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1 | Introduction

Trade finance is critical for the facilitation of

international trade by overcoming the chal-

lenges of information asymmetry, contract

enforcement and liquidity issues inherent in

cross-border transactions. A key instru-

ment used by banks in trade finance is the

letter of credit. In a typical cross-border

trade operation involving bank intermedia-

tion, an importer (buyer) would request a

bank2 to issue a letter of credit which

would represent its obligation to pay the

exporter (seller3) provided the terms of the

contract are fulfilled. Hence, the letter of

credit provides a guarantee to the expor-

ter (seller) that the payment for the goods

or services he provided will be made since

an established financial institution is not ex-

pected to default on a payment. 

This brief summarizes the main findings of

the AfDB’s report on trade finance based

on a survey covering 277 banks in 45 Afri-

can countries in 2011 and 2012. Specifi-

cally, it gives a description of the extent of

use of letters of credit by African banks to

facilitate cross-border trade. It also exa-

mines pricing and constraints that prevent

banks from meeting the existing demand

for this instrument. 

2 | Letters of Credit 

According to BIS (2014), letters of credit

account for 50% of the value of global

trade finance. In Africa, virtually all banks

engaged in trade finance issue letters of

credit. Specifically, the survey (AfDB 2014)

shows that the proportion of respondent

banks that issued letters of credit was

94% in 2011 and 96% in 2012 (Figure 1).

These rates are similar across banks with

different ownership structures, as well as

across sub-regions.

The average annual number of letters of

credit issued by African banks in 2011

and 2012, was 380 and 400, respectively

1 Ousman Gajigo, Thouraya Triki, Lamin Drammeh, and Mouna Ben Dhaou are respectively, Principal Research
Economist, Chief Country Economist, Senior Investment Officer and Consultant at the African Development
Bank.

2 The bank that opens or issues the letter of credit is known as the issuing bank.
3 Also known sometimes as the ‘beneficiary’.
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(Figure 2). These letters had an average value ranging from

USD 1.65 million and USD 2.34 million, although important va-

riations exist across sub-regions. For instance, the average va-

lue stood at USD 0.6 million in Eastern Africa and about USD

7 million in Southern Africa. The Central Africa sub-region

shows the second highest average value for letters of credit

issued (USD 6 million), which is surprising given the average

size of its economies. Similarly, there is significant variation

across bank types. For instance, the median value of letters

of credit for majority government-owned banks (USD 5 million)

is significantly higher than other types of banks, which all

have average values less than USD 2 million (Figure 2). 

Figure 1 Share of banks having issued a letter of credit by Ownership 
Structure type and sub-Region
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3 | Pricing of letters of credit 

Pricing of letters of credit provide interesting insight about the

ease of access of trade finance for African firms. The distri-

bution of quarterly fee rates charged by African banks on their

issued letters of credit is presented in Figure 3. The modal

quarterly fee rate for issuing a letter of credit ranges between

0.6% and 1%. For about two-thirds of the responding banks,

quarterly fee rates for letters of credit do not exceed 1%. 

The distribution of fee rates for African banks did not chan-

ged much between 2011 and 2012. Unfortunately, it is diffi-

cult to tell from the survey how the distribution of these rates

compares to those charged at the height of the 2008 global

financial crisis but some inferences could be drawn from

other surveys. The 2013 ICC’s survey of banks showed that

the majority of banks reported no increase in fees between

2011 and 2012 compared to the preceding two years. This

suggests that pricing for letters of credit has stabilized so-

mewhat following the increase triggered by the 2008 global

financial crisis. Given the conclusion reached by the IMF and

BAFT-IFSA (2011) survey that the letter of credit pricing in-

creased by about 2 percentage points between 2009 and

2010, current rates are likely to be still higher than the pre-cri-

sis level.

Across countries, there is a negative correlation between the

level of fees for opening letters of credit and the level of fi-

nancial system development in the issuing bank country.

Specifically, North and Southern Africa have the lowest ave-

rage fee rates for issuing letters of credit. The correlation is not

perfect though as Eastern Africa shows a slightly higher ave-

rage fee rate than the Central African sub-region even though

the former has relatively more advanced economies. 

Figure 2 Number of Letters of Credit Issued in Africa
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Figure 3 Average Quarterly Fee Rate for Issuing Letters of Credit from 2011- to 2012

4 | Unmet Demand: Rejection Rates 
for Letters of Credit  

Direct evidence for unmet demand for trade finance in Africa

has been lacking due to data unavailability. The AfDB survey

provides some evidence on this using the rejection rates dis-

closed by our respondent banks. The modal rejection rate of

letters of credit in the survey sample is less than 10% (Figure

4). Specifically, about 90% of the responding commercial

banks that issued letters of credit had a rejection rate that is

less than 9%. And only about 2% have a rejection rate of over

30%. This relatively low rejection rate, compared to those re-

ported on traditional loans, is likely a function of the self-se-

lect nature of clients that apply in the first place. For instance

firms that are likely to apply for letters of credit are usually exis-

ting clients of the banks. Therefore, the number of applicants

is likely to underestimate the actual need for trade finance.

Even with this restricted sample, it still indicates a substan-

tial degree of constraints for firms that ultimately need the fi-

nancing.

Figure 4 Banks’ Rejection Rates for Letters of Credit Issuance Applications from 2011 to 2012
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The reasons disclosed by responding banks for the rejections

of letters of credit are quite varied (Figure 5). The most fre-

quently cited reason (40%) is the credit worthiness of clients.

This underscores the high level of information asymmetry pre-

vailing on African credit markets given the lack of credit re-

porting systems as well as poor capacity of African firms. It is

unlikely that all the firms or individuals that are rejected for this

reason are not credit worthy. More likely is the situation where

banks are not always able to appraise the credit worthiness

due to lack of information on the credit histories of the indivi-

dual or firms. In other developed market, this problem is mi-

tigated by the presence of credit bureaus that provide credi-

ble information on the credit histories of borrowers. Client

credit worthiness, while a persistent problem, can also be exa-

cerbated during or after a financial crisis. This is because

counterparts in other regions of the world can push African

banks to be more risk averse even though trade finance is not

as risky as other bank activities (Malouche, 2009).

Another major reason for banks rejecting requests for opening

a letter of credit is foreign exchange liquidity (9%) (especially

US dollar). This constraint is a universal problem in this sec-

tor, including other regions of the world (BIS, 2014). The

main reason for this challenge is that the US dollar is the main

currency for trade finance with about 80% of letters of credit

being denominated in US dollar (ICC, 2012). The other po-

tential competitors for the US dollar are far behind. For ins-

tance, only about 7% of global trade was denominated in

Euro in 2012. For Africa, the Euro accounted for 4% of the

LCs issued. While it is expected that the Euro, and especially

the Chinese Renminbi will increasingly play larger roles in this

market, the US dollar is expected to remain dominant in the

foreseeable future. Given this constraint for African banks, the

AfDB’s trade finance program where it provides lines of cre-

dit denominated in US dollar or other foreign currencies fills

a major gap since commercial sources of foreign currency can

be scarce. 

Another significant reason for banks denying requests for is-

suing letters of credit is the lack of sufficient limit that African

banks have with their confirming banks (9% of responding

banks cite this reason). For obvious prudential reasons, confir-

ming banks have limits for each issuing bank. The latter serves

as an upper bound for the value of trade that is confirmed

through a given issuing bank. Confirming banks have also

country limits which restrict the amount of business they

could do with all issuing banks operating in a single country.

Some of the limits faced by African banks are binding for rea-

sons such as country size, balance sheet limit and other re-

levant risk issues. In other words, the size of the limit for each

African bank is usually positively correlated with country size

and economic stability but negatively with the country’s fragi-

lity. In fact, many foreign-based confirming banks require cash

collateral from African banks to confirm letters of credit when

the limits are reached even though trade finance transactions

are low-risk and self-liquidating. 

Trade finance programs implemented by development finance

institutions such as the AfDB offer, among others, risk parti-

cipation agreement (RPAs) that are particularly suited to ad-

dressing this type of constraints. In a typical RPA, the AfDB

shares with a confirming bank up to 50% of the credit risk on

a portfolio of trade finance operations issued by African banks

and backing a trade transaction with at least one leg in Africa.

This allows confirming banks to increase their risk headroom

and therefore to confirm a greater number of letters of credit

issued by African banks.

Single obligor limit is another reason (16%) cited by respon-

ding banks to reject requests to issue letters of credit. Many

banks offer trade finance services to existing clients. This

means that requests for trade finance are likely to come on top

of existing lending to that client. Therefore it is not surprising

that single obligor limits can become binding for banks. Ano-

ther explanation for this result is the relatively small size of the

balance sheet of African banks, which restricts the amount of

business that any particular issuing bank can do with a client

(Beck et al. 2011). 

There is also a correlation between rejection rates and US dol-

lar liquidity. Specifically, banks with rejection rates over 30%

are disproportionately likely to declare US dollar liquidity as a

major constraint. Similarly, when insufficient limit with confir-

ming banks is a binding constraint, banks are likely to have a

high rejection rate for letters of credit. In addition, quarterly fee

rates are likely to be higher for banks that are particularly

constrained with US dollar liquidity and lack limits with their

confirming banks.
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Figure 5 Reasons cited by banks as justification of rejecting letters of credit applications over period 2011-2012

5 | Conclusion  

Letters of credit are critical instruments in trade finance and

facilitate international trade transactions. They account for

about half of the value of international trade. The AfDB

trade finance report (AfDB 2014) summarized in this brief

highlights the importance of this instrument for Africa. Des-

pite this importance, there are many constraints faced by

commercial banks in issuing letters of credits to support the

international trade transactions performed by African firms.

Consequently, there is opportunity for DFIs such as the

AfDB to put in place programs and operations aimed at re-

laxing those constraints. Specifically, the Bank’s recent

Trade Finance Program addressed some of the key

constraints revealed by the survey, namely USD liquidity and

limit constraints.
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