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ABSTRACT
The paper focuses on the need for this system of the documentary credit. The paper also analyzes the entire procedure involved
in the implementation of the documentary credit system. The paper further analyzes the basic principles of Documentary
Credit: the independence principle (that letter of credit is independent of the underlying sales contract) and strict compliance
principle (that the documents submitted by the seller must conform to the terms of the credit in the strictest sense). The body of
the paper will analyze in detail the legal obligations and duties of the issuing bank towards the beneficiary, in the light of basic
principles of the letter of credit and vice-versa; the study also examines the effect of different circumstances on these duties. In
doing so the author focuses on the common law principles evolved over the period of time on the issue; in addition to that the
paper also examines the Uniform Customs and Practice for Documentary Credit (UCP 500) issued by the International
Chamber of Commerce in 1993, as it is the only international instrument on the subject and even UCP provides for application
of domestic law and common law.
Keywords:- Uniform Customs and Practice (UCP). Documentary Credit, International Chamber of Commerce.

1. INTRODUCTION
The international trading system has evolved over the period of years and with the evolution of the new modes of
transaction new types of risks have come to the surface.1This has also resulted in lot of cases of fraud.2Thus new modes
of payment have evolved with time and one such mode is “documentary credit” or “letter of credit”; this system can be
traced back to twelfth century practices of Europe.3 The system of documentary credit is said to have evolved in the
middle age in connection with the trade of goods, became popular in nineteenth century and was widely used after the
Ist World War.4 There are evidences to suggest that the system was used in Renaissance Europe, Imperial Rome, ancient
Greece, and Phoenicia and even in early Egypt.5Richard Schaffer makes an interesting observation that the evolution of
the system of letter of credit has been an evolution of mercantile speciality and has nothing to do with the common law
development of concept of contract, though multiple contracts are involved in it. 6 Also that letter of credit is a deviation
from the “lex mercatoria” , the customary law of the merchants which are used in international trade law, and is a
separate system in itself.7 The documentary credit is an independent undertaking on the part of the bank which adds a
secure paymaster for discharging buyer’s obligation to pay the purchase price, at the same time it is fully independent
of the underlying sale contract between the buyer and the seller, because of this seller knows that the payment is
secured unless and until he commits a default in production of documents as per the condition of letter of redit.8 It is
conditional promise issued by the issuing bank, thus there is contractual relationship between the beneficiary and
issuing bank.9In other words letter of credits are essentially conditional promises to pay for goods and services made by
one bank to another bank, substituting the credibility of the banks promise for the buyers promise to pay; they can be
considered as risk mitigation tools.10 There are several factors and risk that has made this mode of payment popular
among both the seller and the buyer: firstly that the parties might not know each other as well as they know in domestic
set up, several types of delay in transit might block the flow of capital, then is at all there is a dispute then the parties
will have a cross- border dispute at their hand, further the risk of bankruptcy as far as the seller is concerned, the buyer
is also benefited as he can decide what documents he want to see before he makes the payment so that he is assured
about the quality and other aspects of the goods, then the buyer can finance his purchase by taking advance from his
bank, and finally this will help both the party in smooth transaction.11It was interestingly
defined:12
“An open letter of request where one person ( usually a merchant or banker) requests some other persons to advance
money or give credit to ta third person named there in , for a certain amount, and promises that he will repay the same
to the person advancing the same, or excepting bills drawn upon himself, for the like amount. It is called general letter
of credit when it is addressed to all merchants or other persons in general, requesting such advance to third person;
and it is called the special letter of credit when it is addressed to a particular person by name requesting him to make
such advance to a third person.”
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According to this definition the sole purpose of this instrument is to extend the credit to one person on the promise or
another who will be a banker. The Banker will act as a paymaster to the person extending the credit. Many English
writers have adopted this definition.13 Hart14refers to documentary letter of credit as the undertaking on the part of the
bank is to accept draft against documents of titles to, goods particulars of the merchandise in respect of which the bills
are to be drawn being stated; it is a documentary credit.15 Further the definition has been modified by Gutteridge16:
“One which provided the banker’s liability to pay or accept the seller’s draft is conditional on his being furnished
with certain documents (generally a bill of lading, policy of insurance and invoice) which are to be pleaded to him
as security as an advance”17
It is important at this juncture to note the definition provided by the Halsbury’s Laws of England18, it defines a letter of
credit as an undertaking by a banker to meet drafts drawn under the credit by beneficiary of the credit in accordance
with the condition laid drawn therein. A judicial attempt to define the letter of credit can be seen in Voest-Alpine
International Corporation v. Chase Manhattan Bank,19 as: “A typical letter of credit transaction involves three separate
and independent relationships- an underlying sale of goods contract between the buyer and the seller, an agreement
between a bank and its customer (buyer) in which the banks undertakes to issue a letter of credit and the banks
resulting engagement to pay the beneficiary (seller) providing that certain documents presented to the bank conform
with the terms and conditions of the credit issued on its customers behalf. Significantly the banks payment obligation to
the beneficiary is primary, direct and completely independent of any claims which may arise in underlying sale of good
transaction.” Two international instruments on the subject are Uniform Customs and Practices for Documentary
Credit20 (UCP 600 being the latest one) and Uniform Commercial Code. U.C.P 500 Article 221 and UCP 600 Article
222 provide the definition of letter of credit. But both the definitions are not perfect, because firstly all the aspects of
letter of credit are not covered and secondly the definition also treats irrevocable letter of credit over the revocable
credit.

2.AIM AND OBJECTIVE
The paper analyzes the legal relationship between the beneficiary and the issuing bank in case of letter of credit. It
would give a critical analysis of the extent of the obligation issuing bank has towards the beneficiary and viceversa.
The paper has targets judicial pronouncement and UCP for the analysis.

3. SCOPE
The researcher has limited the scope of the paper to the common law judicial pronouncement and has given less space
to the provisions of the UCP 500 and 600.The author has referred to case laws from different jurisdictions to give a
wider prospective but comparative study of different legal regimes have been done very briefly.

4.HYPOTHESIS
The paper emphasis on the legal relationship between the issuing bank and the beneficiary with regard to the letter of
credit system; the focus is on the nature of the contractual relationship between the issuing bank and beneficiary, their
legal obligation towards each other and the independence of this relationship form other
parties to the letter of credit.

5.RESEARCH PROBLEM
The system of letter of credit is complex and has many parties and many contractual relationships; thus it is important
to analyze the relationship between the beneficiary and the issuing bank in isolation to draw the extent and ambit of
their legal relationship.

6. RESEARCH QUESTION
What is the importance system of letter of credit? What are the role of the beneficiary and the issuing bank? What is the
extent of obligation of the issuing bank towards the beneficiary?

7. RESEARCH METHODOLOGY
A descriptive style of writing has been used throughout the paper. Doctrinal method of research has been adopted. Case
laws form different jurisdiction and UCP are being used as primary sources, whereas different legal commentaries and
articles written by various author on the subject have been used as secondary sources for the purpose of analysis in this
paper.
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8.PROCEDURE INVOLVED IN LETTER OF CREDIT
The letter of credit involves four different parties with different contractual relationship involving a chain
oftransactions.23Four parties24 involved are: the buyer,25 the seller,26 the bank issuing the credit27 and the bank
making the payment.28 Lord Wright describes the functions of letter of credit in following word: “The General Course
of International Commerce involves the practice of raising money on the documents so as to bridge the periods between
the shipment and the time of obtaining payment against the document.”29 Once the sale has been agreed the buyer
apply to his bank and obtains a letter of credit from his bank (theissuing bank) in favour the seller(beneficiary), the
application form for letter of credit given by the Buyer acts as contract between the buyer and the issuing bank, if the
issuing bank agrees to issue the letter of credit.30The seller needs to be advised of the letter of credit usually by the
issuing bank but it is more commonly done by the bank in seller’s country; if the seller confirms the letter of credit the
bank becomes “conforming bank” and thus a contract is created between the seller and the confirming bank.31In order
to claim the payment the seller has to produce the documents stipulated in the letter of credit before the issuing bank or
the confirming bank as the case may be, the bank may reject the documents o accept them and make the payment, in
case the documents are rejected then they are to be submitted again but before the period of credit has expired (the bank
may also waive32 certain small discrepancies).33If the confirming bank has done the payment it will then submit the
documents to the issuing bank for reimbursement.34Finally the issuing bank will produce the documents before the
buyer for reimbursement and the buyer will check if the documents are accurate, if satisfied he will make the
payment.35With those documents the buyer will then take the delivery of the goods. It is an essential to open the letter
of credit in time to enable the shipment of goods, in Garcia v. Page & Co. Ltd.36 The Court held that it is prerequisite
to open a letter of credit to the duty of the seller to ship the goods; the Court further held that if the original contract of
sale stipulates a date, to open the letter of credit, then that date International Journal of Application or Innovation in
Engineering & Management has to be complied with. It is also well settled that it is not only to be opened but also to be
communicated to the beneficiary (seller), in Bunge Corp v. Vegetable Vitamin Food(Pte) Ltd.,37 the letter of credit is
only considered to be opened when the seller has been advised about the same or the confirmation of the letter of credit
has been confirmed to the beneficiary.38 In Pavia & Co SpA v. Thurmann-Nielsen,39 the Court of Appeal was dealing
with the cases where no time was stipulated and the Court held that in such cases the seller must be provided with the
credit before the beginning of the shipment period so that he is assured that shipping the goods will not land him into
any type of risk as the payment is secured, Lord Denning observed:“[The seller] may ship on the very first day of the
shipment period. If, therefore, the buyer is to fulfil his obligations he must make the credit available to the seller at the
very first date when the goods may be lawfully shipped in compliance with the contract.”40

9. ESSENTIAL FEATURES OF LETTER OF CREDIT
9.I. The Independence Principle
This principle says that the letter of credit is independent to the underlying sale contract between the seller and the
buyer. UCP Article 3(a)41 states that the very nature of the credit makes it different form the contract of sale on which
they might be based and thus the banks are absolutely free from them.42 In addition to this the principle also finds
backing in Article 443 of UCP which states that though the letter of credit may be based on goods and services but
operation of all the parties under the contract is based on documents. This principle is one of the touch-stone when it
comes to the obligation of the issuing bank towards the beneficiary and visa versa.
9.2. The Strict Compliance Principle
This principle requires that the Banks must pay against the documents submitted to it by the beneficiary and that there
should be strict compliance of the same. Article 1344 of the UCP recognizes this principle, it states that the bank must
scrutinize all the documents carefully keeping in mind all the international standards and the conditions mentioned in
the letter of credit and make the payment only when all the document appear to be consistent with the requirement of
the letter of credit.45 In this case the bank not only protects itself but also the interest of the buyer (applicant of the
letter of credit).
10- Beneficiary and the Issuing Bank: Legal Duties and Obligation
The contractual relationship between the issuing bank and the beneficiary is more important in the case of irrevocable
letter of credit,46 generally irrevocable letter of credit more over Article 2,47 only refers to irrevocable letter of credit.
The contract between the issuing bank and the beneficiary can come into effect by four different means, firstly when the
issuing bank instructs the advising bank to advise the credit; is the advising bank sends out the advice of the opening of
the credit, at the time of receiving the notification of the credit by the beneficiary and at the time when the beneficiary
acts in reliance of the credit.48One can refer to Article 749 of the UCP and judicial pronouncement to see the
obligation of the advising bank toward the beneficiary. The contractual relationship between the beneficiary and the
issuing bank is based on indirect consideration, because there is no element of consideration from the beneficiary to the
issuing bank, but the documents produced by the beneficiary are used by the issuing bank for reimbursement.50 Peter
Ellinger and Dora Neo,51 in their book observe that the system of letter of credit is so well established that any attempt
to avoid the obligation on the plea of absence of consideration is set to be “doomed to failure”. As mentioned earlier it
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is the cardinal principle in the system of letter of credit that the relationships are independent of the underlying sales
contract between the seller and the buyer (i.e. the beneficiary and the applicant of the letter of credit) though the letter
of credit is a result of that contract of sale and most of these contract of sale also mandate for letter of credit. Thus in
their relationship neither the beneficiary not the issuing bank can rely on the underlying contract of sale.52 Lord
Diplock53 rightly observed that there can be four contractual relationships in the case of letter of credit but each is
autonomous and independent to each other. In the case of Banker’s Trust Co. v. State Bank of India,54 Sir John Megaw
cautioned about the principle of independence and rightly observed: “The metaphor “autonomous” means only that one
does not read into any of the four contracts the term of any of the other three contracts. But the ‘genesis and the aim of
the transaction’ are not to be ignored where they may be relevant to assist in the interpretation of the terms of the
contract.” Thus the terms of letter of credit must be unambiguous and clear. In Commercial Banking Co of Sydney
Ltd. v. Jalsard Pty Ltd.,55 it was held that the terms of letter of credit have to be mentioned and it must be clear as to
what documents the beneficiary needs to produce to claim the payment, the buyers instruction in this regard are
paramount and if the bank has paid out contrary to the given instruction it has no recourse for reimbursement, but is the
instructions are not clear then the bank cannot be blamed to have adopted a reasonable interpretation.56Further Lord
Diplock57observed that: “Both the issuing banker and its correspondent bank have to make quick decision as to
whether a document which has been tendered by the seller complies with the requirements of the letter of credit at risk
of incurring liability to one or other parties to the transaction if the decision is wrong. Delay in deciding may in itself
result in breach of his contractual obligations to the buyer or to the seller. This is the reason of the rule that where
banker’s instructions from his customer are ambiguous or unclear he commits no breach of his contract with the buyer
if he has constructed them in a reasonable sense, even though upon closer consideration which can be given to
questions of construction in an action in a court of law, it is possible to say that some other meaning is to be preferred.”
This observation makes it clear that there is obligation on the part of the issuing bank to decide as soon as possible the
correctness of the documents produced by the beneficiary.58 Moreover a failure to decide in the stipulated time may
lead to the conclusion that the bank has accepted the documents.59 In the case of Urquhart Industry and Co. Ltd. v.
Eastern Bank Ltd.,60 the letter of credit was irrevocable one and the bank on instruction for its customer deferred
payment. The Court held that the letter of credit and the underlying sale contract are different, and the obligation of the
bank is independent for the contract of sale between the seller and the buyer and thus the banker is in breach of its
contractual obligation. Further in the case of Maurice O’Meara Co. v. National Park Bank of New York,61 McLaughlin
J., observed that the letter of credit is between the seller and the banker once the issuing bank on application from the
buyer issues it in the favour of the beneficiary (seller), it only signifies that the banker has to make the payment on
production of the documents mentioned in the letter of credit, he can deny the payment if the documents produced do
not match to the ones mentioned in the terms of the letter of credit and nothing more; the contract of sale is a contract
between the seller and the buyer, the bank is not privy to that contract and must refrain from relying on the same, thus
the banker cannot deny his obligation under the letter of credit under the cover of the contract of sale between the seller
and the buyer. The independence of the letter of credit goes along way and even the buyer (the applicant of the letter of
credit) cannot alter the rights and duties between the bank and the beneficiary. In the case of Hamzeh Malas & Sons v.
British Imex Industires Ltd.,62 the buyer claimed that the goods were defective and were inconsistent with the
description mentioned in original contract of sale, and thus applied for injunction to stop the bank from making
payment against the letter of credit to the beneficiary, the Court denied to issue such an injunction and Jenkins L.J.
rightly pointed out: “It seems to be plain enough that the opening of a confirmed letter of credit constitutes a bargain
between the banker and the seller and the vendor of goods, which imposes upon the banker an absolute obligation to
pay, irrespective of any dispute there may be between the parties as to the goods are up to contract or not.” Probably this
cannot be put in any words simpler than the words used buy Jenkins L.J that the obligation of bank towards the
beneficiary is totally independent of the underlying contract of sales. Further Article 34 provides for the benefit that the
bank has due to this absolute liability, he is not at all bothered with the quality etc. of the goods. In the case of Dexter
Ltd. v. Schenker & Co.63 the Court held that in the cases where on production of valid documents the payment has
been deferred by the bank in the stipulated time, the action to recover the money will be treated as an action for
damages for breach of contractual obligation,64 and Greer J observed: “...the date of the payment has passed and the
payment has not been made, the way to read the claim of this sort is that it is the claim for damages for non-payment of
money, and in ninety-nine out of hundred cases the amount of damages will be the sum which there has been the
undertaking to pay.”65 But not always the “damages” are equal to the money due. In the case of Prehn v. Royal Bank of
Liverpool,66 the applicant of the letter of credit and the beneficiary were the same merchant’s two different wings, the
bank refused the payment. In the action to claim the money the Court allowed the beneficiary to also claim as the part
of “damages”: the expenditure for protest and the cost of cables. In certain cases the amount of damages will be
calculated by placing the bank in the shoes of the buyer and checking what the buyer would have paid as damages in
the case of refusal to accept the goods.67 A different remedy for damages was provided to the beneficiary in the case of
Urquhart Industry and Co. Ltd. v. Eastern Bank Ltd.,68 in that case the Court held that the breach by the bank of nonpayment can be seen as repudiatory breach and thus the beneficiary can avoid the contract and also claim for damages.
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In case there has been a late payment by the bank and it has led to the beneficiary suffering damages he might claim
damages if the principle of remoteness of damages69. In Ozalid Group (Export) Ltd v. African Continental Bank
Ltd.,70 due to the delay in the payment the exchange rate of currency changed and as a result of which the beneficiary
suffered loss and the facts clearly showed that the bank was aware that this could happen and therefore it was easy for
the Court to decide in favour of the beneficiary and award damages accordingly. The claim for damages in such cases
will be successful as long as the principle of remoteness is satisfied and the defaulter has reasons to believe that the
delay might cause some harm.71 Since the facts of the Ozalid Case72 were simple thus the Court did not go into the
details but the case was again analyzed by House of Lords in President of India v. La Pintada Compania Navegacion
SA,73 and the Court held that such damages will only be awarded when the damage was reasonably anticipated by both
the parties. The Bank is perfectly within its right to deny the payment is the required documents are not produced by
the beneficiary or otherwise the production is non-complying with the terms of letter of credit, e.g. after the stipulated
time etc.74 In the case of JH Rayner & Co. Ltd. v. Hambro’s Bank Ltd.,75 the terms of the letter of credit defined the
goods as “Coromandel groundnuts” and the seller produced a bill of lading of the good termed as “machine-shelled
groundnuts kernels” and the invoice for “Coromandel groundnuts” to the issuing bank. The bank refused the payment
on the grounds that the documents produced did not match the terms of letter of credit, but the beneficiary claimed that
it was well known in the trade that the two terms “Coromandel groundnuts” and “machine-shelled groundnuts kernels”
are one and the same, but still the Banker was well within his rights to deny the payment under the principle of strict
compliance, as the Banker is not supposed to know the common usage of all the trades. This case suggests how serious
the implication of strict compliance can be. The religious following of the principle of strict compliance finds backing
in the observation of Lord Sumner76: “It is both common ground and common sense that in such a transaction the
accepting bank can only claim indemnity if the conditions on which it is authorized to accept are in the matter of the
accompanying documents strictly observed. There is no room for documents which are almost the same or which will
do just as well. Business could not proceed securely on any other ground lines. The Bank’s branch abroad, which
knows nothing officially of the details of the transaction thus financed, cannot take upon itself to decide what will do
well enough and what will not. If it does as it is told, it is safe; if it declines to do anything else, it is safe; it departs
from the conditions laid down, it acts at its own risk.” The necessity for the principle of strict compliance has been very
appropriately put by Lord Sumner. Further in the case of Seaconsar Far East Ltd v. Bank Markazi jomhouri Islami
Iran,77 the Court observed that the strict compliance has to be constructed strictly and that the arguments of “de
minimis” cannot be accepted in this case. But UCP Article 30 allows slight deviation and provides little discretion on
the part of the issuing bank to waive little discrepancies.78 But again this is not universal, in the case of Moralice
(London) Ltd. v. F Man,79 Court pointed out that de minimis non curat lex will not be applicable where strictness is
paramount.80 In these types of cases where documentary obligations are to be fulfilled there is always a big space for
interpretation and this could lead to subjectivity, therefore in the case of Credit Agricole Indosuez v. Muslim
Commercial Bank Ltd.,81 Court of appeal held that in the cases where there is room for ambiguity and interpretation is
required, the interpretation should be done in the lines of international banking practices. Though the bank is obliged
to pay on the production of documents and has to check them without reference to nothing but the letter of credit, the
bank is not obliged to check the gaminess of the documents or whether the documents are a result of fraud.82In Gian
Singh & Co. Ltd. v. Banque de I’Indochine,83 the Pricy Council held that, if the bank pays on the production of forged
documents he cannot be held liable, under law it was supposed to check the documents that were mentioned into the
letter of credit and nothing beyond unless otherwise mentioned in the letter of credit, thus he cannot be supposed to
check if the signatures were forged. In Standard Bank of London v. The Bank of Tokyo Ltd.,84 Walker J observed:
“The duty to inquire will depend on the circumstances of each and every case and what should, or may, put someone on
enquiry will also depend on the circumstance of an individual case thus the more usual the circumstance and the clearer
a representation appears to be the less the duty to inquire should be and the less likely there will be to be circumstances
which will put anyone on inquiry.”85 In the case of Sztjen v. Henry Schroder Banking Co.,86 before the payment was
made it was brought to the notice of the bank that the documents produced by the seller were fraudulent and that he
shipped different goods which were not mentioned in the terms of the letter of credit, the Court came down very harshly
on the practice of fraudulent claims in the cover of strict compliance and observed: “It is well established that a letter
of credit is independent of the primary contract of sale between the buyer and the seller.....This rule is necessary to
preserve the efficiency of the letter of credit as an instrument for the financing of trade.......It would be most unfortunate
interference with business transactions if a bank before honouring drafts drawn upon it was obliged or even allowed to
go behind the documents, at the request of the buyer and enter into the controversy between the seller and the buyer
regarding the quality of merchandise shipped. But in this case the seller has intentionally failed to ship any goods
ordered by the buyer. In such situations, where the seller’s fraud has been called to the bank’s attention before the draft
and documents have been presented for payment, the principle of the independence of the bank’s obligation under the
letter of credit should not be executed to protect the unscrupulous seller.”87 In an very interesting case of Hong Kong
and Shanghai banking Corp. v. Kloeckner & Co. AG,88 the issue of set off came before the Court, as to whether the
issuing bank can set-off other claims it has against the beneficiary against the money payable under the letter of credit.
The facts of the case clearly showed that the money that the bank wanted to set-off was a result of previous transaction
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on the same letter of credit. Nevertheless the beneficiary opposed this set-off relying on the cardinal principle of letter
of credit: autonomy of letter of credit, but the Court denied this contention stating that the object of this principle is to
save the transaction between the issuing bank and the beneficiary from the underlying sales contract and related
problems between the seller and buyer, thus has no relevance for the case of set-off where the Bank wants to set-off the
previous obligation of the beneficiary. Though the Court allowed the set-off in the present case but one of the strong
grounds in favour of doing so was the fact that the amount to be set-off was the result of the same transaction. It
therefore seems that there is still scope and necessity of the application of judicial mind on the issue, but the chance of
the Court getting opportunity like this is less as the chances that the beneficiary would have any amount due to be setoff by the issuing bank is very less as generally the issuing bank is the bank whose customer is the buyer and no the
seller (the beneficiary).

11. TREATMENT IN DIFFERENT JURISDICTIONS
In the United Kingdom, the system of letter of credit became popular with the passage of time and evolution through
common law; earlier banks and courts both were reluctant to use/enforce the system. But slowly the Courts89have given
recognition to the system of letter of credit thus even in business the stakeholders are now omfortable to use the system.
Although, there is no specific legislation to deal with the same till now. In Australia on the other hand the evolution of
the system of letter of credit is a direct result of the judicial interpretation of the contractual principles and has been
parallel to other commonwealth jurisdictions.90 Later even the judiciary has adopted the use of provisions of UCP in
deciding the case.91 The United States of America is perhaps the only jurisdiction where the evolution of the system of
letter of credit has happened with the help of legislations, though courts have also played there role.92 As early as in
1846, in the case of Brando v. Barnett,93 Lord Campbell pointed out: “... when a general usage has been judicially
ascertained and established, it becomes a part of the law merchant, which courts of justice are bound to know and
recognize.” The Uniform Commercial Code is the legislation governing the letter of credit system, it is a joint product
of the American Law Institute and the conference of commissions on Uniform State Laws.94 Since then a number of
cases have been decided on the lines of this instrument and the Courts have given varying and often contradicting
interpretations.95 As mentioned earlier internationally the customary usage of the system has gained recognition. The
International Chamber of Commerce has contributed by the UCP.96

11.CONCLUSION
The system of letter of credit has evolved as a mercantile practise and is a result of practical difficulties in crossborder
business transactions and to avoid difficulties like fraud, different types of risk, cross-border litigation.97 It has also
been pointed out earlier that though it contains four different set of contract the letter of credit has evolved separately
from common law development of contract.98 But even today there are some problems as the system takes too long for
the entire process.99 There is a special type of relationship between the parties to the letter of credit. One such
relationship is beneficiary and the issuing bank. The issuing bank is under obligation to pay the beneficiary as long as
the beneficiary produces the documents as mentioned in the letter of credit, however if the documents produced by the
beneficiary does not correspond to the terms of the letter of the credit. This contractual relationship is governed by two
cardinal principles of the letter of credit: 1) the independence principle- that the contractual relationship between the
beneficiary and the issuing bank is independent of the underlying sales contract and 2) the strict compliance principlethat the terms of the letter of credit must be followed in strict sense by the issuing bank and the beneficiary. The
relationship between the issuing bank and the beneficiary is a special type of contract, because there is no direct
presence of consideration in these cases, one might say that the documents submitted by the beneficiary to the issuing
bank, as the issuing bank claim reimbursement, but then there is no obligation on the beneficiary as far as the
reimbursement is concerned only, the applicant of the letter of credit and issuing bank are the concerned party. It is
clear that the issuing bank has an obligation to furnish payment to the beneficiary on the production of documents
required under the letter of credit, and he cannot under the garb of the underlying contract of sale, in International
Journal of Application or Innovation in Engineering & Management anyway dilute this obligation. Not even the
applicant of the letter of credit, who is actually paying, in the largerpicture, can stop the payment if the beneficiary has
produced the required documents. Thus the system provides a actual assurance of payment to the beneficiary and thus
securing the entire business environment. It has also been seen that though the contract involved are autonomous, they
are nevertheless product of each other. The issuing bank is not obliged or required to go into the examination of the
documents to check if the documents are fraudulent or the shipment is defective; but it has also been cautioned that this
does not mean that the issuing bank’s conduct should encourage the fraudulent seller if the fraud is apparent and
known to the issuing bank before making the payment.
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