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Abstract

The letter of credit continues to play an indispensable role in the fmancing and securing

of international commercial transactions. Its usefulness and efficacy derives primarily from

the faet that it is independent from the underlying relationship between buyer and seller. In

a considerable number of cases, however, the independence of the letter of credit has been

challenged as a result of fraud in the underlying transaction. After analyzing recent reforms

of the regulatory framework governing letters of credit, this fraud exception to the

independence principle will be reappraised in the light of current de\relopments in Canada

and the United States. Finally, the author argues that arbitration can and indeed should play

an inereasingly important role in the resolution of international letter of credit disputes

involving fraud in the transaction.
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Résumé

La lettre de crédit joue toujours un rôle indispensable dans le financement et dans la

garantie de paiement des transactions commerciales internationales. Son utilité et son

efficacité s'expliquent par le fait qu'elle tient son indépendance juridique du contrat sous

jacent entte l'acheteur et le vendeur. Cependant, des doutes ont été soulevés quant à

l'indépendance de la lettre de crédit dans de nombreu..'C cas à cause d'une fraude commise

dans le contrat sous-jacent. Après avoir analysé les réformes récentes apportées aLLX régimes

réglementaires s'appliquant aux lettres de crédits, l'exception de la fraude au principe

d'indépendance sera évaluée de nouveau à la lumière des développements récents au Canada

et aux États-Unis. Finalement, l'auteur soutient que l'arbitrage pourrait et, en fait, devrait

jouer un rôle de plus en plus significatif dans la résolution des différends impliquant, des

lettres de crédit ,ainsi que la fraude dans le contrat sous-jacent.
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PART 1 - GENERAL FOCUS OF THIS THESIS

Chapter 1: Introduction

The parties to an international sales contract encounter commercial idiosyncrasies not

commonly seen in a domestic transaction. Often they do not know each other very weil

and, in contrast to many domestic transactions, it is practically impossible for delivery of

the goods or services and payment to occur simultaneously. In addition, an international

sale involves cultural, political and legal uncertainties that may render the realization of the

contract problematic. Thus, reasonable businessmen seek to protect themseives against

these pitfaiis of international engagements. In other words, risk, and particularly the risk of

non-performance or non-payment by the other conttaCtafi4 is becoming a factor of

increasing significance and concem in international trade.1

The device to which the business world has traditionally turned in order to overcome

these risks is the letter of credit. Because it serves as both a method of payment as weil as

security for the goods or services sold, the letter of credit takes each parties' interests into

account and thus considerably facilitates complex international transactions.

Despite doubts as to its usefulness in times of progressive development of multi-branch

and multi-national banks, the letter of credit continues to play a major role in mercantile

practice. This is evidenced by the rapid and unprecedented expansion in the volume of

letter of credit transactions in recent years. Since 1970, a t'Wo-fold ncrease in the use of

letters of credit has been observed, and it is estimated that each year transfers exceeding

1 See R.I. Bertrams, Bœrk Gllllrtllflts i" 1II1mIlltiD"a/TraiM, 2nd 00. (l'he Hague: Kluwer Law Intemationa1, 1996)
at 1 [hereinafœr Berttams, Btllk GII,mrtIfJj; P.R. Omson, '~rtDevelopment Corporation and Letters of
Credit" (1988) 7 Nat'l Banking L. Rev.224 at 226 [hereinafter Oarkson, "Export Development'1.
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S 500 billion V.S. are carried out by letter of credits.2 Consequently, the letter of credit has

been termed the Uquintessential international instrument"J or the ulife-blood"" of

international business.

As letters of credit have been increasingly used, it is not surprising that this relatively

unconttoversial area of commercial law has become the stage for a notable number of

disputes.5 Probably the most frequent matter in dispute is the issue of fraud in the

transaction, which may manifest itself in varying permutations. Litigation involving bath

the parties to the sales contract as weil as the issuers of letters of credit has been the usual

method of resolving these conflicts. In the past fifty years, a substantial number of cases

pertaining to this question have been litigated in Canadian and American courts, which

culminated in the lranian Letter of Credit Cases in the early 19805.6 Since then, as

2 Prefatory Noœ ta U.C.C Revised Article S, Letters of Credit 1 (1995) [hereinafœr Prefatory Note]. The
outstanding amounts of standby letters of credit substantially exceed the outstanding amounts of
documentary letters ofcredit. See Preface to ISP 98. LCC Publication No. 590, at 5. While Canada conducts
most of its intemational ttade with the United States without much use of letters ofcredit, intemational trade
involving letters of credit accounts for about $ 6.5 CAO billion each way in Canada. See P.F. Famula, "The
Fraud Exception to the Autonomy of Letters of Credit since Bank of Nova Seotia v. Angelica Whitewear".
(1997) 12 Nat1 Credo & Debt. Rev. 31 at 43 [hereinafter Famula, "Fraud exception'"
3 See J. Byme, 'The Task Force on the Sh1dy of the UCC Article 5 (Letters of Credit)" (1990) 45 Bus. Law.
1521at 1538 [hereinafter Byme. ''UCC Article S'"
.. See R.D. HarbottI4 v. NfJtionai Westminster Bfl1Ik, [1977] 3 W.LR. 752 (CA.) [hereinafter Harbottle).
5 See J. Byme. "Letters of Credit" (1988) 43 Bus. Law. 1353 at 1353 [hereinafter Byme. ''Letters of Credit'1;
S.I. Chung. uDeveloping a Documenrary Credit Dispute Resolution System: An ICC Perspective", (1996) 19
Fordham lnt1 LJ. 1349 at 1354 [hereinafter Chung, uICC Dispuœ Resolution System'1; D.J.Kalson, "The
Intemational Monetary Fund Agreement and Letters of Credit: A Balancing of Purposes" (1983) 44
Pittsburgh L Rev. 1061 at 1061 [hereinafter Kalson, "IMF and Letters ofCredit'"
6 See e.g. Sirombtfg Carlson Corp. v. Bfl1Ik MtUi [rfl1l. 467 F. Supp. 530 (S.D.N.Y. 1979) [hereinafter Bank MtUi
[rfl1l); Amni~fl1I &II InlmlalÎonai In~. v. lslami~ Rlpllba( of lrfl1l, 474 F. Supp. 420 at 425 (S.D.N.Y. 1979)
[hereinafter Amm(fl1I &'4; J. Kimball & H. Sanders. uPreventing Wrongful Payment of Guaranty Letters of
Credit-Lessons &am Iran" (1984) 39 Bus. Law. 417 [hereinafter Kimball & Sanders, cepreventing Wrongful
Payment'1; Note, ''Enjoining the Intemational Standby Letter of Credit: The lranian Letter of Credit Cases"
(1980) 21 Harv. Int'l L.J. 189 [hereinafter HIranian Cases'" During the reign of the Shah, the govemment of
Iran generally demanded perfoanance guarantees for conrracts with foreign companies and repayment
guarantees for payments in advance. The performance guarantees and repayment guarantees were issued by
an Iranian b~ and payment would he made simply on a dec1aration by the lranian govemmeot that the
company had failed ta meet its coottactual obligations. The Iranian bank was covered by a srandby letter of
credit &om a foreign bank <generally from the country of the foreign company) to the effect that payment
would take place mere1y 00 the declaration by the lranian bank that the lranian govemment had calIed on the 
guaranrees issued by the Iranian bw. Afœr the fall of the Shah's regime, innumerable conttacts could not he
completed and many companies suffered heavy losses. Variou~ companies. particulady American fitms.
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demonstrated by the recent Lloyd's letter of credit cases', the fraud issue has not lost any

of its relevance and still puzzles the couns when they are called upon to determine its

pararneters.

Ooly rarely have the parties to a letter of credit transaction agreed to submit such

contlicts to non-judicial fora of dispute resolution.8 Although the Banking Commission of

the International Chamber of Commerce9 has received over the years numerous requests

for opinions on letter of credit disputes,IO and although a shift towards extra-judicial

dispute resolution is currently discemible,ll few letter of credit disputes are actually referred

to extra-judicial authorities. Therefore, judicial settlement remains the rule in this field. This

virtually e:<c1usive reIiance on court proceedings is astonishing when one considers other

areas of international commerce, in which non-judicial dispute resolution has emerged as a

successful and efficient device enjoying broad acceptance.

endeavoured ta prevent the standby letter of credit issucd by their order from hc:ing bonoured. See F.P. de
Rooy, DtJal11Im/ary CndilS (Deventer: Kluwer Law, 1984) at 50 [hereinafter de Rooy, DfX1I11Intlary Cn/.i!1J.
7 See e.g. Ash v. 1.IJ?Jd's Cmp. [1992), 9 O.R. (3rd) 755 (OnL C.A) [hereinafter Arh]; Ri?JaJ Bt:l1Ik ofClJ1uxh v.
DfZIÜIIlJOn, [1995] O.]. No. 1044 [hereinafter Dar/i"UOnj; RoB. Smith, C<Fraud and Documentary Credits: The
Uoyd's Letters of Credit Cases" (1999) 18 Nat'l Banking L Rev. 1 and 17 [hereinafter Smith, C<Uoyd's
Cases'"
Uoyd's is an insurance maIket whereby DSks are accepted and underwrirœn by individual C<Names" for
personal gain or loss. The essence of the Uoyd's sysœm is unlimited personal liability for the individual
underwriœr. The Names are conttaetuaUy obligaœd to pay valid daims that are presented to them. The
Corporation of Uoyd's keeps letters of credit issued on bebalf of the Names to use if a name fails to pay
daims validly presented. The various Uoyd's cases resulted &am ca1ls on these letters of credit by Uoyd·s. In
the foUowing proceedings the validity of these caUs was challenged by the Names.
1 See W. Park, ccArl>itration in Banking and Fmance" (1998) Annual Review of Banking Law 213 at 214
[bereinafter Park, "Arhittation in Banking'l
9 The Intemational Chamber of Commerce [hereinafter LC.C.] is a non-govemmental intemational
organization of thousands of companies and business associations &am aU around the wodd. Founded in
1919 and headquanered in Paris, it serves intemational business by promoting trade and investment and
providing a number of practical services in various commercial areas, such as the INCOTERMS or the
Uoifoan Customs and Practice for Documentary Credits. Today, the I.C.C bas national commirœes in about
60 countries and members in over 140 nations. For more infonnation on the activities of the I.C.C onJinc,
sec <bnp:l/www iccwbo,ocg> (date accessed: 29 September 19(9).
10 See O1ung. celee Dispute Resolution System," .11 note 5 at 1354.
n See Patk, cCArbitration in Banking" SII/J'II note 8 at 240; Note, "Disputes Involving Letters of Cœdit" (1996)
7 Wodd Am. & Mediation Report 185 at 191 [bcreinafter Wodd Arb. Report].
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In partîcular, arbitration has become increasingly popular in the resolution of

international commercial disputes. \Vhile rendering binding and enforceable decisions and,

thus, standing on an equal footing with judgments rendered by national courts, arbitration

avoids many of the shortcomings of judicial proceedings, which often make going to court

an unattractive proposition for actors in the commercial world. Because it is in the interest

of the international business community to have a secure instrument that can be resorted

to quickly and without major complications, arbittation often serves commercial needs

better than litigation.

Therefore, this thesis will attempt to address and illustrate the usefulness of arbittation

as an alternative torm of relief from fcaudulent traders in international letter of credit

transactions. It will be acgued that arbitration is an efficient, effective and acceptable means

of resolving letter of credit disputes for ail involved parties. In addition, this thesis argues

that the use of arbittation in fraud daims would promote the mercantile viability and utility

of letters of credit when ongoing challenges to the letter of credit endanger its commercial

integrity and reliability as an "equivalent of cash in hand:,t2

Chapter 2: Concept and Methodological Aspects

1) Terminology and Def"mitions

12 DoDaldson L.J. in "TIH Bhojll TrtJdnl', (1981) Uoyd's Rep. 256 at 257 (H.L.) [hereinafter "TbI Bhojll Tradtrl
See also N. Faruqi, "Letters of Credit: Doubts As To Their Continued Usefulness" (1987) 8 N.Y.L. Sch. J.
lat'l & Comp. L. 328 [hereinafœr Famqi, ULetters orCredit'1; S.H. van HouteD, uLetters ofCredit and Fraud:
A Revisionist View" (1984) 62 Cm. Bar Rev. 371 [hereinafœr van HouœD, "Letters ofCredit and Fraud'l
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For the purpose of this thesis, it suffices to understand the letter of credit at a basic level

as an independent engagement by a bank or financial institution (the issuer) issued on

behalf of its customer (the applicant) to honour demands for payment by a third party (the

beneficiary) upon compliance with specifie documentary conditions that are esrablished in

the letter of credit. This basic letter of credit arrangement is assumed when referring to

letters of credit in this work. Sometimes, however, it will be necessary to·distinguish

between documentary, or co~erciallettersof credit on the one hand, and standby letters

of credit on the other.il

As discussed below,1-4 the reason for making this distinction is to be tound ln the

differing commercial contexts in which these two types of letter of credit operate.

This thesis, however, does not strive ta offer a comprehensive survey of other available

forms of letters of credit. 15

Moreover, this thesis only focuses on intemationalletters of credit. The domestic use of

letters ofcredit will, therefore, not be contemplated.

13 The language used to describe letters of credit may vary. Sorne view standby credits as a subset of
documentary credits (see e.g. G.B. Graham & B. Geva, "Standby Credits in Canada" (1984) 9 Can. Bus. L.J.
180 [hereinafter Graham & Geva, "Standby Credits'1), while others seem to view them as a different type of
letter ofcredit a1together (J.F. Dolan, The Lmv ofuturs ofCndil: Co",,,,miai (1fId Slmtdl:J Cndits, 3rd ed. (Boston:
Warren, Gorham & Laanont, 1996) [bereinafter Dolan. Ltnv ofurttrs ofCntill)·
14 See infra Part II - Chapter 1, 1), 1), b) and Chapter l, 1),2), b).
1S Nowadays both documentary as weil as srandby letœrs ofcredit can he obtained in a great variety of forros:
Revocable or irrevocab1e; con6aned or unconfumed; ttansrerable or non-ttansferable; acceptance or cash
credits; deferred payment or negotiation credits; revolving, anticipatory, back-to-back or two-party credits;
perfoanance standby. advance payment standby, tender bond standby, financial srandby. counter standby.
direct pay standby. insurance srandby, commercial srandhy. See A. Oelofse, The Lr.nv ofDoatmml4ry Ldren of
Cn.' Î1I Co111JN'41illt Pmptaillt, (pretoria: Intedegal, 1997) at 29 [hereinafter Oelofse, 1...dt6s ofCntill, L Sama,
utln'S ofCnlÏl: Tht 1..411I ""d ClIm1It Prllait:r. 311I• ed. (Scarborough: Carswell. 1992) in ch. 1 - §4 [bereinafœr
Sama, uaws of Cnt6l); R.P. Buekley. "The 1993 Revision of the Unifoan Customs and Pactice for
Documentary Credits" (1995) 28 Geo. Wash. J. Int1 L. & Econ. 265 at 266 [hereinafœr Buckley. "The 1993
Revision of the UCP'1, Dolan, I...tIw ofl..Itttn of Cff.t SIi/J''' note 13 or J. Byme. "New Rules for StaDdby
Letters of Credit The Inœmational Standby Practices/ISP9S" at 7 online: [SP98 Homepage
<hnp:llwww.Üblp0lKt'isp > (daœ accessed: 29 September 1999) [hereinafter Byme, "New Standby
PracticesJ

' for an exhaustive coverage ofpossible types of leners ofcredit.
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II) Other Modes of Payment in International Trade

This thesis will not cover other financing and security instruments, as it will concentrate

solely on letters of credits. Thus, international payment alternatives such as advance

payments, open accounts, drafts, cheques or documentary collections, faU outside the

scope of this examination. Likewise, performance bonds and conditional or demand

guarantees will not be contemplated. \Vhere helpful, however, reference will be made to

the latter due to their conceptual and functional resemblance to standby letters of credit.

III) Omer Areas of Letter ofCredit Controversies

Of course, disputes concerning letters of credit are not restrÏcted to transactional fraud.

Though not an exhaustive list, contlicts also arise regularly in respect of the quality of the

goods or services sold, upon the insolvency of one of the parties to the credit, among

banks as to their administrative obligations in the transaction, or with regard ta the strict

compliance standard when interpreting the terms of the letter of credit.16

Because of constraints on space that would not allow a thorough discussion of the

issues raisecL but more importantly for reasons of plausibility and coherence, this work will

foeus solely on disputes resulting from fmudulent conduct in letter of credit transactions.

16 See e.g. J.G. Bames & J.E. Byme, '"Letters of Credit 1996 Cases" (1997) 52 Bus. Law. 1547 [hereinafœr
Bames & Byme, c"Lettea of Credit 1996'1; S. Hazarwt c1..ettea of Credit Disputes: Dispute Resolution and
the Proposed ICC Dispute Expertise Rules" (1996) 15 Nat'! Banking L. Rev. 51 at 52 [hereinafter Hazzanl,
''Letter of Credit Disputes'1; L. Sama, '"Letters of Credit Bankrupcey, Fraud and Identity of Parties" (1986)
65 Cano Bar Rev. 303 [bereina.fter Sama, lCBankruptey, Fraud and Identity of Parties'"
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The line between what constitutes fraud and that which is a mere violation of the strict

duty of compliance, however, often remains undear.17 Therefore, the principle of strict

compliance, as weIl as its relation to the fraud daim, 'will be outlined beloW.18

IV) Other Means of Alternative Dispute Resolution

Alternative dispute resolution (ADR) is understood to indude not only arbitration, but

aIso such non-arbitral devices as mediation, conciliation and mini-trials. 19 In contrast to

arbitration, these dispute resolution methods are not binding on the parties unless the

process results in a settlement agreement.20 Hence, their success depends to a large e:\.l:ent

on the ability and willingness of the parties to co-operate, reconcile and reach unanimous

conclusions on the matter in dispute. Ultimately, these means seek not only to settle the

particular controversy, but aIso to preserve and occasionally to restore the undedying

business relationship through negotiation and close party interaction.

It is evident, however, that the nature of the fraud daim is such that it does not lend

itself to voluntary dispute resolution. Therefore, non-arbitral dispute resolution methods

will not be taken inta consideration.

17 See e.g. Û!J Nt1ti01ltJi B""k v. Fint Natio"al B""A:, 732 S.W. 2d 489 (Ark. App. 1987) [hereinafter Ci[Y
NaDOlJtJi B""k]; J.E. Byme, <lI...etters of Credit" slIfJra note 5 at 1355; Note, "Note: I..etters of Credit: Injunction
as a Remedy for Fraud in V.C.c. Section 5-114" (1979) 63 Minnesota L Rev. 487 at 500 [bereinafter Note in
Minnesota L. Rev.l.
II See SIIfJrIl Part II - Chaprer t, IV), 1).
19 Sec e.g. W. Tedey, I111m141iolJlli Co".f/ias ofLmv, (Montreal: Les ditions Yvon Blais, 1994) at 390 [hereinaftcr
Tedey, IlJtmlatiOlltJi Collj/ias ofLaa1.
20 $ce Nore, 4tpfOteeting Con6dentiality in Mediationn (1984) 48 HatV. L Rev. 441 at 444 [hereiJlafter
"Mediation Note".
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V) Selection of Countries

This analysis will be presented from a Canadian and i\merican21 perspective. Bath

countries have been se1ected for different reasons.

First, only in Canada and the United States is the srandby letter of credit common.

Elsewhere this financial instrument is unknown and is usually replaced by bank guarantees

and performance bonds.

Second, with the notable e.xception of the United Kingdom, r}owhere outside Canada

and the United States is arbitration 50 widely accepted and frequently used as an alternative

to litigation.

Third, the United States have been chosen due ta their economic signitîcance as the

most significant international trading state. This is reflected by the fact that the letter of

credit output in the United States accounts each year for roughly half of the world's total; a

figure which annually exceeds $ 250 billion US.22

Fourth, Canada has been seleeted since the Lloyd's cases23 produced the mast recent

and therefore leading decisions on the issue of fraud in the transaction.

Where case law from other countries, particularly from the United Kingdom,

determined or influenced the outcome of comparable cases by the courts in Canada or the

United States, these decisions will aIso be scrutinized.

21 In this thesis UAmerican" œœrs to the Uoiœd States of America.
2Z See Prefatory Nole .(,1 note 2.
23 SIIJmI DOle 7.
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VI) Methodological Approach and Stnlcture of Tbesis

This thesis reviews the prospects of arbitration being successfully used as a dispute

resolution mechanism in cases involving fmudulently procured letters of credit. At first

glance, this inquiry is concemed with two legaI objects: the letter of credit on the one hand;

and arbitration on the other. In order to understand the usefulness of arbitration in

resolving letter of credit disputes, however, one must tirst e..xamine each subject

individually. Only after such an analysis has been carried out can one evaluate whether

there is a role to be played by arbitration in letter of credit disputes and, if so, what benetîts

it might bring to the parties involved.

Theretore, this thesis is organized as follows:

Chapter 1 in the ~(ain Part is devoted to the letter of credit. Beginning with an

examination of the current national and intemationallegal frnmework for commercial and

standby letters of credits, the historical and commercial foundations of the letter of credit

will be reviewed. In 50 doing, the legal nature of the letter of credit as weIl as the

underlying principles of strict compliance and autonomy will be outlined. This section

closes with an in-depth examination of the issue of fraud in the transaction, which fonns

the focal point of the discussion in this chapter.

Chapter 2 addresses international commercial arbitration. Again, this part begins with a

hrief historical abstract of international arbitration, after whirh its present role will he

analyzed in the light of national and international legislation. Comparing and contrasting

with litigation, it is in this part that the typical features ofarbitration will be de1ineated.

Chapter 3 discusses how the expeetations of the parties to a fraudulent credit dispute

can be met by international arbitration. This will he illustrated by two hypothetical letter of

credit disputes, each of which calls for arbitration. In the first case, however, ail the parties
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to the letter of credit arrangement have agreed to arbitral settIement of the dispute,

whereas the second case imagines the situation in which an arbitration agreement exists

only between the parties to the underlying sales conttact.

Chapter 4 reviews two recently developed international regimes for the resolution of

letter of credit disputes: the 1997 International Center for Letter of Credit Arbirration

Rules 2
" and the 1997 International Chamber of Commerce Documentary Credit Dispute

Expertise Rules.2S After a brief discussion of the nature of these ruIes, their usefulness as an

alternative dispute resolution mechanism for fraudulendy procured letters of credit will be

evaluated. In particular, the question of whether these new regimes provide a practical

answer to the primarily theoreticaI considerations undertaken in the previous chapter will

be addressed.

Finally, part III concludes.

The generai approach of this study is to consult the relevant national and international

legislation and to critically analyze case law, doctrine and articles.

Since the examination is partly undertaken from a comparative perspective,:!6 it will refer

separately to bath Canadian and American authorities in order to highlight the legal

differences between these two jurisdictions. \Vhere the analysis, however, does not revea1

fundamental distinctions between their respective laws, a common approach is undertaken,

based on authorities from each jurisdiction.

%4 For more infonnation and the official tut of the International Center of tettu ofCredit Arbittation Rules
[heœinafter ICLOCA RuJes] onliDe, see <btqrllwww.doecreditwodd.com/IlCLQCA.bgn> (date acœssed
29 September, t 999).
25 I.CC Publication No. 577 [bereinafter DOCDEX Rules].
26 See .III1Jr" Part II - Olapter 2, \1).
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VII) Objective and Empbasis of Thesis

The objective of this thesis is threefold.

Its first and main purpose is to examine the prospects of arbitration being successfully

used in resolving letter of credit disputes involving the fraud e..xception. It will be argued

that arbittation provides an efficient and effective alternative to Iitigation that deserves the

same recognition already achieved in other areas of international trade. ~'{oreover, it will be

shown that a more frequent use of arbitration would restore the mercantile viability and

utility of Ietters of credit as the quintessenciai means of international payment and security.

The second purpose of this thesis is to evaluate and update the fraud in the letter of

credit issue in the Iight of recent developments in Canada and the L'"nited States. Thus,

particular emphasis will be placed on recent court decisions of each state.

Third, this thesis strives to give an overview of recent reforms of the regulatory

framework for letters of credit. Over the last six vears, amendrnents to e-xisting regulations

such as the 1993 revision of the Uniform Customs and Practices for Documentary

Credits27 or the new version of Article 5 of the Uniform Commercial Code28 on the one

hand, as weIl as the promulgation of new internationallegal frameworks, such as the 1995

United Nations Convention on Independent Guarantees and Stand-by Letters ofCredir9

27 Le.e. Publication No. 500 (1993) [hereinafter UCP 500]. See also ;,rft'a Part II - Chapter 1, [1), 1), a).
28 The official tut of revised Art. 5 Vnifonn Commercial Code [hereinafter V.C.C] is avaiIable in W.O.
Hawldand & F.H. Miller, U1tÎ!fJf11I ÛJf"""m1li CoiJ4 Smts §-lùII. Ait";, (Oatk Boardman CaUagban 19(9) at Rev.
Art. 5-tff [hereinafter Hawldand & Miller, UCC Stries§ - &v. AIt. .5].
2.9 The final text of the VNCITRAL Convention appears in [1995] 26 V.N. Comm'n Int'! Trade L. Y.B. 243,
U.N. Doc. A/CN.9/SER.A/1995 [hereinafœr VNCrrRAL Convention]. In 1995, the United Nations
General Assembly adopted the Convention and opeoed it for signature or accession. See [1995] 49 V.N.Y.B.
1357,1357-1358, V.N. Doc. A/Res/~/48[hereinafter V.N. Doc. A/RES/SO/48]. See also ÛlfraPart II, ??
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or the 1998 International Standby Praetices30 on the omer, has in many respects created

a n~ body of law for letters of credit. The regulatory purpose of these regimes as weIl as

their interrelationship form the third focal point of this analysis.

30 See Institute of International Banking Law & Practiee. Ine., Intemational Standby Practiees 1998
[bereinafter ISP 98J. For more infonnation on the official teJet and eommentary online: ISP98 Homepage
<hnp:llwww.Ühlp.org/isp.htm>(date accessed:29 September 1999). In 1998 the Lee Banking
Commission approved the ISP98 as an acceptable fonnulation of Nies for srandby letters of crediL Thus. the
mIes can now also he obtained through the Lee. (I.ee Publication No. 590). See infra Part II - Chapter 1.
[1). 2). a), dd).
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PART 11- MAIN PART

Chapter 1: Fundamentals of Letters of Credit

1) Background on Letters ofCredit

This part offers a brief review of the history, nature and funetion 0 f both the

documenrary and standby letter of credit.

1) DocumentaryLetters ofCredit

a) History and Et'O/r,tion ofthe Documentary Credit

There is evidence that merchants in the ~[editerranean area, particularly in ~orthem

ltaly, used a forerunner of the documentary letter of credi~ the so-called letter of paymen~

which was a simplified form of a bill of exchange, from at least the twelfth century on..31

This "lettera di pagamento", or "Iettera di cambio" as it was later referred to, was a four-

party undertaking whereby a partner, agent or business correspondent was ordered to make

payment at another place or at a fair to an appointed person in order to settle an exchange

between the sender of the "lettera" and a persan named in it..32 In the early seventeenth

century, this precursar ta the letter of credit was replaced by the three-party bill of

exchange, which proved to be more usefuI because of its negotiability.

31 See de Rooy, D«II11It1IlaIy Cntits SII/J'fl note 7 at 6; B. Kozolchyk, "The Legal Nature of the Irrevocable
Commercial Letter of Credit" (1966) 14 Am. J. Comp. L. 395 [hereinafter Kozolchyk, 'The Irrevocable

. Commercial Letter of Credir1. Though not proven, it is assumed that even al the lime of the Phoenicians,
Assyrians and Greek a device comparable ta the letter of credit was frequendy used in ttade. See G. Wïley,
c'How to Use I..etters of Credit in Fmancing the Sale of Goods" (1965) 20 Bus. Law. 495 [hereinafter Wiley.
·'How to Use Letters of Cœdirl
32 See de Rooy. D«II11Ielltmy Cntits S1IJJ'fl note 7 al 7.
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The introduction of the modern documentary or commercial letter of credit can be

traced back to the nineteenth century.3J From that rime on, commercial letters of credit

were issued as a means of tînancing and paying for international sales. The commercial

credit emerged as a formal promise by a bank or another party of known solvency to

accept and pay, or merely to pay, the beneticiary's demand for paymen4 whose compliance

with the terms of the credit formed a prerequisite to the enforceability of the promise.J-l

Until the end of the First World War, however, the documentary credit \Vas used aImost

exclusively by merchant-bankers and \Vas unknown in virtually ail other areas of trade.

Due to a lack of economic stability and changing international trade patterns, the

documentary credit became increasingly necessary as a means of security within the

international commercial community ln the post-\Var period. Ir was from that point

forward that the documentary credit emerged as the predominant mode of payment in

international commercial transactions. This deve10pment was evidenced and accompanied

by the appearance of the frrst set of rules governing commercial Ietters of credit.J5

The historical development of the Ietter of credit suggests that it \Vas originaIly a unique

mercantile instrument that responded to the needs and pressures of commerce. Eariier

transactions must, therefore, be characterizéd as part of the oid Iaw merchant or le.....-.:

33 The first Amenean lawsuit dealing with a documentary credit was the case of RoblJillS v. Bi"l.h411l, 4 Johns.
476 (N.Y. 1809), relating to a transaction in 1804.
34 See Kozolchyk, 'The Irrevocable Commercial Letter of Credi~' .(,1nol!: 31 at 400.
35 In 1920, for example, the New American Commercial Credit Conference set out the "Regulations affecting
export commercial credits." This was followed by VaDOUS regulations in European countries and eventually
led ta the 6rst edition of the UCP in 1933.
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mercatorirJ6 - a body of mIes, ficst customary, then legal, which developed in Europe and

regulated the dealings of manners and merchants in the commercial '\vorld unril the

seventeenth century.37 Though it is debatable whether the modern documentary credit that

emerged in the early nineteenth century is part of this old !ex mercatona/'s two conclusions as

to the nature of the letter of credit may, nonetheless, be drawn From its historicaI

development.

First, it may be stated that the modern documentary credit was originally a creation of

international trade that evolved without much contribution from Ia'W]ers and essentially

depended on the commercial integrity of the participants to the credit.

Second, the foundations of the modem documentary credit were international from its

inception. The letter of credit transaction developed, theretore, on a transnationallevel and

away from domestic and ttaditional concepts.

Today, the documentary credit remains unchallenged as the international instrument of

payment and security. Although we have witnessed increasing uses of alternative means of

international security in the early 1990'5, the indispensability of the documentary credit as a

~ See E.P. Ellinger, Doat11lmtary UIltrS ofCntSt (Singapore: University of Singapore Press, 1970) at 105 el seq.
[hereinafter Ellinger, Doatl1lt1l1l6y Lttters tifCndrlj; R.J. Trimble, "The Law Merchant and the Letter of Credit"
(1948) 61 HaN. L. Rev. 981 [hereinafterTrimhle, «Law Merchantand LetterofCredit'l
~7 See A.F. Manirnzzaman. ''ll1e Lex Mercatoria and Intemational Conttacts: A Challenge for International
Comme:rcial Arbittation?" (1999) 14 Am. U. Int'! L Rev. 657 at 660 tl Jtq. [hereinafœr ManiNzzaman, "The
Lex Mercatoria and International Arbittation'1; W. l'etley, 'The General Maritime Law-The Lex Maritima"
(1994) 20 Syracuse J. lnrl L. Com. 105 at 133 tl Jt'1. [hereinafter Tedey, "The Lex Maritima'1-
~8 Ellinger. DtK1I11ItTliaty Ltl/n'SofC"fiirs.,.anore 36 at 106 ft Stq. denies rhis proposition, white Trimble, "Law
Merc.hant and Letter of Credit" S1I/Jra note 36 at 994 It St'l. argues that the modem documentary credit is
fundamentally simùar to earlier letter of credit foans and, thus, foans part of the old law merchant or /ex
1IIIt'r1lllma. It is necessuy in the course of this discussion to deady distinguish between the old and the new, or
modem. !Ix IIImtJlOrÎlJ. Whercas 00 one doubts the exïsœnce of the old !lx 1IIIf'rt1kMa. an intense academic:
discussion currently centers around the question of whetber a modem Itx IIItn'aroria exists and. if so. what it
entails. For further details. see Manituzzaman. "The~ 1IItnt1llJn4 and International Arbittation" ibid at 670 Il
Stq.; Tedey, "The Lex Maririma" ibid. at 133 It Stq.
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secure mode of payment has been reaftï.rmed following the most recent economic cr'Îsis in

Asia.

b) The Natllre ofthe Doclimentary LetterofCredit

Traditionally, the documentary credit has been used as a payment mechanism in

conjunction with the saIe of goods contracted bet\.veen geographically distant parties.J9 In

such a transaction, the buyer of the goods or services, the app1ican4 requests a domesric

institution, the issuer (in most cases a bank), to open a documentary credit for the foreign

vendor of the goods or services, the beneficiary. In accordance with the buyer's

instructions, the issuing bank promises the vendor to paya specitï.ed amount of money

should certain documents as required by the credit be presented to the bank and conform

with the stipulations of the letter:o These documents usually include commercial invoices,

bills of lading or other transport documents, warehouse receipts, insurance documents and

customs and inspection certificates. They serve to verify both the agreed upon quality and

quantity of the purchased goods, as weil as the fact that they have been delivered. If the

documents tendered by the vendor conform with the documentary credit, the vendor is

then paid by the issuing bank. Since the banks only examine the presented documents,

payment will be made irrespeetive of whether or not the goods or services actually

correspond to the dec1arations in the documents and, thus, are in compliance with the

underlying saies transaction. Afterwards, the issuing bank will seek reimbursement from

39 Sce H. Harfidd, BtmJ: Cndils ad A«rpl4ltm, 5 th 00. (New Yom: Ronald Press Co., 1974) at 18 Il S'fl·

[heteinafter Harfield, B""A: Cll'litsJ.
40 For the definition of a documentary credit, see art. 2 UCP 500. See also § 5-102(a)(11) Rev. V.CC for a
definition of a Ietter ofcredit.
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the buyer and~ once the buyer has done so, it will forward the presented documents to the

buyer, who may then obtain the purchased goods or servîces.41

Thus, the documentary credit mechanism works on the premise that documents are

used to represent goods~ which in rom allows the banks to enter ioto the transaction.4Z

Consequently, the letter of credit is essentially a sale of documents or, accordingly, of

documentary nature:d This documentary nature of the credit serves the primary interests of

both parties to the underlying contract, since the seller's delivery of conforming documents

to the issuing bank simultaneously provides the seller with prompt payment for the

transport of the goods and the domestic buyer with symbolic delivery of confonning

goods.4
"

The documentary credit is, however, not only a payment mechanisffi. It is also a means

of providing security for the contracting parties. This becomes evident when one considers

dle inherent risks for the contractants. On the one side, the documentary credit assures the

buyer that the bank will not effeet payment at its e.xpense until the ,,-endor presents

documents that confonn with the stipulations of the credit. On the other sicle, it ensures

that the seller will clefinitely receive payment upon meeting the documentary requirements

of the credit.

41 For a more detailed depiction of a documentary credit transaction. see Sama. Leturs ofCrttir SllfJra note 15
ch.t-§2.
42 See van Houten. ''Letters of Credit and Fraud" slIfJrl1 note 12 at 373.
43 See S.J. Leacock, "Fraud in the Intemational Transaction: Enjoining Payment of Letters of Credit in
Intemational Transactions" (1984) 17 Vand. J. Transnat1 L. 885 at 887 [hereinafter Leacock. uFraud in the
Intemational Transaction'" See also arts. 4 Cr..in credit operations an parties concemed deal with documents.
and not with goods. services and/or other performances ta which the documents may relate."), 13(a). 14
UCP 500.
44 C.M. Schmitthoff, Schmiltho./fs Export Trlllit-Tht 1..4w .md Praailt of l"lmIl11io"aJ Trade, 91h ed. (London:
Stevens & Sons, 1990) at 364 [bereinafter Schmitthoff. r"tml4lio1llJiTrl1lM).
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It should be noted that the vast majority of today's commercial Ietters of credit are

issued irrevocably.45 This is understandable when one considers the security interest of the

beneficiary. A documentary credit that can be revoked at any time by the issuer without

notice and sufficient reason is of little use to the beneficiary.

In summary, the documentary credit is a payment and security instrument, which is

independent from the underlying transaction and is documenrary in nature, i.e. documents

are used to represent goods or services.

2) Standby Letters ofCredit

a) History and Evolution ofthe Stand!:?Y LetterofCredit

The standby letter of credit is a relatively young fmancial instrument that originated in

the United States sorne thirty to fourty years ago. Historically, American banks were

prohibited frorn providing guarantees ta their custorners.46 Pursuant to the National Bank

Act of 1864,47 which sets out the areas in which they are permitted ta aperate, banks, in

contrast to insurance and bonding companies, were prohibited from guaranteeing the debts

of others.48 For this reason, the American banking industry resorted to standby letters of

credit as an alternative to providing guarantees, thereby entering the guarantee market

45 See art. 6 UCP 500. See also § 5-106(a): CI •••A 1etter ofcredit is œvocable oo1y if it 50 provicies.".
46 See LF.G. Baxter, IIIIInrIl1ÛJ"a/ Bmrmg ad FilllIIIa (roronta: Cuswell. 1989) at 50 [hereinafœc Buter,
r1lllnlmiolllli &mA:illg mrd Fillmra); KP. McGuinness, The Law ofGlI(JTaIIJa, 2ad ed. (Scarborough: Carswell, 1995)
at 813 [hereinafœr McGuinness, Law ofGlIllNIIlIt).
47 Curœndycodified at 12 V.S.c. 24.
41 See Bertrams, B""J: GllfI'1tIIIltIs sliJW" note 1 at 4.
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through the backdoor. This practice progressively developed and \Vas finaIly approved by

the American courts..&?

From the late 19705 on, the standby letter of credit graduaIly entered the Canadian

scene and gained a significant market share over the years considering the right of

Canadian banks to aIso issue guarantees. Though this developmeni may weil be attributable "

to the strong influence of American commercial practices in Canada, it nevertheless

suggests that there are certain features of standby credits mat are objectively more

attractive than guarantees.5O

\Vhereas the standby credit ""~ originally used primarily in domestic transactions ln

both Canada and the United States, it now plays an equally important role in international

commercial ttansactions.s1

b) The Nature ofthe Standl:ry LetterofCredit

Like the traditional documentary credit, the standby letter of credit serves as a means of

•
allocating the risks between the parties to an international commercial transaction. Since it

.9 See Fair Pauillions [nc. v. First Nationala~ Bani4 251 N.Y.S. 2d. 23 (1967) [hereinafter Fair Pt1Vl14onJj; Wichita
Eagk & Beaœn Pllb. Co. v. Pacifie National Bt11I~ 343 F. Supp. 323 (N.D. Cal. 1971) [hereinafter Wirhira E~k];

M.R Katskee. ceThe Standby Letter of Credit Debate - the Case for Congressional Resolution" (1975) 92
Banking LJ. 697 el seq. [hereinafter Katskee. "Standby Letter of Credit Debate'l In a niling. the Comptroller
of Currency of the United States had distinguished between guarantees and letters of credit generally as
follows:

Letters of Credit distinguished from Guaranty
A national bank may issue its own letters of credit to or on behalf of its customers in the
nonnal course of business: Provided. that the bank's obligations may he legally described
as a letter ofcredit and not as a mere guaranty.

).S. Ziegel & B. Geva, Co",mmial muJ Co1lSII11Itr Tr411S«tiofU (roronto: Emond-Montgomery, 1981) at 918
[bereinafter Ziege! & Geva, Co"""mi'" tI1Id CoIISII",,,. TransaaiollJj.
50 See Graham & Geva, ceStandby Credits" .11note 13 at 184; McGuinness, Lmv ofG1I1lr1l7lm s1ipra note 46 at
814.
51 See Part 1 - Chapter 1. Tbough used re1ative1y in&equendy in Europe, where the guaranty remains the
predominant security instrument, the tenn and technique of the srandby letter of credit is common in
countries in Latin American and the Far East, which are inBuenced by American banking practices.
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was based on the traditional documentary letter of credit, the standby credit shares its basic

structure and certain important legal aspects with its forerunner.52 The standby credit is an

undertaking, whereby the issuing ban~ upon the applicant's request, promises to honour

any demand for payment by the beneficiary that complies with the stipulations of the

credit.53 Like the documenrary credit, the standby credit is independent of the underlying

transaction. Moreover, it too is documentary in nature in that payment will only be effected

upon the presentation of the documents that properly conform with the requirements of

the credit.54 In addition, the standby credit" aIso functions, as will be ourlined below, as a

payment and security device.55

This is, however, where the resemblance between the two instruments ceases. The

standby credit differs from the documentary credit especially in the commercial context in

which it operates and, therefore, in the way in which it allocates risk between the parties.

Whereas the traditional letter of credit functions primarily as a payment mechanism and is

intended to be used as such in a commercial transaction, the standby credit usually

functions as a guarantee mechanism, which will only be called upon if the applicant fails ta

52 See e.g. MnitSan DnJtIopf1lt1lls v. T.D. Bank (1984), 32 Alta. LR. (2d) 150 at 161 (Q.B.) [hereinafter /lifmt/jan
Dewlopmm4:

«[These cases] dearly ïndicates that the nature of a letter of credit has not been changed by its
use in a greater variety ofcommercial transactions, notably as a guarantee."

53 See ru1e 1.06 ISP98, art. 2(1) UNCITRAL Convention for a definition of a standby Ietter of credit. See also
§ 5-102(10) Rev. U.c.c. for: a definition of a letrer ofcrediL
54 See Dist1ibllliû Ud v. Toron/O BoardofEdM(41Ïon Sf4'CntSl U11ion Ud. (1987),45 D.LR. (4lh) 161 (Ont. H.C)
[hereinafter DistrilJlllire Lld]; Dolan, 1...4wofLtamofCndiJ.4 note 13 at 1-16; R Goode. ICAbstr3ct Payment
Undertakings and the Rules of the Intemational Chamber of Commel'Ceu (1995) 39 SL Louis L.J. 725 al 730
[hereinafter Goode, UAbsttact Payment Undettakings'1-
See also rule 1.07 ISP98, art. 2(b) URDG, § 5-103(d) Rev. U.CC, art. 3 UNCITRAL Convention
(Independence of the Issuer-Beneficiary Relationship).
See aiso rules 1.06(a),(d) 'CSccause a srandby is documenwy ..."; arts. 2(a), 9, 11 URDG; §§ 5-102(a)(10). 5
106(a). 5-108(a) Rev. V.Ce.. art. 2(1), 3(b) UNClTRAL Convention according ta the documenwy oanue of
a standby crediL
55 See s.P.Jefœry, "Standby Letters of Credit A Review of the Law in Canada" (1999) 14 B.F.LR. 505 at 512
[heœinafterJeffery, UStandby Letters of Credit'1-
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perform its contractuaI obligations.56 In contrast ta the traditionaI lettc::r of credit, the

creditor of the underlying obligation is the beneficiary of a standby credit, while the debtor

of the undedying contract is the applicant. Thus, ramer than serving as a payment device,

the srandby credit supports and secures the applicant's underlying obligation. It lS,

therefa re, not only e.xceptional for the issuing bank to be called upon to execute its

obligations under the credit, but it is aIso an indication that something has gone wrong in

the underlying transaction.57

Thus, conceptually, the standby letter of credit has many pataUels with two other forms

of independent undertakings: the performance bondss and the independent guarantee.59

Though these instruments are usually not considered to be idenrical,60 each of them

provides a measure of security against the risk of non-performance, 1S independent from

the underlying transaction, and 15 documentary in nature.61 It has been stated, therefore,

56 See Graham & Geva, "Standby Credits" slIJ1ra note 13 at 183.
57 Sce Baxter, Intmta/iontJi Banking tl1Id Fillt11lct I1IfJ'a note 46 at 52; Dolan, Lmv ofLtttm ofCndir IlIJ1ra note 13 at
1-16.
58 A perfoanance bond is issued by a surety company, a private fion or an individual, rather than by a bank,
and guarantees a buyer ofgoods or semees that the seller will perfoan. M. Stem, "The Independence Rule in
Standby Letters ofCredir' (1985) 52 U. ofChic. L. Rev. 218 al 223 [hereinafter Stem, "rndependence Rule in
Standby Credits'"
59 See Al1lm(an National Bank & Tmrr v. HQ1/IÜlon IndJlStntS lnrmraao"ai, 583 F. Supp. 164 (N.D. Ill. 1984)
[hereinafter Amm(tl1I National Btl1Ik], where the court expressly ruled that a guarantee letter was a letter of
credit; GJnadian ?ùJ1tttr P,tro/l1l11lS ln(. v. F,derai D~sit llUlI1'ana Cmp., [1984] 2 W.W.R. 563 al 565 (Sask. Q.B.)
[hereinafter CanatSan Piolltnj. It is worth noting that the 1995 UNCITRAL Convention covers both the
independent guaranœe and the standby letter ofcrediL See infra Part II - Chaprer l, II), a), cc).
An independent guarantee is an unconditional promise by a guarantor to answer the debts of another person
if the latter fails to perfoan its undedying obligation.
60 See e.g. EJa,arrJ 01llt1l v. Baf'rÛ!Js Bank Intmtlltio"aI [1978] 1 Uoyd's Rep. 171 at 172 (C.A.) [hereinafter
EdlllarrJ Olmi]; Emt v. BlIIIaI Poplliar dl PlltftO Rim, 568 N.Y.S. 2d 398 (1991) [heœinafter EW1%J; Wts~(1(

Bfl7I;';ng Cotp. v. Dlllu Groll/J I.Jd. (1994), 20 O.R. (3d) 515 (OoL Bktey.) [heœinaf1er WtJqJ(1( Banki"gJ; C.
Debattista, ·'Perfonnance Bonds and Letters of Credit A Cracked Minor Image" (1997) J. Bus. 1.. 289 tt Stq.

[heœinafter Debattista, ''Perfoanance Bonds and Letters of Credit'1; E.P. ElIinger, "Standby Leners of
Credit" (1978) 6 I.B.1.. 604 at 622 [hereinafter EIlinger, "Standby Credits'1; jeffery, "Srandby Letters of
Cœdit" SlljJra note 5S at 514 et Iel/.• It is noœworthy that the question of where and how to distinguish
between these Însttuments poses considerable difficulties. for bath iudges and academics and is therefoœ Dot
always consistendy answeœd.
61 See Bertrams, B.l: GllarrmIttS IlIJtraDoœ 1 at 6; Sama, ürurs ofCntSt SIIJmI note 15 in ch. 1 - § 400.
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that the standby letter of credit is a hybrid obligation, sharing sorne of the charactenstics of

both guarantee and traditionaIletters ofcredit.62

Under a standby credit, the benetïciary must establish that the applicant has not

performed its contractual obligations. In contrast to the traditional letter of credit, where

the beneficiary must fumish conclusive documentary proof that it has undertaken sufficient

steps ta meet its obligations under the contract, the beneficiary in a srandbr transaction

must merely assert that the applicant has failed to comply with the terros of the contraet in

arder ta obtain payment from the issuing bank.63 A simple ,"vritten statement by the

beneficiary, the certificate of default, attesting ta the applicant's failure ta duly perform the

contract, commonly suffices in arder to meet this requirement.6-I Consequently, the burden

of documentary proof to he met by the beneficiary in arder to draw on the credit is

considerably lower in a standby than in a commercial credit transaction, where neuttal third

persans control the issuance of the necessary documents. Obviously, this renders the

potential risk of an unjustified demand higher, for even when the applicant fulfùs its

obligation under the contraet, it is still in the exclusive discretion of the beneficiary to caU

upon the credit. This was emphasized by the Court in Darling/on:

"Frequenrly a standby letter of credit can be called upon by the beneficiary,

however, simply upon the presentation to the bank of a sight draft reciting the

necessary information set out in the tenns of the credit. Ir requires no proof of

1055 on the part of the beneficiary, and does not involve the presentation of

other documentation emanating from third parties - such as is the case with

documentary credits securing sale ofgoods transactions in which bills of lading

62 See McGuinness, 1...t:nII ojGllararltN SlIfJrfl note 46 at 815.
63 Sec Buter, InumtJ1iolla/ BtmIWt.g aria FÙI(.11I&r slIfmI note 46 at 52; Sœm, ulndependence Rule in SWldby
Credits" SlIjJrfl note S8 at 222. .
64 See e.g. ChflSI MlJ1IhartmI BIJ1Ik. v. Eqllibtmk, 21 U.c.c. Rep. SeN. 247. 550 F. 2d 882 (3d Gr. 1977)
[hereinafter Chasl Mmrha1lml].
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and insurance documents are customarily required. In short the consequences

of a caU on a standby letter of credit can be harsh~ draconian and abrupt:,65

It is not surprising, therefore, that there is a significantly greater number of disputes

dealing "vith fraudulent or abusive drawings in standby credit cases than those dea1ing with

documentary credits.66

The features of the standby letter of credit allow it to be used in a broad range of

commercial conte."rtS. In an international situationy standby letters of credit are most

commonly used in conneetion with contraets requiring performance in a foreign country or

in order to support borrowings under internationalloans.6
i'

Like the documentary credi4 the standby letter of credit 15 almost a1ways issued

irrevocab1y.68

It may therefare be understood that the standby letter af credit shares many of the same

basic principles and features with the dacumentary letter of credit. It aperates, however, in

a different commercial environmen~since it primarily serves ta secure the performance of

the applicant's underlying obligation. Because the beneficiary to a standby credit needs only

to declare that default has occurred in order ta draw upan the credit, the standby credit

does not merit the same degree of confidence as the documentary credit.

6S Dt:lTlingro1l SI/1m3 note 7 at 128.
66 See J.F. Dolan, uStandby Letters of Credit and Fraud (ls the Standby Only Another Invention of the
Goldsmiths in Lombard Street?)U (1985) 7 Cardozo L. Rev. 1 at 2 [bereinafter Dolan, UStandby Letters of
Credit and Fraud'l
67 See Graham & Geva, .eStandby Credits" s1IfJra note 13 at 185; S.T. Kolyer, c1udicial Development of Letters
of Credit Law: A Reappraisal" (1980) 66 Comell L. Rev. 144 at 144 [beœinafter Kolyer, c'Leners of Credit
Reappraisal'l
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II)Sources of Law for Letters of Credit

This section reviews the current international and national legal frameworks for bath

documentary as weIl as standby letters of credit.

1) Docu.mentaLy Leners ofCredit

a) International Sources ofLzlVfor Doaimentary Letters ofCredit: The UCP

aa) History and Natrire of/he Uniform Clistoms and Practice (UCP)

The worldwide legal standard, ta which more than 95% of issued documenrary credits

adhere, is the Uniforrn Customs and Practice for Documentary Cœdits.6
'J

•
The UCP were initially published by the I.C.C. in 1933 as a private coditication of

international standard practices for documentary credits. They evolved from the world

banking community's recognition that uniform procedures needed to be established in

order to govem the use of documentary credits.70 Thus, the UCP were, and remain

primarilya product of the international financial industty.71 Revised versions were issued in

1951, t 962, t 974, and 1983. The most recent version, the UCP 500, were adopted by the

I.C.C. in 1993, and are effective as ofJanuary 1, 1994.

68 See mie 1.06(a) ISP98 defining a standby as ..... an itrevocable, independent, documentary, and binding
undertaking... u. See also § 5-106(a) Rev. U.c.c.: CC •••A letter ofcredit is œvocable oo1y if it so provides." and
art. 5 URDG.
69 Hereinafter UCP.
70 See Chung, "ICC Dispute Resolution System". SIIJ1rfl note 5 at 1355.
71 See J.F. Dolan. "Weakening the Letter of Credit Producr: The New Uniform Customs and Practice for
Documentary Credits" (1994) 2 I.B.LJ. 149 [hereinafter Dolan, "The New UCPJ1. Although for the first rime
bank lawyers and law professon participaœd in the Lee. Working Group that prepared the UCP 500, the
very parties that documentary cœdits are designed te serve, importers and exportent were again Qot di.tecdy
œpresented at the dtafting table. It has been suggesœd that the UCP will best he served in the Ntu1'e by a
broader œpresentation of inœœsted parties in the dmfting process. R.P. Buck1ey. "The 1993 Revision of the
UCP" .rllfJrfl note 15 at 267.
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The real breakthrough of the UCP as the regime for documentary credits came with the

1962 Revision. This version not only removed any last doubts regacding the independence

of the documentary credit from the underlying contractual relationship. It also

incorporated certain aspects of English banking practices, thus rendering the UCP from

that point forward equally acceptable to bankers in the United Kingdom and the

Commonwealth, who had previously rejected its application.72 Today banks in more than

160 countries refer to this uniform international standard~ which means that virtually every

international documentary credit transaction is covered by the UCp.73 For this reason, it

has been stated that even when the documentary credit has not been made subject to the

UCP, they nevertheless govern the credit unless the parties thereto explicitly e.xclude

Sïnce the 1993 revision, however, the UCP have become a set of standard terms and

conditions applicable to documentary credits solely by incorporation.75 When incorporated,

they are binding upon all the parties to the credit unless otherwise stipulated.76 The

arnbiguity of the 1983 version, which plainly stated in the ficst sentence of art. 1 that the

UCP applied automatically ta all documentary credits before making its application subject

to incorporation by the parties in its second sentence has, therefore, been resolved by the

• 77
new version.

n See E.P. Ellinger, "The Unifoan Customs and Practice for Documentary Credits-the 1993 Revision"
[1994) L.M.CL.Q. 377 at 379 [hereinafter Ellinger, "UCP and 1993 Revision".
73 C. dei Busto, [CC Gllim tIJ DfXli11ltlll4ty CrttSl Optrgfjons (I.c.e. Publishing S.A.: Paris 1994) at 3 [hereinafter
del Busto, [CC Gs.idl).
74 See HI11'Û1'" I11IdJo"ts Ud. Il. AmtfÜn E.xprtss BnA! Ltd. [1990) 2 Uoyd's Rep. 343 (Q.B.); Fomtg/j Mimosa LJd.
v. Otimta/ Cnl6t LJd. [1986] 1 W.L.R 631 (c.A.); A. Gozlan & E. Antar, uRWes Applicable to Intemational
Letters ofCredit in Matters of Conftict of Laws: A Comparative Study' (1994) 13 Nat. Banking L Rev. 58 at
78 (61. 80) [hereinafter Gozlan & Amar, '1WIc:s applicable ta Letters ofCœdit'l
7S See Art. 1 UCP 500.
76 Ibid.
77 Art. 1 UCP 400 states:
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The consequences of this approach are twofold.

First, because of their broad acceptance around the world,78 the legitimacy of the UCP

derives from the parties' voluntary submission to them rather than from any national

legislation. Only when the parties agree on incorporating them do the UCP become the law

of the documentary credit.

The second consequence of revised art. t UCP 500 relates to the disputed question of

the nature of the UCP. Since revised art. 1 UCP 500 requires that the UCP be expressly

stipulated in the agreement (i.e. they do not apply by default or imperatively), it has been

argued that the UCP should he viewed as contractual terms. The formedy prevalent

understanding of the UCP as representing supranational and uniform trade usages,

suggested by their official title, seems, therefore, to be refuted by the ne"v version. On the

other hand, such an interpretation does not take into consideration that documentary

credits are commercial instruments based on principles that have been adhered ta by the

international trade community for a long time and that they do not fit ir.tto any standard

contract la\v framework.

It is more persuasive, therefore, to view the UCP as banking rules, sorne of which are

legislative and others reflective of aetual practices and customary usages.79

The distinction matters insofar as it gives the parties the possihility of circumventing

thosr UCP rules that are viewed as being of a legislarive nature.BO

"These articles apply to ail documentary credits, inc1udin~ ta the extent to wbich they may be
applicable, standby letœrs of credit, and are binding on aU parties thereto unIess otherwise
expressly agreed. They shall be incorporated into each documentaty credit by wording in the
credit indicating that such credit is issued subiect to Unifonn Customs and Practice for
Documentary Credits, 1983 revision, ICC Publication No. 400."

78 See e.g. S(III DitgJ Gas & ElIt'_ Co. v. B.k ullllli, 50 Cal. Rptr. 2- 20, 24-25 (Cal. Ct. App. 1996)
[bereinafter Sfl1I Di'6J Ga.r); BuckJey, "'The 1993 Revision of the UCP" .flnote 15 at 266.
79 See J.F. Dolan & P. van Huizen, cc1ntel:national Rules for Letters of Credit - The UCP: A Fmal Report"
(1994) 9 B.F.LR. 173 at 175 [bereinafter Dolan & van Huizen. ""The UCP: A Fmal Report'1.
80 See Dolan, "The New UCP" Sllprfl note 71 at 171.
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bb) The 1993 Revision ofthe UCP

The revised UCP 500 consist of 49 often very elaborate and specitïc artic1es~ dmfted as a

"mélange of hard rule and professed advice:,81 Beginning with a number of general

provisions and definitions (part A), the UCP 500 refer to different forms of credit and their

notification (part B)~ the liabilities an~ responsibilities of the parties invoived (part q~ the

documents ta be presented under the credit (part D)~ mies conceming shipment,

presentation and terms of the credit (part E), and finally proVisIons dealing with the

transfer of the credit and the assignment of proceeds (parts F and G).

In particular~ the 1993 revision of the UCP adapted the former version to changing

letter of credit praetices~ which resulted trom new developments in the transport and

telecornmunications industries. Furthermore like former revisions, it tao claritïed man}" of

the points Ieft in doubt under the previous version~ namely: the procedure with regard to

non-conforming documents; the issue of non-documentary conditions; the liabiliries of the

parties to the credit and particularly the inter-bank relationship. In these respects, the new

UCP 500 provide a multitude of minor but very usefui adjustrnents, which substantially

consolidate the reliability of the letter ofcredit as a financial instrument.

cc) Criticisms

-

Regrettably, as has been previously pointed out, the UCP remaln a set of mies

considerably influenced by the banking industry. Although balancing the interests of the

parties to the documentary credit better than any prior version, they do contain weaknesses

when it cornes ta obligations that the involved banks owe to applicants and beneficiaries.

111 Sama, ulttnofCntit slIfI'a note 15 in ch. 2 - § 13.
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Thus, article 16 UCP 500 relie\~es the banks From liability for any delays, errors or failures

in the transmission of messages or documents and, consequently, for faults arising in

matters under their contral.8l Here, further amendments should be made in arder to

maintain an attractive letter of credit product. .

~ Another criticism pertains to documentary credit Issues that the UCP 500 do not

address. The silence of the UCP qn the Iaw that should govem the documentary credit

transaction is one such notable example.8J Since the law of most jurisdictions gives effect to

the parties' express choice of law, it would have been useful to have included conflict mIes

in the UCP.

In addition, it is regrettable that arbitration has not become the subject of regulation in

the UCP. It is be1ieved that arbitration would enhance the uniformity in the construction

and application of the provisions of the UCP and, thus, should be given due consideration

in the ne.xt revision.84

dd) Summcuy

Although the UCP 500 represent one of the most successful international bodies of

mIes, further efforts must nonetheless be made to establish a truly even-handed set of

mIes. Under the present system, the issuers of documentary credits enjoy the benefit of

certain advantageous clauses that do not correspond to the onerous and detailed set of

obligations to which the non-issuing parties must abide. In this respect adjustments must

S2 See aJso an. 15 UCP, which relieves the banks &cm responsibility for the effectiveness of the documents.
See also Buckley, "The 1993 Revision of the UCP" slIjJra note 7t at 3t3; Dolan. 'The New UCP" !lljJra note
15 at t71.
113 See Gozlan & Amar. '"Rulcs applicable to Letters of Cœdi1" SIIfmI Dote 74 at 59. Sce also de Rooy,
DfKII11mI1IIy CntJils SllP'anote 7 at 17-19.
... EJlinger. 'CUCP and 1993 Revision" slljJrfJ Dote 72 at 402.
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be rnade not only for the sake ofbalancing rights and obligations between the parties to the

letter of credit. Moreover, one must bear in mind that the variety of international financial

products available to international businessmen is increasing with the e.xpansion of

worldwide electronic networks. This irnplies that the attractiveness of the letter of credit as

one of severa! alternative financial products may play an increasingly important raIe for the

decision of the international trade community to adhere to it.

Ir also remains to be seen \vhat impact the overwhelming success of the global

eleetronic network (i.e. the Internet), occurring for the most part after the last revision of

the UCP in 1993, will have an daily dacumentary credit practices.85 Among other

developments, electronic presentation, electronic authenticatian, electronic signarures and

the receipt of eleetronic records are likely ta bring unprecedented simplitïcatians ta

documentary credit practices. 5ince these electronic means save both rime and costs, they

will no doubt eventually gain widespread acceptance. Thus, further amendrnents ta the

UCP must be made in order ta provide a camplete and up-ta-date legal framework for

documentary credits.

b) National Soufres ofLawftr Documentary Letterr ofCndit

aa) Canada

There is no specifie regune gavemlOg Ietter of credit transactions ln Canada.

Consequently, the legal relationship between the involved parties is determined by the

applicable common or civil (cantract) Iaw.86 In general, however, the parties ta the

as See generally J.O. Lipton, uDocumentary Credit Law and Practice in the Global Information Age" (1999)
22 Fordham Intl LJ. 1972 tlStlJ.[hereinafter üptoo, ''Documenta[}" Credits and Global Infoanatioo Age'"
1I6 See Sam~ Lettws ofc"rSt S1IJlr4 note 15 in ch. 1 - § 3(a).
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transaction agree to modify their conttaetual relations by incorporating the UCP 500 as the

applicable law. Thus, provincial common or civil law applies only subsidiarily to legal

matters not specifica1ly covered by the UCP 500.

bb) United Stales

In contrast to Canada, most American states have adopted a body of la\v that

specifically applies ta letter of credit transactions. Article 5 of the U.C.C.87 codifies the

rights and obligations of the parties to the letter of credit.

(1) The Uniform CommerciaL Code (U.CC)

The U.C.C. is a compilation of eleven articles, each ofwhich covers different aspects of

commercial law.BB Because private law, or property and civil rights, generaIly faIls within

state jurisdiction in the United States, the V.C.C. was intended both to alleviate state

jurisdictional differences as weIl as to ensure the uniformity and simplicity of la\v

particu1arly in inter-state transactions. -Today, the eleven articles serve as a model

commercial law common to most states. Though exceptionally, as it tumed out with

Article 5, sorne states have refused to irnplement the suggested provisions of the V.C.C.,

new or revised V.C.C. articles are generally enacted as part of state legislation without any

or with only minor changes. When incorporated by a state, the respective U.C.C.

17 References ta the œvised Article 5 or its sections aœ indicated by a preceding C'Rev.JJ
•

BlI For example: sale of goods; oegotiable msttuments; bank deposits and éoUections; wire ttansfers; and
secwed transactions.
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provisions stipulare the responsibilities of the parties to the transaction covered by the state

statute in question.89

(2) Former Article 5 U.CC

Under the auspices of the .Arnerican La\v Institute and the National Conference of

Commissioners on Uniform State Laws,90 article 5 U.C.C. was drafted exclusively for letters

of credit sorne forry years aga. It was intended to set out an "independent theoretical frame

for the further development of letters of credit,"91 leaving to other (j.C.C. articles other

areas of law, as weil as to the courts the responsibility for developing intermediary areas of

letter of credit law.92 Prior ta its enactrnent, letter of credit law in the C"nited States \vas left

ta be developed almost exclusively by the courts. Thus, article 5 U.C.C. represented the

tirst statutory recognition of the fundamehtal principles of letter of credit law in the United

States. At the rime of its enactment, article 5 U.C.C. was, therefare, consistent with bath

the previous common law of letters of credit as well as the commercial and fmancial

practices out of which the insttument developed.93 Thus, the approach the designers of the

original Article 5 U.C.C. chose when drafting the first mies on letters of credit was more

conservative than visionary in that they merely sought to codify existing case law. In

particular, the disregard of the UCP, which had already emerged as a comprehensive and

89 See P.S. Turner, "Revised Article 5: The New U.S. Unifonn Law on Letœrs of Credit" (1996) 11 B.F.L.R.
206 at 207 [hereinafter Tumer, "U.CC Artide S'"
90 The preparation of the U.C.C was begun in 1942 as a joint project of the National Conference of
Commissioners on Uoiform State Laws [hereinafter National Conference], composed of delegates from each
state of the United States and the American Law Institute [bereinafter ALI}. The project resulted in the first
Official Text in 1957. Since then numerous revisions have taken place in order to bring the U.CC into
confonnity with changing commercial practices. Cw:œntly, the 1995 Official Text is the latest version.
91 Sec § 5-101 U.CC, Official Comment.
92 See § 5-102 U.CC, Official Comment; J.G. Bames & J. Byme, "Revision of U.C.C Arride 5" (1995) 50
Bus. Law. at 1449 [hereinafter Bames & Byme, "Revision ofU.CC. Article 5" .
93 See Har6eld, B_k Cndits slIjJra note 39 at 228; Kolyer, ccLetters of Credit Reappraisal" .fIIjJra note 67 at 148.
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widely accepted body of letter of credit standards, proved to be impraeticaI.904 Not

surprisingly, four states, including the tïnancially intluential state of New York, enaeted

provisions that e:<cluded the application of article 5 U.C.C. whenever the UCP are

incorporated into the letter of credit contract, as they almost always are.95 Therefore, the

failure to refer to the UCP not only rendered the initial goal of the uniform application of

the V.C.C. obsolete, but more importantly, it also detached the V.C.C. from the principal

source of letter of credit law and practice both inside and outside the United States.

~(oreover, many innovations in letter of credit transactions occurred after the original

implementation of article 5 U.C.G. in the early 19605,96 thereby rendering a proper and

coherent application of article 5 U.C.C. increasingly difficult. As acknowledged by the 1980

task force on letters of credit, article 5 did not retleet letter of credit practice in many

important respects.97

(3) RevùedATticle 5 U.CC

In response to these shortcomings, Rev. Article 5 U.C.C., which was approved after

four years by both the National Conference and the ALI in 1995,98 emerged as a

comprehensive new framework for letters of credit bearing almost no resemblance ta the

94 Although § 5-109(1) U.c.c. requires that issuers observe (Cany general banking usage", neither the Official
U.C.C Te.~t nor the Official Comment refem:d at 30y point to the UCP. Sec Bames & Byme, "Revision of
U.C.C Article 5" .fll/Jf"o note 92 at 1450.
95Ala. Code §S-102 (1975); Ariz. Rev. Star. §44-2702 (1967); Mo Ann. Stat. §400.S-102 (West 1965);
N.Y. U.CC Law §5-102 (4)(1964):

"UnIess otherwise agreed this Article 5 docs not apply to a letter of credit or a
credit if by its teans or agreement...such letter of credit is subject in whole or
in part to the Uniform Customs and Pactice for Commercial Docwnentary
Credits ....U.

96 Pœ&tory Nore .0note 2 at 1.
97 See Task Fooce Report in "An Examination of V.Cc. Article 5 (Letters of Credit)" (1990) 45 Bus. Law.
1521 at 1573, 1577 [heœinafter Task Force Report); J.G. Bames. <The Impact of lnremationalization of
Transnational Commen:ial Law: Intemationalization of Revised Article 5 (Letters ofCredit)" (1995) 16 J. Int'l
L Bus. 215 at 222 [bereinafter Bames, Uintemationalization ofArticle 5'1-
91 For a detailed report on the drafting process as well as the participants, see e.g. Bames,
uIntemationalization of Article 5" slIfJra note 97 at 217 tl Stq.
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original version.99 By mid-1998, Rev. Article 5 had been enacted into la"v by thlrty-four

states, including the commercially important states of j\..[assachusetts, Illinois and

California, but not the State of New York. loo

In the process of remodelling Article 5 U.C.C., it was conceded that the success of the

new article wouid depend on the reaiization of two underlying concepts. First, it was

necessary to clearly detine the particular characteristics of a letter of credit that distinguish

it from both other security and payment instruments; as weil as ordinary contractual

engagements.lOI Second, the drafters believed that the objectives of article 5 couid best be

achieved when the new rules "preset"Ve flexibility through variation by agreement in order

to respond to and accommodate de,...elopments in custom and usage."tOZ This belief,

however, is confined to developments that are "consistent with the essential detinitions

and substantive mandates of the statute."IO)

By making wide use of defmitions lo4 or, where the use of more general terms was

necessary, by referring to terms that reflect CUITent international letter of credit law

standards,lOS Rev. Article 5 clarifies the often ambiguous and imprecise wording of the

former version. Consequently, the new article ensures that it \vill be more coherently and

99 For an overview on the Rev. Article 5 U.CC. see e.g. K.A. Barski. <CLetters of Credit: A Comparison of
Article 5 of the Unifonn Commercial Code and the Unifoan Custorn - and Practice for Docurnentary
Credits" (1996) 41 Loy. L Rev. 735 tl seq. [hereinafter Barski. "Comparison Article 5 and the UCP'1; M.R.
Schroeder, "The 1995 Revisions to UCC Article 5, Letters of Credit" (1995) 29 U.CCL.J. 331 Il slq.
[hereinafter Schroeder, "Revisions to Article 5'1; Turner, "U.CC Article 5" s"P"a note 89 al 206 Il seq.
100 See V.CC 5-101 to -117, 2B V.LA. al 127-129 (Supp. 1998); R.F. Dole, "The Essence of a Letter of
Credit under Revised Article 5: Permissible and lmpeanissible Nondoc.umentary Conditions Mfecting
Honor" (1998) 35 Hous. L Rev. 1079 at 1086 tl Stq. [hereinafter Dole, <<Essence of a Letter ofCreditl
lOt See Rey. §5-101 U.CC Official Comment.
un Ibid
103 Ibid For an example of a substantial mandate, see §1-102(3) U.CC, which obliges the parties to lIet in
good faith and with diligence, reasonableness and Cale.

104 See e.g. Rey. § 5-102 U.CC, which among others de6nes the temllettet ofcredit anew.
lOS See e.g. Rey. § 5-108(b) U.c.e., which also stipulares rtfJSollable lime and, thus, a phrase identically used in
the UCP.
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predietahly applied. It also distinguishes letter of credit transactions from alternative modes

ofpayment.

There is~ however~ a second aspect, which indeed reforms letter of credit law in the

United States. In contrast to the tonner ,..ersion, Rev. Article 5 expressly acknowledges

present and future "standard practice.'~l06 This represents an attempt to make letter of

credit law responsive to commercial reality and, in particular, to the customs and

expecrations of the international banking and mercantile community. This approach is

underpinned by the fact that the parties to the letter of credit now enjoy aImost complete

freedom to supplement or amend the provisions of Rev. Article 5.107 The revisions,

therefore, reconnect the U.C.C. to the U.C.P. as the prevalent international regime.

Additionally, it facilitates its adaptation to new forros of letters of credit and evolving

technology.108

Rev. Article 5 states that it applies "to letters of credit and to certain rights and

obligations arising out of transactions involving letters of credit.',109 It follows from its clear

wording that Rev. Art. 5 does not purport to regulate all aspects of letter of credit

transactions. Instead, the drafters intended a flexible approach as in the original version, in

order to gÏve the parties sufficient freedom tomake individual adjustments.

Other notable amendments in Rev. Article 5 U.C.C. include the adherence to the striC4

instc...ld of the substantial, compliance standard or, as will be outlined later~t tO the fraud

106 See e.g. Rev. § 5-108(a). (e) u.c.c.
107 See Rev. § 5-103(c), Rev. 5-116(a), (c).
108 See Barski. "Comparisoo Article 5 and the UCP" slIjJr(J note 99 at 738.
109 Rev. § 5-t03(a) V.CC
110 See i".fra Part II - chapter 1~ V).
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,

exception.U1

Rev. Article 5 U.C.C. marks, therefore, a major, though long overdue, shift towards an

intemationally unifonn letter of credit law. Assuming that in the near future those state

legislatures which thus far have not adopted Rev. Article 5 will pass respective laws without

or with only negligible amendments, the ne\v article should not only remave from the

courts many of the quarrels of the past arising out of discr~pancies between the U.C.C. and

the UCP, but it will also provide a much more rdiable and certain standard ta letter of

credit practitioners.

c) Re!ationship ofUCP 500 and RetisedArticle 5 U.CC 112

Under Rev. Art. 5 U.C.C., the parties may incorporate the UCP 500 by e:"pressly rnaking

the letter of credit subject ta them as a standard practice.1U For credits which incorporate

the UCP, Rev. Art. 5 U.C.C. serves merely to supplement the incomplete coverage of the

UCp.ll. In other words, the specific provisions of Rev. Art. 5 U.C.C. are superseded by the

incorporation of the UCP whenever Rev. Art. 5 U.C.C. conflicts with the UCP. Sin-:e ihe

drafters of Rev. Art 5 U.C.C. were generally inspired by the UCP,U5 the parties' choice to

inc1ude the latter in the letter of credit agreement daes not really change the legai

111 See Rev. §5-t08(t) U.CC. Rev. §5-t09 u.c.c..
112 Since this is an analysis con6ned to intemational transactions, the question of whether the old version of
Art. 5 V.c.c., which is still applicable in some American states, is consistent with Rev. Art. 5 V.c.c., which
bas already been adopted in all of the other states, will Dot be examined. But see Turner, Hu.ee. Article Su
s1IfJra note 89 at 206.
U3 See Rev. § 5-1t6(c) V.c.c., § 5-101 V.c.c.
U. See also PntÛ(htrv. FitJlIig b,tmlalÎlJ"a/ Bmrk, 502 F. Scapp. 535 (S.D.N.Y. 1980); Tril1lS Mnidi411 Tn"'irg 1,,(.
v. Empnsa NllIio"a/ de OJ",nTil1/katiott de 11ISIII1IOs 829 R 2d 949, 953-954 (91b. Gr. 1987).
115 See Rev. § 5-101 V.c.c. Official Comment.
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conditions under which the documentary credit operates.116 \Vhere the UCP and the V.C.C.

are inconsistent, or where the UCP provide a greater degree of specificity and detail than

does the respective provision of Rev. .Art. 5 U.C.C., or ,"vhere the UCP esrablish rules that

are not mirrored by the U.C.C., then the UCP are generally applicable.

There are liroits, however, to the extent to which the parties are permitted to contract

out of the U.C.C. Severa! provisions in Rev. Art. 5 U.C.C. are mandatory and cannot be

varied or excluded by the parties.117 Furthermore, it is only permissible to modify contracts

to the e..xt:ent that such amendments are not inconsistent with the standards of good faith,

diligence, reasonableness and care.118

Consequently, an agreement in which the documentary credit is made subject to the

UCP is valid to the e......-rent ta which it does not contlict with any imperative provisions of

the V.C.C.

2) 5tandbyLetters ofCredit

In this part the international and national sources of law for srandby letters of credit will

be outlined.

a) International SoNrcesfor Standi5 Letters cfCredit

"ail) UCP 500

116 See Barski, "Comparison Article 5 and the Vcpu slfJJrt:l note 99 at 739; Schroeder, "Revisions to Article 5"
slIfJ"'t:I note 99 at 343.
117 See Rev. § 5-103(c) u.c.c.
118 See § 1-102(3) V.Cc.
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One of the changes to the 1983 revision that was retained. 1993 was the inclusion of

s'tandby letters of credit within the scope of the lJCp.1l9 Act. 1 üCP 500 states that the

UCP cover srandby credit transactions only ceto the e.-xtent to which [the UCP articles] may

be applicable." Thus, it is even acknowledged in the UCP themselves that they are not

entirely applicable to standby letters of credit. The reason for this may be found in the

different functions fulfilled by documentary and standby credits. While the documentary

credit typically serves as a payment mechanism in a sale of goods, the srandby credit

operates as a proteetive financial instrumen4 which will only be drawn upon should one of

the contractants default in the performance of sorne underlying obligation.11o Because the

UCP were originally written for documenrary credits and, thus, not intended ta also govem

srandby letters of credit, most of the provisions of the UCP 500 offer only minimal help or

are even counterproductive in resolving disputes involving standby credit transactions.

Common problems occurring in standby credit transactions center around art. 13 UCP 500

(document inconsistency) and art. 20 et seq. UCP 500 (transport and insurance documents).

This follows from the fact that a standby credit does not normally call for documentary

proof of suh-standard or non-performance. In addition, the provisions on instalment

obligations (Art.41 UCP 500), stale shipping documents (Art. 43 UCP 500) and force

majeure (Art. 17 UCP 500) would not only he inappropriate but potentially harmful to the

119 This expansion was motivaœd by a concem on the part of American banks that their courts might confuse
a standby credit with a suretyship guaranœe, which most banks in the United States are prohibited from
issuing. Therefore, American banks naturally pressed for 5tandby credits to he induded in the UCP, 50 that
tbey would he visiblyequated with documentary credits, to which the prohibition did not apply, and the
appropriate signal would thus he sent to theircourts. Goode. CCAbsttact Payment Undertakingsu SJl/Jra note 54
at 729 tt Itq.
C!O An in-deptb examination higblighting the diffeœnces between documentary and standby letters of credit
will he undertaken at a later stage. See mfra Part II - Chapter 1, Q, 1), b) and Chapter 1, 1), 2)~ b).



'.

•

)

Ftrllla in Ih~ u/ln"ofCrrdit Tt'IRUaditnI mrails Pos.tihû Arbi/lutUm - PtZTt 11- Chapt" 1: F""damml4U of1..dt4n ofCnJit 38

beneficiary in a standby situation.1Z1 At the same rime, many of the Issues that regularly

cause problems in a standby context are not addressed by the UCP.

Nonetheless, many standby credits have conttactually incorporated the UCP in the pasto

This can be e-xplained by the fact that the standby credit is a derivative of and srands on the

same basic footing as the documentary credit.l22 Since the UCP reinforce the independent

nature of the standby credit, provide standards for examination and notice and proteet the

issuer from unsound letter of credit praetices, issuers of letters of credit have usually

perceived the UCP as being more beneficial than detrimental to their obligations qtlO

issuer. l13 Consequently, standby letters of credit commonly referred ta the CCP, since until

recently no other suitable set of mies' other than the LJCP existed. To alle....·iate possible

pitfalls of the UCP issuers and beneticiaries of the srandby credit rourinely agreed to

exclude those provisions of the UCP that they viewed as inappropriate ta their individual

transaction.

As for other matters pertaining ta the UCP, the above discussion ln respect of

documentary credits applies equally to standby credits.1Z
-4

bb) Uniform RRlesfOr Demand Guarantees

Like the UCP, the Unifonn Rules for Demand Guarantees are a private codification

121 Byme. C~ew Standby Practices" slIJm1 note 15 at 2; P.s. Tumer, ''The New Rules For Standby Letters of
Credit: The Intemational Standby Pactices" (1999) 14 B.F.L.R. 457 al 459 [bereinafter Tumer, "The ISP'1-
122 See Bemams, BlJllk GII(Jf'1lII1R.f slIfJra note 1 al 25.
123 Sce ICC Publication No. 590 al6 (preface ISP98).
124 See SlIfJrfl Pan 11- Chapter 1. [1), 1), a).
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published by the I.C.C. in 1992.125 The URDG stipulate rules of practice for independent

demand guarantees that can be incorporated into an agreement by the parties. Originally

intended ta equally cover standby letters of credit because of their conceptual resemblance

to independent demand guarantees, the final version of the URDG did not refer to standby

credits. Since banks in the United States are prevented from issuing guarantees pursuant to

the National Bank Act 0/ 1864,126 the reason for the exclusion of the standby credit from the

scope of the URDG was the concern that the explicit equation of the srandby credit \Vith

the bank guarantee might prompt American courts to contemplate the encire srandby

undertaking as violating the National Bank Act. As a compromise, it was recognized in the

introduction to the URDG that they were technically applicable to standby letters of credit,

which enabled banks to select the URDG as the governing regime for a srandby credit.1
:!7

Today, the URDG are rarely used in respect of bank guarantees and virtually never in

respect of srandby credits. Thus, the URDG represent a more theoretical than practical

option for srandby credits.

cc) United Nations Convention on Independent Guarantees and Stand-by Letters ofCredit

(1) General

125 Le.e. Publication No. 458; [hereinafter URDG]. The URDG are a response to the largely unsuccessful
Unifoan Rules for Conttaet Guaranœes [I.e.e. Publication No. 325; hereinafter URCG], whicb were
adopted by the Le.e. in 1978. The latter rules proved to he inappropriate in that they rendered the guarantee
secondary. The URCG conditioned payment under the guarantee upon the contractual default of the debtor.
Only if such a primary default could he established, honoue would he made under the guaranœe. Guatalltees
made subject to the URCG, therefore. lacked independence from the conttaetual obligation mat they were
intendcd to secure and, consequently, were unacceptable to the beneficiaty as a means ofsecurity.
126 SlIJmInote 47.
127 For a comprehensive survey of the URDG, see Benrams, Batik GliarillllltS slIJJ"lI note 1 at 22 et seq.; Goode•
ClAbstract Paytnent Undertakings" IlIfJrllnote 54 at 725 Il Stq.
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The United Nations Convention on Independent Guarantees and Standby Letters of

C['edie!8 was drafted between 1989 and 1995 by the United Nations Commission on

International Trade LaW.
I29 It was approved by UNCITRAL in 19951

.30 and adopted by the

United Nations General Assembly in the same year.l.H The Convention will enter into force

on January 1, 2000.132

Ta date, tîve states have become parties to the Convention. Four states, including the

United States, have signed the Convention and the['eby signaled their willingness to

consider ratification.133 Canada has neither acceded ta nor signed the Convention.

The new Convention aims to hannonize the use of independent guarantees and standby

letters of credit by specifically recognizing the basic principles and characterisrics shared by

both instruments.13
.. Thus, the Convention seeks to overcome the divergences between

national laws by offering a single legal regime applicable ta bath independent guarantees

128 See sMfJranote 29.
129 The United Nations Commission on Intemational Trade Law [hereinafter UNCITRALj is an
intergovemmental body of the General Assembly of the United Nations that prepares international
conunerciallaw instruments designed to assist the international commuaity in modemizing and hannonizing
international trade law. Within UNCITRAL, the LCC represenrs the views of the international banking
community. Conversely, UNCITRAL has long been involved in the LCC.'s efforts to bring lerrer of credit
and guarantee law inta lïne. For more infoanation on UNCITRAL= xe UNCITRAL homepage
<hnp:IIWWW.un.org.at/unçitral> (date accessed: 7 October 1999) For a description of the drafting process,
see E.E. Bergsten, UA New Regime for International Independent Guarantees and Stand-by Leners of Credit:
The UNCITRAL Draft Convention on Guarantee Letters" (1993) 27 [nt'l Lawyer 859 el seq. [hereinafter
Bergsren. "The UNCITRAL Draft Convention'1-
130 Report oJlht Unittd NatiollS Commission on IntmurtionaiTrlltit Lzw, UN GAGa. SOlh Sess., Supp. No. 17, U.N.
Doc. A/SO/17 (1995).
131 [1995] 49 U.N.Y.B. 1357, U.N. Doc. A/Res/SO/48.
132 The UNCITRAL Convention states mat it is effi:ctive on the fÏrst day of the month foUowing the
expiration of one yeu after the date of deposit with the Secrerary General of the United Nations of the fifth
instrument of ratification, acceprance. approval or accession. See Art. 24(4),28(1) UNCITRAL Convention.
IJJ See SI4tIlS of Co""""tiotU _d Modd L4ws. U.N. GAOR, 311t Sess., U.N. Doc. A/CN.9/449 (1998) 10, or
United Nations homepage <hnp:llwww.uo.org/Dcpt:;/Tn:atf/60al/ts2/oew6les/part boo/x bool
x 15 1.btmJ> (date accessed: 14 October 1999).
134 See Explmltûty NoIll!J tIN UNOTRAL Stmltli4t 011 tIN U1IÎûd NatiollS ColMllliOll 011 llIIiIpnuJmt GIIIZrIDlUtS
fII«i Sl4IIdI!J Lttws ofen. U.N. Doc. A/CN.9/431 Guly 4. 1996) at para. 2 [heœinafœr UNOTRAL
Exp/mtatDty N«4. See also <hnp:llwww.UQ.ocg.at/uociuall > (date accessed: 8 October 1999). See aiso art 5
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and standby letters of credit. The Convention not only purports to provide greater legal

certainty in the daily use of each undertaking, but Ît also intends to allow both Însnuments

to be used together, for example, the issuance of a standby Ietter of credit to support the

issuance of a guarantee.135

(2) Scape and Applù-ation 0/the COnl/ention

According to arts. 1 and 2, the Convention applies if the guarantor!issuer of an

undertaking, which is known in practice as either an international independent guarantee or

as international srandby letter of credit, resides in a conrracting state, or if the rules of

pnvate internationallaw lead to the application of the law of a conrracting state.

The automatic application of the Convention in these circumsrances, however, is made

subject to an escape clause granting the parties full autonomy to exclude the application of

the Convention by agreement. Even if the parties decide ta do 50, however, the

Convention's choice of law cules are still applicable. Gnly if the parties additionally choose

a law that shaH govern their undertaking, will they be able to entirely exc1ude the

Convention. In the absence of such a choice, and notwithstanding the fact that the

contractants may have chosen to opt out of it, the Convention's choice of Iaw cules still

apply.136 In other words. in order to completely exc1ude the Convention. the parties must

make a double choice of law: one with regard to the Convention, and a second with regard

to the law that govems their relationship.

UNClTRAL Convention (principles of Interpretation): CI •• ••regard is to he had ta its intemational characœr
and ta the need ta promote unifoanity in ilS application......
135 Ibid, at para. 4.
136 Arts. 21 and 22 UNCITRAL Convention.
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The t'Wo fundamental principles which detennine the scope of the Convention's

application are the principles of "independence" and "internationality."L37 Gnly

undertakings which are both independent from the underlying relationship as weIl as

involve parties whose places of business are in different member states fall within the

scope of the Convention.

Even when both requirements are met by an international commercial letter of credi4

the Convention does not automatically apply. Because the Convention is e.xpressly

restricted ta international independent guarantees and standby letters of credit, parties

residing in a contracting state must explicitly invoke the Convention in their rransacrion.138

It follows From the above that, whenever an international underraking cannot

unambiguously be classified as either a standby or a commercial Ietter of credit, the

contractants to such an undertaking are well advised to make an express statement as to the

applicability of the Convention in the agreement.139 This proteets the parties to the

transaction against unforeseen' surprises as to the applicable body of law.

The Convention is designed to be consistent with existent and future mies of practice

on independent guarantees and standby letters of credits. Thus, even though a particular

letter of credit may be governed by two Conventions, the parties retain the power to

incûrporate other applicable regimes, such as the UCP or the URDG. In the view of the

drafters of the Convention, this is actually expeeted, since they view the Convention more

137 See arts. 3 and 4 UNCITRAL Convention.
131 Art. 2(1) UNCITRAL Convention. See also J.F. Dolan, "fhe UN Convention on Iodependent
Intemational Undertakings: Do States wim Manue Lctter-of-Credit-Regimes Need It?" (1998) 13 B.F.L.R. 1
at 9 [hereinafter Dolan, "UN Convention on Independent Intemational Undertakings'1; Dole ntpra note 100
at 1089.
The UNCITRAL Convention does neither apply ta accessory or conditional guarantees since both
instruments are not ofindependent nature.
139 See Dole slI/J'a note 100 at 1090.
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as suppletive law than as an initial and primary tramework for the covered undertakings. 140

Thus, the Convention addresses issues that are beyond the scope of the rnentioned mies of

practicey such as the issue of fraudulent or abusive payments.141

The Convention, therefore, seeks to give general legislative support to the contractual

agreement of the parties. It regulates what can only be effectively achieved on a legislative

level and what the parties cannot control in their contraet, even if they incorporate the

available sets of rules for independent guarantees and standby letters of credit.142

(3) Summary

Thus far, only a few states have adopted the new U.S. Convention on Independent

Guarantees and Stand-by I.etters of Credit. It is questionable, therefore, whether the

Convention will actually represent an irnprovement on e.xisting legal regunes for

international independent undertakings as was intended.

The future prospects of the Convention may, therefore, weil depend on the willingness

of national courts to view the Convention as constituting a truly international body of law,

which should be interpreted in the light of both the latest international commercial

practices as weIl as e.xisting international regulations. If the courts in conrracting states

construe the Convention in such a manner, sorne of the reservations that have prevented

sorne states From ratifying the Convention to date may be remedied. In addition, a

coherent, predictable and uniform body of law, specifical1y designed for independent

140 See ExpImlIJtlJfy Nou slIfJ'a note 134 at para. 5.
141 See .Art. 19 and 20(3) UNCITRAL Convention.
1~ See ··Interview wirh Gerold Hemnann on why ICC rules and intemational conventions are borh
necessary'" (1999) 5 Letter of Cn:dit Insight No.2 at 7 [hen:inafœr uInsight Interview wirh Gerold
Hemnann'l
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undertakings, may not only prompt other states to ratify the Convention, but it may also

encourage parties in contracting states to view the Convention as better tltting their

undertaking than the otherwise applicable nationallaw.

dd) International StandJ?y Practiees 1998 (ISP98)

(1) Generai

The most recent regtme to have emerged in the tield of letters of credit is the

International Standby Practices 1998.143 After five years of preparation, the ISP98 were

promulgated by the I.C.C. and the Institute of International Banking Law & Practice, Inc.

in 1998. The new mIes became effective on January l, 1999.

The ISP98 are a new set of mIes for standby letters of credit, intended to replace the

UCP, which applied ta most standby letters of credit in the pasto While the UCP represent

the worldwide accepted "goveming law" for documentary credits, the ISP98 endeavour to

accomplish the same for standby letters of credit in the future. 144

The need for such a body of law has long been evident. Although the UCP

strengthened the documentary and independent charaeter of the standby letter of credit,

many of the provisions of the UCP, as recognized by art. 1, were inappropriate or even

detrimental when applied to a standby tetter of credit. 145 In addition, many of the issues

that commonly arise in a standby context were not at all or only insufficiently addressed by

the UCP.

143 SlIjJrtl note 30.
144 See Turner. "The ISP" slI/J'a note 121 at 457.
145 See Part II - Chaptet 1, II). a), aa).
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Moreover, the rapidly gro"ving economic importance of the standby credit, which has

outperfonned the international commercial credit in terms of value by a ratio of 5:1 since

its appearance, evidenced the need for a new set of mIes specitïcally tailored to srandby

credits.U6

The ISP98 seek to fiIl this legal void. The drafters of the ISP98 intended to create a new

lega! standard for standby credits, which simplifies and streamlines international standby

prnctices. In the view of the drafting committee, the ISP98 offer neutral and \\t~dely

accepted solutions to common standby problems. Since the ISP98 rules reflect the CUITent

prnctice, custom and usage of standby letters of credit, they are believed to save the parties

considerable time and expense, because the previously difficult process of negotiating and

drafting the srandby terms will to a large ~xtent be eliminated in the future. toli

In general, the ISP98 are designed to be consistent with existing national and

international regulations, particuiarly with the U.N. Convention on Independent

Guarantees and Stand-by Letters of Credit and the UCP.

(2) S cape andApplication ofthe ISP98

Like the UCP and the URDG, the ISP98 must be incorporated by reference ln the

standby undertaking, which therefore allows the parties to choose which set of rules will

govern their undertaking.148 This avoids making the often impossible distinction between

146 See Le.e. Publication No. 590 Preface at 7.
147 Ibid at 6.
148 See mies 1.01 and 1.04 ISP98. It foUows &am this that the standby credit may. despite the emergence of
the ISP98. he issued subiect ta the UCP 500 or the URDG. Thus. the parties ta a standby undertaking can
select amang these sets of rules the one mey helieve to he most suitable to their undertaking.
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standby credits and independent guarantees, as weil as between commercial credits and

independent guarantees.149

1t is noteworthy that the ISP98 provide for a selective incorporation, meaning that the

parties to the undertaking are free to e.xpressly stipulate, which rules shaH govem their

transaction.ISO

The ISP98 can, by contrast to the UCP 500, 151 generally be considered as contractual

terms and not as trade usages, as they have been ooly recently enacted. Only where the

ISP98 represent equally formulated and long established UCP rules rnay they be

exceptionally viewed as codified ttade usages.

The ISP98 are divided into ten different mIes, each of which is subdivided inta the

actual provisions, which are aIso named roles. After stipulating General Provisions and

Principles in rule 1, the ISP98 deal with the obligations of the parties to the standby (role

2), the presentation and examination of the documents (mIes 3 and 4) as well as with their

disposition, notice and preclusion (role 5), the transfer and assignment of the credit and its

cancellation (roles 6 and 7), the reimbursement obligations of the applicant (mIe 8), and,

finally, with the timing of the credit and syndication/participation issues (roles 9 and 10).

While the ISP98 are the first set of mIes applicable to Ietters of credit that permit the

eleetronic presentation of necessary documents,152 the ISP98 fail to caver, as do the

UCP 500 and the URDG, the issue of fraudulent or abusive payments under the credit.15~

This matter is left to be settled by the applicable nationallegal regime.

149 See Le.e. Publication No. 590 Preface at 7.
150 See mie 1.01(c).
151 See SlljJr4 Part 11- Cbaptet 1, Il), 1), a).
152 See rules 1.09(c), 3.06.
1~ See mie 1.05.
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In contrast to the UCP 5009 which do not make any mention of arbitration, the drafters

of the ISP98 remarked that the new mIes are intended to be used not only in judicial

proceedings but also in arbitration or other methods of dispute resolution.15
-& Ir is

recommended by the drafting committee that such a choice be made with appropriate

detail. 155

(3) Slil11l11ary

The ISP98 offer a comprehensive and long overdue unified source of law for

international standby credits. \Vhether the ne'.v mIes will preserve the worldwide integrity

of the srandby credi4 as stated by the I.C.C., cannot yet be determined9 but they certainly

lay promising foundations for the successful expansion in the use of the standby letter of

credit in the future.

The ISP98 represent an even-handed and commendable set of rules~ which should be

preferred to the existing regimes byall parties to a standby credit, i.e. issuers, applicants and

beneficiaries. In this respect, it proved to he useful that the drafting commission, in

contrast to the composition of drafters chosen for the last UCP revision, sought the active

participation of every segment of the letter of credit community including bankers, users,

attorneys, regulators, international agencies, government officiais and academics. 156

Nonetheless, at sorne point amendments will have ta be made~ as for example with regard

to payment ta a fraudulent presenter157 or ta the standards to which the presented

154 See Lee. Publication No. 590 Preface at 8.
155 Ibid
156 See Byme, <'New Standby Practices" slljJranote 15 at 2-
157 See rule 4.13 ISP98. which states that an issuer who honours a presentation ofdocuments owes no duty ta
the applicant to ascenain the identity of 30y person making the presentation. Ir is. howevec, the issuer or the
paying institutiolly and not the applicanr. who can best assess the identity of the beneticiary and prevent the
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documents must comply.15a The fact that the ISP98 pennit a selective incorporation,

however, should enable knowledgeable srandby users to opt out of provisions perceived as

being unfavourable to them.

Though at this point no reliable figures on the actual acceptance of the ISP98 in standby

credits e:cist, it has been reported that the ISP98 are already frequently used in the United

States, while their entry into the Canadian standby market is probably another one to two

years away.159

b) Nationa! SourcesfOr Standby Letters ofCredit

tJtJ) Canada

There is no specifie Canadian legal source regulating standby letters of credit. One may,

therefore, refer to the above discussion regarding documentary credits, which applies

equally in a standby context.160

bb) United S tales

In the United States, Rev. Art. 5 V.C.C. generally regulates letter of credit law. 161 Rev.

Art. 5 V.C.C., therefore aIso covers the standby undertaking. An e.,'Ctensive discussion

unjusti6ed bonout of the credit. See Dolan, L:nv ofLtrurs of Cndil slIfJr(,1 note 13 revised edition. cumulative
supplement 4.09(3). See for omer suggested improvements Tumer. "The [SP' .(,1 note 121 at 502 tl Stq..

158 See rule 4.09(c) [SP98, which stipulates mat the prcsented documents must even recognize blank lines,
typographical errors in spelling. punctuation, spacing and the Iike in arder to meet the "exact" and ttidentical"
wording standard.
159 Interview with Pierre B. D'Avignon, Assistant General Manager Intemational Trade, Scotiabank MODt:re~

and Ghassan Azar, Assistant General Manager Import, Scotiabank Monm:al. October 12, 1999.
160 See .(,1Part n -Cbapter 1, 11), 1), b), aa).
161 See § 5-102(10) Rev. V.CC defining a lettet ofcredit.
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regarding Art. 5 V.C.C. and its 1995 revision has been undertaken at an earlier stage to

which one can refer at this point.162

It is noteworthy in this respect that courts in the United States have not hesitated to

equally apply former Art. 5 V.C.C. to standby letters of credit, even though the standby

evolved after the introduction of Art. 5 V.C.C. and was, therefore, not intended to be

govemed by that law.163 Thus, in those states which have not yet adopted revised Art. 5

U.C.C., the original Art. 5 V.C.C. applies to standby transactions.

c) lnterreialionship

aa) UCP 500, URDC, ISP98 - R.etised Article 5 u.c.e

\VIlen bath art. 5 V.C.C. and the UCP 500 apply or are incorporated into a standby

credit, the UCP 500 prevail as a specifie contractual arrangement Ïnsofar as they do not

conflict with any mandatory provisions of the U.C.C.16
"

The same is true when the URDG are incorporated into an American standby credit.

Although most of the issues dealt ",,'"ith by the ISP98 are not reflected by national law

and thus will not conflict with the more general provisions of Art. 5 U.C.C., and although

the drafters generally intended to design the ISP98 50 as to be compatible with national

laws in order ta avoid possible conflicts of law,165 the mandatory provisions of the U.C.C.

will govem a particular transaction if any eonflicts arise between such provisions and the

162 See SIIfJ,a Part Il - Chapter 1. 11). 1). b), bb).
16J See e.g. Amm,a1I Nf/llioMi Ban! slIJ»"a note 59; Stam"!y Fint1lfa GrollfJ In.. v. Ntwthtm KmtMeJ:y Bt1Ifk & TfJIJt
Co., 875 F. 2d 529 (6th Cir. 1988) [hereinafter Seamg Finna Gro~).

164 See slIJWa Part 11 - Chapter l, [1). 1), c).
165 See I.e.e. Publication No. 590 Preface at 8.
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rSP98. If, however, the contlicting provision of the U.C.C. is not imperative, then the

parties' contractual agreement to incorporate the ISP98 will prevail.

bb) UCP, URDG, ISP98 - U.1V. Convention on Independent Gliorantees and Stond-l!); Letterr of

Credit

The drafters of the Convention as well as those of the ISP98 directed their effortS ta

already e-xisting Iegal regimes 50 as ta avoid inconsistencies and incongruities bet'.veen the

different sets of rules. Thus, the LJNCITRAL Convention took into consideration the

UCP 500 and URDG, \vhile the ISP98 commission intended to promulgate mIes that

\vould be compatible \Vith the Convention on Guarantees and Srand-bys.

Though rather unlikely, cont1icts between particular provisions of the CCP 500, URDG

and ISP98 on the one h~od. ;lod oarticubr articles of the L·.~. Con\'ention on the other.

In arder to comprehend their interrelationship should such a conflict anse, it IS

necessary to briefly recall their distinct features.

The UCP 500, URDG and ISP98 represent fairly detailed practices that, for the most

part, regulate the actual letter of credit procedure from issuance to honour. The parties ta

the undertaking contractually agree ta include these rules into their undertaking. Thus, the

rules operate at a contractual level.

This stands in contrast to the UNCITRAL Convention, which is a suppletive body of

internationallaw rnainly regulating issues that do not lend themselves to the rnaking of a
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contractual arrangement. The UNCITRAL Convention has the force of law once it IS

adopted in a country. Thus~ the Convention operates on a statutory or legislative level. l66

From this follows the interrelationship between these bodies of ia"v. The parties may

only contractually incorporate the UCP 500, URDG or ISP98 to the extent that any of

these regimes does not conflict with a provision of the UNCITRAL Convention, as the

latter applies imperatively. Only when the incorporared rule infringes compulsory

provisions of the UNCITRAL Convention does the respective article in the Convention

apply.

Thus far, neither Canada nor the United States has ratitied the U~CITR..r\L

Convention, and consequently such a contlict of la"vs "viii not arise. Since the Cnired States

have signed the UNCITRAL Convention, however, this may yer happen. If such occurs ir

will be interesting to see how the UNCITRAL Convention firs into the a1ready existing

nationallaw on letters of credit in Art. 5 U.C.C.

III) The Contractual Relationsbips in a Letter of Credit Transaction

A basic letter of credit transaction involves at least three parties - the issuer, the

beneficiary and the applicant - and as many contraetual relationships.167 In order to assess

both fraudulent letter of credit transactions and the prospects of using arbitration in that

context, one must understand the different relations that are created by a letter of credit.

166 See ccInsight Interview with Gerold Hemnann" slIj)ra note 142 at 7.
167 See generally on the conttactual relationships in a letter of credit transaction pPllJ11IÎcs CorporatitJlI ofA1IIl1Ùa
v. The~ "",d SOllthtm B""k, 356 F. Supp. 991 (N.D. Ga. 1973) [hereinafter PJnamics Corporatitm]; Uflilld
Gg M6rh""û (l1lrlUtlllm1) v. &!Jal Bil1Ik of ÛlIIada (1982] AlI E.R. 7'1JJ at 725 (H.L) [hereinafter Ulliud Gg
.L\rlnrhmr!IJ; RobillS01I v. Ollllmo NftI Hom, Wan"tm~ Progr4f1l (1994). 18 G.R. (3d) 269 (Ont. Gen. Div.)
[hereinafter Rohiluo,,); Ellinger. D(}(II"""l41Y utursofCntiil slIJ1'a note 36 at 131 Il Stq.
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1) The UnderJying Contraet between the Applicant and the Bene6dary

The first relationship is the international sales conttac4 which creates the rights and

obligations between the buyer and the seller. This is commonly referred to as the

undedying contracta In the underlying contraet, the applicant agrees to procure a letter of

credit in favour of the beneficiary in order to pay a certain amount to the latter

(documentary credit) or in order to secure an obligation owed by the applicant ta the

beneficiary (standby credit).168 The stipulation for a documentary credit is thus a condition

precedent to the seller's obligation to deliver the goods. 169 Likewise, the procurement of a

srnndby credit is usually a prerequisite to the beneficiary's performance of the undedying

contract. liO

The conttaet, and, therefore, the clause obliging the applicant to open a letter of credit,

will be governed by the law expressly chosen by the parties to the commercial contracta It

must be borne in mind, however, that such a choice does not affect the letter of credit

itself, since this is an autonomous and distinct contract between different parties. If no

such choice has been made, general conflicts oflaw rules apply.

2) The Conrract between the Applicant and the Issuer

The second contractual relationship is formed between the applicant and the issuing

institution, which is commonly a bank. l7I

168 See Jeffery, "Standby Letters of Credit'· sl/lml note 55 at 517; Leacock, "Fraud in the Intemational
Transaction" slI/Jrrz note 43 at 373.
169 TrflllS TntSl S.P.RL. V. Df1IIl/bif1ll Trf1lS,,1. Co. ùd. [1952] 2 Q.B. 297 at 304 (C.A.) [hereinafter TrflllS Tr'IISt1.
170 SeeJeffery. "Standby Letters ofCredit" slIJ>rllnote 55 at 517.
171 While the UCP 500 refi:r only to banks in their function as issuers (art. 9), confinners (art. 9), advisers
(art. 7) and banks nominated ta honour letœrs of credit (art. 9), the scope of the ISP98 indudes other
institutions that may issue, con6an, advise or he nominated to bonoue a standby Ietter of credit. Art. 2
URDG reCers ta banks, insurance companies or other bodies or persans as guarantor. and § ~t02(9)
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In arder ta comply with its duty arising from the underlying reIatianship, the applicant

contacts a financial institution. On a standard form contract specifying the issuing

institutions' terms and conditions, which most commonly incorporate either the UCP 500

or the ISP98, the applicant requests the issuance or opening of a letter of credit in favour

of the beneficiary.l72 From the applicant's perspective, it is of criticaI importance ta

precisely stipulate the correct amount, date of e..xpiration and, above all, documentary

requirements that must be met by the beneficiary before payment will be made by the

issuer. 17J Conversely, the issuer must carefully comply with these stipulations, for othen.vise

it deviates from the applicant's instructions and entides the latter ta refuse

reimbursement.174
~[oreover, the issuer must assess the applicant's tïnancial situation.

Gften the issuer demands security priar ta the opening of the credit in order to be able to

ensure satisfaction of its daim after the credit has been honoured.175 Once the application

has been approved by the fmancial institution, the contract between the issuer and the

applicant is formed.176

Under the contract the issuer is obliged to notify the credit to the beneficiary and to

effect payment upon presentation of conforming documents. The applicant agrees to

reimburse and indemnify the issuing institution for both bank fees and payments made

under the credit.l77 In the absence of a specifie indemnity, the issuer is entitled to be

Rev. u.c.c. defines an issuer as a bank or any other person. Art. 2(1) UNCITRAL Com.-ention speaks of
banks or other institutions or persons as issuers. Thus, the latter regimes recognize that, particu1arly in the
United States. non-banks often issue letters ofcredit.
172 See Oelofse. Letm'S ofCndiJ slI/J't:1 note 15 at 21 tl seq.
173 See art. 5 UCP 500.
174 See Ellinger. DOOI1IIt1IkIty Letln"s ofCndit S1IjJrt:1 note 36 at 156; H. Harfield. '"The Srandby 1.ener of Credit
Debate" (19TT) 94 Banking L.J 293 at 299 [hereinafter Harfield. "The Standby Debate'1.
175 See Dolan, La., ofLettn-s ofCntlil slI/Jrll note 13 at 7-84; Leacock, "Fraud in the Intemational Transaction"
SIIJ>rIl note 43 at 888 '1 S''I.
176 See H.C. Gutteridge & M. Megrah. The 1...IlIII of Btntlurs' Co",mmitll CntSlS. 7da ed. (London: Europa
Publications, 1984) at 58 [hereinafter Gutteridge & Megrah. Co",1IImiIJ/ Cnl.Ïaj .
ln See Ulliud Cig Merrht1lll.f slffJrt:1 note 167 at 725.
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indemnified by the applicant, provided it has strictly complied with the tenns of the

credit.178

When no choice of law has been made, the goveming law of this conttact will usually

be that of the place where the issuing bank cames on its business (h-Iod SO!JI!iolrù).179

3) The Re1ationship between the Issuer and the BeneJ1ciary: The Letter ofCredit

The third relationship is formed between the issuer and the beneficiary. It is constituted

by the letter of credit itself and may be revocable or irrevocable. l8O The issuing institution

'will generally incorporate either the UCP 500 or the ISP98 into the lerter of credit. Under

this contract the issuer is obliged to honour the credit once the benetîciary has completely

tendered the requisite documents.181

Again, in the absence ofany express choice of law, the law of the issuing institution (/e.:-<

Iod SOÛltiOniS) usually governs the relationship, since it is the issuer who must pay the

beneficiary upon presentation of the required documents.182

178 See Ellinger, DO(1immtmy Ltturs of Cndit slIJ>rtZ note 36 at 156 a seq.; Jeffery, UStandby Leners of Credit"
slljJrtZ note 55 at 519.
This principle of strict compliance will he examined at a 1ater stage. See infra Part II - Otapter 1, IV), 1).
179 See § 5-116(a),(b) Rev. U.C.C stating that in the absence of any choice of law the H •••liabiliry of an issuer
.. .is govemed by the law of the jurisdiction in which the person is located....(§ 5-116(b)); Gozlan & Amar,
«Rules applicable to Letters of Credir' SlljJrtZ note 74 at 73; C.M. Schmirthoff, «Conflict of Law Issues
Relating to Letters of Credit: An English Perspective" in Chia Jui Ch311g, ed., StMa Ess,!/s on Inlf:nttZriontZi Tratk
Lmv (Dordrecht: Nijhoff. 1988) at 580.
ua S"Pnl notes 45 and 68.
181 See art. 9(a) UCP 500; rule 2.01 ISP98; § 5-108 Rev. U.Cc. In common law jurisdictions, and thus
throughour Canada and the United States with the exceptions of the Province of Quebec and the State of
Louisiana, the reIationship between the issuer and the beneficiary causes oogoing confusion. Although dUs
relationship is commonly described as conuactual, the difficulry at common law is tbat no consideration is
given by the beneficiary. In the United States § 5-105 now states that "Consideration is not required to issue,
amend. transfer, or cancel a letter of credit .,. Il For furtber infonnation regatding this question, see HIl11I~h

Matas & Smrs v. Bntish I111tX II1111tsttüs Lrd. [1958] 1 AlI E.R. 262 at 263 (CA) [heœinafter British I~; Easl
Girn Stz. Ars'" V. Ciri~Nat. BtlIIk ""d Tnut Co. ofBt!Jlo""" 593 F. 2d 598 (51b Cir. 1979) [beœinafter East
Gzi"anJJ; AllgeIi~Il-Whi/nlt. Ltd v. B""k ofNOIHJ StrJ/iIJ, (1987) 1 S.CR. 59 at 82 [hereinafter AIIgt5fIl-WhitlHt11j
and particularly FJlinger, DonmtmllJfy utllnofCndiJ sllfJ"tz note 36 at 39 Il stq.
182 See § 5-116(b) Rev. U.C.C SllJ'rfl note 179.
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4)Summary

A basic letter of credit transaction is comprised of three relationships, which together

forro and govern the letter of credit transaction. As discussed at a later stage,lSJ each of

these relationships is, at least in theory, distinct and separate from the others and should be

viewed as such notwithstanding the fact that conditions arising in one of the relationships

may have an impact on the others. ts
.. From this it follows that it is of critical importance to

clearly distinguish between these three sets of relationships \vhen reviC\ving fraudulent

letter of credit transactions and when analyzing the usefulness of arbitration be~veen the

parties in such circumstarlces.

IV) Letta of Credit Principles

The letter of credit is a commercial device that offers umque trustworthiness and

protection as a means of payment and security ta international traders. This derives from

two key principles: the principle of documentary compliance; and the principle of

independence. Together, these two principles govern aliletter of credit transactions.

Because both principles must be set aside in order to prevent a traudulent drawing

under a letter of credit, it is necessary to analyze their impact on the letter of credit

transaction.

183 See irtfra Part Il - Chapter t. Il).
154 See art. 3 UCP SOO (Credits v. Contracts).
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1) The Prindple ofDocumentary Compliance

The principle of documentary compliance provides that the issuer is obliged to honour

the credit upon a presentation of documents by the beneficiary that prima jâcie appears ta

comply with the tenns and conditions of the Ietter of credit.185

The standard of documentary compliance that must be met by the issuer in the

documentary e.xamination process has in the past caused considerable trouble fur the

courts in Canada and the United States.186 It is now commonly accepted, however, that the

documents tendered must strietly, and not merely substanrially, conform with the

stipulations of the credit. The doctrine and jurisprudence now refer, therefore, to the mIe

of strict compliance.167

The mIe of strict compliance in conjunction with the independence principle, preserves

the fundamental nature of a letter of credit as a means of allocaring the risks in the

underlying transaction between the parties. 5ince the letter of credit is essentially a

dacumentary transaction, where, depending on the type of credit, bath proper and

improper performance of the underlying obligation are represented by documents, the rule

of strict compliance seeks to ensure that the requirements of the credit are actually and

185 See arts. 2. 9. 13, 14 UCP 500; nùes t.06(d), 2.01, 3.01; 4.01, 4.03 ISP98; art. 2(1). 9 URDG; art. 2(1),
15(1), 16(1) UNCITRAL Convention; § 5-108(a). 5-109(a) Rev. U.C.C.
186 See e.g. &ard of T,t1de v. Sws Cntil Bmtk, 728 F. 2d 1241 (9th Gr. 1984) [hereinafter Saiss Crtdit Bank];
Royal B47Ik of C47ItIfia v. Ohat1l11ltJYtm. [1994] 0.]. No. 1728 (Ont. Gen. Div.) [hereinafter OhamlPltJYtm]
(examples of cases in which the strict compliance role was used); Tosro Corp. v. F D.I.C t 723 F.2d 1242 at
1248 (6th Gr. 1983) [bereinafter Tosœ Cotp.] (example for a case where the substantial compliance mIe was
used). G. McLaughlin, "l'he Standard of Strict Cornpliance: An American Perspective" (1990) 1 J.B.F.LP. 81
[hereinafter McLaughlin. "Standatd of Strict Compliance". Sama, Utt6S of Cndit SII/J'Il note 15 at ch. 3 
§ lec).
187 See § 5-108(a) Rev. U.c.c.: .....an issuer shan honor a presentation that....appears on its face to comply
with the teans and conditions of the Ietter of credit...u; C. VÙImIl Ltd v. B47Ik ofMo"rntJi [1994] 1. W.W.R.
374 [heœinaftcr C. VilUMl); Odofse, uam ofCndil sllJ1r" note 15 at 271; ItW. Rcinsch & M. Blodgett, "An
Intemational Trade Agreement to Limit "Fraud in the TransactionU in Letlers ofCn:dit') (1995) 13 Midwest
L. Rev. 92 at 93 [hen:inafter Reinsch & Blodgett, "International Trade Agreement for Fraud in the
Transaction'"
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fully met}88 Only then is the beneficiary entitled to payment. Thus~ the mIe of strict

compliance reduces the risk of wrongful honour in the case of partial or sub-standard

performance by the beneficiary. FoC" instance~ payment will not be effeeted when the

documents describe "coromandel groundnuts" instead of the requested "machine-shelled

groundnut kernels."189 Even when the documentary discrepancy is not substantial~ and

consequently, payment should be made under the credi4 an imprecise wording, a missing

stamp or any other minor documentary deviation t90 from the temlS of the credit

automatically renders the presentation non-compliant. This has been acknowledged as

follows:

"There is no room for documents which are aImost the same, or which \vill do

just as \vell."l?l

The reason foc" this somewhat pedantic approach, however~ Îs not only ta be found in

the protection it affords to the applicant. The mIe of strict compliance aIso reflects the

ministerial and intermediary role of the issuing institution with respect to the underlying

agreement.192 It is established ta safeguard the issuer, which would otherwise not be "villing

to enter into the transaction, since it would lack the necessary speciaIized knowledge in

arder to correctly interpret documentary stipulations. The mie of strict compliance,

therefore, ensures that the issuer need not concern itself with the usages and tenninology

of all their dients.193 In addition~ it recognizes the linguistic differences in international

118 See M.S. Blodgett & 0.0. Mayer, "Intemational Letters of Credit Arbitral Alternatives to Litigating
Fraud" (1998) 35 A.). Bus. L. 443 at 448 [hereinafter Blodgett & Mayer "Intemational Letters of Credit'1; van
Houten. "Letters ofCredit and Fraud" slIJ>rtl note 12 at 377.
1119 J.H. &g1ttr & Co. Lld v. HmltbnJ ~ BartA! 1..Jd [1945] 1 KB 36 [hereinafœrJR. &gnnJ.
190 See in this respect rules 4.07 Il Slq. ISP98 stipulating precise1y the standards for strict compliance.
191 Eqllit4b14 Tntrt Co. V. DtBlso" Pt:lft1lm~ [1927) Uoydts Rep. 49,52 (H.I..) [heœinafter Eqllitahl4 Tnt.n1.
192 See J.F. Dolan, "Strict Compliance with Letters ofCœdit: Strikïng a Fair Balance" (1985) 102 Banking I..J.
18 at 20 [bereinafter Dolan, Strict Compliance with Letters of Credit'1.
193 See R.P. Bucldey, "Potential Pitfalls with Letters of Credit" (1996) 70 A.L). 217 at 221 [hereinafter
Bucldey. Letter ofCredit PitfaDs].
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transactions, which would otherwise pose an un\.varranted risk of misunderstanding to the

examining institution.

The issuer's obligation, therefore, is limited to the examination of whether or not the

documents tendered appear on their face to be consistent and in strict compliance with the

tenns and conditions of the credit. In performing that obligation, the issuer must exercise

reasonable care:94

2) The Independence Prindple

The second essentiaI feature of letter of credit la"\v is the independence principle, or as it

is often aIso referred to, the principle of autonomy.195 The independence principle states

that the contracts formed under a letter of credit are completely independent of one

another.196 The issuer's obligation under the letter of credit, therefore, is not only

independent from the underlying contract between the applicant and the beneficiary, but

aIso from the cover relationship that is the contract between the issuer and the applicant.

Furthermore, the undedying contract is separate and distinct from the cover relationship.

This triple autonomy is discernible in the various laws that usuaIly govern the different

relationships.197

19-4 SII/Jm note 185.
195 See art. 3 UCP 500; mies 1.06, 1.07 ISP98; art. 2. URDG; §§ 5-103(d), 5-108(t)(1) Rev. V.CC; art. 3
UNCITRAL Convention.
1% See e.g. Ahslu TtxtiJI Co. v. ChtlSe Ml1IIht1ll4ll Bœtle, NA, 982 F. 2d 813 (2nd Cir. 1992.) [hereinafter Alaska
TtxIiU); P. Belanger. "The Fraud Exception in Irrevocable Documentary Credits: The Limits of Autonomy.
Part In (1994) 13 Nat'l Banking L. Rev. 13 at 14 [hereinaf1er Belanger, "'The limits of Autonomf1; JJ.
Ortego & E.H.~ ""Letters of Credit Bene6ts and Drawbacks of the Independence Princip1en (1998)
115 Baoking L.J. 487 at 487 [hereinafter Orœgo & Krinick, ""The Independence Principle'1
197 See All«k û11IOIl Co. v. &",mritlll Bll1Ik for Forri!l' Tradt, [1989] 1 AD E.R. 1189 (CA.) at 1199 Il slq.
[hereinafter Artod: CnJrm4; McGuinness, 1Jn, ofGlltlrtmm sllpra note 46 at 819.
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The legal analysis of what is embodied in and constituted by the principle of autonomy

is usually closely related to the question of under ,"vhat circumstarlces it may be set aside. If

one would set the independence principle aside, a general~ all-embracing consideration of

all the contracts of a letter of credit transaction would be pennissible in order ta detennine

the rights and obligations of the parties ta one of the three conrracts.

Since both the applicant and the beneticiary expressly agreed on the opening of a letter

of credit in their underlying relarionship, and since the actual letter of credit is opened

pursuant to the instructions of the applicant, the cover relationship dearly does not gÎve

cise to any contlicts with the other relationships. For these reasons the independence

principle has very rarely, if ever, been challenged in respect of the cover relationship.

As discussed at a later stage, the independence of the underlying transaction from the

letter of credit contract between the issuer and the beneficiary, however, has been

repeatedly contested and from rime to rime entirely ignored. 198

Therefore~ the autonomy principle is often interpreted rather narrowly, in referring

solely to the separateness of the underlying sales or performance contract from the letter of

credit. This notion of the autonomy principle is adopted by the UCP 500, which state in

art. 3(a) that

"credits are, by their nature, separate transactions from the sales or other

contract(s) on which they may be based and banks are in no way concerned

with or bound by such conttacts."

Though the UCP 500 are specifically designed for documentary credits, the independence

principle is as present in and fundamental to the standby context and thus governs ail types

of letters of credit.l99

198 See infra Part II - Chapter l, V).
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The independenee prineiple dietates mat the issuer is under a legal duty to honour

demands for payment that comply with the stipulations of the credit independent of any

underlying contraet.!OO This implies that disputes arising from the underlying contract do

not affect the honouring of the credit. In other words, as long as the documents presented

comply with the credit, the beneficiary is entitled to paymen4 irrespective of whether or

not they actually represent the quality and quantity of the dispatehed goods and irrespective

of whether or not the applicant actually defaulted in performing its conttactual obligation

under the underlying conttact. Sinee the letter of credit has Ha life of its own that is

separate and abstI'act from the life of the underlying conttact,,,201 a breach of the underlying

agreement does not, therefore, reaIly influence the obligation of the issuer under the

credit.202

Otherwise, the raùon d'être of the letter of credit as a guarantee of payment would be

undermined. This has been outlined in the Canadian case of Angelica-Whitewear v. Bank of

Nova Scotitr.

"The fundamental principle goveming documentary letters of credit and the

eharacteristic which gives them their international corrunercial utility and

efficacy is that the obligation of the issuing bank to honour a draft on a credit

when it is accompanied by docurnen ts which appear on their face ta be in

accordance with the tenns and conditions of the credit is independent of the

perfonnance of the underlying contract for which the credit \Vas issued."ZOJ

199 See e.g. UV~« Bt11IJU"g slIfJra note 60 at 523, Bfl1Ik ofMolllna/ v. Miuhtli (1997), 143 O.LR (4lh) 697 (OoL

Gen. Div.) [hereinafter Bfl1Ik ofM01llnfl4; Dolan, "Standby Letters of Credit and Fraud" Jll/J'a note 66 at 2-
See also rule 1.07 ISP98, art. 2(b) URDG, § 5-103(d) Rev. V.C.C, art. 3 UNCITRAL Convention.
200 See e.g. IuA! Corp. v. Firn N."a/ BflIIk ofBosttm, 730 F. 2d 19, 24 (lll Cir. 1984) [hereinafœr luk Cmp.];
Faruqi, ''I...etters of Credit" Sll/Jra note 12 at 331.
201 See Bfl1Ik ofNorth CanJIi"a NA. v. &KA! Is/mld&m~ 570 F. 2d 202 at 206 (Jth Gr. 1978) [hereinafœr &mA! of
North Cam5114j.
2QZ See e.g. Gutteridge & Megrah, CoflllllmÛli Cn~lS Sll/Jf'a note 176 at 59.
203 A"gtlitirWhiJnf4r Sll/J'a note 181 at 70. See also SII1I Mmi", Ttmti"Ilis, 1","" v. An« Bfl1IA! t11Id TntSt, l.Jd., 7(;J)
S.W. 2d 311 (fa. Ct. App. 1988); WarrJ Petrolllll1l Cmp. v. Fetln-ai Dtposit 1I1S. Cotp., 903 F. 2d 1297 (10lh Cir.
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Moreover, it would contradict common principles of fairness if an issuing institution would

be held liable on an obligation arising in a relationship to which it is not a party and which

is, therefore, beyond its control. In many cases, not only would it be practicaIly impossible

for the issuer to look beyond the terms of the lerrer of credit on the conttoversy in the

underlying relationship, but it would aIso bring the issuing institution into the unfortunate

position of having to make quasi-Iegal determinations, since it would have to evaluate the

merits of the undedying dispute between applicant and beneticiary in deciding whether or

not to honour the credit. Under these circumstances, the issuer would probably face

ongoing legal actions instituted by bath applicant and benetïciary resulting from a

misinterpretation of the underlying conttact.~o"

The indispensability of the independence principle has, for this ['eason, even been

recognized where the credit explicitly incorporates the underlying conttact of sale.205

Thus, on the one hand, the independence principle provides that the issuer shall not be

prevented from honouring the letter of credit, even when the applicant has infonned the

issuing institution of a clear contraetual b['each committed by the benetïciary. On the other

hand, when the beneficiary's documents fail to comply with the terrns and conditions of

the credit, the issuer may refuse to pay even though the applicant is satistied with the

1990) describing the independence principle as uthe comerstone of the commercial viability of the letter of
credir."
204 See e.g. F DJ.C. v. BliRfk ofSt.l1I Frfllmm, 817 F. 2d 1395, 1399 (91h Cir. 1987) [hereinafter FDlq; APV
Baker, brc. v. Htmis TntSt & SflI/Iirgs Bfl1Ik, 761 F. Supp. 1293 at 130111 slq. (W.D. Mich. 1991); C]. Grcenleaf,
'The Holder-In-Duc-Cowse &emptioD ta the Fraud Ex'CptiOD to CompeUed Honour under Revised
Article SU (1998) 115 Banking 1.). 29 at 32 [hereinafter Greenleaf, "The Holder-ln-Due-Course Exemption'"
205 Sec CoIIft4Idr Nonh A11tni~Q Ille. v. Nonh CaroIilla N4tiolll.li Btl1Il!, 528 F. 2d 802 (41b Gr. 1975) [hereinafter
CoIn1Ol.d.r Nflfth Ammca).
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tendered documents,206 as a result of the application of the independence principle and the

mIe of strict compliance.

l? Fraud in the Lener ofCredit Transaction

Ir has been commonly stated that the only recognized e.xception to the independence

principle is in the case of fraud in the transaction.207 Though such a vi~v fails ta recognize

that the fraud in the transaction scenario also constitutes an e.xception to the rule of strict

compliance, it is true that, in the past, courts in Canada and the United States have been

willing to disregard the independence principle in order to prevent honour under the credit

because of abusive or fraudulent demands. It is the purpose of this section ta reappraise

the circumstances under which courts in Canada and the United States have been willing ta

grant this exception in the light of recent jurisprudence.

In arder to depict a fraud in the transaction situation, as weil as to provide a brief

historical review of the origin of the fraud exception, the landmark decision of Si!~jn v.

Henry Schroeder Banking COrp.20S will be discussed. Next the statutory approach to the fraud

exception will be outlined before the scope of the fraud e.xception and its locus 209 will be

described. Afterwards the legal remedies available to the parties in a fraud scenario will be

examined. This section closes with an analysis of the standard that constitutes fraud and

the duties of care that the issuer awes ta bath the applicant and the beneficiary.

:!06 See AMF Head Sports Wem; I"c. v.~ Smll's AU A11Im(41I Sports Cûlb. 448 F. Supp. 222 (D. Arîz. 1978)
[hereinafter AMF Htaa).
207 See e.g. E11Iny-WattriJolISt Co. v. Rhotil-Islmtd Hosp. Tnm NIJt'/ VtIIlMtr Pt61IImhip, 757 F. 2d 399 (l,t Gr.
1985) [hereinafter E11Iery-WauriJolISI); Famula, "Fraud exception" slljJrIJ note 2. at 31; Jeffery. "Standby u:tœrs
of Credit" SIlfJ''tl note 55 at 524.
208 31 N.Y.S. 2d 631 (N.Y. Sup. Cr. 1941) [hereinafter S~).
209 By locus is meant either whether theœ is a material &aud involving forgery or falsification of documents,
or whether there has been some frauduJent misrepresentatioo in the underlyiog transaction.
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1) Sztejn v.. Henry Schroeder Banldng Corp.

The exception concerning fraud in the transaction can be traced back ta the American

decision ofSztifn v. Henry Schroeder Banking COtp.210

In S~qn, the plaintiff, an American buyer, contraeted to purchase a number of bristIes

From Transea Traders, an Indian-based corporation. In order to pay for the bristles, S ztyn

agreed with Henry Schroeder Banking Corp., the .American issuer, to open an irrevocable

Ietter of credi4 in which it was stipulated that payment will be made by shipment of the

goods and upon presentation of a bill of lading and a commercial invoice.

Instead of delivering bristIes, Transea Traders shipped a number of crates tïlled with

'~cowhair, other worthless material and rubbish," in order "to simulate genuine

merchandise and to defraud the buyer."211 Nonetheless, Transea Trader managed to acquire

documents that were consistent with the terros and conditions of the credit. Before the

bank paid the draft, the plaintiff discovered the fraud and sought injunctive relief in order

to declare the letter of credit void and to enjoin it from being honoured.

In its analysis the court first revisited the "weIl established" independence principle. It

stated that the application of the independence rule is limited to situations in which the

accompanying documents are "genuine and conforro with the requirements of the letter of

credit!,Z12 In 50 doing, the court was actually making two points. Firs4 it assumed that

adherence to the rule of strict compliance is a prerequisite to upholding the independence

principle. Second, it held that the independence principle is not intended ta legitimize the

tendering of falsified or fraudulent documents.

210 Ibid
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The court then went on to say that

"where the seller's fraud has been caIled to the bank's attention before the

drafts and documents have been presented for paymen4 the principle of the

independence of the bank's obligation under the letter of credit should not be

extended to protect the unscrupulous seller.',2u

In 50 ruling, the court laid the foundations for what lS today classitted as the fraud

e.xception in letter ofcredit transactions.

The court remarked that the case before it was not a "breach of warranty" but rather

one of "active fraud." Therefore, no

"hardship is caused...where fraud is daimed, where the merchandise is not

merely inferior in quality but consists ofworthless rubbish, where the draft and

the accompanying documents are in the hands of one who stands in the same

position as the fraudulent seller, where the bank has been given notice of the

fraud before being presented with the drafts and documents for

payment.... ,,214

Enjoining payment of the draft in such situations protects not only the interests of the

applicant, but aIso those of the issuing bank, since a bank is

"vitally interested in assuring itself that there are sorne goods represented by

the documents.,,21S

Sînce Silifn courts around the world, induding Canadian and American courts, have

recognized and established the fraud exception in both documentary and standby credit

transactîons.216 In the United States, the Silifn decision and others following it inspired the

2U Ibid, at 633.
212 Ibid, at 634
213 Ibid, at 634.
214 Ibid, at 635.
215 Ibid, at 635.
216 For Ameriean cases mat have expressly referred to S~, see e.g. MtrrhlDllS Corp. of AIfImclJ v. ChllSt
MllIIhfl1tlJ1l, NA., 5 UCC Rep. Serv. 196 (N.Y. Sup. Cr. 1968) [hereinafter Mtrrhtmts Corp. tifAnrmca); Dy1tlJlllia
CorportJtio" slljJrlJ note 167 at 999 tt Stq.
See for English cases mat expressly rererred to S~" e.g. Edward 0 ...." s1tJm1 note 60 at 172; "Tht A11ItfiCmt

Amm/' [1979] 2 Uoyd"s Rep. 267 at 276 (Q.B.) [hereinafter "Tht AmmCIJ1I AmmJ"
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drafters of art. 5 U.C.C. to include a provision bringing fraudulent transactions within the

scope of the V.C.C., ,"vhich, in amended form y was re-established in the revised 1995

version.217

2) Statutory Reference to the Fraud Exception

a) UCP 500, URDC and ISP98

The UCP 500, the URDG and the ISP9S218 do not contain any provision dealing with

fraud. Instead, all of these regimes lay specitîc emphasis on the independence principle by

mentioning its applicability at numerous points. The issue of fraud is thus left to be

governed by domestic law. This policy has proven to be prngmatic, since the local laws of

more than 150 states, in which financial institutions have adopted the UCP 500, and may

gradually adopt the ISP98, differ significantly in their treatment of the issue of fraud. It is,

therefore, aImost impossible to create acceptable uniform cules on fraud. 219 AdditionaIly,

courts in states in which the leading credit issuers are located were forced to develop mIes

on the fraud exception in order to prevent a graduaI depreciation in the integrity of the

letter of credit. This suggests that guidance on the fraud question is not only essentiaI to

the mercantile viability of letter of credit transactions, but that it is best dealt with on a

nationallevel. Absent such guidance on the fraud issue, commercial parties will make their

217 See § 5-114(2) V.C.C and § 5-109 Rev. U.C.C.
218 A Me that would have made the respective provisions of the UNCITRAL Convention applicable when
the srandby credit contains no choice of law clause was finaUy omitted by the ISP98. The mie would have
imported the UNCITRAL Convention's fraud mIes iota the credit as weil as the jurisdictional fraud law rnade
applicable by the Convention. Tumery "The ISP" SlIfJril note 121 at 463.
219 See Barski, uComparison of Article 5 and the Ucpu SJl/Jf'il note 99 at 751; J.F. Dolan, "Commentary on
Legislative Developments io Letter of Credit Law: An Interim Report" (1992) 8 B.F.L.R. 53 at 63 [hereinafter
Dolan, "Interim Report on Legislative Devclopments'1; Tumer, ibid, at 463. It is noteworthy that exacdy this
fraud question posed considerable problems for VNCITRAL while drafring the U.N. Convention on
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transaction subject to laws that offer subsrantial protection against fraud.uo In recognizing

these advantages, the I.C.C. preferred ta avail itself of those national regimes that have

already developed workable mIes on fraud and to leave the development of such fraud

mIes as an incentive for those states that have not yet elaborated them.Ut

b) U.N. Convention on lndependent Gliarantees and Stand-by Letterr ofCredit

The UNCITRAL Convention refers ta the fraud issue in two provisions: one addresses

the fraud question itseIf;222 the other sets out provisiona! measures available ta victims of

fraud. 22J Pursuant ta arts. 19 and 20 of the UNCITRAL Convention, interlocutory relief is

available when the documents tendered by the beneficiary are not genuine or are faIsified,

when the underlying basis of the guarantee/standby credit no longer e.xists, or when there

is "no conceivable basis" for honour, "judging by the type and purpose of the

undertaking." Clearly the first two of these three exceptions ta payment restate the existing

legal practice of most every jurisdiction. The vagueness of the remaining third exception,

however, reveals the difficulties faced by the UNCITRAL \Vorking Group when it was

Independent Guarantees and Stand-by Letters of Credit. There have been reports of lengthy and often
fruidess uwresdes" in this regard. See Dolan, ibid., at 63; World Arb. Report S1I/Jra note 11 at 187.
220 Ibid.
221 See Dolan, "UN Convention on Independent International Undertakings" Sll/Jra note 138 at 18.
222 Art. 19(1) UNCITRAL Convention (Exception to payment obligation) states:

"If it is manifest and c1ear that: a) any document is not genuine or has been falsi6ed; b) no
payment is due on the basis asserted in the demand and the supporting documents; c) judging
by the type and purpose of the undertaking, the demand has no conceivable basis, the
guarantor/issuer, acting in good faith, bas a right, as against the beneficiU)· to withhold
payment."

Art. 19(2) UNClTRAL Convention concretizes "no conceivable basis" (Art. 19(1)(c)) as situations, where e.g.
a) the secured risk bas undoubtedly not maœrialized~b) the underlying obligation bas been dec1ared invalid by
a court or arbitration award, c) the undedying obligation bas undoubœdly hem fu16lled oc d) fulfillment of
the undedying obligation has been prevented by willful misconduct.
223 Art. 20 UNCITRAL Convention provides for a provisional court oaier, preventing the beneDcWy &cm
receiving payment, as weIl as the guarantor/issuer &am effecting payment, if uimmediately available suong
evidence" leads to the assumption that there exists a uhigh probability" for one of the situations mentioned in
art. 19.



•

•

attempting to fonnulate a uniform fraud standard.22
• Consequently, the last exception

actuaIly represents more of a compromise than a precise and straightfoC'Ward set of criteria

that delirnit fmudulent drawings under a guarantee/standby credit. Determining in which

case there is a "conceivable basis" for payment, and in which there is not, remains to be

resolved by the courts in member states. Since this exception is the most genera1 and

indefinite~ it can be e.xpeeted that it will most frequently be invoked by

guarantees/applicants in order to prevent wrongful payments under a guarantee/standby

credit. Thus, presumably, courts in member states will soon be required to formulate more

concrete standards with respect to this e.xception. In 50 doing, the courts will bear the

ultirnate responsibility of reconciling the benetïciary's security interest \vith the applicant's

interest ta be protected against fmudulent drawings. Only then cao the future eftïcacy of

independent guarantees and standby credits be assured.

Since bath Canada and the United States have aIready developed e.xtensive and detailed

standards governing the fraud issue, it is unlikely that courts in these countries will refer to

the more general provisions of the UNCITRAL Convention as an interpretive guide.

c) U.CC

In the United States, § 5-109 Rev. Art. 5 U.C.C. regulates fraud and forgery in letter of

credit transactions.225 It replaces § 5-114(2) U.C.C., which essentiaIly codified the Si/yn

case. The new section clarifies many of the issues left in doubt by the old section. By

expressly requiring "material" fmud, for example, it puts an end to the previous debate on

224 SlI/mJ note 219.
22S See also § 5-110(a)(1) Rev. Art. 5 V.CC (Warranties) statÎ1lg that uthe bene6ciary warrants to the issuer.
any other person to whom presentation is made ....mat there is no &aud or forgery of the kind described in
§ 5-109(a) ......
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whether ccegregious" or "gross" fraud must be established and whemer "intentional" or

CCordinary" fraud suffices in order for courts to intervene.226

A doser examination of new § 5-109 Rev. U.C.C., however, induding a brief discussion

of the former U.C.C. fraud provision, will be undertaken in the following sections.

3) The Locus oEtbe Fraud

This section briefly oudines the different loci of letter of credit fraud that allo\v for an

e.xception to the independence principle.

a) Canada

In Canada, it is generally accepted that fraud appearing on the very face of the tendered

documents, i.e. forged or manipulated documents, will justify the issuer's refusai to pay

under the credit.227

In the ground-breaking case of Ange/ica-Whitewear, the Supreme Court of Canada finally

followed American and English authorities228 and e.xtended the fraud exception to

situations involving fraud in the underlying transaction. The court stated that:

" ... the fraud e.'C:ception ta the autanomy of documenrary letters of credit

should not be confined to cases of fraud in the tendered documents but

226 See e.g. van Houren. "Letters of Credit and Fraud" slI/Jra note 12 at 379 tl seq.; E.L. Symons. "Letters of
Credit: Fraud. Good Faith and the Basis for Injonctive Relief' (1980) 54 Tul. LR. 338 at 355 [hereinafter
Symons. ''Lctters ofCredit'l
1.27 See e.g. 1..M1IIJXO'P v. CJ.B.C., [1977] CS. 993 [hereinafter Ltmpœrp]; AsptIl Pûmntn Ud. v. C011l11lm:t MlJJOlIry

ad Fomti"g UtJ. (1979). 7 B.L.R. 102 (Ont. H.C.) I.bereinafœr Aspm PknmmJ. Whether fraud in the stipulated
documents is a tme exception to the independence principle or foans part of the ISsuer's strict compliance
obligation C3ll7 tberefore. remain undecided. See Belanger. "The Limits of Auronomy" slIjJra note 196 at 16.
m For the American case7 see S~1I slIfJr{l note 208 at 634. See also U1tiud Bal: LJd v. Cmrbtidg Jporti"l.
Goods,360 NE 2d 943 (N.Y. CA. 1976) [hereinafter ÛIIIIbridg, Sporti1lg Goods); RtKA:MI/ 1111'1SystmlS v. Orib(11lle,
NA., 719 F. 2d 583 (2.nd Cir. 1983) [hereinafter RocA:HJ4. For English cases, see British 111ltX slIjJr{l note 181 at
262; HmiJoaie slIfJ'a note 4 at 862; U1Iiltd O{J Mtrrh(JIIl.f.anote 167 at 720 el Stq.
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should inc1ude fraud in the underlying transaction of such a character as to

make the demand for payment under the credit a fraudulent one.',2-,,?

Furthennore, it has been heId that this exception applies not on1y to documentary

credits, but aIso includes "any act of the beneficiary of any credit" and, thus, the standby

credit is equally covered by the fraud exception.230

b) United Stales

Under § 5-114(2)(b) V.C.C., the issuer '\vas e.xempted from its payment obligation under

the letter of credit when a document tendered ,"vas forged or fraudulent, or when there \Vas

"fraud in the transaction." The new § S-t09(a),(b) Rev. G.C.C. reaffirms that fraud in the

documents entitles the issuer to dishonour the credit. It has been added, ho\vever, that

such fraud in the documents must be material. The ambiguity arising from the wording

"fraud in the transaction," which left unanswered the question ofwhether only fraud in the

letter of credit transaction or fraud in the underlying transaction was meant, has been

resolved in favour of the latter interpretation.231 The new section on fraud and torgery now

expressly provides that honouring the credit should not facilitate the perpetration of a

material fraud on the issuer or applicant. Ir, therefore, aIso embraces fraud in the

underlying transaction.232

229 Angt/ùQ-Whiltllltar S1IfJrQ Dote 181 at 83.
230 [/id
231 See e.g. FD.f.e S1IfJrQ Dote 204; RiKkHJ/ S1IfJrQ note '127 at F 2d 583; H. Har6eld, CfEnjoining Letter of
Credit Transactions" (1978) 95 Banking L.). 596 at 605 [hereinafrer Hadield, "Enjoining Letters of Credir'1;
Note in Minnesota LRev. slIjJra 17 at 501 tl Itlf.

zn See Barski, "Comparison Article 5 and the VCP" slIJIrQ nore 99 at 751; Turner, "U.c.c. Article S" .13
nore 89 at 225. See also § 5-109 Rev. V.c.c. Official Comment stating that a court must always examine the
undedying transaction when there is aUegc:d &aud "for only by examining that transaction can one detennine
whether a document is &audulent or the bene6ciary has committed &aud an~ if 50, whether it was maœrial."
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4) The Scope oEtbe Fraud Exception

This part outlines against whom the fraud exception can be raised if there is fraud in

the transaction.

a) Canada

In Canada the fraud e..xception is only available if the fraud has been committed by the

beneficiary.233 Thus, fraud by a third party and of which the beneficiary is innocent does

not render the presentation of the documents by the benetïciary under the Ietter of credit

wrongful. The beneficiary shaH only be enjoined from receiving payment if it is aware of

the fraud and nonetheIess demands honour of the credit. Payment can, therefore, be

refused where the beneficiary has had knowledge of the fraud or forgery of the third

234party.

Moreover, it has been held in Angelica-Whitewear that the fraud e..xception cannot be

opposed to a bonajide holder in due course.235

b) United States

Although earlier case law suggested that the fraud exception cao only be raised when the

beneficiary has committed the fraud,236 the new section § 5-109 Rev. U.C.C on fraud and

233 See A"1!!ica.Whiltlllttlf" s1I/Jra note 181 at 83. See also Urriud G!] M6rhtlllt.f I1i/Jra note 167 at 728. For more
details. see Vùmll1l1 &œrds Ltd v. Bmrlays Btl1Il! lJd [1975] t W.L.R. 315 (Ch.D.) [hereinafter Di.rm1l1l1 &mrdrJ;
Famul~ uFraud exception'" s1ipt'a note 3 at 36.
:z3.4 See Belanger, .anote 196 "The Limits of Autonomy' at 18; Sama, ùtttrsofCntiit s1IJ"anote 15 at ch. 5
§ 3(c)(u").
23S See A,,&tlicIl-WhittHtlf" s1IJ"a note 181 at 83. See also Vùml/1l1 Reœrdr W. v. Bardoys Btl1Ik LJd [1975]
1 W.L.R. 315 [heœinafter Vùœll1lt Rtmnis); Famula, uFraud exception" S1IJ'ra note 3 at 36.
236 See e.g. Atl1lIlLift & easMaig Co. v. HII1I1Ùr.gro1l Nario,,1ll Btl1Ik 934 F. 2d 695 (6th Gr. 1991) [beœinafter
Attila 4ft).
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forgery does not follow this approach. It rather provides that frnud embodied ln the

tendered documents faIls in any case under the fraud e..xception regardless of whether the

beneticiary or any third party committed it, and regardless of whether or not the

beneticiary knew of the forged documents.2J7 If, for example, a carrier issues a forged bill

of lading, the fraud e..xception could be raised. This conclusion can be drawn when

scrutinizing the wording of § 5-109 Rev. U.C.C. The fraud exception is either available

when "a required document is forged or fraudulentJt and, therefore, aIso when the

beneticiary is not involved, or when "honour of the presentation would tacilitate a material

fraud by the beneficiary."

Therefore, the drafters expanded the scope of the fraud exception rather than tàvouring

the more restrictive approach adopted by both Canadian and ..-\merican courts in the pasto

With respect to bonafide third parties who acquire rights under the letter of credit, § 5-

109(a)(1), (b)(4) Rev. U.C.C. stipulates that the fraud exception is inapplicable when these

third parties aeted in good faith and were without notice of the fraud in the transaction.2J8

5) LegalRemedies AvaiJable to the Parties in a Fraud Scenario

In order to assess the prospects of arbitration succeeding as an alternative to litigation

in a fraudulent letter of credit dispute, it is first necessary ta understand the legal remedies

available to the parties in such a context.

Misconduet by the beneficiary in a letter of credit transaction can give cise to many

237 See Greenleaf, "The Holder-Io-Due-Course Exemption" ntpra note 2D4 at 29; Turner, "U.c.c. Article 5"
SllJ>ranore 89 at229.
238 For a critical analysis on Ibis approach, see Greenleaf, ibid
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kinds of judicial proceedings. l t follows from this that the range of possible legal action

available to the parties in a fmudulent letter of credit transaction, as ,"vell as the procedural

and tactical measures to be undertaken, "vin ultimately depend on the facts of each

particular case and, therefore, cannot be covered comprehensively. There are, however,

three typical judiciaI recourses to which the parties commonly resort in order to protect

their rights in a fraudulent letter of credit transaction.

a) Inter/omtory Injunction by the Applicant

aa) General

The first and most important proceeding available to the applicant is a motion for an

interlocutory injunction seeking to prevent the issuer from honouring the beneticiary's

demand for payment.239 This is what occurred in Szi9n, in which the applicant leamt prior

to honour that the beneficiary had attempted ta wrongfully dmw under the credit. The

court will only order an interlocutory or provisional injunction preventing the issuer from

paying the beneficiary upon proof being made by the applicant that it would suffer

irreparable prejudice even before the institution of an action as a result of the alleged

fmud. Z40

In general, however, courts are reluctant to grant such injunctive relief and 1Il only few

cases will the injunction be maintained in subsequent judicial proceedings.

239 See D.1. Hamer & D.C. Boswel "utters of Credit: Some Litigation Aspects" 7 Nat1 Banking L. Rev. 308
el St'l. [hereinafœr Hamcr & Boswel "Letters ofCredit: Somc Iitigation Aspects'"
240 Sec Famula, ICFraud exception" sllfJrf,1 note 3 at 38; R.s. Rendell, uFraud and Injunctive Relief" (1990)
56 Brooklyn L. Rev. 111 at 114 [bercinafter Rcndell, uFraud and Injunctivc Relief1-



•

•

bb) Canada

In Canad~ there is no specifie federaI law govemmg the issuing of intedocutory

injunctions in a fraud in the transaction scenario. Thus~ in such cases provinciallaw applies.

A distinction) however~ must be made between the fraud test in an application for an

interlocutory injunction and that in a non-provisional judicial proceeding. In contrast to a

court action, in which fraud must be dearly and obviously established, a strong prima jàcie

case of fraud suffices on a motion for an interiocutory injunction.241 It is acknowledged,

however, that while the conclusions drawn in earlier cases offer valuable guidance t "the

circumstances of each case must be considered in their 0\\-00 unique lightn in order to assess

whether injunctive relief should be granted.~-&~

cc) United States

In the United States, § 5-109(2) Rev. U.C.C. expressly provides for the granting of an

interIocutory injunction. Ir stipulates that a court may temporarily enjoin the issuer from

honouring its credit, if an applicant alleges that such honour would facilitate the

perpetration of a material fraud by the beneficiary against either the issuer or the applicant.

In an attempt to limit the possibilities of injunctive relief, the applicant's right to seek an

injunction) however, has been made subject to certain restrictions in the new version.

241 See Angelka-Whil4HtJr .a note 181 at 83. See also C.DN. &s1c1Trh rt.-N Dtlltlopllllnl v. B(J1IJ!. ofNova Scotia
(1980), 18 c.P.c. 62 at 66 (Ont. H.C.) [hereinafu:r CDN. Reslarrh & Dn.'t/Qpllltntj; PIotillN11I Co11l11l1im(Pllons
Systems In,. v. [11I1ZX Cmp. (1989), 41 B.C.L.R. (2d) 175 (C.A.). [hereinafter Platinli11l C011l11lIl1li,ations]; Gntpkx
Odeon Corp. v. 100 Bloor West Gmtra/ P4I111tr Iflt: [1993] O.). No. 112 (Ont. Gen. Div.) [hereinafter Gntp/ex
Odeon]. The standard of a sttong /J'Ù1Iaf«i~ case, which is equaUy applicable in England, causes considerable
problems for the courts when mey are actually confronted with an application for injunctive relief. This has
been out1ined in two English cases: Bo/tJillur Oü SA. V. ChllSt MIDIhIJlJlm B""k NA. [1984] 1 Uoyd's Rep. 251
at 257 (CA.) [heteinaftcr BoIJ,f"w 0iJ SA.]; UniUd Trading Cmp. v. AGi,dArllb B_A: [1985] 2 Uoyd's Rep. 554
at 561 (CA.) [heœinafter Uniud Trading Corp.]. See also E.P. Ellinger) "Fraud in Documentary Credit
Transactions" (1981) J.Bus.L. 258 at 265 [bereinafu:r Ellinger, "Fraud in Documenrary Credits'1-
242 PI4IiItIl11l Co"""II";,11tÜms ibid. at 71. See also Famula, slIJ'ra note 2 at 42.



•

•

74

Therefore, the courts will not usually grant an injunetion.2.O Together with the material

fraud test, these restrictions constitute a positive amendrnent to fonner § 5-114(2) V.C.C.,

which lacked such guidance and led to the proliferation of inconsistent jurisprudence.

A brief review of § 5-114(2) V.C.C. is useful in order to better understand the inclusion

of both the material frcmd standard, as well as the more onerous burden to be met for

injunctive relief under the new fraud provision. § 5-114(2) U.C.C. conferred the power on a

CCcourt of appropriate jurisdiction" to enjoin payment under the letter of credit, if the

documents tendered were forged or fraudulent or if there was "fraud in the transaction."

The possibility of injunctive relief in respect of forged or fraudulently procured

documents has been retained aImost l/erbatinr in the new version.

The failure, however, to define the applicable standard of fraud 10 the U.C.C. has

prompted varying judicial responses.244 These responses may be generally categorized into

two groups: those which interpret the standard of fraud narrowly;245 and those which

employa broader approach.246 In order to eliminate these inconsistencies found in the

previous version and to return ta a narrower interpretation of the fraud c-xception as

243 See § 5-109 Rev. V.CC Official Comment.
244 For an overview of these responses, see e.g. Kolyer, "Letters of Credit Reappraisal." S1IfJra note 67 at 162 ~t

seq.; Note in Minnesota L Rev. s1IfJra note 17 at 497 et seq.; Reinsch & Blodgett, "International Trade
Agreement for Fraud in the Transaction" s1IfJra note 187 at 97 el seq.; Symons, "Letters of Credit" mpra note
226 at 370 el seq.
245 See e.g. InJrt11J'Orid l"dMstries l"c. v. Girtmi TnISt Bank, 336 1\. 2d 316 at 324 el J"eq. (S.C Penn. 1975)
[hereinafter InLf"ll7IIOrid l"dMstritJj (where the wrongdoing of the bene6ciary "has vitiated the entire
transaction"); Fmt ATIi"gttm Notio"a/ Btmk v. SttJlhis. 360 NE 2d 1288 at 1295 (Dl. App. Ct. 1981) [hereinafœr
Fint Arlingto" Bank] (&aud exception is "a natrOw one encompassing ooly the rare case of egregious fraud or
fraud in the foanation of the underlying contract''); lûk Cmp s1ipro note 200 at 25 (where the bene6ciary 'l1as
no plausible or colourable basis under the conttact to cali for payment of the letters'').
246 It is noteworthy in this respect that the leading S::(ftjn case, upon which the fraud provision in the old
V.Cc. version was modelled, represents a narrow interpretation of the b:an fraud. Nonethe1ess, sorne courts
have adopted a rather tiberal. approach in interpreting "fraud in the transaction." See e.g. NMC ElI14IfJfisu l"c.
v. car l,,~. 14 V.c.c. Rep. Serv. 1427 (N.Y. Sup. Ct. 1974) [hereinafter NMCEIrllrprisIJj (fraud is cstablished
where "the documents of the undedying transaction are tainted with intentional &aud'); Glmlmtigl Sponi"l,
Goods SllfJro note 228 at 949 (uthe drafters ...in utilizing the tean &aud ...adopted a flexible standard to he
applied as the circumstances of a particular situation mandate'); KMV' 1"t'/ v. Ch(,JS1 Mmthatton Bank, N.A.,
606 F. 2d 10 (2d Cir. 1979) [bereinafter KMV Int'l] (u'lDtentional fraud'')
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developed in the St/911 case, the material fraud criterion and a higher standard for

injunctive relief were inserted into the new fraud provision. The new section, therefore,

reflects a growing concem that the fraud exception might be used too often and may

ultimately destroy the unique feature of the credit - that is an instrument assuring payment

before the underlying dispute is resolved.247

The material fraud standard is not defined by the code, but it is acknowledged that:

"the standard for injunetive relief is high, and the burden remains on the

applicant to show, by evidence and not by mere aIlegation, that such relief is

'warranted. ,,248

The code, however, does not provide any guidance on the standard of proof that must

be met by the applicant in order to obtain such injunctive relief. Ir will. therefore. be left to

the particular court ta decide whether material fraud has been established by the applicant.

American courts may, however, adopt the strong prima fade evidence standard, which

prevails in England249 and Canada.250

In addition to this higher standard for fraud, § 5-1Ü9(b) Rev. U.C.C. stipulates further

criteria to be weighed by the courts when considering an applicant's request for injunctive

relief. These conditions which codify equitable considerations that the courts applied in the

past when granting interlocutory injunctions, must be satisfied by the applicant before an

injunction will be granted.2S1 The first of these conditions stipulates that, after the issuer

247 See Neill York Lift IllSlII"tma Co. v. Htntforti Nat'f Btmk & TntSt Co., 378 A. 2d 502 at 566 (Conn. App. 1971)
[hereinafter Neill York lift lnswtma) (stating that "one of the expecred advantages and essential purposes of a
letter of credit is that the beneficiary will he able to relyon assured, prompt payment from a solvent party;
necessarily, a part of this expectation of ready payment is that there will he a minimum of litigation and
judicial inrerrerence, and this is one of the reasons for the value of the letter of credit device in tinancial
transactions:'; Dolan, ('Interim Report on Legislative Developments" slIfJra note 219 at 61; Turner. "U.c.c.
Artide 5" sllJm1 note 89 at 225.
248 § 5-109 Rev. V.CC. Official Comment.
249 Sec Bo1vi1l/erOitSA. slI/J'a note 241; U1Iiltd Traiâ1lg Gwp. slI/J'a note 241.
2SO Sec 'iifra Part II - Chapter l, V). 6), a).
251 See Schroeder. "Revisions to Article 5" slI/J'a note 99 at 375; Tumer. "U.CC Article S" .anote 89 at
225.
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has accepted the beneficiary's dmEt, an injunction prohibiting the issuer from paying the

benetîciary may only he pennitted if the law applicable to such a draft pennits the granting

of such an injunction.252 Moreover, a pre1iminary injunction will only be granted once the

applicant has provided security, usually in the form of a bond, to cover any prejudice the

beneficiary or any other involved party may suffer as a result of the requested injunction.25J

~{ost interestingly, however, the new provision states that an injunction shall only be

awarded, if, on the basis of the information presented ta the cOUf4 the applicant is more

like1y than not to succeed on its daim of forgery or material fraud and that the persan

demanding honour daes not qualify for protection.254 This prerequisite confirms the

drafter's intention both ta restrict the fraud defence to rruly fraudulent siruations and ta

exdude allegations of fraud in which the applicant merely seeks to stall. It is, therefore,

intended to prevent a flood of injunctive requests by applicants hoping that the court ,"viII

adopt a lenient approach to the fraud question. Conversely, the reliability of the letter of

credit as an instrument, which will neither tolerate nor support substantial fraud by the

beneficiary, will be preserved.

Thus, the guidance provided by § 5-109(b) Rev. U.C.C. on the issue of injunctive relief

represents a much more precise and unambiguous standard that should not only facilitate

the considerations of the courts when called upon to grant such injunctions, but which

should aIso lead to a uniform, that is narrow, construction of the fraud exception, as

originaIly intended by the court in the SZt9n case.

252 See § 5-109(b)(1) Rev. V.CC See Ali SmlÎa Expqrt(X(/(J. Impott(Xœ Commio, SA. v. Banro Bt11fImildllS Do
Brtr.{j/, SA., 921 r. 2d 32 at 35 (2;ad Cir. 1990) [hereinafter AJL Smia ~ao] (stating that there is no rigbt
to enjoin an issuer &om paying a draft mat the issuer had accepte:d before the injunction). See also B.
Kozolchyk. "Commercial Law: The Immunization of Fraudu1endy Procured Letter of Credit Acceptances:
AIl Services Exportaeao, Importaeao ComeEcio, S.A. v. Banco BameJindus and First Commercial v. Gotham
Originals" (1992) 58 Brooklyn L.R.ev. 369 el Jt'1' [bereinafter Kozolchyk, "Fraudulendy Procured Letter of
Credit Acceptantes" .
2S3 See § 5-109(b)(2) Rev. V.CC
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b) Action I!J the Benejidary Against the ISS/ler

The second type of legal proceeding that commonly arises ln a fraud context is an

action taken by the beneficiary against the issuer when the latter has wrongfully

dishonoured the letter of credit.2SS Here, the issuer has decided ta refuse payment to the

beneficiary, since it received notice by the applicant of an alleged fraud committed by the

beneficiary. Consequently, the beneficiary seeks to prove that it committed no fraud, and

that the issuer, therefore, breached its obligation under the credit to honour any

documentary presentation in compliance with the terms of the credit. Therefore, the courts

must first detennine what generally constitutes fraud and whether the particular case before

it meets the defmition of fraud.256 The second, but interconnected, question then is

whether the proof or demonsttation of such fraud suffices in order to relieve the issuer of

its obligation to pay under the letter of credit. In other words, the courts must determine

the obligations of the issuer when confronted with proof or an allegation of fraud.257

c) Action I!J the IsslierAgainst the Applicant

In the third fraud scenario, the issuer institutes an action against the applicant in which

2S4 See § 5-109(b)(4) Rev. V.c.c.
2S5 See § 5-111(a) Rev. U.c.c.
256 See i".fra Part II - Chapœr 1, V), 6), a).
257 See i".fra Part 11- Chapœr l, V), 7).



•

•

it seeks reimbursement.258 Although the iS5uer has honoured the letter of credi~ the

applicant refuses to indemnify the issuer, since the latter paid the beneficiary

notwithstanding the fact that it received prior notice by the applicant that the beneficiary

was not entitled to payment because of an aIleged fraud. In this action, the issuer seeks to

establish that there was a sufficient and justified reason to effect payment under the credit

and that it is, therefore, entitled to reimbursement. Again, the question arises whether the

allegations made br the applicant actually establish fraud, and, whether the issuer's decision

to nonetheless honour the letter of credit was justified in the light of the evidence of fraud

presented by the applicant.

d) Summary

It is an interesting fact that each of these typical judicial proceedings ansmg From

allegations of fraud involves the issuer. This is surprising because the fraud originates in the

underlying relationship to which the issuer is not privy. It is arguable, therefore, that the

fraud question should be litigated between the parties to the underlying transaction rather

than between the i55uer and the applicant or between the iS5uer and the beneficiary. One

must bear in mind that ultimately, the issuer serves only as a solvent intermediary

processing documents and paYment. Thus, from the i55uer's perspective, the fraud

e.xception to the independence principle is very unfortunate since it is often dragged into

judicial proceedings for reasons beyond its control and that have nothing to do with its role

as intennediary in the transaction. The consequences of such judicial proceedings are all

the more harsh when considering the fact that an issuer may end up with bearing the loss

2S8 In case, the issuer has taken security for the letter of credit before opening il, the situation reverses. Then



•

•

as a resuit of these proceedings, i.e. the parties have successfully transferred their problem

to the issuer..As it has been stated, there is - in brutal business terms - nothing in it for the

issuer.Z59

6) The Fraud Standard

In the previous section it has been pointed out that courts are caIled upon in three

typicaI conte>."ts to rule on the question of fraud in letter of credit transactions. This section

now examines both the parameters that constitute fraud, as well as the standard of fraud

that must be met in these proceedings.

a) Canada

\Vith respect to the applicable fraud standard, the court in Ange/ica-Whitewear

distinguished between ordinary court actions, in which clear and obvious fraud must be

demonstrated, and interlocutory applications, in which a strong pri1lra fade case of fraud

suffices.260

First, the strong primafade fraud standard applicable to interlocutory injunctions will be

examined.

The question of what constitutes fraud in a lener of credit transaction has generally

posed considerable difficulties for Canadian courts. Thus far, this question has not been

the applicant will sue the issuer because of wrongful bonoue of the Ietter ofcredit.
259 Sec Sama, C<Banktuptey, Fraud and Identity of Parties" mpranore. 16 at 324.
:!60 See slljJra Part Il - ?? Sec also Rosm v. PIIIIm, (1981) 16 B.L.R. 28 (Ont. H.C.) [hereinafœr Rosm); ÛlIIatiatl
Pio"ttr"a note 59 at 563; Bal: ofMo"tnai slIfJ"a note 199 at 705.
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conclusively or unifonnly answered, and it is more than likely that this will remain so in the

future. As with the srrongprimafizde fraud standard for interlocutory injunctions, the courts

may develop even better and more consistent criteria. Hm.vever, despite the usefulness of

such absrract and general principles to the courts many contentious disputes will

nonetheless be before the courts where a decision cao only be reached on the individual

and specific merits of the particular case.261

The difficulty in detennining the appropriate fraud standard œsults from the opposing

interests of the parties to a letter of credit transaction. The applicant will allege fraud any

rime the conduct of the benetïciary does not correspond to its vie\.v of the underlying

relationship, while the beneticiary will demand payment under the credit even when this is

not at ail or only partly justified. The distinction ro be made is, therefore, bet\'\<-een mere

breaches of the undedying contract and what must he classified as outright fraud by the

beneficiary. The question is, however, not whether the applicant has the better arguments

on law or whether it would he fair to prohibit payment under the credit.262 These are

factors that the applicant should have considered before committing itself to the letter of

credit transaction.

Under these circumstances, fraud has been defined as something "morally wrong" that

"imports impropriety, dishonesty or deceit" into the relationship and is, therefore, not

merely a "legÏtimate dispute over the interpretation of a contract, however one-sided such a

dispute may appear."Z03 Fraud is something that can be clearly charaetenzed as "illegal" and

261 See PIatiIlI11ll Co"""lI1Iklllions SIIJ1rfZ note 241 at 71.
Ui.2 See all~kxOdto" slIJ1ra note 241 at paras. 29 and 30.
263 Ci,,~kx Odto" ibid; Ex v. Wat.ro" (1888). 21 Q.B.D. 301 at 309 [hereinafter Ex); 930154 01lJ4lio [1I~ v.
O"ojri [1994] OJ. No. 2095 (Ont. Gen. Div.) [hereinafter Ont?ftl); &!lai Tnut Co". ofea,,1Jtia v. ~ai Ballk.
[1993] OJ. No. 718 (Ont. Gen. Div.) [hereinafter ~aiT1J{JtCmp.); Washblml v. Wright (1914),31 O.LR. 138
at 147 (Ont. c.A.) [hereinafter Washbtml).
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reqlllI'eS "knowledge and intention.',U;4 Fraud, hO'wever, is something beyond mere

Unegligence, mistake or error in interpreting the tenns of a contract.,,:65 It follows that only

a demand that is "cIearly llntrue or faIse", or "utterly without justitication," and where it is

aIso apparent that "no right for payment" e.xists, faIls within the scope of fralld.266

The standard of proof that must be satisfied in arder ta obtain an interlocutory

injunetion in a fraud case differs, however, from that which must be met in order ta prove

fraud at trial. It suffices for the granting of injunctive relief when there is a strongpnmajacie

case of fraud "on the basis of the materiaIs in the record" at the rime the application for

injunctive relief is made..26ï Thus, where the delivered goods are "unusable and

unmarketable as ta be worthless materiaI and rubbish," and it is sho\~n that the seller

additionaIly breached a contractuaI obligation relating ta exclusive rights of distributions ta

the buyer, there is a sllfficiently strongpnmajàcie case of fraud.u8

In Angelica-White1llear, the court held that c1ear and obvious fraud by the beneficiary must

be proven in any proceeding on the merits.269 Thus, an issller will only be relieved From its

obligation to honour a beneficiary's demand for payment when this higher standard of

proving fraud has been met.vo The reason for making this distinction is found in the role

of the issuer, which, in contrast ta a court, must make its decision as ta whether or not ta

pay the credit rather quickly. Since the issuer is not obliged to fully assess the evidence of

fraud, nor does it have the rime ta do 50, it would be unfair and unreasonable ta impose on

264 Ibid
26S Ibid.
266 O;,tp/4x Odlo" ibid.;Jeffery, "Standby I..etters of Credit" slIJ'ra note 55 at 529.
2Ji7 O"ofti slIfJrtl note 263 at 9 et sef.
261 PlatilllH11 CoIll1ll1l,,;~4li0llS s1IJ'rtl note 239 at 178.
269 See also Btl1Ik ofMo,,1ntII slIjJf'tl note 199 at 716.
270 SlIJml note 181 at 84.
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the issuer the risk of misinterpreting the evidence. It is the party alleging the fraud who has

the burden of proving i4 and it is mis party, and not the issuer, who must bear the risk that

the allegations of fraud may eventually prove to be unfounded.:m

5înce the Ange5ca-Whiteweardecision, the c1ear and obvious fraud test has been followed

in a number of subsequent decisîons,272 most notably, however, in the Darling/on case,273 in

which the issuing banks sought reimbursement from their customers after paying Lloyd's

under various standby letters of credit.274 After srating that evidence supporting the

allegations of fraud should be provided in the forro of contemporary, pertinent and verified

documents or affidavits of independent third parties, the court conc1uded that "proof

beyond a reasonable doubt is not at all a too high burden tt to be demanded for c1arity and

obviousness.275 The clear and obvious test requires plain and unambiguous evidence of

fraud that can be easily recognized and understood and that does not necessitate further

inquiries or special knowledge and expertise on the part of the issuer.276 Conflicting or

confusing evidence is not satisfactory, nor do mere assertions or statements of fraud

unaccompanied by corroborating documentary proof suffice to c1early and obviously prove

fraud.zn

Although referring to different authorities, the court in Darling/on answered the

question ofwhat actually constitutes fraud in essentially the same manner as have courts in

271 Ibid
272 See e.g. &n(() Nado"tJi lM Ûlba v. Bl11IJ! ofNova S(()/ia (1988),4 O.R. (3d) 100 at 121 (Ont. H.C.) [hereinaf1er
Bl11I(() NadtmtJi rk C"baj wbere it was held that crsuspicious circumstances" do not meet the cleu and obvious
fraud test; B""k ofMOlllrrgJslifJ'a note 199 at 716.
273 SIifJ"1 note 7.
274 For a more detailed discussion of Dri"!/IJ", see J.B. Casey & J. Kirby, crApplying AIIl,'/ùa-WhiüM(Jt: The
Fraud Exception Put into Practice" (1996) 11 B.F.L.R. 459 It 1,,/. [hereinafœr Casey & Kitby, ''The Fraud
Exception Put ioto PractÎce'1; Smith, "Uoyd's Cases" 111J1'{1 note 7 at 6 lt 11q.

275 Drilll,fO" slI/Jra note 7 at 145 et seq.
276 Ibid. at 110 el seq.
277 Ibid
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interlocutory proceedings. fraud is "shown where a faIse representation has been made,

knowingly, or without belief in its truth, or recklessly, without caring whether it is true or

faIse.',278

b) United States

In the United States, § 5-109 Rev. U.C.C. requires proof of a material fraud committed

by the beneficiary. The new standard of materiaI fraud, which replaces the rathe[' indetinite

term of "fraud in the transaction" in former § 5- t 14(2) U.C.C., is applicable in !Wo

situations: first, when the applicant seeks injunctive ['elief; and second, \vhen the Îssuer is

faced \Vith allegations of fraud and must decide whether or not ta honour the credit in the

light of the evidence at hand.

The code neither defmes "material" nor provides further guidance as to what

constitutes "fraud.'· Thus, it is left to the courts ta determine the scope of the terro

"materiality.',Z79 The officiai comment, however, gives e.'Xamples of what "material" means,

and the e.'Xamples suggest that the drafters intended that the fraud exception be given a

narrow interpretation. The fraud must be sa serious that it would be "poincless and unjust

to permit the beneficiary to obtain payment.,,280 "~faterial fraud" requires that the

beneficiary's demand for honour has "absolutely no basis in fact,,,281 and that the

beneficiary's conduct has "vitiated the entire transaction" ta an extent that the "legitimate

271 Ibid
219 See §5-109 Rev. V.c.c. OJlitilli Co",,,,,,,t.
280 Sec: Gf'DlI1IdAirTrtZllSjtrv. WutllU:r Airlillts. 899 F. 2d 1269 at 1272 et seq. (lit Cir. 1990) [bc:reinaftc:r Grolilld
AirTrtZllSjnl; lrek Ct6p. s"-(,Inote 200 at 24 lt St'l•

Zll Dynfl11li&s CotporaliOIl.(,I note: 167 at 999.
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purposes of the independence principle would no longer be served:'Z82 For this reason. a

mere breach of contraet does not amount to material fraude Only if there is sorne

additional blatant or outrageous misconduct by the benetîciary \-vill the "materiality"

standard be met.

In contrast to the position adopted by courts in Canada, American courts have rarely

drawn a clear line between the standard of ('fraudU that must be met in arder to prevent

payment under the credit and the aetual parameters that constitute fraud in a letter of credit

contexte Rather than limiting themselves to the fraud test developed in the common law,

the courts have instead developed an individual understanding of fraud in a letter of credit

contexte Ir has been stated in this respect that "fraud indudes aIl acts, omissions and

concealment which involve a breach of lega.1 or equitable duty, trust or contîdence, justly

reposed, and injurious to another, or by which an undue advantage is taken of another.,,283

c) Summary

The standard of fraud has been considerably clarified and concretized in Canada and

the United States in recent years.

Revised article 5 U.C.C., which Imposes on the applicant the onus of establishing

material fraud, has significantly narrowed the scope of the fraud exception. This will

eventually put an end ta the rather broad interpretation of the fraud standard in the United

States. It will become increasingly difficult for the applicant to obtain injunctive relief and

to convince the issuer that there is fraud in the underlying transaction in the future.

28Z &",411 Urœma Cmp. v. PIOfJIu NtZIio,,11/ Bœrk, 714 r. 2d 1207 at 1212 (3rd Gr. 1983) [bereinafter Ro"'411
UramiaJ·
2S3 Dy1ramia CIIfporlllio" ntpra note 167 at 998 Il Slq.
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In Canad~ there is a reiativeIy broader application of the fraud standard than in the

United States. Although the court in Darlington established a rather stringent test for clear

and obvious fraud, this has not always been followed. The courts in Canada have

nonetheless been willing to mIe on the undedying agreement in arder to eyaluate the

legitimacy of the beneficiary's demand for payment.

Despite this trend towards a narrower fraud standard, the precise scope of the fraud

exception remains indeterminate. Although some of the cases that have in the past

troubled the courts will certainly be resolved much more easily with these more precise

standards, in many cases the outcome will still depend ta a large e:-.."tent on the facts of the

particular case in order ta detennine ,"vhether or not the beneticiary's demand is

fraudulently procured.

7) IssuersDutyofCue

The applicant has two options when it leams that the benetïciary has attempted ta

wrongfully demand payment under the letter of credit. It may either seek an interlocutory

injunction preventing the issuer from honouring the beneticiaryJs demand for payment; or

it can provide the issuer with evidence of clear and obvious fraud. In the latter case, the

applicant relies on the issuer ta observe for itself that there has been c1ear and obvious

fraud and, therefore, that the latter will refuse ta pay under the letter of credit. If the issuer

decides ta do sa, however, it cisks being sued by the beneficiary. As discussed above,284 the

issuer's response to such requests by the applicant has given cise ta numerous disputes,

each of which has focused on the question ofwhether the issuer was correct in its decision

2M See slIfJra Part II - Chapter 1, V), 5), b)J and c).
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to honour or dishonour the beneficiary's demand for payment. Therefore, this section

examines the issuer's duties when confronted with allegations of fraud committed by the

beneficiary.285

a) Canada

In Canada, Darlington was the first case in which the court had ta decide on the duties of

an issuer when the applicant does not seek an injunction but rather relies on the issuer ta

continn its view of clear and abvious fraud. After determining that the issuing institutions

are neither lawyers nar judges and, moreover, mat they lack expertise in the particular

commerce of the underlying transaction, the court decided that the Issuer must act

reasonably "in the sense of acting honestly and in good faith in his or her individual

capacity."286 Such reasonableness includes the obligation to obtain a legal definition ofwhat

constitutes fraud, to ask for legal advice, to carefully read ail the material provided and,

fmally, to conclude whether or not clear and obvious fraud has been established by the

cu5tomer.287 The issuer's duty, however, is not to act as a reasonable i55uer would have

acted upon close consideration of the materiaI provided. Such an objective standard would

transform the funerion of the issuer inta that of a judge and would "tum the exercise into a

battle of experts, involving lcngthy debate and the weighing of differing views" within the

issuing institution.288

2IS See in general J.G. Sames ccDefining Good Faith Letter of Credit Practices" (1994) 28 Loy. 1.. A. L. Rev.
101 [herein~r Sames. uGood Faith Lener of Credit Practices'1; Sama, ccBankmptcy, Fraud and ldentity of
Parties" SIIfJ,a note 16 at 323 ft slq.
216 See Drillg1811 slI/J'llnote 7 at 136 Il slq.
287 See Drillg1811 ibid; Casey & Kirby. <'fhe Fraud Exception Put into Practice" .11note 274 at 461 .
288 See Drillg1811 ibid; Smith, "Uoyd's Cases" slI/J'a note 7 at 7.
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The standard, therefore, is subjective, not objective. The issuer's decision to dishonour

the credit must be based on evidence of fraud, which is of such nature that the issuer itself

"would hazard a lawswt with the beneficiary."289 In Bank ofMontreal v. iWitchel429Q which is

the most recent case involving standby credits issued in favour of Lloyd's, the court stated

as follows:

"The test for the issuer is not whether a court will or may eventually detennine

that there was fraud, but rather when the issuer looked at the situation, \Vas it

dear and obvious to him acting reasonably that there had been fraud.,,29t

The second question that arase in Darlington was whether there existed a duty

incumbent on the issuer ta investigate and gather additional intormation about the

allegations of fraud made by the applicant. The court held that the issuer owes no general

cluty tO make outside inquiries.292 Only where the materials given ta the issuer contain sorne

obvi0us gaps that appear to be easily e.xplicable is the issuer obliged ta make further

inquiries.293

b) United 5tales

Pursuant ta § 5-109(a)(2) Rev. U.C.C. an issuer must act in good faith when honouring

or dishonouring a documentary presentation by the beneficiary.294 In § S-102(a)(7) Rev.

289 See DringkJ1I ibid.al 139 et seq.; Casey & Kirby, "The Fraud Exception Put ioto Practice" S1Ipra note 274 al

463.
290 SlIfJra note 199.
291 Ibid. at 716.
292 See DtJl'lilll.1J11f sMJl'"a note 7 at 140. See also Sama, C<Banktuptey. Fraud and Identity of Parties" S1IJ"t:I note 16
at 323 et stIJ.
293 See DtJI'Ii"l/'J" ibid, Smith. (CUoyd's Cases" ntpra note 7 at 7.
294 See also Mitbigtlll Nat'! BtlIIk v. Mttro I1IS!illltio"ai Food Smia, [,,~, 497 N.W. 2d 225 (Mich. App. 1993)
[hereinafter Mj,hilflll Nat'!B.~].
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U.C.C. good faith is defined as "honesty in fact in the conduct or transaction concemed."

ConsequentlY9 an issuer who acts dishonestly in making or refusing payment fails to

discharge its obligation under the letter of credit. This standard of good faith is to be

understood subjectively, 50 that the state of mind of the examining person must be

considered.295 Generally, it is the applicant who must establish br adducing extemal

evidence that a material fraud has been committed.296 Thus, no positive obligation lies on

the issuer to actively undertake further inquiries or investigations. It has been stated in this

regard, however, that the question of whether or not the issuer has acted in good faith is

ultimatelya question of fact. 297

c) Summory

In both Canada and the United States, issuing institutions are obliged to aet honestly

and in good faith when weighing the evidence of fraud presented to them. A subjective

standard applies to the issuer's agent or employee who must assess the proof of fraud

presented to him. The issuer may obtain additional legal advice on the criteria that should

guide it in making its decision, but generally there e.xists no further duty for the issuer to

inquire or investigate beyond the scope of the evidence presented to it.

295 See Hawldand & Miller, UCC 5trits§ - &fi. Ait. f slIfJra note 29 at § 5-109:2 Rev. V.CC
296 See Symons. "Letters of Credit" slIjJra note 226 at 350. Most issuers take the position that they will notice
hODour drawings under the credit despite notice of &aud unless the issuer bas actual knowledge that the
drawing is fraudulent; the eustomer is in the best position ta know the facts and can seek injunctive relief if
the facts warrant that. §5-t09 Rev. V.Cc. Official Comment
297 See 1...JIstrr/on, [ne. v. PnllSdm; 428 A 2d 518 (N.J. Sup. 1981) [hereinafter Llstn/on, Inc}.
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Chapter 2: Intemational Commercial Arbitration

This chapter offers a brief overview of the history, the statutory framework, as well as

the features and characrenstics of international commercial arbitration.

1) General

It is increasingly recognized, that in the settlement of commercial disputes beween

parties to an international transaction, arbitration offers considerable advantages aver

litigation in national courts. International commercial arbitration "has become so

widespread that it has emerged as a primary method for dispute resolution of transnational

cantracts.u
:!98 The reasons for this increase in the use of international commercial

arbitration are manifold. A foreign court can be an unfavourable, alien environment for

international traders, since different procedural and substantive rules apply, and sometimes

the mentality of foreign judges differs from that if their judges at home.299 By agreeing ta

arbitrate, merchants from different states palliate the ill effects of such risks and avoid the

uncertainties of foreign jurisdictions, and instead agree to submit any subsequent dispute to

a board of pnvate arbitrators. In their arbirration agreement the parties to an international

commercial transaction can pravide for a mutually acceptable procedure, anticipate which

particular law will apply or even whether the !ex mercatoria of a special trade shall govern

298 M.P. Sullivan, "The Scope of Modem Arbitral Awards" (1988) 62 Tut. L. Rev. 1113 at 1122 [hereinaftcr
Sullivan. "Modem Arbitral Awards'1- See also A.]. van den Berg, TIN Ntw Ytri AriJilraljo1l Co1lVt1lri01l of 1958
(Deventer: Kluwer Law 1981) at 1 [hereinafter van den Berg, TIN Ntlll Ycmé GnrmrIio1l].
299 Van den Berg The Neill ytmfl ConvnttùJ1I, ibid. at 1; F.J. Higgins. W.G. Brown & P.]. Roach. uPitfalls in
Intemational CommelCial Atbitratioo" (1980) 35 Bus. Law. 1035 [hereinafœr Higgins. Brown & Raach,
'epitfaBs in Atbitration Higgins'"
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their contraet.'OO Moreover, the parties can select persons of their choice, often experts in

the particular field, to mIe on eventual disputes between the parties. Furthermore,

international traders often prefer arbitration to litigation, because it is, inter alia, perceived

as being faster, less e."<pensive, more He."<ible and, therefore, a more efficient means of

resolving commercial disputes that arise in an international conte.xt.30l Although it is

debatable how much cheaper and faster arbitration really iS,302 there are nonetheless more

profound reasons that render international commercial arbitration preferable to ordinary

court litigation for international traders, such as contîdentiality, finality (i.e. there is no

appeaI) and the possibility of enforcing the arbitral award around the \vorld.303

These partîcular characteristics of arbitration that distinguish it from ordinary judicial

proceedings will be outlined in the following section after a brief review of the history of

commercial arbitration, an analysis of the relevant international and national statutory

framework for arbitration in Canada and the United States, and an examination of the

arbitration agreement.

II) History of International Commercial Arbitration

Sïnce ail commercial activities involve a multitude of potential disputes, any successful

trade requires the elaboration of sorne means of dispute resolution. Thus, since the time of

the frrst commercial activities there must have been agreements providing for the

300 See J. M. Lookofsky, TrlZ1lS1ll.llionai litil.a/io" tl1Id Co",,,,miai ArlJilnltio" (Copenhagen: Transnational Juris
Publications [nc., 1992) at 562 tl St,!. [hereinafter Lookofsky, TrmtS1latiOlla/ Lilig41io" ad Co",11ItrC'Ü1i AriilratziJ,,).
301 $ce e.g. Higgins, Brown & Roach, uPitfalls in Arbitration" .anote 299 at 1041; M. Kerr, HIntemational
Arbittation v. Litigation" (1980)]. Bus. L 164 at 176 [hereinafter Kerr, HAtbittation v. Litigarion'1.
J02 $ce e.g. H.P. de Vries. ccYnœmational Commercial Arbiuation: A Conttaetual Substitute for Narional
Courtsu (1982) 57 Tull.- Rev. 42 at 47 Il Stq. [hereinafœr de Vries, uInœrnational Commercial Arbittation'"
303 $ce e.g. O1ung, ClICe Dispute Resolution System" slIfJra note 5 at 1359 Il s'q.
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resoLution of disputes by neutral third parties.JO
" Though arbitrarion was to a Large extent

indistinguishabLe from other forros of dispute resoLution~ it is likely that sorne kind of an

arbitration-like proceeding existed from these eacly rimes on.30S

As society became more complex and interdependent, the advantages of different fOnTIS

of dispute resoLution, as weIl as their drawbacks, became more apparent. Traders soon

realized that, in commercial matters, judicial proceedings were often unsatisfactory since

they were pubLic, e.xpensive, often slow and frequently the court lacked both expertise and

impartiality.306 Conversely, extra-judicial dispute resolution fora such as arbitration offered

alternative proceedings that could be better tailored to these particular commercial

concerns.30ï Ir was in Northem ltaly in the early si.xteenth century where modern

arbitration developed. T"vo forros of arbirration developed alongside the stare's judicial

apparatus: ad hoc arbitrarion, which was arranged upon the occurrence of a singLe dispute

and decided by an arbitrator seleeted especially for the dispute at hand; and institutional

arbittation by a standing tribunal~ the ojJiaiim mercan~ale, which specialized in commercial

and maritime matters.J08 In resoLving disputes submitted to them, these tribunaIs, which

soon aIso emerged in other areas of Europe, developed an autonomous body of Law

applicable in particular trades, the !ex mercatoria or law merchant.109

Although in the following various bodies of law on arbitration evolved, these La"vs deait

almost exclusively with awards rendered and enforced in the same national jurisdiction.

Thus, there was no reliable and expeditious method of enforcing in one state awards

304 See M.J. Mustill, UArbittation: History and Background" (1989) 6 J. Int1 Am. 43 [hereafter Mustill,
uArbitration Histoli1.
30S Ibid at 44.
306 Ibid
307 See de Vries, "Intemational Commercial Arbitration" slIjJr" note 302 at 44.
308 See Mustill, uArbiuation Histoli' s1IfJr"note 304 at 45.
)Ol) SIIJ>"" note 37.
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rendered in another. Though the need to establish such rules had for long been recognized,

only in the 1920's were the first international rules on arbitration formulated. The first

statute effeetively dealing with international aspects of arbitrntion \vas the Geneva

Convention on the Execution of Foreign Awards of t 927':HO This Convention achieved

important results, but nonetheless proved in sorne respects to be incomplete. Ir was,

therefore, replaced by the United Nations Convention on the Recognition and

Enforcement of Arbitrnl Awards in 1958, which has since become the most successful and

effective piece of legÏslation in the reaJm of international arbittation.311

III) Some Aspects ofArbiuatioD

Arbirration may be defmed as a forum of settling disputes between t'.vo or more parties

before a third party, the arbitrator, whose authority is based on the parties' volunrary

submission of the dispute to the arbitrator for binding determination.312

In general, arbitration occurs in two different forms. Arbitration is either arranged

individually, meaning that the parties themselves constitute the arbirration panel after a

dispute has arisen (ad hoc arbitration) .313 More irnporrantly, arbirration may be set up

institutionally, meaning that the parties agree to submit an eventual dispute for resolution

ta an institution specialized in arbirration (institutional arbitration).314

310 5ee van den Berg, The N,IV York COnvmtiOll slIfJra note 298 at 4.
311 See infra Part II - Chapter 2, IV). 1). a).
312 See e.g. de Vries. IlInternational Comme[Cjal Arbitration" slIfJra note 302 at 42 Il SI'I'; Tedey. llltematio"ai
Co1l}lias ofLaw slIfJra note 19 at 390.
313 See P. Behrens, uAtbi.tration as an Instrument of Con8ict Resolution in Intemational Trade: Its Basis and
Limitsll in D. Friedmann & E.M. Mesun3cker, ed., Û11Ijlia ResolMtioll Î1I 111lm141iolll.li TraM (Baden Baden:
Nomos Verlag, 19(3) 13 at 14 [bereinafter Behrens, etArbitration in Intemational Trade'"
314 Prominent arbitral institutions are the LCC Court of Arbiuation, the American Arbitration Association
(A.A.A.) and the London Court of Arbitration (L.CA.).
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In any case, the result of an arbitration proceeding is normally a legally binding award,

which may, if necessary, he judicially e.xemplified and enforced against the award debtor.

Thus, the effeet is given to the arbitral award by the judicial power of national

jurisdictions.315

IV) Statutory Framework for International Commercial Arbitration

International commercial arbittation is governed by a variety of different national and

international laws. In general, these laws serve to determine whether an arbitration

agreement is valid, whether a given dispute is arbirrable and, tinally, \vhether an award is

enforceable.

1) International Legal Framework for Commercial Arbitration

a) United Nations ConlJention on the Recognition and Enforcement ofArbitralAwards

The United Nations Convention on the Recognition and Enforcement of Arbitral

Awards316 was adopted 1958 in New York. To date 121 states, including Canada (1986) and

the United States (1970), have acceded to or ratified the Convention317
• As a result, it has

become one of the most successful international conventions ever enacted.

The purpose of the New York Convention is to ensure the enforcement and

recognition of arbitral awards.318 Ir applies either when the enforcement and recognition of

arbitral awards is sought in astate other than that in which the award was rendered, or

315 See i".fm Part II - Chaprer 2, V).
316 330 V.N.T.S. 3 [hemnafter New Yom Convention).
317 See U.N. bomepage,online: <hnp=llwww.un.or.at> (Ratifications and Enacanents).
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when the award cannot be characterized as domestic in the conttaeting state in which

enforcement is sought, notwithstanding the fact that it was issued in mis state.J19 The most

important group, however, are clearly those awards which have been issued in a foreign

jurisdiction. The New York convention obliges each conrracting state to recognize such

foreign arbitral awards as binding and enforce them by rnaking available procedures

comparable with those applicable to domestic awards.J2O In other words, the Convention's

principal purpose is "to encourage the recognition and entorcement of commercial

arbitration agreements in international contracts and ta unify the standards by which

agreements to arbittate awards are enforced.uJ21 Only on the basis of "-ery limited criteria

can the recognition and enforcement of rendered awards be refused by the courts in a

contracting state. These criteria include: a party's incapacity ta consent to an arbitration

agreement or the invalidity of the arbitration agreement for other reasons; the failure ta

have given sufficient notice of arbitral proceedings to the party against whom the award is

rendered; the fact that an award has been rendered beyond the agreement's scope;

unauthorized or illegal arbitral procedures; and a non-arbitrable subject matter or an award

otherwise conttary to public policy.322

Although the public poliey defence ln particular raised considerable concern as a

potential loophole to the actual enforceability of arbitral awards, the New York

Convention 1958 enjoyed great success, which to a large e..xtent is attributable to the

willingness of courts in the various conttaeting states to actively promote international

318 See T. Carbonneau, AilmtaJilJt Displiu &solMlioll (Chicago: University of lllinois Press, 1989) at 65
[heœafœr Carbonneau7 A1tmItJtitJt DispIiU &rol.vtiOIl).
J19 See art. 1(1) New York Convention.
320 See art. 3 New York Convention. Tedey. 11IltnI4Iio1li1/ eo"j/ùts ofLn" .fIIjJrt.l note 19 at 393.
321 11II/JIIi4i Ethiopi411 GovmI11It1Il v. Btmlm-Fostlr Cmp.• 535 F. 2d 334 at 335 (Slh Gr. 1976) [bereinafter Impmi1/
Ethiopi(J1f GœmrmmiJ.
322 See art. V New York Convention.
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commercial arbitration by interpreting the article V defences narrowly and restrictively..u3

Thus, today arbitral awards can be aImost automatically enforced in most of the

contracting states and represent, therefore, a real and reliable alternative to litigation.

b) United Nations Model Law on International Commenial Arbitration

The UNCITRAL Model Law on International Commercial Arbitration324 was adopted

in 1985 by the United Nations. Legislation based on the U.N. ~(odel Law has been enacted

in 29 countries, including Canada, which was the first country to adopt it in 1986.325 The

United States, except for the states of Califomia, Connecticut, Florid~ Oregon and Texas

where respective state la'\v was passed,3Z6 have not enacted the U.N. ~[odel La'\v.

The V.N. Madel Law is intended unify and hannonise national laws on international

commercial arbitration in order to respond ta frequent concerns as to the disparities and

inadequacies in the national laws on arbitration.321 It covers all stages of the arbitral

process, including the arbitration agreement (chapter Il), the composition of the arbitral

tribunal (chapter II!), the jurisdiction of the arbitral tribunal (chapter IV), the concluct of

arbitral proceedings (chapter V), the rnaking of an award and recourses against it (chapter

323 See e.g. Parsons & Whitlt1lfort Ovmtas Co., Ine. v. SfXÎtlt Gmera1t dt L1ndNtsrit dM Popitr (RAKTA). 508 F. 2d
969 at 974 (2ad Gr. 1974) [hereinafter Parsons & Whimmort]; M. F. Hoellering, "International Arbitration: A
V.S. View" (1987) 13 Cano Bus. LJ. 86 ar 87 [bereinafter Hoellering, "International Arbirration'1; W. Park,
'CW'I1en the Boaower and the Banker are ar Odds: The Interaction ofJudge and Arbirraror in Trans-Border
Finance" (1991) 65 Tut. L Rev. 1323 ar 1330 el St'l. [hereafter Park. "Bouower and Banker ar Odds'"
324 V.N. Doc. A/40/17 [bereinafter U.N. Model Law].
lZS Commercial AtbitratiOD Act, S.C 1986, c. 22. See ""frll Part II - Otapter 2, lV), 2), a).
326 The effect of these legislations is. however, doubtful due te the predominance of federallaw in the area of
arbitration. See e.g. J. S. McOendon, "State Inœmational Arbirrarion Laws: Are They Needed or Desirable?"
(t990) 1 Am. Rev. Int'l Am. 245 Il stq. [bereafter McClendoD. "State Inœmational Arbirration Laws'l
32.7 See ExplmtllltJfy Notl ".J tbf UNCTTRAL Stmlllilll 0" dM Modd 1.4111 0" 11Ilmf1lliD,,1li eo",1/Imiai AriilTllIiOfl,
V.N. Doc. A/CN.9/264. See arts.t and 7 de6ning uintemarional" and uarbirration agreemenf'.
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VI, VII) and the recognition and enforcement of awards (chapter VIII).32B Though the

drafters recommended that the V.N. ~lodel Law be followed as closely as possible in order

to achieve a high degree of consistency, the V.N. ivlodel Law allows, nonetheless, for

reservarions to be made in matters arising from local concerns of public policy or public

order.329

It is noteworthy that articles 35 and 36 V.N. Nlodel Law reflect the mIes on recognition

and enforcement established by the Ne\v York Convention.

Since its adoption in 1985 the U.N. Model Law has emerged as a progressive and

comprehensive set of mIes for international commercial arbitration that greatly facilitates

dispute resolution among international traders and, thus, contributes to the smooth

functioning of international trade.3JO

2) Nadonal Legal Framework for Commercial Arbitradon

a) Canada

In Canada one must distinguish between arbitration in federaI and provinciallaw.

At L'le federallevel, the New York Convention has been enacted in the United Nations

Foreign Arbitral Awards Convention Act,3J1 and the Model Law was enacted in the

Commercial Arbirration Act.332 Pursuant to art. XI(a) New York Convention, the

application of the New York Convention Act is confine~ to international disputes falling

328 See Expltmt1lfJfy Nou ibid; J.E.C Boerley, "Canadian Acceptance of Intemational Commercial Arbitration"
(1988) 40 Maine L.R 287 at 289 [hereinafter Brierley, "International Commercial Arbittation'"
329 See Boerley, ibid.
330 See R. David, ArlJirrlllio" i" ["ümIltiOllI1i T,., (Deventer: Kluwer, 1985) at 154 Il.111{. [heœinafter David,
Arbitratio" i" [1IkrNJtio"af T,adt]; W.C Graham, "The IntemationaIization of Commercial Arbittation in
Canada: A Preliminary Reaction" (1987) 13 Can. Bus. L.J. 2 at 5 [hereinafter Graham, "The
Intemationalization of Commercial Arbitration in Canada"'.
331 S.C 1986, c. 21 [hereinafter NOl York Co1lllt1llio" AaJ.
332 S.c. 1986, c. 22.
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\vithin ferlerai Parliament's legislative jurisdiction. The Commercial Arbitration Act, and thus

the U.N. Model Law, applies to disputes in which <Cat least one of the parties to the

arbittation is a depanment or a Crown corporation" or "in relation to maritime or

admiralty matters.,,333

In accordance with the federaI government's legislation, all of Canada)s provinces and

territories enacted legislation implementing both the New York Convention and the tvlodel

T _, 33-4J..Aw.

b) United S tales

In the United States, the Federal Arbitration AcrJ5 provides a national arbirration law that

supplements the New York Convention. The F.A.A. is divided into three parts. Chapter 1

deals \vith generaI provisions relating to arbittation. Chapter II irnplements the New York

Convention, while chapter III reflects the adherence by the United States to the Inter-

American Convention on International Commercial Arbitration.336 In general, the F.A.A.

will apply to international arbitration conducted in the United States since the U.S.

Arbitration Act pre-empts inconsistent state statutes.337 In sorne cases, however, the F.A.A.

may prove ta be incomplete or the parties may have expressly agreed to the application of

333 Sect. 5(2) COfll11lmiaL Arbilrt1lÙJn Aa. See Qg. ~ftJTili11lg Villa NOl/g SA. v. Nonhmt StZÛs, [1992] 1. F.C. 550
(F.e.A.) [hereinafter Mmiti11lg Vilh Not/aJ; Terley. InumtltiontZL Conjljas ofUnv sIIprg note 19 at 398.
33-4 See e.g. Carbonneau, AiJmll1/iw Displltt Resoilltion slIfJrg note 318 at 75 tl Stq.; Tedey. ibid.
335 F,dertZL Arbirrarion Aa of 1925, Ch. 213, 43 Stat. 883-886 (1925) (cum:nt version at 9 V.S.c. §§ 1-307
(1994» [bereinafter F.A.A.}.
336 (1975) 14 I.LM. 336 [hereinafter Panama Convention]. The lnter-American Convention on International
Commercial Arbitration was adopred in Panama in 1975 and. like the New Yom Convention, deals mainly
with the issue ofenfotcing foreign arbitral awams. For fUrther infoanation, see e.g. P. Nattier, "International
Commercial Arbitration in Latin America: Enforcement of Arbitral Agreements and Awards" (1986)
21 Texas Int'l 1.. J. 397 tJ Itq. [heœioafter Nattier. ctynœmalional Commercial Atbitration in Latin America'l
337 See W.1.. Craig, W.W. Palk & J. Paulsson. Intemational Chamber of Commerce Arbitration (I.ee.
Publishing S.A.: Paris. 1990) at 567 [heœioafter Craig, Park & Paulsson, [.c.c. Amirtltimr}.
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state arbittation law. In these cases, the law of the particular American state in which the

arbitration occues applies.JJ8

V) The Arbitration Agreement

In contrast to the jurisdiction of courts, which is imposed upon private persons by the

laws of national states, the jurisdiction of international commercial arbittators is based on

the parties' voluntary submission to the arbitration process.JJ9 Although the precise legal

nature of international commercial arbitration has not yer been clarïtïed,J40 it can be stated

that the authority of the arbitral tribunal to decide on an issue before it derives from the

arbitraI agreement of the parties, rather than from any national legislation.J41 rt is, therefore,

the arbitral agreement that authorizes the arbitrator to mie on the dispute submitted to

him.

Consequently, arbitration must be regarded as part and parce! of the parties' conttactual

freedom to individually coordinate and organize their relationship.J42 This autonomy or

freedom of contract allows the parties to arrange for a private dispute resolution

mechanism that suits their individual preferences and needs. Thus, for example, the parties

are free to determine in their arbitration agreement the proceduraI roles to be followed by

the arbitral panel, the substantive law that govems the arbitration agreement itself, as weIl

as the law that applies to the matter in dispute.34J

JJ8 See Vou I,,!ormlJ1Îo1l Samer v. Tf7IJ1ttS ofSlaIIfonJ Univmi~ 109 S.Ct 1248 (1989) [hereinafter Volt bifof11liltion
Sat1ltr).
3J9 See Behrens, ccArbittation in International Tradeu slIfJra note 313 at 14; de Vries, "Intemational
Commercial .Arl>ittation" slI/JrtI note 302 at 61 et Stq.
340 For an extensive coverage of dUs issue, see Behrens, ibid at 20 el st'1'
341 See Lookofsky, TrQ1lS1ltJ1i01laJ lili,gatio1l {/IId Co""",maJArlJiJrlllio1l sllj)ra note 300 at 573 Il stq.
142 See e.g. de Vries, "Intemational Commetcial Arbitration" wpra note 302 at 62 tl SI'1-
34l Ibid.
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\VIlen drafting their arbitration agreemen4 the parties are only constrained by

mandatory, or public order rules. In this respect the arbitral agreement does not differ from

any other contractual relationship. Thus, an arbitration agreemen4 that clearly violates

fundamental procedural principles or principles of natural justice, such as the right of both

parties to be heard during the arbitral proceedings, will not be upheld under the national or

local law where the arbitration takes place.J
•• Likewise, an arbitration agreement, that

contravenes mandatory roles of substantive law, for example the law on fraud, duress,

unconscionability or incapacity, is equally void and is not binding.J
•
s

Because of the doctrine of separability, however, it is critical to clearly distinguish

between the main contraet, e.g. a contract of sale, and the arbitration agreement.J46 The

doctrine of separability provides that both contracts represent distinct contraetual

undertakings that must be legally treated as being independent from one another.J47 Thus,

the mere invalidity of the main contraet has no effect on the validity of the arbitration

agreement. Sînce both agreements must be viewed separately, arbitral tribunals may be

called upon to rule on the main contraet that is invalid under nationallaw.

It follows from the doctrine of separability, therefore, that the parties are prevented

from challenging the legitimaey of arbitral proceedings merely because of the invalidity of

the main contraet. This has been confirmed by the courts in various contexts, particularly,

however, where it has been clairned that fraud in the main conttact also renders the

arbitration agreement invalid. The courts have refuted such arguments and considered

~44 Sec art. V(l)(b) New Yotk Convention.
J4S Sec art. V(l)(a) New York Convention.
~46 Sec e.g. Lookofsky, TrtJlU1ltlljOllai liligatjo" I11Id Co1ll11ltl1ia/ArbiJrIllio".0note 300 at 566.
~47 Sec art. 16 U.N. Mode! Law; van den Berg The Ntw YDrA: Co1ltlM/io" sllJlrtl note 298 at 145 et Slq.
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them to be "wholly unconvincing,"J48 "fabricateduJ49 and a "mere afterthough~ wholly

without substance, advanced solely for purposes of delay.'·J50 Only in the rare case when

fraud occurs with respect to the arbitration agreement itself may an arbitration clause be

invalidated.J51

In any other case, and specifically when the arbitral clause expressly covers fraud in the

main contrac4 there are no legal or contractual barriers ta the use of arbitration.

VI) International Commercial Arbitration versus Litigation

In order to assess the possibilities of arbitrating fraud in a Ietter of credit transaction,

one must understand the typicaI features that distinguish international commercial

arbitration from ordinary Iitigation. For this reason, this section brietly examines the

strengths and weaknesses of international commercial arbitration as compared with

litigation.

1) Potential Advantages ofArbiuatioD

One common concem in disputes involving parties from different countries is the

multiplication of proceedings with possibly inconsistent results because of differing public

348 M&Ma!Jon v. ShtlJTSOn/Ammitl1l Exprrss, [ne.. 618 F. Supp. 384 at 386 (S.D.N.Y. 1985) [hereinafœr
MeAlaho,,).
349 See e.g. Schtrk v. A/bmo-CII!vtr. 417 V.S. 506 (1975) [hereinafter SdJri); ùais v. PnltimlilJ/-BtJdJt Ste., [ne..
225 Cal. Rptr. 69 (Cal. Cr. App. 1986) [hereinafœr ùait1; j.W. Sœmpel. ICA Better Approach 10 Arbitrability"
(1991) 65 Tul. L. Rev. 1377 at 1383 Il s''1. [heœinafœr Stempel. "Arbitrability'1.
350 Bi,. CrtJ1l, & Ri."g Co. v. DOOIlIi Cotp.• 371 F. Supp. 240 (E.D.N.Y. 1973) [hereinafter Bi. CrtJ1l, &

&.«i"Ai·
351 See P,;",a Pailll Cotp. v. Flood & Co"ü" M""IIjtXtllTi"g Co.• (1967) 388 U.S. 395 [heœinafter P1Ù1Ia Ptin4.
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policies and different procedural or substantive laws in the vanous countries.352

International arbitration allows for the pre-selection of a single. mutually acceptable forum

for the resolution of disputes. The Ne'.v York Convention~which to date has been adopted

by 121 states, requires that courts in signatory states generally recognize and enforce

Foreign arbitral awards.353
Therefore~ the risks of parallel judicial proceedings or forum

shopping in favourable jurisdiction~ and of the non-enforcement of arbitral a"vards have

been almost entirely eliminated.354 In fac4 it is today much easier to enforce foreign arbitral

awards than to enforce foreign judgments.

Another key feature of international arbitration that distinguishes it from ordinary

litigation is its fle.xibility. The parties to an arbirration are free to determine the procedural

rules to be followed during the arbitral proceedings and may therefore opt for a procedure

that meets their particular needs more dosely than does the traditional judicial system.355

Although the parties almost never specify the procedural rules in their contraC4 and instead

refer ta the rules used by institutional arbitrators. Such rules usually provide for relatively

simple and informai proceedings, which favour focusing on the central issues and tend to

avoid the proliferation of lengthy and costly procedural manoeuvers.356

Furthennore, the parties to an arbitral agreement can designate which substantive law

will govern their relationship. In sa doing, they can protect themselves against the

application of unfavourable and unknown laws, as weIl as avoid complex choice of law

issues that commonly arise in international transactions.

352 Sec S.c. Nelson, "Altematives to Li.tigation of Intemational Disputes" (1989) 23 Int'l Law. 187 at 193
[hereinafter Nelson, c'litigation Altematives'"
353 Sec slljJra Part 11- O1aptec 2, IV). 1). a).
354 Sec P. Hamik, c~ognition and Enforcement of Foreign Arl>itral Awards" (1983) 31 Am. J. Camp. L.
703 tl StIJ. [hereinafœr Hamik. "Recognition and Enforcement of Foreign Arbitral Awuds'"
355 Sec T. Fox:, "Dispute Resolution Techniques in Intemational Contacts Involving the Sale of Goods"
(1987) 15 Int'l Bus. Law. 259 at 260 [hereinaftec Fox:, "Dispute Resolution Techniques'"
356 Sec O1ung, c1CC Dispute Resolution System" SlIJ'rfl note 5 at 1360.
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International commercial arbitration aIso inrroduces experienced and knowledgeable

professionals of the particular trade into the proceedings. Particularly '-vhen faced with

complex technical questions this may proV'e to be an advantage over litigation, since a judge

or a jury will rarely possess the necessary expertise to properly evaluate technical

information.357

l\loreover, arbitration is more private and confidentiaI than litigation. This lessens both

the risk of publicly disclosing the merits of the dispute, as well as the risk of disdosing

trade secrets.35S

In conttast to judgments, an arbitral award cannot be appealed. This potentially better

serves the commercial parties since they prefer having sorne tinality in their commercial

decisions.359

Finally, arbitration allows the parties to greatly reduce the application of public policy to

their relationship, which often significantly influences the outcome of international

disputes in ordinary court proceedings. Since arbitrators are under no obligation to enforce

public policy, they decide the dispute neutrally and on its true merits and thus may ignore

public policy considerations.36o

2) Potential Disadvantages ofArbitration

Arbitration may prove to be unfavourable when the commercial parties do not foresee

the complexities of their relationship and choose an arbitral environment that is not

357 See Nelson, "Litigation Altematives" .r"/Jf'tl note 352 at 197.
351 See Kerr, uArl>ittation v. Litigation" sllJ»v note 301 at 164.
359 See Nelson, "Litigation Altemati\-es" .r"/Jf'tl note 352 at 195.
360 See W. p~ "'National Law and Commercial Justice: Safi:guarding Procedural Integrity in International
Amitration" (1989) 63 Tul. L R.ev. 647 at 707 [hereinafter Park, "Safeguarding Procedural Integrity in
Intemational Arbittationt

,.
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capable of resolving multifaceted legal issues arising from such a reIationship.J61 This may

lead to unjustified results that could be avoided in ordinary coun proceedings. For

example, the parties may agree on arbitral proceedings that pennit only limited evidence in

arder to promote the quick resolution of an eventual dispute. However, such a limitation

on proof-taking may backfire if it hinders the arbitrator from properly assessing the facts of

a more complicated dispute. In such a case, the chosen fonn of arbitration may affect the

substantive rights and duties of the parties in a manner not originally contemplated.36
!

Moreover, arbittation may prove to be of little use when there are more than two parties

involved. The basic problem in such a scenario is to fonnulate an arbitraI clause acceptable

to numerous persons. This often causes considerable difticulties, since such a clause must

respect the diverging interests of at least three parties. Ta avoid multiple proceedings based

on the same dispute, it is necessary to consolidate the different relationships into one

uniform clause. Nonetheless, the comple.x contractual relationships may give cise to paralIel

arbitrations and to situations in which the unity of the arbitral proceedings may be affected

by the multiplicity of issues, agreements or parties involved in a certain dispute.363

Therefore, muiti-party arbittation rarely provides a workable dispute resolution option, if

the parties are unwilling to accept it. In such a case the parties are, therefore usually best

advised to refer their dispute to the traditional judicial system, which is generally better

prepared to deal with issues of such complexity.

361 See Higgins, Brown & Raach, "Pitfalls in Arbitra1Ïon Higgins" .13 note 299 at 1039 et 1'1/.
3Q See Nelson, "Litigation Altematives" 111/J'Q note 352 at 201.
363 P. leboulager, '~ulti-ContraetArbitration" (1996) 13 J. In1'l Ach. No. 4 at 43 [hereinafter Leboulager,
ICMul1Ï-Conttaet Arbitratioo'"
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3) Summary

International commercial arbitration offers a t1exible, neutral and contidential alternative

ta litigating international commercial disputes. In particular, when arbirration takes place in

the traditional two-party mode1, it may prove ta be a more efficient mechanism of dispute

resolution than reg1.l1ar court proceedings. Once an arbitral award has been rendered, it is

usually binding upon the parties and cannot be appealed. \Vith respect to states that have

signed the New York Convention, recognition of an award rendered in a foreign country is

ensured, and this forecloses the possibility of instituting parallel judicial proceedings.

Subject ta only few restrictively applied exceptions, the ~ew York Convention additionally

provides for the enforcement of arbitral awards in foreign states.

International commercial arbitration may, however, produce unsatisfactory results when

the parties do not pay sufficient attention to the ,"vording of their arbitral clause. This is

particulacly true for multi-party proceedings where the complexity of issues would

otherwise allow the parties to avoid the effect of unfavourable arbitral decisions.



•

•

F,.,.d Dr the Ù1krDj(ÂtIiI TtrmSildÜJ" tilla iu P"ssibk AriJitrrzliD,,- Part II - Chapf6 J:Arhilnltûrg Fttllld ür the utûrof lOS
Credit Tn:DU4ditm

Chapter 3: Arbitrating Fraud in the Lener of Credit Transaction

In this section the prospects ofarbitrating fraud in the letter of credit transaction "viII he

e.xamined. This will be illustrated by two hypothetical letter of credit disputes, each of

which calls for arbitration. In the first case, all three parties to a letter cf credit transaction

agree on one unifonn arb~tration clause. The second case imagines the situation where an

arbittation agreement exists only between the applicant and the benetïciary and, thus, the

parties to the underlying transaction.

1) First Scenario: ArbiuatioD Agreement betweeo Applicant, Beneficiary and Issuer

The following scenario is assumed:

Two merchants located in different states conclude a contraet of sale. In order to secure

payrnent of the goods or services sold (documentary letter of credit), or to guarantee the

performance of sorne underlying obligation (standby letter of credit), the parties further

agree on the issuance of a letter of credit. Ali three parties ta the letter of credit agree on

one unifonn arbitration clause.

As has been pointed OUt,364 multi-party arbitration must deal with a multiplicity of issues

and agreements. Thus, a uniform arbitration clause will rarely provide for all procedural

~ld substantive issues that may arise between the involved parties. n-~e willingness of the

parties to resolve their dispute through arbitration and ta actively support the arbitral

proceedings is, therefore, critical. However, a situation in which the applicant alleges that

the beneficiary has committed fraud in the underlying transaction clearly requires a dispute

364 See slIfJra Part II - Chapter 2. VI). 2).
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resolution mechanism that is preset and that does not depend on the co-operation of the

parties. In a fraud scenario, however, the relationship between the applicant and the

beneficiary is disrupted, rendering multi-party arbitration ineffective.

Therefore, multi-party arbitration between the issuer, the applicant and the beneficiary

does not provide a workable alternative for arbitrating fraud in the letter of credit

transaction.

II) Second Scenario: Arbiuation Agreement between Applicant and Beneficiary

The following scenario is assumed:

Two merchants located in different states canclude a contract of sale. In arder ta secure

payment of the goods or services sold (documentary letter of credit), or to guarantee the

perfonnance of some underlying obligation (standby letter of credit), the parties further

agree on the issuance of a letter of credit. The parties aIso include an arbitration clause in

their agreement calling for binding arbirration in the event of any dispute arising out of

their relationship. Moreover, the contractants expressly agree that ail disputes respecting

the letter of credit, including these arising from an alleged fraud in the underlying

transaction, must also be referred to binding arbitration. In their arbitration agreement the

parties confer jurisdiction to the arbitrator to grant damages and attorneys' fees should the

beneficiary's demand for payment under the letter of credit prove ta have been wrongful as

a result of fraud in the underlying transaction.36S Fraud will be detennined according to the

365 See Blodgett & Mayer «International Letters of Credit'· !II/J'a note 188 at 462..



•

•

FMlld ür the l.JII6 o/CntSt Tf'lIIUIIdio. 411"ils PDS.tibÛA~ - Part II - ChapI6J:A~gFMlld ür liN !Jan- 0/ 107
OrJit Trrm.radÏiJ.

standard set forth in art. 19 UNCITRAL Convention.J66

Such an arbitration agreement must not conflict with any mandatory mIes of law.J67

Consequently, it must be e.x:amined whether such an arbitration clause would violate any

mandatory provisions of Canadian or American law.

In Canada, such an arbitration agreement conflicts neither with general principles of

contract law, nor ",,;th the specifie law on the sale of goods. It falls, thus, within the

contractual autonomy of the parties to individually structure their contractual relationship.

Since any letter of credit arrangement in Canada is govemed by general contract law,J68 the

proposed arbittation agreement is permissible under Canadian lawand does not violate any

mandatory provisions.

In the United States, at fICSt glance the proposed arbitration agreement may violate § 5-

111 Rev. U.C.C. because it provides for damages that the arbitrator may award.J69 Although

§ 5-111 Rev. U.C.C. permits claims for incidental damages,37
0 it prohibits actions in which

eonsequential damages are sought.371 However, § 5-111 Rev. V.C.C. on1y contemplates

lawsuits against the issuer, instituted by either the beneficiary or the applicant and, thus,

does not apply to actions for eonsequential damages arising from the underlying

relationship between applicant and beneficiary.372 Therefore, the arbittation agreement

operates outside the scope of § 5-111 Rev. V.C.C. and does not contravene the Uniform

J66 See infra Part II - Chapter 1. V). 2), b).
367 See infra Part II - Chapter 2, V).
361 See illfra Part II - Chapter 1, 11), 1), b), aa) and Chapter l, 11),2). b), aa).
369 See Blodgett & Mayer f1ntemational Letters of Credii' slljJra note 188 at 462
370 For a definition of incidental damages, see § 2-710 V.Cc.
371 For a definition ofconsequential damages, see § 2-715(2) V.C.C
3n See also § 5-111 Rev. u.c.e, Official Comment stating that consequential damages are "excluded in the
belief that these damages can best he avoided by the hene6ciary or applicant and out of the fear that
imposing consequential damages on issuers would taise the cost of the lerrer ofcredit uneconomic:'



•

•

FfrllldUr the &IUr'!fCndit TrtZlUiMtimf andils Possibk ArbilNtiIJ" - Part II • Chapler J:Arhiln:ltillg Frrllld;" th~ utteroj 108
Cndil TrtzIUlIdÜJ"

Commercial Code. In every other respect the proposed arbitration clause Îs covered br the

contractuaI freedom of the parties and does not infringe any mandatory provision of

American law.

For this reason, the arbitration agreement between applicant and benetïciary described

above is legally permissible under both Canadian and American la,v and ,vould be binding

upon the parties.

In practice, however, such an arbitration agreement ,vould not prevent any subsequent

action from being taken by either the beneficiary or the applicant against the issuer of the

letter of credit. Thus, once the applicant suspects tmud in the underlying transaction, it

could still apply for" injunctive relief against the Îssuer.J73 Lik~vise, the benetïciary could still

sue the issuer, if the latter had refused to honour the credit because it received notice of

fraud in the transaction.374 Moreover, the issuer would still avail itse1f of all recourses

against the applicant in order to be reimbursed, once it has honoured the credit despite

having previously received notice of fraud in the underlying transaction by the

beneficiary:175

Therefore, arbitration would be theoretically possible, but would make little practicai

sense in these circumstances. Thus, the arbitration agreement must he supplemented in

order to make arbitrating fraud in a letter" of credit transaction a viable alternative.

It is assumed, therefare, that the arbitration agreement cantains a stipulation expressly

373 See i".fn1 Part II - Chapœr l, V), S). a).
374 See i".fn1 Part II - Chapœr 1. V). S). b).
375 See i".fra Part II - Chapœr 1. V), S). c).
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obliging the applicant to include a clause in its cover relationship with the issuer preventing

from seeking injunctive relief in any event when the documents tendered by the beneficiary

comply with the terms and conditions of the credit.J76 In other words, when opening the

letter of credit, the applicant and issuer agree that in no event may the former seek

injunctive relief against the latter when documents are presented to the issuer that facially

conform with the requirements of the credit. In arder to avoid any ambiguities as ta the

possible events that are covered by such an "injunctive-relief-prohibition-c1ause," the

clause could specify that any legal daim and any other equitahle relief based on the

beneficiary's alleged fraud, or on the quality or lack of quantit)r of the goods or services

provided by the beneficiary (documentary letter of credit situation), or on the partial or

complete immateriality of the beneficiary's statement that the applicant has defaulted under

the secured obligation (srandby letter of credit situation), will be pursued directly against

the beneficiary in a binding arbitration proceeding.3ï7

The validity of such an arbitration clause has been confirmed by the courts. In

ReconiOptica4 [ne. v. lJrae~378 the court upheld a clause in the underlying agreement between

applicant and beneficiary stipulating that the applicant could not seek injunctive relief

under a letter of credit, and was restricted to binding arbittation. Aside from the fact that

the applicant had expressly agreed to such a stipulation in advance, the court reasoned that

binding arbitration provides a viable alternative remedy, sa that the agreement did not

offend notions of faimess.379

376 Sec Blodgett & Mayer ·~te:mationa1l.ettersof Cœdit" .IltJ1ra note 188 at 462
377 See ibid. at 463.
378 816 F. 2d 854 (2nd Cir. 1987) [hereinafter '&ro1l/0pti(tJ4.
379 Ibid. at 857.
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There are no other legal barriers that could affect the validity of either the arbirration

agreement or the underlying contraet between applicant and issuer under Canadian or

....-\merican law. Thus, both propositions taken together would entitIe a court to reject any

application for injunctive relief by the applicant.

In praetice, such a double moditication ta the relationships in a ietter of credit

transaction, that is the arbirration agreement between applicant and benetïciary on the one

hand. and the additional clause in the caver relationship between applicant and issuer

prohibiting the applicant from seeking injunctive relief on the other, would result in various

benefits to both the participants ta a letter of credit transaction, as will he outlined tïrst.

and to the general usefulness and viability of the letter of credit. as '\vill be outlined second.

From the issuer's perspective, these two modifications would bring about bath judicial

and fmancial relief. As has been noted above, the issuer is the focal point of most legal

actions arising out of fraud in the letter of credit transaction.J80 A contractual clause

preventing the applicant from seeking injunctive relief against the issuer benefits the issuer,

in that it neecl not to concem itself with injunctive interference once the clause is included.

Issuers, and specifically banks, place a high value on their public image and, thus, attempt

to avoid any public proceedings that could put their reputation in question. This is

particularly true when there is fraucl involved to which an issuer does not want to be

related.

Since the issuer must honour any demand for payment that facially complies with the

310 See i".fm Part II - Chapter 1, V), 5), d).
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stipulations of the credit, it would be relieved from the often complicated task of assessing

the tendered evidence of fraud in order to decide whether or not to honour the credit.'81

Consequently, the issuer would not face any lawsuit instituted by the beneficiary pertaining

to the question ofwhether or not it acted properly in dishonouring the letter of credit after

having received prior notice of fnud by the applicant. Thus, both propositions taken

together would considerably simplify and lessen the issuer's obligations. Either the

documents presented by the beneficiary strictly comply with the terms of the credit or they

do not. The issuer's role in a letter of credit transaction involving allegations of foud

\vould, theretore, remain the same as that originally intended and would not be

ttansformed into the role of trier of fact, which, if done improperly could entail senous

lega1 consequences. In other words, the issuer will simply be a solvent intermediary

assisting the parties to the underlying relationship in processing payment and documents.

Since the risk that the issuer will be entangled in various judicial proceedings will be

eliminated, it may pass on these savings to its customer and offer a cheaper letter of credit

product, a welcome side-effect in rimes of increasing financial pressures.

The beneficiary would benefit from the envisaged modifications in that immediate

honour is ensured once it provides documents that comply with the stipulations of the

letter of credit. For this reason, the beneficiary need no longer contemplate the possibility

mat mere and sometimes unfounded allegations by the applicant may convince the issuer

to dishonour the credit. Thus, the letter of credit becomes an even more secure and

expedient financial means for the beneficiary.

381 See i".frrz Part II - Chapter 1, V), 5). b).
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Moreover, the beneficiary may prefer the advantages that international commercial

arbitration offers in resolving international disputes over the tradirional judicial process,

partieularly in foreign countries.

For the applicant the anticipated adjustments would bring the advantage of a forum that

IS ready and willing to review the allegations of fraud and that can render a fmal and

binding decision on the matter, including the awarding of damages. Thus, the applicant

need not pursue the compli::ated and, more importantly, usually unsuccessful path of

asking the courts to grant injunctive reliet~382 l\vforeover, the applicant \Vould pro tït from the

fact that an arbitral award granted in its favour is much more readily enforceable in the

beneficiary's country due to the New York Convention than would be the case \Vith the

enforcement of a Foreign judgment.

As with the beneficiary, the applicant may also prefer international commercial

arhitration to transnational litigation hecause it may, apart from the reasons already given,

be a more convenient forum in which to resolve the dispute.

It should be noted that the proposed amendments would aIso result in considerable

benefits to the courts. The courts would be relieved from having to decide a significant

number of applications for injunctive relief which in most cases are not material and of

which only a few would he upheld in subsequent proceedings.

Furthennore, both contraetual modifications would significandy benefit the usefulness

312 See slI/Jra Part Il - Chapter 1, \1). 5), a).
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and viability of the letter of credit as a payment and securiry instrument. Courts in Canada,

but even more 50 in the United States have considerably undermined the independence

principle by creating a rather broad fraud exception in the past. 383 Although with respect to

the United States such a development may have been consolidated by revised article 5

U.C.C., it is important to recall that the efficacy and reliability of the letter of credit utterly

depends on the premise that payment will be made under the letter of credit independent

of what happens in the underlying transactions. Ongoing challenges to the independence

principle in the form of multiple applications for injunctive relief do not preserve the

integrity of the letter of credit. For this reason, the principal exclusion of the applicant's

right to seek injunctive relief when allegations of fraud are r:llsed would contribute a great

deal to the future reliability of the letter of credit.

Such an a priori e."<c1usion of injunctive relief will, however, prove to be hannful to the

applicant where the arbitral panel awards damages in its favour as compensation for fraud

in the underlying transaction, but where the beneficiary is insufficiently liquid and solvent

to pay for such damages. Nonetheless, one must recaIl that in only few cases do the courts

actually maintain the applicant's aIlegations of fraud. It is, therefore, rather unlikely that the

applicant would ultimately succeed in its court proceedings. Usually, the applicant will only

gain time. Moreover, at least the applicant to a documentary letter of credit can stipulate in

the letter of credit that e."<tensive and neutral documentary must be provided in order to

minimize the risk of fraudulent drawings under the credit. Admittedly, this possibility is not

open to the applicant in a standby context, 50 that a prudent applicant may demand some

independent proofof the beneficiary's solvency before opening the standby letter of credit.

3113 Sec.(I Part II - Chapter 1. V), 6).
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However, in the light of the overall henefits the en,,;saged modifications may hring to

both the parties and to the reliability of the letter of credi~ these are relatively negligible

drawbacks.

Ir fol1ows from the proposed arrangements that the issues of fraud and breach of

contract would have to be settled by arbitrators. Neither issue would overburden

arbitrators since they demand no more than an ordinary legal understanding. As to the level

of fraud that must be established by the applicant in the arbitral proceedings, the parties

could incorporate the "no conceivable basis" standard of art. 19 UNCITR..;\L Convention

into their arbitration agreement. which thus far is the only international attempt to detÏne

fraudulent conduct by the beneficiary in concrete tenns.

A further advantage ta arbitrating fraud in the transaction is that the parties would be

free to select experts with a technical understanding of the particular trade as their

arbitrators. Since specifica1ly standby credits are frequently used to 5ecure maJor

international construction projects, this may indeed prove ta be an advantage.

III) Summary

Multi-party arbitration of fraud in the letter of credit transaction between i5suer,

applicant and beneficiary does not offer a viable alternative ta litigation. Arbitration of

fraud in the transaction will considerably benefit both the involved parties ta a letter of

credit transaction and bolster the reliability of the letter of credit as a payment and security

instrument, if the arbitration takes place between the applicant and the beneficiary.

Successful arbittation under these circumstances presupposes, however, that the applicant
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is contractually prevented from seeking injunctive relief against the issuer in the event of an

aIlegation of fraud in the underlying transaction.



• Chapter 4: Letter of Credit Arbitration Rutes

Recently, two sets of arbitration mIes specifically designed to cover letter of credit

arbitration, the 1996 International Center for Letter of Credit Arbitration Rules (ICLOCA

mIes)3s" and the 1997 I.C.C. Documentary Credit Dispute Expertise Rules (DOCDEJ(

ruIes).J85 have been published. This section introduces these regimes and analyzes their

usefulness in arbitrating fraud in the letter of credit transaction.

1) The ICLOCA Rules

1) General

The ICLOCA rules were adopted by the Institute of International Banking Law and

Practice, Inc. in 1996.386 The mIes are modelled upon the UNCITRAL Arbittation RulesJ87

with moditîcations necessitated by the e.xpert arbitrators and the frequent possibility of

summary disposition based upon documentary and stipulated evidence that is common in

this field of law.38s The mies intend to provide an "expedited, principled resolution of

disputes involving ttade fmance by recognized experts in law and practice in a cost efficient

manner.',J89 Pursuant to article 1(1) the ICLOCA rules are applicable whenever the parties

384 SMjJrQ note 24.
315 SlIJm1 note 25.
J86 For a general survey of the ICLOCA Rules. see Note, "International Litigation: Alternatives for Resolving
Letter of Credit Disputes" (December 31, 1996) New Yom Law Journal. Also available, online:
<http://WWW.Ijx.com/practice/intrade/1231idit.htm1> [hereinafter Noœ, "Alternatives for Resolving Letter
of Credit Disputes'"
JI7 31'1 Sess., Supp. No. 17. V.N. Doc. A/31/17 (1976). In 1976 UNCITRAL promulgaœd the UNCITRAL
Arbittation Rules for use in ad hoc intemational arbittations. In addition to their use in ad hoc arbirrations,
some arbitral institutions have adopted the UNOTRAL RuJes as their institutional ru1es while other
institutions will administer arbitration under the UNOTRAL Rules. if requested.
318 See Preamb1e of the ICLOCA Rules available onlioe. see <http·/Iwww.doecreditwodd.comll
YCLQÇAbun> (date accessed 29 Sepœmber, 1999).
319 Ibid
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ta the letter of credit incorporate them expressly into their agreement or '\vhen an e.'Cisting

dispute is submitted by agreement of the parties. Once a request for application is filed, the

arbitration is conducted by either one or three trained e.'Cperts.390 The rCLOCA rules give

the arbittators wide discretion as to how ta carry out the arbittation. Article 15(1) rCLOCA

Rules sets forth that "the arbitral tribunal may conduct the arbitration in such manner as it

considers appropriate, provided that the parties are treated "vith equality and that at any

stage of the proceedings each party is gjven a full opportunity of presenting its case." The

arbirration is held where the parties agree, or, if they cannot agree at a place to be

determined by the arbirration center.391 The decisions rendered by the arbitral tribunal are

final and binding on the parties and not subject to an appeal on the merits ta a court.392

Court enforcement of decisions made under the ICLOCA Rules is secured under the New

York Convention.

2) Usefu1ness of the ICLOCA Ru/es for Arbiuadng Fraud in the Letter ofCredit

Transaction

The ICLOCA Rules provide for a binding and enforceable award rendered by experts

on letters of credit. The mIes stipulate for a cost efficient and quick procedure and leave it

to the parties to determine the place of arbitration. Additionally, the parties can intluence

the choice of arbitrators. For these rcasons, the ICLOCA Rules represent a useful body of

rules for arbitrating letter of credit disputes and, thus, for controversies arising from fraud

in the transaction. The parties ta the underlying transaction may, therefore, make their

390 See arts. 3,5,6 and 7 ICillCA Rules.
391 See art. 16(1) ICWCA Rules.
392 See art. 32 ICLOCA Rules.



• undertaking subject to the rCLOCA Rules.

II)The DOCDEX Rules

1) General

The DOCD&X Rules were introduced by the I.C.C. ln 1997 through its Center for

e.xpertise under the auspices of the I.C.C. Banking Commission.393

The mIes are concerned either with documentary letters of credit incorporating the

UCP or with the application of the UCP or the Uniform Rules for Bank-to-Bank

Reimbursemene9
.c under documentary credits.395 Thus, they have a tripartite basis: the

documentary credit, which is the subject matter of the dispute; the provisions of the UCP;

the provisions of the URR. The DOCDEX rules intend to p!'Ovide an independent,

impartial and prompt e."'l:pert decision on how the dispute should be resolved.396 Unless the

parties agree otherwise, however, a DOCDEX decision is not binding upon the parties and

not intended to confonn with any legal requirements of an arbitration award.397 Thus, the

DOCDEX rules can be classified as a voluntary e.xpert determination of how a contlict

pertaining to documentary credits should be resolved.398

393 Art. 1.2 OOCDEX Rules. For a œview on the drafting process of the DOCOEX Rules, see Chung, «ICC
Dispute Resolution System" slIJ1ra Dote 5.
394 I.C.C. Publication No. 525 [heœinafter URR 525]. The URR 525 set intemational standards for defining
the aghts and obligations of issuing. c1aiming, and reimbursing banks in letter ofcredit transactions.
395 Art. 1.1 DOCDEX Rules.
396 Art. 1.1 DOCDEX Rules.
397 Arts. 1.3 and 1.4 DOCDEX.
398 See A. Connetty. ccDocumenwy Credits: A Dispute Resolution System from the ICC" (1999) J.I.B.L. 65 at
70 [bereinafœr Connetty, A Dispute Resolution System &am the lCC1; S. Hazzard. '"Letter of Credit
Disputes" .aDote 16 at 54.
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2) UseJUlness ofthe DOCDEX Ru/es for Arbitrating Fraud in the Letter ofCredit

Transaction

Clearly, allegations of fraud in the underlying transaction are of such nature that daims

arising out of them cannot be settled by voluntary exrra-judicial dispute resolution

mechanisms. The successful settlement of fraud in the international letter of credit

transaction critically requires that the parties to such fraud are bound by the decisions the

extra-judicial body forms. The DOCDE-X mIes, therefore, do not provide a suitable set of

rules fur arbitrating fraud in the letter of credit transaction.

III) Summary

Wbile the DOCDE.:X Rules do not represent a viable set of rules for arbitrating fraud in

the Ietter of credit transaction, the parties may make eventual disputes arising form the

letter of credit undertaking subject to arbitration by the ICLOCA Rules.
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PART III - CONCLUSION

This thesis concentrated on three main issues.

First, this thesis gtves an overvtew of recent reforrns of the regulatory fram~vork

governing letters of credit.

In the United States, revised article 5 U.C.C. now codifies the nghts and obligations of

the parties to both documentary and standby letters of credit. The 1995 revision of article 5

U.C.C. marked a long overdue shift that brought American letter of credit law into line with

international letter of credit practices. \Vhile the previous version of article 5 U.C.C. did not

provide for the incorporation of international standards such as the UCP 500 into the letter

of credit undertaking, revised article 5 U.C.C. now expressly acknowledges present and

future "standard practices." Thus, the new article should not only remove from the courts

many of the disputes of the past that arose as a result of discrepancies between the U.C.C.

and the U.C.P., but it aIso represents a much more rdiable and certain standard for letters of

credit practitioners.

On the international level, the UCP 500, the URDG and the ISP98 represent fairly

detailed standard practices for letters of credit that regulate the actual letter of credit

procedure from issuance to honour. AlI three regimes operate as contractual tenns and, thus,

must be expressly included by the parties in their undertaking.

To date, the UCP 500 are incorporated in virtually every letter of credit and, therefure,

represent the most successful worldwide legal standard applicable to both documentary and

standby letters of credit. The 1993 revision of the UCP provided a multitude of minor very

useful adjustments, which reflected changing letter of credit practices. In particular, the UCP



were adapted to new developments in the transport and telecommunications industries.

Although the new UCP rules contain certain weaknesses in respect of the obligations owed

by the issuers to applicants, they nonetheless consolidate to a great extent the reliability of

the letter of credit as a financial instrument. It remains, however, ta be seen whether the

UCP must be supplemented in the near future in arder to be accommodated to changing

letter of credit practices, which have occurred for the mast part with the strong emergence

of the global network, i.e. internet and e-mail. These developments have had and will

continue to exert a major influence on the processing of documents.

The most recent regime that has emerged in the field of letter of credit la'.v are the ISP98

rules. The ISP98 constitute a comprehensive source of la"v for srandby letters of credit and

are intended to fill the regulatory void left by the UCP 500, which are apply ooly partially ta

standby credits. In general, the ISP98 represent an even-handed and commendable set of

mIes that not only should be preferred to the e..xisting regimes by all parties ta the standby

letter of transaction, but that may aIso saon set the international standard for standby

credits.

The United Nations Convention on Independent Guarantees and Stand-by Letters of

Credit, which will enter into force on January 1, 2000, purports ta harmonize the use of

independent guarantees and standby letters of credit by specifically recognizing the basic

principles and charaeteristics shared by both instruments. Thus far, only tive states have

become party to the UNCITRAL Convention, and it is doubtful for that reason whether the

UNCITRAL Convention will actually realize ail of the expeeted improvements ta

international standby letter of credit law. Despite its failure to have become accepted by a

large number of states, the UNCITRAL Convention May serve as a useful interpretative

instrument bath for courts in countries in which there is only little guidance on letters of
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credit and independent guaranteest as weIl as for arbitrators who settle international standby

Ietter of credit disputes. It is noteworthy that the UNCITRAL Convention is thus far the

only international legal framework that provides guidance on the issue of fraud in the

underlying transaction.

One may see that major refonTIs to the regulatory framework governing letters of credit

have caken place in the last SL"< years. These reformatory eftorts reflect the emergence of the

standby credit as the more important form of letter of credit.

•
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The second purpose of this thesis \Vas to reappraise the fraud exception to the

independence principle in letter of credit transactions in the light of current developments in

Canada and the United States.

Since the landmark decision of Sztifn in 1941, which was the first case to have established

the fraud in the underlying transaction exception ta the independence principle, a number of

Legal issues have frequently arisen in cases involving allegations of fraud. Most of these issues

are now resolved and do not pose too many problems for the courts. In Canad~ the recent

Lloyd's cases contributed a great deal to such a clarification whereas § 5-109 Rev. U.C.C.

settled most of these matters in the United States. However, the precise standard of fraud

that must be met before obtaining injunctive relief, or in order to establish fraud at trial

remains difficult to detennine.

In Canada and the United States, the fraud exception is not confined to falsitied or forged

documents, i.e. fraud in the tendered documents, but it also includes fraud in the underlying

transaction Oocus of fraud).

Under Canadian law the fraud exception may only be raised if the fraud has been

perpetrated by the beneficiary (scope of the fraud exception). Thus, the fraud exception



cannat be raised when the fraud has been committed by a third party or when it would

prejudice against a bonajide holder in due course. In the United States, § 5-109 Rev. U.C.C.

stipulates that fraud in the tendered documents falls within the scope of the fraud ~xception,

irrespective of whether or not such fraud has been perpetrated by the beneticiary or by a

third party. Despite earlier case la\.v that had adopted the narrower Canadian approach, the

drafters of revised article 5 U.C.C. ~xpanded the scope of the fraud exception in this respect.

As in Canada, however, the fraud exception cannot be raised if it would prejudice the rights

of bonajide third parties.

In bath Canada and the United States, the issuing institutions must act hanestly and in

good faith when assessing the evidence of fraud presented to them (issuer's cluty of care).

The applicable subjective standard of good faith is subjective.

With respect to the applicable fraud standard in Canada, a distinction must be made

between interlocutory injunctions, in which a strong pnma facie case of fraud must be

established, and ordinary court actions, in which the higher standard of proving clear and

obvious fraud must be met. In the United States, § 5-109 Rev. U.C.C. now sets out a

materiaI fraud standard applicable to both applications tor injunetive relief and ordinary

court proceedings. Though revised article 5 U.C.C. has not yet been adopted by aIl States, it

is likely that the materiaI fraud standard will eventua11y put an end to the rather broad

interpretation of the fraud exception in the United States.

In bath Canada and the United States, the courts have exerted considerable efforts to

clarify and concretize the applicable standard of fraud. Notwithstanding these clarifications,

the scope of the fraud exception remains to sorne, one may now say lesser, extent

indetenninate and can only be determined on a case-by-case basis.
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Generally, a greater number of cases involving fr.lUd in th~ transaction are reported

involving standby than documentary leners of credit. The reason for this must be seen in the

different documentary requirements of each instrument. Whereas the applicant can

considerably minimÎze the risk of fraudulent drawings under the documentrry credit by

stipulating for extensive and neutral documenrary coverage of the transaction in the lener of

credit, it is in most srandby credit scenarios the beneficiary itselt: who can produce the

necessary documentary evidence that must be presented in order to receive payment under

the standby credit.

Third, this thesis suggests that the parties to the underlying transaction should refer their

disputes involving fraud in the underlying transaction to binding international conunercial

arbitration.

Successful arbittation in these circumsrances requlres two modifications to the

relationships in a letter of credit transaction. First, the parties to the underlying contract, i.e.

applicant and benetïciary, should include an arbitration clause into their agreement calling

for binding arbitration in the event of any dispute arising out of their relationship. Such an

arbittation agreement should expressly include letter of credit disputes arising from the

alleged perpetration of a fraud in the underlying transaction. Second, applicant and issuer

should include a clause in their contract preventing the applicant forro seeking injunctive

relief whenever documents are presented to the issuer that facially conform with the terms

and conditions of the credit. In order to ensure that the applicant actually includes such a

clause into the cover relationship, i.e. the contract between applicant and issuer, the validity

of the arbitration agreement should be made conditional upon such a "cno-injunetive-relief

clause."
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Thesc two proposais taken together would translate into considerable ad\·antages for each

party to a letter of credit transaction. The beneficiary benefits in that secure and prompt

honour would be ensured once it provides documents that comply with the stipulations of

the letter of credit. For the applicant the anticipated adjustments would bring the advanrage

of a forum that is ready and willing to review the allegations of fraud and that can render an

internationally binding and easily enforceable arbitral award, induding an award of damages.

Conversely, the issuer would no longer face the risk of being entangled in legal proceedings,

since any demand for payment by the beneticiary that facially complies with the stipulations

of the credit will be honoured, and since the frequent applications for injunctive relief

instituted by the applicant as a result of alleged fraud are expressly prohibited under the

coyer relationship. For this reason, the financial risk of the various judiciaI proceedings

would be eliminated, which would theoreticaIly lower the costs of issuing letters of credit.

Moreover, the courts wouId be reIieved From having to decide on what are often

unsuccessful applications for injunctive relief.

FinaIly, and most importantly, arbitrating letter of credit fraud would significantly

enhance the usefulness and viability of the letter of credit as a payment and security

instrument, since ongoing challenges to the independence principle in the fonn of multiple

applications for injunctive relief, which have seriously undermined the reliability of the letter

of credit in the past, could be avoided.


