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Abstract: 

Letters of Credit are the instrumental force to minimize the risk of 
exporter and importer in international trade, and act as a catalyst 

for the smooth functioning of international business transactions. 

This document is called the life blood of the international trade. In 
international business transactions, the distance between the buyer 

the seller, as well as the different dynamics of the foreign market, 

increases the risk of seller with regard to payment, on the other hand 
the risk of the buyer with regard to the shipment of the goods. 

Therefore, the Letter of Credit acts as an instrumental force to 

minimize the risk of both parties. Hence, the Documentary Letter of 

Credit is an arrangement through Bank between the seller and 
buyer, and acts as a substitute for cash. It allows the seller to be paid 

as soon as the goods are shipped, and also gives the guarantee to the 

buyer that the goods are en-route and will conform to the contract. 
In this connection, UCP 600 explores the idea of doctrine of 

autonomy of letter of credit and strict compliance. However, the 

Courts have played a pivotal role in the interpretation of these 

doctrines. The present research is based on qualitative approach, 
and it will explore the implications of LC in international business 

transactions.          
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1. Introduction 

In international trade, when business people negotiate contracts for 

the sale of goods, services, or technology, one of the major issues for 
negotiation will always be the method of payment. One choice would 

be for the buyer to pay cash on delivery, but distance generally 

doesn’t make this practical. Another option is for the seller to grant 

credit terms to a buyer. Obviously, sellers don’t tend to see this as a 
desirable option, particularly with buyers they don’t know well. Or 

from whom the seller might have trouble collecting the money. The 

most widespread choice, however, is the use of letters of credit, 
because letters of credit is a trustworthy mechanism to protect the 

interests of both, buyer and seller [1]. Therefore, in L/C, the importer 

agrees to pay the exporter through a well-reputed bank in the 
exporter’s country on the presentation of required documents [2]. 

Hence, the L/C acts as an instrument of security for the benefit of 

both buyer and seller and minimizes the risk of both parties in 

international trade. The significance and the acceptability of the 
documentary L/C is recognized by the courts in cases “United city 

Merchants (investments) Ltd v Royal Bank of Canada (The American 

Accord) [3]” and “Harbottle (RD) (Mercantile) Ltd v National 
Westminster Bank Ltd [4]” in these words “The L/C is the backbone 

and life blood of international commerce”. 

History of the Documentary L/C explores that, merchants and traders 

have used various forms of letters of credit since the 12th century. 
There is even some evidence that traders in ancient Greece, Rome, 

Phoenicia, and Egypt may have used letters of credit to conduct trade 

and business. Approximately 3000 years, letters of credit have 
provided business with a convenient, flexible and reliable way of 

financing international trade [5].  In modern times, reference to 

letters of credit in England can be found in “Pillans v Van 
Mieropcase [6]”. More recently, banks have developed new uses for 

letters of credit, as ways to provide guarantees of contract 

performance. Now a days, both buyer and seller of goods and 
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services use L/C to reduce the risks of non- payment and non-

performance in international transactions. This paper examines the 

evolving jurisprudence in the light of relevant case law of diverse 
jurisdiction on the fundamental principles of documentary L/C i.e. 

strict compliance and autonomy of letters of credit [7]. In case of 

dispute between the parties regarding the Letters of Credit, the Courts 

of competent jurisdiction have the authority to examine the legality 
of the L/C in the light of UCP 600.  

2. Research Methodology 

This research will be conducted on a qualitative research strategy 
with interdisciplinary approach in the sense that there will be no 

quantitative data will be produced. A qualitative research strategy is 

particularly applicable for the purposes of this research, where the 
connection between several different variables had to be established 

through interpretation and will be based on archival sources mainly 

from journals, books, citations, judgments, related commentaries, and 

articles. The research approach that was followed for the purposes of 
this research is the inductive one. According to this approach, 

researchers begin with specific observation, which are used to 

produce generalized theories and conclusions drawn from the 
research. 

3. Evolution of Legal Regime  

Literature review on the documentary L/C elucidates that no serious 

effort was initiated to compile the laws on the L/C through 
international arrangements. However, through the entire efforts of the 

International Chamber of Commerce (ICC), a legal document 

(hereinafter ‘UCP’) was introduced to regulate the matters relevant to 
L/C.  The eminent professor RM Goode describes the significance of 

UCP in his book as “it is the most successful harmonizing measure in 

the history of international commerce and credit goes to the ICC, 
which developed the law and regulations of Documentary L/C[8]”. 
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Another eminent, Professor EP, Ellinger expressed his views on the 

role of ICC in these words as: 

“The unification is a consequence of necessity and use of 
banks as agents in international trade, therefore, the UCP 

was by no means an overnight development [9]”. It is 

pertinent to mention here that in addition to UCP, ICC has 

introduced other regulations including UCP, Uniform Rules 
of Contract Guarantees, and Uniform Rules for Demand 

Guarantees, ISP98, which is International Standby 

Practices for Independent Guarantees and Standby 
Documentary Credits. United Nations Conference for 

International Trade Law also individually took the initiative 

to prepare universal regulations for Independent Guarantees 
and Standby Letters of Credit [10].” 

It is argued that, in the globalized world, trade among the nations is 

an engine for economic growth and development. In the views of the 

economist, trade is an instrumental force to raise the living standards 
of the people and act as a catalyst for the alleviation of poverty, 

therefore, various trade theories have been expounded on the 

significance of International trade. These theories are (a) Theory of 
Absolute Advantage, (b) Theory of Comparative Advantage, (c) 

Product Cycle Theory. Absolute advantage Theory argues that a state 

should make goods or services in more efficient manner where that 

state has an absolute advantage over other states, like in case of 
Pakistan, which is an agro-based country, has an absolute advantage 

in agriculture sector rather than technology in USA. The Theory of 

comparative advantage is expounded by David Ricardo, who argued 
that in international trade a country should specialize in exporting 

those products or services in which it has greatest comparative 

advantage over other states. Raymond Vernon has developed The 
Product Cycle Theory, which explain the process through which a 

product passes and exposed to an international market for 
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consumption. The cycle elucidates that how a product develops and 

drops in the market place.     

The legal history depicts that, the earlier set of rules formulated on 
the platform of ICC were not well recognized among the states, and 

few countries adopted these rules. The 1951 version, despite adoption 

in 80 countries (including the US), was received unfavorably in both 

the United Kingdom and Commonwealth. A revised version was 
published in 1962, which addressed the reservations of United 

Kingdom; therefore, the United Kingdome accepted the version. 

Further the process of revisions was continued in 1974 and 1983 to 
add new modes of transportation. Therefore, the 1983 version 

[commonly known as UCP 500] was used to regulate the issues 

relating to L/C. The 1993 version of UCP is called the (Brochure No 
500) and commonly known as UCP 500 [11]. Now in 2007 the UCP 

500 is replaced through UCP 600. “It was brought about to 

standardize a set of rules aiming to benefit all parties during a trade 

finance transaction. UCP 600 was created by industry experts, and 
mandated by the Banking Commission, rather than through 

legislation [12].” 

4. Arguments on the Doctrines  

L/C is the life blood and backbone of international trade and bankers 

are more connected with the practice of L/C and courts are the 

interpreter of these practices. The courts in the various judgments 

elucidate the governing doctrines of L/C. these doctrines are called 
doctrine of autonomy L/C and doctrine of strict compliance. The 

brief explanation of these doctrines is given below:  

4.1 The Independence Principle 

 The key feature of documentary L/C is that payment for goods is 

made against documents, not against delivery. The L/C is a separate 

contract, independent of the underlying contract for the sale of goods. 
A seller can comply with the terms of a L/C and still breach the 

contract for the sale of goods. The banker’s sole obligation is to use 
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care in examining the documents, “so as to ascertain that on their 

face they appear to comply with the terms of the credit”. As long as 

the documents conform to those the L/C calls for, the seller will be 
paid. Whether the goods actually conform to the contract is irrelevant 

to the banker’s inquiry [13].  The concept of doctrine of autonomy 

may be expressed in these words: 

“The L/C is separate from and independent of the 
underlying contract of sale or other transaction. A bank 

which operates a credit is concerned only with whether the 

documents tendered by the seller match to those specified 
in the instructions. The L/C transaction is thus a paper 

transaction. It is irrelevant to the bank whether the 

underlying contract concerns the purchase of timber, oil, 
and machinery or whether it concerns other transaction. 

The only case in which exceptionally the bank should 

refuse to pay under the credit occurs if it is proved to its 

satisfaction that the documents, though apparently order on 
its face, are fraudulent and that the beneficiary (seller) was 

involved in the fraud [14]. This is usually referred to as 

“fraud exception [15].” 

4.1.1 The Fraud Exception: The bank’s duty to pay to the seller, 

upon documents that appear to conform on their face to be in 

consonance with the instructions, may be hindered in the event of 

fraud. So fraud is an exception to the fundamental principle of 
autonomy of credit. The exception originates from an English case 

DISCOUNTS RECORDS Ltd V BARCLAYS BANK Ltd [16]. In 

this case the buyers, alleged fraud on the part of the seller and 
approached to the court for stay against the bank for the purpose to 

stop the payment to seller, the court held that mere allegation of fraud 

was insufficient to issue an injunction [17]. Therefore, the fraud must 
be proven. The same principle has been adopted in number cases. It 

was held in AMERICAN CYNAMID Co V ETHICON Ltd [18] that 

the applicant must establish that the beneficiary is not entitled to the 
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money and the injunction will serve the purpose. In general, that 

means on documentary evidence it should be clear that the footing on 

which the injunction is being sought e.g. illegality, fraud or invalid 
demand, was the only realistic inference. In Consolidated Oil Ltd 

Vamerican Express Bank [19], the claimant invoked injunction to 

prevent the bank from payment under a performance guarantee which 

has been provided to back a bid for shareholding in a company 
owned largely by the government of the Ivory Coast. The beneficiary 

of the performance guarantee was a committee set up by the then 

Prime Minister’s office. That committee subsequently made a call on 
the guarantee. The claimant argued that the bank should not make 

any payments until it had been properly ascertained that the 

beneficiary was actually authorized to make the demand, stressing 
that following the overthrow of the Prime Minister’s office in the 

military coup, the committee was setup under his auspices also 

ceased to exist. The court declined the issuance of stay and stating 

that the only obligation of the bank was to consider the demand and 
to decide whether it complied with the requirements of the guarantee. 

Only if the applicant is able to show that the only realistic inference 

from the facts was that the demand was invalid or the committee no 
longer existed or the committee had not been authorized to make the 

call, would the court consider grant of an injunction. Even then it 

must be kept in mind that the court would not order an injunction if 

damages would be an adequate remedy [20]. So, fraud is a possible 
and likely defense to a call on a guarantee but it is usually very 

strictly managed as a Plea. In K. John Brown Ltd V Midland Bank 

Plc [21] the court stated that the bank must be notified of about the 
fraud and then the court would interfere.  

“The House of Lords in United City Merchants (Investments) Ltd V 

Royal Bank of Canada (The American Accord)” the court held that to 
the fraud must be proved beyond reasonable doubt [22]. The rule of 

autonomy of credit is stated in Arts 4(a) [23] and 4(b) [24] of the 

UCP 600 in following terms: 
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4.1.2  Scope of L/C versus Contract performance: 

“A credit by its nature is a separate transaction from the 

sale or other contract on which it may be based. Banks are 
in no way concerned with or bound by such contract, even 

if any reference whatsoever to it is included in the credit. 

Consequently, the undertaking of a bank to honor, to 

negotiate or to fulfill any other obligation under the credit 
is not subject to claims or defenses by the applicant 

resulting from its relationships with the issuing bank or the 

beneficiary. A beneficiary in no case avail itself of the 
contractual relationships existing between banks or 

between the applicant and the issuing bank.” [25] 

“An issuing bank should discourage any attempt by the 
applicant to include, as an integral part of the credit, copies 

of the underlying contract, Performa invoice and the 

same.”[26] 

With reference to goods, Services and performance the law is very 
much clear that banks deal only with the documents. In article 5 of 

the UCP, it is stated that the Banks deal with documents not with 

services and goods including the performance of the contract.” In the 
landmark case of Power Curber Intr. Ltd v N.B of Kuwait [27] is 

worth mentioning, where Lord Denning observed that [28]: 

“It is vital that every bank that issues a L/C should honor its 

obligations. The bank in no way is concerned with any 
dispute that the buyer may have with the seller. . . The 

buyer may say that he has a cross claim in a large amount. 

Still the bank must honor its obligations. A L/C is like a bill 
of exchange [29] given for the price of the goods. It ranks 

as cash and must be honored. No set off or counterclaim is 

allowed to detract from it” 

The facts of Power Curber Intr. Ltd v N.B of Kuwait case are 

provided in the given paragraph,  
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“Distributors from Kuwait bought machinery from Power 

Curber, an American company carrying on business in 

North Carolina. The National Bank of Kuwait issued an 
irrevocable letter of credit, instructing the Bank of America 

in Miami to advise the credit to the sellers through a bank 

in Charlotte, North Carolina. The machinery was duly 

delivered but the Kuwaiti buyers raised a large 
counterclaim against sellers in the courts of Kuwait and 

obtain from them provisional attachment order which 

prevented the bank, which was willing to honor, the 
irrevocable credit, from paying under it. The sellers sued 

the bank, which had a registered address in London, in the 

English courts and Parker J. gave summary judgment 
against the bank. The court of appeal upheld this decision. 

It was held that the order of the court in Kuwait did not 

affect the obligation of the bank to honor the credit and, 

moreover, the courts will normally refuse to issue a 
freezing injunction [30] preventing a bank from paying 

under the credit. However the courts are prepared in 

appropriate cases to issue such an order against the 
beneficiary, attaching the proceeds which he has received 

from the bank under the credit. “ 

Lord Denning gave his observation in these words that: [31] 

“The injunction doesn’t prevent payment under a letter of 
credit or under a bank guarantee, but it may apply to the 

proceeds as and when received by the defendant.”  

On the other hand, it has been held that the bank may set off a claim 
for liquidated damages which has accrued to it against its own letter 

of credit liability to the beneficiary in a case in which the claim for 

liquidated damages arose directly out of the same banking transaction 
to which the letter of credit related. 
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The same principle was laid down in Nova Jersey (Knit) Ltd v. 

kammgarn Spinnerei GmbH [32]. 

4.2 Strict Compliance: 

The traditional approach to the law of L/C has been to require 

documents to conform exactly to the L/C. Bankers may reject claims 

for payment for virtually any variation from the words of the credit. 

Lord Summer of Great Britain stated the rule and its rationale: 

“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 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; 

if it departs from the conditions laid down, it acts at its own 

risk” [33]. 

Therefore, a banker examining L/C documents is not expected to 
know abbreviations or equivalencies commonly used in different 

industries. Nor does the banker need to make any investigation into 

seemingly innocent shortcomings between the presented documents 
and the L/C. In this reference, the Beyene v. Irving Trust CO case 

illustrates the doctrine of strict compliance. In this case Beyene 

contracted to sell two prefabricated housed to Mohammad Sofan, a 

resident of the Yemen Arab Republic. Sofan financed the purchases 
with a letter of credit issued by the Yemen Bank for Reconstruction 

and Development (YBRD). YBRD designated Irving Trust as the 

confirming Bank. When Irving received the document called for by 
the letter of credit, it noticed that the bill of lading listed the party for 

the shipping company to notify upon arrival of the houses as 

Mohammad Soran, not Mohammad Sofan. Irving refused to pay 
Beyene, citing the discrepancy between the bill of lading and the 

letter of credit. The district court ruled in favor of Irving and Beyene 
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appealed. The appellate Court affirmed the judgment of district court 

in favor of Irving.      

5. Case law developments on principles of documentary credit: 

The court of diverse jurisdiction played a significant role to develop 

the jurisprudence of these principles. In this context, landmark cases 

on the autonomy of L/C and strict compliance are referred. The case 

law study reflects that with the development of international 
business, the courts interpreted these principles in a balanced manner 

and facilitate the bankers in order to smooth functioning of banking 

practices and to safeguard the interest of the stake-holders in the 
whole process of payment mechanism. In Federal Bank Ltd. vs. 

V.M. Jog Engineering Ltd and Others [34] “It was held that no 

injunction can be issued in the instant case on the ground, that a 
contract of bank guarantee or L/C is an independent contract and the 

only fraud is an exception to stop the payment or where encashment 

results in irreparable damage” In another case of AG vs. State Bank 

of Patiala [35] “Learned counsel has argued that the law concerning 
to letters of credit is founded on doctrines of autonomy of the credit 

and doctrine of strict compliance and has also depend on the 

interpretation of the Supreme Court”. In Malayan Banking Berhad 

vs. Indus Bank Limited [36] case the court held that “The L/C is 

separate and independent of the original contract of sale or other 

matter. A bank which runs the L/C is concerned only with whether 

the documents presented correspond to those detailed in the 
instructions. Therefore, L/C is a paper contract. The only exception 

in which the bank should refuse to pay is that if bank proved to its 

entire satisfaction that the documents prima facie is fraudulent.” In 
the case of Bolivinter oil SA vs. Chase Manhattan Bank etc [37]. 

Court observed that the court cannot grant injunction against bank 

and moreover, observed that: “Banks cannot be stopped from the 
promises they made in favor of their clients. If banks do so, it can 

cause irreparable loss for banks as well. This fact must be examined 

by the courts before granting the injunction against banks regarding 
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the payments”. In another case of SUI GAS TRANSMISSION 

COMPANY vs. SUI GAS EMPLOYEES’ UNION and others [38] 
the Honorable Supreme Court of Pakistan dismissed the appeal for 
granting injunction and established the standards for the issuance of 

the interim injunction against bank in the following words: “Prima 

Facie case must be made out by the one who has prayed for 

injunction, and he has to show that refusal of injunction shall cause 
irreparable loss / injury for claiming party. Balance of convenience 

must fall in favor of claiming party. Above said grounds were not 

available to appellant therefore appeal was dismissed in 
circumstances”. In KOHINOOR TRADING (Pvt.) Ltd vs. 

MANGRANI TRADING CO. and 2 others [39], the Honorable 

Court held that “irrevocable L/C can-not be question on the basis of 
quality of goods or any dispute related to relationship of contractual 

parties. The payable amount can-not be stopped, the court further 

observed that the payment can be stopped in these circumstances 

when any fraud is committed by the one in whose favor LC was 
opened, or payment has been already made, or the validity of LC is in 

question, or required documents are not commensurate with the 

instructions of L/C” .In SIRAFI TRADING ESTABLISHMENT vs. 

TRADING CORPORATION OF PAKISTAN LTD[40] the court 

observed that  the payment can be stopped subject to the condition 

that “Fraud was committed,….., or validity of LC is in question”. In 

recent case, BANK OF PUNJAB vs. DEWAN SALMAN FIBER 

LIMITED [41] the court elaborated the autonomy of L/C. That once 

L/C opened in favor of the beneficiary, cannot be revoked by the 

bank on the grounds that there is any kind of dispute between the 
bank and the party applying for opening of L/C. The grounds 

available to bank to stop the payment due on LC are as follow. “If 

any fraudulent act done by the beneficiary of L/C, validity of L/C is 
in question, and the required documents or not produced by the 

beneficiary to the bank”. In another case of Beyene v. Irving Trust 

Co [42] on the principle of strict compliance, Court held that “we are 

satisfied with the view of District Court that there is a great 
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difference between word Sofan and Soran in the documents and the 

bank is entitled to refuse to honor the L/C”. In case of BANK MELLI 

IRAN Vs BARCLAYS BANK DCO[43]. An Iranian buyer purchased 
American trucks from English sellers. On the directions of the buyer 

Bank Melli Iran opened a credit for the sellers, Barclays acting as the 

advising bank. The directions of the issuing bank to the advising 

bank clearly stipulated that the payment was available against “100 
new Chevrolet trucks” and in this regard the certificate of US 

government is required for the release of payment. However, the 

required documents presented to the Barclays were contradictory and 
vague. The invoice contained that the trucks were “in a new 

condition”, but the government certificate of US government treated 

to them as “new good” and in the delivery order it is prescribed as 
“good, new”. However, Barclays bank paid against these discrepant 

documents and passed them to Bank Melli Iran. The latter informed 

Barclays that they considered the documents faulty but didn’t reject 

them. Indeed, they later authorized Barclays to increase the credit and 
the buyer surveyed the first consignment of the goods on arrival in 

Iran. After approx. six months J. McNair held that “the documents 

were discrepant and should have been rejected by Barclays. 
However, in the instant circumstances the Bank Melli had sanctioned 

the transaction and waived its right of rejection”. 

6. Conclusion: 

Letters of Credit are the “life blood” and “backbone” of the 
international commercial transactions, and a secured way for both 

buyers and sellers to shift the risk of nonpayment and 

nonperformance of contracts. The documentary L/C is an 
arrangement between payment on delivery and total pre-payment. It 

allows the seller to be paid as soon as the goods are shipped, and 

gives the buyer some assurance that the goods are on route and will 
confirm to the contract. In nut-shell the usual use of a L/C is as a 

mean for buyer to finance the purchase of goods and services. 

Therefore, in international business transactions the practical use of a 
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L/C is for a buyer to secure refunds of advance payments for goods 

and services or to secure the performance of the contract by the 

seller. On the other hand the major purposes of the L/C are to act as a 
substitute for cash. Hence, if the beneficiary presents documents that 

confirm to the terms of the L/C, he will receive payment. Bankers 

have no obligations to interpret documents or supply missing terms. 

The only circumstance is under which a beneficiary would not 
receive payment on account of: i) if the documents do not confirm in 

accordance with the terms and conditions of the L/C, ii) if there has 

been appeared on the face of the record that fraudulent transaction 
was involved. 
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