorser does not pay. The secondary obligor has an
unconditional obligation to pay if the primary obligor and the endorser do not,
therefore the term “two-name paper.”

13 Refer to UCC article 3, “Negotiable Instruments.”
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e Other documentation includes certain official documents that may be required by
governments to regulate and control the passage of goods through their borders.

Document Discrepancies

Document discrepancies can range from minor typographical errors to misstatements or
incorrect documents. When a bank discovers such errors, especially material discrepancies, it
should notify all parties and amend the documents. If the bank does not do so, it stands to
lose protection and rights. Ultimately, it is the account party’s right to decide whether to
accept the documents with discrepancies or to delay or even cancel the transaction. The table
below highlights some of the common errors found on commercial letters of credit
documents.

Bills of Lading Invoices

e Itisunclean.

Invoice name and address do not agree with

e Ports are different from those in the I€ f cyédit letter of credit.
terms. Quantity does not agree with other supporting
e It does not indicate whether freight is prepaid, ocuments.

price or extensions of unit price are incorrect.
sation required by letter of credit terms is

e There is a later date of shipment than that
allowed by terms of the letter of credit.

e Description of merchandise is inconsistent with
other documents.

Insurance Documents Drafts and Other Documents
e Coverage differs from that required by letter of e Draftis drawn to purchaser instead of issuing
credit terms. bank.
e Claims are payable in currency other than e Drawer’'s name does not correspond to name on
stipulated in letter of credit. invoice.
e Policy does not cover transfer between shippers, e Tenor of draft differs from that of the letter of
although bills of lading show the transfer will take credit.
place. e  Credit amount is disproportionate to quantity
e Insurance certificate is presented instead of invoiced.
policy, when policy is required. e  Certificates of origin do not comply with the
e Merchandise description is inconsistent with other requirements set forth in the letter of credit.
documents.
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Appendix B: Banker’s Acceptances

Most banker’s acceptances arise from international trade transactions. These banker’s
acceptances are eligible for discount at the Federal Reserve Banks if the acceptances meet the
requirements of section 13 of the Federal Reserve Act of 1913, as amended.**

Eligible Acceptances

Any Federal Reserve Bank may discount acceptances if the acceptances meet the following
criteria:

e Acceptance must grow out of a transaction involving the import or export of goods or a
transaction involving the domestic shipment of goods, or be secured at the time of the
acceptance by g
covering readd Ketable staples.

eptance, excluding days of grace, must not exceed 90 days,
with an exception tances, if drawn for an agricultural purpose and secured
at the time of accepta reflouse receipts or other such documents conveying or
securing title covering reaglily Ymar le staples, may be discounted with a maturity at
the time of discount of not n silmonths, excluding days of grace.®

e Remaining matu

Banker’s acceptances that satisfy all seglitgia are exempt from the Federal Reserve’s
reserve requirements because they are no ed “deposits” for this purpose® and are
also exempt from federal lending limits.’

Limitations

12 USC 372%8 generally limits the total amount of eligibl er'vacceptances that a
national bank can accept from any one party to 10 percentéef th@®baghlg capital and surplus;*®
&

limits the total amount of drafts of all types that a national bamk gpt from all parties
combined to 150 percent of the bank’s capital and surplus (unl ves permission from

14 Because there is now an active secondary market for “eligible” banker’s acceptances, the role of the Federal
Reserve Banks in purchasing banker’s acceptances has diminished.

1512 USC 346 and 372.

16 12 CFR 204.2(a)(1)(vii)(E).

1712 USC 84(c)(2) and 12 CFR 32.3(c)(2).
18 This statute does not apply to FSAs.

19 12 USC 372(e).
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the Federal Reserve Board to raise that figure to 200 percent);° and limits the aggregate
amount of drafts arising out of domestic transactions to 50 percent of the total of all
acceptances.?! The limitations do not apply to that portion of an acceptance covered by a
participation agreement sold between the creating bank and the participating bank.??

FSAs also can purchase banker’s acceptances, subject to 12 USC 1464(c)(1)(M) and 12 CFR
160.30. While the statutory scheme for FSAs does not impose a set limit, OCC regulations
state that the OCC “may establish an individual limit on such loans or investments if the
association’s concentration in such loans or investments presents a safety and soundness
concern.”?

Financing Through Discounting Banker’s Acceptances

After the time draft been “accepted” by a bank, the exporter holding the acceptance
might desire funds he acceptance matures. In this case, the exporter would sell the
acceptance at a #1scolihi s mostly discount their own acceptances, but they also

f a nonprime bank or trade acceptance. A bank, once it has
accepted (discounted) a Oaft, ca the paper until maturity or sell (rediscount) it in the
secondary market, either dire¢fly @ tArough a dealer.

Banker’s acceptances are a relatively’securelinvestment to the investor because of the two-
name backing, which means the imp@gter is segondarily liable on the instrument. In addition,
the instrument is a contingent obligation ofghe er (exporter). In other words, the
exporter is contingently liable if the impofte nofgpay. The acceptance is also an
obligation of any other institutions that have en gRyinstrument. Major investors in

banker’s acceptances are other banks, foreign c Shmoney market funds,
corporations, and other domestic and foreign instité

, It is possible for the
underlying transaction to be completed before the acceptari®g used |ll!nce the transaction

matures. An importer, for instance, may be able to sell the gooq geive the proceeds
well before the acceptance matures. In such cases, most banks reQuitegthe customer to prepay
the banker’s acceptance. Since banks generally are willing to refund a portion of the discount
charges in the case of prepayments, the importer saves some expenses. Prepayment also
allows the bank to ensure that the proceeds of any transaction it finances are not diverted to
speculative or unauthorized activities.

2012 USC 372(b) and (c). For a federal branch or agency, the limit would be the dollar equivalent as determined
by the Federal Reserve Board under 12 USC 372(h).

2112 USC 372(d).
2212 USC 372(f).

2312 CFR 160.30, footnote 6.

Comptroller's Handbook 72 Trade Finance and Services



Version 1.0 Appendixes > Appendix B

Even though a bank’s customer may be required to prepay a banker’s acceptance, a bank can
never prepay or extinguish its own acceptance liability before maturity.

Secondary Market for Banker’s Acceptances

When banks sell banker’s acceptances, they use the services of banker’s acceptance dealers
and brokers or they go directly to investors.

Banker’s acceptances are not traded on an organized exchange, but a secondary market exists
for the acceptances of larger, well-known banks (quotes are available from most securities
dealers). Average banker’s acceptance yields are published in financial newspapers such as
The Wall Street Journal. Since banker’s acceptances are the obligation of the accepting bank,
they are traded on the basis of the bank’s credit standing. Investors use a tiered approach to
pricing that reflects ssessment of the bank’s credit standing rather than the class of the
bank, e.g., wheth oney market bank, a Japanese bank, or a Yankee issuer (U.S.

dollar acceptan foreign banks).
Banker’s acceptance gWeted, bought, and sold on a discounted basis similar to U.S.
Treasury bills and com ial p@peryDealers and brokers in New York and other money

centers offer discount rates. S@m&ydedlers post bid and ask rates, but most trading is done on

a negotiated basis. The yields tai U.S. banks are quoted as “a run” from one to
six months. Banker’s acceptances off"secon@-tier” banks, Edge Act corporations, and foreign

banks trade “off the run” (at higher rates /
Brokers do not buy banker’s acceptances Yordfei
reflect a number of variables, including the per

of acceptances the bank offers the market; and the
draft.

account. Instead, they purchase them

trength of the bank; the volume
, and delivery date of the

addition, they usually undertake a formal review to develop a list of acceptable banks in
whose paper they will invest. Because the strong credits are favored, the resulting demand for
their paper gives them a cost advantage over weaker banks.

The amount of acceptances issued by a bank into the market also influences pricing.
Investors frequently go to the trouble of qualifying a bank’s name only if the bank provides
substantial paper to the market. Banks with lower volumes may experience a thinner market
and thus incur a cost premium because their banker’s acceptances trade at a higher yield
(lower net proceeds upon sale) in the secondary market.

The dollar amount of drafts offered to the market is also important, with investors generally
favoring large transactions of $1 million or more. Smaller acceptances and odd amounts can
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incur a price disadvantage. Banker’s acceptances with maturities shorter than 30 days also
generally incur a price disadvantage.

The operational ability of a bank to make timely delivery to the broker of the drafts is
important in the secondary market because the broker needs to sell and deliver the
acceptances to investors as soon as possible. Convention calls for delivery of drafts and
settlement two days after the dealing date. The bank must be able to deliver on the settlement
date.

Bank money managers do not have to sell all banker’s acceptances through money center
brokers. Frequently, managers can sell their banker’s acceptances locally at a lower yield,
which increases the sale proceeds. This transaction often is possible when investors are
already accustomed to purchasing the bank’s certificates of deposit or other investments. The
bank’s trading, trust reasury departments can easily contact local investors without using
, thereby reducing cost. Local investors are also more likely to be
interested in smdfler ions. Local rediscounting, however, probably best serves to
complement rather th@n r he broker market because local markets tend to be thin and

Characteristics of Ba

Credit Quality

od by which the bank acquired the
ipg bank, the credit quality is that of the

When the bank purchases an acceptance in the market®
*accepting” bank whose acceptance the bank purchases. ualify is also enhanced by
the fact that the holder of a banker’s acceptance has secon 0 the account party
(importer/buyer) if the accepting bank defaults.

Marketability

Banker’s acceptances are marketable, short-term investment instruments that are traded
actively by banks, brokers, and other institutional investors. Many institutional investors buy
and sell banker’s acceptances for their own accounts and for various funds they have
established for their customers.

Generally, local investors do not demand the high yields of institutional investors. This
increases the bank’s acceptance fee when dealing with local investors. Banker’s acceptance
rates are based on markets that may move rapidly in a very short time. It is crucial that rates
on acceptance financing are available on a timely basis because these instruments have
become increasingly volatile. For example, a quote made at 9:30 a.m. may not reflect the
market even an hour later. If rates have moved up significantly in that hour, the bank may
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lose its entire acceptance commission as the funding cost rises. If rates fall during that hour,
another bank will almost certainly get the business by lowering its quote.
Liquidity

Banker’s acceptances often are structured to mature in six months or less. Banks can
purchase, discount, and sell the acceptances of other banks as short-term, money market
assets (with low risk). Should a bank need to obtain funds, the banker’s acceptances can
readily be sold at a predictable price as long as credit quality has not changed.

Q
//I/O
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Appendix C: Issuance of Commercial Letter of Credit
and Banker’s Acceptance

The process described below and the diagram that follows provide an example of a trade
transaction creating a commercial letter of credit and a banker’s acceptance. The numbers in
parentheses refer to the steps in the diagram. In addition, a more detailed explanation of the
different roles that a bank may take in a commercial letter of credit transaction is provided at
the end of this section.

Process

NE Trading is interested in purchasing 20 personal computers from Tokyo Tech (1). Because
the two companies haye never done business with each other, Tokyo Tech requires that NE
Trading obtainac ial letter of credit. The letter of credit places the bank in the
intermediary ro te the transaction’s completion.

NE Trading takes thé/c er purchase contract to its bank, FNB, and completes an

application for a comm@ycial Yett credit (2). FNB opens the letter of credit and sends the

original and a copy to To ecl’s Bank, Suki Bank (3). Tokyo Tech is not familiar with

FNB, so it pays a fee to have SukiBa firm the letter of credit, which makes Suki Bank

liable should NE Trading and @form under the letter of credit. Suki Bank staff
oti

members verify the letter of credit afid n Tekyo Tech of its validity (4).

Tokyo Tech ships the goods to NE Tradi
Bank (6) to have them negotiated. Along wi
the selling price of the goods. This example use
draft were negotiated when the terms of the letter Q ere determined. Suki Bank

. jtraps of the letter of credit,
sends the draft and the shipping documents to FNB (7). eefa sight draft, Suki bank
would have made payment of the invoice amount to Tok gailed the draft and
documents to FNB, requesting that its account be credited fomthgs@ paid.

presents the shipping documents to Suki

FNB compares the documents with the letter of credit to ensure thatthey meet the letter’s
terms and conditions. If all is in order, FNB gives NE Trading the documents (8) and an
advice of amount paid, and notifies Suki Bank that it “accepts” the draft (9). The term
“accepted” is stamped on the face of the draft, thus creating a banker’s acceptance. If NE
Trading were a large corporation with a market name, it could accept the draft itself without
requiring FNB to accept, creating a trade acceptance.

By accepting the draft, FNB has accepted Tokyo Tech’s demand for payment and has
committed to paying Tokyo Tech in 90 days. The accepted draft is then sent to Tokyo Tech,
through Suki Bank (10). As part of the letter of credit agreement, NE Trading is required to
pay FNB within 90 days (11). FNB then uses those funds to pay Tokyo Tech, through Suki
Bank (12, 13).
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Tokyo Tech may hold the acceptance until maturity and present it to FNB for payment, or it
may obtain immediate cash by selling the acceptance to an investor, perhaps to FNB or Suki
Bank. In the latter case, Suki Bank would then present the acceptance at maturity to FNB for
repayment.

When FNB accepted the draft in the example, it acquired an unconditional obligation to pay
at maturity a specified amount, either to Tokyo Tech or to the holder of the instrument if
Tokyo Tech discounted the acceptance. If discounted, Tokyo Tech would remain secondarily
liable to the holder (purchaser or discounter) of the acceptance in the event of default by
FNB.

If FNB purchases (discounts) its own acceptance, it may elect to hold the acceptance in its
own portfolio. In this event, the acceptance is recorded as a loan to NE Trading and must be
funded like any otherg@an. More commonly, however, the bank will choose to replenish its
funds by selling ting) the acceptance in the secondary market, either directly or
through a deale®If t ’s acceptance is not held in portfolio, the bank records its
obligation as “accep ted.”

When an acceptance is is transferred by endorsement to another party termed
“holder in due course.” Th ue course has recourse to all previous endorsers if the
bank creating the acceptance he secondary obligor (payee on draft) has an

unconditional obligation to pay it thg’accepting bank and endorsers do not, hence the term

“two-name paper.” @
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Participants in a Commercial Letter of Credit Tra @

The key roles that a bank may play in a commercial letter of credit transaction are described
below. A bank may play more than one role in the transaction.

e Issuing or opening bank: The bank that issues a documentary credit on the instructions
of the importer (account party). The bank is usually, but not necessarily, the importer’s
own bank. It is obligated to pay if the documents presented are in accordance with the
terms of the letters of credit. The issuing bank is usually located in the importer’s

country.

e Advising or notifying bank: The bank that notifies the exporter (beneficiary) that a
letter of credit has been opened by the issuing bank and informs the exporter of the terms
and conditions of the letter of credit. The advising bank is usually located in the same
place as the exporter and can be a branch office of the issuing bank or a correspondent
bank. The issuing bank most often sends the letter of credit through its branch office or
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correspondent bank to avoid fraud. The exporter, however, can request the importer to
specify the exporter’s bank as the advising bank. The exporter’s bank might not be the
issuing bank’s correspondent bank. The advising bank is not responsible for the payment
of the letter of credit that it advises unless it adds its own confirmation to pay.

e Confirming bank: The bank that has added its commitment to that of the issuing bank to
pay the letter of credit, providing all the documents are in order. This commitment holds
even if the issuing bank or the importer fails to make payment. Some beneficiaries
(exporters), particularly those not familiar with the issuing bank, ask the buyer to have
the letter of credit issued in the importer’s country and “confirmed” by a bank in the
exporter’s country.

e Negotiating bank: The bank that negotiates or accepts the documents for examination
and, if these documents are in order, remits payments to the beneficiary. The term
“negotiation” arises when a letter of credit calls for sight draft but reimbursement is on a
remittance basis @it takes time to be paid by a reimbursement bank. The negotiating

bank normall rized by the issuing bank to negotiate documents and is
specifically flame hgaletter of credit. If the letter of credit indicates that it is
“available with egotiation,” the issuing bank authorizes the beneficiary to

present documents ank of his or her choice for examination and collection of
payment. The negotiaging bafk 1Sysually the paying bank.
e Paying bank: The bank tfiat effeéts payment of documents negotiated under a letter of

credit. It is usually also th tj nk, unless the letter of credit allows another
bank to negotiate or the paying ank is dnable to negotiate.
e Reimbursing bank: The bank hic issuing bank maintains an account. This

bank is authorized by the issuing ban
the negotiating or paying bank for doc

e that account to pay claims received from
ave been presented.
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Appendix D: Guarantees

Issuing guarantees and sureties generally is not permissible for national banks, except when
they are incidental or customary to the business of banking. For example, these activities
would be permissible when the bank has a substantial interest in the performance of a
transaction or when the bank has a segregated deposit large enough to cover its total potential
liability. A national bank also may guarantee or endorse notes or other obligations sold by the
bank for its own account.

Under certain circumstances, foreign branches of national banks may exercise powers
exercised by banks in the host country pursuant to both the OCC’s regulations for foreign
operations of national banks at 12 CFR 28.4(a)(2) and the Federal Reserve Act at

12 USC 604a and 12 CFR 211 (Regulation K). Those powers include guaranteeing a

customer’s debts or ing to make payment upon certain readily ascertainable events.
Such events incl e not limited to, certain nonpayments (of taxes, rentals, customs
duties, and transport and the loss or nonconformance of shipping documents. To

comply with 12 US implementing regulation at 12 CFR 211.4(a)(1), the
guarantee or agreeme ify a maximum monetary liability. 12 CFR 211.4(a)(1) also
subjects liabilities outstafgi nyfene customer to the lending limits under 12 USC 84.

A common example of a guar S 12 USC 604a is a shipside (steamer) bond.?*
Frequently, in an international sale @F goodsythe merchandise arrives at the importer’s port
before the arrival of correct and co billgfof lading. In such instances, it is customary

for the importer to obtain immediate poss
company with a bank guarantee, often calle
company blameless for damage resulting from r
complete documents. Usually, the bank’s guara
the importer to the bank.

the goods by providing the shipping
sigé bond, that holds the shipping

instrumentalities in foreign countries. 12 CFR 7.1017 permits tees if (1) the bank
has a substantial interest in the performance of the transaction invVelwe® or (2) the transaction
is for the benefit of a customer and the bank obtains from the customer a segregated deposit
that is sufficient in amount to cover the bank’s total potential liability.

FSAs should follow 12 CFR 160.60 with respect to sureties and guarantees, as well as the
lending limit restrictions contained in 12 USC 84 and 12 USC 1464(u) and the lending limit
regulations in 12 CFR 32.

National banks and FSAs with legal questions about guarantees and surety in connection
with trade finance transactions should consult their legal counsel.

24 It is also known as a steamship guarantee.
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Appendix E: Relevant Legislation

Bank Secrecy Act

Trade finance activities of banks are subject to AML laws and regulations of the BSA

(31 USC 5311-5330) and must be part of the bank’s BSA compliance program. That program
must include a customer identification program with risk-based procedures that enable the
bank to form a reasonable belief that it knows the true identity of its customers. Banks should
use sound customer due diligence procedures and monitor transactions, with special scrutiny
on higher-risk goods (e.qg., trade in weapons and nuclear equipment), geographies (e.g., drug-
producing countries and countries that support terrorism), and customers in potentially high-
risk businesses (e.g., jewel, gem, and precious metal dealers; wholesalers and retailers of
consumer electronics; and commaodities intermediaries). The involvement of multiple parties
on both sides of an national trade transaction can make the customer due diligence
process more diffd

ocesses should manage the risks associated with the bank’s
trade activities. Imple n ective customer due diligence, suspicious activity
monitoring, and reportin ar@important internal controls. Banks should obtain
sufficient customer due diligeice uding information mandated by customer

Bank policies, proce

identification programs and fr rg@ningN\and filtering names against OFAC sanction lists)
on prospective import/export custoniers befare gstablishing the account or credit relationship.
The bank should conduct a thorough“%aew Ily understand all trade finance

documentation and related values. In addii
or suspicious activity and the MIS should
the bank’s trade finance activities.

, di@sophistication of the reporting of unusual
egBurate with the size and complexity of

ocuments, even relative to
raud, which often

Because a commercial letter of credit requires a gr

most other areas of banking, it is more susceptible to
accompanies money laundering, terrorist financing, or th veation of OFAC sanctions
or other prohibitions. This situation generally occurs becau & relon information
stated in the documents and therefore pay the money against th€d ts rather than
money against the goods. Documents may be falsified by over- ofum@€r-valuing the goods in
an effort to launder money or evade customs regulations. For example, an importer may pay
a large sum of money from the proceeds of an illegal activity for goods that are essentially
worthless and are subsequently discarded. Trade documents, such as invoices, can be
fraudulently altered to hide the scheme. The illegal proceeds transferred in the trade
transaction appear sanitized and enter the realm of legitimate commerce.

Antiboycott Regulations of the Former Export Administration Act
of 1979

The antiboycott provisions of the Export Administration Act of 1979 (50 USC 2401 et seq)
discouraged and, in certain instances, prohibited U.S. persons or entities - including banks -
from engaging in transactions related to boycotts imposed by foreign countries that are not
sanctioned by the United States. The U.S. Department of Commerce’s Office of Antiboycott
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Compliance is responsible for implementing and enforcing the antiboycott provisions of the
act.?> Many states also have implemented antiboycott legislation.

The act expired on August 20, 1994, and was reauthorized by Pub. L. 106-508 (November
13, 2000). During the lapse, a national emergency declared under Executive Order 12924
(August 19, 1994) and extended by annual presidential notices ensured the continued validity
of the act and the regulations thereunder. The act lapsed again on August 20, 2001, but the
antiboycott regulations have continued in force through Executive Orders issued pursuant to
the International Emergency Economic Powers Act. See 79 Fed. Reg. 3721 (January 21,
2014) for the latest extension declaring an economic emergency and continuing the
regulations.

The antiboycott provisions apply to commercial letter of credit transactions that facilitate
U.S. commerce whengthe beneficiary is a U.S. person. U.S. banks and their foreign branches,
subsidiaries, and g may not implement letters of credit containing prohibited boycott-
related terms or€ond either may branches, subsidiaries, or affiliates of foreign banks
doing business in th es. Implementing a letter of credit includes

e issuing or opening aYetter of €redit at the request of a customer.

e honoring, by accepting asfbei alid instrument of credit, any letter of credit.

e paying, under a letter of crégi other demand for payment by the beneficiary.
[ ]

confirming a letter of credit by a@reeinglo be responsible for payment to the beneficiary
in response to a request by the is

e negotiating a letter of credit by volunt,
presenting such draft for reimbursemen
credit.

hasing a draft from a beneficiary and
isg#ier or the confirmer of the letter of

The act does not prohibit informing a beneficiary of the exigtencef a letter of credit or
performing basic ministerial activities required to disposé@f a letter @f credit that contains
prohibited boycott terms or conditions.

Common illegal boycott-related terms or conditions include

e arequirement from a boycotting country for certification that the goods did not originate
from a boycotted country. (A positive certificate of origin, however, is legal.)

e arequirement from the boycotting country for certification that the exporter and importer
do not do business with a boycotted country.

e arequirement for certification that the supplier of the goods or a provider of services does
not appear on the blacklist of a boycotting country.

e the words “Do not negotiate with blacklisted banks,” or a condition to that effect.

Banks must report to the Commerce Department any letters of credit they receive that include
prohibited boycott terms or conditions. See 15 CFR 760.5. Oral requests to take action that

% Regulations implementing the Export Administration Act of 1979 are at 15 CFR 730-774.
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would advance or support an unsanctioned foreign boycott must also be reported. Failure to
comply with the act can result in criminal or civil penalties, depending on the nature of the
violation.

Examiners should review the adequacy of a bank’s system for monitoring compliance with
the act. Possible violations of the antiboycott regulations should be discussed with legal
counsel and detailed in the ROE as appropriate.

OFAC Compliance
Banks engaged in letters of credit or other trade financing need to remain aware of the need

to comply with statutes such as the Trading With the Enemy Act of 1917 (50 USC appendix
1-44) and the International Emergency Economic Powers Act (50 USC 1701-06), along with

individuals and institutions located in certain countries, subject to
inisters and enforces economic and trade sanctions based on
security goals against targeted foreign countries, terrorists,
, and those engaged in activities related to the proliferation
of weapons of mass des anks must comply with OFAC sanctions by ensuring that
transactions are reviewed for ©F mpliance and, if permissible, receive appropriate
OFAC licensing in advance o

Banks need to take care that they dogot inad
individuals, banks, or entities, and sho S
that all “U.S. persons” comply with OFA I
includes foreign branches and, often, foreign su :
companies and nonbank subsidiaries; all U.S. ci g rmanent reS|dent aliens

regardless of where they are located; all persons a g in the United States; and all

U.S.-incorporated entities and their foreign offices. | ertain programs, such as
those regarding Iran and North Korea, all foreign subsidi

ently enter into transactions with prohibited
ith OFAC as necessary. OFAC requires
i In this context, “U.S. person”

Export Trading Company Act of 1982

The Export Trading Company Act (ETCA)?® (15 USC 4001 et seq), enacted in October 1982,
encourages exports by facilitating the formation and operation of export trading companies
(ETC). This legislation encourages businesses to join together to offer export services by
permitting certain banking institutions to own an interest in these exporting ventures and
providing protection from antitrust laws.

An ETC’s principal business is to export American goods and services or help unrelated U.S.
companies export their products overseas. ETCs also can periodically engage in importing

%6 This legislation does not apply to FSAs.
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and trade between third countries in order to promote U.S. exports. Foreign ownership of
ETCs is permissible.

The general provisions of the ETCA allow companies to pool resources through ETCs to
market exports. The statute also authorizes the Commerce Department to issue a certificate of
review, which grants ETCs qualified immunity from criminal or civil actions under the
antitrust laws.

The ETCA does not give banks (other than banker’s banks) authority to invest in ETCs.
Congress attempted to reduce the risk posed by this breach in the traditional wall separating
banking and commerce by allowing these investments to be made only through bank holding
companies (BHC), Edge Act or Agreement corporations that are subsidiaries of BHCs, and
banker’s banks. The Federal Reserve Board, which has adopted regulations implementing the
banking provisions e ETCA, supervises the ETCs.

of their capital and sur. s. The Federal Reserve Board must be given 60 days prior
notification of a BHC’s t in an ETC, and may disapprove the investment during
the 60-day period.

Credit transactions between a nation@l banker FSA and an affiliated ETC are subject to the
restrictions of sections 23A and 23 e al Reserve Act (12 USC 371c and
12 USC 371c-1). Loans or extensions Of crgéit a national bank or FSA to an affiliated

lateral requirements of 12 USC 371c.

an acceptance that is already
2rtyhaving an ascertainable value

collateral requirements when a national bank issues a let

or advances funds to an
affiliated ETC solely to finance the purchase of goods for ‘

has a buyer under a
he proceeds from

In addition, pursuant to 12 USC 371c(f)(2)(B), the Comptroller of the Currency may, by
order, waive the collateral requirement if (1) the Federal Reserve Board and the Comptroller
jointly find the exemption to be in the public interest and consistent with the purposes of
section 23A of the Federal Reserve Act; (2) the Federal Reserve Board and the Comptroller
notify the Federal Deposit Insurance Corporation of such finding; and (3) the Federal Deposit
Insurance Corporation does not object within 60 days of being notified of the exemption.

An ETC is prohibited from conducting certain activities, such as engaging in agricultural
production or manufacturing except to repackage, reassemble, or extract by-products to meet
foreign requirements. An ETC owned by a BHC may not take positions in commodities,

2712 USC 371c(c)(4) and 12 CFR 223.14(f)(1).
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commodity contracts, securities, or foreign exchange except as is necessary to support its
trade finance activity.

Other Legal Issues

Examiners should be aware of the laws that limit the amounts of certain kinds of letters of
credit. Standby letters of credit and guarantees, which are defined as contractual
commitments to advance funds, are subject to the limits of 12 USC 84 and, for FSAs, both 12
USC 84 and 12 USC 1464(u), and must be combined with any other nonaccepted loans to the
account party by the issuing bank (12 CFR 32.2(g)(1)(iv)).

Because commercial letters of credit are repaid in nearly simultaneous operations by exporter
and importer and do not result in the bank granting a loan to the account party, they are not

Commercial letters
12 USC 371c-1, 12 Regulation W) and, for FSAs, 12 USC 371c, 12 USC 371c-1,
12 CFR 223 (Regulatiorm¥), an SC 1468, when the commercial letters of credit are
drawn upon and the bank is n@t r rsed on or before the date of payment of the letter of
credit.

For FSAs, the Home Owners’ Loan ¥ct auth
(12 USC 1464(c)(1)(M) and 12 CFR 160.30¥.

legal lending limit when reviewing bankef’s

es FSAs to purchase banker’s acceptances
iners must consider compliance with the
s. Eligible banker’s acceptances are

a loan. For both national banks
and FSAs, certain banker’s acceptances described 1§ 3(c)(2) are exempt from the

lending limits of 12 USC 84 and 12 USC 1464(u).
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Appendix F: U.S. Government and Multilateral Agencies
That Guarantee or Insure Export Financing

U.S. Government Agencies

e Export-lmport Bank of the United States: The Ex-Im Bank is the most widely known
of the U.S. government agencies that guarantee or insure export financing. The Ex-Im
Bank was founded in 1934 to finance and facilitate exports from the United States to
other countries. The agency encourages commercial financing of U.S. exports through
guarantees, export credit insurance, and direct loans to foreign buyers of U.S. exports.
The Ex-Im Bank offers a number of products as well as differing eligibility, coverage,
and term requirements. Information about Ex-Im Bank products is available at
WWW.exim.gov.

e Overseas Priv,
Corporationdseg
growth in developing
It provides politi
direct loans and loa
investment. Informati

estment Corporation: The Overseas Private Investment

rations in 1971. The agency’s mission is to promote economic

ies by encouraging U.S. private investment in those nations.

nce; finances medium- to long-term investment through

nd supports creation of investment funds for equity

h@lagency’s programs is available at www.opic.gov.

e U.S. Small Business Ad he U.S. Small Business Administration provides
repayment guarantees to lendersghat fin@nce small businesses under its export financing

programs. The programs includ horyworking capital loans and long-term
t

international trade loans. Informa agency’s export financing programs is
available at www.sba.gov.

e Commodity Credit Corporation: The Co tyg€redit Corporation was
reincorporated in 1948 as a federal corporati i e U.S. Department of
Agriculture. The corporation has established ex@ Qframs that provide guarantees to
U.S. lenders that meet program requirements. Sect a.gov for information
about the corporation and its export programs.

Multilateral Agencies

e International Finance Corporation: A member of the World Bank Group, the
International Finance Corporation provides direct trade financing and guarantees trade
payment obligations as part of its investment and advisory services for developing
countries around the world. Information about the corporation is available at
www.ifc.org.

e Other multilateral development banks such as the Asian Development Bank, the African
Development Bank, the European Bank for Reconstruction and Development, and the
European Investment Bank provide guarantees to banks to support trade in their regions.
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Appendix G: Accounting Practices

Letters of Credit

Financial guarantee contracts are generally addressed under Accounting Standards
Codification Topic 460, “Guarantees” (ASC 460). This guidance establishes the accounting
and disclosure requirements by a guarantor for certain guarantees issued and outstanding. For
certain guarantees, the guarantor is required to recognize, at the inception of a guarantee, a
liability for the fair value of the obligation undertaken in issuing the guarantee. Among the
types of guarantee contracts to which the provisions of ASC 460 apply are

¢ financial standby letters of credit, which are irrevocable undertakings, typically by a
financial institutiop, to guarantee payment of a specified financial obligation.

guarantees of funding, ar in the scope of ASC 460 and instead are accounted
for under ASC 450, “Contin . s should refer to ASC 460 for further information
on the types of guarantee contr iCRjthe interpretation’s initial recognition and
measurement provisions do and do

the scope of ASC 460 and subject to its recagniti uirements under ASC 460-10-25,
when a bank issues the guarantee, it must recog S
guarantee. In general, the initial measurement o
at its inception. When a bank issues a guarantee in a 2 rm’s-length transaction
with a party outside the consolidated bank, which wou
letter of credit, the liability recognized at the inception o 8g should be the
premium or fee received or receivable by the guarantor. If t
consideration on a stand-alone basis, however, the liability recd inception should be
an estimate of the guarantee’s fair value. In the unusual circumstaf@@When, at the inception
of a guarantee, it is probable that a loss has been incurred and its amount can be reasonably
estimated, the liability initially recognized for that guarantee should be the greater of the
premium or fee received or receivable by the guarantor or the estimated loss from the loss
contingency that must be accrued under ASC 450.

ASC 460 does not prescribe a specific account for the guarantor’s offsetting entry when it
recognizes the liability at the inception of a guarantee, because that offsetting entry depends
on the circumstances. If a bank issued a standby letter of credit or other guarantee in a stand-
alone transaction for a premium or fee, the offsetting entry would reflect the consideration
the bank received, such as cash, a receivable, or a reduction of a deposit liability. In contrast,
if the bank received no consideration for issuing the guarantee, the offsetting entry would be
to expense.
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The accounting for fees received for issuing standby letters of credit is governed by
ASC 310, “Receivables.”

For reporting purposes, standby letters of credit (like undisbursed commercial letters of
credit) are shown as contingent liabilities on the issuer’s balance sheet. Once a standby letter
of credit is drawn upon, the amount drawn becomes a direct liability of the issuing bank.

Acceptances

A banker’s acceptance must appear on the bank’s financial statement as a liability and an
asset. The outstanding acceptance is listed as a liability (acceptances executed) and the
customer’s liability to pay the bank at the acceptances’ maturity is shown as an asset
(customers’ liability for acceptances).

If a banker’s accepf@ the result of a letter of credit, the contingent liability for the letter

the banker’s acceptance is finalized.

BE’S acceptance, it receives a fee without advancing its own funds
until the acceptance mattiges. Th@acC®unting for fees received by the bank is governed by
ASC 310-20. The drawer mayhold the banker’s acceptance until maturity, discount it with
his or her own bank, or sell it ce market. If the bank discounts (purchases) its
own acceptance, its customers’ liabifity for gcceptances (asset) accounts and its acceptances-

executed (liability) accounts are redlged and tig€ discounted acceptance is recorded with
loans and discounts. In this instance, t nces its own funds to the customer. If the
bank subsequently rediscounts the banke e in the market, that acceptance should
be rebooked as a customer liability for acceptan lgceptances executed. A bank’s own
acceptances, if discounted (purchased), are refl 5, but, as a practical matter and
for accounting convenience, they are not generally&ge ¢

frgm customer liability for
acceptances and acceptances-executed accounts (exce

ed call report and ROE
purposes).
The customer’s liability for acceptances accounts and acceptang @ ed accounts may
differ only when the asset account is reduced by the customer’s phgpagfMment (anticipation) of
the acceptance. In that instance, the customer’s liability to the bank is reduced by the amount
of the payment, but the bank’s liability for acceptance (acceptances executed), which is still
outstanding in the market, is not reduced. The customer may prepay the bank either the full
amount of the liability or any part of it. Customers’ funds held to meet acceptances must be
considered as deposits and should be reflected as such by the bank if they are not
immediately applied to reduce indebtedness.

Most banker’s acceptances purchased as investments are created by other banks. A bank
should report these acceptances at cost under acceptances of other banks on its financial
statement and on the call report in Schedule RC-C. The discount should be accreted over the
expected remaining life of the acceptance. Banker’s acceptances purchased for trading
purposes should be reported at fair value in the trading account.

Comptroller's Handbook 88 Trade Finance and Services



Version 1.0 Appendixes > Appendix H

Appendix H: Sample Request Letter

Note: This appendix is provided as a guide and should be modified as needed depending on
the scope of the supervisory activity and the risk profile of the bank. The EIC should indicate
which items need to be provided before the start of the supervisory activity and which will be
reviewed during the on-site portion of the supervisory activity. If activities are being
conducted throughout the supervisory cycle, examiners should only request the information
they need to complete the current activity. The EIC is responsible for getting the general
information and maintaining it in supervisory information systems to avoid duplicate
requests to the bank.

Examiners should tailor the following request list as needed, based on the bank’s activities.

In order for us to prgga
information listeg
the designated ETC vi@
www.banknet.gov. |

effectively for this supervisory activity, please provide the
ditachment to this request letter in electronic format and send it to
cure mail, which can be accessed by going to

ossible, we request the data be faxed to a designated
number at our office. r pigces of hard-copy information and for security purposes,
we request that you proviglg the ififorfigation by mail using a “tracking” service. Please
indicate whether hard-copy irfformation needs to be returned.

Management and Supervision

1. Current organizational charts, includi% of key trade management and personnel.
2. Résumés detailing experience of key trade and personnel.

3. Formal job descriptions for all key trade positi

4. The bank’s current trade strategy and business plan.

5. Descriptions of trade products and programs offered.

6. Key monthly, quarterly, and annual management reports.

7. Reports to the board or relevant board committee.

8. Recent internal audit and, if applicable, risk assessment reports.

9. Policies and procedures governing trade business, operations, and compliance. If
available, include process flowcharts.

Business and Operational Performance

10. Trade finance and services volume and growth trend, by product type.
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11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

22,

23.

24,

25.

26.

217.

Profit and loss statement and budget, if applicable.

A list of pending litigation affecting trade finance and services.
A list of top trade clients.

Trade credit delinquency trend.

Trade finance clients that are classified and special mention.
Volume and nature of credit exceptions.

Country exposure growth trend.

Most recent ¢ review report.

VVolume and nat
customer compla

ent discrepancies, operational errors, control deficiencies,
isputes, policy exceptions, etc., and their resolutions.

Losses and recoveries oduct#ncluding a brief description, date, and amount.

If applicable, a list of insourcingfénd out§ourcing arrangements with a description of
services and names of clients or ird\/—?endors.

Listing of technology platforms and s@ftware programs that the bank uses for
processing trade transactions or managirng c :

(As appropriate, consult the applicable FFIEC ion Handbook booklet for
additional information to be requested.)

and regulations,

contractual obligations, and bank policies as they pertain 1o, nce and services.

Please make available relevant compliance review reports.

(As appropriate, consult the FFIEC BSA/AML Examination Manual for additional
information to be requested.)

Volume and growth trend of banker’s and trade acceptances.

Volume and growth trend of acceptances of nonprime banks and ineligible banker’s
acceptances.

A list of trade credits sold, either outright or through participation. Please indicate
whether with or without recourse.

If applicable, a list of export credit programs.
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28. Distribution of the tenor of the trade portfolio.
29. Volume and growth trend of the trade portfolio with fixed vs. floating interest rate.

30. If applicable, volume of trade portfolio denominated in foreign currencies.

Q
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Appendix |: Glossary

Amendment: Alteration to the terms of a commercial letter of credit. Amendments must
stem from the applicant (buyer) and be issued and advised to the beneficiary. The beneficiary
has the right to refuse an amendment if the credit is irrevocable.

At sight: A term indicating that a negotiable instrument is payable upon presentation or
demand.

Avalize: The act by a bank of guaranteeing payment of a bill of exchange or promissory note
by endorsing the front or reverse with the words “good per aval” and signing it, or by the
issuance of a separate guarantee. The avalized bank becomes obligated to pay the draft at
maturity if the drawee/acceptor fails to do so.

Banker’s accep an: A banker’s acceptance that does not involve a documentary
letter of credit.

Bill of exchange: An iStruMgnt by which the drawer (the issuer or signer of a draft) orders
another party (the drawee)to payia C8ktain sum to a third party (the payee) at a definite future
time. The terms “bill of exchahge “draft” are generally interchangeable.

Bill of lading—clean: A bill of ladifig in wiiich the described merchandise has been received

in “apparent good order and conditionZ and without qualification.

Bill of lading—order: A bill of lading, usu awgPto the order of the shipper, that can be
negotiated like any other negotiable instrument.

Bill of lading—straight: A bill of lading drawn di hggeonsignee and therefore not
negotiable.

Bill of lading—through: A bill of lading used when sever
merchandise, for example, from a train to a vessel or vice vers

used to transport

ar

Bill of lading—unclean: A bill of lading across the face of which exceptions to the receipt
of goods “in apparent good order” are noted. Examples of exceptions include burst bales,
rusted goods, and smashed cases.

Certificate of inspection: A document, often required for shipment of perishable goods,
certifying the good condition of the merchandise immediately before shipment.

Certificate of origin: A document issued by the exporter certifying the place of origin of the
merchandise to be exported. The information contained in this document is needed primarily
to comply with tariff laws that may extend more favorable treatment to certain countries’
products.
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Collecting bank: A bank that acts as an agent for a remitting bank that wishes to have its
collections handled. The collecting bank demands payment from the importer and handles
the funds received as instructed; generally, the funds are sent back to the remitting bank.

Consular documents: Bills of lading, certificates of origin, or special forms of invoice that
carry the official signature of the consul of the country of destination.

Consular invoice: A detailed statement on the character of goods shipped that is duly
certified by the consul at the port of shipment. Required by certain countries, including the
United States, its principal function is to accurately record the types of goods and their
quantity, grade, and value for import duty and general statistical purposes.

Cost, insurance, and freight (CIF): A price quotation under which the seller defrays all
expenses involved i delivery of goods.

Draft: See bill gFex e
Drawee: The addres fagdraft, that is, the person on whom the draft is drawn.

Drawer: The issuer or sigrerf@f adr

Edge Act: This act authorized the
charter corporations (Edge corporat
foreign banking or in other internation

ard of sovernors of the Federal Reserve System to

S) ypurpose of engaging in international or
tighs.

Free alongside ship (FAS): A term for a price nder which the seller delivers
merchandise free of charge to the steamer’s sid nsfer and transportation
expenses up to that destination, if necessary.

Free on board (FOB) (destination): A term for a price géfotation under which the seller
undertakes at his or her risk and expense to load the goods@g a ¢ a specified location.
Expenses subsequent thereto are for account of the buyer.

Free on board (FOB) (vessel): A term for a price quotation under which the seller delivers
the goods at his or her expense on board the steamer at the location named. Subsequent risks
and expenses are for account of the buyer.

Incoterm: An International Chamber of Commerce official rule for the interpretation of
trade terms.

Letter of credit—back-to-back: A letter of credit issued on the strength (or backing) of
another letter of credit, involving a related transaction and nearly identical terms. For
example, ABC company in the United States is designated as the beneficiary of an
irrevocable letter of credit confirmed by a U.S. bank to supply XYZ company in Bolivia,
whose bank issued the letter of credit, with goods to be purchased from a third company. The
third company, however, will not fill ABC’s order unless it receives prepayment for the
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goods, through either cash or some other type of financing. If ABC is unable to prepay in
cash, it will request its bank to issue a letter of credit in favor of the third company based on
the terms of the original letter issued by XYZ’s bank. If ABC’s bank agrees, the domestic
credit is then “backed” by the foreign letter of credit, and a back-to-back letter of credit
transaction exists.

Back-to-back letters of credit are appropriate when the exporter, acting as an agent or
intermediary, does not have the funds to pay the manufacturer and does not want the
manufacturer to know the name of the importer (because the manufacturer may try to deal
directly with the importer). The letter of credit issued to the manufacturer does not carry the
name of the importer. Timing is critical for back-to-back letters of credit because the back-to-
back arrangement increases the possibility that goods will be shipped after the letter of
credit’s expiration date. Generally, a bank issuing a back-to-back letter of credit is the paying
bank on the original Jgiter of credit and is willing to accept the credit risk of both the exporter
g nk, as well as the transfer risk of the importing country.

ent: A letter of credit under which the seller’s draft

Ie"at a later date, for example, 90 days after the bill-of-lading
e documents. Deferred payment letters of credit, which
become direct liabilities of'a ft@r presentation and receipt of the beneficiary’s
documents, involve greater p I ause of the length of time the credit is
outstanding.

Letter of credit—green clause: Simi M clause letter of credit below, except that
advance payment is made, generally upor®prggéngatiog of warehouse receipts evidencing

storage of the goods.

Letter of credit—red clause: In a red clause lette @

printed in red ink), the issuing bank authorizes a negG
exporter before the shipment of goods and presentation
made and documents are presented in good order under th
the proceeds due to the beneficiary under the letter of credit.
between buyer and seller is a key consideration in this structure.
called a packing credit.

lause on the instrument is
niato advance funds to an
ents, Once shipment is

t dffe agdvance is repaid from
ih of the relationship
edgflause credit is also

Letter of credit—revolving: A letter of credit issued for a specific amount that renews itself
for the same amount over a given period. Usually, the unused renewable portion of the credit
is cumulative so long as drafts are drawn before the expiration of the credit.

Letter of credit—straight: A credit requiring presentation on or before the expiration date
at the office of the paying bank. The engagement clause to honor drafts is in favor of the
beneficiary only.

Letter of credit—transferable: A credit under which the beneficiary has the right to give
instructions to the bank called upon to effect payment or acceptance to make the credit
available in whole or in part to one or more third parties (second beneficiaries). The credit
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may be transferred only upon the express authority of the issuing bank and provided that it is
expressly designated as transferable. It may be transferred in whole or in part but may only
be transferred once.

Letter of credit—traveler’s: A letter of credit addressed to the issuing bank’s
correspondents, authorizing them to negotiate drafts drawn by the beneficiary named in the
credit upon proper identification. The customer is furnished with a list of the bank’s
correspondents. Payments are endorsed on the reverse side of the letter of credit by the
correspondent banks when they negotiate the drafts. This type of letter of credit is usually
prepared by the customer.

Letter of credit—usance: A letter of credit that calls for payment against time drafts, drafts
calling for payment at some specified date in the future. Usance letters of credit allow buyers
a grace period of a spggified number of days, usually not longer than six months.

Presenting ban®. T
collecting bank or it
contact the importer.

at requests payment of a collection bill. It may be the
omdatdg branch or local correspondent, which is better placed to

Remitting bank: In a collectipn fansaction, the exporter’s bank that remits the bill to the
collecting bank.

Sight draft: A draft payable upon p¥gsentatiogfto the drawee or within a brief period
thereafter known as days of grace.

Tenor: A term designating payment of a drdit a at sight, a given number of days
after sight, or a given number of days after the '

ument or receipt in
which the buyer promises to hold the property received in the e releasing bank,
although the bank retains title to the goods. The merchant is callg
is the entruster. Trust receipts are used primarily to allow an importer to take possession of

the goods for resale before payment to the issuing bank.
Usance: The period between presentation of a draft and its maturity.

Warehouse receipt: An instrument that lists and is a receipt for goods or commodities
deposited in the warehouse that issues the receipt. These receipts may be negotiable or
nonnegotiable. A negotiable warehouse receipt is made to the bearer, while a nonnegotiable
warehouse receipt specifies precisely to whom the goods shall be delivered. There are several
alternatives for releasing goods held under warehouse receipts: (1) the delivery of goods may
be allowed only against cash payment or substitution of similar collateral, (2) some or all of
the goods may be released against the trust receipt without payment, or (3) a warehouse
manager may release a stipulated quantity of goods without a specific delivery order. Banks
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accept a warehouse receipt as collateral for a loan only if the issuer of a receipt is a bonded
warehouse manager. The bank must have protected assurances for the authenticity of the
receipt and the fact that the commaodities pledged are fully available as listed on the
warehouse receipt.

White labeling: A white-label product or service is a product or service produced by one

company (e.g., the insourcing bank) that other companies (e.g., the outsourcing bank)
rebrand to make it appear as if they made it.

Q
//I/O
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AML
ASC
BHC
BSA
DI/A
D/P
EIC
ETC
ETCA
FFIEC
IcC
ICERC
ICQ
ISP98
MIS
occ
OFAC
PEFCO
ROE
SWIFT
ucc

UCP
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Appendix J: Abbreviations
anti-money laundering
Accounting Standards Codification
bank holding company
Bank Secrecy Act
documents against acceptance
documents against payment
exam@arge
export tr @y
Export TradingyCompany¥Act

mination Council

International Chamber o y

Interagency Country Exposure ew Cafnmittee
internal control questionnaire Q
International Standby Practices, 1998 editi

management information systems

Federal Financial |

Office of the Comptroller of the Currency

Office of Foreign Assets Control

Private Export Funding Corporation

report of examination

Society for Worldwide Interbank Financial Telecommunications
Uniform Commercial Code

Uniform Customs and Practices for Documentary Credits
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References

Laws

12 USC 84, “Lending Limits”

12 USC 346, “Discount of Acceptances” (not applicable to FSAS)
12 USC 371c, “Banking Affiliates”

12 USC 371c-1, “Restrictions on Transactions With Affiliates”

12 USC 372, “Bankers’ Acceptances” (not applicable to FSAS)

12 USC 373, “Acceptance of Drafts for Furnishing Dollar Foreign Exchange”
12 USC 604a, “Foreign Bank Powers” (not applicable to FSAS)

12 USC 1464, “Powers of Federal Savings Associations”

12 USC 1468, “Savings Associations Transactions With Affiliates”
ort Trading Company Act”

crecy Act”

31 USC 5311-5380,

50 USC 2401 et seq,AEX ministration Act of 1979” (repealed), antiboycott provisions
of, and regulatio , I force pursuant to Presidential Order under the International
Emergency Econo Power

Regulations

National Banks

12 CFR 7.1007, “Acceptances Used in Fin
12 CFR 7.1016, “Independent Undertakirigs
12 CFR 7.1017, “National Bank as Guarantor”
12 CFR 7.1020, “Purchase of Open Accounts”
12 CFR 21.11, “Reports of Suspicious Activity”

12 CFR 21.21, “Procedures for Monitoring Bank Se C liance”

12 CFR 28.4(c), “Foreign Operations Guarantees”

12 CFR 32, “Lending Limits”

12 CFR 211 (Regulation K), “International Banking Operatio

12 CFR 223, “Transactions Between Member Banks and Their s (Regulation W)”
12 CFR 250.165, “Bankers’ Acceptances: Definition of Participations”

i redit Transactions”

inst Documents”

FSAs

12 CFR 32, “Lending Limits”

12 CFR 160.30, “General Lending and Investment Powers of Federal Savings Associations”

12 CFR 160.50, “Letters of Credit”

12 CFR 160.60, “Suretyship and Guaranty”

12 CFR 160.120, “Letters of Credit and Other Independent Undertakings to Pay Against
Documents”

12 CFR 163.177, “Procedures for Monitoring Bank Secrecy Act Compliance”

12 CFR 163.180, “Suspicious Activity Reports and Other Reports and Statements”

12 CFR 223, “Transactions Between Member Banks and Their Affiliates (Regulation W)”
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Comptroller’'s Handbook

Examination Process
“Bank Supervision Process”
“Community Bank Supervision”
“Federal Branches and Agencies Supervision”
“Large Bank Supervision”
“Sampling Methodologies”

Safety and Soundness, Asset Quality
“Accounts Receivable and Inventory Financing
“Asset-Based Lending”
“Commercial Loans”

Safety and Soundness,
“Asset Securitization”

Safety and Soundness, Managemaffit
“Internal and External Audits”

Safety and Soundness, Sensitivity to Mar
“Financial Derivatives and Trading Activiti

Safety and Soundness, Other Activities
“Payment Systems and Funds Transfer Activities

OCC Issuances

Banking Circular 181 (Rev), “Purchases of Loans in Whole or in articipations”
(August 2, 1984)

OCC Bulletin 2004-20, “Risk Management of New, Expanded, or Modified Bank Products
and Services” (May 10, 2004)

OCC Bulletin 2009-8, “Country Risk: Changes to the Interagency Country Exposure Review
Committee Process” (March 4, 2009)

OCC Bulletin 2010-24, “Interagency Guidance on Sound Incentive Compensation Policies”
(June 30, 2010)

OCC Bulletin 2013-29, “Third-Party Relationships: Risk Management Guidance”
(October 30, 2013)
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Other

Federal Accounting Standards Board
ASC 310, “Receivables”
ASC 310-20, “Receivables—Nonrefundable Fees and Other Costs”
ASC 450, “Contingencies”
ASC 460, “Guarantees”

Federal Financial Institutions Examination Council
FFIEC Bank Secrecy Act/Anti-Money Laundering (BSA/AML) Examination Manual
FFIEC Information Technology (IT) Examination Handbook

International Chamber of Commerce
International Stag@by Practices, 1998 edition
Uniform Cust@fMg an@\Practices for Documentary Credit

mmgissioners on Uniform State Laws

Q
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National Conferencg of

Uniform Commerci@l C
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