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Abstract: In this paper we will analyze the legal relations inherent in the
letter of credit transaction, a crucial financial instrument in international
trade. Letter of credit, regulated primarily by the Uniform Customs and
Practice for Documentary Credits (UCP) provide security for both buyers
and sellers by ensuring payment upon the presentation of stipulated docu-
ments. This research contributes to a deeper understanding of the complex
legal relations and the roles of main parties involved, uncluding the buyer,
seller, issuing bank and confirming bank, and analyzes their rights and
obligations under the UCP.
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Introduction

Although letter of credit, as we know
them today, began to take shape after
the First World War, the concept it-
self existed in a more rudimentary
form long before that, even in ancient
Rome. (Carié, et. al, 1990, p. 162) Di-
fferent authors reference historical
development of letter of credit on
different ways. Some of them, such as
Ellinger notes that English kings
used it as a financial instrument as
early as the 13th century, while mer-
chants adopted its use much later,
around the 17th century. (Ellinger,
1970, p. 24) Throughout history, the
development of regulations concer-
ning letter of credit was very difficult
process. However, in modern times,
the International Chamber of Co-
mmerce has taken a leading role in
codifying relevant customs and prac-
tices through the Uniform Customs
and Practice for Docu-mentary Credit
— UCP. (Alavi, 2016, p. 110) Under
the UCP, letter of credit is defined as:
“any arrangement, however named or
described, whereby a bank (the
“Issuing Bank”) acting at the request
and on the instructions of a customer

(the “Applicant”) or on its own behalf,

i. 1is to make a payment to or to
the order of a third party (the
“Beneficiary”) or is to accept
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and pay bills of exchange
(Draft(s)) drawn by Benefici-
ary, or

1. authorises another bank to
effect
accept and pay such bills of

such payment or to

exchange (Draft(s)), or

1. authorises another bank to ne-
gotiate, against stipulated do-
cument(s), provided that the
terms and conditions of the Cr-
edit are complied with”. (Article
2, UCP)

Documentary letter of credit is
essential for financing international
trade. They facilitate the exchange
of goods and services in the inter-
national market, even before the
actual transaction occurs. The effec-
tiveness of letter of credit relies
heavily on their inherent autonomy
from the underlaying transaction.
(Monteiro, p. 144) On the other
hand, recognizing that the letter of
credit plays a central role in
numerous transactions, both inter-
nationally and domestically, we
must focus on the bank’s invol-
vement in handling the relevant do-
The bank’s role is to
ensure payment upon the delivery of

cuments.

certain documents, and the parties
specify which documents must be
provided to trigger the payment.
This system effectively positions the



bank as a neutral subject. (Grassi,
1995, p. 3) Letter of credit is also
very useful for seller. Although the
seller who requires acceptance or
payment against documents has so-
me level of security, he is not fully
protected. By this stage, he has
already incurred the expense of
manufacturing or acquiring the
goods anf shipping them to the
buyer’s country. If the bill is
dishonored, the seller will be left
with the goods and will bear the
trouble and cost of disposing of them
elsewhere. What the seller needs is
an assurance that he will be paid
after shipment, and this need that
letter of credit transaction is desi-
gned to meet. (Goode, 2004, p. 962)

The legal relations in docu-
mentary letter of credit tran-
saction

Observing the structure of the letter
of credit transaction, we can notice
the existence of internal and exter-
nal legal relations. However, all the-
se legal relations, in their entirety,
can be divided into four parts, where
each one is a prerequisite for the
existence of the other legal relations.
The first and so — called “external”
relation is, in fact, not a legal relation
within the mechanism of the letter of
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credit transaction itself. (Rosenberg,
1975, p. 31)

The previously mentioned legal rela-
tions can be classified as follows:

- the legal relation between the se-
ller and the buyer, based on the
contract of sale, or between con-
tractual parties based on some
other contract or transaction G.e.
the legal relationship between the
issuer and the beneficiary of the
letter of credit);

- the legal relation between the
issuer (buyer) and the bank that
opens the letter of credit;

- the legal relation between the
bank that opens the letter of cre-
dit and the bank participating in
the realization of the letter of
credit transaction (i.e. the advi-
sing or confirming bank);

- the legal relations between the
bank that opens the letter of cre-
dit (or the advising or confirming
bank) and the beneficiary of the
letter of credit. (Antonijevié, 1960,
p. 69)

The legal relation between the issuer
and the beneficiary of the letter of
credit

The legal relation between the issuer
and the beneficiary of the letter of
credit can also be reffered to as the
preliminary (previous) credit rela-

Fkonomski signali 29



Savié, K. The legal relations in documentary letter of credit transaction

tion. The entire system of the letter
of credit transaction cannot be
envisioned without the existence of a
legal relation that represents the
primary legal relation or the primary
legal transaction, considering that
the letter of credit serves as a means
of realization of the primary tran-
saction. Mordevié, 2013, p. 83)

The letter of credit is most commonly
associated with a contract of sale and
the buyer’s intention to fulfill their
payment obligation to the seller by
approaching their bank to conclude a
contract for opening a letter of credit.
(Marjanski, et. al., 2021, p. 106).
However, there are neither economic
or legal reasons to limits its use to
this domain (this contract). The le-
tter of credit, as a payment instru-
ment, can also be used in contracts of
sale of investment equipments, con-
struction contracts, etc. For example,
in U.S. case law, the largest per-
centrage of disputes concerning the
usage of the letter of credit (other
than the contract of sale) are related
to construction contracts. (Murray,
1974, p. 1113)

As an integral part of all the afore-
mentioned contracts, we observe the
existence of a financial clause. The
financial clause is that part of the
primary transaction (primary con-
tract) in which all issues related to
the financial obligations of the con-
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tracting parties should be precisely
resolved. The financial clause should
include the financial structure od the
entire primary contract and its
detailed elaboration. A component
clause of the financial clause is the
letter of credit clause. The letter of
credit clause represents a contrac-
tual provision that confirms that the
buyer’s obligation to pay will be
fullfiled through the letter of credit.
This clause should generally be short
and concise, but it is advisable for it
to include all necessary elements,
such as:

- the deadline for opening the letter
of credit;

- the documents that will be requ-
ired for payment under the letter
of credit;

- the name of the bank that will
open the letter of credit, etc.
(Vasiljevié, Z., 2022, p. 28)

There are different theoretical views
on wheter the letter of credit clause
can be equated with the financial
clause, or if there are differences be-
tween them. In this context, we
encounter the opinion of prof. Vasi-
ljevié, who uses the formulation
“letter of credit of financial clause”,
(Vasiljevié, 2022, p. 30) while, on the
other hand, prof. Rosenberg empha-
sizes that “the financial clause is
much broader than the so — called
letter of credit clause, which repre-



sents only a part of the financial
clause being discussed”. (Rosenberg,
1975, p. 29).

The primary obligation of the issuer,
arising from the letter of credit
clause, is considering to be the ope-
ning of the letter of credit in favor of
the beneficiary. The essence of this
obligation also includes the deadline
for its fulfillment, that is, the time
within which the letter of credit must
be opened. In most cases, the con-
tracting parties from the primary
contract, through the provision of the
letter of credit clause, specify the
exact date for the opening of the
letter of credit. Pordevié, 2013, p.
88) In business practice we can find
situations where the date for the
opening of the letter of credit is tied
to certain actions and procedures of
the seller (for example, sending a
proforma invoice or notifying that
the goods are ready for shipment), or
the deadline (date) is simply defined
by the term “immediately”. However,
the use of such common trade terms
or the omission of specifying the time
for the opening of the letter of credit
can lead to problems in determining
the intent of contracting parties.
that
“when the contract does not specify

Prof. Vukadinovi¢ believes
the time for the opening of the letter
of credit, but the period for the
delivery of goods is determined, the
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buyes is obligated to open the letter
of credit and make it available to the
seller no later than the first day of
the delivery period”. (Vukadinovié,
2021, p. 732)

The proper fulfillment of the issuer’s
obligations from the letter of credit
clause also relates to opening a
specific type of letter of credit and the
bank where the letter of credit sho-
uld be opened, where such specifica-
tions are usually made in the clause
itself. However, it can happen that
the contracting parties fail to include
such details in the letter of credit
clause, and in business practice, the
prevailing view is that irrevocable
and confirmed letters of credit are
most commonly agreed upon. We can
conclude that the issuer’s obligation
represents a condition precedent for
the performance of the beneficiary’s
obligations, given that the letter of
credit clause and the choice of a
documentary letter of credit as the
method of payment are the results of
the autonomy of the contracting
parties. Therefore, the beneficiary of
the letter of credit has obligation to:

- receive payment through the
opened letter of credit;

- provide “compliant” documents
that will correspond with the ful-
fillment of their obligation under
the primary contract. (Dordevié,
2013, p. 89)
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The legal relation between the issuer
and the bank

The buyer will fulfill their obligation
from the letter of credit clause by ins-
tructing the bank to open a letter of
credit, assuming that such an instruc-
tion contains all the elements and
meets all the conditions outlined in
the letter of credit clause. Upon accep-
tance of the instruction by the issuing
bank, a new legal relation is formed,
which by its nature, is entirely diffe-
rent from the relations in the primary
contract. A sui generis relation is cre-
ated. (Rosenberg, 1975, p. 32)

The buyer from the primary con-
tract, who was in the direct legal
relation with the seller, loses that
status once the letter of credit is
opened. On the other hand, their con-
tractual counterpart is no longer the
seller from the primary contract, but
rather the bank that has expressed it
readiness to accept and execute the
instruction. (Rosenberg, 1975, p. 32)

The legal relation thus created is en-
tirely independent and separate from
the both the underlaying contract and
the relation between the bank and the
other participants in the letter of
credit transaction. The bank must be
viewed as a new entity because it was
not a party to the rights or obligations
in the primary contract. As a result,
the bank has no connection with the
underlaying contract. It is a subject of
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the newly formed letter of credit re-
lation and it is only concerned with
the letter of credit documents, not the
goods from the primary contract,
which is a crucial distinction. (Vilus,
et. al., 2012, p. 429)

The instruction to open a letter of
credit has the character of an offer to
conclude a contract, but neither the
instruction itself nor the contract for
opening the letter of credit is requ-
ired to be in written form under the
provision of UCP, unlike some n-
ational laws, including our own. The
UCP also does not prescribe manda-
tory content for the instruction, alth-
ough the instruction to open a letter
of credit regularly includes the follo-
wing informations:

- the name and the address of the
issuer;

- the name and the address of the
beneficiary;

- the type of letter of credit;

- description of the type, quantity
and quality of the good for which
the letter of credit is being opened;

- the validity period;

- transportation details and deli-
very modalities;

- the method of opening and noti-
fying the beneficiary of the letter
of credit;

- the method of securing letter of
credit coverage and necessary co-
asts;



- the issuer’s signature. (Vukadi-
novié, 2021, p. 755)

The execution of the instruction to
open the letter of credit is carried out
in such a way that the banks pays a
certain amount of money to the bene-
ficiary of the letter of credit. This
amount of money often comes from a
loan granted to the issuer by the
bank, but it may also come from the
issuer’s own funds. If the amount of
money comes frome the issuer’s own
funds, the bank acts merely as the
issuer’s agent. If the amount of
money comes from a loan, the bank
retains all the rights it is entitled to
under the prior loan agreement. (An-
tonijevié¢, 1960, p. 70).

The legal relations between the
banks participating in documentary
letter of credit transaction

The legal relations between the
banks participating in the letter of
credit transaction are independent
and completely separate from the
underlaying contract. In this sui ge-
neris relation, different forms of coo-
peration can be established, con-si-
dering the numerous financing opti-
ons available in the letter of credits
field. Prof. Vasiljevié¢ identifies three
situations in this regard:

- first, for the buyer in the under-
laying transaction, it is the sim-
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plest to approach a bank located
in their headquarters. Since this
bank cannot physically deal with
the seller in the underlaying tran-
saction, the bank, at the request
of its client may engage another
bank, usually in the country of
the beneficiary. This second bank
1s called correspondent bank and
performs honoring of documents,
acceptance of bill of exchange, or
negotiation;

- second, the issuing bank may ins-
truct another bank to add its
confirmation to the issued letter
of credit. If the issuing bank’s
instruction is accepted by the se-
cond bank, the letter of credit be-
comes a comfirmed letter of cre-
dit. The bank providing the com-
formation is called the confirming
bank. The role of the comfirming
bank, as the fourth party in the
letter of credit transaction is to
honor the documents upon requ-
est. The confirming bank assu-
mes this obligation as its own,
meaning the beneficiary has two
joint debtors — the issuing bank
and the confirming bank. This
provides the beneficiary with the
highest level of protection, as they
can demand payment from either
issuing bank or the confirming
bank, or from the both together.
A legal relation is established be-
tween these two banks, where the
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confirming bank acts as a
commission agent in relation to
the issuing bank. As with commi-
ssion contract, the issuing bank,
as the principal, is obligated to
pay, in this case to the confirming
banks, the letter of credit amount
and to reimburse any costs in-
curred.

- third, besides the option of enga-
ging another bank to honor the
documents, the issuing bank may
instruct the other bank to inform
the beneficiary that a letter of
credit has been opened in their
favor and to convey the terms of
opened letter of credit (e.g., the
deadline for submitting the

documents, the moment of pay-

ment of the letter of credit amo-
unt...). In this case, this second
bank is called advising bank. The
issuing bank may authorize this
bank to perform other actions,
such as receiving and examining
documents, accepting or purcha-
sing a bill of exchange, etc. In
such cases, this bank takes on the
role of the paying bank. However,
it 1s important to conclude that
this bank, wheter acting as the
paying or advising bank, does not
act independently in relation to
the beneficiary. (Vasiljevié, M.,
2019, p. 403 — 404)
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The legal relation between the bank
and the beneficiary

The legal relation between the bank
and the beneficiary of the letter of
credit is established at the moment
when the written notification of the
opened letter of credit reaches the
beneficiary. (Vukadinovié, 2021, p.
727) Although the UCP does not
contain a provision regarding the
moment when the obligation of the
issuing bank arises, it states that the
issuing bank is obliged to honor do-
cuments from the moment it issues
the letter of credit. (Article 76, UCP)
The moment of issuing the letter of
credit is understood as the moment
when the written notification of the
opened letter of credit is received by
the beneficiary or delivered to their
business premises. (Vukadinovié,
2021, p. 727) In practice, other
solutions have developed regarding
this matter, linking the moment of
opening the letter of credit to:

- the moment when beneficiary be-
came aware that the issuing bank
accepted the order from the appli-
cant to open the letter of credit;

- the moment when beneficiary
took actions in response to the
opened letter of credit. (Vuka-
dinovié, 1989, p. 103)

If the beneficiary wishes to realize
their claim under the opened letter of
credit, they must fulfill certain con-



ditions, which can be specified as
follows:

- submission of documents on time;

- submission of documents in the
place specified by the issuing
bank;

- the documents must comply with
the conditions of the opened letter
of credit. (Vukadinovié, 2021, p.
728)

On the other side, the bank also
assumes certain obligations, namely:

- the obligation to examine the
documents;

- the obligation to settle the debt
based on the letter of credit.
(Dordevié, 2013, p. 155)

Conclusion

Documentary letter of credit plays a
crucial role in international trade,
providing security and trust between
buyers and sellers in international
transactions. The legal relations
established through the letter of cre-
dit transaction involve multiple
parties, including the buyer, seller,
issuing bank, and advising of confir-
ming bank. These relations are go-
verned by a complex framework of
International rules, most notably the
Uniform Customs and Practice for
Documentary Credits (UCP), as well
as national laws. The UCP, esta-
blished by the International Cham-
ber of Commerce, serves as a back-
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bone for harmonizing practices
across jurisdictions, ensuring consis-

tency and reliability.

In examining the legal relations
within letter of credit transaction, it
becomes evident that the bank play a
critical role as intermediaries, ensu-
ring payment to the seller upon ful-
fillment of documentary conditions,
while simultaneously safeguarding
the buyer’s interests. The indepen-
dence principle, which separates the
credit transaction from the under-
laying contract, reinforces the auto-
nomy of the letter of credit, making
it a self — contained mechanism of
payment.

Ultimately, letter of credit remains a

cornerstone of international co-
mmerce, offering a reliable payment
that the

interests of all parties involved.

mechanism balances
Nevertheless, continuous harmoni-
zation of laws and practices across
jurisdictions is necessary to mitigate
potential legal conflicts and ensure
the smooth functioning of interna-
tional trade.
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PRAVNI ODNOSI U DOKUMENTARNOM
AKREDITIVNOM POSLU

Rezime: U ovom radu analiziraéemo pravne odnose inherentne akreditivnoj
transakeiji, kljuénom finansijskom instrumentu u medunarodnoj trgovini.
Akreditiv, regulisan prvenstveno Jedinstvenim obicajima i praksom za
dokumentarne akreditive (UCP), obezbeduje sigurnost i za kupce i za
prodavce obezbedujuéi pla¢anje po podnosenju propisanih dokumenata. Ovo
istrazivanje doprinosi dubljem razumevanju slozenih pravnih odnosa i
uloga glavnih ukljucenih strana, bez kupca, prodavca, banke izdavaoca 1
banke koja potvrduje, 1 analizira njihova prava i1 obaveze prema UCP.

Kljuéne re€i: akreditiv, medunarodna trgovina, pravni odnosi, UCP,
bankarsko pravo
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