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Abstract

Countries' risk in choosing the type of finance products in international trade is
important. Firms can buy special trade finance products from banks, the most
common of which are letter of credit (LC), cash in advance (CA) and open account
(OA). Based on import’s data of Iran from 79 countries during the years of 1393-
1396 And using the panel data econometric model, this paper explores the effect
of rule of law in origin and destination as a measure of countries' risk on choice
of finance products in international trade. The countries are divided into three
groups: low risk, medium risk and high risk. The results in this study showed that.
Letters of credit are employed the most for export to countries with intermediate
rule of law(contract enforcement), and they are used for riskier destination than
cash in advances. As countries' risk increases, the use of letter of credit increases,
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but this relationship is not linear, so firms use less letter of credit with high-risk
) countries and use more open account. In other words, the effect of countries'
JEL: . . " s
F1 Fl4. F19 risk or the rule of law index on employed the "letter of credit" as one of the

important finance products is "hill-shaped".

Extended Abstract reduce their risks using them (Sherlock,
2008). One of the most famous of these tools

1. Introduction is letter of credit (Schelin, 2004).

Traders dealing with international trade, i.e.
exports and imports, are always faced with a
risk called business risk. This risk is due to
the importer's lack of mutual knowledge of
the exporter and vice versa in international
trade. To reduce business risks, banks
introduce financial tools and merchants
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Documentary validity is an irreversible
written commitment of a bank at the request
of the buyer, which gives credit to the
beneficiary within the deadline and in return
for certain documents (Afshar & Mousavi,
2018). For example, if the importer wants to
import the goods, he or she cannot pay the
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amount to the exporter and waits for the
goods to be received by him. Because the
seller may not send a portion of the goods or
send the goods in lower quality than the
original contract or not send the goods at all.
The same risk exists for the exporter, if he
first exports the goods and after receiving
the goods by the importer waits to send the
amount of the goods, then all risks will be
taken to the exporter. To counter this risk,
banks intervened as third in these
transactions and provide tools through
which they exchange safely and trade risks
for merchants and eliminates (Mann, 2000).
The question of this research is what criteria
do merchants use letter of credit to trade
with other countries?

2. Research Methodology

In this paper, the impact of the partner
country's risk on the number of letter of
credits is investigated using data related to
Iran's imports from 79 countries which were
conducted with the opening of letter of
credits in 2014-2017. These data were
obtained from The Customs Information
Technology Office of the Islamic Republic of
Iran. Also, the risk of countries synonymous
with the rule of law index is introduced
which is available in the World Bank portal.
This research hypothesizes that the
commercial risk of the countries of origin
and destination has a nonlinear effect on the
selection of the type of trading instrument
between the two countries. In this research,
using the econometric model of integrated
data, the effect is estimated. Wherever there
is talk of risk, the level of rule of law is low,
which risks and concerns about not
receiving funds for the exporter. It should be
noted that the lower the risk of the exporting
country, the higher the risk level of Iran. So,
wherever the risk is greater, it means that
Iran's risk is higher for the exporting
country, which means that it has a higher
rule of law than Iran.

3. Research Findings

With the increase in the rule of law index in
Iran's trading partner country, merchants in
those countries prefer to use financial
instruments that cover the risk to export
their goods. One of these tools that cover the
risk is "the letter of credit". The results of this
study showed that traders use less letter of
credit tools and trade more than remittance
tools to trade with low-risk countries. As
countries' risk increases, the use of the letter
of credit instruments increases, but this
relationship is not linear so that traders use
less letter of credit and use more open
account tools in doing business with high-
risk countries. In other words, the effect of
countries' risk or the rule of law index on the
rate of use of "letter of credit instrument” as
one of the important financial instruments in
the form of "hill-shaped". In this paper, this
graph is simulated using Iranian trade data.

4. Conclusion

Itis suggested that after the opening of Swift
and access to all Swift information, the
model of this research be re-estimated for
future research, taking into account Iran's
export statistics and the amount of credit
opening. The most important policy
proposal is to make efforts to improve the
rule of law index to reduce transaction costs
in international trade. Meanwhile, the
ranking of the rule of law index in Iran in
2020 is 109 out of 128.
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