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I. Introduction

With letters of credit the “promise and premise are ‘pay now, argue later.”” Letters of
credit are meant to provide risk allocation that is both certain and mechanical. Although
performance bonds may be more prevalent in the construction industry, letters of credit offer
owners and contractors advantages that performance bonds do not. Letters of credit, however,
are unique financial instruments, and the parties to any transaction involving letters of credit
must be aware of the distinct body of law that governs them. The purpose of this paper is to
provide a basic understanding of letter of credit law, and insight into how letters of credit
function in the construction context.
II. The Nature of Letters of Credit

A. Definition of Letter of Credit

A financial instrument, a letter of credit is essentially an issuing bank’s promise to pay a
third party on behalf of a second party. Article 5 of the Uniform Commercial Code defines a
letter of credit as a:
a definite undertaking . . . by an issuer to a beneficiary at the
request or for the account of an applicant, or in the case of a
financial institution, to itself or for its own account, to honor a

documentary presentation by payment or delivery of an item of
2
value.

Whether referred to as an “engagement” or “undertaking,” letters of credit operate as a
promise to pay upon presentation of certain documents and provided the terms specified in the
credit are satisfied. Letters of credit are not negotiable instruments, however, because they are
not usually unconditional or payable on demand like a negotiable instrument, but rather they are

most often dependent on presentment of a separate draft or demand for payment.’



B. Different Types of Letters of Credit Exist
There are different types of letters of credit. The most widely used types are
“commercial” letters of credit, and “standby” letters of credit.
1. Commercial Letters of Credit
Commercial letters of credit are the older and more frequently utilized type of credit.
Commercial credits frequently facilitate transactions for the sale of goods, particularly in
international sales.
The typical commercial letter of credit is simply a payment
mechanism used in international transactions. The credit is
commonly used in a sale of goods transaction. The seller
(beneficiary) agrees to ship goods to the buyer (customer) whose
credit the seller does not trust. The seller wants to be sure that it
will receive its money when it delivers the goods, while the buyer
does not want to pay the seller in advance. So the buyer arranges
to have a bank (issuer), whom the seller trusts, issue an irrevocable
letter of credit to the seller. The bank will pay the seller only when
the seller presents a draft and shipping documents, in addition to

any other documents the buyer specified that indicate the seller has

performed. The bank will then turn to the buyer for reimbursement
4

Commercial letters of credit are essential and widespread tools in the facilitation of
international trade. Under commercial letters of credit, the documentation that is presented
shows that the beneficiary has performed and is entitled to payment from the bank that issued the
letter of credit. Commercial letters of credit differ from standby letters of credit, which serve an
entirely different purpose.

2. Standby Letters of Credit

Unlike commercial letters of credit, where the issuer bank anticipates making payment if
the parties perform, the purpose of standby letters of credit is to guard against non-performance
on an underlying agreement.’” Thus, issuing banks do not presume that they will pay under

standby letters and credit, and about 0.03 percent of all standby credits end up as losses to the



bank.® Ironically, though they serve a similar purpose, standby letters of credit are issued as
security to sureties for many forms of surety bonds,” and are also sometimes used in place of a
performance bond.

The standby letter of credit has been called “akin to a guarantee, for the bank’s sole
function is to act as surety for its customer’s failure to pay.” However, this is not correct, though
some courts appear confused by the difference as well.” At first glance, a standby letter of credit
may appear identical to a surety or guarantee, because both devices are intended to answer for a
default on an underlying agreement.” However, the two devices are different and distinct from
one another.!' Surety bonds and guarantees are secondary obligations. A surety’s or guarantor’s
obligation is contingent upon default of the underlying agreement.'” Thus, a surety or guarantor
examines the underlying agreement and the relevant facts and circumstances to verify that a
default has in fact occurred.” Until the default has been factually established, there is no
obligation to pay.'

A letter of credit, on the other hand, is a primary obligation."> The issuer’s obligation
depends not upon the default itself, but upon the beneficiary’s presentation of conforming
documents. Proof of the default, which is essential to the obligation of a surety or guarantor, is
irrelevant to the obligation of a bank that has issued a letter of credit.'® Further, Article 5 of the
UCC governs standby credits, but does not govern guaranties.'” Finally, banks are not authorized
to issue guaranties or to act as a surety, but they are legally able to provide letters of credit.'®

3. Revocable vs. Irrevocable Letters of Credit

Letters of credit may be either revocable or irrevocable. While the issuer of a revocable
letter of credit may unilaterally amend or cancel the credit at any time prior to the beneficiary’s
presentation, once an issuer has established an irrevocable letter of credit the issuer may not

amend or cancel the credit without the beneficiary’s consent until the term set forth in the letter



of credit expires.” Letters of credit are presumed to be irrevocable unless the letter of credit
expressly permits revocability.?’

4. Clean vs. Documentary
Most standby letters of credit are “documentary.” A “documentary” letter of credit
requires that certain documentation accompany presentment of a draft for payment, such as a
certificate of default. A “clean” letter of credit is payable merely upon the presentation of a
draft; no accompanying documents are necessary.”’
III. Historical Uses for Letters of Credit
While negotiable instruments can be traced back to circa 3000 B.C., with at least one clay
tablet promissory note existing from that time, an Egyptian cuneiform tablet is considered the
earliest surviving letter of credit.”* Evidence supports the belief that letters of credit were used
by Phonecian merchants and were issued by ancient Greek banks.” In these early times,
merchants used letters of credit to avoid the costly and dangerous transport of gold and silver
specie, and to facilitate foreign transactions involving commodities.”* By the fourteenth century,
letters of credit were prevalent among the merchant-bankers of Europe’s commercial centers.”
The law that initially governed letters of credit was mercantile law, and was absorbed first into
Europe’s civil law, and eventually into the common law.°
The United States, inheriting the common law of England, also inherited mercantile law
that was part of that common law, with the basic elements of a letter of credit already being well-
established.”” The Second Circuit Court of Appeals has described the initial utility of letters of
credit as follows:
Originally devised to function in international trade, a letter of
credit reduced the risk of nonpayment in cases where credit was
extended to strangers in distant places. Interposing a known and

solvent institution’s (usually a bank’s) credit for that of a foreign
buyer in a sale of goods transaction accomplished this objective.*®



Early letters of credit were commercial letters of credit. “Standby” letters of credit came
into use after World War II, and were widely used by the 1960s and 1970s.”’
IV. Legal Framework

A. Article 5 of the UCC

Article 5 of the Uniform Commercial Code governs letters of credit issued in the United
States, and even outside the United States if the parties so designate. It is particularly effective
because it provides a uniform statutory scheme. Article 5 was revised in 1995, and most states
have adopted the revised version.”

B. Uniform Customs and Practice for Documentary Credit (UCP)

There are alternatives to the UCC’s Article 5. The International Chamber of Commerce
(ICC), representing a consensus of the world’s banking community, created the UCP, or Uniform
Customs and Practices for Documentary Credit.”’ The UCP is a compilation of internationally
accepted banking customs and practices regarding letters of credit. The UCP is technically not
law, but instead “de facto law” that courts use because it reflects existing industry practice.”
While typically the UCP must be expressly incorporated in the letter of credit in the United
States for it to apply, some courts may choose to apply the UCP where there are gaps in the
Uniform Commercial Code. For instance, New York and other states have enacted legislation
referring to the UCP as controlling a letter of credit transaction, rather than Article 5, when the
parties explicitly agree that the UCP will apply.” Contractors and owners engaged in
international construction should be particularly aware of its possible application.

C. International Standby Practices (ISP)

The ISP,** also drafted in part by the International Chamber of Commerce, provides
detailed rules to govern standby letters of credit. ISP 98 is particularly popular in international

transactions. Similar to the UCP, whether the ISP applies also depends on whether it has been



specified in the credit documents. ISP rules are more stringent than some of the other
regulations of the ICC, particularly regarding the extent of exactness required for presentation of
documents for payment.

D. United Nations Commission on International Trade Law (UNCITRAL)

UNCITRAL came into effect in 2000 and applies primarily to international undertakings,
including standby letters of credit.”> Where the UN Convention is referenced in the letter of
credit and the issuing bank is from a contracting country, the credit must expressly exclude
UNCITRAL or else it will apply.*

E. Case Law

Case law is an important source for interpreting factual circumstances involved in letters
of credit, particularly because the Uniform Commercial Code, and the other applicable trade
sources referenced above, do not contain sufficient detail to cover all situations. Further, it is
essential to consult case law to determine how a jurisdiction construes the applicable code
section or regulation.

V. Elements of a Letter of Credit

A. Parties

There are typically three parties to a letter of credit:

1. the issuer,
2. the applicant or customer, and
3. the beneficiary.
The “issuer” means a bank or other person that issues a letter of credit.*’

The applicant is the person or customer of the bank at whose request or for whose

account a letter of credit is issued.®



A beneficiary is the person who, under the terms of a letter of credit, is entitled to have a
complying presentation honored.” Consideration is not required for issuance, amendment or
transfer of a letter of credit.*

B. Issuance

A letter of credit becomes legally enforceable upon issuance.*’ Issuance occurs when the
issuing bank transmits the letter of credit to the beneficiary.* The credit may be issued in any
form “that is a record and is authenticated (i) by a signature or (ii) in accordance with the
agreement of the parties...”.* The instrument must be in writing and signed by the issuing
bank.** It becomes effective when it is transmitted to the beneficiary.* Once an irrevocable
letter of credit is issued, there can be no amendment or cancellation until the end of the term in
the letter of credit unless the beneficiary consents.”® Any ambiguity in a letter of credit must be
resolved against the party drafting it.*’

1. Timing and Fees

Issuers often require applicants to pledge collateral to secure their promise to reimburse
the issuer if the issuer has to honor the letter of credit. The customer may pledge acceptable
securities accounts, as well as certificates of deposit from the bank as collateral for their letter of
credit. Although much depends on the customer’s relationship with its bank, typically, the fees
for a letter of credit are a small percentage of the letter of credit amount, as well as a processing
fee or fees that are relatively nominal. Typically, letters of credit can be issued in short time
periods as well, after completing a credit application and/or depositing sufficient collateral.*®
2. Drafting

The form of a letter of credit is important. A bank issued letter of credit falls within the

scope of Article 5 of the UCC if it requires a documentary draft or documentary demand for



payment, or if it otherwise conspicuously states that it is a letter of credit or is conspicuously so

entitled.* A letter of credit should indicate the following:

that it is a letter of credit;
¢ that it is irrevocable;
¢ the amount of the credit;
* aplace for presentation of documents;
* the exact identity of the beneficiary or beneficiaries;
e the documents required for payment;’
* that payment will be made pursuant to a sight draft; and
* an expiration date, or automatic renewal.

Letters of credit typically have provisions relating to duration. For example: “It is a
condition of this letter of credit that it shall be deemed automatically extended without
amendment for one year from the present, or any future expiration date hereof, unless thirty days
prior to any such date we shall notify you by registered letter that we elect not to consider this
letter of credit renewed for any such additional period.””' If there is no stated expiration date or
other provision that determines its duration, a letter of credit expires one year after its stated date
of issuance or, if none is stated, one year after the date on which it is issued. A letter of credit
that states it is “perpetual,” expires five years after its stated date of issuance, or if none is stated,
five years after the date on which it is issued.’

In National Surety Corporation v. Midland Bank,” a bank refused to honor a
beneficiary’s draw on a letter of credit stating that it was untimely, even though the letter of

credit was supposed to be deemed automatically extended each year. The court held in favor of



the beneficiary, finding that —as to timing —the credit renewed each year, and the drafts presented
within two and a half years of issuance were within a reasonable time period.

C. Presentment

Presentment means delivery of a document to an issuer for honor to obtain payment
under the letter of credit. A draft is a written order by which the party creating it orders the
issuing bank to make payment under the letter of credit.’® Under letter of credit law, there are
two types of drafts: sight and time. A sight draft is payable on presentment.” Time drafts, on
the other hand, are payable a certain number of days after sight or after presentment for
acceptance.® The purpose of a time draft is to give the issuing bank time to review attached
documents to determine if they are in compliance with the terms of the letter of credit.’’

1. Statement Required

The standby letter of credit typically contains a condition requiring a statement upon
presentment from the beneficiary that the customer has not performed, is in default, or that the
beneficiary’s liability has not been reduced.” If the letter of credit is specific as to the form that
the statement should take, most jurisdictions require that it be strictly followed.”

2. Honor or Dishonor

The bank is allowed a reasonable time to review the documents presented by the
beneficiary for payment before making payment, but under the UCC not beyond the end of the
seventh business day from the date of its receipt of the presenting documents.”® In Amwest
Surety Insurance Co. v. Concord Bank,%" the surety, who was the beneficiary on a letter of credit
posted as collateral for performance and payment bonds, sued the issuing bank for wrongful
dishonor. The surety prevailed on summary judgment, and the Court based its decision in part
on the failure of the bank to respond to the presentment of documents until more than 15 days

later. Even then, the bank failed to provide all of the reasons for the dishonor, and then never



returned the presented documents.”” Upon becoming aware of a deficiency in the documents
presented for payment, the bank must give notice to allow the beneficiary an opportunity to cure
or remedy its presentment before the credit expires.”’ If the bank fails to provide timely notice of
a defective presentment at a time when the beneficiary could have cured the defect before the
expiration of the credit, it may be estopped or found to have waived any defense of failure to
comply with the terms and conditions of the letter of credit.”* In some jurisdictions and under
some of the trade regulations, the issuing bank must provide clear and specific detail of the
defect, or the notice of dishonor is not recognized.”

As discussed in more detail below, the letter of credit creates an absolute, independent
obligation, and payment must be made upon presentation of the proper documents, regardless of
any dispute between the parties to the underlying agreement.’® Except for certain circumstances
also discussed below, the terms of the letter of credit control an issuer’s liability, not external
merits of an underlying agreement.”” Ideally, the issuing bank’s duty is ministerial in nature,
confined to reviewing documents that are presented carefully against the terms of the letter of
credit.®®
VI. Crucial Principles

Two crucial legal principles govern letters of credit in the United States: the
independence principle and the strict compliance principle. These principles exhibit the
fundamental policies and values that inform the letter of credit transaction.

A. The Independence Principle of Letters of Credit

There are generally three agreements that form the transaction in which a letter of credit
is involved. First, there is the underlying business deal between the parties. Second, there is the

letter of credit itself, a financial instrument between the issuer and the beneficiary, and third,
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there is a reimbursement agreement between the applicant and the issuer so that the issuer is
compensated for the money it pays to the beneficiary.”’

One of the fundamental principles governing letters of credit is that they are independent
of any of the other related agreements, which includes independence from the business deal and
from the reimbursement agreement.”” Put another way, the obligations of an issuer to a
beneficiary are unaffected by, or independent from, “the existence, performance, or
nonperformance of a contract or arrangement out of which the letter of credit arises or which
underlies it, including contracts or arrangements between the issuer and the applicant and
between the applicant and the beneficiary.””"

This means that a breach of the underlying business agreement, by either party, has no
effect on the duty of the issuing bank to honor a draw on the letter of credit when the terms and
conditions of that letter of credit have been met.”* In Eastland Bank v. Massbank for Savings, ™
the court held that the issuer bank had wrongfully dishonored a draw on a letter of credit by
looking to the underlying business transaction.”* The letter of credit in that case supported an $8
million construction loan for a condominium development project.” Although the issuer bank,
Eastland, claimed that it had only intended the letter of credit to cover “the cost of finishing
touches or punchlist items,” and not cure of a default that exceeded the face value of the letter of
credit, the terms of the letter of credit allowed the beneficiary to make a draw if the applicant
contractor defaulted on the project and if the amount sought by the beneficiary was necessary to
cure the default.”® Massbank, the beneficiary, made a proper presentation to Eastland, and the
court, applying the independence principle, found Massbank was entitled to the face amount of

the draft plus interest.”’
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Also important is the independence of the letter of credit with regard to the
reimbursement agreement. An issuer must comply with its obligations under the letter of credit
without regard to whether it will be reimbursed, which may be particularly relevant when the
applicant contractor becomes insolvent. Case law involving insolvent contractors naturally
evolves from the misguided efforts of issuers to avoid payment when they know they will not be
reimbursed. In Eakin v. Continental Illinois National Bank and Trust Company of Chicago,”® the
Seventh Circuit Court of Appeals addressed dishonor by an issuer when the contractor and the
applicant surety were insolvent at the time of the draw. In holding the bank to the terms of the
letter of credit, that court noted:

Letters of credit assure swift and reliable payment in commercial
transactions. That promise was frustrated by [the issuer], which

used flimsy pretexts to renege on a standby letter of credit
supporting a construction contractor’s bond.”

The surety who had issued a surety bond supporting the contractor’s performance on a
reclamation project therefore was entitled to payment under the letter of credit.*® Although the
issuer had refused to honor the letter of credit to the point of incurring Rule 11 sanctions, the
independence principle prevailed, and the issuer was forced to pay the beneficiary.*’

1. No Duty to Investigate

Also part of the independence principle is the idea that the issuer, often a bank, has no
duty to investigate the underlying business transaction before honoring a draw on the letter of
credit.*® The issuer’s function is ministerial in nature in that it must honor a conforming demand
on a letter of credit and has absolutely no duty to investigate aspects of the underlying
transaction.* Indeed, if the financial instrument is labeled as a letter of credit, but places a duty
of investigation on the issuer, it may be outside the purview of Article 5 of the UCC, and may

only be a letter of credit by name.®
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2. Fraud or Forgery

One marked but narrow exception to the independence principle applies in cases of fraud
or forgery. When there is fraud in either the underlying business transaction, or in the letter of
credit transaction itself (i.e., forgery),*” the applicant may be able to seek injunctive relief
preventing the issuer from paying the beneficiary.*® When instances of fraud occur, and except
in certain cases involving nominated persons, confirmers, holders in due course, or assignees,
“the issuer, acting in good faith, may honor or dishonor the presentation.”’ The fraud exception
to the independence principle is primarily limited by two concepts: (1) the fraud must be
“material” before a court will enjoin the issuer from paying the beneficiary;*® and (2) the court
must follow well-established equity principles before granting injunctive relief—for example, it
must not order equitable relief where there is an adequate legal remedy.*’

In Prairie State Bank v. Universal Bonding Insurance Co., the beneficiary was a surety
on a construction project and was entitled to reimbursement if it paid any claims made against
the contractor, Bauer Floor Covering.”’ However, when the surety attempted to draw on the
letter of credit, it did so to pay claims incurred by Dwight Bauer Floor Company, a separate
corporation with no relation to Bauer Floor Covering except in similarity of name.”’ The
beneficiary surety claimed that the bank had to honor the letter of credit, and the bank sought and
received a declaratory judgment ruling that it had no obligation to honor the letter of credit on
the basis of fraud.””

In upholding this declaratory judgment in favor of the bank, the court noted:

The draw by Universal Bonding [the surety] had nothing to do
with Bauer Floor Covering, Inc., which was the customer of the
Bank and was a party to the letter of credit. Universal Bonding
was attempting to obtain funds under false pretenses, which we
consider to be fraudulent . . . The deceit of Universal Bonding in

hiding the true facts from the Bank was fraud of “such an
egregious nature as to vitiate the entire transaction.”>
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Prairie State Bank provides a good example of a case where the narrow fraud exception to the
independence principle was recognized in favor of the issuer.

B. Strict Compliance

Strict compliance refers to the principle that any document presented by a beneficiary to
an issuer must be in strict compliance with the terms and conditions of the letter of credit before
the issuer will honor its obligations under the letter of credit.”*

1. Terms and Conditions

Strict compliance does not require “slavish conformity to the terms of the letter,” nor
“oppressive perfectionism,” but under the UCC is a concept derived from standard practice.”
The strict compliance standard as to the terms and conditions of the letter of credit “requires not
only that the documents themselves appear on their face strictly to comply, but also that the other
terms of the letter of credit such as those dealing with the time and place of presentation are
strictly complied with.”®

In one case involving the strict compliance standard, a court enjoined the issuer from
honoring a letter of credit until it could be determined whether what the beneficiary had
presented was a “commercial invoice” as required by the terms and conditions of the letter of
credit.”” The invoice issue arose after the applicant unilaterally cancelled the underlying
business contract for construction of mini-storage units, causing the beneficiary contractor to
send an invoice for its “benefit of the bargain damages.”® In discussing the strict compliance
rule, the court noted:

If courts deviate from the rule of strict compliance and insist in
certain undefined situations that banks made payments
notwithstanding the fact that the beneficiary failed to comply with
the terms stipulated in the letter of credit, the certainty that makes
this device so attractive and useful may well be undermined, with

the result that banks may become reluctant to assume the
additional risks of litigation.”
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Another aspect of strict compliance requires the beneficiary to comply with the time and
place requirements in the letter of credit.'” Two cases with opposite outcomes illustrate this
facet of the strict compliance standard.'”" In the first case, the court held a beneficiary had acted
within the terms and conditions of the letter of credit and therefore made a timely presentation.'”
The dispute concerned the fact that the beneficiary presented a draft on the last day before the
expiration of the letter of credit, after the lobby of the bank had officially closed, but while the
drive-up window was still open.'” The court noted:

The letter of credit made no reference that the sight draft must be
presented before the lobby closed on June 26, 2002 . . . The letter
of credit simply stated that the money was available by draft at

“sight” and would be honored “if presented at this office in
Shawnee, KS no later than June 26, 2002.”'%

In the second case, Consolidated Aluminum Corp. v. Bank of Virginia,"” the court held
that the beneficiary was not entitled to payment under a standby letter of credit when the
beneficiary sent out the necessary documents to make a draw on the letter of credit, but due
solely to delay of the mails, the documents did not reach the issuer before the date of
expiration.'” That court noted:

[T]he fundamental underlying rationale behind the rule of strict
compliance with the expiration date of a letter of credit would
appear to be applicable herein. That rationale is founded upon
certainty and allocation of risk. The expiration date fixes with
certainty the liability of the issuing bank. Before the expiration
date, the bank has an absolute, unconditional obligation to pay
provided that the beneficiary complies with the terms and

conditions of the letter of credit. After that date, however, the
bank has no obligation to pay.'”’

These two cases illustrate that the strict compliance principle will protect a beneficiary
who has presented a draft to the issuer that complies with the terms of the letter of credit, even if
that presentation is made by knocking on a closed bank lobby door while only the drive-up

window is open.'”® They also represent the flipside of the strict compliance principle, where a
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beneficiary who does not make a presentation before the expiration date, even if that beneficiary
was diligent and reasonable in relying on the postal service, will not be protected against the
issuer’s subsequent dishonor.'®”

The strict compliance standard was at one time challenged by a looser “substantial
compliance” standard.''’ This standard is generally based on a misunderstanding of letter of
credit law, and has now been widely rejected by courts and commentators alike.''' Although
issuers ‘“cannot draw exact lines” concerning exactly what the strict compliance standard

mandates, 12

their decisions must be informed by the good faith standard defined in Article 5 as
“honesty in fact in the conduct or transaction concerned,” a narrower standard of good faith than

the standard applicable under Article 2.'"*

2. Discrepancies
An issuer must dishonor a presentation that does not strictly comply with the terms and
conditions of a letter of credit.''* If there are discrepancies, the issuer must not honor the letter
of credit,'"> and must also give notice to the presenter of the discrepancies within “a reasonable
time after presentation,” that can not exceed seven business days after the receipt of the

16 An issuer must give this notice or it will be liable for wrongful dishonor.'"’

documents.
However, the issuer may refuse to honor a letter of credit on the basis of fraud, forgery, or
presentation after the expiration of the letter of credit without providing notice to the presenting
party.|18

VII. Remedies and Defenses

A. Cause of Action by Beneficiary Against Bank for Wrongful Dishonor
Wrongful dishonor occurs when the issuer refuses the beneficiary’s presentation, and
does so improperly. It can also occur when the bank fails to honor the letter of credit or provide

notice of discrepancies within the “reasonable time” set forth in U.C.C. § 5-108(b).""”
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1. The Cause of Action

Wrongful dishonor occurs when the issuer has not honored the letter of credit and has no

121

meritorious defense to dishonoring.'*® In Western Surety Co. v. Bank of Southern Oregon,'' the

issuer was liable for wrongful dishonor when it refused to pay the beneficiary, an insurer who

had posted performance bonds on behalf of a construction company.'*

The court granted a
motion for summary judgment in the beneficiary’s favor because it found that the beneficiary
had made a proper presentation, and that the issuer, despite its allegations, could not raise a

genuine issue of material fact as to the existence of fraud.'”

2. Damages Available

Both the beneficiary and the applicant may make claims for damages against an issuer
who has wrongfully dishonored a letter of credit.'** The beneficiary is entitled to “the amount
that is the subject of the dishonor” plus “incidental but not consequential damages.”'*> The
applicant may recover “damages resulting from the breach, including incidental but not
consequential damages, less any amount saved by the breach.”'?® A party that is successful in
proving wrongful dishonor by the issuer is also entitled to “interest on the amount owed” and is
3127

entitled to “reasonable attorneys fees.

B. Defenses of the Bank to a Cause of Action by the Beneficiary for Wrongful
Dishonor

Typically an issuer or bank facing a wrongful dishonor action can present one of the
following defenses: expiration of the letter of credit, discrepancies between the beneficiary’s
presentation and the terms and conditions of the letter of credit, or fraud.

In a situation where an issuer asserts discrepancies as a defense, the beneficiary can argue
that notice of the deficiencies in its presentation was inadequate. An entire trial can concern the

singular issue of whether an issuer who claimed discrepancies between the beneficiary’s
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presentation and the terms and conditions of the letter of credit gave proper and timely notice to
the beneficiary.'?® If a beneficiary makes a presentation close to the time of expiration of a letter
of credit, the issuer will not be held to have acted in bad faith with respect to any dishonor based
solely on the fact that the beneficiary was left with no time to cure his nonconforming
presentation.'?’

An issuer may also defend on the basis of fraud, but the common law cause of action for
that tort further illustrates the limited application of such a defense:

To withstand summary judgment by establishing a claim for fraud,
the Bank had to show that there was no genuine issue of material
fact as to the following elements: (1) a representation; (2) its
falsity; (3) its materiality; (4) the speaker’s knowledge of its falsity
or ignorance of its truth; (5) his intent that it should be acted on by
the person and in the manner reasonably contemplated; (6) the
hearer’s ignorance of its falsity; (7) his reliance on its truth; (8) his
right to rely thereon; and (9) his consequent and proximate
injury."’

The defenses of an issuer are limited, and the applicant or issuer may choose to waive
defenses as to the draw, but in the absence of waiver, improper presentation by the beneficiary or
fraud will protect the issuer against wrongful dishonor.

VIII. The Implications of Bankruptcy on a Letter of Credit

A chief benefit of being a beneficiary of a letter of credit is that the beneficiary’s rights
under a letter of credit are relatively unaffected if the customer files a petition in bankruptcy.
This is because a letter of credit is not part of the bankrupt customer’s estate, and other

bankruptcy laws may affect the issuing bank, but not the beneficiary.

A. Letters of Credit Are Not Property of the Estate Under Bankruptcy Code
541

Under section 541 of the Bankruptcy Code, when a bankruptcy case is commenced an

estate is created.”' The estate consists of “all legal and equitable interests of the debtor in
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property...”"*> A beneficiary may draw on the proceeds of a letter of credit despite the fact that
customer who procured the letter of credit filed for bankruptcy protection. “The letter of credit is
an independent third party obligation, and the proceeds are not the debtor’s property even if,

...the letter of credit is secured by the debtor’s property.”>?

While the automatic stay does not
provide the debtor with protection for draw down of letters of credit, it does insulate the debtor
and its property. For instance, those banks that have issued letters of credit to back surety bonds
cannot enforce their rights against the debtor’s collateral that secures the debtor’s reimbursement
obligation without relief from the automatic stay.'**

For instance, consider the case of Keene Corporation v. Acstar Insurance Co."*> There,
the debtor has obtained several appeal bonds that the debtor previously secured by letters of
credit to various different surety companies. While the automatic stay prevented the
continuation of asbestos related litigation against the debtor, including the pending appeals,
prevented the debtor’s banks from seizing the collateral backing the letters of credit, and
prevented judgment creditors from satisfying their judgment against property of the estate, the
automatic stay did not prevent or stay final judgment creditors from enforcing their judgments
against the appeal bonds, nor did it stay or prevent the sureties from drawing the proceeds of the

letters of credit in accordance with their terms.'*°
B. The Preference Section is Also Unlikely to Apply
Section 547 (b) of the Bankruptcy Code provides for the trustee or a Chapter 11 debtor in
possession to avoid any transfer of property to the debtor
(1) to or for the benefit of a creditor;

(2) for or on account of an antecedent debt owed by the debtor
before such transfer was made;

3) made while the debtor was insolvent;
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(4) made —

(A)  On or within 90 days before the date of the filing of
the petition,;

(B)  between 90 days and one year before the date of the

filing of the petition, if such creditor at the time of
each transfer was an insider; and

(5) that enables such creditor to receive more than such
creditor would receive if —

(A)  the case were a case under Chapter 7 of the title;
(B)  the transfer had not been made; and

(C)  such creditor received payment of such debt to the
extent provided by the provisions of this title.

An argument exists that honoring a letter of credit obtained by a debtor for the benefit of
an unsecured creditor creates a preference when the bank pays it after the debtor’s filing. In re
M.J. Sales & Distributing Company, Inc.,"” addressed this argument and found that “a bank
honors a letter of credit and pays the beneficiary with its own funds, and not with assets
belonging to the debtor who caused the letter of credit to be issued.” Accordingly, there is no
preference because the payment depletes the assets of the issuing bank and not the debtor.'*®
Thus, the court found there were no provisions of the bankruptcy code precluding payment to a
beneficiary that holds the letter of credit, since the letter of credit and its proceeds represent
property of the issuing bank, not the debtor.'*” There are, however, at least some instances where
the beneficiary’s draw on a letter of credit may be considered a preference. Thus, the specific
facts of the situation and the timing of when the letters of credit are placed may play a significant

role in such determination.'*
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IX. Specific Applications

A. Challenges to Use of the Proceeds of a Letter of Credit

The “pay now, argue later”"!

aspect of letters of credit becomes particularly relevant
when a beneficiary benefits illegally, as through unjust enrichment, from the issuer’s obligatory
payment under a letter of credit.'** Although the issuer is required to honor a conforming, non-
fraudulent letter of credit despite any defenses the applicant may have against the beneficiary,
the proceeds of the letter of credit are not immune from attack by the applicant.'*’ After the
letter of credit has been honored, courts may no longer apply the independence principle.'** In a
case where the issuer and the applicant may both attack the proceeds of the letter of credit, the

applicant’s interest will most often prevail over the issuer’s interest, if any.'*

B. Monitoring Letters of Credit

The beneficiary, which is most often the owner in the construction context, must closely
monitor the letter of credit. An issuer can rightfully refuse to honor an expired letter of credit.
The beneficiary must also make the proper presentation in order to receive payment from the
issuer. If these obligations are met, and absent fraud or forgery, the beneficiary should meet no
resistance to payment by the issuer, and per the independence principle, the underlying
transaction will not be relevant to the issuer’s payment of the beneficiary.'*°

C. Used as a Replacement for Bonds

The independence principle is at the heart of the advantages that letters of credit have
over performance or surety bonds in the construction context. Under a performance bond, the
owner must convince the surety that default has occurred, and the surety must independently
investigate this claim—often leaving the owner to fund the dispute, and the construction project in
a state of disarray.'*’ Further, the surety may oppose liability on the bond with a variety of

defenses, and legal action on the part of the owner may only result in further cost and delay.'**
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Significantly, the surety will generally withhold payment to the owner until the contractor’s
default is determined.'*

Contrast this situation with default that occurs and falls within the terms and conditions
of a letter of credit. The issuer has no duty to investigate the alleged default, and must pay the

% Even if the contractor

owner absent fraud or forgery (or a non-complying presentation).'
alleges fraud or forgery, this may not prevent payment to the owner as the issuer may not wish
to withhold payment."”' The contractor applicant would therefore have to seek injunctive relief.
However, in the construction context, breach of contract actions would provide an adequate legal
remedy in most instances, meaning injunctive relief would be unavailable to the contractor.'”
Further, in contrast to the performance bond context, an owner beneficiary of a letter of credit is
able to hold on to the money from the letter of credit while any litigation ensues to determine
whether there was nonperformance or default by the contractor, shifting the burden of litigation
costs, at least initially, to the contractor.'>

Under letters of credit, contractors receive the benefit of guaranteed payment to the
beneficiary once the terms and conditions of the letter of credit are met. Owners receive the
benefit of payment prior to any litigation concerning the underlying contract.
X.  Conclusion

The growing importance of letters of credit in the construction industry must be
accompanied by growing knowledge of the same. The distinction between letters of credit and
other financial instruments or performance bonds is the independence principle, which makes the
letter of credit standalone from any other agreement. In both the drafting of a letter of credit, and

in any dispute involving a letter of credit, one must consider not only the independence principle,

but also two guiding principles of letter of credit law—certainty and risk allocation. A beneficiary
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and applicant seek the certainty of payment upon proper presentation of drafts to the issuer; the
issuer seeks the certainty of not having to pay in instances of material fraud or improper
presentation by the beneficiary. All parties seek the mechanical risk allocation that is embodied
in Article 5 of the Uniform Commercial Code and embraced by judges and practitioners who

understand modern mercantile law.
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