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LETTERS OF CREDIT

Introduction

In international sales, because of the long periods during which the cargo is in transit and the locg_
tion of the seller and the buyer is in different countries, problems arise when it comes to Payment
since a simultaneous exchange of goods for money is not possible. The seller (exporter) canngg
deliver goods to the buyer (importer) with one hand and take money from the buyer with the
other. Ideally, the exporter would prefer to be paid for the goods as soon as they are put on boarq
the ship. Financially, it is best if capital tied in the goods is released at the earliest opportunity, sg
that uncertainty about whether payment will be received on arrival at the destination is removed,
Insolvency of the importer by the time goods reach their destination, or inability to raise sufficient
funds to pay for them, does not concern the exporter. Of course, the seller could sell the goods a¢
the port of destination, if he still retains property in the goods but then takes on the risk of unfamijl-
iar conditions of a foreign market. Equally troubled about tying capital to cargo in transit, the buyer
would wish to delay payment until arrival. Payment on arrival would also enable him to ascertain
that he has not received sub-standard goods.

Payment can be affected in a number of ways. The degree of risk, be it from the seller’s
perspective or the buyer’s, is dependent on the mode of payment. Which method is used is guided
by factors such as the bargaining strengths of the parties to the sale contract, the economic climate in
the importing and exporting countries, the political stability of the countries affecting the sale trans-
action and the degree of trust and confidence of each party in the other. Payment may be affected by:

(al
(b]
{c)
{d)

open account,

bill of exchange,

documentary bill and

letter of credit (also known as documentary credit).

This chapter examines the first three modes of payment briefly to assess their relative strengths
and weaknesses before focusing on letters of credit (also known as documentary credits or com-
mercial credits),' the most frequently used mode of payment.

Open account

Parties to a sale contract may agree to payment by cash on order. This type of arrangement expose!
the buyer to maximum risk since he parts with the cash before delivery. The parties may agree
payment on sight of documents (‘sight payment’). On presentation of documents,? the buyer remit
money to the buyer, using telegraphic transfer or mail transfer. Such arrangements are extreme
risky from the exporter’s point of view and are used only when he has confidence in the financia
standing of the importer. This may have been established through past dealings with the importe
Typically, this arrangement is used in transactions between a parent and its subsidiaries.

Where the exporter is unsure about the financial health of the importer, he could arrange fo
payment in cash against documents, or on delivery. This way, he protects himself from the financi
disasters of the importer. In rail and road transport, it is common for the rail or road carrier (72l
port operator) to undertake the task of collecting cash on delivery (COD) of goods at destination

1 See also ‘Standby letters of credit’, below.

2 Typically, transport documents, such as a bill of lading or certificate of quality. See also Chapters 1, pp 30, and 6, pp 174-85-

3 See, for example, CIM Rules (Uniform Rules Concerning the Contract for the International Carriage of Goods by Rail) (Chapter 18
in relation to rail and The Convention on the International Carriage of Goods by Road 1956 (CMR) (Chapter 12) in relation (0 9

BILLS OF EXCHANGE

COD can also be used where the buyer collects goods from the seller’s premises, as in ‘ex
works’ contracts.*

Bills of exchange

rhe parties may agree to affect payment by bill of exchange. A bill of exchange (also known as a
draft), along with others (e.g., cheques or share warrants), belongs to a class of documents called
negotiable instruments. A negotiable instrument, which evidences an obligation to pay money by
pne party to another, has the following characteristics. First, it is transferable by delivery and, with
the transfer, rights embodied in it are transferred, such that the transferee can enforce them in his
own name. (No notice to the obligor, or assignment, is necessary.) Second, where the transferee
takes it in good faith and for value, he takes it free of any defects of title of the transferor.®

The bill of exchange is an autonomous contract and is not affected by breach in the underlying
contract that resulted in the creation of a bill of exchange. Because of these characteristics, bills of
exchange are treated as cash.®

The law relating to bills of exchange in English law is to be found in the Bills of Exchange
Act 1882 (hereinafter ‘BEA’). Section 3(1) defines a bill of exchange as ‘an unconditional order in
writing, addressed by one person to another, signed by the person giving it, requiring the person to
whom it is addressed to pay on demand or at a fixed or determinable future time a sum certain in
money to or to the order of a specified person, or bearer’.” A bill of exchange will look something
like this:

Suppose that Smokey Sprays Ltd (S) has sold sprayers worth £1,000 to Benedict Noble (B).
§ (drawer) will draw a bill of exchange on B (drawee). It will be drawn in favour of a payee (to
whom money is payable). It is not necessary that the payee is a third party. It could, for instance, be
drawn in favour of the drawer (see Figure 15.1), or the bearer (see Figure 15.2). As to when money
is payable will depend on the terms of the bill. Where it is payable on demand, or at sight (known
as sight bills), money is payable on presentation. Where money is payable at a fixed or determinable
time in the future (known as time bills), the buyer gets credit until the due date. The seller, for his
part, will be able to realise money by selling the bill of exchange at a discount.® A time bill will be
sent to the drawee for acceptance, who, if willing, will enter the words ‘accepted’ and sign it. On
acceptance, the drawee will become the acceptor. It is not necessary that the bill is accepted by the
drawee prior to negotiation (i.e., transfer by delivery), if a bearer bill (s 31(2)), or by endorse-
ment and delivery, if an order bill (s 31(3)). The rights of the party to whom the bill is negotiated
(boider) will depend on his status as holder. All holders are prima facie presumed to be holders in
due course (s 30(1)), unless it is admitted or proved that the acceptance, issue or negotiation of
the bill is affected by fraud, duress or illegality (s 30(2)). In this case, the holder has the burden of

PTOVI’ing, according to s 30(2) of the BEA, that, subsequent to the alleged fraud or illegality, value
has in good faith been given for the bill. A holder in due course takes the bill of exchange free of
any defects and will be able to enforce payment against all parties liable on the bill (namely, indors-

€15, drawer and drawee). Any personal defences that may exist between the parties do not affect the

.h01der in due course (s 38(2)). However, the holder in due course must meet the conditions laid
down in 5 29(1) of the BEA.

-

# See Chapter 1, Bx Works.

: E:dvcwtfonciuofﬁnglmd (1873) IR 8 QB 374, at p 382.

7 50 a?:sc}') K!nt Ltd v Kammgarn Spinnerei GmbH [1977] 2 AL ER 463, acp 470.

8 1 0 Hflmllton v Spottiswoode (1894) 4 Ex 200; Korea Exchange Bank v Debenhams [1979] 1 Lloyd’s Rep 548.
International Steel Stahl und Eisen GmbH and Co KG v Robert Nichols (Steels) Ltd [1978] QB 917.

| 433




434 | LETTERS OF CREDIT BILLS OF EXCHANGE | 435

Figure 15.1: IHlustration of an order bill of exchange Regularity is a different thing from validity. The Act itself makes a careful distinction between

them. On the one hand, an indorsement which is quite invalid may be regular on the face of it.

Thus, the indorsement may be forged or unauthorised and, therefore, invalid under s 24 of the Act,

1 March 2009 but neverthele?s there néay be nofhing at;out it to give r:isﬁ to any suspicitl)n. The bill isr:::eln quge

: ular on the face of it. Conversely, an indorsement which is quite irregular may nevertheless be

2[1) gggs after date pay to our order the sum of one thousand pounds, value received. I vrgﬁd. Thus, by a misnomer, a payee may be described on the face of the bill by the wrong name,

' nevertheless, if it is quite plain that the drawer intended him as payee, then an indorsement on

Smokey Sprays Ltd the back by the payee in his own true name is valid and sufficient to pass the property in the bill

To: Benedict Noble Ltd, . but the difference between front and back makes the indorsement irregular unless the payee
Mollies Lane, adds also the misnomer by which he was described in the front of the bill [at p 226].

New York.

Exeter |

A drawer and payee cannot be holder in due course for the simple reason that s 29 requires
the bill of exchange be negotiated to the holder. However, a drawer or payee can become a holder

Figure 15.2: Ilustration of a bearer bill of exchange in due course in circumstances prescribed by s 29(3), which provides:

Exeter A holder (whether for value or not], who derives his title to a bill of exchange through a holder in
1 March 2009 | due course, and who is not himself a party to any fraud or illegality affecting it, has all the rights

30 days after date pay to bearer the sum of one thousand pounds, value received. of the holder in due course as regards the acceptor and all parties to the bill prior to the holder.

£1,000

Smokey Sprays Ltd For instance, where the seller, S (the drawer/payee), indorses the bill to I1, I1 indorses it to 12,

and I2 indorses it to S, S will be a holder in due course under s 29(3). This issue was considered
in Jade International Steel Stahl und Eisen GmbH and Co KG v Robert Nichols (Steels) Ltd.'® Jade International sold
steel to the defendants and drew a bill of exchange on the buyers. The sellers discounted the bill
to Sparkasse, a German bank. They discounted it to another German bank, and they, in turn, to
Midland Bank. Midland Bank presented the bill to the buyers, who accepted it, but subsequently
A holder in due course is a holder who has taken a bill, complete and regular on the face of it, dishonoured it. Midland Bank exercised its right of recourse against the German bank, which, for
under the following conditions, namely: its part, exercised its right of recourse against Sparkasse. It, eventually, reached Jade International,
who brought an action against the buyers. The question before the court was whether the sellers
{a)  that he became the holder of it before it was overdue, and without notice that it had been as drawers/payees had become holders in due course under s 29(3) of the BEA. In a unanimous
previously dishonoured, if such was the fact; decision, the Court of Appeal found that Jade International had lost their capacity as drawer on
{b)  that he took the bill in good faith and for value, and that at the time the bill was negotiated tg discounting the bill and acquired the capacity of holder in due course when the bill was delivered
him he had no notice of any defect in the title of the person who negotiated it. to them as a result of Sparkasse’s right of recourse.
A bill of exchange offers the seller the opportunity to realise cash, and the buyer obtains credit
A bill will be regarded as regular if there is nothing on the bill to arouse suspicion. In Arab Ban under a time bill. However, as Jade International exhibits in the previous example, a buyer (drawee)
Ltd v Ross,” the payee, Fathi and Faysal Nabulsy Company, discounted the bills to the bank. The backs may dishonour a bill that he has accepted — that is, not pay the money when the bill is presented for
of the bills were indorsed ‘Fathy and Faysal Nabulsy’. The word ‘Company’ was omitted. The issu payment on the due date. Although the primary liability lies with the drawee, the drawer becomes
was whether the bank could claim against Ross as holders in due course. The court held that the liable on recourse, provided notice of dishonour has been given by a holder or indorser. So, the
bank was not a holder in due course since the bill was irregular on its face. It did not set out the seller might find himself holding the short straw where the buyer does not honour his obligations
indorser’s name in full. According to Lord Denning 1J: under the bill of exchange.
Mention needs to be made of the United Nations Convention on International Bills of Exchange
The first question in this case is whether the Arab Bank Ltd were holders in due course . . . and International Promissory Notes (hereinafter ‘UNCITRAL Convention’) adopted in 1988." This
that depends on whether, at the time they took it, it was ‘complete and regular on the face of convention is not yet in force. It requires 10 states to take action to come into force. So far, it
it” within s 29 of the Bills of Exchange Act 1882. Strangely enough, no one doubts the ‘face’ of has received five ratifications/accessions.!? The intention, as with any international convention,

billincludes the back of it. | say ‘strangely enough’, because people so often insist on the literal is to harmonise the law relating to bills of exchange and, in doing so, introduces new concepts."*
interpretation of Acts of Parliament, whereas here everyone agrees that the literal interpreta-
tion must be ignored because the meaning is obvious . . . looking at the bill, front and back,
without the aid of outside evidence, it must be complete and regular in itself.

To: Benedict Nobte Ltd,
Mollies Lane,
New York.

10 [1978] QB 917.

1 The text of this convention is available at www.uncitral.org. Also reproduced in Carr and Goldby,, International Trade Law Statutes and
Conventions, 2nd edn, 2011, Routledge-Cavendish.

12 According to information available at www.uncitral.org.

13 For example, the notion of a protected holder. See Arts 5(g) and 29.

9 [1952] 2 QB 216.
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Cul.'rently., legislation in most countries follows either the Anglo-American system (reflected
United Kingdom (UK) BEA) or the Geneva system'* adopted by countries with a civil law syg :
ten

the distinction between different types of holders.'s
. The UNCITRAL Cc?nvention is primarily aimed at international bills of exchange, defined s
its Art 2(1). For attracting the application of the UNCITRAL Convention, Art 1( 1) r; ujre:d ‘
the bill of exchange be headed ‘International bill of exchange (UNCITRAL Conventioxil)' as .

’ W

third system that could affect a bill of exchange provided the factors set out in Arts 1 and 2

met. Unless there is a widespread willin
gness to adopt the UNCITRAI i ;
is disharmony and ey pt the Convention, all it prodyces

Documentary bill

The': parties may agree to affect payment through documentary bills. Here, the seller (drawer) &

a bill of exchange on the buyer (drawee) and attaches this to the bill of: lading The advan) P
the seller is that, on acceptance of the bill of exchange by the buyer, money can 'be obtain dca e
seller, before the maturity date of the bill of exchange, by selling it at a discount (discoui hY ;
a bank. As for the buyer, he obtains credit until the bill of exchange's maturity date. A ma'ounc]igsllt
vantage for the seller, however, with a documentary bill, is that the buyer may not 'hon01]u-rthe b?L}I

il;\: 'recou.rtile ttlcl) hierlrll. In tl;e t}Tvent of dishonour of the bill of exchange by the buyer, the property
ains with the seller and the buyer i i i i ’
S Acty?rg 1759r.equ1red to return the bill of lading to the seller according
If the buyer retains the bill of lading, he will be liable in conversion to the seller Were h
collect .the goods and sell them on to a third party, he will be liable to the seller again in.con 3 3
’I"he third party, as long as he has acted in good faith, may avail himself of the statuto =
t1'on under s 25 of.’ the Sale of Goods Act 1979 or s 9 of the Factors Act 1889. Since a doclz,nf::: :
Zﬂl arrangement is Open to abuse, it is common practice to use a bank for the presentation o}t:
ocuments and collection of payment. Acting on instructions from the seller, the seller’s bank (the
Zemlttmg bank) will arrange for a bank in the buyer’s country (the collecting bank) to deliver
Ocuments against acceptance of bill of exchange (D/A), or against payment (D/P).'* Where a cal-
lecting bank releases the documents without obtaining an acceptance or payment t.l';e seller can su
the collec,ting bank. Lack of privity of contract will not be an issue, since the remittin bank acts ate
the s-e]ler s agent."” Practices in relation to collection arrangements have been standafdised by th:
ICC in its Uniform Rules for Collections (URC). The latest version of the URC!® was formulated in
1995 and came into force on 1 January 1996.The revision was necessitated by developments in the

14 See Convention Providing a Uniform Law for Bill Goldl
: s of Exchange and Promissory Notes 1930, T i
International Trade Law Statutes and Conventions, 2nd edn, 2011, Routledge—Cavendisth reledin g "

15 See Odeke, “The United Nations Convention on International Bills of Exchange and Promissory Notes’ [1992] JBL 281

18 ICC Brochure No 522, 1995, ICC.

There are some differences between these two systems ~ for instance, in relation to forgeries

as included in the text. Were this convention to come into force, it would inevitably intrody,
ce 3

of exchange, in which case, the party to whom the seller discounted the bill of exchange would
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s of information technology and changing banking practices. As with other ICC rules, such as
INCOTERMS’IQ they need to be specifically incorporated in the contract.?®

Letters of credit

petiers of credit (also known as documentary credits or commercial credits) are better alterna-
ives to a documentary bill. Depending on the type of credit, they offer the seller (beneficiary ofa
credit arrangement) greater security”' Their popularity in international commerce has led judges
10 describe them as ‘the life blood of international commerce’.” Their origins have been traced to
various ancient cultures, such as that of Rome, Egypt and China. It is difficult to point with certainty
1o the culture responsible for introducing this mechanism in some form or another.* In modern
tmes, reference to letters of credit in England can be found in Pillans vVan Mierop.* Regardless of their
origins, merchants across the world embraced and continue to embrace them whole-heartedly, and
much of the law governing letters of credit is grounded in custom and mercantile practice.”

Law relating to letters of credit

No attempt was made to harmonise the law on letters of credit through international conventions.
A pear global unification, however, has been achieved through the efforts of the ICC, which is
responsible for the Uniform Customs and Practice of Documentary Credits (hereinafter ‘UCP’). An
eminent academic, Professor RM Goode, describes it as the ‘most successful harmonising measure
in the history of international commerce’.* The unification is, as Professor EP Ellinger (a leading
expert on letters of credit) observes, a consequence of necessity and use of banks as agents in
international trade.” The UCP was by no means an overnight success. The first set of rules drafted
by the ICC in 1929 was not well received, with adoptions from only France and Belgium. A new
version of the UCP, formulated in 1933, met with moderate success, with 40 countries adopting
it. The UK and the Commonwealth countries were not among them. The 1951 version, despite
adoption in 80 countries (including the US), was received unfavourably in both the UK and the
Commonwealth. A much revised version in 1962 (addressing the concerns of the UK) gained
acceptance in the UK. Further revisions were produced in 1974 and 1983 to refine some of the
provisions and introduce rules to reflect new modes of transport and emerging practices among
the mercantile community. Although the 1983 version was used in over 170 countries, the ICC
felt the need to undertake yet another revision in the 1990s and that resulted in the 1994 version
(UCP 500). However, the UCP 500, over time, came to be seen as complicated and prone to
ambiguity, which resulted in many presentations being rejected because of minor discrepancies
thus raising doubts about the role of letters of credit as a secure method of payment. So, the ICC

19 See Chapter 1, INCOTERMS 2010.

20 Ibid. See also ‘Lettexs of credit’, below.

21 See Letters of credit: their nature and advantages’, p 439.

22 United City Merchants (nvestments) Ltd v Royal Bank of Canada (The American Accord) [1982] 2 QB 208, at p 222; Harbottle (RD) (Mercantile) Ltd v
National Westminster Bank Ltd [1978] QB 146, at p 155.

23 See De Rooy, Documentary Credits, 1984, Kluwer, for an excellent, comprehensive account on the evolution of letters of credit.

24 (1763) 3 Burr 1663, at p 1668.

25 Many disputes relating to letters of credit are referred to arbitration. The International Center for Letter of Credit Arbitration
(ICLOCA) offers specialist arbitration in this area and their rules are modelled on the UNCITRAL Arbitration Rules. For more on
ICLOCA visit www.iiblp.org See also Chapters 19 and 20.

26 See Goode, Commercial Law, 2004, Butterworths.
27 See Ellinger, Documentary Letters of Credit: A Comparative Study, 1970, University of Singapore Press.




| 439
48 | LETTERS OF CREDIT LETTERS OF CREDIT

set to work again on the UCP in the early part of this decade, which culminated in the UCP 204
version (Publication No. 600).* The 2007 version is leaner than the UCP 500 and is more yga
friendly. Consisting of 39 articles, the UCP 600 applies only to irrevocable letters of credit Beside
undertaking a tidying up exercise, it also contains new articles on definitions and Interpretation:
thus providing for more clarity. For instance, Art 3 states how words such as ‘on or about’, ‘Pl‘Omp
‘immediately’, ‘to’, and ‘until’ often found in documents are to be interpreted for the Purpose
of the UCP 600, thus cutting down on the chances of uncertainty brought about by a variety of
interpretations. The UCP 600 also contains other new articles — for example, advising credits apg
amendments (Art 9), the effect of nomination (Art 12) and dealing with originals and opies
(Art 17). A number of articles found in UCP 500 have also been deleted (i-e., Art 5 on instructiop;
to issue and amend, Art 6 on revocable credits, Art 8 on revocation of credits, Art 12 on incompleg
instructions, Art 15 on complying presentation and Art 38 on other documents). In the following
sections all references to UCP are to UCP 600, unless otherwise indicated.

The UCP 600, like INCOTERMS 2000,% does not have the force of law in England. This meaps’
that the UCP needs to be specifically incorporated. In the absence of incorporation, it will not appl
This, for the most part, will not affect the rights and liabilities of the parties greatly under the credjg
since English courts do take mercantile customs and practices into account. Moreover, the rules of:
the UCP largely reflect those of common law, apart from a few differences. For instance, under At
18(c) of the UCE ‘the description of the good services or performance in the commercial invoice
must correspond exactly with that appearing in the credit’. There is, however, no correspending:
requirement at common law since, it seems, a commercial invoice need not contain a description
of the goods.*® The UCP also allows certain tolerances in quantity, credit amount and unit price in
Art 30, which is not the case in common law.*! Since the UCP does not have the force of law in
England, it will apply subject to any express terms. If an express term in the contract contradicts
the UCP terms, the former prevails. As Mustill ] stated in Royal Bank of Scotland plc v Cassa di Risparmio delle
Provincie Lombard®*:

... it must be recognised that [the UCP] terms do not constitute a statutory code. As their title
makes clear, they contain a formulation of customs and practices, which the parties to a letter
of credit can incorporate into their contracts by reference. If it is found that the parties have
explicitly agreed such a term, then the search need go no further, since any contrary provision
in UCP must yield to the parties’ expressed intention.

The UCP, it must be added, is not comprehensive. It does not, for instance, address the effect of
fraud or illegality on the documentary credit arrangement. The sections that follow, therefore, take
into account both the UCP provisions and common law, as relevant, when examining the nature
and characteristics of documentary credits, the different types of credits, and obligations of the
various parties involved in the transaction.

In 2007, the ICC also issued the International Standard Banking Practice (hereinafter ‘ISBP’),*
which explains in detail how the UCP 600 is to be applied. It provides a list of items that document
examiners need to check.

28 This publication is available for purchase from the International chamber of Commerce, available at www.iccwbo.org.
29 See Chapter 1.

30 Ireland v Livingstone (1871) 27 LT 79; see also Chapter 1.

31 See "Doctrine of strict compliance’, pp 447-50.

32 (1992) Financial Times, 21 January:

33 Publication No 681, ICC Publishing. The 2002 version of ISBP was a supplement to UCP 500.

’ it: their 1 ntages
ers of credit: their nature and adva . .
Le::r a documentary credit, the buyer (applicant) agrees to pay the seller (beneﬁaary? using
U:e]iable paymaster — generally, a reputable bank in the seller’s country — who pays against the
: sentation of stipulated documents that comply with the terms of the credit. The UCP defines

documentary credit in Art 2 as:

any arrangement, however named or described, that is irrevocable and thereby constitutes
;&efinite undertaking of the issuing bank (the bank that issues a credit at the request of an
applicant or on its own behalf] to honour* a complying presentation.

The documentary credit arrangement is advantageous to both seller and bu).fer. The seller has
the assurance that he will be paid by a bank — a reliable and solvent paymast(?r — in his own coun-
fry as soon as he presents the stipulated documents to it. If necessary, he will also be. able to use
the documentary credit arrangement (using special transferable or back—to.—back credit) to obtain

oods from the manufacturer.®® Localisation of the financial transaction, as in a c.onﬁrmed letter of
(g:mdjt, will enable the seller to sue the bank in his own country should it — for 1nstan3cse, refuse to
honour the credit on presentation of the documents specified in the contr'flct. of sale.*® The buyer
can raise funds from the bank on the strength of the documents, thus alleviating the need to have

sufficient funds to pay the seller.’”

Stages in a documentary credit transaction
A documentary credit transaction involves a number of stages:

Stage 1

The parties to the contract of sale agree to settle by documentary credit.®

Stage 2

The buyer (applicant) applies to his bank [issuing bank] to open a credit in‘favour of the
seller (beneficiary). The applicant will give details of the document.s reqmred,.s_uch as
transport documents, invoices, insurance policies, certificate of quality and certlflcate. of
origin to the bank.? The instructions will also include the time and place for presenting

documents.

34 Homnour according to Art 2 means:
a)to pay at sight if the credit is available by sight payment; N . .
Eb))to I:nz:ur a deferred payment undertaking and pay at maturity if the credit is available by deferred pa).'me_nt,
(c)to accept a bill of exchange (‘draft’) drawn by the beneficiary and pay at maturity if the credit is available by acceptance.

35 See ‘Back-to-back credits’, p 455.

36 See ‘Confirmed credit’, pp 455. oo 367 .

37 See Soproma SpA v Marine and Animal By-Products Corp [1966] 1 Lloyd's Rep 367, at p 385. . N

38 Deperl:da.nt (fn the terms of the contract, the provision for the opening of letter of credit may operate as a condition precedent to

the obligation of the seller to load the cargo. See KronosWorldwide Ltd v Sempra Oil Trading SARL [2.004] 1.Lloyd’s Rep 7.6(1).983 1
39 See Commercial Banking Co of Sydney Ltd v Jalsard Pty Ltd [1973] AC 279; European Asian BankA(,? v Punjab and Sind Bank (No 2) [ ] 1 WIR
642. See also Bayerische Vereinsbank Aktiengesellschaft v National Bank of Pakistan [1997] 1 Lloyd's Rep 59.
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Given the different methods for transport documents in use, the UCP makes proviei

fo'r the acceptability of these different transport documents. Articles 20, 21 a:dogésmns
with the marine bill of ading, non-negotiable sea waybill and charterpa'rty ;aill of | dc.leal
Alth?ugh Fhe UCP recognises these other types of transport documents in relation? o
carriage, it does not follow that these will be acceptable substitutes where the lett0 -
credit calls for a bill of lading. The UCP also enables the acceptability of air tra o
document (Art 23), multimodal transport document (Art 19), road and rail docurr]:::t:

(Art 24) provided the documents contai i i
N tain the stipulated information*! and
conditions as stipulated in the credit. e mestei

In relation to ins.u.rance, the banks will not accept cover notes [{Art 28(c))2 An insurance
document containing references to exclusion clauses will be acceptable [Art 28[j)] I

Stage 3

The issuing bank® (also sometimes called the opening bank) will generally instruct

correspondent bank in the beneficiary’s country to advise the seller of the openin 2
tllwe dos:umentary credit. (Note, however, that the issuing bank may advise the benif?
ciary directly, although this is rare.) The correspondent/advising bank“ would norm ll'-
although not necessarily, be the seller's bank. The instruction from the issuing b T( .
the advising bank will generally be worded as follows: .

Please advise the terms of this credit to the beneficiary [seller) without engagement on

y -
ou palt Flease 1onour p esentatio } 01 dOCU nents a“d deblt our account w th yOU in

The choice of bank in the exporter’s country will depend on the issuing bank’s bankin

networ%(. However, it is not unknown for a seller to insist on a particular bank to act az
.the ad\{lsing bank in the sale contract. For instance, American companies often insist that
Importing countries with nationalised banks use only major international banks (prefer-
ably U? or English) as issuing banks and advising banks. Hostility toward nationalised
banlfs is fuelled by lack of confidence about the solvency of such banks, fear of state inter-
ventlfnn, and possible claim of immunity from suit, in the event of litigat;on on the grounds
ofbelng an arm of the state.* Nationalised banks are commonty found in d'evelopin coun-
tries, such as India. The issue of which banks to use needs to be resolved when agreeing
to doc.umentary credit for affecting payment. If the documentary type is of a type called
a confirmed credit,* the correspondent bank will add its own confirmation to the credit.

40 Thatis, a straight bill of lading, For more on bills of lading, see Chapter 6
4' . s §
1 For example, the name of the carrier, place of destination and shipment, and indication that goods have been shipped on board

at the port of loading stated in the credit. See, for example, Art 20(a) (i)~(vi).

:-: ;n‘h U.CP .'.500 cover notes were acceptable provided the letter of credit authorised it.
e issuing bank is defined in Art 2, UCP as “The bank that issues a credit at the request of an applicant or on its own behalf",
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stage 4
The advising/confirming bank will inform the beneficiary of the opening of the credit.
Where the credit is a confirmed one, it is likely to contain a clause worded as follows:

We are requested to add our confirmation to this credit and we hereby undertake to pay
you the face amount of your bills of exchange (drafts) drawn within the credit terms and
provided such bills of exchange bear the number and date of the credit and that the
letter of credit and all amendments thereto are attached.®

As gathered from the reading of this clause, important rights in favour of the beneficiary
flow from the adding of the confirmation by a bank. These are considered later in this

chapter under Confirmed credit below.

Stage 5

The seller will ship the goods, provided the letter of credit conforms with what was agreed
in the sale contract. The seller, however, may decide to ship goods even where the terms
of the credit do not conform with the terms agreed in the contract of sale. The seller's
behaviour may constitute a waiver or variation, This will depend on the circumstances.”

Stage 6

On shipment, the seller will obtain the transport documents (e.g., bill of lading, consign-
ment note) and other documentation as required under the credit, such as certificate of
quality and certificate of origin, and present them to the advising or confirming bank.
The banks normally expect clean transport documents. A clean transport document
is defined in Art 27 as a document that ‘bears no clause or notation which expressly
declares a defective condition of the goods the packaging’. According to Art 27, how-
ever, the word ‘clean’ need not appear on the transport document, even if a credit has a
requirement for that transport document to be ‘clean on board'. Of course, it is open to
the parties to stipulate the notations or clauses that may be accepted.

Stage 7

The bank will effect payment, provided the documents conform. Payment will depend on
what has been agreed in the credit. The agreement may be for:

{a) payment at sight,
(b} deferred payment,
[c) acceptance credit (also known as usance credit or term credit) or

(d] negotiation credit.

Where payment at sight is agreed, the seller will receive cash on presentation of con-
forming documents. In a deferred payment situation, payment in cash will take place at
a future time as agreed by the parties - for example, ‘30 days after sight’, ‘60 days after
shipment'. In an acceptance credit, the bank will accept bills of exchange drawn on it

;:i:n;;u:iir:-en:, it ::1 obtain;‘iamages. See Bayerische Vereinsbank Aktiengesellschaft v National Bank of Pakistan [1997] 1 Lloyd’s Rep 59 A Pilt et exchange oud sl erimmetiee pamen [payment " SIght]
: Interesting case of Stendard Chartered Bank v Pakistan National Shipping Corp (Nos 2 ¥ .
Outlawing dishonest international traders’ [2000] LMCLQ 394. gl DI o 1 i

45 Clause used by National Westminster Bank Plc — Documentary Credits Service Booklet,

46 See Trendtex Trading Corp v Central Bank of Nigeria [1977] QB 529.

47 See ‘Confirmed credit’, pp 455.

48 Clause used by National Westminster Bank plc — Documentary Credits Service Booklet.
49 See “Waiver and variation’, p 460.




442 | LETTERS OF CREDIT

or payment on a fixed date or deter
likely to be a time bill, Once the bill
he will be able to sell it at 3 discou

minable future date (time bill). In most cases, it ig
of exchange is accepted and returned to the seller,

Stage 8

The advising bank or the confirmin
reimbursed by, the issuing bank, wh
and collect payment,

g bank will forward the documents to, and will be
ich, in turn, will pass the documents on to the buyer

T

-

he above stages can be diagramatically expressed in the following manner (Figure 15.3}:

Characteristics of letters of
and strict compliance

Fundamental to letters of credit are two
national commerce. These are:

credit - autonomy
characteristics which establish their importance in intep

(a] the autonomy of letters of credit and
(b)  the doctrine of strict compliance,

of the documents, not in respect of the
cannot get out of their obligations by pointing to incidents, such as shipment of defective goods.
This principle of autonomy, which sec

ures payment of price against documents, is well established
in law. As Jenkins LJ said, in Hamzeh Malas and Sons v British Imex Industries Ledst:

» and it seems to be plain enough that the
onstitutes a bargain between the banker and the ven-
the banker an absolute obligation to pay, irrespective

opening of a confirmed letter of credit ¢
dor of the goods, which imposes upon

d bank upon negotiation by nominated bank.
51[1958] 2. QB 127.

Stages in a typical documentary credit arrangement

‘Figure 15.3
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g: ir;)tl dlsp:te thdere Tay b: between the parties as to whether the goods are up to cont

- . Avendor of goods selling against a confirmed letter of iti i o

' _ dit is sellin
assurance that nothing will prevent him from receivi ice, That & ) e
' eiving the price. That is of no mean ad
\g/:seenn?e%otdhs :nan:factured in one cogntry are being sold in another. It is, furthermor\:aar:téIge
observec ha ve: ors are 'often |_"esellmg goods bought from third parties. When they are' do.be
o ,a w ten they are being paid by a confirmed letter of credit, their practiceis... to fin e
o ﬁ;’:aﬁ:;:’g‘ tsh2:<e:eosps(:1raryt_to be malde to their suppliers against the letter of credit. That sy:tzc,:
i lons, as | see it, would break down completely if a dis
t

the vendor and the purchaser was to have the effect of ‘freezing’, if | r¥1ay use lt)ll:a;ta :5 ey

the sum in respect of which the letter of credit was opened [at p 129].2 Xpression

The separation of the letter of credi i
: t transaction from the sale tr: i
sanct, is enshrined in Arts 4 and 5 of the UCP as follows: e ramaction, regarded 2 g

CREDITS v CONTRACTS

14] (a] A cfedit. by its nature, is a separate transaction from the sale or other contract o

;Nhlch it may be based. Banks are in no way concerned with or bound by such cor:
ract, even if Iany reference whatsoever to it is included in the credit. Consequently ;
the undertaking of a bank to honour, to negotiate or to fulfil any other ob?i' l ty‘
under the credit, is not subject to claims or defences by the applicant re _Q_i!_ i
from his rfaLazionsh'ips with the issuing bank or the beneficiary, . :
' A beneficiary can in no case avail himself of the contractual relationships existe
ing between the banks or between the applicant and the issuing bank P
ﬁ‘;fﬂ#}m bank should discourage any attempt by the applicant to T
&;ﬁ:wrﬁaﬁm credit, copies of the underlying contract, proforma invoi

(b}

Cona]i:zrzr; ;fi'tez Os;e]; an injunction to s.to'p the bank from paying where goods do not match the
o Jesr é)ate ,thl ut courts are unwilling to grant such injunctions. Discount Records Ltd v Barclays
= has S. O.n delivery of the cargo, the buyer discovered that some of the boxes
{oonich shoue ! bx;e contam}fd re'co.rds) ‘were empty, whereas others contained cassettes, rather
- court. e b dﬁrgsi):i ; ;1:11 ;I;j}m;tlo;l a:k st?p tﬁ}i bank from paying the seller. It was refused
. , the er's obligation to pay under the credi 4

:lt;:) f‘r’;n;bthac]al congact of sal-e, and the' court could intervene only Ii)f ); sufficiently ger‘i-::e";’:i;eﬂ:;
sho 11 ! OW buyers to intervene in the payment arrangements between the issuing bank and
eller (beneficiary) where the goods do not match the contract description would seriously

52 See al i i
[159875]0 IUEt:i ((;xtyRMcrchants (Tvestments) Ltd v Royal Bank of Canada [ 1 983] 1AC 168, at pp 182-3; Tuken Timber Ltd v Barclays Bank ple
yd's Rep 171, at p 174. The autonomy of the letter of credit was recently reasserted in Montrod Ltd v Gr::;kottcr

Fleischvertriebs GmBH, Standard Chartered Bank [2001] EW Civ 1954. See also Solo Industries UK Ltd v Canara Bank [2001] 2 Lloyd’s REP 57
) CA
Solo Ind td v Can 34

li courts were 0
eeriously affected.
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ffect international trade since the seller enters into the contract of sale with a documentary credit
rapgement in the belief that he will be paid under an irrevocable credit and may rely on the
| ovision of the credit to purchase goods from manufacturers, or manufacture the goods himself.

intervene, certainty of payment normally associated with commercial credits is

payment by the bank, however, does not affect the buyer’s rights under the contract of sale.
¢ buyer can always sue the seller for breach of contract in the event of receiving no goods, or

| mb-standa-rd goods.

The sanctity of the separation of a letter of credit from the underlying sale contract is also
illustrated by Power Curber International Ltd v National Bank of Kuwait,** where the English courts enforced
payment by the bank despite an order from a Kuwaiti court forbidding payment. In this case, Power
Curber, an American company, sold machinery to a firm in Kuwait. An irrevocable letter of credit
was issued by the National Bank of Kuwait, who instructed the Bank of America to advise the sellers
of the credit. On delivery, the buyers raised a counterclaim against the sellers and obtained a provi-
sional attachment order from the courts in Kuwait, restraining the bank from paying the seller on
the credit. The bank, who had a registered office in London, was sued by the sellers in the English
courts. At first instance, and in the Court of Appeal, it was held that the order obtained in Kuwait
did not affect the bank’s obligation to pay the seller on the credit since the bank is not concerned

with any dispute that arises from the contract of sale. As Lord Denning MR said:

___itis vital that every bank which issues a letter of credit should honour its obligations. The
bank is in no way concerned with any dispute that the buyer may have with the seller. The buyer
may say that the goods are not up to contract. Nevertheless, the bank must honour its obliga-
tions. The buyer may say that he has a cross-claim in a large amount. Still, the bank must
honour its obligations. No set-off or counterclaim is atlowed to detract from it . . . a letter of
credit is given by a bank to the seller with the very intention of avoiding anything in the nature
of a set-off or counterclaim [at p 1241].

The principle of autonomy favours the banks (be it an issuing bank or confirming bank) and
the seller. Banks are not placed under an obligation to ensure that the cargo corresponds to the
contract description. Risk is on the buyer, because he cannot involve the issuing bank to police
the seller’s activities in the exporting country. The principle of autonomy places the buyer at the
beneficiary’s mercy.

It is always open to the issuing bank to agree to get involved in the underlying sale contract —
to ensure the actual performance of the underlying contract. A reference to the sale contract with
statements such as ‘Documents evidencing shipment in accordance with Contract No BEN/CT/321
dated 12/7/98 must be presented’, found normally in letters of credit, is not indicative of consent
o the part of the banker. This view is preserved in Art 4(a) of the UCP when it states that reference
to the contract of sale in the credit does not destroy the separation of the credit transaction from
the sale transaction. Clearer words are needed for incorporation of the underlying contract into the
letter of credit.* It is questionable whether the wide wording — ‘any reference whatsoever to it’ —in
ATt 4(a) of the UCP will nullify an express term to incorporate the contract of sale in the letter of
credit under English law. As stated in Royal Bank of Scotland ple v Cassa di Risparmio delle Provincie Lombard,*
the UCP must yield to the parties’ expressed intention. In practice, it would be extremely rare to
find a bank willing to get involved beyond the level of payment against documents.

54 19817 1 WIR 1233.
55 For an American decision on this point, see NMC Enterprises Inc v Columbia Broadcasting System Inc 14 UCC Rep 1427 (1974 NYSC).

56 (1997) Financidl Times, 21 Janyary.
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ardly be seen as a threat to the lifeblood of international commerce [at para 68]

57 See “The Fraud exception’, PP 467-9.
58 [1983] 1 AC 168.
59 See Group Josi Re vWalbrook Insurance Co Ltd

1996 ’
60 [2003] EWHC 1927 (Comm). [1996] 1 Lloyd's Rep 345, at pp 362-3.
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Many interesting questions can be asked in this context. Is a bank under a duty to look into
underlying contract of sale before agreeing to issuing or confirming a credit? Is the bank
cted to have expert knowledge of descriptions used in a particular trade, scientific descriptions
of chemicals, and so on? If a bank is suspicious about the underlying transaction, should it make
further enquiries? How vigilant should the bank be?

the

poctrine of strict compliance
As stated earlier,®' the beneficiary will present documents to the issuing, advising or confirm-
ing bank as appropriate. Acceptance or rejection of the documents by the bank is dependent on
whether the documents conform on their face to the terms of the credit. If, on their face, they are in
sarict conformity with the terms of the credit, the bank will accept the documents. If they are not,
they will reject the documents. This is commonly referred to as the doctrine of strict compliance.
The tender of documents that are similar is not acceptable under the doctrine of strict compli-
ance. As Lord Summer said in Equitable Trust Co of NewYork v Dawson Partners Lt ,52¢. .. there is no room for
documents which are almost the same, or which will do just as well’ (at p 52). The strict applica-
rion of the doctrine is well illustrated by Moralice (London) Ltd v ED and F Man®® and JH Rayner and Co Ltd v
Hambros Bank Ltd.* In the former case, the credit stipulated a bill of lading for 5,000 bags. The bank’s
rejection of the tendered bill, which referred to 4,997 bags, was allowed. According to McNair J,
de minimis non curat lex could not be applied. In the latter case, the credit referred to a shipment of
‘Coromandel groundnuts’. The bill of lading tendered by the seller referred to ‘machine-shelled
groundnut kernels’. This was understood in the trade to be the same as ‘Coromandel groundnuts’.
The bank, however, rejected the documents, and the Court of Appeal held that it was right to do so.
According to Mackinnon 1J:

The words in that bill of lading clearly are not the same as those required by the letter of
credit. The whole case of the plaintiffs is, in the words of Lord Summer, that ‘they are almost
the same, or they will do just as well'. The bank, if they had accepted that proposition, would
have done so at their own risk. | think on pure principle that the bank were entitled to refuse
to accept this sight draft on the ground that the documents tendered, the bill of lading in par-
ticular, did not comply precisely with the terms of the letter of credit which they have issued

[at p 40].

He also went on to say that the bank was not expected to know the customary terms of the
trade, a reasonable view since the bank is an expert in finance and not in a particular trade. In other
words, the bank trades in documents, not in goods. This sentiment is also expressed in the UCP by
Art 5, when it states that parties to a documentary credit ‘deal with documents, and not with goods,
services or performance to which the documents may relate’.

Since the bank is not imputed with knowledge of trade practices, this means that the documents
must meet the specific requirements of the credit, however trivial they might appear. In Seaconsar v
Far Bast Ltd v Bank Makazi Jomhouri Islami Iran,® the credit required that each document tendered should
list the letter of credit number and the name of the buyer. However, these were omitted on one of
the documents, and the bank rejected the tender. The seller argued that the omission of the credit

61 See Stage 7 under ‘Stages in a documentary credit ransaction’, above.
62 (1927) 27 LIL Rep 49.

63 [1954] 2 Lloyd’s Rep 526.

64 [1943] 1 KB 37, at pp 40—1, per McKinnon LJ.

65 [1993] 1 Lloyd's Rep 236; [1994] 1 Lloyd’s Rep 1.
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number and name of buyer was of a trivial nature. The court held that the bank was entitled ¢q
reject the documents; the credit number and the name of the buyer could not be treated as trivial
since they were specifically required.

The harshness of the doctrine of strict compliance is eased by the UCP. Although Art 18(c)
requires that the ‘description of the goods in a commercial invoice must correspond with the
credit’, other documents, according to Art 14 (e) may describe the goods in general terms not con.
flicting with the description of the goods in the credit. The UCP also allows various tolerances jp
credit amount, weight and value of the goods under Art 30:

la)  The words ‘about’ or ‘approximately’, used in connection with the amount of the credit or
the quantity or the unit price stated in the credit, are to be construed as allowing a toleranee
not to exceed 10% more or 10% less than the amount or the quantity or the unit price o
which they refer.

[b] A tolerance not to exceed 5% more or 5% less than the quantity of the goods is allowed,
provided the credit does not state the quantity in terms of a stipulated number of packing
units or individual items and the total amount of the drawings does not exceed the amoung
of the credit.

{c)  Even when partial shipments are not allowed, a tolerance not to exceed 5% less than the
amount of the credit is allowed, provided that the quantity of the goods, if stated in the credit,
is shipped in full and a unit price, if stated in the credit, is not reduced or that sub-Art 30(b)
is not applicable. This tolerance does not apply when the credit stipulates a specific tolerance
or uses the expressions referred to in sub-Art 30(a).

Itis not uncommon for copies of documents to be tendered, rather than the originals. Although
the common law rule is that only originals are acceptable, Art 20(b) of the UCP 500 seemed to
relax this rule and allow documents that were not originals or did not appear to be originals since
it stated that, unless otherwise stipulated in the credit, banks would also accept as an original
document(s) a document(s) produced or appearing to have been produced:

(i} by reprographic, automated or computerised systems;
(i) as carbon copies;

provided that it is marked as an original and, where necessary, appears to be signed.

Article 20(b), however, created uncertainties and resulted in a number of cases in the English
courts. In Glencore International AG v Bank of China,®¢ the dispute was over photocopies of a certificate that
had been printed with a laser printer. The laser printed document and the photocopies were indis-
tinguishable. One of the photocopies was signed by the beneficiary and tendered. The documents
were rejected by the issuing bank. Two arguments were put forward in the litigation: one that the
signature on the document made it an original and took it outside the purview of Art 20(b); two,
if the document was caught by Art 20(b), then the signature was sufficient to mark the document
as an original. Both at first instance and on appeal, the arguments were rejected. According to Sir
Thomas Bingham MR, ‘a signature on a copy does not make it an original; it makes it an authenti-
cated copy; and Art 20(b) does not treat a signature as a substitute for marking as “original”, merely
as an additional requirement’ (at p 153). The documents needed to be marked ‘original’ to meet
the conditions set out in Art 20(b). The court perceived Art 20(b) as a clear provision intended to

66 [1996] 1 Lloyd’s Rep 135.
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clarify any doubts there might be about documents produced by modern technology. According to
sir Thomas Bingham MR:

... there is abundant room to debate what, in the context of modern technology, is an original.
A handwritten or typed document plainly is, but other documents can atso plausibly be said to
be so. Article 20(b] is, as it seems to us, designed to circumvent this argument by providing a
clear rule to apply in the case of documents produced by reprographic, automated or comput-
erized systems. The sub-article requires documents produced in a certain way (whether ‘origi-
nal’ or not) to be treated in a certain way. It is understandable that those framing these should
have wished to relieve issuing bankers of the need to make difficutt and fallible judgments on
the technical means by which documents were produced. The beneficiary’s certificates in this
case may, in one sense, have been originals: but it is plain on the evidence that they were pro-
duced by one or other of the listed means and so were subject to the rule [at p 153.

The scope of Art 20(b) was considered yet again in Kredietbank Antwerp v Midland Bank plc.¥” The
dispute was over an insurance contract produced with a word processor on headed, watermarked,
high quality paper. The contract was signed with a blue pen and stapled to a form containing
standard terms. The issue was whether the conditions stipulated in Art 20(b) applied to documents
produced by computerised systems. The defendants (the issuing bank who rejected the documents)
argued that it did and, since it was not marked ‘original’, it did not meet the stipulations laid
down in Art 20(b). The plaintiffs for their part.suggested that Art 20(b) did not apply to obvious
originals — the use of the word “also’ in Art 20(b) lending support for this view. Further, they said
that, even if the document under examination fell within Art 20(b), the documents tendered indi-
cated that it was an original. Although exhibiting sympathy with this suggestion, the court of first
instance held that the document fell within the purview of Art 20(b). According to Diamond J, the
requirement that the document be marked ‘original’ would be satisfied ‘if it’s a necessary implica-
tion from the terms and marks in the bill of lading, or . . . the set of documents, that the document
or documents are originals’ (at p 183). In the case under discussion, the document met the require-
ments since it was produced on original headed paper; it also stated that it had been issued both in
the original and duplicate (the duplicate being the photocopy of the document on the headed and
watermarked paper), and the photocopied document accompanied the document on the headed,
watermarked paper. On appeal, the court concluded that the document was not caught by Art 20(b)
but was clearly an original. In the words of Evans LJ:

.. . there is nothing in Art 20(b] which entitles the bank to reject an original document which
previously was a valid tender under the credit. A document which is clearly the original, in the
sense that it contains the relevant contract, and which is not itself a copy of some other docu-
ment, is certainly an original for the purposes. .. [at p 227].

Further, the use of the word ‘also’ in Art 20(b) indicated that the intention of the drafters was
to extend the types of documents that would be acceptable. Article 20(b) was not meant to apply to
documents that were originals but to those that were copies of an original document.

Subsequent to these decisions, the ICC (Commission on Banking Technique and Practice) in
1999 published guidelines for the purposes of interpreting Art 20(b).* They list a wide range of

67 [1998] Lloyd's Rep Bank 173; [1999] Lloyd's Rep Bank 219 (CA).

68 See 1999 Documentary Credits Insight. Also reproduced in UCP 500 and eUCP Publication No 500/ 2, 2002 ICC. Note: The ICC
also published four position papers in respect of Arts 9(d) (i), 18(b) (ii), 13(c) and Arts 23 and 24 of UCP 500. These are not
relevant to UCP 600.
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documents as originals that fall outside the ambit of Art 20(b): written/ typed/perforated docy, entered ‘Hong Kong duck feathe:rs - 85% .clean; 12. bf;\les each welllghlng :i];-o‘jlt l:r(l) 1:; ; ‘SNI::I i)bs-
ments; documents carrying a hand/facsimile signature; documents on original headed paper (orig- The bill of lading did not contain the entire description, ﬂ.lt}ilougankm en ted :h ° (focuments I')rhe
inal stationery); documents that state they are originals, unless the statements do not appear ¢ gible when all the documents tendered were .read. together. ef ag(;;p Z fence that the d.ocu—
apply to the document tendered. Statements such as ‘duplicate original’ and ‘third of three’ would puyer, when sued for reimbursement by the issuing bank, Put f(ir:lvi: dj; et e 2 deseriotion
also indicate that the document is an original in its own right. Article 20(b) applies to documeng ments tendered did not conform to the credit, since the bill o ; 8d lno tgted . ii]l 01,“
that are produced by a telefax machine, any document that appears to be a photocopy quantity and price of the goods. Th‘? court held that the buyer had not earbif sta —
marking, and a document that states that it is a true copy of another document or tha anothey Jading should contain all these details, and the bank had adopted a reasonal le meaning. .
document is the sole original.”® In linking the documents, the banks, however, must ensure that there is .Con51stency etween
The UCP 600 addresses what is acceptable as original for its purposes in much clearer terms the documents in that there must be unequiv?ciil sl 7t4o the same goods 1;1 a]lﬁ}rheioc()u;r:sn :i
than the earlier version of UCP Art 17 provides: In Bangue de I'Indochine et de Suez SA v JH Rayner (Mincing Lanf’,) Ltd,”* the contract was for i :u e > dlgn .
The credit required certificates of origin, EUR 1 certificates, and a full set of clean dSiIt: ta ge-
{a) At least one original of each document stipulated in the credit must be presented. According to the bills of Jading, shipment had taken place on board Mt.lrkhor,Tl;ut, accotrcamge 2)211;
(b] A bank shall treat as an original any document bearing an apparently original signature, magl of the certificates of origin, goods were on b9ud MV Markhor or substl.télte. ; ey e
stamp, or label of the issuer of the document, unless the document itself indicates that jt jg conclusion that it was unclear whether the bill of lading 'and the cergl Cagfﬁ? or:gn;sel n other
not an original. ring to the same parcel of sugar, since MV Markhor or substitute could be a different vessel.
[c)  Unless a document indicates otherwise, a bank will also accept a document as original if it: words, there was no consistency between the documents.

(i) appears to be written, typed, perforated or stamped by the document issuer’s hand: of
lil  appears to be on the document issuer’s original stationery; or

liii)  states that it is original, unless the statement appears not to apply to the document
presented.

Types of letters of credit o

Le{tgrs of credits are categorised into revocable and irrevocable credits, irrevocable confirmed a.nd

irrevocable unconfirmed credits. There are also a number of variants, such as transferable credits,

. ; i i dits. In this section,

If a credit requires presentation of copies of documents, presentation of either originals or back-to-back credits, revolving credits, red clause c:redlts and green clause Cr‘;ﬁ . 1(11 Fp—

copies is permitted. the nature and differences between revocable and irrevocable credits, and confirmed and unc

If a credit requires presentation of multiple documents by using terms such as ‘in duplicate’, firmed credits are examined, before moving on to the special forms.

‘in two fold” or ‘in two copies’, this will be satisfied by the presentation of at least one original

and the remaining number in copies, except when the document itself indicates otherwise, :

Revocable credit . herefore. will not anoly fo
It must be noted that the doctrine of strict compliance applies not only between the sellez and Unlike UCP 500, UCP 600 does not recogrse refrocla:ble credliant(}il,emesrib?z:; ::,1 tI:: Uc;p Sy 00.

the bank, but also between the buyer and the issuing bank,”! and between the issuing bank and the such credits. Parties who use revocable credits Wﬂl. ave 1o m € - ]

confirming bank.”” Article 8(a) of the UCP 500 defines a revocable credit as a credit which:

... may be amended or cancelled by the issuing bank at any moment and without prior notice
Ambiguous instructions from buyer and linkage of documents to the beneficiary.
It is extremely important that clear instructions are given by the buyer since ambiguity will mitigate . et .
i i i t. Desirable and
the doctrine of strict compliance. Where instructions are ambiguous, and the bank has construed In practice, banks normally inform the beneficiary of t1.1e :zlnthdr.awal o rc1Ir1eOtice t(:)s ble e
them reasonably, there would be no breach of contract. In Midland Bank Lid v Seymour,” instructions business-like though this may be, banks are not legally oblige t‘?n](g;v; 7;:1:10 e o e the:
were given on the bank’s application form. Under ‘Description, quantity and price’, the buyer The common law rule is no different. In Cape Asbestos Co Ltd v Lloyds Bank Ltd, . o o
sellers that they had opened a credit in their favour, and expressly stated "This is mere’1y an advice
for the opening of the above mentioned credit, and is not a confirmation of the same’. The sellers
initially shipped 17 tons of the cargo, for which they were paid under the credl,t by the bank.
;z :thoc"zl}l’ . sffa ::IOHETY oo :1:15 e e d Subsequent to the payment for the 17 tons, Lloyds Bank was instructed by the buyer’s bank that thef
or an excellent critique of these pro; s, see B tt, ‘Origi i the UCP’ [20017] LMCLQ 88. g i / i
71 See Equitable Trust Co Of(ikaofkvnme;ﬂo;ﬂs Ifde(1?77176) 27 &8111::;82;5' e . ° credit was cancelled. Lloyds Bank, however, failed to inform the beneficiary of the cancellation o

72 See Bank Melli Iran v Barclays Bank DCO [1951] 2 Lloyd's Rep 367. the credit. The sellers shipped the remaining cargo. On presentation of documents, the bank refused
73 [1955] 2 Lloyd’s Rep 147. In Credit Agricole Indosuez v Muslim Commercial Bank Ltd [2000] 1 Lloyd’s Rep 273, cl 9 of the letter of credit
stated that ‘original documents along with eight copies each of invoice, package list, weight and measurement list, Bill of Lading
and certification of origin should be sent to us by courier . . .". Credit Agricole did not send the weight and measurement list
or the certificate of origin and the tender was rejected by the Muslim Bank. The Court of Appeal held that Credit Agricole was
entitled to payment since it was unclear whether cl 9 was stating that the documents referred to were stipulated documents
essential for the operation of the credit. It did not as required by Azt 5(b) state precisely that the weight and measurement list

and certificate of origin were documents against which payment was to be made. See also Commercial Banking Co of Sydney Ltd v Julsand 74 [1983] QB 711; Baumwoll Manufactur von Carl Scheibler v Fumess [1893] AC 8.
Pty Ltd [1973] AC 279 at p 286. 75 [1921]WN 274.
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to pay. The sellers brought an action against the bank, claiming that the bank had a duty to inform
the seller of the revocation. The court held the bank had 1o legal duty. According to Bailhache J:

... the erucial question is whether the defendants are under any legal duty to inform the plain.-
tiffs when the credit is withdrawn of the fact of its withdrawal. Itis clear from the evidence that
it is the practice of the defendants to inform persons to whom credits of this kind are given of
the withdrawal of the credit, and that they would have done so in this instance but that, under
pressure of business, they forgot to do so. What has to be considered, however, is not the
practice of the defendants, but whether any legal duty is laid upon them to give notice. It isto
be observed that the letter of 14 June 1920, from the defendants to the plaintiffs, announced
the opening of a revocable and not of a confirmed credit. A letter in that form intimates to the
person in whose favour the credit was opened that he might find that the credit is revoked at
any time. That being the representation by the defendants to the plaintiffs, are the defendants
under any legal duty to give notice to the plaintiffs when the credit is revoked? . . . there is no
legal obligation on the defendants to give notice in the circumstances. In a case of this kind, the
wise course for the seller to take before making a shipment of the goods would certainly be to
inquire of the bank whether or not the credit had been withdrawn. The practice of the defend-
ants to give notice in such cases is a most prudent, reasonable and business like practice, and
I hope that nothing I have said in this case leads banks to alter that practice; but at the same
time, it does not seem to be based upon any legal obligation or duty. It has been said that the
defendants regard the giving of notice as an act of courtesy which they always perform excent
when, as in this case, it is unfortunately forgotten. That is the true view of the proceeding. |t
is an act of courtesy which it is very desirable should be performed, but it is not founded upon
any legal obligation [at p 275].

Bailhache J's suggestion that it might be prudent for the seller to inquire whether the credit js
withdrawn, or not, before making the shipment, is of interest. Whether this course of action will
aid the seller since the credit can be revoked at any time prior to acceptance of the tendered docu-
ments is questionable. It could well be that the credit is revoked after the seller’s inquiry, or before
the tender of documents.

In terms of risk, from the seller’s viewpoint, without doubt, revocable credits offer the least
security for obtaining payment from a bank since the issuing bank does not undertake to pay on
tender of stipulated documents. Coupled with this is the rule that there is no obligation on the part
of the bank to inform the beneficiary of revocation of the credit. Revocable credits are uncommon,
unless the sale transaction is, for instance, between sister companies, or between a parent and a sub-
sidiary, since the bank charges for servicing revocable credits are far lower than those for irrevocable
letters of credit. Economic conditions (e.g., recession) might fuel their use in the future.

The credit can be revoked either by the buyer (applicant), or the issuing bank on its own ini-
tiative, to protect itself should the buyer get into financial difficulties, A likely question is: at what
moment does a revocable credit become irrevocable? Until when can a bank revoke the credit? It
depends on the stage reached in the transaction. Until, and also on, presentation of documents, the
bank will be well within its rights to revoke the credit. Once documents are accepted, it will not
be able to revoke the credit. At the moment of acceptance, the credit stops being a revocable credit.
Article 8(a) of the UCP 500 states that the credit can be cancelled at any moment — this is meaning-
less, unless the words ‘prior to acceptance’ are inserted in this provision.

Because of the gap in time before transmission and receipt of instructions, it is possibie that
the advising bank receives instructions from the issuing bank to cancel or amend the credit after
it has paid the seller. In these circumstances, the issuing bank will have to reimburse the advising
bank under Art 8(b) of UCP 500.
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Realising the beneficiary’s exposure to great risk, common law and the UCP 1994 require
that the revocable or irrevocable nature of a documentary credit should be clearly spelt out. In the
absence of a statement to this effect, the credit will be regarded as irrevocable (Art 6(b) and (c)).7¢

[rrevocable unconfirmed credit

According to Arts 2 and 7(a) of the UCP, the issuing bank assumes the legal responsibility of paying
the beneficiary should he present the documents in accordance with the credit. Once the credit has
peen communicated to the seller, it cannot be amended or cancelled without the agreement of the
jssuing bank, confirming bank (if any) and the seller (beneficiary), according to Art 10(a) of the
UCP. The common law position is no different.

Payment will normally be arranged in the buyer’s country through an advising bank. (Appoint-
ment of an advising bank in the beneficiary’s country is not necessary. The issuing bank can advise
the opening of the credit directly, although this is unusual.) The advising bank acts as an agent of
the issuing bank, and does not give an independent undertaking to pay the seller. The undertaking
comes from the issuing bank. As apparent, a number of contractual undertakings are found in this
type of credit. They are:

fa) between seller and buyer as a result of the contract of sale;

[b)  between buyer and issuing banks, as a result of arrangements made for opening the credit;
fc]  between issuing bank and advising bank; and

l[d} between issuing bank and seller.

The undertakings found in an irrevocable credit can be diagrammatically represented as sub-
sequently shown in Figure 15.4.

In terms of risk, the beneficiary is in a far better position since the credit cannot be with-
drawn or cancelled as under a revocable credit. The disadvantage with an unconfirmed irrevocable
credit is that, should the issuing bank reject the documents, litigation will take place in a foreign
jurisdiction. The contractual undertakings between seller and buyer, buyer and issuing bank, and
issuing and advising bank present no problems at the conceptual level since offer, acceptance and
consideration are present in these undertakings. What is difficult to see is how there could be a
contractual link between issuing bank and seller (and, in the case of a confirmed credit, between
seller and confirming bank)”” since no consideration seems to be present. Various explanations
have been put forward to resolve this lack of fit between letters of credit and traditional concepts
of contract law.”® The view that is most appealing to date is to treat the letter of credit as an excep-
tion to the doctrine of consideration. An issue with irrevocable credits is the moment at which
It becomes irrevocable. Does it become irrevocable on notification of the credit to the seller? Or,
does it become irrevocable when the seller acts upon the undertaking given by the bank? Existing
case law is not of much help. Support can be found for both views. Urquhart Lindsay and Co v Eastern
Bank 1.td” backs the latter, and Dexters Ltd v Schenkers Ltd® backs the former, The view propounded in

76 Note, however, that, in the 1983 version of the UCE, the absence of a statement in respect of the credit’s revocable or irrevocable
nature rendered it revocable — Art 7 (c).

77 See ‘Confirmed credit’ above.

78 See Sarna, Letters of Credit, 1989, Carswell; Gutteridge and Megrah, Law of Bankers’ Commercial Credits, 2001, Europa.

79 [1922] 1 KB 318, at pp 321-2.

80 (1923) 14 LIL Rep 586, at p 588.
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dsay and Co v Eastern Bank Ltd may fulfil the requirements of conventional contract law, but
ith it uncertainty. From a commercial viewpoint, Dexters Ltd v Schenkers Ltd, incapable of
ommodation in contract theory, imparts certainty; and men of commerce desire certainty. The

~nsible direction is to treat documentary credit as an exception to the doctrine of consideration —
w

dopted, for instance, by the US.#!

confirmed credit

confirmed®” credit is always irrevocable. Where the letter of credit is a confirmed credit,®
She seller also receives an undertaking from the confirming bank (situated in his country), in
Lddition to that of the issuing bank, that he will be paid on presentation of the stipulated docu-
ments. In other words, in a confirmed credit, there ‘is a direct undertaking by the banker that
he seller, if he presents the documents as required in the required time, will receive payment’.**
he UCP also takes the same approach to confirmed irrevocable credits according to Art 2 and
Art 8(2).¥
A confirmed credit gives maximum security to the seller; if the confirming bank is a reputable
pank, he is certain of receiving payment. Moreover, should the seller wish to initiate proceedings
for non-payment under the credit arrangement, he will be able to do so in his own jurisdiction. In
confirmed credit, other than the four contractual undertakings listed under irrevocable credits,®
there is a fifth contractual undertaking — that is, between confirming banks and seller. The undertak-
ings between the various parties are diagramatically represented in Figure 15.5.

Back-to-back credits

This type of credit is mainly used where the seller is a ‘middleman’ — for instance, where the seller
(8) in the UK buys goods from the manufacturer (X) in Australia, and sells them to the buyer (B)
in Kenya. In a back-to-back credit arrangement, S will use the credit opened in his favour by B
(Credit 1) as security for opening a credit in favour of X (Credit 2). On presentation of documents
that conform by X, S's bank will pay X. S will be asked to replace X’s invoice in the letter of credit
with his (that is, Ss) invoice. The documents will be presented to B’s bank for payment. Since the
documents presented to B by S are the documents presented by X to §, it is important to ensure
that the documents required by B and those provided by X match. Where X’s documents do not

81 See Arts 5—105 of the Uniform Commercial Code.

82 On ambiguity in the act of confirmation, see Wahbe Tamari and Sons Ltd v Calprogeca-Soceidada Gerul de Fibras [1969] 2 Lloyd's Rep 18.
83 This is not to be confused with a credit where the confirmation is silent. For further on this, see Lloyd, ‘Sounds of silence:
emerging problems of undisclosed confirmation’ (1990) 56 Brooklyn IR 139.

84 Sec Inn Stach Ltd v Baker Bosley Ltd [1958] 2 QB 130.

85 Art 2 defines Confirmation as ‘a definite undertaking of the confirming bank, in addition to that of the issuing bank, to honour
Or negotiate a complying presentation’.

And According to Art 8(a): Provided that the stipulated documents are presented to the confirming bank or to any other
nominated bank and that they constitute a complying presentation, the confirming bank must:

(i) honour, if the credit is available by

(2) sight payment, deferred payment or acceptance with the confirming bank;

(b) sight payment with another nominated bank and that nominated bank does not pay;

(¢) deferred payment with another nominated bank, and that nominated bank does not incur its deferred payment
undertaking or, having incurred its deferred payment undertaking, does not pay at maturity;

(d) acceptance with another nominated bank and that nominated bank does not accept a draft drawn on it or, having
accepted a draft drawn on it, does not pay at maturity;

(e) negotiation with another nominated bank and that nominated bank does not negotiate.

86 See ‘revocable unconfirmed credit’, above.
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The transferable credit operates in the following way. Suppose S (first beneficiary) in London
sells 1,000 lifeboats to the buyer (B) in Malaysia. S is not a manufacturer of lifeboats and has to
urchase them from the manufacturer (X) in Cardiff. S could use the transferable credit mechanism
o pay X by transferring rights and duties in respect of the documents to X who, as second beneficiary,

will be paid from the credit set up by B. In other words, under a transferable credit, the first benefi-

Figure 15.5: Contractual undertakings in an irrevocable confirmed documentary credig

untry

the issuing bank.*” Articles 38(a) and (b) of the UCP provide:

e
g
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g I nongsujy ¢ = G ciary (S) arranges for the transfer of the whole or part of the credit to the second beneficiary (X).
< :%’\ A mansferable credit arrangement is set up where the parties agree and it is expressly agreed to by
m

fa) A bank is under no obligation to transfer a credit except to the extent and in the

manner expressly consented to by that bank.
Transferable credit means a credit that specifically states it is ‘transferable’.
Atransferable credit may be made available in whole or in part to another beneficiary

{'second beneficiary’] at the request of the beneficiary (‘first beneficiary’).

(b)

D
~

Transferring bank means a nominated bank that transfers the credit or, in a credit available
with any bank, a bank that is specifically authorized by the issuing bank to transfer and that

transfers the credit. An issuing bank may be a transferring bank.

Confirmi Bank]

Transferred credit means a credit that has been made available by the transferring bank to a

second beneficiary.

In practice, a transfer form will be attached when the credit to the value of, say, £50,000 is advised
oS (first beneficiary). S, who completes the form, will request that the credit for £40,000 be transferred
to X (second beneficiary). X will be advised of the credit and will show S as the buyer. On presentation
of documents by X, X's invoice will be substituted with §'s invoice and presented to B. S will be paid
£10,000 and X £40,000. Article 38(h) of the UCP allows for the substitution of documents.

In practice, by and large, there is likely to be a substitution of the invoice.® It may be that the
first beneficiary fails to supply it. In these circumstances, the UCP allows the transferring bank to
deliver documents received from the second beneficiary (Art 38(1)).

A transferable credit is transferable only once, unless it is indicated otherwise. In other words,

the second beneficiary cannot transfer the credit (Art 38(d)).
Tt must, however, be stated at this juncture that a letter of creditisnot a negotiable instrument

1 Contract of sale

Issuing Bank, CB

3 Authorisation to confirm credit

Buyer, IB

2]
’5 E\ o like a bill of exchange. It is unfortunate that Lord Denning, when talking about the autonomous
. 8 g -_91' character of a letter of credit in Power Curber International Ltd v National Bank of Kuwait SAK,* went on to say
@ RS . SpuLWmMOop jsurege Aed [22) S |lA that a letter of credit is like a bill of exchange. It must be said that a letter of credit is not like a bill
:;:;: 03 supfepepun syeredos saAr) g @ . cg of exchange, for the following reasons:
& Lk
>
& Q (a) it is non-negotiable;
(b) it is not possible to be holder in due course of a letter of credit®®; and
tally with the documents that B requested in hi . {c)  aletter of credit is not as good as cash, since the opening of a letter of credit in most cases is
ted ) ) g ) pening e e e
quested In his credit arrangement, Bs bank may r eject the docu- a conditional payment.”*

;I(l)(:;ti OSt st a‘t])zl;may I:ﬁnil that fpsayment is affected under Credit 2, but that payment under Credit 1
ace. Further, if S were to become insolvent, S’s bank m. i i :

: : : , ay find itself in deep waters

unless it has taken sufficient precautions to protect its interests. Because of the complexifies with

docum i i ini i
entation, the resulting administration costs and risk, banks are extremely reluctant to use

back-to-back credit
S.
87 See also Bank Negara Indonesia 1946 v Lariza Singapore Pte Ltd [1988] AC 583.
88 In Jackson v Royal Bank of Scotland [2005] UKHL 3, the transferring bank inadvertently sent the second beneficiary’s invoice to the

applicant. This meant that the mark-up on the goods on the part of the first beneficiary was revealed to the applicant. The bank

Transferable credit
s
A better alt ti _ R . was held liable for breach of confidentiality.
ernative to a back-to-back credit for a ‘middleman’ seller is a transferable credit. Article 89 [1981] 3 Al ER 607.
90 See ‘Bills of exchange’, above.

38(b) of the UCP recogni
guises transferable credit,
91 See ‘Obligations of the bank(s) to the seller’, below.
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Revolving credits

Used in relation to transactions conducted on a regular basis between seller and buyer, this type
of credit revolves around an agreed value or time. Where the credit revolves around a value agregq
between the parties, once payment has been made against documents, the value of the credi
will be automatically reinstated. For instance, if the revolving credit is for the value of £50,009,

on payment of £30,000 against documents to the beneficiary, the credit will be topped up to
£50,000.

Red clause credits and green clause credits [also known

as anticipatory credits)

Red clause credits first came to be used in the wool trade in New Zealand, Australia and South
Africa. They are also said to have been used in trade with China. These credits allow the seller o
draw on the documentary credit in advance of shipment. The advances are made against the ware.
houseman’s receipt, even though the beneficiary is able to deal with the goods. This type of credit
came to be known as the red clause credit since the clause is printed in red ink. Although its origing
are in the wool trade, its use is not restricted to it.?? Since the seller under this credit can deal with

the goods, it is used when there is a high degree of trust between the parties to the contract.”* The
typical clause is likely to read as follows:

Under the credit, advance payment of up to — % of the credit amount is allowed prior to ship-
ment against beneficiaries’ receipt accompanied by signed declaration stating that shipping
documents prescribed under this credit will be delivered in good order and within the validity

of this credit. The advance must be deducted from payment to beneficiaries against prescribed
documents.

Green clause credits came to be used in the coffee trade in Zaire and operate in the same way

as red clause credits. The only difference is that, in this type of credit, the goods are stored in the
name of the bank.

The opening of a letter of credit

Arrangements for opening a documentary credit are made by the buyer. He also gives instructions
about the documents that need to be tendered by the seller. Opening of a letter of credit is gener-
ally regarded as a condition precedent to the delivery of the goods by the seller. This means that
the seller is not under an obligation to perform his side of the bargain until the letter of credit is
opened.** However, it is possible that the parties may have agreed to the opening of the credit as
a condition precedent of the contract of sale itself. In such a situation, where no letter of credit is

provided, there will be no contract between the parties. As Denning L] observed, in Trans Trust SPRL
v Danubian Trading Co Ltd®S:

.. . sometimes [the opening of a letter of credit] is a condition precedent to the formation of a
contract, that is, it is a condition which must be fulfilled before any contract is concluded at all.

92 Tukan Timber Ltd v Barclays Bank ple [1987] 1 Lloyd’s Rep 171.
93 South African Reserve Bank v Samuel and Co (1931) 40 LIL Rep 291.
94 Garcia v Page (1936) 55 LIL Rep 391.

95 [1952] 1 Lloyd’s Rep 348.
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In those cases, the stipulation ‘subject to the opening ofa_ letter of credit’ is rathgr like.a stipu-
lation ‘subject to contract’ . . . In other cases, a contract is concluded and the stlpulatlc_m. foraf
credit is a condition which is an essential term of the f:ontract. In those cases, the provision o

the credit is a condition precedent, not to the formation of.the contract_. but to the obligation
of the seller to deliver the goods. If the buyer fails to provide the credit, the seller can tr:at
himself as discharged from any further performance of the contract and can sue the buyer for
damages for not providing the credit [at p 355].

Tt must, however, be said that the opening of the letter of credit as a condition of the contract
 sale is extremely rare. o
1 The credit opened by the buyer must conform with the terms agreed by the part..les in the sale
contract. So, if the parties have agreed to an irrevocable confirmed contract, the opening of a revo-
cable credit will not do. However, were the buyer to open a credit that does not conform with the
rerms agreed, he can cure the defect provided it can be done before the credit is required.

must the credit be opened?
T’ngo’:m‘act of sale may stipulate a gxed date for opening the letter of credit. In this case, i‘t. must b.e
opened®® by that date. Where the sale contract provides that the qed.lt sh.ould b'e opened 1mmed.1;
ately’, according to Garcia v Page,”” it must be opened ‘within such time as is required for a person c1>
reasonable diligence to get the credit established’ (at p 392). Where the contIacF does not expressg
provide a date for opening the credit, but stipulates a shipment period, the credit should be opene
before the entire shipment period. In Pavia and Co SpA v Thurmann-Neilsen,”® a CIF contra(.:t of sale prov1de'd
for shipment from 1 February to 30 April 1949. Payment was to be by confirmed 1rre\‘rocable cred:%t.
The contract was silent on the date for opening the credit. The buyers op@ed the cred.lF on 22 April.
The seller sought damages for breach of contract caused by delay in opening the cretfht. The buy'er;
argued that they saw no reason as to why the credit should be opened prior to the shipment perio
since the credit was just a way of paying the seller on the tender of docume.nts. The <.:ourt, however,
came to the conclusion that the object of the credit is to assure the seller, prior to sh1pr¥1ent, tha.t he
will be paid upon shipment. The buyers were, therefore, in breach of contract. As Denning L] said:

. .. the question in this case is this: in a contract which provides for payme'nt by.conflrrn'ed
credit, when must the buyer open the credit? In the absence of an express stlpulatlon., | think
the credit must be made available to the seller at the beginning of the shipment period. The
reason is because the seller is entitled, before he ships the goods, to be .assured that, on
shipment, he will get paid. The seller is not bound to tell the buyer the precise date whendhe
is going to ship: and whenever he does ship the good§, he must be able to draw on the cfrf hl.t.
He may ship on the very first day of the shipment period. If, .therefore, the buyer is to fulfi bIS
obligations he must make the credit available at the very first date when the goods may be
lawfully shipped in accordance with the contract [at p 157].

Where there is a fixed date for shipment, the buyer must open the credit at a reasonal])ol: time
before shipment date.”® What is reasonable will depend on the circumstances of each case.

96 On the meaning of ‘opened’, see Bunge Corp vVegetableVitamin Foods (Pte) Ltd [1985] 1 Lloyd's Rep 613.
97 (1936) 55 LIL Rep 391.

98 [1952] 1 Lloyd's Rep 153.

99 See Plasticmoda SpA v Davidsons (Manchester) Ltd [1952] 2 Lloyd's Rep 527.
100 See Etablissements Chainbaux SARL v Harbormaster Ltd [1955] 1 Lloyd’s Rep 303.
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Failure to open a letter of credit
Where the buyer fails to open a credit as stipulated by the sale contract,'® the seller can sue the
buyer for damages. The damages awarded in such a situation are not restricted by s 50(3) of the Sale
of Goods Act 1979, according to which, the amount of damages awarded is the difference betwean
the contract price and the market price. The damages awarded would include the profit the seljep
would have made had the contract been successfully completed, subject to the rule of Temoteness of
damage.'* In Trans Trust SPRL v Danubian Trading Co Ltd,'* the contract was for the purchase of steel, The
buyers did not open the letter of credit on time, and the seller claimed lost profits as damages. The
buyers argued that only nominal damages were payable since the sellers could have sold the stee] 5¢
a profit in a market that was rising. The court viewed the credit arrangement as not simply a moda
of paying the seller, but a mechanism which provided the seller with security and the Opportunity
of raising credit for the purchase of materials he may need to fulfil the sale contract. The foreseeable
loss of profits could, therefore, be recovered. As Denning 1 said:

- . . this argument reminds me of the argument we heard in Pavia and Co v Thurmann-Nielse.
It treats the obligation to provide a credit as the same thing as the obligation to pay the price.
That is, | think, a mistake. A banker’s confirmed credit is a different thing from payment. it is
an assurance in advance that the seller will be paid. It is even more than that. It is a chose in
action which is of immediate benefit to the seller. The seller may be relying on it to obtain the
goods himself. If it is not provided, the seller may be prevented from obtaining the goods at
all. The damages will not in fact be nominal . . . His loss will be the profit which he would have
made if the credit had been provided [at p 356].

Waiver and variation
Even though the buyer fails to open a credit, or the terms of the credit do not conform to the terms
agreed by the parties in the sale contract, the seller may decide to ship the goods. The question of
whether the seller’s action is a waiver or a variation seems to depend on whether the term in the
contract is for the benefit of the seller or whether it is of benefit to both the seller and the buyer — that
is, where there is consideration. Where it is the former, the seller’s act will be regarded as a waiver,
and, where it is the latter, it will be regarded as a variation.

If the seller has waived a requirement, he can reinstate the Tequirement on giving the buyer
reasonable notice. In Panoustos v Raymond Hadley Corp of NewYork, ** the contract was for a number of ship-
ments of flour. The buyers agreed to open a confirmed letter of credit but opened an unconfirmed
credit instead. The sellers, aware of this defect, made a few shipments on unconfirmed letters of
credit but repudiated the contract when an unconfirmed credit was provided for a later shipment.
The court held that the seller could not revoke the waiver without giving the buyer reasonable notice.

Where there is a variation, the seller will be unable unilaterally to reinstate the terms initially
agreed on by the parties. In WJ Alan and Co Ltd v El Nasr Export and Import Co,'% under the terms, payment
was to take place in Kenyan shillings under a letter of credit. The credit that was opened, however,
stated that payment was to be in sterling. The seller, who did not object at first, did so as soon as
the sterling was devalued and claimed damages for the difference between the two currencies, The
Court of Appeal, by a majority, held that the contractual term had been varied since it was supported
by consideration — the fluctuations in the currency were of benefit to both the seller and the buyer.

101 The opening of a letter of credit may be a condition precedent for the loading of the goods. See KronosWorldwide Ltd v Sempm Oil
Trading SARL [2004] 1 Lloyd’s Rep 260.

102 See Hadley v Baxendale (1854) 23 1] Ex 179.

103 Trans Trust SPRL v Danubian Trading Co Ltd 1 Lloyd’s Rep 337. See also Ian Stach Ltd v Baker Bosly Ltd [1958] 2 QB 130, at p 145.

104 (1917) 117 LT 330.

105 [1972]2 QB 189.

110 [19757; Lloyd’s

—
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Tender of documents by seller (beneficiary)

Once the seller is advised about the opening of the credit, he must arrange shipment and tender the
documents.'% He is under an obligation to tender the stipulated documents to the bank. The seller
cannot waive the requirement of tendering the documents to a bank, and tender them directly to
the buyer, and demand payment from the buyer directly. In Soproma SpA v Marine and Animal By-Products
Corp,'” the seller made a tender to the bank, which was validly rejected. The seller re-tendered the
documents to the buyer, who rejected them. The seller sued the buyer. The court held that the sec-
ond tender was invalid since it was tendered to the buyer; to allow otherwise would g0 against the
express terms of the contract, As McNair J said:

...it seems to me to be quite inconsistent with the express terms of a contract such as this to
hold that the sellers have an alternative right to obtain payment from the buyers by present-

the buyers for the opening of which the buyer would normally be required to provide the bank
either with cash or some form of authority, could the seller at his option disregard the con-
tractual letter of credit and present the documents direct to the buyer? As it seems to me, the
answer must plainly be in the negative [at p 3861.

The restriction against approaching the buyer for payment under the letter of credit does not
apply where the bank, for instance, goes insolvent. Where the bank is unable to pay the seller because
of insolvency, the seller can go directly to the buyer for payment. The seller is able to approach the
buyer in such circumstances since payment by letter of credit is regarded as a conditional Payment
of the price. As Lord Denning stated obiter, in W] Alan and Co Ltd v ] Nasr Export end Import Co:

I'am of the opinion that in the ordinary way, when the contract of sale stipulates for payment to
be made by confirmed irrevocable letter of credit, then, when the letter of credit is issued and
accepted by the seller, it operates as conditional payment.

Itis analogous to the case where, under a contract of sale, the buyer gives a bill of exchange or
a cheque for the price. It is presumed to be given, not as absolute payment, nor as collateral
security, but as conditional payment. If the letter of credit is honoured by the bank when the
documents are presented to it, the debt is discharged. If it is not honoured, the debt is not dis-
charged: and the seller has a remedy in damages against both the bank and the buyer [at p 212].

However, it is possible that the Parties have agreed that payment by letter of credit is an abso-
lute payment. They may do so expressly or impliedly. A stipulation by the seller that the credit
should be opened by a particular bank may lead to the inference that the letter of credit is an abso-
lute payment. 18 The agreement on a particular bank by the parties should not, however, lead to the
conclusion that the letter of credit is an absolute payment — it is just one factor amongst others.'%

Treating the letter of credit as a conditional payment may, in some circumstances, leave one of
the innocent parties bearing the loss, as Ng Chee Chong, NgWeng Chong, Ng Cheng and Ng Yew (a firm trading
8 Maran Road Saw Mill) v Austin Taylor and Co Ltd"*® well illustrates. The defendants acted as the plaintiffs’
agents for the sale of timber in the UK and the Continent. Payment for the goods was made by
irrevocable letters of credit. The letters of credit provided that drafts were to be negotiable by the

-_—

1U6 See Stage 5 under ‘Stages in a documentary credic {ransaction’, above,

107 [1966] 1 Lloyd's Rep 367. See also Ficom S v Soceidad Cadex Limitada [1980] 2 Lloyd’s Rep 118; Shamsher Jute Mills Ltd v Sethia (London)
Led [1987] 1 Lloyd's Rep 388.

:03 See W) Alan and Co Led v B Nast Export and Import Co [1972] 2 QB 189, at p 220.

99 Man, BD and F 14d v Nigerian Svveets and Confectionery Co Lid [1977] 2 Lloyd's Rep 50.
Rep 156.
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Bangkok Bank in Kuala Lumpur (Malaysia) at the sight rate. Interest was to be claimed fig
and Co (the merchant bankers used by the defendants) when the documents were presenm o
acceptance. The arrangement went through the following stages: -
(al  the plaintiffs took the shipment documents i

e e ;)ank; and the bill of exchange (drawn by them on Saf
Bangkok Bank took the shipment documents and bill of exchange from the plaintiffs and q
the shipment documents to Sale and Co in return for their acceptance of the bill of exchI;:s S
Sale and Co passed the shipment documents to the defendants upon payment or agaj b,
trust letter, that is, a letter where the defendant undertook to hold the documents f;lélst |
goods and proceeds for the bank (trust letters, also known as trust receipts, are fairly comp, i
in international commerce, since a buyer will normally raise money against the docum 3
from the bank to pay the seller from whom he has bought the goods, and sell the gOOd: 3
to third parties and use the proceeds of the sale to repay the bank. It is normal for banks 3
insist, when they release the goods, that the goods be warehoused in their name so that th
can retain the goods until payment);
the defendants would release the shipping documents to the buyer on payment.

{b)

(c)

(d)

This arrangement worked well until Sale and Co became insolvent. The i
the goods and the seller had deposited the sums with Sale and Co. Sale and C}f)u},:;e];a:)ia:lofo
the bills of exchange when the Bangkok Bank presented them for payment. The bills of exchan
were protested, and the Bangkok Bank sought recourse to the plaintiffs as the drawers of the bjlglse
of exchange.!" The plaintiffs reimbursed the Bangkok Bank and looked to the defendants (thei
agents) for payment on the basis of the agency agreement. The defendants argued that they halc;
discharged their contractual obligation by opening the irrevocable letter of credit, on the basis g
the clause in the agency contract, which provided: ,

...in consider:?tion of our [the defendants] paying by letter of credit 100% of the invoice value
of'tr?e goods shipped less our commission . . . you [the plaintiffs] agree in the event of a dispute
arising under such contract that cannot be decided amicably that we [the defendants] have the
power, and that you hereby authorise us, to appoint the arbitrator on your behalf in such dis

pute. Further, we may take this letter as your authority to use and to pursue in your name for
the recovery of any monies due from the buyers in respect of goods shipped under this contract.

‘ Ackner J, after due consideration of this clause, reached the conclusion that the defendants had
Promised to pay by letter of credit, not to provide by a letter of credit a source of payment which
did not pay’ (at p 158).The fact that the letter of credit was opened by the plaintiffs’ agents made no
difference to the commonly held view that the letter of credit is a conditional payment. No implied
or express agreement that the plaintiffs were to look to a particular banker to the exclusion of the
agent existed. He agreed that the submissions made by the plaintiffs’ counsel were correct in that:

- .. a letter of credit operates as a conditional payment and not as absolute payment [and] is
based on the analogy of a case of contract of sale where the buyer gives a bill of exchange ora
chequ.e for the price. This is presumed to be given, not as absolute payment nor as collateral
secu'rlty, but as conditional payment. If this view, with which | respectfully agree is correct in
relat_lon to contracts of sale where payment is to be made by letter of credit, | can see no reason
why it does not equally apply to a contract of agency in which the agent is to make the payment

111 See s 55(1) of the BEA 1882.
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due to his principal by letter of credit. Of course, the very nature of any detailed instructions
which a principal may give his agent as to the mode and method of payment of the money held
by the agent to the principal's use, may well rebut the presumption that there is nothing in the
genesis and aim of this transaction, viewed objectively, or in any other relevant circumstance
which can properly be said to have this effect [at p 1591.

The defendants were, therefore, held liable — in effect, they had to pay twice. For the letter of credit
mechanism to work effectively — that is, to reduce the risk of the innocent party to a near negligible
Jevel of risk — it is essential to employ a reliable and solvent paymaster. The buyer can also protect himself
against the possibility of the paymaster’s insolvency by providing that the letter of credit is an absolute
payment. Such a provision needs to be clearly stated. A buyer’s disclosure that it is a small business and
that payment was to be by unconfirmed letter of credit does not raise the inference that the buyer is
not liable to the seller for the price where no payment under the letter of credit takes place.!'?

Obligations of the hank(s) to the seller

On presentation of the documents by the seller,”* the advising/issuing or confirming bank
(depending on the type of credit) must examine the documents to ensure that they comply on their
face with the terms of the credit and decide whether to accept or reject the documents.''* Article
14(a) of the UCP sets out the standard of examination of documents as follows:

A nominated bank acting on its nomination, a confirming bank, if any, and the issuing bank
must examine a presentation to determine, on the basis of the documents alone, whether or
not the documents appear on their face to constitute a complying presentation.

The wording adopted by UCP in Art 14(a) is different from that of Art 13(a) of the UCP 500,
which stated:

Banks must examine all documents stipulated in the credit with reasonable care,
to ascertain whether or not they appear, on their face, to be in compliance with the
terms and conditions of the credit. Compliance of the stipulated documents on their
face with the terms and conditions of the credit, shall be determined by international
standard banking practice as reflected in these Articles. Documents which appear on
their face to be inconsistent with one another will be considered as not appearing on
their face to be in compliance with the terms and conditions of the credit.

(a)

It is apparent that, if the bank were to exercise reasonable care, then this position was no
different from that adopted in common law. The bank is to conduct a visual examination and
exercise reasonable care.!’ There is some debate that UCP 600 does away with reasonable care and
introduces a strict liability on the bank, although practitioners in England seem to think that it is
‘unlikely to affect what was in any event a restatement of the common law position’,"¢ although it
could be argued that the absence of the phrase ‘reasonable care’ introduces strict liability.

112 See Chloride Batteries SA Asia Pte Ltd v BS International ple (1996) unreported, 21 March, available on LEXIS.

113 See Stage 6, ‘Stages in a documentary credit transaction’, above.

114 See Stage 7, ‘Stages in a documentary credit transaction’, above. See also ISBP on the practice adopted in relation to the
documentation such as the invoice and transportation documentation in its various guises, such as bills of lading, multimodal
ransport documents and consignment notes.

L5 Gian Singh and Co Ltd v Banque de 'Indochine [1974] 1 WIR 1234.
116 Isaacs and Barnett, ‘International Trade Finance — Letters of credit, UCP and Examination of Documents’ 2007 JIBLR 660, at p 662.
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The UCP gives each bank a maximum of five days for examining the documents, Article 4%
provides: -

A nominated bank acting on its nomination, a confirming bank, if any, and the issuing bank
shall each have a maximum of five banking days!"” following the day of presentation to deter-
mine if a presentation is complying. This period is not curtailed or otherwise affected by the
occurrence on or after the date of presentation of any expiry date or last day for presentation,

It seems from this provision that the bank is obliged to pay as soon as it has checked that tha

documents comply, since Art 15 provides as follows: |

[al  When an issuing bank determines that a presentation is complying, it must honour.

(b]  When a confirming bank determines that a presentation is complying, it must honour
or negotiate and forward the documents to the issuing bank.

{c)  When a nominated bank determines that a presentation is complying and honours of
negotiates, it must forward the documents to the confirming bank or issuing bank.

Does this mean that a bank may be liable to the beneficiary if it does not honour after an exam
ination completed on the second banking day, but nonetheless takes advantage of the maximum fiye
banking days available to it under Art 14(b))? Is the combined operation of Arts 14 and 15 likely to
result in litigation? Will reasonable practice of banks be taken into account?

Banks, in England, normally take three days, although the size of the bank and its expertise
may be relevant.''* Where documents do not conform, the bank is free to consult the applicant but
must not send them to the applicant for examination. Consultation with the applicant, however,
will not extend the time allowed for examination. Article 16(b) states:

When the issuing bank determines that a presentation does not comply, it may in its sole judg-
ment approach the applicant for a waiver of the discrepancies. This does not, however, extend
the period mentioned in sub-Art 14(b).

In the event of rejection of the documents by the bank, the bank must inform beneficiary of
the reasons for rejection. Under the UCP, the beneficiary is to be notified, at the very latest, by the
end of the five days allowed for examination of documents.

Articles 16(c), (d) and (e) provide as follows:

lc}  When a nominated bank acting on its nomination, a confirming bank, if any, or the issuing
bank decides to refuse to honour or negotiate, it must give a single notice to that effect to
the presenter.

The notice must state:

i) that the bank is refusing to honour or negotiate; and
(i)  each discrepancy in respect of which the bank refuses to honour or negotiate; and
(i} [a] that the bank is holding the documents pending further instructions
from the presenter; or
(b)  that the issuing bank is holding the documents until it receives a
waiver from the applicant and agrees to accept it, or receives further
instructions from the presenter prior to agreeing to accept a waiver; or

117 Banking day is defined in Art 2 as ‘a day on which a bank is regularly open at the place at which an act subject to these rules is
to be performed’.

118 See Bankers Trust Ltd v State Bank of India [1991] 2 Lloyd’s Rep 443,
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{c)  thatthe bank is returning the documents; or
{d)  that the bank is acting in accordance with instructions previously
received from the presenter.

(d) The notice required in sub-article 16 (c) must be given by telecommunication or, if that is
not possible, by other expeditious means no later than the close of the fifth banking day fol-
lowing the day of presentation.

{e}] A nominated bank acting on its nomination, a confirming bank, if any, or the issuing bank
may, after providing notice required by sub-article 16 (c) (iii) (a) or (b), return the docu-
ments to the presenter at any time.

Article 16 does not, however, make clear how soon after a timely rejection the bank must
return the documents. This issue was considered in the recent case of Fortis Bank SA/NV and another v
[ndian Overseas Bank.'' The Indian Overseas Bank (IOB) had rejected letters of credit, and the discrep-
ancy (‘issuing bank’s cost’ instead of ‘beneficiary’s cost’) in relation to the payment of despatch of
the shipping documents was regarded as rightful rejection. However, Fortis argued that the bank
in not returning the documents promptly and, by taking another three months to return, had not
met the obligations set by Art 16. They had, therefore, lost the right to reject the documents under
Art 16(f), which states ‘If an issuing bank or a confirming bank fails to act in accordance with the
provisions of this article, it shall be precluded from claiming that the documents do not constitute
a complying presentation’. They also argued that, if Art 16 could not be construed as placing an
obligation to return the documents promptly on their rejection, then a term to that effect should be
implied into Art 16. IOB argued that a term could not be implied and that 16(f) was irrelevant since
they were not in breach of the obligations placed on them by Art 16. According to evidence on best
banking practice submitted at the court of first instance, two slightly divergent views emerged. Mr
Collyer, Chairman of the ICC Drafting Group which had revised UCP 500, said that, where return
is indicated on the document, then it ‘should occur immediately or at the very latest during the
course of the following working day’.'”® The witness put forward by IOB, Mr Jones, chairman of
ICC UK, stated that ‘best practice’ entails ‘speedy return’. However, he went on say that there was
‘room for limited divergence in market practice dependent on local conditions’.!*" Given these
statements, how was the court going to interpret Art 16? Taking into account market practice and
a previous DOCDEX decision,'** the Court of Appeal concluded that the issuing bank must return
the documents promptly and without delay on their rejection. A number of reasons were given by
Thomas 1J. If a bank rejects the documents ‘it cannot be entitled to retain the documents, as it is
implicit, that it has refused to accept them. It must either hold them at the disposal of or in accord-
ance with the instructions of the presenter or return them. . . . Thus, it was not necessary to spell
out in the article the issuing bank’s obligation to act in accordance with the notice. It was implicit
in the wording of that article’.’”® It was standard banking and trading practice.'** As for Art 16(e),
it was not an exception to the notice provision or included to provide clarity but ‘an obligation to

act in accordance with the notice imposed by article 16(c)’.'*

119 [2011] EWCA Civ 58.

120 Ibid. para. 32.

121 Ibid.

122 Decision No 242. These decisions are made by selected ICC listed experts on disputes referred to them for resolution of a non
binding character.

123 [2011] EWCA Civ. 58, para 38.

124 Thid. paras 39-41.

125 Ibid. para. 41.
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It is possible to criticise the implication of terms into the UCP since it leaves scope for ¢
sion in different jurisdictions and undermines the principles of harmonisation driving Ucp ';)'hnzu‘
is some mileage in this argument in that the rules of interpretation differ across jurisdict 'lon-s thre
leaving room for variation. However, it must also be pointed out that the best banking practiCe; -
an important factor taken into account by the courts. This Ppragmatic approach to commerciz} “Was
Is an important factor that is unlikely to be ignored in international commercial disputes. -3

A number of possibilities are open to the seller when he learns of the rejection. He ¢
rectify the defects, and re-tender the documents, provided he can do so within the expj I?U.Id
Article 6(d) of the UCP requires that: g

(i) A credit must state an expiry date for presentation. An expiry date stated for honour
. or negotiation will be deemed to be an expiry date for presentation.

il The place of the bank with which the credit is available is the place for presentation
The place for presentation under a credit available with any bank is that of any bank.

A place for presentation other than that of the issuing bank is in addition to the place
of the issuing bank.

The seller may also contact the buyer and inform him of the reasons for rejection, and he
may agree to instruct the bank to accept the documents as they stand. The seller may also be able
to persuade the confirming bank to pay him on the non-conforming documents by agreeing to
indemnify the bank for any loss or damage the bank suffers as a result of the lack of conformn:’g, of
‘the tendered documents with the credit terms. Alternatively, the bank may agree to make payment.
under reserve’. There is no generally accepted meaning of ‘payment under reserve’. So, one has to
look to what the parties had in mind. Did they agree that the seller would repay the confirming bank
should the issuing bank reject the documents? In Bangue de I'ndochine et de Suez SA v JH Rayner (Mincin
Lane) Ltd, " it was held that the confirming bank could demand repayment of the money paid 'und::;g
reserve’ to the seller since the issuing bank had rejected the documents. According to Kerr I

What the parties meant, | think, was that payment was to be made under reserve in the sense
th.at the beneficiary would be bound to repay the money on demand if the issuing bank should
reject the documents, whether on its own initiative or on the buyer’s instructions. | would
regard this asa binding agreement between the confirming bank and the beneficiary by way
of a compromise to resolve the impasse created by the uncertainty of their respective legai
obligations and rights [at p 733].

The judgment of Sir John Donaldson MR is extremely instructive. The arrangement must be

viewed from the commercial point of view, He imputed a dialogue between the benefici
bank on the following lines: ¢ b

Merchant:  “These documents are sufficient to satisfy the terms of the letter of credit and
certainly will be accepted by my buyer. I am entitled to the money and need it

Bank: ‘If we thought that the documents satisfied the terms of the letter of credit, we
would pay you at once. However, we do not think that they do and we cannot
risk paying you and not being paid ourselves. We are not sure that your buyer
will authorise payment, but can, of course, ask.’

Merchant: ~ “But that will take time and meanwhile I shall have a cash flow problem.

Bank: ‘Well, the alternative is for you to sue us and that will also take time.’

126 [1983] QB 711.
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‘What about your paying me without prejudice to whether I am entitled to pay-
ment and then your seeing what is the reaction of your correspondent bank and
our buyer?’

“That is all right, but if we are told that we should not have paid, how do we get
our money back?’

“You sue me’

‘Oh no, that would leave us out of our money for a substantial time. Further-
more, it would involve us in facing in two directions. We should not only have
to sue you, but also to sue the issuing bank in order to cover the possibility that
you might be right. We cannot afford to pay on those terms.

‘All right. I am quite confident that the issuing bank and my buyer will be
content that you should pay, particularly since the documents are, in fact, in
order.You pay me, and if the issuing bank refuses to reimburse you for the same
reason that you are unwilling to pay, I will repay you on demand and then sue
you. But I do not think that this will happen’

‘We agree. Here is the money “under reserve” ’ [at pp 727-78].

Merchant:

Bank:

Merchant:
Bank:

Merchant:

Bank:

Given the uncertainty, it would be wise for the parties to agree to payment under reserve only
while stating what is meant by it.

The fraud exception

The bank’s obligation to pay on documents that appear to conform on their face is curtailed in
the event of fraud. The first English case that considered fraud as an exception to the principle of
autonomy was Discount Records Ltd v Barclays Bank Ltd,'”” where the buyers, alleging fraud, sought an
injunction to stop the bank from paying the sellers on the credit. Mere allegation of fraud was
insufficient to issue an injunction. Similarly, information that would lead a reasonable banker to
infer fraud is insufficient.””® According to the courts, the fraud must be proven. The subsequent
case of United City Merchants (Investments) Ltd v Royal Bank of Canada (The American Accord)!?® considered the
circumstances in which the fraud exception'*® could be successfully raised. Shipment under the
contract terms was to take place by 15 December 1976. The cargo was shipped on 16 December
1976, and the bill of lading backdated by the loading brokers. The sellers, however, were unaware
of the loading brokers’ fraud. The bank, having discovered the fraud, refused to pay the seller, who
brought an action against the bank for non-payment against the documents. The question before
the court was whether the bank could refuse to pay against documents that appeared to be in order
on their face, but where goods had not been shipped as stipulated in the sale contract. The House
of Lords held that, unless the seller was fraudulent, or was privy to the fraud, the bank could not

127 [1975] 1 Lloyd's Rep 444.

128 See The Society of Lloyd’s v Canadien Imperial Bank of Commerce and Others [1993] 2 Lloyd's Rep 579.

129 [1983] 1 AC 168. See also Banco Santander SA v Bayfern Ltd [2000] 1 Al ER (Comm) 776. In this case, the confirming bank
discounted its deferred payment undertaking before the maturity fraud in the documents was discovered. It was held by the
Court of Appeal that the issuing bank did not have to reimburse the confirming bank, thus placing the risk on the bank that dis-
counted. This unfairness has been rectified by Arts 7(c) and 8(c) since they establish an undertaking to reimburse on maturity,
thus placing the risk on the issuing bank. See also The Society of Lloyd’s v Canadian Imperial Bank of Commerce and Others [1993] 2 Lloyd’s
Rep 579.

130 The fraud exception is traceable to the American case Sttejn v Henry Schroder Banking Corp (1941) 31 NYS 2d 63 1. See Edward Owen
Engineering Ltd v Barclays Bank International Ltd [1978] 1 QB 159, at p 169. Note that this case dealt with performance bonds. On

more about performance bonds, see ‘Performance Bonds/Guarantees and Standby Letters of Credit’, pp 503—6 below. See also

Solo Industries UK Ltd v Canara Bank [2001] 2 Lloyd's Rep 57.
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refuse payment. Of course, where the seller is himself fraudulent, or has knowledge of the fra
policy considerations would fully justify deprivin
Lord Diplock said:

- - . to this general statement of principle as to the contractual obligations of the confirmig

bank to the seller, there is one established exception: that is, where the seller, for the purpose
of drawing on the credit, fraudulently presents to the confirming bank documents that contain,
expressly or by implication, material representations of fact that to his knowledge are untrye
- .. The exception of fraud on the part of the beneficiary seeking to avail himself of the credit
is a clear application of the maxim ex turpi causa non oritur actio or, if plain English is to be

preferred, ‘fraud unravels all'. The courts will not allow their process to be used by a dishonest
person to carry out a fraud [at p 183].

This decision clearly protects the beneficiary who, with no knowledge of fraud, buys 2004
afloat and sells them to the buyer.*! However, the risk of paying for valueless documents is on tha
buyer. The narrow ambit of the fraud exception is generally justified on grounds of commereis
efficacy. In other words, the fraud exception is construed restrictively to maintain the efficiency
of documentary credit as an instrument for financing international commerce — a view expressed
unambiguously by Kerr J in RD Harbottle (Mercantile) Ltd v National Westminster Bank,*? as follows:

It is only in exceptional cases that the courts will interfere with the machinery of irrevoca.
ble obligations assumed by banks. They are the life blood of international commerce. Such
obligations are regarded as collateral to the underlying rights and obligations between the
merchants at either end of the banking chain. Except possibly in clear cases of fraud of which
the banks have notice, the courts will leave the merchants to settle their disputes under the
contracts by litigation or arbitration as available to them or stipulated in the contracts. The
courts are not concerned with their difficulties to enforce such claims: these are the risks
which the merchants take . . . The machinery and commitments of banks are on a different
level. They must allow to be honoured, free from interference by the courts. Otherwise trust in
international commerce could be irreparably damaged [at p 870].

There is truth in the observation that trust in the documents is essential for preserving com-
merce to flourish. Documentary fraud is on the increase.!* In these circ

umstances, in policy terms,
would it not be better to consolidate the trust placed in letters of credit by reassessing the narrow

fraud exception?'** The current attitude is to the detriment of the buyer, even where the bank, or
the buyer, has strong grounds for suspecting foul play. The burden is cast on the party alleging

131 See Chapter 1.
132 Harbottle (RD) (Mercantile) Ltd v National Westminster Bank Ltd [1977] 2 ALl ER 862.

133 For instance, loss through fraud involving letters of credit is estimated to be around US$1 bn per annum. See www.bolero.net.
134 In the US, the fraud exception as expressed in the Satejn case has been variously interpreted. The fraud rule was expressed in Szejo
as applying to situations where the ‘seller has intentionally failed to ship any goods ordered by the buyer .. (at pp 634-5).

The use of the word ‘intentionally’ has resulted in a myriad of suggestions: from intentional fraud, egregious fraud, equitable
fraud to no clear statement on degree of fraud required. See New York Life Insurance Co v Hortford National Bank and Trust Co 378 A 2d
562 (Conn. 1977); NMC Eaterpries v Columbia Broadcasting System, Inc 14 UCC Rep Ser 1427 (NY Sup Ct 1974); United Bank Ld v Canz-

bridge Sporting Goods Corp 392 NYS 2d 265 (NY 1976); Dynamics Corp of America v Citizens and Southern National Bank 356 F Supp 991

(ND Ga 1973). See also Xiang and Buckley, ‘A comparative analysis of the standard of fraud required under the fraud rules in
letter of credit law’ (2003) 13 Duke Journal

of Comparative and International Law 293.

The Uniform Commercial Code in Art 5, s 109 adopts the following fraud standard for letters of credit:

If. .. required document is forged or materially fraudulent, or honor of the presentation would result in a material fraud
by the beneficiary on the issuer or applicant . . . the issuer, acting in good faith, may honor or dishonour the presentation.

g the seller from benefiting from his fraud &
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135 _ 3 burden difficult to discharge in the majority of cases. The present rul'e makefsiﬁ.nvestiga—
ﬁ‘audfbu ers and banks. (There are not many cases where fraud has been established.) .
1 ((’)ne Zvenue open to the buyer to protect himself is a performance guarantee from the seller

that is issued by a reputable bank.'¥’

ion technology (IT) and letters of credit o
lnfofhn:g?rot::;ee dcocumentsgze.g., the bill of lading), a question that inevitably arises 1}5) Whethef
. cope for electronic letters of credit. The issue of a paperless letter of credit has been con
P IS}S) parious academics since the IT revolution.!®® In 2002, the ICC produced a sup})leme,nt lt:;
o Zhe eUCP Version 1—and this has been replaced with Version 1.1 (hereinafter ‘eUCP’).
¥ USIPCI; enables electronic presentation and caters for the recognition of electronic doc1.1ment.s.
T-hP j ¢ in the digital context is addressed and the meaning of an original in the ellectr.omc s
i clarified. The requirement of presenting one or more originals or copies is sat1.sﬁed
gﬁzzcltsronic recc;rd according to Art e8, and an electronic record is defined in Art e3 (b)) as:

« Data created, generated, sent, communicated, received c?r sto.red by electrzmc rrxdeat;l:;a s
o« That is capable of being authenticated as to the apparent 1dentle of the seln er a(Iil alteril()i reat

source of the data contained in it, and as to whether it has remained COITIP ete a?dlmUCP cr,edit
. Iscapable of being examined for compliance with the terms and conditions of the e .

The eUCP takes a technology-neutral approach so that an electronic siglnature.is deﬁnded 12
ii ‘ logically associated with an electronic record an

e3(b)(ii) as ‘a data process attached to or log e ;

:([ecut((ed) (()r)adopted by a person in order to identify that person and to indicate that person’s
thentication of the electronic record’. . .

i Recognising that electronic data are prone to corruption, Art el1 addresses the issue of a
bank i i i ds.

’s procedure in relation to corrupted electronic recor .

Zsp with the UCP, the eUCP has to be specifically incorporated. It is a supplel;xolent to the UCP,

) . ;
s0 the UCP will continue to apply equally to the electronic presentation (Art ez. Al;hmtlﬁht mo:t
iy . . ma -
i i f electronic documentary credits or, for tha

commercial lawyers are skeptical about the use o St
ter, electronic ‘gi{ls of lading, it must be said that this skepticism is unwar.ranted. .Legal {dramewoi(s
ud,st‘“ alongside technical means to make paperless document transactions a vital an . rgcess Y
part of the international commercial arena. The recognition of negotiable and1 Eon—negona e trans-
port records is also made possible by the recently adopted Rotterdam Rules:

i i ts is required.
135 Uncorroborated statements are insufficient. Strong corroborative evidence in the form of contemporary documents is req
i i 1985] 2 Lloyd’s Rep 554.

i Corp SA and Murray Clayton Ltd v Allied Arab Bank Ltd [ -

136 ZZZ ;ﬁ;mghizrﬁmdum Co—opa);ﬁv:vBank Lewmi (UK) ple [1992] 1 Lloyd's Rep 513. See also Themehelp Lid yWest and Others [1996] Q
f credit’, below.
137 See *Performance bonds/Guarantees and standby letters o 5 o Comtempor
138 Se: for instance, Kozolchyk, ‘The paperless letter of credit and related documents of title (1992) 55 Law and Contemporary
Problems 39. .
icati into force as of 1 April 2002.

139 UCP 500 and eUCP Publication No 500/2 ICC. It came into — : .
140 Note that the presentation of documents could consist of a combination of e_lectro.mc records and paper docurmen
141 See Chapters 3 and 4 on electronic commerce, and Chapter 6, on the BOLERO project.
142 See Chapter 9.
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Performance bonds/guarant
e
letters of credit e

Performance bonds/guarantees

V'I:(l)isdes a;zr lfl;:fa}; Cusc;_)d tZ secure the performance of the seller under a sale contrac
o ev,em o :r ; onds, also frequently termed performance guarantees, provide : N -
B o o RO rll)n Lodrmance of the contract. The way performance bonds work is eClln g
(5 in Lions tg(;) - I?lyt al: :a;;l:z: B;nk Eltemational Ltd."** Edward Owen (S) contracted wi?hroﬂv:edid 1
S "rect glasshouses. Payment was to be affected under e
oo ne:lha;t:.r;d) ; :(s)r:isdteo tﬁro;lde a pe%'formance bond of 10% of the contract valuz. Csoiifis:led : ;
e bonde on{;‘ll against their counter-guarantee. The defendants mstructedcfjd ]
e p;ya e ‘on deman without proof or conditions’. Since B failed ¢ :
R b,ond ;11513 [;tI)n EEI}JSIZDtEe. 1tetf1ns. B,lnonetheless, claimed from Umma Ba.1-1];ou(1)l
' ance bond, and , In turn, claimed from Barclays Bank i ;
ipa;i:ldha;ldu:ﬁzlznn E].uncu.on to restrain the defendants from payin}é. On a;?aﬁnﬁ:nzl o
Jpes held i !unctlon.could not be granted. The performance bond was s,e 011". 2
entary credit — that is, the undertaking of the bank was independent of m:nuitZMH

contract. The bank, therefore, had to h i igations i crlying
Acconding to Lond Demming, © honour its obligations if the terms of the bond were satis?ecf

A performa i
’ &tter n C:‘:sitbzwictir:s ah{ui‘w creature so far as we are concerned. It has many similariti
e o credi (;md.t whic of course we are very familiar. It has long been establish dI:: t‘o
Itis issued and confirmed by a bank, the bank must pay it if the doce i
uments

are in orde and the terms o th e Cledlt are satisfied An d Spute betWGEI bu er and setler
B y y lle

- . - these performance guarantees i
. are virtually promisso
s ry notes payable
2 rzrellbyaizfnef,ustobmgrs makg an honest demand, the banks are Eoznd too;ad??nadn?f; sg wi
i rare y, A er,beina posﬁnon to know whether the demand is honest i s o]
Yy not be able to prove it to be dishonest. So they will have to pay. or not. At any reig

All this lea i
to a letter :? :::i(: (Z)T)(:u:wr;]-that t.he performance guarantee stands on a similar footin
antee according to i.ts terrr; V\ll ich gives a performance guarantee must honour the Quars-;
supplier and the customer-s' tis pot concerne.d in the least with the relations between the
The bank must o " nor \fv:th the question whether the supplier is in default

pay according to its guarantee, on demand, if so stipulated, without pl?c:orf‘ztr.

conditions. The only exception i i
lat pp 169-711. P s when there is a clear fraud of which the bank has notice

In Edwar ineeri
st ot Ordcgrv:gni tlir(l)g;ll;celr;ng Ldy Barc.lays Bank International Ltd, the bond was payable on demand with-
oo oot or condiio LIfa partY. wishes to protect himself, he can do so by imposing conditi
o ehe ? signed by an independent third party. '+ ; i
don oS Unjf;:;n;lﬁedfa set of rules for use with performance guarantees. The 1978 vei-
e es for ('Iontract Guarantees has been replaced with the Uniform Rul
arantees (URDG) in 1992 (Brochure 458). Like the UCE these rules a.ppl}Ifn oniyeils‘

143 [1978] QB 159.

144 For instance, in Gur Corp v Trust Bank o Africa Ltd 1986 orted, 28 October — see EXIS), the performance uarantee was
J f (( ) unreport »
p p d, 28 - p g
. )
payable on prOdlICU.OIl of a certificate Slgned by a certified uantity surveyor.

bon!
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1cO morated.The term ‘demand guarantee’ used in URDG includes the two types of performance
ds mentioned. Article 2 of the URDG defines demand guarantee as:

... any guarantee, bond or other payment undertaking, however named or described,
by a bank, insurance company or other body or person [hereinafter referred to as
‘guarantor’) given in writing for the payment of money on presentation in conformity
with the terms of the undertaking is a written demand for payment and such other
document(s) [for example, a certificate by an architect or engineer, a judgment or an
arbitral award) as may be specified in the guarantee, such undertaking being given:

ia

(i) at the request or on the instructions and under liability of a party (hereinafter

called the ‘principal’l; or
(i}  atthe request or on the instructions and under the liability of a bank, insurance

company or any other body or person {hereinafter the ‘instructing party’} acting
on the instructions of a principal to another party {hereinafter the ‘beneficiary’].

The URDG reiterates in Art 2(b) the views found in the cases mentioned — that is, that the

antee is autonomous, and the banks are in no way concerned with the underlying contract.

Because guarantees are payable on demand by the beneficiary, they are open to abuse in that a
beneficiary can demand payment even when there has been no breach by the principal (the party
who has requested the issue of a guarantee).To give some protection, Art 20 of URDG provides that
emand for payment under the guarantee be accompanied by a written statement stating that
principal is in breach of his obligation(s) under the underlying contract(s) . .. and (ii) the

which the principal is in breach’. As to how effective this will be in curtailing abuse is
eneficiary. On receiving the statement,

any d
‘(i) the
respect in
open to doubt since the statement is required only of the b
the guarantor (bank) is required to transmit, without delay, the message to the principal (Art 21),

thus alerting the principal and enabling him to take action should he wish to.

Standby letters of credit

At this juncture, it would be convenient to introduce an arrangement known as standby letters of credit.
Although termed letters of credit, standby letters of credit have more in common with performance
bonds/ guarantees that call for payment against documents. Under a standby letter of credit, the agree-
ment is to pay the beneficiary against documents in the event of default by the applicant. Standby let-
ters of credit were designed in the US to circumvent rules that prevent a bank from giving guarantees.
standby letters of credit are widely used in construction industries, athough their use is not unknown
in other contexts, such as supporting a reinsurance obligation and an obligation to repay money. As
Professor Goode observes, standby credits, in practice, are now used as a ‘general purpose financial
tool . . . to support financial as well as non-financial undertakings and domestic as well as international
transactions, and to secure credit enhancement of public issues of securities, which if underpinned by
standby credit issued by a first class bank may attracta higher credit rating from agencies .. ."**The dif-
ference between a standby credit and performance guarantee, it seems, is in business practice not in law.
Although the UCP is applicable to standby letters of credit if the parties so wish, the rules are not
satisfactory since they were primarily devised for letters of credit.*6 In 1998, the ICC adopted a set

145 Commercial Law, 2004, Butterworths, at p 1018. See also Kozolchyk, ‘The emerging law of standby letters of credit and bank
guarantees’ (1982) 24 Arizona IR 319; Ryan, “Letters of credit supporting debt for borrowed money: the standby as backup’

[1983] 100 Banking L] 404.
146 Note the UCP itself acknowledges the limited applicability of
The . .. (UCP) are rules that apply to any documentary credit . .
standby letter of credit) when the text of the credit expressly indicates that it is subject to these rules.

£ its rules to standby letters of credit in Art 1, which states:
. (including to the extent to which they may be applicable, any
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of rules known as the International Standby Practices'*’ (hereinafter ‘ISP 98’), initially formulateq
the US Institute for International Banking Law and Practice, which reflects ‘accepted practices Custons
and usage’'*® relating to standby letters of credit. As with the UCP, the ISP 98 needs to be incorporated
by the parties. The ISP 98 deals with various obligations, such as the undertaking to honour by issueg
presentation of documents as required by the standby, examination of the documents for complianee
and the various standby document types and the transfer and assignment of drawing rights. Althey,
the ISP 98 has a number of similarities with the UCE it goes beyond the UCP in a number of Tespects,
First, the ISP 98 is more extensive in its drafting and tries to clarify concepts that could cause Uncer.
tainties — for instance, the meaning of the words ‘original’ and ‘copies’, which raised substantia)
doubts in the context of Art 20(b) of the UCP 500.% The ISP 98 in r 4.15(c) states'>:

(i) A presented document is deemed to be an ‘original’ unless it appears on its face to have heen
reproduced from an original.

A document which appears to have been reproduced from an original is deemed to be a
original if the signature or authentication appears to be original.

(ii)

Second it caters specifically for standby letters of credit. For instance, it allows for more than
one transfer (r 6.02),"*" partial drawing (r 3.08), syndication (r 10.01) and participation (r 10.02),
Like the UCP, the ISP 98 is silent on issues such as fraud. However, unlike the UCP, it speciﬁcaﬂy
states that the ISP Rules do not define or otherwise provide for defences to honour based on fraud,
abuse or similar matters (r 1.05(g)).

Alongside the UCP and ISP 98, there is another instrument that could well apply to a standby
letter of credit. This is the United Nations Convention on Independent Guarantees and Standby Iet-
ters of Credit 1995 (hereinafter ‘Standby Convention’).!s? The Standby Convention’s aim is to pro-
vide a harmonised set of rules for the use of standby letters of credit and independent guarantees
(performance/demand guarantees) and ensures the independence of independent undertakings
through the principles it sets out. It is consistent with the solutions found in rules of practice, '*
such as the UCP and URDG. It also supplements them by dealing with areas not currently dealt with
in the UCP or, for that matter, ISP 98. The scope of application of the Standby Convention is set out
in Art 1. It applies to an international undertaking where the place of the guarantor/issuer'** is in
a contracting state, or the private international law leads to the application of the law of a contract-
ing state. It is open for the parties to exclude the application of the Standby Convention. The word
‘undertaking’ introduced in the Standby Convention is defined in Art 2(1) thus:

For the purposes of this Convention, an undertaking is an independent commitment, known
in international commercial law as independent guarantee or standby letter of credit, given by
a bank or other institution or person ('guarantor/issuer’] to pay to the beneficiary a certain or
determinable amount upon simple demand or upon demand accompanied by other documents,
in conformity with the terms and any documentary conditions of the undertaking, indicating,

147 ICC. Also visit www.ISP98.com. The ISP 98 came into effect on 1 January 1999.

148 See International Standby Practices (ISP 98), 1998, ICC, Preface.

149 See Glencore International AG v Bank of China [1996] 1 Lloyd’s Rep 135; see also ‘Doctrine of strict compliance’, pp 447—50.

150 See also r 4.15(a) and (b). ‘Signature’ is defined in r 1.09.

151 See also “Transferable credits’, above, and Art 38(6) of the UCE

152 The text of this convention is available at www.uncitral.org, It is also reproduced in Carr and Goldby, International Trade Law Statutes
and Conventions, 2nd edn, 2011, Routledge-Cavendish. It came into force on 1 January 2000.

153 The ICC endorsed the Standby Convention on 21 June 1999. It must be added that the Standby Convention was not drafted in

isolation; full recognition was given to the ICC rules in this area. It is meant to work alongside rules of practice such as the UCP
and URDG.

154 That is, the bank, person or institution giving the independent guarantee.
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or from which it is to be inferred, that payment is due because of default in the performance
of an obligation, or because of another contingency, or for money borrt?wed or advanced, or on
account of any mature indebtedness undertaking by the principal/applicant or another person.

The internationality of the undertaking is determined on the basis of place of busil-less.
According to Art 4(1), . . . an undertaking is international if the places of business, as speTCLﬁed
in the undertaking, of any two of the following persons are in different staFes: guarantor/issuer,
heneficiary, principal/applicant, instructing party, confirmer’. What is innovauvr? ab.out the Standby
Convention s its attempt to address fraud. As seen earlier, fraud, which poses a 51gmﬁca1.1t Prol?lem,
is construed very restrictively with the result that, in the absence of act.ual fraud, the victim is the
puyer. Fraud affects performance guarantees and standby letters of credl.t, and the approach of the
gnglish courts in relation to fraud in these types of undertakings is no dlfferfent from the approach
adopted in relation to documentary credits.'** There is, however, no harmomsec.l app}'oach to fraud
aCTOSS jurisdictions.‘“ The various ICC rules (e.g.,, UCP, ISP 98‘) are c’>f no use in t1'115 thorn.y area.
Article 19(1) of the Standby Convention does not use the word ‘fraud’ as su.ch, but lists the circum-
siances in which the guarantor can withhold payment. So, where it is manifest and clear:

{a) any document is not genuine or has been falsified; .

b} no payment is due on the basis asserted in the demand and the supporting do?uments; or

[c} judging by the types and purpose of the undertaking, the demand has no conceivable basis,
the guarantor/issuer acting in good faith will be well within his rights to withhold payment
as against the beneficiary.

157

Article 19(1) does not impose an obligation on the guarantor/issuer to withhold payment. He
has the discretion to do so. The Standby Convention takes this approach to preserve the commer-
cial reliability of undertakings as independent from the underlying transactions.’** It mu.st also be
pointed out that the Standby Convention recognises that the investigation of the uncl'erlymg t]fans—
actions are to be left to the courts, and Art 19(3) affirms the entitlement of the principal/applicant
to provisional court measures in accordance with Art 20. .

It is difficult to predict whether the Standby Convention will be accepted widely. Nonetbeless,
it must be said that it is well worth a serious consideration given its bold attempt to harmonise the
controversial area of fraud.

Other means of minimising risk of non-payment

Undoubtedly, the letter of credit is a popular means of obtaining payr.nent from the buyer. Despite
its popularity, it does present a few risks in obtaining payment — for instance, where the buyer or
indeed the bank becomes insolvent. There are other mechanisms available that may afford some
protection to the seller. Insurance is one obvious answer. Private insurers provide credit insurance

155 See Batfour Beatty Civil Engineering Ltd v Technical and General Guarantez Ltd [2000] 68 Con LR 108; Themehelp Ltd vWeft m.]d Others [1 99]6)] .
QB 84; Caarnikow-Rionda Sugar Trading Inc v Stendurd Bank London [19997 1 Al ER (Comm) 890. Note tha.t the principles, when ‘;d :mll(_
ing an injunction, are the same regardless of whether it is sought against the bank or the beneficiary (see Group Jose, Re vWalbrool
Tnsurance Co Led [1996] Lloyd’s Rep 345).

156 Another emerging e:]ccep;"on to Sutom?)my is unconscionability in some jurisdictions — see Bocotra C'oustruction Ptcxi:d}l \fr 11t.torzn:y .
General (No 2) (1995) 2 SLR 733; Dauphin Offshore Engincering and Trading Pte Ltd v The Private Office of HRH Sheikh Sult;im bin fa bin Zayed
Nayhan (2000) 1 SLR 657 from Singapore. Unconscionability seems to be broad.ly defined as lack of bona fides.

157 See Art 19(2) for types of situations in which a demand has no conceivable basis. .

158 See paras 459 of the Explanatory Note to the Standby Convention (available at www.uncitral.org).
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where consumer goods and other materials are sold on credit terms of six months or less 59 For
longer-term credit, in the UK, a government department known as the Exports Credits Guarangeg
Department'®” offers an export insurance policy against the risk of not getting paid in Circumny
stances, such as buyer’s insolvency, default, and lack of foreign exchange.

Another popular method available to the seller that imparts the highest level of protection jg
the use of a factor — a third party to whom the seller assigns'®! his receivable (right to Payment of
monies from the buyer) without recourse.'s? The factor, obviously, offers these services at a charge
since he takes on the task and risk of collecting the payment from the buyer. The factoring agTee-
ment can also be conducted on a recourse basis.'* Generally, the factor offers what is knowg a8
‘full-service factoring’ whereby he undertakes all credit management and collection work — that is,
takes on the responsibility of the sales ledger.'é* The alternative to full-service factoring is invojee
discounting where the operation of the sales ledger remains with the seller but cash is made avail-
able against invoices submitted by the seller.'¢s

In 1988, an international convention called the UNIDROIT Convention on International Fac-
toring was adopted in Ottawa (hereinafter ‘Factoring Convention’).!$¢ The convention'’s aim, ag
with other international conventions, is to harmonise the laws in respect of international factoring
It addresses factoring agreements arising from international contracts for the sale of goods, Inter-
nationality is determined, as in the Convention on the International Sale of Goods 1980, on the
basis of place of business being in different states (Art 2(1)). And a factoring contract is defined in
Art 1(2) as concluded between the supplier and the factor pursuant to which:

(a)  the supplier may or will assign to the factors receivables arising from contracts of sale of
goods made between the supplier and his customers (debtors) other than those for the sale
of goods'*® bought primarily for their personal, family or household use;

(b the factor is to perform at least two of the following functions:

—  finance for the supplier, including loans and advance payments;
—  maintenance of accounts (ledgering) relating to receivables;

159 The British Insurance and Investment Brokers’ Association provide information on credit insurance. Visit www.biba.org for
further information.

160 Visit www.ecgd.gov.uk for further information abouc this organisation. They also provide other services, such as providing
guarantees for loans to foreign buyers wishing to purchase from the UK.

161 The seller might disclose or not disclose the factoring arrangement to the buyer. The former is normally termed disclosed
factoring, and the latter undisclosed factoring. Assignment in the event of disclosed factoring is a legal assignment and subject
to the Law of Property Act 1925 (s 136), and in the latter equitable assignment.

162 Where the seller sends goods that do not conform to the contract description, the factor will be able to claim the monies back
from the seller, even though the factoring was on a without-recourse basis.

163 For further information on this, see www.factors.org uk.

164 Factoring is widely used in the UK. Visit www.factorscan.co.uk for details on the factored volume in the UK, both domestic -nd
international.

165 See Salinger, Factoring: The Law and Practice of Invoice Finance, 1999, Sweet & Maxwell for a full and excellent account of factoring,

166 It came into force on 1 May 1995.The text of this convention is available at www.unidroit.org It is also reproduced in Carr
and Goldby, International Trade Law Statutes and Conventions, 2nd edn, 2011, Routledge-Cavendish. See also Goode, ‘Conclusion of the
leasing and factoring conventions, Pt 2’ [1988] JBL 510.

167 See Chapter 2 for further on this convention. The Factoring Convention was intended to supplement the Vienna Convention.
See also Ferrari, ‘General principles and international uniform commercial law conventions: a study of the 1980 Vienna Sales
Convention and the 1988 UNIDROIT Conventions’ (1997) 2(3) Uniform LR 293; Ferrari, ‘International factoring and leasing
and UNIDROIT Principles’ (1999) 19(3) European Journal of Law Reform 217; Sommer, ‘Factoring, international factoring
networks and the FCI Code of International Factoring Customs’ [1998] Uniform LR 685; Alexander, “Towards unification and
predictability: the International Factoring Convention’ [19897 Columbia Journal of Transnational Law 589. Also visit www.
unidroit.org, which provides a useful bibliography of usefu] articles on this the Factoring Convention.

168 Goods include services and supply of services (Art 1(3)).
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~  collection of receivables;
—  protection against default in payment by debtors;

{c) notice of the assignment of the receivables is to be given to debtors.

It must, however, be pointed out that the parties have the freedom to opt out of the application
of the Factoring Convention to their contract (Art 3).

A question commonly posed is: what happens if the sale contract contains a clause prohibit-
ing assignment? Would this be effective? The Factoring Convention in Art 6(1) provides that the
assignment of a receivable by the supplier shall be effective notwithstanding a clause prohibiting
assignment. However, this does not override any obligation of good faith that the supplier has to
the debtor or any liability that the supplier has to the debtor in respect of an assignment made in
hreach of the terms of the contract of sale of goods according to Art 6(3).

More recently, the UNCITRAL has adopted a new convention'®® entitled United Nations
Convention on the Assignment of Receivables in International Trade (hereinafter ‘Receivables
Convention’), which is wider in ambit than the Factoring Convention since it is not restricted to
factoring agreements. According to Art 45, five states have to ratify, accede, approve or accept the
Receivables Convention for it to come into force.!”®

The Receivables Convention is intended to create certainty and transparency, while taking into
account the interests of debtors. The Receivables Convention applies to assignments of international
receivables and to international assignments of receivables if the assignor at the time of the conclu-
sion of the contract is located in a contracting state (Art 1(1)(a))."”! Internationality is established
on the basis of the location of the debtor and the assignor. According to Art 3, ‘a receivable is
international if, at the time of the conclusion of the original contract, the assignor and the debtor
are located in different states; and an assignment is international if at the time of conclusion of the
contract of assignment the assignor and the assignee are located in different states’. Combining
Arts 1 and 3, it seems that, where a receivable is international, it will attract the application of the
Receivables Convention, even if the assignment is domestic. Equally, where the receivable is domes-
tic, it will attract the application of the Receivables Convention if the assignment is international.!”?

The meanings of ‘assignment’ and ‘receivables’ can be gathered from Art 2(1). Assignment
is ‘the transfer from one person (“assignor”) to another person (“assignee”) of all or part of an
undivided interest in the assignor’s contractual right to payment of 2 monetary sum (“receivable”)
from a third person (“the debtor”). The creation of rights in receivables as security for indebted-
ness or other obligation is deemed to be a transfer’. Given the wide definition, it is clear that the
Receivables Convention will apply to factoring. This is also endorsed by UNCITRAL's commentary
on the draft convention!’® on receivables.'’*

The Receivables Convention appears comprehensive in addressing a number of issues relating
to assignment, such as notification to debtor (Art 13), debtor protection (Arts 15-20), and the law

169 Adopted on 12 December 2001. The text of this convention is available at www.uncitral.org.

170 So far, Luxembourg, Madagascar and the US have signed this convention. Liberia has acceded to the Convention.

171 Note that subsequent assignment will also come within the ambit of the Receivables Convention provided any of the prior
assignment in respect of the same receivable attracts the application of the convention (see Art (1)(1)(b)). The ICC has recently
(November 2012) published its Uniform Rules of Forfaiting. The international forfaiting market is said to be worth US
$300 billion.

172 See UN Doc A/CN 9/489, para 15; available at www.uncitral.org.

173 The wording of Art 2(1) in the adopted Receivables Convention is the same as that of the draft convention.

174 See para 7 (UN Doc A/CN 9/489). Also note that Art 4 excludes the application of the Receivable Convention to an individual
for his or her personal, family or household purposes. For further on the draft conventions, see Bazinas, ‘Lowering the cost of
credit: the promise in the future UNCITRAL Convention on Assignment of Receivables in International Trade’ (2001) 9 Tulane
Journal of International and Comparative Law 259.
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applicable to competing claims (Art 22) and priority (Art 30). It also provides alternative models
of priority rules in the Annex for the contracting state to adopt. In the absence of adopting one
of the suggested models, the national law will be relevant for deciding priority in relation to the
receivables that have been assigned.!’”* However, the Receivables Convention does not affect all may.
ters relating to an assignment — for instance, the validity of an assignment agreement.!’¢ This ywjjj
be determined according to the applicable law.

The Receivables Convention is equally applicable to another risk-minimising practice tha jg
commonly found in the financing of international sale of goods known as ‘forfaiting’."”” In a for.
faiting arrangement, the forfaiter purchases bills of exchange which evidences the buyer’s obliga-
tion without recourse to the seller (the exporter). However, the forfaiter will require security from
a bank that is normally given, after the bill of exchange has been accepted, in the form of an ay]'78
(a signature) on the back of the bill of exchange. The avaliser (i.e., the bank) backs the bill of
exchange, thus assuring payment on the bill of exchange.!”

Given that only five states need to take action for the Receivables Convention to come intg
force, there is a high likelihood for it to come into force. This of course raises the all-important issue
of'its affect on the Factoring Convention. Article 38(1) of the Receivables Convention addresses the
issue of conflict with other international agreements by stating that the ‘convention does not prevail
over any international agreement that has already been or may be entered into and that specifically
governs a transaction otherwise governed by this convention’. However, there is a proviso to Art
38(1), which is important from the Factoring Convention perspective. Article 38(2) provides that
‘notwithstanding para 1 . . . this convention prevails over the UNIDROIT Convention on Interna-
tional Factoring (“the Ottawa Convention”). To the extent that this convention does not apply to
the rights and obligations of a debtor, it does not preclude the application of the Ottawa Conven-
tion with respect to the rights and obligations of that debtor’. Of course, this is in the event of the
factoring agreement coming within the ambit of the Receivables Convention.

Conclusion

Letters of credit are a useful payment mechanism in international trade and are extremely popu-
lar and rightly deserve to be called ‘the life blood of international commerce’. However, in certain
circumstances, such as fraud and insolvency of the bank, the documentary credit method may not
provide absolute assurance to the seller that he will get paid. It is possible for him to increase his pro-
tection through other mechanisms, such as performance guarantees and factoring The law in relation
to the variety of protective mechanisms available have been harmonised to some extent through rules
formulated by the ICC and international conventions,® thus imparting some degree of certainty.

175 For a fuller account of the framework of the Receivables Convention, see Sigman and Smith, ‘“Toward facilitating cross-border
secured financing and securitization: an analysis of the United Nations Convention on the Assignment of Receivables in Interna-
tional Trade’ (2002) 57 Business Lawyer 727.

176 See UN Doc A/CN 9/489, para 25.

177 See UN DocA/CN 9/489, para 8.

178 Normally, the phrase ‘bon pour aval” is used. The UNCITRAL Convention addresses the issue of guaranteeing payment of payment
instruments in its Art 46. See also Arts 30—32 of the Convention Providing a Uniform Law for Bills of Exchange and Promissory
Notes, Geneva 1930. This convention is reproduced in Carr and Goldby, International Trade Law Statutes and Conventions, 2nd edn, 2011
Routledge-Cavendish. The framework embodied in this convention is often referred to as the Geneva system and is followed in
most civil law countries such as France and Switzerland.
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[1990] 1 WIR 667. See also Gerald MacDonald and Co v Nash and Co [1924] AC 625; Steele v M'Kinlay (1880) 5 App Cas 754.

180 It must, however, be remembered that not all of the conventions are in force.
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