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INTRODUCTION

Transfer is probably the most obscure concept in the generally
obscure law and practice of letters of credit. I One reason for the

1. See generally U.c.c. § 5-116 cmt. 1 (1990) ("general confusion of
thought as to the meaning of 'assignment or transfer of a credit"'); NEW YORK
LAW REVISION COMMITTEE, STUDY OF UNIFORM COMMERCIAL CODE ARTICLE 5
DOCUMENTARY LETTERS OF CREDIT 1691 (1955) (UCC provision on transfer and
assignment is "one of the most controversial"); BORIS KOZOLCHYK, COMMERCIAL
LETTERS OF CREDIT IN THE AMERICAS § 21.03[1][6] (1966) ("use of the term
'assignment' ... has been the source of a good deal of the confusion prevailing");
JAMES J. WInTE & ROBERT S. SUMMERS, UNIFORM COMMERCIAL CODE § 19-9 (3rd
ed. 1988) ("considerable confusion"); R.M. Goode, Reflections on Letters of
Credit-V, 1981 J. Bus. L. 150, 150 (UCP provision on transfer is "conceptually
the most obscure"); LIC Trends: Transfer and Assignment Pose Problems in LI
C Law Reform, 8 LETTER OF CREDIT UPDATE 3, 3 (July 1992) ("Transfer and
Assignment continue to pose serious problems. . . . What is needed is an in
depth analysis of the entire problem undertaken by bankers and lawyers ....");
William E. McCurdy, Commercial Letters of Credit, 35 HARV. L. REv. 715, 742



HeinOnline --- 39 Wayne L. Rev. 3 (1992-1993)

1992] LETTERS OF CREDIT 3

confusion is the very slow development of the law of assignment
as applied to any chose in action.2 Another reason is the bleary
genesis of the letter of credit itself in the law merchant as neither
a contract nor a negotiable instrument,3 but a "mercantile spe
cialty."4 With respect to transferability, the singular nature of a
credit has been particularly emphasized. As characterized by one
commentator, a transferable credit is an "institution sui generis,"s
which "exhibits peculiarities which defy subsumption under the
traditional categories of transferability."6

Simply put, transfer of a credit is governed by the special law
applicable to letters of credit. In the view of some commentators,7

the common law has recognized a special letter-of-credit law at
least since Pillans v. Van Mierop,8 a 1765 decision in which a
credit was held enforceable notwithstanding questions concerning
consideratjon. In addition to case law, the primary source of letter
of-credit law in the United States is Article 5 of the Uniform
Commercial Code (UCC).9 International letter-of-credit practice
has been codified in the Uniform Customs and Practice for Doc
umentary Credits (UCP).10

(1922) (assignment is an interesting problem for which there has been no judicial
determination); Soia Mentschikoff, Letters of Credit: The Need for Uniform
Legislation, 23 U. CHI. L. REv. 571, 609 (1956) ("The problem of transferability
of credits is one of the most troubling ones •...").

"Transfer" has a very specific meaning in letter-of-credit practice, see infra
notes 116-23 and accompanying text and part II (B)(3), but in general usage
refers to an act by which a new party is substituted to some or all of the legal
relations with respect to a particular subject matter. See infra note 47 and
accompanying text.

2. See 4 ARTHUR L. CORBIN, CORBIN ON CONTRACTS § 856 (1951).
3. See JOHN F. DOLAN, THE LAW OF LETTERS OF CREDIT, paras. 3.01,

3.03 (2nd ed. 1991).
4. Rufus J. Trimble, The Law Merchant and the Letter of Credit, 61

HARv. L. REv. 981, 1001-02 (1948).
5. Clive M. Schmitthoff, The Transferable Credit, 1988 J. Bus. L. 49,

51,54.
6. [d. at 55.
7. E.g., Trimble, supra note 4, at 989-90. But cf. DOLAN, supra note 3,

para. 3.03[1] (Pil/ans is a landmark case in the view of some, but was rejected
by later English courts).

8. 97 ENG. REp. 1035 (K.B. 1765).
9. Citations are to the 1990 Uniform Commercial Code unless othenvise

indicated.
10. Citations are to the International Chamber of Commerce Pub. No.

400, Uniform Customs and Practice for Documentary Credits (1983), unless
otherwise indicated.
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Both the vee and the vep address the subject of transfer in
some detail, but, as expressed by Henry Harfield, "delicate and
often exasperating problems" remain. 11 Many of these problems
are highlighted in a 1989 study of Article 5 of the vee by a task
force of the American Bar Association.12 Article 5 is currently
under revision, and the most recent draft of that proposal adopts
some and rejects other of the ABA Task Force's recommendations
concerning transfer .13 Revision of the vep is also procee~ingl4

and that project likewise attempts to resolve at least some of the
issues relating to transfer. IS

The drafters of vee Article 5 underscored the unique nature
of a credit by stating their intent "to set an independent theoretical
frame for the further development of letters of credit. "16 In many
instances, however, the special law applicable to credits corresponds
with the general law of contracts. This may explain the vee
drafters' further comment that a credit "is essentially a contract
between the issuer and the beneficiary."17 The problems relating
to the transfer of credits, in fact, are most easily described using
familiar contract terminology. Moreover, a close analysis of the
legal relations resulting from the transfer of a credit discloses a
remarkable correspondence between the special rules governing the
transfer of a credit and those generally applicable to matters of
assignment, delegation, and novation in the law of contracts.

Accordingly, after briefly summarizing the primary tenets of
and the legal relations resulting from issuance of a credit, this
Article will examine the transfer of those relations by act of the
parties to a credit from the point of view of general contract law.
Next, this Article will review the intersection of letter-of-credit law
with other laws of special application, such as corporate succession

11. HENRY HARFIELD, LETTERS OF CREDIT 95 (1979).
12. The Task Force on the Study of U.C.C. Article 5, ABA Letter of

Credit Subcommittee, An Examination of U.C.C. Article 5 (Letters of Credit)
(1989), reprinted in 45 Bus. LAW. 1521 (1990) [hereinafter ABA Task Force].

13. See UNIFORM COMMERCIAL CODE Revised Article 5 (Draft Jan. 29, 1993)
[hereinafter U.C.C. Draft 1993]; infra Part IV (proposed revision of Article 5).

14. See Ron Katz, ICC in Action, 8 LETTER OF CREDIT UPDATE 11, 11
(Dec. 1992).

15. International Chambers of Commerce Doc. No. 470-37/104, UNIFORM
CuSTOMS AND PRACTICE FOR DOCUMENTARY CREDITS Pub. No 500 (Draft Sept.
18, 1992) [hereinafter U.C.P. Draft]; see infra Part IV (proposed revision of
U.C.P.).

16. U.C.C. § 5-101 cmt (1990).
17. Id. § 5-114 cmt. 1.
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and bankruptcy, where the legal relations created by a credit are
said to have been transferred not by an act of a party to the
credit, but by operation of law. Lastly, the proposed revisions of
the vee and the vep affecting the rules of transfer will be
previewed.

1. PRIMARY TENETS AND RESULTING LEGAL RELATIONS

A. Primary Tenets of Letter of Credit Lawl8

The vee defines a credit as an "engagement" by the issuer
to honor drafts or other demands for payment upon compliance
with the conditions specified in the credit.19 This definition derives
from the centerpiece of letter-of-credit law-the independence prin
ciple-which distinguishes credits from guaranties and other func
tionally similar undertakings. Briefly stated, the independence
principle expresses the fundamental rule that the issuer's engage
ment under the credit is separate from and not dependent on either
the issuer's contract with the applicant or the applicant's contract
with the beneficiary. As stated in section 5-114(1) of the vee,
"an issuer must honor a draft or demand for payment which
complies with the terms of the relevant credit regardless of whether
the goods or documents conform to the underlying contract ...
between the customer and the beneficiary."20 This doctrine is
authority for the vep's admonishment that in credit operations
all parties concerned deal in documents, and not in goods, services,
or other performances to which the documents may relate.21

The issuer's undertaking is established as regards a beneficiary
when the beneficiary receives the credit or an authorized advice of
its issuance.22 Once so established, an irrevocable credit may not
be modified or revoked without the beneficiary's consent.23 No
consideration is required to establish a credit or to modify its
terms,24 and a statutory remedy is provided for wrongful dishonor
or repudiation by the issuer of a credit.2S

18. This summary of letter-of-credit principles is based generally on a similar
discussion in Dean Pawlowic, Standby Letters of Credit: Review and Update, 23
vee L.J. 391, 394-413 (1991).

19. V.C.C. § 5-103(1)(a) (1990).
20. Id. § 5-114(1).
21. V.C.P. art. 4 (1983). See also V.C.P. arts. 3, 6 (credits are separate

transactions from the contracts on which they may be based).
22. V.C.C. § 5-106(1)(b) (1990).
23. Id. § 5-106(2).
24. Id. § 5-105.
25. Id. § 5-115.
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As referenced above, an issuer must honor a conforming draft
or demand for payment regardless of whether the goods or doc
uments conform to the underlying contract.26 However, where the
documents appear on their faces to comply with the terms of a
credit but there is in fact fraud, forgery, or other defect not
apparent on the face of the documents, an issuer acting in good
faith has discretion under some circumstancesY If the person
demanding honor is not a good faith purchaser "under the credit"
of the draft or demand for payment, then the issuer has discretion
to honor or not.28 Nevertheless, a court may enjoin such honor.29
If the presenter is a holder of the draft or demand who has taken
under the credit and under circumstances that would make it a
holder in due course or other good faith purchaser, then the issuer
must honor, and there is no express authority under the vee for
a court to enjoin.30

Because the issuer is the only signatory to a credit and the
credit is established as regards the beneficiary by mere receipt or
advice of issuance,31 the beneficiary makes no promises under the
credit itself. Nor is any obligation imposed on the beneficiary as
a matter of letter-of-credit law unless the beneficiary uses the
credit. In such event, section 5-111(1) of the vee provides that
"the beneficiary by transferring or presenting a documentary draft
or demand for payment warrants to all interested parties that the
necessary conditio":p.s of the credit have been complied with."32 The
issuer is such an interested party, and breach of the warranty
would entitle the issuer to seek legal redress. 33

B. Resulting Legal Relations

The primary legal relations between the issuer and the benefi
ciary resulting from the establishment of a credit are most simply
identified using the Hohfeldian terms of right, duty, power, and
liability.34 A right is a legally enforceable claim to performance by

26. See supra notes 19-21 and accompanying text.
27. See U.C.C. § 5-114(2)(b) (1990).
28. See id.
29.Id.
30. See id. § 5-114(2)(a).
31. See supra notes 22-23 and accompanying text.
32. U.C.C. § 5-111(1) (1990).
33. See Mellon Bank, N.A. v. General Elec. Credit Corp., 724 F. Supp.

360 (W.D. Pa. 1989).
34. See generally WESLEY N. HOHFELD, FuNDAMENTAL LEGAL CONCEPTIONS

(1919); Arthur L. Corbin, Legal Analysis and Terminology, 29 YALE L.J. 163
(1919).
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another.3s A duty is the correlative of a right-a legally enforceable
obligation to act for another.36 A power is a legally enforceable
ability to change the legal relations of another.37 A liability is the
correlative of a power-a legally enforceable susceptibility to the
power of another to change one's legal relations.38

Applying this terminology to the beneficiary of a credit, the
beneficiary has, first, a right to have the issuer honor drafts or
demands for payment upon performance of the conditions stated
in the credit.39 If the issuer fails to honor upon performance of
the stated conditions, the beneficiary may initiate legal proceedings
against the issuer and obtain a remedy for such breach.4O

Second, the beneficiary has a power to change the conditional
right to honor into a right to immediate performance by performing
the conditions of the credit.41 The beneficiary, however, has no
duty to perform the conditions and if the beneficiary does not
perform, it has not breached the contract.42 Rather, the non
occurrence of the conditions simply prevents the beneficiary's
conditional right to honor from becoming a right to immediate
performance.43 Upon expiration of the credit, the non-occurrence
of the conditions will extinguish the beneficiary's conditional right
to honor and discharge the issuer's duty.44

In the event the beneficiary transfers or presents a draft or
demand for payment under the credit, the beneficiary has a duty
to make the section 5-111(1) warranty.4S This conditional duty to
warrant is the only duty, or obligation to act, of the beneficiary
to the issuer under letter-of-credit law.

The rights and duties of the issuer of a credit are reciprocally
related to those of the beneficiary. First, the issuer has a condi
tional duty, correlative to the beneficiary's conditional right, to

35. See Corbin, supra note 34, at 167.
36. See id.
37. See id. at 168.
38. See id. at 169.
39. See supra note 19 and accompanying text. Honor is "to payor to

accept and pay, or where a credit so engages to purchase or discount." D.C.C.
§ 1-201(21) (1990). See infra note 63.

40. See supra note 25 and accompanying text.
41. See supra notes 19-21 and accompanying text. Cj. Corbin, supra note

34, at 172 (When a party has a conditional right, "he may also be said to have
a power, in case the condition is mere voluntary action by himself.").

42. See RESTATEMENT (SECOND) OF CONTRACTS § 225(3) (1979).
43. ld. § 225(1).
44. ld. § 225(2).
45. See supra note 33 and accompanying text.
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honor drafts or demands for payment. Second, the issuer has a
liability, correlative to the beneficiary's power, to have the issuer's
conditional duty changed to a duty of immediate performance
upon the beneficiary's performance of the conditions of the credit.
Third, the issuer has a conditional right, correlative to the bene
ficiary's conditional duty, to receive the section 5-111(1) warranty.

II. TRANSFER By ACT OF THE PARTIES

A. General Contract Law

As discussed below, "transfer" has a very specific meaning in
letter-of-credit practice.46 In general usage, the term refers to an
act by which a new party is substituted to some or all of the legal
relations with respect to a particular subject matter .47 In contract
law, transfer is sometimes used in this broad sense to include both
the assignment of rights and the delegation of duties.48 Because
the rules governing these legal relations differ, however, it may be
as misleading to speak of the transferability of a letter of credit
as it is to say that a contract can or cannot be transferred. Rather,
the legal relations resulting from the issuance of a credit should
be analyzed and the transferability of each considered separately.
As described in the preceding section, the beneficiary of a credit
has at least three central relations with the issuer: (1) a conditional
right to have the issuer honor drafts or demands for payment; (2)
a power to convert such conditional right into a right to immediate
performance by performing the conditions provided in the credit;
and, (3) a conditional duty to make the section 5-111(1) warranty
in the event the beneficiary transfers or presents a draft or demand
for payment under the credit.

The remaining portion of part II(A) will analyze the transfer
ability of these relations from the point of view of contract law.
Although the gaps and uncertainties in this area of the law of
contracts have been well documented,49 some principles are rela
tively well-defined. For the purposes of this Article, the accepted
sources of such general rules of assignment and delegation are the

46. See infra note 116-23 and accompanying text; part 1I(b)(3).
47. See CORBIN, supra note 2, § 861; BLACK'S LAW DICTIONARY 1342 (5th

ed. 1979).
48. E. ALLAN FARNSWORTH, CONTRACTS § ILl (2d ed. 1990).
49. Grant Gilmore, The Assignee of Contract Rights and His Precarious

Security, 74 YALE L.J. 217 (1964).
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Restatement (Second) oj Contracts (Restatement)50 and the vce.

1. Conditional Right of Beneficiary

With respect to contract rights, the early common-law rule was
that a "chose in action" could not be transferred. 51 By the sev
enteenth century, however, substantial inroads had been made,52
and the present general rule is that contract rights are transferable. 53

The transfer, in whole or part, of a contract right is referred to
as an assignment. 54 By virtue of such assignment, the owner of
the contract right (the assignor) extinguishes that legal relation
between the assignor and the party who owes the duty (the obligor),
and creates a precisely similar legal relation between a new party
(the assignee) and the obligor.55

As to form, an assignment is accomplished by the assignor's
manifestation of an intent to presently transfer the right to the
assignee.56 The consent of the obligor to an otherwise effective
assignment is not required,57 and, outside of applicable statutes of
frauds, few formalities are required.58

As to the kind of contract rights that are subject to assignment,
the modern view is that contract rights should be freely assignable,59
but three limitations are commonly recognized. The first exception
is for assignments that would "materially increase the burden or
risk" on the obligor. 60 The second exception relates to assignments
that would violate a statutory prohibition or public policy.61 The
third exception recognizes, to a limited extent, the ability of
contracting parties to restrict the assignability of rights by agree
ment.62 However, when the obligor's duty is to pay money after

SO. RESTATEMENT (SECOND) OF CONTRACTS (1979).
51. CORBIN, supra note 2, § 856.
52.Id.
53. See Id.; RESTATEMENT (SECOND) OF CONTRACTS § 317(2) (1979); FARN

SWORTH, supra note 48, § 11.2; JOHN E. MURRAY, JR., MURRAY ON CONTRACTS
§ 138 (3d ed. 1990).

54. RESTATEMENT (SECOND) OF CONTRACTS § 317(1) (1979).
55. See !d. §§ 317(1), 326(1); CORBIN, supra note 2, § 861.
56. See RESTATEMENT (SECOND) OF CONTRACTS § 317(1); CORBIN, supra note

2, § 879.
57. CORBIN, supra note 2, § 870.
58. See RESTATEMENT (SECOND) OF CONTRACTS § 324, cmts. (1979).
59. See supra note 53 and accompanying text.
60. RESTATEMENT (SECOND) OF CONTRACTS § 317(2)(a) (1979).
61. Id. § 317(2)(b).
62. Id. § 317(2)(c).
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performance is rendered by the assignor, as in'the case of a typical
letter of credit,63 none of the recognized exceptions are ordinarily
applicable. Under those circumstances, "a change in the person to
whom the payment is to be made is not ordinarily material,' '64

public policy or statutory limitations are likely not implicated,65
and the presumption against contractual prohibitions on assignment
is particularly strong.66 Thus, the right of a beneficiary to have
the issuer honor drafts or demands for payment is the type of
right that, under general contract law, enjoys a strong presumption
in favor of free assignability.

This rule in favor of assignability extends to conditional rights,
such as the beneficiary's rights under a credit prior to the bene
ficiary's performance of the conditions of the credit and also
permits assignment of such rights before or after the condition
occurS.67 The fact that an assignor's right is conditional merely
makes the assignee's right conditional, as wel1.68 This is so even if
the condition requires personal performance by the assignor 5>9 In
that case, the right of the assignee is simply also conditional upon
personal performance by the assignor. 70

With respect to the availability of defenses and claims against
the assignee that could have been asserted by the obligor against
the assignor, the general rule is that the assignee "stands in the
shoes of the assignor.' '71 The obligor is free, however, to undertake
a greater obligation to an assignee, at least outside of consumer
transactions, by contracting not to assert any claim or defense
against an assignee. 72 Absent such an agreement, the assignee
acquires only those rights against the obligor that the assignor
had, and takes subject to any defense or claim arising from the

63. "Traditionally, issuers have made credits available in one of three ways:
by payment, by acceptance, or by negotiation." DOLAN, supra note 3, para. 1.02.
See also V.C.C. § 1-201(21) (1990) ("'honor' is to payor to accept and pay, or
where a credit so engages to purchase or discount ....").

64. RESTATEMENT (SECOND) OF CONTRACTS § 317 cmt. (d) (1979).
65. C/. MURRAY, supra note 53, § 138(B) (summary of public policy

concerns).
66. See V.C.C. §§ 2-210(2), 9-318(4) (1990); RESTATEMENT (SECOND) OF

CONTRACTS § 322(2) (1979).
67. See RESTATEMENT (SECOND) OF CONTRACTS § 320 (1979).
68. Id. § 320 emt. (c); CORBIN, supra note 2, §§ 867, 874, 878, 883.
69. See supra note 68.
70. See supra note 68.
71. MURRAY, supra note 53, § 141(A).
72. V.C.C. §§ 9-206, 9-318(1) (1990) (accounts); see RESTATEMENT (SECOND)

OF CONTRACTS § 336 cmt. (f) (1979).
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contract.73 As to defenses or claims that do not arise from the
contract, the dividing line is the time the obligor receives notifi
cation of the assignment. 74 The assignee takes subject to defenses
or claims which accrue prior to notification, but not those which
accrue after notification.75

Notification of the obligor is also important with respect to
the ability of the obligor to continue to deal with the assignor
after the assignment. Until the obligor receives notification, the
assignor retains the "power to discharge or modify the duty of
the obligor to the extent that the obligor performs or otherwise
gives value. "76 Even after notification, a modification of or sub
stitution for an existing contract may be effective against an
assignee if made by the assignor and obligor in "good faith and
in accordance with reasonable commercial standards. "77

In the case of a "symbolic writing," defined as a "writing of
a type customarily accepted as a symbol or as evidence of the
right assigned, "78 this rule is modified and the effectiveness of a
discharge or a modification may turn upon possession of the
symbolic writing.79 Pursuant to the Restatement, a modification
or discharge of a duty under a symbolic writing that occurs after
an assignment is not effective against the prior assignee unless
given by the assignee or a person in possession of the writing with
the assignee's consent and any necessary indorsement or assign
ment. 80 If the modification or discharge occurs prior to an assign
ment, it is not effective against the subsequent assignee if the
assignee "takes possession of the writing and gives value in good
faith and without knowledge or reason to know of the discharge
or modification. "81 Thus, in the case of a symbolic writing, pos
session of the writing is of paramount concern.

Turning to the assignor, unless there is a disclaimer, an assignor
impliedly warrants to the assignee that: (i) the assignor will do

73. V.C.C. § 9·318(1) (1990) (accounts); RESTATEMENT (SECOND) OF CON-

TRACTS § 236 (1979); see MURRAY, supra note 53, § 141(A).
74. See supra note 73.
75. See supra note 73.
76. RESTATEMENT (SECOND) OF CONTRACTS § 338(1) (1979); see V.C.C. §§

9-318(2)-(3) (accounts).
77. RESTATEMENT (SECOND) OF CONTRACTS § 338(2) (1979); see V.C.C. § 9-

318(2) (accounts) (1990).
78. RESTATEMENT (SECOND) OF CONTRACTS § 338(4) (1979).
79. [d.
80. [d. § 338(4)(a).
81. [d. § 338(4)(b).
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nothing to defeat or impair the value of the assignment and has
no knowledge of any fact which would do SO;82 (ii) the right
assigned actually exists and is subject to no limitations or defenses83

other than those disclosed or apparent; and, (iii) any writing
evidencing the assigned right which is delivered to the assignee is
genuine. 84

With respect to the assignor's successive assignments of the
same right, the Restatement rule is that the first effective assign
ment takes priority over a subsequent assignment unless the sub
sequent assignee in good faith and without reason to know of the
prior assignment gives value and obtains (i) payment or satisfaction
of the obligation, (ii) judgment against the obligor, (iii) a new
contract with the obligor by novation, or (iv) possession of a
symbolic writing.8s

Finally, in the case of contract rights that are within the
definition of "accounts," the uee provides a number of special
rules which further promote the assignability of such rights. An
account is defined as "any right to payment for goods sold or
leased or for services rendered which is not evidenced by an
instrument or chattel paper, whether or not it has been earned by
performance. "86 Under Article 5 of the uee, an assignment of a
beneficiary's right to proceeds under a letter of credit is treated
as an account under Article 9. 87 A contract right that qualifies as
an account is not subject to contractual prohibitions on assignment
and a sale or assignment of an account is subject to Article 9,
whether intended for security or not. 88 This means, for instance,
that questions concerning the creation or the priority of assign
ments of accounts are resolved by reference to Article 9, including
the attachment and perfection provisions thereof, rather than the
general rules discussed above applicable to the assignment of other
contract rights. 89

Thus, whether viewed as a contract right or an account, few
questions would exist under either general contract law or the
uee concerning a beneficiary's ability to assign the conditional
right to have the issuer honor under a credit. In addition, as

82. [d. § 333(1)(a).
83. [d. § 333(1)(b).
84. [d. § 333(l)(e).
85. [d. § 342.
86. V.C.c. § 9-106 (1990).
87. [d. § 5-116(2).
88. [d. §§ 9-102(1)(a)-(b), 9-318(4).
89. See RESTATEMENT (SECOND) OF CONTRACTS § 342 ernt. (e) (1979).
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demonstrated above, under both the common law and the vee a
general framework exists to address the various issues that may
result from the transfer of such legal relations.

2. Power of Beneficiary to Perform Conditions

With respect to powers, there is no general rule.90 Rather, the
transferability of powers depends upon consideration of the factors
in each specific case.91 In some instances, however, the transfera
bility of a power depends upon the manner in which the power
may be exercised.92 If, as in the case of a letter of credit, the
power can be exercised solely by the performance of a condition,
the question becomes whether the condition may be performed by
a person other than the transferor.93 The test for this issue is the
same as that used to determine whether a duty may be delegated
to another. 94 As a general rule, performance of a condition (or a
duty) may be delegated to another unless a substantial interest
exists in having a particular person perform or control the acts
required.9s If there is a substantial interest in personal performance,
the performance of the required acts by another will not satisfy
the condition (or discharge the duty).96

Letter-of-credit law has long considered both the applicant and
the issuer of a credit to have a substantial interest in the personal
performance or control of the beneficiary.97 This is particularly
true in the case where the credit calls only for a certification or
where the draw documents are easily forged.98 Based on this factor,
the power to change the beneficiary's conditional right under a
credit into a right to immediate performance could not be trans
ferred under general contract law. The r,eason for this is not
because powers are never transferable, but because this power can

90. See CORBIN, supra note 2, § 878.
91. See id.
92. See id. §§ 878, 883.
93. See id.
94. RESTATEMENT (SECOND) OF CONTRACTS §§ 318 cmt. (a), 319 cmt. (b)

(1979).
95. See id. §§ 318, 319.
96. See id.
97. See Eriksson v. Refiners Export Co., Inc., 35 N.Y.S.2d 829, 832 (Sup.

Ct. 1942); DOLAN, supra note 3, para. 10.03[1]; Charles W. Ufford, Jr., Transfer
and Assignment of Letters of Credit Under the Uniform Commercial Code, 7
WAYNE L. REV. 263, 268-69 (1960) (distinction between "general" and '''special''
credits).

98. See DOLAN, supra note 3, para. 10.03[1].
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be exercised solely by the beneficiary's personal performance of
the conditions stated in the credit.99

However, the personal performance of the beneficiary is not
equally important with respect to each element of the conditions
under the credit. What is critical is that the party in whom trust
has been placed, the beneficiary, is the party that elects to exercise
the power to draw on the credit, controls performance of the
documentary conditions, and is responsible for such perform
ance. IOO Once the beneficiary elects to exercise the power to draw
on the credit by performing the documentary conditions and
making the section 5-111(l) warranty that the necessary conditions
of the credit have occurred, it should not matter who actually
delivers the documents to the issuer, whether it be the beneficiary
or a third party delegated by the beneficiary. 101 Accordingly, per
formance of this aspect of the conditions of a credit should be
viewed as delegable unless otherwise clearly indicated. 102

3. Duty of Beneficiary to Warrant

With respect to duties, the common law does not permit
transfer in the sense of a unilateral action of the transferor which
would extinguish the transferor's relation with the obligee, and
create a similar relation between the transferee and the obligee. 103

The discharge of the transferor's duty prior to performance of
that duty can occur only with the consent of the obligee. I04 If the
obligee assents to the substitution of a transferee and to the
discharge of the transferor, the parties have agreed to a novation. lOS

Absent a novation, the performance of many duties may nonethe
less be delegated. I06 No discharge occurs upon delegation, but upon

99. See supra note 92.
100. Cf. Rolf Eberth and E.P. Ellinger, Assignment and Presentation of

Documents in Commercial Credit Transactions, 24 ARIZ. L. REV. 277, 291, 299
(1982); George B. McGowan, Assignability oj Documentary Credits, 13 LAW &
CONTEMP. PROB. 666, 685 (1948).

101. Cf. supra note 100. A delegate mayor may not be an agent. See infra
note 180 and accompanying text.

102. But cf. Boris Kozolchyk, The Emerging Law of Standby Letters of
Credit and Bank Guaranties, 24 ARIZ. L. REV. 319, 356 (1982) ("only the original
beneficiary, if it is a non-transferable credit ... is entitled to tender the documents
that will prompt the issuing bank's payment").

103. CORBIN, supra note 2, § 866; MURRAY, supra note 53, § 140(A).
104. MURRAY, supra note 53, § 140(A).
105. [d. § 140(A), (D)(2); see infra notes 274-79 and accompanying text.
106. See V.C.C. § 2-210(1) (1990); RESTATEMENT (SECOND) OF CONTRACTS §

318 (1979).
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performance by the delegate the duty may be discharged.107 If the
delegate does not perform, the duty is not discharged and the
delegator remains liable. 108

As referenced above, the general rule is that performance of
a duty may be delegated unless there is a substantial interest in
having a particular person perform or control the acts required. 109

If there is a substantial interest in personal performance of the
duty, performance by a delegate will not discharge the duty.IIO
Hence, if personal performance is required, an obligor may not
delegate performance of a duty without the consent of the obli
gee.1II Where the performance required by a duty is itself a
promise, such as a warranty, 112 performance (making the warranty)
is ordinarily considered so personal that it cannot be delegated. 1I3

Under such circumstances, an attempt to substitute a new promisor
is an attempt to transfer the duty itself, not merely to delegate
performance.1I4 Under general contract law, therefore, the bene
ficiary of a credit could not transfer or delegate performance of
the beneficiary's duty to make the section 5-111(1) warranty with
out the consent of the issuer.

B. Letter of Credit Law

As previously emphasized, transfer of a credit is governed not
by general contract law but by the special law applicable to letters
of credit.1IS This section reviews the letter-of-credit law and practice
applicable to the transfer of legal relations resulting from the
issuance of a credit, and analyzes those rules in light of the general
contract principles discussed above.

Both the VCC and the VCP recognize three distinct types of
transfer of the legal relations incident to a letter of credit: assign-

107. See supra note 103.
108. See RESTATEMENT (SECOND) OF CONTRACTS § 318(3); see also supra note

103.
109. See supra note 95.
110. See supra note 95.
111. See CORBIN, supra note 2, § 870.
112. The warranty of a beneficiary under DCC § 5-111(1) is, in effect, a

promise of indemnification against loss in the event the facts tum out not to be
as represented. See CORBIN, supra note 2, at Vol. 1 § 14; DOLAN, supra note 3,
para. 6.07; John F. Dolan, Letters of credit, Article 5 Warranties, Fraud and
the Beneficiary's Certificate, 41 Bus. LAW. 347, 358 (1985).

113. See RESTATEMENT (SECOND) OF CONTRACTS § 319 cmt. (b); CORBIN,
supra note 2, § 865.

114. CORBIN, supra note 2, § 865.
115. See supra notes 5-10 and accompanying text.
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ment, negotiation and transfer. The VCC uses the terms assignment
and transfer somewhat interchangeably, 116 but these terms are
distinguished in practice and by the VCP.I17 Following the VCP
usage, assignment denotes a transfer of the beneficiary's "right to
proceeds" under a credit. lls The right to proceeds is another way
to describe what has been identified in this Article as the benefi
ciary's conditional right to have the issuer honor drafts or demands
for payment. 1I9 Transfer, on the other hand, denotes a transfer of
not only the right to proceeds but also the "right to draw" under
the credit and the conditional duty to make the section 5-111(1)
warranty,,20 The right to draw is a shorthand expression of what
has been identified in this Article as the beneficiary's power to
change the conditional right to have the issuer honor into a right
to immediate performance by performing the conditions provided
in the credit. 121 Thus, transfer of a credit involves the substitution
of a new party for the beneficiary with respect to all three of the
legal relations that exist between the beneficiary and the issuer.
Negotiation, finally, references the delivery by a beneficiary of the
documents required under the credit to a third party (the purchaser)
for value and for the purpose of granting to the purchaser the
right to honor by the issuer. 122 In exchange, the purchaser pays to
the beneficiary the agreed upon value and then delivers the doc
uments to the issuer for honor.123

J. Assignment of Proceeds

Before the advent of the VCC, considerable confusion existed
as to the power of a beneficiary to assign the beneficiary's con
ditional right to honor under a credit. 124 As previously suggested,
one factor was the law's slow recognition of the assignability of
any chose in action. l2S Another was the failure to distinguish the
assignment of the right to proceeds from the transfer of the credit

116. See V.C.C. § 5-116(1) cmt. 1 (1990). But see U.C.C. Draft 1993, supra
note 13, § 5-116(1); infra Part IV (proposed revision of Article 5).

117. See V.C.P. art. 54(a) and (b).
118. See infra part II(B)(I).
119. See supra notes 39-40 and accompanying text.
120. See infra part II(B)(3).
121. See supra notes 41-44 and accompanying text.
122. See infra part II(B)(2).
123. See infra part II(B)(2); MURRAY, supra note 53, § 140(A), (D)(2).
124. V.C.C. § 5-116 cmt. 1 (1990); Mentschikoff, supra note 1, at 600-09.
125. See supra note 2.
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itself,126 a distinction not specifically made in the UCP until the
1974 revision.127 Since the 1974 revision, the UCP has recognized
this distinction but has left to local law all details concerning both
the procedure and effect of an assignment of proceeds. 128

The UCC has recognized, in some form, the power of a
beneficiary to assign proceeds since an early draft of the letter-of
credit provisions in 1948.129 In the 1957 Official Text of the UCC,
section 5-116(2) specifically treated an assignment of proceeds
under a credit as an assignment of a contract right. 130 In 1972, the
term "account" was substituted for "contract right" in order to
conform with the deletion of the term "contract right" from
Article 9 of the UCC.131 To date, no further changes to the official
text of section 5-116(2) have been made,132 and the UCC continues
to provide that an assignment of proceeds of a credit is an
assignment of an account to be governed by Article 9, except as
otherwise provided in section 5-116(2).133 The exceptions are based
on the premise that a letter of credit is a symbolic writing and
that, therefore, possession of the credit is critical. 134

126. See Mentshikoff, supra note 1, at 600-09.
127. Compare International Chamber of Commerce Brochure No. 222, UNI

FORM CUSTOMS AND PRACTICE FOR DOCUMENTARY CREDITS ART. 46 (1962) with
International Chamber of Commerce Publication No. 290, UNIFORM CuSTOMS
AND PRACTICE FOR DOCUMENTARY CREDITS ARTS. 46, 47 (1974).

128. See U.C.P. art. 55 (1983).
129. U.C.C. art. IV § 25(2) (proposed Final Draft No. 1 April 19, 1948)

reprinted in IV UNIFORM COMMERCIAL CODE DRAFTS 187 (Elizabeth S. Kelly ed.
1984) [hereinafter U.C.C. DRAFTS 1984].

130. U.C.C. § 5-116(2) (1957 Official Text), reprinted in XIXU.C.C. DRAFTS
1984, supra note 129, at 485.

131. U.C.C. app. II (E-8) (1972). "Account" is defined in text accompanying
supra note 86.

132. See U.C.C. § 5-116(2) (1990). The proposed revision of Article 5 of
the U.C.C. is discussed infra Part IV.

133. See U.C.C. § 5-116(2) (1990).
134. See id. cmt. 3 ("the special nature of the letter of credit as evidence

of the right to proceeds is recognized"). Section 5-116(2) provides that an
assignment of the right to proceeds is an account under Article 9 of the U.C.C.
except that

(a) the assignment is ineffective until the letter of credit or advice of
credit is delivered to the assignee which delivery constitutes perfec
tion of the security interest under Article 9; and

(b) the issuer may honor drafts or demands for payment drawn under
the credit until it receives a notification of the assignment signed
by the beneficiary which reasonably identifies the credit involved
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As to form, the Article 9 rules regarding the creation of a
security interest are applicable,135 except that, curiously, the as
signment is not effective until the credit is delivered to the assignee,
which delivery also constitutes perfection under Article 9.136 Pre
sumably, possession of the credit by the assignee pursuant to
agreement constitutes possession of the "collateral" for purposes
of section 9-203(1)(a) of the DeC, and a signed agreement between
the beneficiary and the assignee would not be required. 137

As is the case with respect to the assignment of accounts,138 a
prohibition of the power to assign the right to proceeds under a
credit is not effective "even though the credit specifically states
that it is nontransferable or nonassignable."139 Also, the fact that
the right to honor is conditional does not affect its assignability,
and Article 5 expressly provides that a beneficiary may assign the
right to proceeds "before performance of the condition of the
credit." 140

With respect to defenses and claims, the rules applicable to
the assignment of accounts and, hence, to the assignment of the
right to honor under a credit, are as described above. 141 That is,
in the absence of an agreement to the contrary, the assignee is
subject to any claim or defense arising from the terms of the credit
which could have. been asserted against the beneficiary,142 but is
subject to any other defense or claim by the issuer against the
beneficiary only if the defense or claim accrues before the issuer
receives notification of the assignment. 143 Thus, in the event of
fraud in the transaction, for instance, an issuer should have the
same privilege to not honor against an assignee as against the
beneficiary.l44 Similarly, in the case of a valid claim that is unre-

in the assignment and contains a request to pay the assignee; and
(c) after what reasonably appears to be such a notification has been

received the issuer may without dishonor refuse to accept or pay
even to a person otherwise entitled to honor until the letter of credit
or advice of credit is exhibited to the issuer.

135. See supra notes 87-89 and accompanying text.
136. V.C.C. § 5-116(2)(a) (1990).
137. See id. § 9-203(1)(a).
138. See supra note 88 and accompanying text.
139. See V.C.C. §§ 5-116(2), 9-318(4) (1990); supra note 88 and accompa-

nying text.
140. ld. § 5-116(2).
141. See supra notes 71-75 and accompanying text.
142. See V.C.C. § 9-318(1)(a) (1990).
143. See id. § 9-318(1)(b).
144. See id. § 5-114(2)(b).
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lated to the credit by the issuer against the beneficiary, the issuer
should have the same right to set-off against an assignee as against
the beneficiary, so long as the claim accrued before the issuer
received notification of the assignment. 14s

Under Article 5, modification of the terms of a credit requires
the consent of the issuer, the beneficiary, and the applicant.t46

However, Article 5 does not specifically address the consent of an
assignee. If the assignment of the right to honor is treated as an
assignment of an account, section 9-318(2) of the uee applies
and provides that before performance of the conditions to a right
to payment, and notwithstanding notification of an assignment,
any modification made in good faith and in accordance with
reasonable commercial standards is effective against an assignee,
but the assignee acquires corresponding rights under the modified
credit.147

Prior to the issuer's receipt of an assignment, the beneficiary
apparently would retain the power to modify the terms of the
credit. l48 Uncertainty creeps in at this point, however, because the
rule is different for a symbolic writing and, for some purposes,
section 5-116(2) of the uee treats credits as symbolic writings. 149

If a credit is viewed as a symbolic writing for purposes of modi
fication, then a modification of the credit would not be effective
against a prior assignee unless given by such assignee or a person
in possession of the credit or against a subsequent assignee if the
subsequent assignee takes possession of the credit and gives value
in good faith and without reason to know of the modification. ISO

Finally, as between the assignee and the beneficiary, the assignee

145. Cf. [d. § 9-318(1)(b). But cj. DOLAN, supra note 3, para. 9.06[3]
("setoff can create problems for the credit as an obligation of the issuer that is
independent of related transactions"). •

146. See U.C.C. §§ 5-104(1), 5-106(2) (1990). Article 10(d) of the UCP
provides that an irrevocable credit cannot be modified without the consent of
the issuing bank, the confirming bank and the beneficiary. Regarding revocable
credits, both the UCC and the UCP permit modification and revocation without
notice to anyone other than a party who was authorized to honor or negotiate
drawings under the credit. See U.C.C. § 5-106(4) (1990); U.C.P. art. 9. Under
the proposed revision of Article 5 of the UCC an assignee is given no protection
against modification of a revocable or irrevocable credit. See U.C.C. Draft 1993
supra note 13, § 5-106(c); infra text accompanying notes 29-34.

147. See U.C.C. § 9-318(2) (1990). Applicability of § 9-318 is required by
U.C.C. § 5-116(2).

148. See supra note 76 and accompanying text.
149. See supra notes 78-81, 134 and accompanying text.
150. See supra notes 80-81 and accompanying text.
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likely has the benefit of an express or implied warranty, as dis
cussed below, that the beneficiary will do nothing to defeat or
impair the value of the assignment. lSI

As to discharge of the issuer after an assignment, Article 5
generally follows the contract rule that permits an obligor to render
performance to the assignor prior to the obligor receiving notice
of the assignmenLls2 However, section 5-116(2)(c) of the Dee
further provides that after receipt of notification of an assignment,
the issuer may refuse to honor until the credit is exhibited to the
issuer. ls3

Neither an assignor's warranty on assignment nor the successive
assignment of the same right by an assignor is expressly addressed
in Article 5. Absent a disclaimer, however, there is no apparent
reason, related to the special needs of letters of credit, not to
imply a warranty by the assignor to the assignee upon assignment
of the right to honor under a credit. ls4

With respect to successive assignments of the same right, Article
9 priority rules should govern since the assignment of the right to
honor is equated with an assignment of an account.1SS Because
under Article 5 both perfection and attachment are tied to delivery
of the credit to the assignee, possession of the credit should
determine most disputes. ls6 On the other hand, multiple assign
ments of part of the credit are possible by delivery of the credit
to a bailee to whom notice may be given to perfect such interests.1S7

For the most part, therefore, it appears that the special law
applicable to the assignment of the right to proceeds under a credit
mirrors that applicable to contract rights and accounts. The few
departures from the general law of assignments stem, as previously
mentioned, from the premise that a letter of credit is a writing
customarily accepted as a symbol or as evidence of the right
assigned, and that possession of the writing is therefore para
mount. IS8 In practice, however, this premise appears not to be

151. See infra note 154 and accompanying text; supra notes 82-84 and
accompanying text.

152. See U.C.C. § 5-116(2)(b) (1990); supra note 71 and accompanying text.
153. U.C.C. § 5-116(2)(c) (1990).
154. See supra notes 82-84 and accompanying text.
155. See U.C.C. § 9-312 (1990) (priority rules); supra notes 133-34 and

accompanying text.
156. See U.C.C. § 5-116(2)(a) (1990).
157. See U.C.C. § 9-305; Union Planters Nat'l Bank v. World Energy Sys.

Assoc., 816 F.2d 1092, 1095-96 (6th Cir. 1987); DOLAN supra note 3,
para. 1O.04[2][b].

158. See supra notes 134, 149-50 and accompanying text.
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accepted. Rather, an informal registration system has been substi
tuted by most issuers. 159 As described in the most recent ABA
reports on this topic, an assignment is typically accomplished by
the beneficiary's completion and delivery to the issuer of a form
prepared by the issuer which directs the issuer to pay the proceeds
of the credit to a designated assignee. l60 In few cases; apparently,
does the assignee obtain possession of the original credit. 161 Because
Article 5 requires delivery of the credit to the assignee for attach
ment and perfection, some obvious dangers result from this devi
ation. 162 Thus, two ABA reports have called for re-examination of
the assignment provisions of section 5-116 of the vee, with a
view towards accommodating both actual practice and new tech
nological developments such as paperless credits. 163

Thus, subject to the exceptions referenced above,l64 the statu
tory scheme created under Article 5 of the vee with respect to
an assignment of the proceeds of a credit is consistent with. that
governing the assignment of contract rights and accounts in gen
eral. As stated in the comments to section 5-116 of the vee,
"[i]n this respect the letter of credit is treated like any other
contract calling for money to be earned. "165 Also, like an assign
ment of a contract right, an assignment of a beneficiary's right to
honor results only in the extinguishment of that legal relation
between the beneficiary and the issuer and the creation of a
precisely similar legal relation between the assignee and the issuer. 166

An assignment of the right to honor does not affect any of the
other legal relations between the beneficiary and the issuer, namely,
the power of the beneficiary to perform the conditions of the
credit or the beneficiary's conditional duty to make the section 5-

159. See ABA Task Force, supra note 12, at 1635, 1638-39; Working Grbup
on the Article 5 Revision, ABA Letter of Credit Subcommittee, Draft Report to
the Permanent Editorial Board Article 9 Study Committee on Security Interests
(Letters of Credit) (April 1991), reprinted in 7 LEITER OF CREDIT UPDATE 18,
20-21 (August 1991) [hereinafter Security Interests in Letters of Credit]. This
draft report was submitted as the final report without any changes. Lie Trends,
Security Interests, 8 LEITER OF CREDIT UPDATE 6, 7 (April 1992).

160. See supra note 159.
161. See supra note 159.
162. See Security Interests in Letters of Credit, supra note 159, at 20.
163. See supra note 159.
164. See supra note 158 and accompanying text. The proposed revision to

Article 5 substantially changes these rules. See U.C.C. Draft 1993, supra note
13, § 5-114; infra notes 429-34 and accompanying text.

165. U.C.C. § 5-116 cmt. 3 (1990).
166. See supra note 55 and accompanying text.
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111(1) warranty in the event the beneficiary presents a draft or
demand for payment under the credit. 167 Thus, even after an
effective assignment of the right to honor, the assignee is dependent
upon the beneficiary to perform the conditions under the credit.
If the beneficiary fails to perform the conditions, the assignee has
recourse only to the express or implied warranties of the beneficiary
upon assignment168 and no right to performance by the issuer.

To summarize the foregoing, following an effective assignment
by the beneficiary of the conditional right to honor, the resulting
legal relations among the issuer, the beneficiary and the assignee
are as follows:

Between the beneficiary and the issuer, (i) the beneficiary's
conditional right to honor is extinguished and the issuer's correl
ative conditional duty is discharged; (ii) the beneficiary retains
both the power to draw by performing the conditions of the credit
and the conditional duty to make the section 5-111(1) warranty;
and, (iii) the issuer retains both the liability correlative to the
beneficiary's power to draw and the conditional right correlative
to the beneficiary's duty to make the section 5-111(1) warranty.

Between the issuer and the assignee, (i) the assignee has the
beneficiary's conditional right to honor; and, (ii) the issuer has
the conditional duty to honor correlative to the assignee's condi
tional right.

Between the beneficiary and the assignee, (i) the assignee has
the right to the beneficiary's express or implied warranty on
assignment; and, (ii) the beneficiary has the duty pursuant to the
warranty on assignment correlative to the assignee's right.

2. Negotiation

Both the Dee and the Dep contemplate negotiation, but in
the context of the transfer of legal relations under a credit neither
expressly defines its meaning. The Dee defines negotiation in
Article 3,169 but that definition is not incorporated by Article 5.17°
Moreover, negotiation as defined in Article 3 applies only to
instruments,171 which is defined in section 3-104(b) of the Dee as
a negotiable instrument. 172 Article 5, on the other hand, appears

167. D.C.C. §§ 5-111(1), 5-116 cmt. 1, 2 (1990).
168. See supra note 82-84, 151, 154 and accompanying text.
169. [d. § 3-201(a).
170. [d. § 5-103(3).
171. [d. § 3-201(a).
172. [d. § 3-104(b).
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to contemplate the negotiation not only of negotiable drafts, but
also of demands for payment.173 A demand for payment mayor
may not meet all of the requirements for a negotiable instrument.174
Furthermore, for letter-of-credit law purposes, there is no apparent
reason to limit the concept of negotiation to negotiable instru~

ments. 17S

In the case of a letter of credit, negotiation appears to reference
simply the beneficiary's delivery of the documents, whether ne
gotiable or nonnegotiable, required under the credit to a third
party (the purchaser) for value and for the purpose of granting to
the purchaser the right to honor by the issuer.176 By virtue of such
negotiation, with respect to the legal relations incident to the
credit, the beneficiary (i) transfers to the purchaser the beneficiary's
right to honor by the issuer,177 (ii) exercises the power to perform
all of the conditions of the credit except delivery of the benefi
ciary's documents to the issuer, 178 (iii) makes the section 5-111(1)
warranty to all interested parties that the necessary conditions of
the credit have occurred,179 and (iv) delegates to the purchaser
performance of the condition of delivery of the beneficiary's
documents to the)ssuer.180

173. [d. §§ 5-114(2)(a), 5-116(3). This· is made clear in the proposed revision
to Article 5. See infra note 440 and accompanying text.

174. [d. §§ 3-104 (definition of negotiable instrument), 5-102(a) (Article 5
applies if "credit requires a draft or a documentary demand for payment"), 5
103(b) ("a documentary demand for payment is one honor of which is conditioned
upon presentation of a document," which means any paper including an invoice,
notice of default and the like).

175. See DOLAN, supra note 3, para. 8.01[3].
o 176. Cj. U.C.C. Draft 1993, supra note 13, § 5-103(a)(IO) (definition of
nominated person; U.C.P. Draft, supra note 15, art. 1O(b)(ii) (definition of
negotiation). These proposed revisions are discussed infra notes 435-39 and
accompanying text. Neither Article 5 of the uce nor the UCP presen!ly defines
negotiation.

177. See supra part II(A)(I).
178. See supra part II(A)(2).
179. See supra part II(A)(3).
180. See supra notes 100-02 and accompanying text. As a delegate of the

beneficiary, the purchaser acts on behalf of the beneficiary only in the sense that
the beneficiary has granted to the purchaser the power to perform one of the
conditions to the beneficiary's right to honor. Even under a straight credit,
however, a purchaser is not an agent of the beneficiary because the purchaser
does not act primarily for the benefit of the beneficiary nor subject to the control
of the beneficiary. See RESTATEMENT (SECOND) OF AGENCY §§ 1, 13, 140, 14H,
138 (1958). Rather, with respect to the power to deliver the beneficiary's docu
ments to the issuer, the purchaser seems more closely analogous to one who
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In addition, if a credit requires the presentation of documents
that evidence rights independent of the credit, such as drafts or
documents of title, then negotiation of such documents to a
purchaser would also transfer those rights. 181 As between the
beneficiary and the purchaser, however, it appears that the pur
chaser would hold such rights and absolutely, but as security for
the performance of the duties under the credit and the terms of
the negotiation.182

In exchange for all of the foregoing, the purchaser pays to the
beneficiary the agreed upon value and impliedly undertakes to
present the documents to the issuer. The purchaser then presents
the documents to the issuer for honor, and upon such presentment
the purchaser makes a limited warranty under section 5-111 (2) of
the Uee relating, primarily, to its own good faith and authority. 183

As described above, negotiation is a voluntary transaction and
the purchaser has no duty to negotiate a draft or a demand for
payment. Whether a bank or other third party is \filling to do so
is dependent upon a number of factors, including the terms of
any recourse against the beneficiary and the nature of the legal
relations created between the purchaser and the issuer. With respect
to the purchaser's recourse against the beneficiary, in addition to
the warranty under section 5-111(1) of the uee given by the
beneficiary on negotiation of the draft or the demand for payment,
the purchaser should be entitled to an implied warranty in the
nature of a warranty on assignment as discussed above,l84 any
Article 3 rights in the case of a negotiable draft,185 and any further
recourse applicable under Articles 4, 7, or 8 of the ueel86 or
specifically agreed to by the beneficiary.

o

holds a power given as security. See id. §§ 14H, 138. A purchaser holds the
power to deliver the beneficiary's documents for the benefit of the purchaser,
not the beneficiary, and such power is given for consideration and to protect the
right to honor transferred by the beneficiary to the purchaser. See also injra
note 227.

181. See DOLAN, supra note 3, para. 8.03[2]; John F. Dolan, The Corre
spondent Bank in the Letter-oj-Credit Transaction, 109 BANKING L.J. 396, 411
(1992). Cj. D.C.C. § 5-110(2) ("a person by presenting a documentary draft or
demand for payment relinquishes upon its honor all claims to the documents and
a person by transferring such draft or demand or causing such presentment
authorizes such relinquishment."). ld.

182. See supra note 181.
183. See D.C.C. § 5-111(2), cmt. (1990)
184. See supra notes 82-83 and accompanying text.
185. See D.C.C. § 5-111(1) (1990).
186. See id.
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With respect to the legal relations created between the purchaser
and the issuer, much is dependent on the terms of the credit itself.
If the credit does not indicate in some fashion that the issuer's
duty to honor extends to the purchaser, then it is a straight credit;
if the credit does so indicate, then it is a negotiation credit. 187

a. Negotiation Under a Straight Credit

In the case of a straight credit, it is difficult to see how a
purchaser would have any right against the issuer different from
or greater than that of the beneficiary.188 Even in the case of a
credit in which the issuer promises to honor drafts drawn on it
by the beneficiary, the promise under a straight credit runs only
to the beneficiary. This right may be assigned by the beneficiary,
but the assignee simply steps into the shoes of the beneficiary as
discussed above. 189 Even if, under negotiable instrument law, the
purchaser of a draft is a holder in due course, the purchaser
acquires no right under the draft against the issuer, 190 and under
the credit acquires only the right of the beneficiary. Thus, it
appears that a purchaser of a draft or a demand for payment
under a straight credit has the same right under a credit, subject
to the same limitations, as would an assignee.

Unlike a typical assignment, however, in a negotiation of a
draft or demand for payment the beneficiary has performed all of
the conditions of the credit except delivery of the beneficiary's
documents to the issuer. The beneficiary, in addition, has made
the section 5-111(l) warranty delegated to the purchaser perform
ance of the condition of delivery of the beneficiary's documents
to the issuer, and transferred to the purchaser any rights inde
pendent of the credit which are evidenced by the documents

187. See DOLAN, supra note 3, paras. 10.02[2]-[3]. For typical negotiation
language see infra note 220 and accompanying text.

188. See Singer & Friedlander Ltd. v. Creditanstalt-Bankverein, 17 Cg. 72/
80 (Vienna Commercial Ct. 1980). This case is discussed in DOLAN, supra note
3, para. 10.02 [4], and was also the subject of a symposium in 24 ARIz. L. REv.
235 (1982). See also DOLAN, supra note 3, para. 8.01[6]; Reade H. Ryan, Jr.,
Who Should Be Immune From the "Fraud in the Transaction" Defense in a
Letter ofCredit Transaction, 56 BROOK. L. REv. 119, 122-24 (1990). This position
is affirmed in the proposed revision of Article 5. See infra notes 441-42 and
accompanying text.

189. See supra notes 71-75, 141-44 and accompanying text.
190. See U.C.C. § 3-408 (1990) (a draft of itself does not operate as

assignment of funds in hands of drawee and drawee not liable on the instrument
until drawee accepts it).
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delivered to the purchaser. Also, in a negotiation, the purchaser
makes the section 5-111(2) limited warranty upon presentment to
the issuer.

Subject to these differences, therefore, the nature of the legal
relations created between the purchaser and the issuer under a
straight credit should be much the same as that between an assignee
and an issuer. 191

Beginning with formalities, for example, one would expect that
if delivery of the credit to the assignee is necessary under section
5-116(2) to make an effective assignment,192 then delivery of the
credit to the purchaser would also be required to render effective
a transfer of the same right pursuant to a negotiation. Under
section 5-116(3), however, unless the "beneficiary has effectively
assigned his right to draw or his right to proceeds, nothing in this
section limits his right to transfer or negotiate drafts or demands
drawn under the credit. "193 A draftsmen's comment explains that
this subsection "makes clear that the section has no application
to the normal case of negotiation of a draft or the transfer of a
demand for payment unless effective assignment under the section
has taken place." 194 Arguably, therefore, negotiation of a draft or
demand for payment is effective without delivery of the credit to
the purchaser. 195 This variation may reflect the view that delivery
of the documents required under the credit is in some respect a
substitute for delivery of the credit itself. However, if the benefi
ciary has effectively assigned the right to honor by delivery of the
credit to an assignee, or effectively transferred the right to draw,
then presumably section 5-116 does limit the beneficiary's right to
negotiate drafts or demands for payment. Given the uncertainties
regarding this issue under the uee, the most prudent course of
action for a purchaser would be to obtain possession of the credit.

With respect to the effectiveness of an express prohibition of
negotiation in a credit, it is arguable that such a prohibition should
not be effective for the same reasons that a prohibition of assign
ment is ineffective. l96 However, because negotiation involves not

191. See supra part 1I(B)(I).
192. See supra note 136 and accompanying text.
193. V.C.C. § 5-116(3) (1990).
194. [d. § 5-116 cmt. 4. But cf. [d. § 9-309 (holders and purchaser take

priority over earlier perfected security interest).
195. But see Albert J. Givray, et al., Letters of Credit, 46 Bus. LAW. 1579,

1657-58 (1991) (arguing that § 5-116(3) was never intended to permit negotiation
itself to operate as an assignment).

196. See supra note 139 and accompanying text.
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only the transfer of the right to honor, but also the delegation to
the purchaser of the power to perform the condition of delivery
of the beneficiary's documents to the issuer, it is possible that a
prohibition on negotiation may be sufficient to require personal
performance by the beneficiary of even such a ministerial action. 197

On the other hand, because the beneficiary has personally per
formed all other conditions to the credit and made the section 5
111(1) warranty, it is questionable whether a no-negotiation term,
by itself, would give notice that even delivery of the documents
requires the personal performance of the beneficiary. Such a term
would establish the credit as a straight credit, but a more specific
expression may be necessary to convey that the beneficiary must
personally perform a condition, such as delivery, which involves
little discretion.198

With respect to a purchaser's vulnerability to defenses and
claims that could have been asserted against the beneficiary, none
of the dissimilarities between an assignment and a negotiation
under a straight credit appear to justify a rule different from that
applicable to an assignment. l99 Under a straight credit, a purchaser
acquires only the right of the beneficiary and the issuer has not
granted any right to the purchaser or agreed to any waiver of
defense against the purchaser.200 Pursuant to section 5-114(2) of
the uee, however, in the case of fraud not apparent on the face
of the documents, an issuer is given discretion to not honor, and
a court is authorized to enjoin such honor, unless demanded by a

negotiating bank or other holder of the draft or demand
which has taken the draft or demand under the credit and
under circumstances which would make it a holder in due
course (Section 3-302) and in an appropriate case would
make it a person to whom a document of title has been
duly negotiated (Section 7-502) or a bona fide purchaser
of a certificated security (Section 8-302).201

As previously suggested, this provision was probably not in
tended to be limited to drafts or demands for payment which

197. See V.C.C. § 2-210(1) (1990); RESTATEMENT (SECOND) OF CONTRACTS §
319(1) (1979); CORBIN, supra note 2, § 865.

198. Cj. supra notes 100-02 and accompanying text.
199. See supra notes 71-75, 141-45 and accompanying text; see also infra

notes 440-41 and accompanying text (proposed revision of Article 5).
200. See supra notes 188-90 and accompanying text.
201. V.C.C. § 5-1l4(2)(a) (1990).
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constitute negotiable instruments, notwithstanding the use of terms
such as negotiating bank, holder, and holder in due course.202

Thus, a fair paraphrase of this section is that in the case of fraud
not apparent on the face of the documents, a beneficiary or an
assignee would not have a right to honor, but a purchaser would
have a right to honor, so long as the purchaser has taken the
draft or the demand for payment (i) under the credit and (ii) for
value, in good faith, and without notice of defenses or claims.203

Assuming a purchaser takes for value, in good faith, and
without notice of defenses or claims, the remaining issue is the
meaning of "under the credit." One construction is that "under
the credit" simply means in connection with the credit.204 So
construed, a purchaser under even a straight credit would be
entitled to this protection.20s Another construction, however, is
that "under the credit" means under the terms of the credit or
authorized by the credit.206 If this construction is correct, then a
purchaser under a straight credit would not be entitled to the
special protection available under section 5-114(2)(a) of the Dee,
since a straight credit by definition does not extend the issuer's
duty to purchasers, or otherwise authorize the purchase of drafts
or demands for payment.207 So read, section 5-114(2)(a) would
apply only to a purchaser under a negotiation credit.

Both interpretations are supported to some extent by the dic
tionary definition of "under. "208 However, the latter reading is

202. See supra notes 170-75 and accompanying text. This suggestion is made
express in the proposed revision of Article 5. See infra note 440 and accompanying
text.

203. The general requirements for a holder in due course, a person to whom
a document of title has been duly negotiated, and a bona fide purchaser of a
certificated security are that it take for value, in good faith and without notice
of defenses or claims. See D.C.C. §§ 3-302, 7-501(4), 8-302(1) (1990). See also
infra note 440 and accompanying text (proposed revision of Article 5).

204. Cf. D.C.C. § 4-103(1)(c) (May 1949 Draft), reprinted in VII DCC
DRAFTS 1984, supra note 129, at 476 ("a draft is drawn 'under a credit' with
respect to any person who knows of its connection with the credit").

205. See WHITE & SUMMERS, supra note 1, § 19-9.
206. See D.C.C. § 5-111(1) (Official Draft 1952), reprinted in XV DCC

DRAFTS 1984, supra note 129, at 527 (an issuer must honor if demanded "by a
negotiating bank ... which is a holder in due course and acts under a credit
extending by its terms to a negotiating bank ...."); DOLAN, supra note 3, para.
8.01[6]; Henry Harfield, Identity Crisis in Letter oj Credit Law, 24 ARIZ. L.
REv. 239, 246-48 (1982); see also infra notes 441-42 and accompanying text
(proposed revision of Article 5).

207. DOLAN, supra note 3, para. 8.01[6]; see also infra notes 441-42 and
accompanying text (proposed revision of Article 5).

208. See, e.g., WEBSTER'S NINTH NEW COLLEGIATE DICTIONARY 1285 (1988).
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more consistent with both negotiable instruments law, which pro
vides that even a holder in due course of a draft acquires no right
under the draft against the drawee,209 and general contract law,
which indicates that under a straight credit a purchaser's right
under the credit does not rise above that of an assignee, which
would be subject to fraud.210 Further, construing "under the credit"
to mean "in connection with the credit" would render the phrase
virtually superfluous and eliminate any significant distinction be
tween a negotiation credit and a straight credit. By preserving this
distinction, the applicant and the issuer retain the flexibility to (i)
issue a negotiation credit, and thereby enhance the liquidity of the
credit because of the increased protection it offers to purchasers,
or (ii) where such increased liquidity is not desired, issue a straight
credit, and thereby reduce the risk of the credit because of the
inability of a purchaser to acquire any greater right under the
credit than that of the beneficiary.

The general principles of assignment applicable to issues such
as modification, discharge, implied warranty, and successive trans
fers of the same right,211 should also apply in the case of a
negotiation under a straight credit, since the differences between
these modes of transfer do not appear to call for different results.212

With respect to discharge and successive transfers, however, a few
provisions of Article 5 specifically address negotiation. Under
section 5-108 a distinction is drawn between notation credits and
non-notation credits. A notation credit is a credit which requires
any person purchasing or paying drafts or demands under it to
note the amount of the draft or demand on the credit.213 Pursuant
to section 5-108(3)(a), if the credit is not a notation credit (and
most credits are not), then the issuer may honor "drafts or
demands for payment presented to it in the order in which they
are presented and is discharged pro tanto by honor of any such
draft or demand. "214 This provision is aimed at the situation in
which a beneficiary exhausts a credit by negotiating a draft or
demand to a purchaser and then the beneficiary negotiates another

209. See supra note 190 and accompanying text.
210. See supra note 199 and accompanying text.
211. See supra part II(B)(I).
212. See supra note 188-91 and accompanying text. But cf. DOLAN, supra

note 3, para. 5.02[1] (any change in the credit might affect the negotiating bank,
whose consent presumably would be necessary).

213. D.C.C. § 5-108(1) (1990). This section was deleted in the revision of
Article 5. See U.C.C. Draft 1993 supra note 13.

214. D.C.C. § 5-108(3)(a) (1990).
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draft or demand to a subsequent purchaser. 21S Section 5-108(3)(a)
protects the issuer if it pays such drafts or demands in the order
in which they are presented rather than in the order of negotia
tion.216 As between the two purchasers themselves, however, section
5-108(3)(b) grants priority to the first purchaser even though the
subsequent purchaser is the first to present the draft to the issuer.217

Finally, as previously mentioned, under section 5-116(3) an effec
tive assignment of the right to proceeds or transfer of the power
to draw may limit the power of the beneficiary to negotiate.218

b. Negotiation Under a Negotiation Credit

A negotiation credit is a credit that indicates that the issuer's
duty to honor extends to purchasers of a draft or a demand for
payment under the credit.219 The traditional language used to signal
a negotiation credit is: "'We hereby agree with the drawer, indor
sers and bona fide holders of drafts drawn under and in compliance
with the terms of this credit that the same will be duly honored
on due presentment' ...."220 No particular language is required,
however, and a check mark in a box next to the term "negotiation"
would be sufficient.221 Some controversy exists as to whether a
credit which is silent as to negotiation is a straight credit or a
negotiation credit, but, as a practical matter, most credits are easily
identified as one or the other.222 In view of the potential importance
of this distinction, Article l1(a) of the UCP instructs that all
credits "must clearly indicate" whether they are available by
negotiation.223

As the above definition makes clear, the defining characteristic
of a negotiation credit is that under the credit the issuer grants to
the purchaser the right to have the issuer honor the credit. Under
a straight credit, the only right under the credit acquired by a

215. See id. § 5-108 cmt. 1.
216. See id. § 5-108(3)(a).
217. See id. § 5-108(3)(b).
218. See supra notes 193-96 and accompanying text.
219. See supra notes 176, 187 and accompanying text.
220. v.c.c. Draft 1993, supra note 13, § 5-103 cmt. 9.
221. See WmTE & SUMMERS, supra note 1, § 19-9.
222. See KOZOLCHYK, supra note 1, § 22.02[lHc], n. 31. Under the proposed

revision of Article 5, a nominate peson is a person whom the issuer authorizes
to give value under credit. See V.C.C. Draft 1993, supra note 13, § 5-103(10);
infra notes 435-38 and accompanying text.

223. U.C.P. art. l1(a) (1983).
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purchaser is the right of the beneficiary.224 Under a negotiation
credit, it appears that a purchaser acquires two rights to perform
ance under the credit-the right of the beneficiary by virtue of the
beneficiary's negotiation of a draft or demand for payment, and
the independent right of the purchaser by virtue of the issuer's
issuance of a negotiation credit.22S Thus, the legal effects resulting
from negotiation under a negotiation credit should include not
only those discussed above with respect to negotiation under a
straight credit,226 but also the issuer's grant to the purchaser of (i)
an independent right to have the issuer honor the credit upon
performance by the beneficiary of all the conditions of the credit
except delivery of the beneficiary's documents to the issuer, and
(ii) the power to perform the condition of delivery of the benefi
ciary's documents to the issuer.227

With respect to a bank's or other third party's willingness to
negotiate a draft or demand under a negotiation credit, the pos
sibilities for recourse by the purchaser against the beneficiary are
the same as those in the case of negotiation under a straight
credit.228 However, with respect to the legal relations created be
tween the purchaser and the issuer, a significant difference exists.
As referenced above, a purchaser under a negotiation credit owns
not only the beneficiary's right against the issuer but also the
purchaser's independent right granted by the issuer under the

224. See supra notes 188-90 and accompanying text.
225. Although a purchaser may have two rights, both rights would be

satisfied by the same performance by the issuer-honoring the credit.
226. See supra part II(B)(2)(a).
227. Under a straight credit, a purchaser acts as the beneficiary's delegate

when it delivers the beneficiary's documents to the issuer. See supra note 180
and accompanying text. Under a negotiation credit, the issuer's grant under the
credit of an independent right to the purchaser implies an independent power to
deliver the beneficiary's documents to the issuer. This distinction between the
powers of the two purchasers, however, does not seem as critical as the distinction
between their rights. A purchaser under a straight credit acquires only the right
of the beneficiary, subject to the same limitations as the beneficiary. See supra
notes 188-90 and accompanying text. A purchaser under a negotiation credit
additionally acquires an independent right as purchaser against the issuer. See
supra text accompanying note 225. This additional right is the defining charac
teristic of a negotiation credit. See supra text accompanying notes 224-25.

228. See supra notes 184-86 and accompanying text; see also U.C.C. Draft
1993, supra note 13, § 5-103 cmt. 9 ("[T]he nominated person [a purchaser under
a negotiation credit] may have rights to recourse against the beneficiary .•• For
example, a nominated person might agree with the beneficiary that it could debit
the beneficiary's account or have other recourse if the issuer refused to pay upon
presentment.").
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credit.229 Hence, while the beneficiary's right should place the
purchaser in the position of an assignee, the purchaser's inde
pendent right under the credit confers a different status. Because
the purchaser's own right is not derived from the beneficiary's,
there is no reason why it must be subject to the same limitations
as that of the beneficiary. This is suggested under Article 10(a)(iv)
of the UCP, which provides that if the credit is a negotiation
credit then the undertaking of the issuer is to pay purchasers
"without recourse. "230 Further, Article 11(d) of the UCP states
that by issuing a negotiation credit, the issuer (i) authorizes a
purchaser to negotiate against documents which appear on their
face to be in accordance with the terms of the credit, and (ii)
undertakes to reimburse the purchaser in accordance with the
provisions of the UCP .231 Article 16(a) of the UCP similarly
declares that if a purchaser under a negotiation credit "negotiates
against documents which appear on their face to be in accordance
with the terms and conditions of a credit, the party giving such
authority shall be bound to reimburse" the purchaser.232

Under the DCC, as discussed above, section 5-114(2) provides
that in the case of fraud not apparent on the face of the documents,
a beneficiary or an assignee would not have a right to honor, but
a purchaser would have a right to honor so long as the purchaser
has taken the draft or demand for payment (i) under the credit
and (ii) for value, in good faith, and without notice of defenses
or claims.233 Although the better argument is that a purchaser
under a straight credit does not meet the requirement that the
purchaser take "under the credit," it is without controversy that
a purchaser under a negotiation credit does.234 Hence, a purchaser
under a negotiation credit who takes for value, in good faith, and
without notice of defenses or claims has a greater right than the
beneficiary, an assignee, or a purchaser under a straight credit.
This distinction is easily explained by the theory that a purchaser's
rights under a negotiation credit include not only the right of an
assignee, which is subject to the same limitations as that of the

229. See supra note 225 and accompanying text.
230. V.C.P. art. 10(a)(iv) (1983). But cf. U.C.P. Draft, supra note 15, art.

9(a)(iv) (deletes phrase "without recourse").
231. V.C.P. art. l1(a) (1983).
232. V.C.P. art. 16(a) (1983).
233. See supra note 203 and accompanying text.
234. See DOLAN, supra note 3, para. 8.01[6]; Ryan supra note 188, at 123

24; supra notes 206-10 and accompanying text.
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beneficiary, but also an independent right to honor granted by the
issuer under the credit, which is not so limited.23s

This is the principal difference between negotiation under a
straight credit and negotiation under a negotiation credit. Most
other aspects of the legal relations between a purchaser and an
issuer, such as required formalities, discharge, implied warranty,
and successive transfers do not appear to be affected. Another
difference, however, exists with respect to modification of a credit.
Under both the UCC and the UCP, a revocable credit may be
modified or revoked by the issuer without notice to any other
party.236 However, if a revocable credit is also a negotiation credit,
then, notwithstanding any modification or revocation of the credit,
a purchaser is entitled to honor of any draft or demand negotiated
prior to receipt of notice of the modification or negotiation.237
This rule is another dramatic illustration of the extent to which
the right of a purchaser under a negotiation credit may exceed
that of the beneficiary or an assignee. This distinction, however,
may result more from a general hostility to revocable credits than
from the grant of an independent right to the purchaser.238 A
similar rule is not stated under the UCC or the UCP with respect
to an irrevocable credit.239 As discussed in connection with assign
ments, however, .if a credit is viewed as a symbolic writing for
this purpose, then considerable protection against modification is
afforded an assignee or purchaser who takes possession of the
credit.240

Thus, the chief advantage to a purchaser under a negotiation
credit is that the purchaser has an independent right to honor by

235. See supra note 225 and accompanying text. An alternative explanation
is that by issuing a negotiation credit, the issuer simply agrees to a waiver of
defenses against a purchaser, as permitted under V.C.C. §§ 9-206, -318(1) (1990)
and RESTATEMENT (SECOND) OF CONTRACTS § 336 cmt. f (1979).

236. V.C.C. § 5-106(3) (1990); V.C.P. art. 9(a) (1983).
237. V.C.C. § 5-106(4) (1990); V.C.P. art 9(b) (1983).
238. Cf. ABA Task Force, supra note 12, at 1568 ("Revocable credits are

outside the mainstream of commerce ..•.").
239. But see U.C.C. Draft 1993. supra note 13, § 5-106(e) (extends this rule

to irrevocable credits). One practical problem with the rule, notwithstanding that
modification of a credit a purchaser is entitled to honor of a demand negotiated
prior to receipt by the purchaser of notice of the modification, is that in the
case of a generally negotiable credit (where the purchaser is not specifically
nominated in the credit), the issuer would not know to whom to give notice. If
the credit is viewed as a symbolic writing, then the issuer could protect itself by
requiring the original credit be delivered to it prior to any modification. See
supra notes 149-50 and accompanying text.

240. See supra notes 149-50, 239 and accompanying text.
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the issuer. So long as the purchaser takes for value, in good faith,
and without notice of defenses or claims, and so long as the
documents appear on their face to comply with the terms of the
credit, the purchaser under a negotiation credit is entitled to honor
notwithstanding fraud that is not disclosed on the face of the
documents. All other things being equal, this advantage should
increase the value a purchaser is willing to give against either a
draft or a demand for payment. For this reason, the utility of the
credit to the beneficiary is enhanced since the beneficiary may now
obtain much of the benefit of the credit without dealing with the
issuer, who may be distantly located. This enhanced utility is not
without increased risk to both the issuer and the applicant, but
the applicant does not incur the expense of a confirmation, which
might otherwise be required.

c. Summary of Relations Resulting from Negotiation

Based on the foregoing, following a negotiation to a purchaser
under a straight credit, the resulting legal relations among the
issuer, the beneficiary, and the purchaser are as follows:

Between the beneficiary and the issuer, (i) the beneficiary's
conditional right to honor is extinguished and the issuer's correl
ative duty is discharged; (ii) the beneficiary has (a) exercised the
power to draw by performing all of the conditions under the credit
except delivery of the beneficiary's documents to the issuer, and
(b) made the section 5-111(1) warranty; and, (iii) the issuer has
the liability correlative to the beneficiary's power to draw, and the
conditional right correlative to the beneficiary's duty to make the
section 5-111(1) warranty.

Between the issuer and the purchaser, (i) the purchaser has the
beneficiary's conditional right to honor, the power delegated by
the beneficiary to deliver the beneficiary's documents to the issuer,
and the conditional duty to make the limited warranty under
section 5-111(2) of the vee upon the purchaser's delivery to the
issuer of the beneficiary's documents; and, (ii) the issuer has the
conditional duty to honor correlative to the purchaser's conditional
right, the liability correlative to the purchaser's delegated power
to deliver the beneficiary's documents, and the conditional right
correlative to the purchaser's duty to make the limited warranty
under vee section 5-111(2).

Between the beneficiary and the purchaser, (i) the purchaser
has the right to the beneficiary's section 5-111(1) warranty, the
express or implied warranty on assignment and any warranty or
recourse applicable under Articles 3, 4, 7 or 8 of the vee or
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specifically agreed to by the beneficiary, and the implied duty to
present the beneficiary's documents to the issuer; and, (ii) the
beneficiary has the duty correlative to the purchaser's right to any
applicable warranties or recourse, and the right correlative to the
purchaser's implied duty to present the beneficiary's documents to
the issuer.

Under a negotiation credit, in addition to all of the above
legal relations, between the issuer and the purchaser, (i) the pur
chaser has both an independent conditional right to honor under
the credit and the power granted by the issuer to deliver the
beneficiary's documents to the issuer; and, (ii) the issuer has both
the conditional duty to honor correlative to the purchaser's inde
pendent right and the liability correlative to the purchaser's power
to deliver the beneficiary's documents.

3. Transfer

A transferable credit is a credit that is expressly designated as
transferrable and thereby permits the substitution of a new party
(the transferee) for the beneficiary with respect to all three of the
primary legal relations between the beneficiary and the issuer-the
conditional right to honor, the power to draw on the credit by
performing the conditions of the credit, and the duty to make the
section 5-111(1) warranty.241 A transferable credit, therefore, differs
from both assignment and negotiation. Like transfer, assignment
and negotiation involve, in some sense, the substitution of a third
party for the beneficiary with respect to the conditional right to
honor.242 Unlike transfer, however, neither assignment nor nego
tiation permits the substitution of a new party for the beneficiary
with respect to the power to draw or the duty to make the section
5-111(1) warranty.243 In an assignment of the right to honor, the
beneficiary retains both the power to draw on the credit and the
conditional duty to make the section 5-111(1) warranty.244 Thus,
the assignee's right against the issuer is dependent upon the be
neficiary's future performance. Upon the negotiation of a draft
or demand for payment, the beneficiary exercises its power to
draw on the credit by performing the conditions of the credit,

241. See U.C.C. §§ 5-111(1), 5-116(1), cmts. 1-2 (1990); U.C.P. art. 54(a)
(1983).

242. See supra part II(B)(I)-(2).
243. See supra part I1(B)(1)-(2).
244. See supra notes }67-68 and accompanying text.
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delivering the documents to the purchaser, and making the section
5-111(1) warranty.245 Thus, the purchaser's right against the issuer
is dependent upon the beneficiary's prior performance. Conversely,
under a transferrable credit the issuer agrees to accept the per
formance of the transferee for that of the beneficiary.

a. UCC and UCP Provisions Relating to Transfer

Surprisingly, the VCC has little to say about transfer. Aside
from section 5-116(1), which provides that the power to draw can
be transferred only when a credit is expressly designated as "trans
ferable or assignable, "246 Article 5 is virtually silent concerning
transfer.247 With respect to required formalities, the provisions
relating to the effectiveness of an assignment do not by their terms
extend to a transfer,248 and no other guidance is provided for
accomplishing a transfer. Notwithstanding this statutory gap, the
prevailing practice is for the beneficiary to request a transfer from
the issuer and for the issuer to then issue a new credit to the
transferee. 249 The transferee's vulnerability to defenses against the
beneficiary, modification, discharge, or successive transfer are not
expressly addressed by Article 5.

Section 5-111(1) of the VCC provides that the beneficiary, by
"transferring or presenting" a draft or demand for payment,
makes the required warranty that the necessary conditions of the
credit have occurred.2So The reference to transferring in this section,
however, is clearly to negotiating a draft or demand to a purchaser,
not to transferring a transferable credit. In the case of a transfer
under a transferable credit, it is the transferee who exercises the
power to draw under the credit and who therefore, by presenting
the draft or demand for payment, makes the warranty that the
necessary conditions of the credit have been performed. The orig
inal beneficiary neither negotiates nor presents a draft or demand
for payment, and therefore makes no warranty under the terms
of section 5-111(1). Other recourse to the beneficiary for the benefit

245. See supra notes 177-80 and accompanying text.
246. V.C.C. § 5-116(1) (1990); see supra note 116 and accompanying text.
247. Transfer is also referenced in both VCC § 5-116(3) ("except where

beneficiary has effectively assigned [transferred] his right to draw or his right to
proceeds, nothing in this section limits his right to transfer or to negotiate drafts
or demands"), and in comments 1 and 2 to § 5-116.

248. See V.C.C. § 5-116(2) (1990).
249. See DOLAN, supra note 3, para. 10.03[2].
250. V.C.C. § 5-111(1) (1990).
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of the transferee, including express or implied warranties such as
those upon assignment,251 would be governed by the agreement
concerning transfer between the beneficiary and the transferee.

Although Article 54 of the VCP is more extensive than the
VCC provisions, much of the Article is devoted to practicalities
such as the preservation of the confidentiality of the identity of
the beneficiary's customer or the amount of the supplier's invoice
to the beneficiary.2S2 Like the VCC, the VCP allows a credit to
be transferred only if it is expressly designated as transferable.253

The precise meaning of this provision under the VCP, however,
is muddled by Article 54(c), which states that an issuer that has
been requested to effect a transfer "shall be under no obligation
to effect such transfer except to the extent and in the manner
expressly consented to by such bank."254 At least one court has
construed Article 54(c) to mean that, even under a credit expressly
designated as transferable, the beneficiary has only the power to
propose a transfer while the issuer retains the power to accept or
reject.25S Also, under .the VCP, a transferable credit can be trans
ferred only once, although multiple transfers in part are permitted
and are treated in the aggregate as one transfer.256 Significantly,
the transferee is identified as the "second beneficiary" throughout
Article 54.257

b. Transfer as Assignment and Delegation or Novation

Because a transfer permits a transferee to exercise the power
to draw by performing the conditions of the credit and making
the section 5-111(1) warranty, the legal relations that result from
a transfer are not fully explained by the principles applicable to
assignment or negotiation. From the perspective of contract law,

251. See supra note 84 and accompanying text. See also Kozolchyk, supra
note 102, at 357 ("vis-a-vis his transferee, he [the beneficiary] has a duty not to
interfere as well as to cooperate with the •.. [transferee's] tender").

252. See U.C.P. art. 54(e), (f) (1983).
253. ld. art. 54(b).
254. ld. art. 54(c).
255. Bank Negara Indonesia 1946 v. Lariza (Singapore) Private Ltd., [1988]

1 W.L.R. 374 (P.C.). For criticism of this case, see DOLAN, supra note 3, para.
10.03[2] and Schmitthoff, supra note 5, at 52-54. The conclusion of the Lariza
court has been affirmed in the proposed revision to the UCP. See infra notes
414-17 and accompanying text.

256. U.C.P. art. 54(e) (1983).
257. U.C.P. art. 54 passim (1983). See infra notes 284-88 and accompanying

text.
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the question is whether a transfer more closely resembles an
assignment and delegation or a novation.

Support for treatment of a transfer as an assignment and
delegation can be found in the comments to section 5-116 of the
vee, which state that if a credit is designated as transferable,
"the normal rules of assignment apply and both the right to draw
and the performance of the beneficiary can be transferred, subject
to the beneficiary's continuing liability, if any, for the nature of
the performance. "258 This theory is also consistent with the restric
tion under both the vee and the vep that a credit is transferrable
only if it is expressly designated as such.259 As previously noted,
a delegation of performance of a condition or a duty is not
effective if there is a substantial interest in personal performance.26O
And, it has long been recognized that both the applicant and the
issuer may have a keen interest in having the original beneficiary,
rather than a stranger, control performance of the documentary
conditions, exercise the power to draw on the credit, and make
the section 5-111(1) warranty.261 Hence, these acts can be delegated
only if the issuer consents.262

However, a number of other factors argue against this view.
First, characterizing a transfer as an assignment and delegation
makes the transferee a mere assignee for purposes of the right to
honor. The transferee would stand in the shoes of the beneficiary
and, absent the issuer's agreement to the contrary, would obtain,
no greater right than that of the beneficiary.263 Nor is any enhanced
protection afforded by section 5-114(2) of the vee, which by its
terms extends to purchasers of a draft or a demand for payment
but not to transferees or assignees.264 Notwithstanding the fore
going, however, one of the few courts to address this issue rejected
the characterization of a transferee as an assignee,265 ruling instead

258. V.C.C. § 5-116 cmt. 2 (1990). But see U.C.C. Draft 1993, supra note
13, § 5-112, cmt. 2 (transfer is analogous to a novation and should be distin
guished from assignment).

259. See supra notes 246, 253 and accompanying text.
260. See supra part II(A)(2), (3).
261. See supra note 97 and accompanying text.
262. If a transferable credit is issued, the applicant's consent can also be

inferred from its request for or approval of a transferable credit. See U.C.C.
Draft 1993, supra note 13, § 5-112 cmt. 2.

263. See supra notes 74-75, 141-43 and accompanying text.
264. See supra text accompanying note 20l.
265. See Cromwell v. Commerce & Energy Bank, 464 So. 2d 721, 736 (La.

1985). In Cromwell, the beneficiary requested a transfer and the issuer apparently
issued new credits in favor of the transferee. ld. at 727.



HeinOnline --- 39 Wayne L. Rev. 39 (1992-1993)

1992] LETTERS OF CREDIT 39

that a transferee is a beneficiary in its own right and, therefore,
not subject to defenses available against prior beneficiaries.266 This
is also the prevailing view among commentators.267

Second, if a transferee is viewed as a delegate of the beneficiary
with respect to the duty to make the section 5-111(1) warranty,
then a transfer of the credit would not discharge the beneficiary
of that conditional duty.268 Rather, the general rule is that if the
delegate does not perform, the delegator remains liable.269 How
ever, as previously referenced, where the performance required by
a duty is itself a promise, such as a warranty, then an attempt to
substitute a new promisor is really an attempt to transfer the duty
itself, not merely an attempt to delegate performance.27o This also
appears to be the case with respect to the duty to make the section
5-111(1) warranty. After a transfer, the original beneficiary neither
negotiates nor presents a draft or a demand for payment271 and,
therefore, under the terms of section 5-111(1) makes no warranty.272
The transferee is the party who, after a transfer, presents a draft
or demand for payment and therefore is the one who makes the
section 5-111(1) warranty.273 If the transferee breaches this war
ranty, it would be liable, but the beneficiary would not be liable
because the beneficiary has made no promise. From a policy
perspective, this appears to be the correct result because it is the
transferee, not the beneficiary, who has exercised the power to
perform the conditions of the credit, and over which performance
the beneficiary has no control. If the issuer agrees to look solely
to the transferee, which seems to be an implication of the issuance
of an expressly transferable credit, then this arrangement is prob
ably better described as a novation than as a delegation.

A novation is a contract that is itself accepted by the obligee
in satisfaction of the obligor's existing duty, and that includes a
new party.274 In Restatement terms, a novation is a substituted
contract,275 rather than a substituted performanc&76 or an accord,277

266. See supra note 265.
267. See, e.g., DOLAN, supra note 3, para. 10.05; KOZOLCHYK, supra note

1, § 21.03[1]; Goode, supra note 1, at 151-52; Ryan, supra note 188, at 126-27.
268. See supra notes 103-08 and accompanying text.
269. See supra notes 103-08 and accompanying text.
270. See supra notes 112-14 and accompanying text.
271. See supra notes 241-45 and accompanying text.
272. See supra text accompanying notes 250-51.
273. See supra text accompanying notes 250-51.
274. See RESTATEMENT (SECOND) OF CONTRACTS §§ 279-80 (1979).
275. See id. § 279 cmt. a.
276. See id. § 278.
277. See id. § 281.
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and, therefore, discharges the original duty and replaces it with a
new duty based on the substituted contract.278 The analysis is only
slightly more complex in a compound novation where each of two
parties has a right against the other, and a third party is substituted
with respect to the right against and the duty to one of them.279
This scenario describes the transfer of a credit, in which the
transferee acquires a conditional right to honor, the power to draw
on the credit and the conditional duty to make the section 5-111(1)
warranty in substitution for the original right, power, and duty of
the beneficiary.

Viewed as a novation, the substituted credit discharges the
original duties of both the issuer and the beneficiary, to the extent
of the transfer, and replaces them with new duties owed by the
issuer and the transferee based on the substituted credit. Because,
to the extent of the transfer, the original conditional rights of
both the beneficiary and the issuer are terminated and a new duty
is imposed upon the issuer, both the beneficiary and the issuer
must assent to the transfer.280 For this purpose, it should be
sufficient if the issuer issues a credit that is expressly transferable
and the beneficiary requests a transfer.281 Although the transferee
is subject to a conditional duty to make the section 5-111(1)
warranty, if it elects to exercise its power to draw on the substituted
credit,282 its assent to the issuance of the substituted credit is not
required because a credit is established as regards the beneficiary
(i.e., the transferee) upon receipt of the credit or an authorized
advice.283

Hence, characterizing a transfer as a novation makes the
transferee not an assignee or a delegate but, in UCP terms, a
second beneficiary.284 As a second beneficiary, the transferee's
right, power, and duty derive from the substituted credit, not the
original credit. With respect to the right to honor, the transferee
is not a purchaser entitled to the special protection of section 5
114(2) of the UCC,285 but nonetheless is not subject to defenses

278. See id. § 279; FARNSWORTH, supra note 48, § 4.24.
279. See RESTATEMENT (SECOND) OF CONTRACTS § 280 cmt. f (1979).
280. See id. § 280 cmt. c.
281. Incidentally, the applicant's assent may also be inferred from its request

for or approval of the issuance of a transferrable credit. See supra note 262 and
accompanying text.

282. See U.C.C. § 5-111(1) (1990).
283. See supra note 22.
284. See U.C.P. art. 54 (a) (1983).
285. See U.C.C. § 5-114(2) (1990); supra note 264 and accompanying text.
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against the original beneficiary because the transferee's right to
honor is not based on the original credit.286 With respect to the
conditional duty to make the section 5-111(1) warrantY,287 to the
extent of the transfer, the original beneficiary's duty under the
original credit is discharged, and only the transferee is subject to
such duty under the substituted credit. Accordingly, it appears that
both the practice relating to transfer and the legal relations resulting
therefrom are better analogized to novation than to assignment
and delegation.288

c. Summary of Relations Resulting from Transfer

Viewed as a novation, following a transfer to a transferee
under a transferable credit, the resulting legal relations among the
issuer, the beneficiary, and the transferee are, to the extent of the
transfer, as follows:

Between the beneficiary and the issuer, (i) the beneficiary's
conditional right to honor and power to draw on the credit by
performing the conditions of the credit are extinguished and the
beneficiary's conditional duty to make the section 5-111(1) war
ranty is discharged; and, (ii) the issuer's conditional duty to honor
correlative to the beneficiary's right and the issuer's liability cor
relative to the beneficiary's power to draw are discharged, and the
issuer's conditional right correlative to the beneficiary's duty to
make the section 5-111(1) warranty is extinguished.

Between the issuer and the transferee, (i) the transferee has the
conditional right to honor, the power to draw by performing the
conditions of the substituted credit, and th~ conditional duty to
make the section 5-111(1) warranty upon the transferee's present
ment to the issuer of the documents required under the substituted
credit; and, (ii) the issuer has the conditional duty to honor
correlative to the transferee's conditional right, the liability cor
relative to the transferee's power, and the conditional right cor
relative to the transferee's conditional duty to make the section 5
111(1) warranty.

Between the beneficiary and the transferee, (i) the transferee
has the right to any express or implied warranty or other recourse
specifically agreed to by the beneficiary; and, (ii) the beneficiary

286. See supra note 284 and accompanying text.
287. See V.C.C. § 5-111(1) (1990).
288. See U.C.C. Draft 1993, supra note 13, § 5-112 cmt. 2; DOLAN, supra

note 3, para. 10.03[1]; Goode, supra note 1, at 151.
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has the duty correlative to the transferee's right to any applicable
warranties and recourse.

III. TRANSFER By OPERATION OF LAW

A. Letter of Credit Law
The VCC and the VCP currently do not expressly address

transfers by operation of law.289 As indicated above, the power to
draw (as opposed to the right to proceeds) and the power to
perform the duty to make the section 5-111(1) warranty are re
stricted to the original beneficiary unless the credit is expressly
transferable.29O

At least three reasons have been offered for the strong pre
sumption against transferability. First, the issuer or the applicant
may have a substantial interest in having the original beneficiary,
rather than a stranger, exercise the power to draw on the credit,
control performance of the documentary conditions, and make the
section 5-111(1) a warranty.291 Second, the issuer or applicant may
lose a set-off right or other defense, which would be good against
only the original beneficiary and not a transferee.292 Third, in
connection with the independence principle and the rule Of strict
compliance, it is important that the issuer be able to easily ascertain
the party authorized to draw based only upon an examination of
the face of the documents and the credit.293

Concerns about the interest of the issuer or applicant in having
the original beneficiary control performance are ameliorated some
what when the transfer by operation of law is to a court-supervised
trustee or receiver. Regarding the loss of a right of set-off or
defense, the general rule (at least outside of the "special" powers
of the FDIC) is that, unlike a transferee by act of the parties,294
a transferee by operation of law, such as a trustee in bankruptcy,
takes no greater rights than the debtor.295 However, the importance

289. But see U.C.C. Draft 1993, supra note 13, § 5-113 (successor of the
beneficiary) discussed infra Part IV.

290. See supra notes 241, 246, 253, 259-62 and accompanying text.
291. See supra notes 97-99, 259-62 and accompanying text.
292. See DOLAN, supra note 3, § 10.03[3].
293. See id. paras. 10.03[1]-[3].
294. See supra notes 265-67 and accompanying text.
295. See, e.g., infra notes 312-14 and accompanying text (a trustee in

bankruptcy takes no greater rights than the debtor itself had). For a discussion
of the "special" powers of the FDIC, which may give the receiver of an insolvent
bank greater rights than those of the bank, see BARRY S. ZISMAN, BANKS AND

TmuFrs: GOVERNMENT ENFORCEMENT AND RECEIVERSHIP §§ 19.01-27.08 (1992).
See also infra notes 476-79 and accompanying text (successor of beneficiary does
note have any right that is independent of the beneficiary's).
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of the easy ascertainment of the party authorized to draw remains
problematical even in the context of a transfer by operation of
law. Anything less than a bright-line rule may subject the issuer
to difficult questions of international, corporate, insurance, bank
ing or bankruptcy law.296 For this reason, there has been consid
erable opposition tOa.lly depa.rture from the strict compliance rule
even in the context of an involuntary transfer of the power to
draw by operation of law.297

However, these policy considerations collide with countervailing
principles when the beneficiary is either a corporation which be
comes a debtor under the Bankruptcy Code,298 an insurance com
pany or a bank for which a receiver is appointed under applicable
insurance or banking law,299 a corporation which is dissolved or
merged under state corporation law,300 or a government which is
replaced by a successor.301 In each of these instances, there is likely
to be a rule of law providing that upon the occurrence of such an
event, the assets and rights of the beneficiary vest in its successor
by operation of law.

Under letter-of-credit law, the right to proceeds is of course
freely assignable,302 but without the consent of the issuer the power
to draw and the duty to make the section 5-111(1) warranty are
not.303 Thus, the real difficulty is not whether the successor may
succeed to the right to honor-even under a nontransferable credit
it may-but whether the successor may perform the generally
nondelegable conditions of the credit and the duty to make the
section 5-111(1) warranty.

Few courts analyze the problem in these terms, assuming
instead that a credit is simply an asset or right of the beneficiary
and therefore subject to the rule that assets and rights vest in the
successor as a matter of law.304 Because under a credit material
conditions or duties remain unperformed on both sides, however,
credits may be better analogized to exe~utory contracts rather than

296. See infra part IV(B) (proposed draft of Article 5).
297. See DOLAN, supra note 3, para. 10.03[3]; ABA Task Force, supra note

12, at 1632. But see u.c.o. Draft 1993, supra note 13, § 5-113 (successor of the
beneficiary); infra part IV(B) (proposed revision of article 5).

298. See infra part II1(B).
299. See infra part II1(C) and (D).
300. See infra part II1(E)(I).
301. See infra part II1(E)(2).
302. See supra part II(B)(I).
303. See supra part II(B)(3).
304. See, e.g., infra notes 364-66 and accompanying text.
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to simple rights or assets.30S How the issue is framed may affect
the outcome in some instances, and the following discussion focuses
on this problem under the Bankruptcy Code, where the difference
between executory contracts and simple assets is pronounced.

B. Beneficiary Subject to Bankruptcy Code

1. II U.S.C. § 541-Property of the Estate

Under § 541 of the Bankruptcy Code,306 all legal or equitable
interests of the debtor in property as of the commencement of the
case becomes property of the estate. As stated in the legislative
history to § 541, the scope of this provision is broad and includes
all kinds of property, including tangible or intangible property,
choses in action and claims by the debtor against others.307 Powers
are not specifically enumerated in § 541(a), but § 541(b)(l) specif
ically excludes "any power that the debtor may exercise solely for
the benefit of an entity other than the debtor.' '308 By implication,
therefore, property of the estate also encompasses all powers of
the debtor except a power that the debtor may exercise solely for
the benefit of another, such as a power of appointment.309

The right to honor and the power of the beneficiary to draw
under a credit appear to fit within this broad definition of property.
As to the letter-of-credit law restriction on the power to draw,31O
§ 541(c)(1)(A) further provides that an interest of the debtor in
property becomes property of the estate notwithstanding any pro
vision in an agreement or applicable nonbankruptcy law that
restricts transfer of such interest by the debtor (other than a
restriction on the transfer of a trust that is enforceable under
applicable nonbankruptcy law).31l

305. See infra notes 317-22 and accompanying text. But cf. Stephen M.
McJohn, The Flip Side of the Twist Cap: Letters of Credit as Executory Contracts
in Bankruptcy, 38 WAYNE L. REv. 1379, 1383-96 (1992) ("The letter of credit at
best fits awkwardly into this framework [of an executory contract for purposes
of the Bankruptcy Code].").

306. 11 U.S.C. § 541 (Supp. 1991).
307. H.R. REp. No. 95-595, 95th Cong., 1st Sess. 367-68 (1977), reprinted

in 1978 U.S.C.C.A.N. 5963, 6322-24; S. REp. No. 95-989, 95th Cong., 2d Sess.
82-83 (1978), reprinted in 1978 U.S.C.C.A.N. 5787, 5868-69.

308. 11 U .S.C. § 541(b)(1).
309. See H.R. REp. No. 95-595, supra noe 307, at 368-69, reprinted in

U.S.C.C.A.N. at 6323-25.
310. See supra notes 246, 253, 259-61 and accompanying text.
311. 11 U.S.C. § 541 (c)(I)(A) (1988).
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As further noted in the legislative history to § 541, however,
this provision was not intended to expand the debtor's rights
against others.312 The trustee in bankruptcy, the representative of
the estate under § 323 of the Bankruptcy Code,313 takes no greater
rights under § 541 than the debtor itself had.314

Considering only § 541, therefore, it appears that in the event
a beneficiary of a nontransferable credit becomes a debtor under
the Bankruptcy Code, the rights and powers of the beneficiary
under the credit should become property of the estate, notwith
standing any provision in the credit or applicable nonbankruptcy
law that restricts transfer. Thus, considering a credit as an asset
of the debtor-beneficiary, the trustee in bankruptcy should succeed
to the right to honor and the power to draw under a nontransfer
able credit. But, like the debtor, the trustee in bankruptcy should
not be able to transfer the credit to any other entity.31S

2. '11 U.S.C. § 365-Executory Contracts

Under § 365(a) of the Bankruptcy Code, the trustee, subject
to the court's approval, may assume or reject any executory
contract of the debtor.316 The traditional definition of an executory
contract is that offered by Professor Countryman-"a contract
under which the obligation of both the bankrupt and the other
party to the contract are so far unperformed that the failure of
either to complete performance would constitute a material breach
excusing the performance of the other. "317

312. H.R. REp. No, 95-595 (1988), supra note 307, at 367-68, reprinted in
1978 U.S.C.C.A.N. at 6322-24; S. REp. No. 95-989, supra note 307, at 82-83,
reprinted in 1978 U.S.C.C.A.N. at 5868-69.

313. See generally Commodities Futures Trading Comm'n v. Weintraub, 471
U.S. 343, 351-53 (1985) (in context of control of debtor's attorney-client privilege,
"the trustee plays the role most closely analogous to that of solvent corporation's
management"). In a chapter 11 case, the debtor in possession has the rights,
powers and duties of a trustee in bankruptcy. 11 U.S.C. § 1107 (1988).

314. See supra note 312.
315. See THOMAS JACKSON, THE LOGIC AND LIMITS OF BANKRUPTCY LAW 98

100 (1986) (trustee in bankruptcy should succeed to debtor's right to draw on
credit, but no greater rights); cf. Chicago Board of Trade v. Johnson, 264 U.S.
1 (1924) (exchange seat property of the estate, but proceeds of sale of seat subject
to exchange rules); In re Braniff Airways, 700 F.2d 935, 942 (5th Cir. 1983)
(assuming landing slots were property of the estate, transfer of slots to an entity
other than debtor subject to restrictions on transfer).

316. 11 U.S.C. § 365(a) (1988).
317. Vern Countryman, Executory Contracts in Bankruptcy (Part I), 57
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Precise application of the Countryman definition to a letter of
credit in the context of a beneficiary who is a debtor under the
Bankruptcy Code is difficult. 318 However, it seems fair to say that
prior to a demand for payment and honor of a credit, material
conditions or duties remain unperformed by both the debtor
beneficiary and the issuer.319 The debtor has performed neither the
conditions to the drawing320 nor the conditional duty to make the
section 5-111(1) warrantY,321 and the issuer has not honored the
credit.322

Hence, such an unperformed credit represents both a contingent
asset of the estate (the right to the issuer's performance and the
power to draw) and a contingent liability (the performance of the
conditions of the credit and the duty to make the section 5-111(1)
warranty).323 From the perspective of a debtor-beneficiary, a letter
of credit is much like an option contract. Under an option contract,
the debtor has the right to performance by the grantor of the
option upon performance by the debtor of the conditions of the
option.324 The fact that the performance by a debtor is optional
should not affect the characterization of the contract as executory
nor the ability of the trustee to assume or reject the option contract
under § 365(a) of the Bankruptcy Code.32S

a. I I U.S. C. § 365(c)(2)

Assuming that a letter of credit may constitute an executory
contract for the purposes of § 365 of the Bankruptcy Code, a
number of problems arise. First, under § 365(c)(2), the trustee may

MINN. L. REv. 439, 460 (1973). But cj., Michael T. Andrew, Executory Contracts
in Bankruptcy: Understanding "Rejection", 59 U. COLO. L. REv. 845 (1988);
Morris G.Shanker, Bankruptcy Asset Theory and Its Application to Executory
Contracts, 1992 ANN. SURV. BANKR. L. 97; Jay L. Westbrook, A Functional
Analysis of Executory Contracts, 74 MINN. L. REV. 227 (1989).

318. See McJohn, supra note 305, at 1383-96.
319. But cf. id. at 1393 ("The letter of credit at best fits awkwardly into

this framework. ").
320. See supra note 41-44 and accompanying text.
321. See supra note 45 and accompanying text.
322. See supra part I(B).
323. See DOUGLAS G. BAIRD, THE ELEMENTS OF BANKRUPTCY 106 (1992)

("[A]n executory contract is something that is both an asset and a liability
simultaneously").

324. See CORBIN, supra note 2, § 883.
325. See Michael T. Andrew, Executory Contracts Revisited: A Reply to

Professor Westbrook, 62 U. COLO. L. REv. 1, 32-34 (1991) (discussing option
contracts); Westbrook, supra note 317, at 316-17 (discussing option contracts).
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not assume or assign an executory contract if it is a contract to
make a loan, or extend other debt financing or financial accom
modations to or for the benefit of the debtor.326 Some of the
legislative history to this provision further provides that "contracts
such as loan commitments and letters of credit are nonassignable,
and may not be assumed by the trustee. "327 As discussed below,
one court has construed this to mean that a letter of credit is an
executory contract to make a financial accommodation to or for
the benefit of the debtor and therefore may not be assumed by
the trustee.328

As referenced in other legislative history to § 365, however,
the purpose of § 365(c)(2) "is to make it clear that a party to a
transaction which is based upon the financial strength of a debtor
should not be required to extend new credit to the debtor. "329

Although the warranty of the beneficiary that the necessary con
ditions of the credit have occurred may be critical to both the
applicant and the issuer, an issuer issues a credit based primarily
upon the financial strength of the applicant and the worth of the
documents required to be presented upon drawing. Arguably,
therefore, the assumption of a letter of credit by a trustee in
bankruptcy for the beneficiary would not fit within the prohibition
of § 365(c)(2). A letter of credit is not an extension of credit to
the beneficiary, but to the applicant.33o For this reason, the pro
hibition on the assumption of a contract to make a loan should
not be extended to a letter of credit issued for the benefit of a
debtor.331 Thus, the specific reference to letters of credit in the
legislative history is probably best interpreted as a reference to an
agreement to issue a letter of credit for the account of a debtor,
as applicant. Under those facts, the future issuance of the letter
of credit would constitute an extension of new credit to the debtor
applicant, and would be dependent upon the continuing financial
strength of the debtor.

326. 11 u.s.c. § 365(c)(2) (1988).
327. H. R. REp. No. 95-595, supra note 307, at 348, reprinted in 1978

U.S.C.C.A.N. at 6304-05; S. REp. No. 95-989, supra note 307, at 59, reprinted
in 1978 U.S.C.C.A.N. at 5845.

328. See infra part III(B)(3).
329. S. REp. No. 95-989, supra note 307, at 58-59, reprinted in 1978

U.S.C.C.A.N. at 5844-45.
330. See, e.g., 12 C.F.R. § 32 (1990) (lending limit regulation for national

banks).
331. See McJohn, supra note 305, at 1396-1408.
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b. II U.S.C. § 365(c)(l)

A second problem under § 365, however, is not so easily
resolved. Pursuant to § 365(c)(1), "the trustee may not ~ssume or
assign any executory contract if the nondebtor party does not
consent and applicable law excuses the nondebtof party "from
accepting performance from or rendering performance to an entity
other than the debtor in possession, whether or not such contract
. . . restricts assignment of rights or delegation of duties. "332 A
plain reading of this provision is that the trustee may not assume
or assign an executory contract if (i) the nondebtor ,party does not
consent, and (ii) under applicable law the nondebtor party could
refuse to accept performance from, or render performance to,
anyone other than the debtor or the debtor in possession, inde
pendent of any restrictive language in the contract itself.333 Thus,
the Third Circuit in In re West Electronics334 has held that § 365(c)(1)
creates a hypothetical test for assumption"; could the nondebtor
party refuse performance from 'an entity other than the debtor or
the debtor in possession. '335 If so, then the trustee may not assume
the contract.336

As discussed above, when a credit is silent as to transfer the
issuer may refuse to accept performance from a,nyone other than
the original beneficiary.337 As provided in section 5-1'16(1)(a), of
the DCC, "[t]he right to draw under a credit can be transferred
or assigned only when the credit is expressly designated as trans
ferable or assignable. "338 Hence, under the rule set forth in In re
West, a trustee in bankruptcy for a beneficiary of a nontransferable
letter of credit could not assume the credit.

Because of the apparent conflict with the policy behind § 541
of the Bankruptcy Code (property of the debtor becomes property

332. 11 U.S.C. § 365(c)(I) (1988).
333. See H. R. REp. No. 95-595, supra note 307, at 348, reprinted in 1978

U.S.C.C.A.N. at 6304-05 (Section 365(c)(I) "prohibits the trustee from assuming
or assigning a contract . . . if applicable nonbankruptcy law excuses the other
party from performance to someone" other than the debtor ... This prohibition
applies only in the situation in which applicaple law excuses the other party from
performance independent of any restrictive language in the contract ... itself.").

334. 852 F.2d 79 (3rd Cir. 1988).
335. Id. at 83.
336. Id.; cf. In re Braniff Airways, 700 F.2d 935, 943 (5th Cir. 1983) (in

context of an assignment, rather than assumption, § 365(c)(I) not limited to
personal service contract).

337. See supra notes 246, 253, 259-61 and accompanying text.
338. U.C.C. § 5-116(1) (1990).



HeinOnline --- 39 Wayne L. Rev. 49 (1992-1993)

1992] LETTERS OF CREDIT 49

of the estate notwithstanding restrictions on transfer under appli
cable law), § 365(c)(l) has been criticized as substantially flawed. 339
Moreover, a number of lower courts have rejected the In re West
analysis of § 365(c)(1) and have held that in a Chapter 11 case, '
so long as the debtor or the debtor in possession will be performing
the duties under the contract, § 365(c)(1) does not prohibit as
sumption of a contract solely because applicable law would excuse
the non-debtor party from accepting performance from a third
party.340

c. 11 U.S. C. § 365(f)(I)

A· third limitation which must be considered is § 365(0(1),
which provides that a trustee may assign an executory contract
(subject to the further provisions of § 365(0) notwithstanding a
provision in an agreement or in applicable law that restricts as
signment, except as provided in § 365(c).341 Accordingly, the test
for assignment appears to be equated with that for assumption
discussed above.342 Even those courts not recognizing § 365(c) as
a limitation on assumption by a debtor in possession, construe
§ 365(c) -as imposing limitations on assignment of an executory
contract by a debtor in possession.343 Based upon the foregoing,
it appears that even if a nontransferable letter of credit could be
assumed, it could not be assigned.

3../ Farmer v. Crocker National Bank (In re Swift Aire Linesj344

One of the OI}ly cases to directly address these issues in the
context of a beneficiary which has become a debtor under the
Bankruptcy Cope is Farmer v. Crocker National Bank (In re Swift

339. See Baird, ~upra note 323, at 125-29; Jackson, supra note 315, at 117
19.

340. See Texaco Inc. v. Louisiana Land & Exploration Co., 136 B.R. 658,
668-71 (M.D. La. 1992); In re Fastrax, 129 B.R. 274, 276-78 (Bankr. M.D. Fla.
1991); In re Ontario Locomotive & Indus. Ry. Supplies, 126 B.R. 146, 148
(Bankr. W.D.N.Y. 1991); In re Hartec Enter., 117 B.R. 865, 868-74 (Bankr.
W.D. Tex. 1990), vacated, per stipulation, 130 B.R. 929 (W.D. Tex. 1991); In
re Cardinal Indus., Inc., 116 B.R. 964, 978-82 (Bankr. S.D. Ohio 1990, later
proceeding, 121 B.R. 518 (Bankr. So. Ohio 1990)).

341. 11 U.S.C. § 365 (1)(1) (1988).
342. See supra note 335-40 and accompanying text.
343. See, e.g., Fastrax, 129 B.R. at 278; Hartec, 117 B.R. at 870 n.6, 873;

Cardinal, 116 B.R. at 982.
344. 30 B.R. 490 (Bankr. 9th Cir. 1983).
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Aire Lines),345 In Swift Aire, a bankruptcy appellate panel of the
Ninth Circuit held that a trustee in bankruptcy for the beneficiary
of a letter of credit could not draw on the letter of credit for two
reasons.346 First, assuming the credit was property of the estate
under § 541 of the Bankruptcy Code, the court concluded that the
Bankruptcy Code did not give the trustee the power automatically
to enforce payment if state law requiring strict compliance provides
otherwise.347 The court then emphasized the special need in letter
of-credit transactions for specificity in conditions for payment and
strict compliance with such specific conditions in order to minimize
doubt for the issuer, customer and beneficiary.348 The court con
cluded that a drawing signed by the trustee in bankruptcy did not
strictly comply with a condition of the letter of credit, which
required that certain documents be signed by the beneficiary and
be followed by the designation "Corporate Secretary" of the
beneficiary.349

Second, citing the legislative history to § 365(c)(2) of the Bank
ruptcy Code discussed above,350 the court ruled that letters of credit
are "executory contracts to make a financial accommodation to
or for the benefit of the debtor."351 Because under § 365(c)(2) a
trustee may not assume or assign "a contract to make a loan, or
extend other debt financing or financial accommodations, to or
for the benefit of the debtor," the court concluded that the trustee
could not assume the letter of credit.352

C. Beneficiary Subject to Insurance Law

Unlike the sparse case law under the Bankruptcy Code with
respect to the right of a trustee in bankruptcy to draw under a
nontransferable credit, several cases have upheld the right of a
receiver appointed under state insurance laws to draw under a
nontransferable credit issued for the benefit of an insurance com-

345. [d.
346. [d. at 497.
347. [d. at 495.
348. [d. at 496.
349. [d. at 495-96. But cf. Commodity Futures Trading Comm'n v. Wein

traub, 471 U.S. 343, 351-53 (1985) (in context of control of debtor's attorney
client privilege, "the trustee plays the role most closely analogous to that of a
solvent corporation's management").

350. See supra note 327 and accompanying text.
351. Swift Aire, 30 B.R. at 496. For criticism of this conclusion, see supra

part III(B)(2)(a).
352. Swift Aire, 30 B.R. at 496.
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pany subsequently placed in receivership. The first case to so hold
was Pastor v. National Republic Bank.353 In Pastor, a credit was
issued for the benefit of an insurer licensed under the laws of New
York.354 Subsequently, the insurer was placed in liquidation and a
liquidator appointed.3SS The liquidator attempted to draw under
the credit but the applicant for the credit obtained a preliminary
injunction enjoining the issuer from honoring the draw.356

The Illinois Supreme Court found that the credit was not
transferable under the UCC, but that, under the circumstances of
the case, the liquidator was not prevented from drawing under the
credit.3S7 The court began with what it identified as the general
rule that transfers to receivers "resulting from statutory provisions
or orders of courts, are transfers by operation of law and are
therefore not within the prohibition of certain anti-assignment
statutes."358 Under New York law, "the assets of an insolvent
insurance company vest in the liquidator by operation of law."359

However, the court did not rest upon this rule.360 Rather, it
noted that the nontransferability rule with respect to credits resulted
from a concern that the transfer of a credit would place the
performance which the credit sought to induce and the right to
recover on the credit in a stranger, rather than the original bene
ficiary in whom the account party had placed its trust and confi
dence.361 Under the facts before it, the court found that the original
beneficiary (the insurance company) had performed according to
the underlying agreement with the account party and that only the
right to recover under the credit had been transferred by operation
of law to the liquidator.362 Because the primary object that the
rule of nontransferability seeks to insure, performance by one in
whom trust has been placed, had been accomplished, the court
held that the transfer to the liquidator by operation of law of the
right to draw under the nontransferable credit was not prohibited
by the UCC.363 The court did not address, however, how an issuer

353. 390 N.E.2d 894 (Ill. 1979).
354. ld. at 895.
355. ld.
356. ld.
357. ld. at 897-98.
358. ld. at 898.
359. ld.
360. ld.
361. ld.
362. ld. at 898-99.
363. ld. at 899.
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could make such a determination based only on the face of the
credit and the documents required for a drawing.

The courts following Pastor have not been troubled by this
problem or the narrow holding of that case. With little analysis,
they have uniformly upheld the power of a receiver to draw on a
letter of credit.364 In Crist v. J. Henry Schroder Bank & Trust
CO.,365 for example, state insurance law providing for the transfer
of assets and contract rights to a receiver is referenced, and the
general rule is recited to be that "a party who has succeeded by
operation of law to the rights of the beneficiary of a letter of
credit may demand payment, even though the terms of the credit
provide for payment only to the beneficiary.' '366

D. Beneficiary Subject to Banking Law

In FDIC v. Bank of Boulder,367 the Tenth Circuit en banc
considered whether the FDIC as receiver for a failed bank could
transfer a nontransferable credit to the FDIC in its corporate
capacity pursuant to a purchase and assumption transaction. The
letter of credit had been issued for the benefit of a Colorado
chartered bank.368 Subsequently, the bank-beneficiary was declared
insolvent pursuant to state law and the FDIC was appointed as
receiver/liquidator. 369 Under the UCC, the credit was nontransfer
able, but Colorado banking law provided that upon appointment
of the FDIC as receiver of a failed bank all assets of the bank
"shall be deemed transferred" from the bal).k and the Colorado
banking commissioner to the FDIC.370 Apparently it was undis
puted that by virtue of this statute the FDIC as receiver could

364. See Occidental Fire & Casualty Co. v. Continental Bank, 918 F.2d
1312, 1314 n.l (7th Cir. 1990) (liquidator appointed for New York insurance
company permitted to draw on credit-no "doubt about the Liquidator's right
to assert Union's [insurer's] interest in the letters [of credit]") (dicta); Eakin v.
Continental Ill. Nat'l Bank and Trust Co., 875 F.2d 114, 116-17 (7th Cir. 1989)
(liquidator appointed for Indiana insurance company permitted to draw on
credit-"in contemplation of the laws of Indiana, Allied [the insurer] and its
Liquidator are one"); Crist v. J. Henry Schroder Bank & Trust Co., 693 F.
Supp. 1429, 1433-34 (S.D.N.Y. 1988) (discussed infra text accompanying notes
365-66).

365. 693 F. Supp. 1429 (S.D.N.Y. 1988).
366. [d. at 1433.
367. 911 F.2d 1466 (10th Cir. 1990), cert. denied, 111 S.Ct. 1103 (1991).
368. [d. at 1468.
369. [d.
370. [d. at 1472 (quoting COLO. REv. STAT. § 11-5-105(3) (Supp. 1989».
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draw on the nontransferable credit.371 The Tenth Circuit observed
that this provision of Colorado banking law was consistent with
the "long recognized principle that anti-assignment provisions do
not bar the passing of claims by operation of law."372

After its appointment as receiver/liquidator, the FDIC consum
mated a purchase and assumption transaction, pursuant to which
the FDIC in its corporate capacity purchased a number of assets,
including the letter of credit.373 Following the transfer, the FDIC
in its corporate capacity drew on the letter of credit, but the issuer
refused to honor it on the basis that the FDIC in its corporate
capacity was not the beneficiary and that the credit was nontrans
ferable.374

The Tenth Circuit held that the Colorado UCC provision
restricting the transfer of credits was preempted by federal banking
law in the case of a transfer from the FDIC in its receivership
capacity to the FDIC in its corporate capacity in the course of a
purchase and assumption transaction.37S Citing 12 U.S.C.
§ 1823(c)(2)(A) (1988), the court stated that the FDIC in its cor
porate capacity was authorized "to purchase any assets of a failed
bank in order to facilitate the purchase of a failed bank by an
assuming bank."376 Because the statute's language was not limited
to any transferable asset, the court held that the FDIC in its
corporate capacity could purchase any assets, including assets
nontransferable under state law, such as the letter of credit in
question.377 Alternatively, the Tenth Circuit stated that if federal
statutory law fails to. provide a clear answer to the transfer issue,
federal common law applies and requires a uniform federal rule
permitting the transfer of letters of credit from FDIC/Receiver to
FDIC/Corporation in a purchase and assumption transaction.378

Thus, on the basis of Colorado banking law, the Tenth Circuit
approved the transfer of a nontransferable credit to the receiver
for the bank-beneficiary. In this respect, the opinion is consistent
with the .above insurance receiver cases, which indicate that the
UCC restrictions on transfer of a letter of credit do not bar

371. [d.
372. [d.
373. [d. at 1468.
374. [d. -
375. [d. at 1472.
376. [d. at 1472-73 (emphasis added).
377. [d. at 1473.
378. [d. at 1474-77.
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transfer by operation of law.379 The Bank of Boulder decision
extends beyond the insurance receiver cases, however, in permitting
a bank receiver to then transfer a nontransferable credit. The
Tenth Circuit took pains to limit its holding to transfers from
FDIC/Receiver to FDIC/Corporation in the course of a purchase
and assumption transaction, but based upon the court's preemption
analysis, it is difficult to see why transfers to entities other than
FDIC/Corporation would be treated differently.380 Under 12 U.S.C.
§ 1821(d)(2)(E), for instance, the FDIC as receiver is given broad
authority to "realize" upon the assets of a failed bank.381 More
over, 12 U.S.C. § 1821(d)(2)(G) allows the FDIC as receiver to
"transfer any asset . . . without any approval, assignment, or
consent with respect to such transfer. "382

E. Corporate and Governmental Succession

1. Temple-Eastex Inc. v. Addison Bank383

One of the few cases to address a corporate successor's right
to a beneficiary of a credit is Temple-Eastex Inc. v. Addison
Bank.384 The bank issued a nontransferable credit for the benefit
of a named corporation (Subsidiary Corporation).385 After the
credit was issued;.Subsidiary Corporation voluntarily dissolved.386
The sole shareholder of Subsidiary Corporation (parent Corpora
tion) then drew under the credit in the name of Parent Corporation
but identified itself as the parent company of Subsidiary Corpo
ration.387 The credit issuer refused to honor and Parent Corporation
sued for wrongful dishonor.388

The Texas Supreme Court held that (1) under Texas corporate
law, the assets of the dissolved Subsidiary Corporation, including
the credit, were distributed to its sole shareholder, Parent Cor
poration, and Parent Corporation had the power to "pursue its
remedy in the name of the dissolved corporation or in its own

379. See supra part III(C).
380. See Bank of Boulder, 911 F.2d at 1476-77.
381. 12 U.S.C. § 1821 (d)(2)(E) (Supp. 1991).
382. Id. § 1821 (d)(2)(G).
383. 672 S.W.2d 793 (Tex. 1984).
384. Id.
385. Id. at 794.
386. Id.
387. Id. at 794-95.
388. Id. at 795.
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name, "389 and (2) this succession did not constitute a transfer
within the meaning of section 5-116(1) of the VCC.390 Accordingly,
the court concluded that Parent Corporation could draw under
the credit in its own name.391

The Temple-Eastex decision highlights one of the problems
resulting from the recognition of transfers by operation of law
notwithstanding the prohibition on transfers under the VCC. That
is, it is a difficult task to which an issuer may be put in order to
determine, as in the Temple-Eastex case, matters of corporate law
not apparent on the face of the documents. Although in Temple
Eastex the demand was made in the name of a corporation which
was not the named beneficiary, the court found that the circum
stances apparent from the documents (such as the identification
of Parent Corporation as the parent company of Subsidiary Cor
poration) "should have made the bank aware" that the beneficiary
was no longer in existence and that Parent Corporation had
succeeded to whatever rights the beneficiary had.392 Citing a pro
vision of the commercial paper article of the Texas VCC, the court
stated that if the issuer had any doubts it could have required
evidence of Parent Corporation's authority to draw under the
credit.393 The court did not suggest what form this evidence might
have taken. Finally, there appears to be less reason for placing
the risk of making this determination on the issuer, and thereby
ignoring consensual limitations on transfer otherwise sanctioned
by law, in the context of a voluntary dissolution, as in Temple
Eastex, than under the circumstances of an involuntary receiver
ship, as in the insurance and banking cases.

2. American Bell International v. Islamic Republic oj Iran394

In American Bell International v. Islamic Republic of Iran,39S
a credit was issued for the benefit of an Iranian bank.396 The credit
provided for payment by the issuer against receipt of the benefi
ciary's statement that the amount of the drawing "represents funds

389. Id. at 796.
390. Id.
391. Id.
392. Id.
393. Id. at 796-97 (citing Tex. Bus. & Com. Code Ann. § 3.505(a)(2)).
394. 474 F. Supp. 420 (S.D.N.Y. 1979).
395. Id.
396. Id. at 421.
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due us as we have received a written request from the Imperial
Government of Iran Ministry of War to pay them."397 Subse
quently, the Imperial Government was overthrown and replaced
by the Islamic Republic. 398 The original beneficiary made an oth
erwise conforming demand on the credit except that its statement
recited that it had received a written request from the "Government
of Iran Ministry of Defense, Successor to the Imperial Government
of Iran Ministry of War," rather than the "Imperial Government
of Iran Ministry of War."399 The applicant then sought a prelim
inary injunction enjoining the issuer from honoring the credit on
the basis that the draw was nonconforming.400

The court took judicial notice that the United States recognized
the Islamic Republic as the legal successor to the Imperial Gov
ernment of Iran.401 Citing Pastor, the court concluded that a
demand for payment by the beneficiary referencing the new gov
ernment as successor was a conforming demand.402 The court noted
that "American courts have traditionally viewed contract rights as
vesting not in any particular government but in the state of which
that government is an agent" and that an opposite ruling "would _
not only elevate form over substance, but would render financial
arrangements and undertakings worldwide wholly subject to the
vicissitudes of political power. "403 With respect to whether the
demand for payment was nonconforming, therefore, the court held
that the applicant was not likely to prevail on the merits.404 For
this reason, among others, the court denied the applicant's motion
for a preliminary injunction.4Os

Although not a determination on the merits and not directly
involving a successor to the beneficiary of a credit, but rather a
successor to an entity referenced in the draw certificate of the
beneficiary, American Bell is sometimes cited as authority for the
proposition that a successor government is entitled to draw on a
letter of credit.406 This is clearly not the holding of the case since

397. Id.
398. Id.
399. Id. at 423.
400. Id. at 422. Alternatively, the application alleged that there was fraud

in the transaction. Id.
401. Id. at 423.
402. Id. at 423-24.
403.Id.
404. Id. at 423.
405. Id. at 425-27.
406. See, e.g., Crist v. J. Henry Schroder Bank & Trust Co., 693 F. Supp.

1429, 1433 (S.D.N.Y. 1988).
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under the facts, first, the beneficiary was a bank, no~ a .govern
ment; second, the party who made the drawing under the credit
was the original beneficiary, not a successor.407 Notwithstanding
the facts, however, it is fair to say that the American Bell court
did indicate that if the beneficiary were a government and if the
drawing were made by a successor to the government, the court
would likely hold that the successor had the power to draw on
the credit.408 Like the Temple-Eastex court,409 the American Bell
court did not suggest what form of evidence might be required by
the issuer in order to easily make such a determination of inter
national law.

IV. PROPOSED REVISIONS OF UCC AND UCP

As previously referenced, both the UCP and Article 5 of the
UCC are in the process of revision.410 The UCP does not address
transfer by operation of law, but the proposed changes to the
UCP do clarify some loose ends concerning negotiation and trans
fer by the parties. The proposed changes to the UCC are extensive
and significantly affect a number of issues relating to assignment,
negotiation, transfer, and transfer by operation of law.

. A. Transfer, Assignment and Negotiation

Under the proposed revision of the UCP, "negotiation" is
defined for the first time. Article lO(b)(ii) of the UCP draft defines
negotiations as "the giving of value for draft(s) and/or document(s)
by tQ.e bank authorized to negotiate. "411 Hence, as used in the
UCP Draft, negotiation refers to purchase only under a negotiation
credit, not under a straight credit.412 Draft Article 1O(b)(ii) further
provides that "[m]ere examination of the documents without giving
of value does not constitute a negotiation. "413 Transfer is addressed
in UCP Draft Article 47. With respect to any ambiguity concerning
whether an expressly transferable credit permits a beneficiary to
unilaterally transfer the credit,414 the revision of this rule is intended

407. American Bell, 474 F. Supp. 421-22.
408. ld. at 423-24.
409. See supra part III(E)(I).
410. See supra notes 13-15 and accompanying text.
411. U.C.P. Draft, supra note 15, art. 10(b)(ii).
412. But cj. supra part II(B)(2)(a)· (discussing negotiation under a straight

credit).
413. U.C.P. Draft, supra note 15, art. 10(b)(ii).
414. See supra note 255 and accompanying text.
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to make it clear that the beneficiary has only the power to propose
a transfer and the issuer or other authorized transferring bank
retains the power to accept or reject.415 In the words of the
revision's drafters, "the transferring bank has the right to decline
or ignore the beneficiary's 'right of request' ...."416 Thus, this
draft of the VCP ratifies the conclusion reached by the Lariza
court.417

The Article 47 revision also clarifies the procedure for amend
ments after a transfer has occurred. Because under the VCP
transferee is treated as a second beneficiary,418 it follows that a
transferee's rights under a substituted credit should not be subject
to modification without the transferee's assent.419 This implication
is recognized in VCP Draft Article 47(d) and (e), but those
provisions also make it clear that a transferee's interest in the
terms and conditions of the credit extends only to the extent of
the transfer.420 In the case of partial transfers, therefore, one
transferee's refusal of an amendment will not invalidate another
transferee's acceptance.421 Rather, the amendment will be effective
for the accepting transferee and-ineffective for the rejecting trans
feree. 422 Draft Article 47(d) also recognizes that the original ben
eficiary may reserve the right to consent to any amendments of
the substituted credit, but requires that in such event the beneficiary
must irrevocably instruct the transferring bank at the time of
making a request for transfer.423 The transferring bank is free to
accept or reject transfer under these conditions, but if the trans
ferring bank accepts it must advise the transferee of the benefi
ciary's instructions regarding amendments. 424

Turning to the VCC, the proposed changes with respect to
assignment, negotiation, and transfer are generally consistent with
the analysis presented in this Article, subject to a few exceptions.
Assignment is addressed in VCC Draft section 5-114, which is a

415. See International Chamber of Commerce, Working Party Report, "UCP
400 Revision" Articles 1-24 and 54-55 art. 54 cmt. (May 27, 1991).

416. See id.
417. See supra note 255 and accompanying text.
418. See supra notes 284-88 and accompanying text.
419. See supra notes 284-88 and accompanying text.
420. See U.C.P. Draft, supra note 15, art. 47(d), (e).
421. See id. art. 47(e).
422. See id.
423. See id. art. 47(d).
424. See id.
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complete rewriting of the rules stated in vee section 5-116(2).425
vee Draft section 5-114 preserves the rule that a beneficiary may
assign the right to proceeds notwithstanding a term in a credit
that prohibits assignment and also continues to permit an issuer
to honor presentment by the beneficiary until the issuer receives
notice of an assignment.426 If there are conflicting assignments,
this section also permits the issuer to pay based on the order of
notification of the assignment to the issuer, without regard to
perfection, or presumably possession, of the credit.427 vee Draft
section 5-114 does not (i) identify the right to proceeds as an
account, (ii) address perfection, or (iii) presume that a credit is a
symbolic writing.428 Neither is any substitute for these concepts
proposed, such as exists in Article 8 of the vee with respect to
certificated and uncertificated securities and the issuer registration
system.

As to modification of a credit, vee Draft section 5-106(c)
provides that the rights of a beneficiary, applicant, issuer, or
confirmer "arising from or dependent upon" the credit may be
modified only with the agreement of the person whose rights will
be affected, but an assignee is given no such protection.429 euri
ously, comment 3 to vee Draft section 5-106 states that notwith
standing notice to the issuer of an assignment, "the assignee is
not a person who has (rights arising from or dependent upon the
letter of credit) for the purpose of this section."430 This is a
significant departure from the contract rules of assignment at
common law, as well as from the rules applicable to accounts
under the vee.431 Vnder vee Draft section 5-114(b), the issuer
presumably must recognize the right of an assignee to proceeds
after the issuer receives notice of assignment;432 but under vee
Draft section 5-106(c), the issuer is free to modify or extinguish
such right subject to the assent of only the beneficiary, even after
notice to the issuer that the beneficiary is no longer the owner of

425. Compare V.C.C. § 5-116(2) (1990) (set out supra note 134) with U.C.C.
Draft 1993, supra note 13, § 5-114.

426. U.C.C. Draft 1993, supra note 13, § 5-114; see supra note 139 and
accompanying text.

427. U.C.C. Draft 1993, supra note 13, § 5-114(b).
428. See ld. For discussion of these items, see supra part II(B)(I).
429. See U.C.C. Draft 1993, supra note 13, § 5-106(c), cmt. 3.
430. ld. cmt. 3.
431. See supra notes 76-81, 136-50 and accompanying text.
432. U.C.C. Draft 1993, supra note 13, § 5-114(b).
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the right to honor.433 By way of understatement, comment 3 to
uee Draft section 5-106 observes that an assignee's claim is
"precarious."434 The proposal does not explain, however, the
reason for this added peril.

With respect to negotiation, the uee proposal does not directly
define such term, but rather approaches this topic by the definition
of "nominated person."435 A nominated person is "a person whom
the issuer authorizes to pay, accept, negotiate, or otherwise [honor
by giving] [sic] give value under a letter of credit."436 Honor is
defined to include, in the case of a nominated person, the giving
of value.437 Thus, a purchaser under a negotiation credit is a
nominated person because the purchaser is authorized by the issuer
to give value. A purchaser under a straight credit gives value, but
is not authorized by the issuer and so is not a nominated person.438
A presenter is "a person presenting a document under a letter of
credit to an issuer or nominated person and includes a nominated
person that is presenting to an issuer for reimbursement. "439 Using
the terms of uee Draft section 5-103, a nominated person (a
purchaser under a negotiation credit) "honors" the credit, although
it negotiates the draft or demand at a discount, and such nominated
person is "reimbursed" by the issuer, although the issuer pays the
face amount of the demand rather than the discounted price.

With respect to the vulnerability of a purchaser to defenses
against the beneficiary, uee Draft section 5-110(e) makes it clear
that a purchaser under a negotiation credit who takes a negotiable
or nonnegotiable draft or demand, for value, in good faith and
without notice of a defense is entitled to honor by the issuer,
notwithstanding the fraud of the beneficiary.440 Under the terms
of this section, such enhanced protection is not available to a
purchaser under a straight credit.441 However, several comments to

433. ld. § 5-106(e).
434. ld. emt. 3.
435. ld. § 5-103(a)(l0).
436. ld.
437. ld. § 5-103(a)(7) (this part of the definition is bracketed in the V.C.C.

Draft, indicating that it is tentative).
438. See id. § 5-103 cmt. 8.
439. ld. § 5-103(a)(1l).
440. See id. § 5-110(e), cmt. 6. ("The section contemplates that one might

have the 'rights' of a holder in due course even in circumstances in which the
documents are not negotiable ....").

441. ld. ("The holder of documents under a letter of credit that is not a
negotiation credit cannot acquire rights greater than those of the party from
whom the holder takes the documents").
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the proposed revision of Article 5 do recognize the possibility that
a draft or demand may be negotiated even under a straight credit,
but in effect treat such a purchaser as an assignee.442

In comment 1 to vee Draft section 5-108, a forwarding bank
and a nominated person (which includes a confirmer or a purchaser
under a negotiation credit) are identified as agents of the benefi
cia.ry.443 This may be true with respect to a forwarding bank, but
it seems clear that neither a confirmer nor a purchaser under a
negotiation credit is subject to the control of, nor acting on behalf
of, the beneficiary and, thus, is not an agent.444

Transfer by the parties is addressed in the proposed vee Draft
section 5-112. This section no longer uses the terms "transferable"
and "assignable" interchangeably.44s It states that unless a credit
is designated as transferable, the power to draw may not be
transferred.446 Moreover, pursuant to this section an issuer may
impose reasonable procedures to be followed in connection with a
request to effect a transfer, "such as timely notification, delivery
of the letter of credit . . . or execution of appropriate forms to
document the transfer. "447 Subject to compliance with such pro
cedures, however, vee Draft section 5-112 does not require a
beneficiary to obtain the assent of the issuer to the transfer of
transferable credit.448 In this respect, the vee proposal differs
from that of the vep.449 However, a comment to vee Draft
section 5-112 acknowledges that a different rule may apply if the
vep is incorporated or the parties otherwise specify in the credit.4so

442. [d. § 5-103 cmt. 8 ("When a person that is not a nominated person
receives documents from the beneficiary and gives value against them ... there
has not been presentment and its giving of value is not honor ...."); § 5-110
cmt. 1 ("Where the beneficiary . . . negotiates documents to one who is not a
nominated person, the one ... taking the documents for value must itself make
presentment ...."); § 5-110 cmt. 6 ("One who takes documents under a straight
letter of credit . . . cannot acquire rights greater than those of the party from
whom the holder takes the document ....").

443. [d. § 5-108 cmt. 1.
444. See RESTATEMENT (SECOND) OF AGENCY § 1 (1957); supra note 180 (a

purchaser under a negotiation credit or a straight credit is not an agent of the
beneficiary).

445. See U.C.C. Draft 1993, supra note 13, § 5-112(a), cmt. 2; supra notes
116, 246 and accompanying text.

446. U.C.C. Draft 1993, supra note 13, § 5-112.
447. [d. cmt. 1.
448. [d.
449. See supra notes 414-17 and accompanying text.
450. U.C.C. Draft 1993, supra note 13, § 5-112 cmt. 1.
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The only other provision of the vee proposal to address
transfer by act of the parties is section 5-103(a)(4), which defines
beneficiary to specifically include "a transferee under a transferable
letter of credit. "451 This definition, together with the comments to
vee Draft section 5-112, endorses the analogy of a transfer to a
novation.452 Also, a comment to vee Draft section 5-110 approves
the result in Cromwell v. Commerce & Energy Bank,453 in which
the court concluded that a transferee is itself a beneficiary and
therefore not subject to a defense based on the fraud of a prior
beneficiary.454

B. Transfer By Operation of Law

The vep Draft is silent with respect to transfer by operation
of law, but the vee Draft proposes dramatic changes. vee Draft
section 5-113, captioned "Successor of the Beneficiary," reads in
full:

(a) A successor of the beneficiary may prepare documents
under the letter of credit that would otherwise be prepared
by the beneficiary. V pon its presentment of those and other
necessary documents, the successor has the same right to
honor as if the beneficiary had made presentment of its
own documents.
(b) Vpon request of the one to whom presentment is made,
a successor shall promptly present documents that establish
its status as a successor . . . . The one to whom presentment
is made may honor in reliance upon any document ap
pearing on its face reasonably to establish a successor's
status as such.455

A "successor of the beneficiary" is defined as

(i) a corporation with which the beneficiary has been merged
or consolidated; or (ii) any person who succeeds to sub-

451. [d. § 5-103(a)(4).
452. See D.C.C. § 5-112 cmt. 2 (1990). For a discussion of transfer as a

novation, see supra part II(B)(3)(b).
453. 464 So.2d 721 (La. 1985) discussed supra notes 265-67 and accompa

nying text.
454. See U.C.C. Draft 1993, supra note 13, § 5-110 cmt. 6.
455. [d. § 5-113.
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stantially all of the rights of the beneficiary under the letter
of credit by operation of law and includes an administrator,
executor, personal representative, trustee in bankruptcy,
debtor in possession, liquidator, receiver or the like.456

Comment 12 to VCC Draft section 5-103 states that a successor
of the beneficiary includes, for example, not only the FDIC in its
receivership capacity but also assignees of the FDIC through a
purchase and assumption transaction.457

To alleviate the difficult questions of fact and law in connection
with such a determination, the issuer is permitted to request, and
may rely upon, evidence that shows the drawing party is a successor
to the beneficiary.458 Pursuant to comment 1 to VCC Draft section
5-113, "[e]vidence to prove a successor's status might be a certif
icate of merger, a court order appointing a bankruptcy trustee or
receiver, a certificate of appointment as bankruptcy trustee, or the
like. "459 Moreover, comment 1 provides that an issuer is "not
obliged to make an independent investigation to determine the fact
of succession."46O

Most obviously, under this proposal the VCC itself permits a
successor of the beneficiary to draw on the credit. Consequently,
the only remaining issue is whether the documents show that the
presenter is one of the persons referenced in the definition of a
successor of the beneficiary under VCC Draft section 5-103(a)(13).
Except for successors not specifically identified in this definition,461

456. ld. § 5-103(a)(13).
457. ld. cmt. 12.
458. ld.
459. ld. cmt. 1.
460. ld.
461. See id. § 5-103(a)(13)(ii) ("[A]ny person who succeeds to substantially

all of the rights of the beneficiary under a letter of credit by operation of law
and includes an administrator, executor, personal representative, trustee in bank
ruptcy, debtor in possession, liquidator, receiver, or the like."). Thus, a successor
who is specifically referenced need only present documents that show the successor
is an administrator, executor, etc. See id. §§ 5-103(a)(13), 5-113(b). A successor
who is not specifically referenced, however, must present documents that show
the successor has succeeded to "substantially all of the rights of the beneficiary
under a letter of credit by operation of law." ld. § 5-103(a)(13(ii). With respect
to this second class of successors, the V.C.C. proposal does not explain what is
intended by "substantially all of the rights of the beneficiary under a letter of
credit." This results in some ambiguity because, even under a nontransferable
credit, the beneficiary's primary right (the right to honor by the issuer) is freely
assignable. See supra part II(B)(l); supra note 302 and accompanying text. The
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it is not necessary to determine whether, under the corporate,
bankruptcy or other law applicable, the successor may perform the
generally nondelegable duty and condition under a nontransferable
credit.462 Rather, the proposed Dee rule is that if a party purporting
to be a successor presents documents that appear on their face
reasonably to establish that status, then that party may draw.463

Hence, these proposed revisions overturn the strict compliance
analysis of Swift Aire,464 affIrm the results in Pastor,465 Temple
Eastex,466 and American Bell,467 and go beyond the holding of Bank
oj Boulder.468 Whether or not this is the best resolution of the
problem, it is certainly a clear one-any person who is a successor
of the beneficiary may draw on a credit. This rule applies whether
the succession was occasioned by voluntary or involuntary action
and, in at least some instances, also includes the voluntary assignees
of such a successor.469 Secondarily, it is also interesting to examine
the effort of this proposal on the legal relations incident to a credit.
In some respects, a successor under Dee Draft 5-113 is like a
transferee under a transferable credit470 because, in a broad sense, a
successor is substituted for the beneficiary with respect to all three
of the primary legal relations between the beneficiary and the issuer.
Like a transferee,471 a successor has the power to draw on the credit
by performing the conditions of the credit and presenting the doc:
uments to the issuer.472 Also, like a transferee,473 a successor should
have the duty to make the section 5-111(1) warranty (now redrafted
under Dee Draft 5-108(a», since the successor is the party that
exercises the power to draw on the credit by performing the condi
tions of the credit.474 Presumably the proposed revision is intended

critical issue is whether under applicable law the successor succeeds to the
otherwise nondelegable (i) power to perform the conditions of the credit and (ii)
duty to make the U.C.C. § 5-111(1) warranty. See supra notes 302-05 and
accompanying text. This issue does not appear to be addressed by the definition.

462. See supra note 461.
463. See U.C.C. Draft, 1993, supra note 13, §§ 5-103(a)(13), 5-113.
464. See supra part III(B)(3).
465. See supra part III(C).
466. See supra part III(E)(l).
467. See supra part III(E)(2).
468. See supra part III(D).
469. See U.C.C. Draft 1993, supra note 13, § 5-103 cmt. 12.
470. See supra part II(B)(3).
471. See supra part II(B)(3).
472. See U.C.C. Draft 1993, supra note 13, § 5-113(a).
473. See supra part II(B)(3).
474. See U.C.C. Draft 1993, supra note 13, § 5-113(a).
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to impose this duty on a successor, but the proposal is ambiguous
on this point.475

Lastly, unlike a transferee,476 a successor does not have any right
to honor under the credit that is independent of the beneficiary's
right.477 Consistent with this analysis, VCC Draft section 5-113
provides that a "successor has the same right to honor as if the
beneficiary had made presentment of its own documents. "478 Thus,
in this respect, a successor is more like an assignee, who takes subject
to claims and defenses available against the beneficiary.479

CONCLUSION

A letter of credit is a unique instrument. For this reason, it
cannot be overemphasized that the legal relations resulting from the
issuance of a credit, and the transfer of such relations, are governed
by special letter-of-credit law, not general contract law. At the same
time, the legal relations resulting from the issuance of a credit, to
the extent they consist of rights, duties, powers, and liabilities, are
similar to those resulting from the formation of a contract. With
respect to the transfer of such relations, therefore, it is not surprising
that there is considerable correlation between the two. Thus, the
more fully developed rules applicable to assignment, delegation, and
novation, although not determinative, and not without gaps them
selves, should provide a convenient and useful framework for anal
ysis, and possibly resolution, of many of the more difficult issues
relating to the transfer of such relations under a credit, whether by
act of the parties or by operation of law.

475. u.c.c. Draft 1993, supra note 13, § 5-108(a) requires a beneficiary to
make the warranty if its presentment is honored. However, beneficiary is defined
to mean "a person who under the terms of a letter of credit is entitled to have
its complying presentment honored and includes a transferee order a transferable
letter of credit." Id. § 5-103(a)(4). A successor is clearly not a transferee under
a transferable credit and apparently not a person who under the terms of a credit
is entitled to have its presentment honored. Thus, because a successor is not
beneficiary and only a beneficiary makes the warranty under U.C.C. Draft 1993,
§ 5-108(a), it appears that a successor does not make the § 5-108(a) warranty.
Nor does U.C.C. Draft 1993, § 5-113 address this issue.

476. See supra part II(B)(3).
477. See supra notes 294-95 and accompanying text.
478. U.C.C. Draft, 1993, supra note 13, § 5-113(a).
479. See supra notes 141-45 and accompanying text.
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