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ABSTRACT

Letters of credit have historically been an important and popular method of payment
in international trading transactions. The principle of autonomy is one of the
foundation stones of the law of letters of credit. Letter of credit has been considered
by the law governing the letter of credit, the Uniform Custom and Practice (UCP) as a
separate and autonomous contract from the underlying contract of sale of goods or
other transactions. The essence of this separation or this doctrine of autonomy, was
aimed to make letters of credit, the most secure method of payment in international
sales transactions, by protecting the interests of both seller and buyer and balancing
the risk between them, where the beneficiary (seller) may greatly reduce the risk of
not being paid. However at the same time this autonomy principle guarantees payment
to the seller as long as he tenders and complies with all the necessary documents
stipulated by the buyer independent of the underlying contract for sale of goods. The
bank representing the buyer is bound to fulfil its duty to pay the seller and cannot
withhold or deny payment until the goods have safely reached the buyer. Banks only
deal with documents presented for negotiation under the letter of credit and do not
have any involvement with the commercial contracts or goods being shipped.
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CHAPTER ONE

OVERVIEW OF THE STUDY

1.1 INTRODUCTION

In an international sales transaction, a problem often arises between the interest of the
parties (buyer and seller) as to the payment procedure. The seller's obvious desire is to
receive the payment once delivery is done prior to shipment; while on the other hand,
the buyer's major concern is that, payment be done only after receiving the goods so
he can verify that the goods delivered are in conformity with the specifications set
forth in the sales contract.'

It is commonly accepted that there are four traditional methods of payments
used in international trade, prepayment or clean payment in Advance, Open Account
or clean payment, bill of exchange — B/E or draft and letter of credit. This last method
is the most common method of payment for goods in international trade. Its use has
been considered so important that it is referred to as the “lifeblood” ? of international
commerce, as it is the most suitable payment mechanism which can provide security
to all parties concerned.

Letters of credit’ are also, known as a documentary credit or bankers’
documentary credit. It has been used for more than 150 years to facilitate trade, by

providing payment against the presentation of documents concerning the transaction

! William J. Shannon. “International sales transactions confirmed irrevocable letters of credit”,
<www.shannonsakamoto.com/IntLettersofCredit.pdf>.

2 Per Stephenson L. J. in United City Merchants (Investments) Ltd v. Royal Bank of Canada [1982]
Q.B. 208 at 222; Per Kerr L.J; in R.D. Harbottle (Mercantile) Ltd v. National WestminsterBank Ltd
[1978] Q.B. 146 at 155; Hong Kong and Shanghai Banking Corporation v. Kloeckner &Co AG [1989]
2 Lloyd’s Rep. 323, at 330.

? This thesis focuses on “commercial letters of credits as a mode of international trade” and not standby
letters of credit.



as instructed in the credit. They are used widely for international trade, covering
transactions valued from few hundred pounds to many millions. They are used
primarily at the request of the commercial parties for effecting payment; they may
also be used because, some importing countries require letters of credit as the mode of
payment to be a part of their exchange control regulations.*

Payment under letter of credit is based on certain documents. The seller will be
paid as long as he can tender documents as stipulated by the buyer. The banker’s duty
representing the buyer is to pay the seller when the latter tenders the correct
document; therefore it cannot withhold or deny payment until the goods have been
safely received by the buyer. The bank has to make payment in any case, even where
there is a defect in the goods at the time they are received by the buyer. The
fundamental rule is that all parties to a letter of credit deal with documents and not
with goods.” The bank will not be involved in the underlying contract between the
buyer and the seller and in most cases, the bank does not even have an idea what kind
of goods are sold. This is what is known as the autonomy of a letter of credit.® Letter
of credit contract is considered an autonomous contract separate from the underlying
contract of sale of goods. This principle is stated in article 3 of the Uniform Customs
and Practice (UCP 500)’, the provisions of which are generally incorporated in letters
of credit.

UCP applies to all types of letter of credit where they are incorporated into the

text of the Credit. They are binding on all parties there to. This is stated by Art. 1 of

4 See, SITPRO, Report on the Use of Export Letters of Credit, SITPRO’s Letter of Credit Report,
<http://www.sitpro.org.uk/reports/lettcredr/lettcredr.pdf> (accessed 08 January 2010).

> Article 3(a) & 4(a) of UCP 500, (1993).

% Rosmawani Che Hashim, “Principle of Autonomy in Letter of Credit: Prejudice on the Buyer?,”
MLJA, Vol.2, 2003:183. Lexis-Nexis, via ITUM, <http://lib.iiu.edu.my
/index.jsp?action=onlinedb.jsp&module=ROOT> (accessed 15 January 2010).

" UCP, is the law governing letters of credit. The ICC (International Chamber of Commerce) issued for
the first time in 1993, its Uniform Customs and Practice for letter of credits.




the UCP rules .The ICC has very recently adopted the latest UCP 600 in July 2007
which is the amendment to the UCP 500.%
This research will be focusing on the nature of the principle of autonomy in

letter of credit, and its impact and consequences in international sale transactions.

1.2 STATEMENT OF PROBLEM

Since letter of credit is considered as a separate contract from the underlying contract
of sale of goods or other transactions, as stated in Art 3 of UCP 500 and articles 4 and
5 under UCP 600 the questions that arise here are:

Is there any complementary relationship between the main international sale of
goods contract and the letter of credit? Does the principle of autonomy serve the
interest of both parties (seller and buyer) or is it just in favour of the seller on the
buyer’s account? Is the exception of fraud in documents, enough to protect the
applicant’s (Buyer’s) interests? What is the Islamic view pertaining to the letter of

credit and its principle of autonomy?

1.3 OBJECTIVES OF THE RESEARCH
1- To analyze the nature and the legal adaptation of letter of credit contract as a
separate contract in international sale of goods, which will specify accordingly
the types and the limitations of duties and rights of the parties in the letter of
credit. Furthermore, the research subsequently will critically assess the principle
of autonomy in letter of credit, and find out the legal interpretation for the issues
derived from the independency doctrine, which stand as an obstacle in utilizing

letter of credit contract as a mode of payment in an international sales

¥ See, Uniform customs and Practice.< http:/lawchroniclesonline.blogspot.com/2007/04/ucp-600-new-
rules-on-documentary-credit.html> (accessed 02 January 2010).



transaction. As a result, the balance and allocation of the risks among parties will
be examined.

2- To evaluate and examine the law pertaining to the letter of credit contract,
basically UCP rules 500 which have been amended recently to UCP 600 (2007),
and any other international convention related to the letter of credit contract.

3- To provide new suggestions, which might be considered as a more effective
method in protecting the rights of the buyer since the bank has to fulfil its
obligation (payment), regardless of any dispute between the seller and the buyer
under the principal contract of sale of goods. This research will be conducted in
such a way that could provide such mechanisms to make the letter of credit more

useful.

1.4 LITERATURE REVIEW

There have been a considerable number of books and articles written on the issue of
letter of credit as a mode of an international payment scheme. Most of the books
referred to contain writings on the nature of the system of payment and how it is
protecting the rights of the parties involved in an international business or contract of
sale of goods, by discussing the two main principles of letter of credit: the principle of
strict compliance with the autonomy principle and the exception of fraud, however
they did not go deeply into the consequences and disadvantages of the principle of
autonomy.

Most books do not even attempt to criticise this principle as they consider it the soul
of letter of credit. Some writers in limited number of articles have examined the letter
of credit and its independency principle and relevant issues in the letter of credit.

Furthermore, they also discuss the law governing this contract which is the UCP 500



and the latest amendments UCP 600, this has assisted into adding up the input while
completing this research.

Rosmawani Che Hashim, in his Article, Principle of Autonomy in letter of
credit: Prejudice on the Buyer?’ has discussed the autonomy principle and its fraud
exception, with the effect of this principle on the buyer, and how the buyer cannot
avoid legal repercussions when using a letter of credit as a method of payment.

Roy Goode, in his article: "Abstract payment undertakings and the rules of the
International Chamber of Commerce",m examines the UCP 500 rules and the
functionality of ICC, in addition to the nature of the banks undertaking; autonomy of
letter of credit and its operation.

Ross P. & Xiang Gao, in their article, “The development of the fraud rule in
letter of credit law: The journey so far and the road ahead,”'' discuss the letter of
credit as a mode of payment and its utility, the principle of autonomy of letter of credit
and the fraud exception, and how to make this exception wider in order to protect the
buyers’ interest.

Anthony Connerty, in his article: “Fraud and documentary credits: The

,’1

approach of the English courts”'? discusses the payment under letters of credit
generally, and this article deals with the fraud exception from the approach of the

English courts, and the historical development of this exception referring to relevant

cases to clarify and support his opinions and views.

’ Rosmawani, “Principle of...,.

' Roy Goode, “The development of the fraud rule in letter of credit law: The journey so far and the
road ahead,” Saint Louis University Law Journal,39 St, (1995): 725 Lexis-Nexis, Via [IUM library.

' Ross P. & Xiang Gao, “The development of the fraud rule in letter of credit law: The journey so far
and the road ahead,” 23 U. Pa. J. Int'l Econ. L.(2002):663, Lexis-Nexis, via IIUM library,
<http://lib.iiu.edu.my/index.jsp?action=onlinedb.jsp&module=ROOT> (accessed 03 February 2010).

12 Antony Connerty, “Fraud and documentary credits: The approach of the English courts,”
<www.wwwserv.co.uk/anthonyweb/FRAUD%20AND%20DOCUMENTARY %20CREDITS.pdf>



Vishny, in his article “Letters of Credit an Overview”,"” discusses the ways in
which the new UCP 600 rules improved the financing of international trade.

Kate Stephen, in his article: “The fraud exception”'* discusses the autonomy
principle of letter of credit, and analyses of the case law relevant to the fraud
exception.

Bargami, in his article: “Will the UCP 600 Provide Solutions to Letter of
Credit Transactions?,”"” generally discusses letter of credit, outlines major areas of
concern and examines provision of the proposed UCP 600 in providing solutions.

Jack, in his book: “Documentary Credit”,'® has discussed the UCP rules and
other legal rules and practices relating to documentary credit in such a manner which
will be of assistance to importers, exporters and banks who use credits; the relevant
law which lawyers need to know in order to practice in cases involving letter of credit
as a mechanism of payment in an international sale of goods. He also analyzed the
operations and procedures in documentary credits by examining their contractual
framework in the light of legal principles which govern their operation. He discusses
the autonomy of documentary credit and its enforcement by reference to Article 3 of
the Uniform Custom and Practice and the decision of court in the case of United City
Merchant ltd v Royal bank of Canada'’. He deals with the principle of autonomy and

the fraud exception in Chapter 9 of the book.

13 Vishny, “Letters of Credit An Overview, <http://files.ali-aba.org/thumbs/datastorage

/skoobesruoc/source/CN056_Routh-Letters%200f%20Credit _thumb.pdf> (accessed 08 January 2010).
14 Kate Stephen, “The fraud exception,” New Law Journal, Elsevier (UK) Ltd (2006):1634 .Lexis-
Nexis, via [IUM library.

' Bargami, “Will the UCP 600 Provide Solutions to Letter of Credit Transactions?,” International
Review of Business Research Papers, Vol.3 No.2(2007): 41-53. Lexis Nexis, via I[IUM library,
<http://lib.iiu.edu.my/index.jsp?action=onlinedb.jsp&module=ROOT> (accessed 17 February 2010)

'® Raymond Jack, Documentary Credit, (London, Butterworths. 2™ edition 1993).

17119831 1 AC 168.



El Gaily Ahmed, in his book “Legal Principles of Documentary credits,”'®

discuses the documentary credit as a method of financing, its importance in
international transactions and the position under Islamic Banking Act 1983 of
Malaysia.

Johnson Pang, in his book “Documentary Credits (letter of credit) &
Collections for the Export and Import Trade”," has emphasized in chapters 14 to 26
the historical introduction in foreign trade of letters of credit, the purpose of using
letters of credit, types of letter of credit, and he has analyzed the legal relationships of
the parties concerned.

Sarna, in his book: “Letter of Credit the Law and Current Practice,”® deals
with letters of credit in general and explains the nature of the letter of credit as a mode
of payment in foreign trade.

Although, most of the writers introduce the principle of autonomy of letter of
credit in their writings, they do not treat this issue in great detail. They mostly mention
it as one of the principles of letter of credit, while discussing the fraud exception in

depth. From this we can infer that it is an area which requires further investigation.

1.5 SCOPE AND LIMITATIOS OF THE STUDY

The focus of this study is on the Uniform Customs and Practice for Documentary
Credits, (UCP 500), as well as other relevant statutory and/or case law of England,
Malaysia and other Commonwealth jurisdictions including Australia. Similarly, the

research shall also focus on the principle of autonomy of letter of credit and the fraud

'8 El Gaily, Legal Principles of Documentary Credits, (Malaysia: International law book
services.1998).

' Johnson Pang, Documentary Credits (letter of credit)&Collections for the Export and Import Trade,
(Malaysia: Pelanduk. 1999).

2% Sarna, Letter of Credit the Law and Current Practice, (1986).



exception, and the legal issues that may arise from applying this principle of

autonomy, under the UCP (500 and 600) rules.

1.6 RESEARCH METHODOLOGY

The materials obtained for the purpose of writing this research will be relevant law
journals; online articles, books, besides the internet are dictionaries, legal authorities,
statutes and some relevant legal materials, in addition to a field study where the
researcher will visit some banks in Malaysia to see how they deal with letter of credit
and its principle of autonomy.

The principles in the cases will be analyzed in terms of their ratio decidendi
and other dicta; the ways in which these components have been used to develop the
law related to this type fraud.

The study will also examine the ways in which the courts have examined the
provisions of the UCP.

The researcher will use the analytical research method to discuss and interpret
the case law, by examining the legal principle in cases relevant to the autonomy of
letter of credit, and the fraud exception, where the researcher will analyze the
decisions of the courts, and the rationale for making such judgments. Furthermore,
this thesis will examine the interpretations of the rules of the Uniform Custom and
Practice (UCP). The researcher will also conduct interviews with some banking
practitioners in Malaysia, in order determine the practical application of letter of
credit, and its autonomy principle, as well as for obtaining the views and observation
of experts in the domain.

The researcher will assume a comparative approach and will seek to strike a

balance between the views of writers from the civil law background and with those



from the common law background. The researcher will bear in mind the objectives of
the whole research, when evaluating certain opinions regarding the topic chosen.
Meanwhile, in order to have a good understanding of the modern and established
principles, and nature of the letter of credit contract, and to know the differences and
similarities of the letter of credit contract in these different legal systems, this research
will focus on the most recent materials that deal with the legal issues arising from the

autonomy of letter of credit in the international sale of goods.



CHAPTER TWO

INTRODUCTION TO LETTER OF CREDIT
AND UNIFORM USTOMS.

2.1 DEFINITION OF LETTER OF CREDIT
The terms letter of credit, documentary credit or banker’s documentary credit and
commercial credit, are all currently in use, and there is no distinction among them.
The Uniform Customs and Practice (UCP) ' refer to ‘documentary credits’ in articles 1
and 2 and thereafter simply as ‘credit’”.

A letter of credit is defined as an undertaking by an issuing bank to the interest
of the beneficiary (seller) to make payment within a specific time, against the
presentation of documents which strictly comply with the terms of the credit.’

Prof. Pennington provides a more detailed definition. He defines a letter of
credit as:

..... an undertaking by a bank to pay a sum of money to the person
for whom the credit is addressed, or to accept or purchase a bill of
exchange drawn or held by that person, and the undertaking is either
absolute, or, more usually, is given on the condition that the person
fulfils the requirements set out in the credit, for example the
presentation to the bank of documents showing that the goods have
been shipped or dispatched by see, land or air and will be available
for collection by the bank or someone nominated by it.*

The Uniform Customs and Practice sponsored by the International Chamber of
Commerce contains the following definition in article (2):’

......any agreement, however named or described, whereby a bank

(the issuing bank), acting at the request and in accordance with the

instruction of a customer (the “applicant” for credit) or in its own
behalf.

! See, Definitions, UCP (500, 600).

? Raymond Jack, at 1.

* SITPRO, at 5.

* El Gail, quoted from, Pennington, Hudson and Mann, Commercial Banking Law,(M&E ,1978),at 309
> Art. 2. UCP (600).
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(1) Is to make payment to or to the order of a third party (the
beneficiary) or, is to accept and pay bills of exchange (drafi(s))

drawn by the beneficiary,

Or

(11) Authorizes another bank to effect such payments, to accept and

pay such bills of exchange (draft(s)).

(111) Authorizes another bank to negotiate, against stipulated
documents, provided that the terms and conditions of the credit are

complied with.

For the purpose of these articles, branches of the banks in different countries

are considered another bank.

2.2 THE LAW GOVERNING LETTER OF CREDITS

Letter of credit, under its modern aspect, was first introduced at the end of the 19
century through international banking practice, and without any legislative process. As
an international mode of financing and warranty, banks soon expressed their concern
that it has to be regulated by rules independent of any national laws. For that reason,
during the first quarter of the 20" century, some private bankers’ associations (in
Paris, New York and UK) created some rules governing the documentary credits
issued by the banks members of those associations, whereas in 1933 the ICC
(International Chamber of Commerce) issued for the first time, its Uniform Customs
and Practice for letter of credits.® These UCP rules were revised successively in 1951,
1962, 1974, 1983, 1993.This UCP rules came into force since 1% of January, 1994,
and was published as the ICC publication n°500, known as the “UCP 500”.The latest
revision, the UCP text which was approved on October 25, 2006, and came into force
on the Ist of July, 2007: they are known as “UCP 600”. It is The 2007 Revision of the

Uniform Customs and Practice for letter of credits, published as the ICC publication

% “Banking Techniques and Practices,” <http://www.iccwbo.org> (accessed 05 March 2010).
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n° 600, by the ICC Services Publications Department, at 38 Cours Albert ler, Paris
75008,

In order to take into account the movement from “paper-based” letter of credits
to electronic credits, the ICC prepared, in 2002, a complement to the UCP 500, under
the short form “eUCP”, which has not gained widespread use. These eUCP have been
revised as well — revision of which is known as Version 1.1 — in order to take into
account the change in style and terminology resulting from the 2007 revision of the

ucCp.’

2.3 PARTIES INVOLVED IN A LETTER OF CREDIT

In a letter of credit contract there will be several parties involved:

e Applicant: the importer (buyer) or the party who requests the letter of credit to be
issued in favour of the seller.®

e Issuing Bank (IB): the bank issuing the credit on the instructions of the applicant.

e Beneficiary: the exporter (seller) or the party to whom the letter of credit is
addressed.’

e Adyvising Bank(AB): usually the correspondent bank (appointed by the issuing
bank) in the exporter’s country, which verifies the authenticity of the letter of
credit and forwards it to the beneficiary, and it is the bank where the beneficiary

must present the documents in compliance with the applicant’s instructions."

" Dominic Doise, “The 2007 Revision of The Uniform Customs and Practice for Documentary Credits

(UCP 600),” RDAI/IBLJ, N 1, 2007, <http://www.alerionnews-nc2b01-janv08-vang.pdf>.

¥ Scotiabank, “International Trade Finance Services, DOCUMENTARY LETTERS OF CREDIT, a

gjractical guide,” at 19, < http://www.scotiabank.com/images/en/files business/1180.pdf> .
Ibid.

' Institute Bank-Bank Malaysia, financial sector talent enrichment programme conventional :

banking handbook, (Kuala Lumpur: Institute Bank-Bank Malaysia, First Edi April 2010), at 47,
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e Nominated bank: the bank authorized, within the letter of credit (named in the
letter of credit) to make payment to the beneficiary and to whom the documents
are presented.

It is not necessarily the issuing bank, but often a branch of the issuing bank or its
correspondent.

e Confirming bank (CB): usually the advising bank in the beneficiary’s country,
which adds its confirmation (usually required by the seller) to the credit and accept
to undertake an independent obligation to pay the beneficiary, provided the
documents conform to the terms and conditions set out in the letter of credit and
presented at a specified place and time. Therefore the beneficiary with this
additional promise of payment will have three separate promises of payment, the
applicant’s, issuing bank’s and conforming bank’s promise. '’

It is very important to the buyer and seller to negotiate, at contractual stage,

which party will bear the bank’s charges.

2.4 MECHANISM FOR LETTER OF CREDIT TRANSACTION

1. The first step, which leads to the issuance of a letter of credit, is the making of the
contract of sale between the buyer and the seller. Buyer and seller in this stage (the
contract of sale of goods) agree to conduct business and the payment shall be
made under letter of credit (The seller wants a letter of credit to guarantee

payment).'?

<http://www.fstep.org.my/media/File/ CONVENTIONAL%20BANKING%20MANUAL.pdf>
(accessed 30 February 2010).
' SITPRO Report, at 6.

12 Credit Research Foundation, “Understanding and Using Letters of Credit,” Part I, ( n.p.,1 999). <
http://www.crfonline.org/orc/cro/cro-9-1.html> (accessed 27 January 2010).
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