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ABSTRACT

A letter of credit is a document issued by a bank at request of the applicant (the buyer of goods) and in favor of the beneficiary (the seller of the goods) on the subject of a sale of goods contract. Even though there are different payment instruments, such as bills of exchange, promissory notes, performance guarantees or cheques, letter of credit is the most commonly used method in international trade. Letter of credit is regulated by the UCP which is a set of rules but not law. The parties of letter of credit are; an applicant, a beneficiary, an issuing bank, an advising bank and a confirming bank, if any. Different types of documentary credits are used in practice; for example, sight credit, deferred credit, acceptance credit, negotiation credit, straight credit, revolving credit, standby credit, back to back credit and transferable credit. Nature and principles of documentary credits are the same and necessary for all types of letters of credits. The nature of documentary credit is being irrevocable and the most important principles of letter of credit are the autonomy principle and the doctrine of strict compliance principle. In this study the topics above mentioned will be examined and will be illustrated with cases. 
INTRODUCTION

Letter of credit refers the most common and the most secure payment instrument used in the financing of international trade, especially transactions for sale of goods
. The modern form of letters of credit was developed in England in the mid-19th century and accepted rapidly over time by other countries
. A letter of credit was described in Power Curber International Ltd v National Bank of Kuwait SAK
 as “a universally acceptable means of payment in international transactions”. In addition, Swiss Bank has defined letter of credit as “a bank’s commitment to pay a fixed amount or to accomplish a service for a supplier against the remittal of valid documents in a given time, proving that the goods have been dispatched or the service delivered”
. In actual fact letters of credit symbolize a contractual undertaking to make payment when the seller of goods presents the certain documents specified by the buyer of goods to the bank issued the letter of credit
. The process of letter of credit is as follows
; a buyer (B) wants to buy goods from seller (S) living in another country and S should ship these goods to B in accordance with the contract for sale of goods made between them. On the other hand, in this case S does not want to ship goods until payment has been received and B is reluctant to make payment for these goods until S has shipped them. The letter of credit is an effective instrument to provide a negotiation between S’s need for payment and B’s need for transfer of the goods. When the parties make a contract for sale of goods, a letter of credit is determined as a payment mechanism and B demands to its bank to open a letter of credit. The bank issuing the letter of credit (issuing bank) or another bank in S’s country which confirms that payment will be made to S (confirming bank) undertake to make a payment to S when the S presents the stipulated documents listed in the  letter of credit. Payment will be made only after the documents will be presented. These documents are specified to the bank by the buyer and generally include the title to the goods, i.e. bill of landing, the commercial invoice, certificate of origin of goods, insurance certificate and the transport documents in reference to the original contract of sale of goods
. The preparing of these documents demonstrates that the goods are ready to be transferred to the buyer
. Under the documentary collections procedure, the seller keeps the documents until payment is obtained and after that the bank passes on these documents to the buyer
.  

There are both negative and positive characteristics of letter of credit. The most significant advantage is the security aspect of documentary credits and it bases on the payment in return for documents. This feature of documentary credits provides a guarantee to the seller that payment will be made; a guarantee to the buyer as well that payment will only take place when the documents are presented
. Moreover letter of credit is convenient, flexible, rapid and universally accepted payment mechanism. Even though letter of credit has several benefits, also has got some negative aspects. The major disadvantage of letter of credit is that to set up these documents is extremely costly. The letter of credit is an expensive method because banks have a high establishment fee. Banks consider a number of factors in charging fees and commissions, such as tasks, time, risk, liabilities, and cost of capital
. Besides being expensive, because banks make a commitment to pay amount, letter of credit involves a complex procedure and strict formalization
.  In spite of its cost, trade parties usually use letter of credit because the advantages of it outweigh the disadvantages
.
THE UCP


Unlike other payment methods, such as bills of exchange or cheques, the letters of credit is not governed by a specific statute, such as the Bill of Exchange Act 1909 (Cth) or the Cheques Act 1986 (Cth)
. The letter of credit is regulated by the Uniform Customs and Practice for Documentary Credits (UCP) which is a set of standardized rules
. The UCP was founded in 1933 by the International Chamber of Commerce (ICC) which is a non-governmental organization
. A new UCP is drafted each decade and the current form of the UCP is UCP 600 which became effective in July 2007. The UCP is not a law however the terms are binding on the parties of contract
. The UCP 600 applies to all letters of credit, including standby credits
. Parties have to indicate that which version of the UCP will be applied in such letter of credit. In order to be applicable, the rules of the UCP have to be adopted into the particular letters of credit by the parties of the agreement
. The use of the UCP provides uniformity in the use of letters of credits across the world
. 
PARTIES TO THE CREDIT 


The parties of letter of credit are described in Article 2 of the UCP 600 as follows
;

· The applicant is a person on whose request the credit is opened (buyer),
· The issuing bank is a bank which opens a credit at the request of an applicant (in the applicant’s country),

· The advising bank is a bank which inform the beneficiary regarding the credit at the request of the issuing bank and the conforming bank (not necessary) is a bank which confirms the credit at the request of the issuing bank (in the seller’s country),

· The beneficiary is a person in whose favor the credit is opened and who is entitled to receive payment (seller).

When the parties make a sale of goods contract usually the seller of the goods asks for a letter of credit for payment from the buyer and if the buyer accepts the seller’s request, he instruct his bank, that is issuing bank,  to open a letter of credit in favor of the seller
. Next, the letter of credit is issued consistent with the buyer’s directions by the issuing bank and the issuing bank instructs the advising bank in relation to the letter of credit
. Then, the advising bank informs the seller that the letter of credit was issued in favor of him and the advising bank will make a payment when he presents the specified documents
. Finally, the seller/ beneficiary receive the payment after presentation of the certain documentation to the bank
. The issuing bank may not be well-known to the seller and in this case beneficiary wants a local bank, in his country, to confirm the letter of credit and in this case the local bank is known as a confirming bank
. 

The banks have a significant role in a letter of credit system. In accordance with the UCP 600 the letter of credit can be only issued by a bank
. A bank may take part into a letter of credit in a number of ways, for example to issue the credit, or to advise the beneficiary, or to confirm the credit
. The obligation of the issuing bank is to honour the credit when the beneficiary presents the specified documents
. The advising bank does not undertake to make payment or negotiate the credit unless confirm the credit
. The commitment of the conforming bank is similar to the issuing bank, that is, if the beneficiary presents the stipulated documents, the confirming bank has to honour the credit
. A bank which is demanded to confirm the credit may be reluctant to do it and in this case the bank has to inform the issuing bank immediately; it may advise the credit without confirmation
.  
CONTRACTUAL RELATIONSHIPS


Generally following contracts are made between parties of letter of credit
:
· Contract between the buyer and the seller for the sale of goods,

· Contract between the buyer and the issuing bank for the opening of the credit, 

· Contract between the issuing bank and the conforming bank for the making of payment,

· Contract between the confirming bank and the seller for the payment.

FORM OF THE CREDIT


There is not any specific form for a letter of credit; on the other hand, some requisites should be stated in the credit in reference to the Article 6 of the UCP 600
. These necessities are; 

· The bank at which the credit is available,
· The payment method such as sight payment, deferred payment, acceptance payment or negotiation payment.
· An expiry date for presentation, 

· The place of the bank which is the place for the presentation of documents.
DOCUMENTS

Documents are the core of all letters of credit because payment is made in return for the documents
. The types of documents and their scope are indicated in the UCP 600. Apart from other types, there are three primary documents in international trade
;
· The commercial invoice (article 18 of the UCP)

· The bill of lading (article 22 of the UCP)

· The insurance documents (article 28 of the UCP)

The commercial invoice is the only fundamental document which includes the description of the goods
. However, the goods can be described in general terms instead of in the commercial invoice
. Also according to the Article 14 (d) of the UCP 600 the data in a document does not have to be the same to the data in the credit on the other hand must not conflict as well
. As a general rule, documents have to be handled in a context with the credit
. Banks have to decide whether presentation of documents is complying or not
. Banks have to make their examinations in a maximum five banking days after presentation has been done
. When a bank decides that there is an inconsistency between documents and the terms of the letter of credit, in that case bank has two alternatives
;

· Decline to honour or negotiate 
or

· Ask for a waiver from the applicant

If the bank prefers the first option, it has to notify to the presenter of the documents in maximum five banking days following presentation
. Once informing, the bank could give back the documents to the presenter
. When the documents are declined because of discrepancy with the terms of letter of credit, the beneficiary can correct the deficits of the documents and present them again to the bank
. 
TYPES OF LETTERS OF CREDIT


There are various types of documentary credits. Even though their vital role making payment in commercial transactions remains the same, they have got different features
. Major types of documentary credits are:
· Sight Credit:  

It is the most commonly used type of credit
. Under a sight credit, the beneficiary receives payment without delay after presentation of the certain specified documents
. Once the beneficiary presents the stipulated documents to the bank, the bank’s obligations start. The first responsibility of the issuing bank’s or its correspondent bank’s is to examine the documents carefully to make sure that whether they comply strictly with the terms and conditions of the letter of credit
. After examining the documentation the bank has to make a payment to the beneficiary immediately
.
· Deferred Credit:
Under a deferred payment credit, payment is made to the beneficiary by the bank in the future; for example 90 days after the issuing of the bill of lading; this time can be determined by the parties 
. This issue is stated in the letter of credit as a condition. The purpose of a deferred payment credit is to give time to the buyer to make payment; because in this time he may resell the goods and use the income to provide for payment
. 

· Acceptance Credit:
Under an acceptance credit, the payment is made to the beneficiary by the bank on the date on which the bill of exchange which is drawn by the seller matures
. Like a deferred credit, to give time to the buyer in order to make payment is the purpose of an acceptance credit; so in this period the buyer is able to resell the goods and use the profits of the sale to meet the bill of exchange
. 

· Negotiation Credit:
Under a negotiation credit the beneficiary is able to draw a bill of exchange either on the issuing bank, or on any other drawee indicated in the letter of credit
. In order to negotiate, the beneficiary should present the bill to a bank, alongside the original letter of credit and the specified documents
. The beneficiary does not have to receive payment of the credit from the advising bank; it is the major benefit of a negotiation credit
. A negotiation credit generally allows negotiating with any bank
.
· Straight Credit: 
Under a straight credit, the beneficiary is identified and the credit is intended just for the named beneficiary
. In other words, the benefits of the letter of credit can not be transferred to someone else if it is not indicated clearly in the terms of the credit.
 

· Revolving Credit: 
Generally a revolving credit is used if the buyer usually purchases goods from the same seller or if the seller transfers the goods to the buyer in instalments at particular periods
. In this type the amount of credit remains the same for the duration of the credit
. Under a revolving credit the buyer does not have to open a series of credits; so it avoids him banking charges and secretarial costs
.
· Standby Credit: 
Unlike other all types of credits, a standby credit is opened by the seller, not by the buyer
. The aim of a standby credit is to give a financial support to the seller for his commitments under the sale of goods contract
. If the seller does not fulfill his obligations, the buyer can seek his right for payment under this type of letter of credit
. 

· Back to Back Credit: 
In this case unlike other types of credits, there are two credits and the second credit is issued ‘on the back’ of the first credit
. The existence of the second credit is only based on the existence of the first credit
. Under back to back credit there could be different banks for arrangement of credits, however, only one bank at which the whole operation conducted is more preferable
. The process of the back to back arrangement can be described as follows; the first credit is opened in favor of the seller (first beneficiary) by the buyer, and the seller can use that credit as a security for the second credit
. Then the seller’s bank issues a new credit in favor of the seller’s supplier at the request of the seller
. As a general rule, the terms of the first and second credits have to be the same
.  
· Transferable Credit: 
Under a transferable credit the first beneficiary, i.e. the seller of the goods, who obtains payment from the buyer of the goods under the documentary credit, to transfer the credit entirely or partly to the supplier, i.e. the second beneficiary, of the goods
. The seller wants the buyer to open an irrevocable transferable credit in his favor; after the beneficiary is informed about issuing of the transferable credit, he instruct the bank to transfer the credit partly or entirely to the second beneficiary, i.e. the supplier of the goods
. After this process and receiving the information of such transfer, the supplier will send out the goods to the first beneficiary and the bank will make payment to him upon production of the certain documents
. According to Article 38 (b) of the UCP 600, in order to be a transferable credit, it has to specifically state that it is ‘transferable’
. Also as stated in the Article 38 (d), the UCP 600 allows just a single transfer, it means that the second beneficiary can not transfer the credit to a third beneficiary
. On the other hand, the first beneficiary can transfer the credit to numerous second beneficiaries. There are four major necessities for a transferable documentary credit
;
* The transferable feature of the credit must be stipulated by the issuing bank,

* The transferring bank has to be ready to transfer the credit partly or entirely,

* If the terms of the documentary credit do not permit for further transfers, the credit can be transferred only once,

* The terms of the transferable component and the original letter of credit have to be the same.

According to article 38 (g) of the UCP 600, the transferred credit has to reflect the terms and conditions of the credit exactly, however following elements may be diminished or restrained
;
* The amount of the credit,

* Any unit price stated therein,

* The expiry date,

* The period for presentation,

* The latest shipment date or given period for shipment.

NATURE OF LETTERS OF CREDIT


Letters of credit are generally ‘irrevocable’ in nature. The UCP 600 recognizes only irrevocable letters of credit and in order to be a revocable letter of credit, there should be an indication about it therein
. ‘Irrevocable’ means that once a credit is opened by the issuing bank at the request of the applicant and in favor of the beneficiary, the credit can not be cancelled, except on proof of fraud by the seller
. This very significant aspect of documentary credits guarantees the seller that the bank has to make a payment after presentation of the stipulated documents
. A typical trade transaction between a buyer and a seller living in different countries can demonstrate the necessity of being irrevocable. In most circumstances the seller may not be familiar with the buyer and may have concerns regarding payment
. Because of that the seller is guaranteed of payment when the presentation of certain documents is made, a letter of credit circumvents nearly all of these concerns
. This feature of documentary credits also symbolizes the absolute liability of banks as regards making payment against the production of the particular documentation
. As a result, the seller can trust in the issuing bank’s credit worthiness instead of the buyer’s
. 
PRINCIPLES OF LETTERS OF CREDIT


There are two primary principles of documentary credits. These are:
The Autonomy Principle:
In accordance with the autonomy principle, a letter of credit is a separate and independent contract from the underlying sale of goods contract
. The autonomy principle of documentary credits is stated in the UCP Article 4 as follows
; “A credit by its nature is a separate transaction from the sale or other contract on which it may be based. Banks are in no way concerned with or bound by such contract, even if any reference whatsoever to it is included in the credit. Consequently, the undertaking of a bank to honour, to negotiate or to fulfil any other obligation under the credit is not subject to claims or defenses by the applicant resulting from its relationships with the issuing bank or the beneficiary.” Also as Article 5 states
, “banks deal with documents not with goods, services or performance to which the documents may relate”. Similarly, the beneficiary of the credit is not concerned with the contractual relationships between banks or between the applicant and the issuing bank
. The major outcome of this principle in practice is that if a disagreement is occurred in the sale of contract this will not affect the obligation of the buyer to make payment under the letter of credit
. So the seller of the goods is usually secure because he knows that he will obtain the payment against presentation of specified documents and the buyer can not use any disagreements taking place under the underlying contract as a cause to avoid making payment
. The autonomous nature of documentary credits can be demonstrated by Urquhart Lindsay Et Co Ltd v Eastern Bank Ltd
. In this case, the relationship between plaintiff (seller) and defendant (buyer) was sale of machinery and payment was to be made by irrevocable documentary credit which was issued by the defendant bank. The contract concerning sale of goods offered a number of shipments of the machinery and permitted price differences in certain conditions. Once numerous shipments had been made, the buyer had asked for a price variation descending on a shipment however seller rejected this demand. The buyer’s bank was instructed to decline to make a payment under the letter of credit and the bank performed the instructions of the buyer and declined payment when the seller presented the documents. The court stated that the bank could not to do it because they are different contracts and the issuing bank is not permitted to decline or limit payment by any reference to the real contract between seller and buyer. The buyer’s obligation to make payment is absolute. There is only way to restrain payment for the buyer is getting an injunction from the courts in extreme circumstances, such as fraud of the seller
. Otherwise the buyer has to pay specified amount to the seller. This situation can be illustrated by Discount Records Ltd v Barclays Bank Ltd
. In that case the relationship between parties also was based on the sale of goods contract and irrevocable letter of credit was opened by issuing bank. However after receiving the goods, the buyer made an application for an injunction which prevents the defendant bank to make a payment under the letter of credit. As some of goods ordered was rubbish. Even though the court admitted the right of party to seek an injunction, judge declined this request because the court could not find sufficient evidence of fraud.
The Fraud Exception:

Fraud is the only exception of the absolute commitment of banks to make payment under a letter of credit. The buyer can only revoke the letter of credit on the proof of the seller’s fraud, otherwise it is irrevocable
. In addition, should the existence of fraud is verified; the buyer can seek an injunction which prevents the issuer of the credit from making payment from the courts
. The fraud exception was first explained in an American case, Sztejn v J. Henry Schroder Banking Corp
. In that case, the parties made a contract regarding sale of bristles and the issuing bank opened an irrevocable letter of credit at the request of buyer in favor of the seller. In this case the plaintiff claimed that the seller filled 50 crates with rubbish in an attempt to defraud the buyer. The buyer had discovered the fraud and claimed that the letter of credit was void. Also the buyer in order to prevent the issuing bank to make a payment under the credit, applied to the court for an injunction. The court ruled that the plaintiff could be allowed to injunctive relief and Judge Shientag explained the decision with these words; “where the seller’s fraud has been called to the bank’s attention before the drafts and documents have been presented for payment, the principle of the independence of the bank’s obligation under the letter of credit should not be extended to protect the unscrupulous seller.” Australian case law has supported that view; if fraudulent documents have been used intentionally to receive payment under a letter of credit, the fraud exception should be applied
. For example, Contronics Distributors Pty Ltd v Bank of New South Wales
. In this case the court held that the beneficiary was not entitled to seek payment because of fraud. As in this circumstances the seller provided a receipt showing an amount which needs to pay higher than real amount of payment indicating under the letter of credit. Also the seller was aware of that the receipt was not accurate. On the other hand, if there is a fraud however it is not the seller’s fraud, the bank is still obliged to pay after production of the stipulated documents
. In other words, if the contract is revoked because of fraud but not fraud by beneficiary, the beneficiary is still authorized to receive payment
. In addition, the third party’s fraud is insufficient as well
. Moreover, a groundless claim of fraud is not efficient to prevent the bank from making payment under a letter of credit
. A person claiming fraud has to give a proof to the issuer because the issuer of credit is not under any obligation to make investigation about fraud
. The proof of fraud was explained in United Trading Corp SA v Allied Arab Bank Ltd
 as follows; “The evidence of fraud must be clear, both as to the fact of fraud and as to the bank’s knowledge. The mere assertion or allegation of fraud would not be sufficient.”
Doctrine of Strict Compliance: 


In accordance with strict compliance principle, stipulated documents presenting to the bank by the beneficiary to receive payment should strictly conform to the terms and conditions of the credit
. This principle is explained in the UCP 600 Article 14 (a) as follows
; “a nominated bank acting on its nomination, a confirming bank, if any, and the issuing bank must examine a presentation to determine, on the basis of the documents alone, whether or not the documents appear on their face to constitute a complying presentation.” This principle is significant for letters of credit because documentary credits are based on exchange of documents for payment instead of exchange of goods or services
. The face of the documents should strictly conform the credit’s terms and conditions; the bank does not have to look behind the documents
. However, banks have to make reasonable investigation whether documents conform strictly to the terms and conditions of credit
. Once examining the documents, if they conform on their face with the terms of credit, bank has to make payment and banks are not obliged to make a decision whether or not the documents are genuine
. If a bank accepted documents which are inconsistent with the terms of credit and then make payment, it may put itself in a risky situation about being sued
. The strict compliance principle of letters of credit can be exemplified in J.H. Rayner and Co v Hambros Bank
. In this case, the buyer requested the bank to issue a letter of credit in favor of the seller on the subject of ‘coromandel groundnuts’ selling. The seller submitted bills of lading for ‘machine-shelled groundnut kernels’ and commercial invoice for ‘coromandel groundnuts’. The bank did not accept to make payment against production of these documents because the terms of the credit required ‘coromandel groundnuts’. The bank declined to pay amount on the ground of non-compliance and the plaintiff seller sued the bank. The fact that ‘machine-shelled groundnut kernels’ are known as ‘coromandel groundnuts’ in trade was proved at the trial and the judge gave decision for plaintiff seller. The case was appealed and the Court of Appeal reversed the judgment. MacKinnon LJ declared following words as a reason of his decision; “it is quite impossible to suggest that a banker is to be affected with knowledge of the customs and customary terms of every one of the thousands of trades for whose dealings he may issue letters of credit”. 
CONCLUSION 


In order to describe a letter of credit different terms are used; such as ‘irrevocable credit’, ‘documentary credit’, or ‘confirmed credit’. Actually these terms explain the features of letters of credit as
; firstly the letter of credit can not be revoked unless fraud, secondly the letter of credit is a payment instrument and this payment is made against certain documents rather than goods or services, and finally the letter of credit can be confirmed by another bank to ensure that payment will be made. Rhett Martin described letter of credit in his book as “an irrevocable promise made by a banker to pay named beneficiary once the latter has provided specified documents required by the buyer”
. The most significant characteristic of documentary credits is being irrevocable; so the letter of credit has not only a payment function but also a security function
. A letter of credit is most commonly used payment method in international trade because it is safe both the seller and the buyer who are not familiar with each other. A letter of credit is based on two fundamental principles. These are autonomy principle and doctrine of strict compliance principle. These principles increase the usability and credibility of letters of credit in international trade. 
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