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Letters of Credit: Highlights of Revised Article 5

Edwin E. Smith James J. White

1. Under what circumstances is it bad faith for an issuer
to honor a letter of credit in the face of an applicant’s offer
of proof of fraud by the beneficiary?

Assume a Lloyds’ Name who has signed a clean letter of
credit and maintains that Lloyds committed fraud in causing him
to procure the letter of credit. The Name offers stacks of
documents and various other items (such as decisions by various
state securities directors) to the effect that Lloyds has been
guilty of fraud in procuring numerous letters of credit. The
Name notes that 5-109(a) (2) states that "the issuer, acting in
good faith, may honor or dishonor the presentation . . . " The
Name argues that there must be some limit on "good‘faith" and
when that limit is reached there is an obligation on the part of
the issuer to refuse to honor.

Is there ever an obligation on the part of the issuer
(confronted with such "evidence") to investigate? If there is no

such obligation, what is lack of good faith?

2. What is the issuer’s obligation where there is a waiver
by the applicant that the issuer chooses not to honor?

Assume, alternatively, that beneficiary makes several
successive presentations, each deficient, but each waived by the

applicant. If the beneficiary makes another identical and
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defective presentation, has the issuer lost its right to

dishonor?

Consider Comment 7 to Revised 5-108.

7. The issuer’s obligation to honor runs not only to the
beneficiary but also to the applicant. It is possible that
an applicant who has made a favorable contract with the
beneficiary will be injured by the issuer’s wrongful
dishonor. Except to the extent that the contract between the
issuer and the applicant limits that liability, the issuer
will have liability to the applicant for wrongful dishonor
under Section 5-111 as a matter of contract law. A good
faith extension of the time in Section 5-108(b) by agreement
between the issuer and beneficiary binds the applicant even
if the applicant is not consulted or does not consent to the
extension.

The issuer’s obligation to dishonor when there is no
apparent compliance with the letter of credit runs only to
the applicant. No other party to the transaction can
complain if the applicant waives compliance with terms or
conditions of the letter of credit or agrees to a less
stringent standard for compliance than that supplied by this
article. Except as otherwise agreed with the applicant, an
issuer may dishonor a noncomplying presentation despite an
applicant’s waiver.

Waiver of discrepancies by an issuer or an applicant in
one or more presentations does not waive similar
discrepancies in a future presentation. Neither the issuer
nor the beneficiary can reasonably rely upon honor over past
waivers as a basis for concluding that a future defective
presentation will justify honor. The reasoning of
Courtaulds of North America Inc. v. North Carolina Nat.
Bank, 528 F.2d 802 (4th Cir. 1975) is accepted and that
expressed in Schweibish v. Pontchartrain State Bank, 389
So.2d 731 (La.App.1980) and Titanium Metals Corp. v. Space
Metals, Inc., 529 P.2d 431 (Utah 1974) is rejected.

3. What are the rights of transferees of transferable

‘letters of credit and assignees of proceeds? These rights have

been stated in some detail in 5-112, 5-113, and 5-114. Those

sections together with the Comments are attached. Consider the

following questions:
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Do any of these persons take free of a defense of fraud
that could be made against the original beneficiary?

Can any of these persons present its own documents or
must the documents of the original beneficiary be submitted?

To what extent is the issuer free to disregard the
presentation of the assignee or transferee, or to refuse to
recognize an assignment of proceeds or transfer of the
letter of credit?
Most of these were contentious issues in the redraft of

Article 5 and were dealt with in considerable detail in the three

cited sections and the Comments.

S8ECTION 5-112. TRANSFER OF LETTER OF CREDIT.

(a) Except as otherwise provided in Section 5-113,
unless a letter of credit provides that it is transferable, the
right of a beneficiary to draw or otherwise demand performance
under a letter of credit may not be transferred.

(b) Even if a letter of credit provides that it is
transferable, the issuer may refuse to recognize or carry out a
transfer if:

(1) the transfer would violate applicable law; or

(2) the transferor or transferee has failed to
comply with any requirement stated in the letter of credit or any
other requirement relating to transfer imposed by the issuer
which is within the standard practice referred to in Section

5-108 (e) or is otherwise reasonable under the circumstances.
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Official Comment

1. In order to protect the applicant’s reliance on the
designated beneficiary, letter of credit law traditionally has
forbidden the beneficiary to convey to third parties its right to
draw or demand payment under the letter of credit. Subsection
(a) codifies that rule. The term "transfer" refers to the
beneficiary’s conveyance of that right. Absent incorporation of
the UCP (which make elaborate provision for partial transfer of a
commercial letter of credit) or similar trade practice and absent
other express indication in the letter of credit that the term is
used to mean something else, a term in the letter of credit
indicating that the beneficiary has the right to transfer should
be taken to mean that the beneficiary may convey to a third party
its right to draw or demand payment. Even in that case, the
issuer or other person controlling the transfer may make the
beneficiary’s right to transfer subject to conditions, such as
timely notification, payment of a fee, delivery of the letter of
credit to the issuer or other person controlling the transfer, or
execution of appropriate forms to document the transfer. A
nominated person who is not a confirmer has no obligation to
recognize a transfer.

The power to establish "requirements" does not include
the right absolutely to refuse to recognize transfers under a
transferable letter of credit. An issuer who wishes to retain
the right to deny all transfers should not issue transferable
letters of credit or should incorporate the UCP. By stating its
requirements in the letter of credit an issuer may.impose any
requirement without regard to its conformity to practice or
reasonableness. Transfer requirements of issuers and nominated
persons must be made known to potential transferors and
transferees to enable those parties to comply with the
requirements. A common method of making such requirements known
is to use a form that indicates the information that must be
provided and the instructions that must be given to enable the
issuer or nominated person to comply with a request to transfer.

2. The issuance of a transferable letter of credit
with the concurrence of the applicant is ipso facto an agreement
by the issuer and applicant to permit a beneficiary to transfer
its drawing right and permit a nominated person to recognize and
carry out that transfer without further notice to them. 1In
international commerce, transferable letters of credit are often
issued under circumstances in which a nominated person or adviser
is expected to facilitate the transfer from the original
beneficiary to a transferee and to deal with that transferee. 1In
those circumstances it is the responsibility of the nominated
person or adviser to establish procedures satisfactory to protect
itself against double presentation or dispute about the right to
draw under the letter of credit. Commonly such a person will
control the transfer by requiring that the original letter of
credit be given to it or by causing a paper copy marked as an
original to be issued where the original letter of credit was
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electronic. By keeping possession of the original letter of
credit the nominated person or adviser can minimize or entirely
exclude the possibility that the original beneficiary could
properly procure payment from another bank. If the letter of
credit requires presentation of the original letter of credit
itself, no other payment could be procured. In addition to
imposing whatever requirements it considers appropriate to
protect itself against double payment the person that is
facilitating the transfer has a right to charge an appropriate
fee for its activity.

"Transfer" of a letter of credit should be
distinguished from "assignment of proceeds." The former is
analogous to a novation or a substitution of beneficiaries. It
contemplates not merely payment to but alsc performance by the
transferee. For example, under the typical terms of transfer for
a commercial letter of credit, a transferee could comply with a
letter of credit transferred to it by signing and presenting its
own draft and invoice. An assignee of proceeds, on the other
hand, is wholly dependent on the presentation of a draft and
invoice signed by the beneficiary.

By agreeing to the issuance of a transferable letter of
credit, which is not qualified or limited, the applicant may lose
control over the identity of the person whose performance will
earn payment under the letter of credit.

S8ECTION 5-113. TRANSFER BY OPERATION OF LAW.

(a) A successor of a beneficiary may consent to
amendments, sign and present documents, and receive payment or
.other items of value in the name of the beneficiary without
disclosing its status as a successor.

(b) A successor of a beneficiary may consent to
amendments, sign and present documents, and receive payment or
other items of value in its own name as the disclosed successor
of the beneficiary. Except as otherwise provided in subsection
(e), an issuer shall recognize a disclosed successor of a
beneficiary as beneficiary in full substitution for its
predecessor upon compliance with the requirements for recognition

by the issuer of a transfer of drawing rights by operation of law
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under the standard practice referred to in Section 5-108(e) or,
in the absence of such a practice, compliance with other
reasonable procedures sufficient to protect the issuer.

(c) An issuer is not obliged to determine whether a
purported successor is a successor of a beneficiary or whether
the signature of a purported successor is genuine or authorized.

(d) Honor of a purported successor’s apparently
~complying presentation under subsection (a) or (b) has the
consequences specified in Section 5-108(i) even if the purported
successor is not the successor of a beneficiary. Documents
signed in the name of the beneficiary or of a disclosed successor
by a person who is neither the beneficiary nor the successor of
the beneficiary are forged documents for the purposes of Section
5~-109.

(e) An issuer whose rights of reimbursement are not
covered by subsection (d) or substantially similar law and any
confirmer or nominated person may decline to recognize a
presentation under subsection (b).

(f) A beneficiary whose name is changed after the
issuance of a letter of credit has the same rights and
obligations as a successor of a beneficiary under this section.

Official Comment

This section affirms the result in Pastor v. Nat.
Republic Bank of Chicago, 76 I1l.2d4 139, 390 N.E.2d 894 (Ill.
1979) and Federal Deposit Insurance Co. v. Bank of Boulder, 911
F.2d 1466 (10th Cir. 1990).

An issuer’s requirements for recognition of a
successor’s status might include presentation of a certificate of
merger, a court order appointing a bankruptcy trustee or
receiver, a certificate of appointment as bankruptcy trustee, or
the like. The issuer is entitled to rely upon such documents
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which on their face demonstrate that presentation is made by a

successor of a bengfic@ary. It is not obliged to make an

independent investigation to determine the fact of succession.
SECTION 5-114. ASSIGNMENT OF PROCEEDS.

(a) In this section, "proceeds of a letter of credit"
means the cash, check, accepted draft, or other item of value
paid or delivered upon honor or giving of value by the issuer or
any nominated person under the letter of credit. The term does
not include a beneficiary’s drawing rights or documents presented
by the beneficiary.

(b) A beneficiary may assign its right to part or all
of the proceeds of a letter of credit. The beneficiary may do so
before presentation as a present assignment of its right to
receive proceeds contingent upon its compliance with the terms
and conditions of the letter of credit.

(c) An issuer or nominated person need not recognize
an assignment of proceeds of a letter of credit until it consents
to the assignment.

(d) An issuer or nominated person has no obligation to
give or withhold its consent to an assignment of proceeds of a
letter of credit, but consent may not be unreasonably withheld if
the assignee possesses and exhibits the letter of credit and
presentation of the letter of credit is a condition to honor.

(e) Rights of a traﬁsferee beneficiary or nominated
person are independent of the beneficiary’s assignment of the

proceeds of a letter of credit and are superior to the assignee’s

right to the proceeds.
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(f) Neither the rights recognized by this section
between an assignee and an issuer, transferee beneficiary, or
nominated person nor the issuer’s or nominated person’s payment
of proceeds to an assignee or a third person affect the rights
between the assignee and any person other than the issuer,
transferee beneficiary, or nominated person. The mode of
creating and perfecting a security interest in or granting an
assignment of a beneficiary’s rights to proceeds is governed by
Article 92 or other law. Against persons other than the issuer,
transferee beneficiary, or nominated person, the rights and
obligations arising upon the creation of a security interest or
other assignment of a beneficiary’s right to proceeds and its
perfection are governed by Article 9 or other law.

Official Comment

1. Subsection (b) expressly validates the
beneficiary’s present assignment of letter of credit proceeds if
made after the credit is established but before the proceeds are
realized. This section adopts the prevailing usage --
"assignment of proceeds" -- to an assignee. That terminology
carries with it no implication, however, that an assignee
acquires no interest until the proceeds are paid by the issuer.
For example, an "assignment of the right to proceeds" of a letter
of credit for purposes of security that meets the requirements of
Section 9-203(1) would constitute the present creation of a
security interest in that right. This security interest can be
perfected by possession (Section 9-305) if the letter of credit
is in written form. Although subsection (a) explains the meaning
of "’proceeds’ of a letter of credit," it should be emphasized
that those proceeds also may be Article 9 proceeds of other
collateral. For example, if a seller of inventory receives a
letter of credit to support the account that arises upon the
sale, payments made under the letter of credit are Article 9
proceeds of the inventory, account, and any document of title
covering the inventory. Thus, the secured party who had a
perfected security interest in that inventory, account, or
document has a perfected security interest in the proceeds
collected under the letter of credit, so long as they are
identifiable cash proceeds (Section 9-306(2), (3)). This
perfection is continuous, regardless of whether the secured party
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perfected a security interest in the right to letter of credit
proceeds.

2. An assignee’s rights to enforce an assignment of
proceeds against an issuer and the priority of the assignee’s
rights against a nominated person or transferee beneficiary are
governed by Article 5. Those rights and that priority are stated
in subsections (c¢), (d), and (e). Note also that Section 4-210
gives first priority to a collecting bank that has given value
for a documentary draft.

3. By requiring that an issuer or nominated person
consent to the assignment of proceeds of a letter of credit,
subsections (c) and (d) follow more closely recognized national
and international letter of credit practices than did prior law.
In most circumstances, it has always been advisable for the
assignee to obtain the consent of the issuer in order better to
safeguard its right to the proceeds. When notice of an
assignment has been received, issuers normally have required
signatures on a consent form. This practice is reflected in the
revision. By unconditionally consenting to such an assignment,
the issuer or nominated person becomes bound, subject to the
rights of the superior parties specified in subsection (e), to
pay to the assignee the assigned letter of credit proceeds that
the issuer or nominated person would otherwise pay to the
beneficiary or another assignee.

Where the letter of credit must be presented as a
condition to honor and the assignee holds and exhibits the letter
of credit to the issuer or nominated person, the risk to the
issuer or nominated person of having to pay twice is minimized.
In such a situation, subsection (d) provides that the issuer or
nominated person may not unreasonably withhold its consent to the
assignment.
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