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ABSTRACT

Letter of credit, as an international payment instrument that is now widely
used by traders in the international trade, has always been used as a reliable
means of safeguarding the interests and rights of contract parties. Despite
the widespread use of this payment instrument, businessmen and activists in
the international trade pay less attention to its nature and source of the
obligations in this international payment instrument. This Study examines
the legal nature of Letters of Credit and views on this subject in light of the
regulations in a descriptive-analytical manner. Legal scholars have offered
different views on the legal analysis of the nature of the letter of credit and
the source of its obligations. Although, some authors, considering the
differences between the nature of letter of credit and contracts and
negotiable instruments, believe that letter of credit should be analyzed as an
international payment instrument with an independent and unique nature,
however, Most of these views are based on contract law and have analyzed

1- mafi@uijsas.ac.ir
2- rasoolbahrampoori@gmail.com
3- meysamrameshi@gmail.com


mailto:meysamrameshi@gmail.com
mailto:meysamrameshi@gmail.com

Encyclopedia of Economic law Journal, 29: 21, 2022 76

the nature of the letter of credit in the contract nature, that this view is more
consistent with the accepted principles of the Iranian legal system.

Keywords: Negotiable Instruments, Letter of Credit, Unilateral Obligation,
Third Party Beneficiary, Contract.

INTRODUCTION

In the most of researches in the field of letters of credit, its financial and
economic aspects have been paid attention to by the authors, and in the legal
analyzes, the obligations arising from letters of credit have been examined,
and the legal nature of letters of credit from the point of view that what is
the nature of this payment instrument as a source of obligation and under
what process it creates rights and duties for the persons involved in it, has
been given less attention.

Due to the silence of the Uniform Customs and Practice for Documentary
Credits (UCP 600) regarding the nature of letters of credit, various opinions
have been presented in the analysis of this issue. In most of these opinions,
an attempt has been made to explain this new institution in the light of
previous institutions and the similarities it has with known legal institutions.
Although this method is helpful in solving many legal issues, but in cases
such as analyzing the legal nature of a letter of credit, it may cause that the
entire nature of the letter of credit under study is not properly analyzed and
the principles and rules governing the institution under study are not
properly analyzed and do not exactly match with similar cases; For this
purpose, in analyzing the legal nature of the letter of credit, it is necessary to
consider the principles governing this payment instrument, especially the
"The Principle of Autonomy of Letters of Credit".

In the the common law, in examining the legal nature of the letter of credit,
the issue of "Consideration” and the analyzes surrounding it have also been
taken into consideration, but in the written legal system (including Iran), the
issue of "Consideration” has not found a place in the analysis of the nature
of the letter of credit.
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PURPOSE

This research seeks to answer the question of what is the nature of
documentary credit according to the conditions and requirements and
principles governing this international payment instrument and in this
regard, the proposed theories regarding the legal nature of documentary
credit and the objections to each of the theories are discussed, and in the
following, selected point of view and the reasons for its are analyzed and
examined.

METHODOLOGY

This research examines the legal nature of documentary credits and the
opinions surrounding this subject in an analytical-descriptive manner and by
using numerous judicial opinions and analyzing the basis of these opinions
according to the existing regulations in this field.

FINDINGS

According to the differences between the nature of the letter of credit and
the contracts and commercial instruments, this approach has been proposed
that the letter of credit as an international payment instrument has an
independent and unique nature, which in the above notions cannot be
analyzed. The followers of this point of view have stated that the letter of
credit in the Uniform Customs and Practice for Documentary Credits (UCP
600) and other related regulations such as the Uniform Commercial Code of
the United States is stated as a "payment arrangement” and the choice of the
word contract or document for it has been avoided and the reason for this is
that the documentary credit is a unique tool and a type of special
commercial tool that can hardly be analyzed between two categories of
recognized legal natures (such as contracts or commercial documents); A
letter of credit is neither a pure contract nor a complete commercial
instrument, but it has a part of the characteristics of each of these two cases
in common, and these common characteristics are so mixed with the specific
characteristics of the letter of credit that a special nature has emerged and
formed the letter of credit. According to this view, the letter of credit is a
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special establishment and commercial instrument that is different from other
known natures, and in fact, the letter of credit is simply a letter of credit, not
an agency, contract or commercial instrument. This approach can be seen
explicitly or implicitly in the works of some authors who, in defining the
letter of credit and identifying its legal nature, simply consider the letter of
credit as an international payment instrument or use words like it. Such an
approach can also be seen in the decisions of the courts; For example, in
Lawrason v. Mason (1806) stated that there is a difference between the letter
of credit and the concept of contract, and the letter of credit is merely a
commercial instrument and this special commercial tool is different from
other commercial tools and has been born and grown in the context of
international trade. But it should be noted that the analysis of the nature of
the letter of credit as a special and unique nature is justified and acceptable
if it cannot be analyzed in any known legal format, but as will be examined
in the next paragraph, in Iranian legal system can analyze the nature of letter
of credit in the form of contractual nature, and for this reason, this theory
(The unique nature of a letter of credit as an international payment
instrument) has no place in the analysis of the legal nature of letter of credit.
In the opinions made to explain the nature of the letter of credit and to
identify the basis of the bank's obligation to the beneficiary, the prevailing
opinion is to match the nature of the letter of credit with contracts, and the
lawyers who support this theory have considered the letter of credit as a type
of contract. In the regulations of some countries, the letter of credit is clearly
considered a contract. For example, in Article 428 of the Commercial
Transactions Law of'the United Arab Emirates, it is stated: “A documentary
credit is a contract pursuant to which a bank opens a credit at the request of
its customer (the person ordering the opening of the credit) within the limits
of a specified amount and for a definite term in favor of another person
(beneficiary) against a security of documents representing goods freighted
or intended for freight.”

According to the theory of consideration, which is proposed in the common
law legal system and is rooted in the judicial procedure, the contract does
not become enforceable without the consideration. In the analysis of the
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nature of the letter of credit as a contract, one of the subjects that has been
widely discussed is the existence or non-existence of consideration in it. It
should be noted that the issue of the existence or non-existence of
consideration in the analysis of the contractual nature of the letter of credit
has been found in the laws of countries that consider consideration
necessary for the contract to be enforceable, while this issue is basically not
raised in the Iranian legal system. According to the opinion of the opponents
of the contractual nature of the letter of credit, there is no consideration that
can be compared to the bank's obligation, and the applicant's obligation to
the bank to pay the amount of the letter of credit, as well as the obligation of
the beneficiary to provide the documents to the bank, is not considered as an
exchange of the letter of credit.

The supporters of the theory of the contractual nature of the letter of credit
have presented different opinions and tried to justify that this payment
instrument is a type of contract and to avoid the objection of the opponents
of the contractual nature of the letter of credit that there is no consideration
in this payment instrument, that these cases include: 1- The absence of the
necessity of consideration in contracts in most legal systems, 2- Presentation
of consideration in the letter of credit by the applicant and 3- Presentation of
consideration by the beneficiary.

In addition, in some regulations in the legal systems, we can see the rulings
that confirm the contractual theory of the nature of the letter of credit. For
example, Article 105-5 of the Uniform Commercial Code of the United
States clearly states that there is no need for consideration to issue, modify,
transfer, reference and confirm a letter of credit. This provision is based on
two basic points: firstly, the documentary credit is a contract; Because the
necessity of consideration is only discussed in contracts, and if the letter of
credit had a non-contractual nature from the point of view of the authors of
these regulations, it was not necessary to specify that consideration is not
necessary in the letter of credit, and the necessity or lack of the existence of
consideration is only relevant in a contractual nature and secondly, the
documentary credit, despite its contractual nature, based on its nature and
function, is exempted from the general ruling of the necessity of exchange
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in contracts, and its validity is not dependent on the existence of
consideration.

Therefore, a letter of credit arises from the offer of the issuing bank and the
acceptance of the beneficiary. According to this point of view, the bank's
obligation to pay the amount of the letter of credit in exchange for receiving
the documents in accordance with the letter of credit from the beneficiary is
an obligation that has been fulfilled as a result of the bank’s request and the
beneficiary's acceptance, and after this agreement, the bank is obliged to
receive the documents According to the beneficiary, pay the said credit
amount to him.

CONCLUSION

In the analysis of the legal nature of letter of credit, several opinions have
been presented, and in most of these opinions, an attempt has been made to
explain this new institution in the light of previous institutions and the
similarities it has with known legal institutions. Analyzing the nature of
documentary credit in the form of the theory of commercial instruments,
unique nature and contract is the most important theories that have been
proposed by legal writers to explain the nature of documentary credit in
international trade law and in many decisions (the court or the arbitration
board) these theories have been cited.

Considering the conditions and requirements of documentary credit and the
principles governing this international payment instrument, it can be
concluded that documentary credit in Iran's legal system is most similar to
contracts; Because, on the one hand, the time and manner of acceptance in a
letter of credit, considering the effect of silence in the presence of evidence,
as well as the established custom in international trade of silence upon
acceptance in this particular instrument, And in addition to that, the
obligation of the issuing bank to fulfill its obligations until the expiration of
the period is justified, and on the contrary the legal system of the Common
Law states that one of the conditions for the validity of the consideration is
"being on the part of the debtor”, In Iran's legal system, it is not necessary
that the exchange must be removed from the property of the person whose
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property has entered, and if a third party presents the consideration for a
contract, the validity of the contract will not be affected; Therefore, it can be
assumed that although the letter of credit is a contract between the issuing
bank and the beneficiary, the consideration is paid by the applicant of the
letter of credit to the issuing bank. In addition, even if the payment of
consideration by the beneficiary is considered necessary to analyze the legal
nature of the letter of credit as a contract, the delivery of the corresponding
documents by the beneficiary to the bank can be considered as a valid
consideration.

In addition to the analysis of the nature of the letter of credit contract based
on the above argument, in some regulations in the legal systems, we can see
the rulings that confirm the contractual theory of the nature of the letter of
credit. For example, Article 105-5 of the Uniform Commercial Code of the
United States.

Analyzing the legal nature of a letter of credit in a form other than a
contract, not only does not reduce the differences of opinions of authors and
authorities in applying the single provisions to this legal entity, but also
causes a decrease in the confidence of traders in this useful commercial
instrument. Based on what was examined in this article, accepting the
contractual nature of a letter of credit not only does not conflict with the
principles that govern it (especially the principle of the independence of a
letter of credit), but also by assigning a known nature (a contract) to a letter
of credit causes that the authority for handling claims arising from a letter of
credit (the court or the arbitration board) to apply the rules governing this
known nature (contract) to letter of credit and prevent unpredictable
obligations from being imposed on the parties, and this will eventually lead
to more confidence of businessmen to this international payment instrument.
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1- Arrangement for Payment.
2- US Uniform Commercial Code (UCC).
3- Definite Undertaking.
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1- A documentary credit is a contract pursuant to which a bank opens a credit at the request
of its customer (the person ordering the opening of the credit) whithin the limits of a
specified amount and for a definite term in favor of another person (beneficiary) against a
security of documents representing goods freighted or intended for freight.
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1- Theory of Consideration.
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