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INTRODUCTION

Letters of credit are often used in real estate transactions to secure obligations.  Instead of providing a cash deposit, a buyer, borrower or tenant may secure its obligations under a contract of sale, loan commitment, or lease with a letter of credit.  An attorney representing a party giving or receiving a letter of credit needs to understand the law of letters of credit, their risks and benefits.  Because real estate attorneys often lack that expertise, this article is intended to provide a short primer on letters of credit for real estate attorneys.

WHAT IS A LETTER OF CREDIT?

A letter of credit is a commitment made by a bank or other party (the “issuer”), upon the application of the issuer’s client (the “applicant”), to pay the amount of the letter of credit to a third party (the “beneficiary”) upon the beneficiary’s submission to the issuer of the documents listed in the letter of credit.  By separate reimbursement agreement, the applicant agrees to reimburse the issuer for any liability incurred by the issuer under the letter of credit.  Although letters of credit may theoretically be issued by anyone, bank letters of credit are typically used in commerce.  For example, a tenant may request its bank to issue a letter of credit to the landlord as security.  In such a transaction, the tenant is the applicant, the bank is the issuer and the landlord is the beneficiary.

WHAT DOES A LETTER OF CREDIT LOOK LIKE?

Letters of credit are typically one or two-page documents.  Attached to these materials is a form of letter of credit.  Each bank, however, issues its own form of letter of credit and may refuse to use a form dictated by the beneficiary.  Accordingly, the beneficiary’s attorney should be prepared to review the bank’s form to determine if it is appropriate.

WHAT ARE THE ADVANTAGES AND DISADVANTAGES OF LETTERS OF CREDIT? 


General

Letters of credit are generally regarded as superior to cash security in a bankruptcy.  However, because letters of credit involve some disadvantages (which may be ignored in the rush for a more secure form of security), it is important for the landlord/seller/lender to make an informed decision about whether or not to require the tenant/buyer/borrower to secure its obligations with a letter of credit.  This article will focus on the use of letters of credit in lease transactions, but many of the principles set out below apply to other transactions.

Bankruptcy Considerations

Because letters of credit are viewed as more advantageous in bankruptcy than cash security, security in the form of a letter of credit may be required by landlords leasing space to high risk tenants (such as start up companies, restaurant tenants, and dot coms), sellers contracting to sell land to a shell company, and/or banks making loans to shell companies.  

Bankruptcy basically provides a means for rehabilitating bankrupt debtors (through Chapter 11 proceedings) and/or distributing the bankrupt’s debtor’s assets to its creditors.  Secured creditors are, in theory, entitled to the benefit of their security notwithstanding the debtor’s bankruptcy.  Unsecured creditors usually receive a fraction of what’s owed them because they are part of a large pool of creditors paid out of assets that are not encumbered by security interests.  

The landlord’s right to cash security is generally secure in a tenant bankruptcy, notwithstanding the fact that courts have generally rejected (or failed to respond to) arguments that a landlord has a perfected security interest in cash security.  The Bankruptcy Code (11 U.S.C. §1 et seq.) allows creditors to exercise offset rights against bankrupt debtors as long as such offset rights are available under state or federal law and the applicable conditions are met.  11 U.S.C. §553.  Accordingly, if a creditor owes a bankrupt debtor money, it may offset against that obligation amounts due from the debtor to the creditor.  Offset rights, as applied in leasing transactions, allow the landlord to offset amounts owed by the bankrupt tenant to the landlord (i.e., rent arrears) against amounts owed by the landlord to the tenant (i.e., the tenant’s cash security deposit). Courts have held that a landlord may exercise such offset rights with respect to a bankrupt tenant’s security deposit.  E.g., In Re Communicall Central, Inc., 106 B.R. 540 (Bankr. N.D. Ill. 1989).  

However, the landlord cannot exercise its offset rights against cash security immediately.  When a debtor is placed in bankruptcy, all actions and proceedings against the bankrupt’s estate are automatically stayed.  See 11 U.S.C. §362.  Section 362 has been broadly construed to stay many different kinds of actions against the debtor, including any attempt by a landlord to draw on a bankrupt tenant’s security deposit.  Because a cash security deposit is property of the tenant-debtor (i.e., part of the bankrupt’s estate), the automatic stay prevents the landlord from drawing on any unapplied security deposit until the end of the bankruptcy case (unless the landlord can persuade the court to lift the automatic stay as to the security deposit).  At the end of the bankruptcy case, the landlord will be able to exercise its offset rights and apply the security deposit to any rent arrears.  However, it may take years for the bankruptcy case to end.  

Because a letter of credit evidences the obligation of the issuing bank to the landlord beneficiary, not the obligation of the tenant to the landlord, the letter of credit and its proceeds are not viewed as part of the tenant-debtor’s estate and therefore are not subject to the automatic stay.  Accordingly, if a tenant in default files for bankruptcy, the automatic stay does not bar the landlord from drawing on the letter of credit.  In Re Farm Fresh Supermarkets of Maryland, Inc., 257 B.R. 770 (Bankr. Md. 2001) (landlord did not violate automatic stay by drawing down letter of credit after tenant’s bankruptcy filing and was not required to turn over letter of credit proceeds to bankrupt tenant’s estate, the court reasoning that the letter of credit proceeds were not property of the bankrupt’s estate); see also In Re Elegant Merchandising, Inc., 41 B.R. 398 (Bankr. S.D.N.Y. 1984) (letter of credit and its proceeds are not the property of the bankrupt(s estate; therefore, the draw down of a letter of credit does not violate automatic stay).  

Another possible bankruptcy advantage in lease transactions to a letter of credit – but one rejected by recent cases – is the possibility of avoiding the bankruptcy cap on the landlord’s damages.  If a bankrupt tenant rejects a lease, the landlord’s claim for damages is capped by Sec. 502(b) (6) of the Bankruptcy Code.  Under that Section, the landlord’s “allowable” claim is limited to the sum of (1) the rent due as of the filing of the bankruptcy petition (or the date of lease termination if termination occurs earlier), and (2) the greater of (A) one year’s rent (calculated without any reference to acceleration of rents), and (B) 15% of the rent due for the remaining term of the lease (not to exceed three years’ rent).  Bankruptcy courts have held that reletting proceeds (which are received from a third party) are applied against the landlord’s gross damages and the reduced amount capped.  Cash security deposits, on the other hand, are applied against the landlord’s capped damages claim, rather than against the landlord’s gross lease termination damages, thus eliminating the landlord’s ability to take cash in hand and apply it against all its damages (at least, to the extent those damages exceed the cap), and also reducing the landlord’s potential claim against the bankrupt estate.  See Oldden v. Tonto Realty Corp., 143 F.2d 916, 962-63 (2d Cir. 1944); In re Communicall Central, Inc., 106 B.R. 540, 1989 Bankr. LEXIS 1882 (Bankr. N.D. Ill. 1989); Lake Parkway Associates v. Noble, 2004 WL 784413 (N.Y. City Ct.); and legislative history found at H.R. Rep. No. 95-595, 95th Cong., 1st Sess. 353-354 (1977); S. Rep. No. 95-989, 95th Cong., 2nd Sess.  63-64 (1978).
  

Because the proceeds of a letter of credit (like reletting proceeds) are paid by a third party, landlords have argued that the proceeds of a letter of credit should be applied against the landlord’s gross damages rather than its capped claim.  Recent cases, however, have rejected this argument.  See  In re Mayan Networks Corporation, 2004 Bankr. Lexis 184 (9th Cir. 2004); and In re PPI Enterprises, Inc., 324 F.3d 197 (3rd Cir. 2003).  The Mayan and PPI courts held that if a letter of credit serves as a lease security deposit, existing case law that requires the application of cash security deposits to the landlord’s capped claim, also requires application of the letter of credit proceeds to the landlord’s capped claim.  
The concurring opinion in Mayan, however, suggested that the proceeds of a letter of credit should be applied against the landlord’s gross damages (rather than its capped claim) if the bankrupt’s estate is not liable for more than the capped claim.  Accordingly, if (a) the reimbursement agreement with the bank is secured by a third party personal guaranty, rather than the debtor’s assets, or (b) the lease is guaranteed by a principal of the tenant (presumably capped at an agreed amount) and the guaranty is secured by a letter of credit in turn secured by the guarantor’s assets, the letter of credit proceeds should be applied against the landlord’s gross damages rather than its capped damages.

However, as the Fifth Circuit has recently pointed out, if the landlord does not file a claim against the tenant in bankruptcy court, the cap on the landlord’s damages never comes into play and the landlord should be free to apply the letter of credit against the landlord’s gross damages.  In re Stonebridge Technologies, Inc., 430 F.3d 260 (5th Cir. 2005).  In Stonebridge, the landlord drew on the letter of credit after commencement of the tenant’s bankruptcy, but filed no claim for damages.  The issuing bank, with the consent of the bankruptcy trustee, then drew on a certificate of deposit it was holding as security for the tenant’s reimbursement obligations under the letter of credit.  The trustee then was given an assignment of the issuing bank’s alleged claims against the landlord for improper draw and negligent misrepresentation (there was an issue as to whether the landlord breached the lease when it drew on the letter of credit), and then sued the landlord to recover the letter of credit proceeds (a) in its capacity as assignee of the issuing bank, and (b) in its capacity as trustee on the grounds that the total amount of the letter of credit and cash security exceeded the amount the landlord could recover as damages under §502 (b)(6).  

The trial court
 held that the landlord had breached the lease by failing to give the tenant notice of default and opportunity to cure before drawing on the letter of credit, but was overruled on this point.
  The Fifth Circuit held that the landlord’s motion in bankruptcy court for payment of rent constituted the required “notice,” that the landlord’s damages were then fixed by the rent acceleration provision of the lease, and that the letter of credit proceeds were correctly drawn down and applied to the accelerated damages.  
The trial court also held against the landlord on the §502(b)(6) cap, holding that the security deposit had to be subtracted from the landlord’s capped claim, citing the PPI case; and then ordered the landlord to disgorge the excess of the security above the capped claim.  On this point the trial court was also overruled, the Fifth Circuit holding that §502(b)(6) caps the landlord’s claim for damages, and that if the landlord made no claim for damages in the bankruptcy court, its damages could not be capped and the landlord was therefore free to use the proceeds of the letter of credit.


There are some lessons to be learned from these cases.  First, if the landlord requires the letter of credit to be secured by a third party’s assets (e.g., the landlord requires a 3rd party guaranty secured by a letter of credit that is in turn secured by the 3rd party’s assets), the landlord can argue that the it should not be subject to the bankruptcy cap since the letter of credit is not secured by the bankrupt tenant’s assets.  Second, as was made abundantly clear by the Stonebridge Technologies case, it is a good idea, where possible, to require the tenant to secure its lease obligations with a letter of credit in a sum large enough to ensure that the landlord will feel comfortable if it relies solely on the letter of credit to cover its damages, explicitly negates any notice requirement as a condition to drawing on the letter of credit, and includes an acceleration of rent provision.

Other Considerations -- From the Landlord’s Perspective

There are some disadvantages to a letter of credit from the landlord(s standpoint.  It is not as readily available as cash in the landlord(s account because the landlord must present the letter of credit to the issuing bank for payment.  There is also the risk that (a) a defective presentation of the letter of credit will be made to the bank as the letter of credit is expiring, (b) the landlord(s staff will ignore, misplace, or fail to deal with a critical bank notice (for example, a notice that the bank is not renewing the letter of credit), (c) the landlord will fail to advise the issuer of a change of address and, as a result, a critical bank notice is sent to the wrong address and not received by landlord, and (d) a litigious tenant may seek to enjoin payment of the letter of credit on frivolous grounds and the lower courts, because of their lack of familiarity with the law, may (at least initially) issue the injunction.  

On the other hand, because letters of credit can be superior to cash if a tenant files for bankruptcy, start up tenants (who have a high risk of failure) entering into significant leases are usually requested to provide letters of credit in lieu of cash security.  

Other Considerations -- From the Tenant’s Perspective

For a tenant operating a small business, a letter of credit may not constitute an attractive form of security because the issuing bank may require the tenant to secure repayment of the letter of credit with an equivalent amount of cash and, in addition, the tenant will have to pay an annual fee to the bank.  Accordingly, the net result will be that the tenant loses the use of an amount of cash equal to the security and, in addition, pays a fee for the issuance and maintenance of the letter of credit.  

A tenant with more capital or with an open line of credit, may be able to obtain a letter of credit without segregating cash collateral to secure its reimbursement obligation to the issuing bank.  For such an entity, use of a letter of credit as security will have some appeal, because it will not be required to tie up any cash to secure the letter of credit and it will pay a relatively small fee to the bank for the annual maintenance of the letter of credit.

COMMERCIAL LETTERS OF CREDIT AND STANDBY LETTERS OF CREDIT

There are 2 forms of letter of credit:  the standby letter of credit and the commercial letter of credit.

A commercial letter of credit is issued when the parties intend to effect payment of an obligation through a letter of credit.  For example, a commodity seller wants assurance that it will be paid before it loads the commodity on a ship to be transported to the buyer’s country.  The buyer, on the other hand, does not want to pay before the commodity has been loaded and inspected.  To solve the problem, the buyer will have its bank issue a commercial letter of credit to the seller.  The letter of credit will be payable to the seller upon the seller’s presentation to the issuer of a bill of lading and inspection certificate.

A standby letter of credit is intended to stand as security.  It will only be paid if the applicant defaults in performing its obligations to the beneficiary.  Standby letters of credit are used in lease transactions as security.

GOVERNING CODES

Letters of credit are subject to Article 5 of the Uniform Commercial Code.    However, the Uniform Commercial Code (as amended by the 1995 revisions) expressly provides that the parties to a letter of credit may choose to adopt another rule of practice or code to govern the rights of the parties, except as to those rights that are not variable under the Uniform Commercial Code (including the obligation of good faith).  

There are several codes and rules of practice that have been adopted with respect to letters of credit.  The most commonly used codes are:  (a) The International Standby Practices ISP 98 ((ISP() published by the International Chamber of Commerce, which was drafted specifically to govern standby letters of credit, and (2) the Uniform Customs and Practice for Documentary Credits Publication 600 of 2007 published by the International Chamber of Commerce (the “UCP”), which was drafted with respect to commercial letters of credit but which is frequently used with respect to standby letters of credit.
  Opinions have been issued by the International Chamber of Commerce Banking Commission with respect to letters of credit.
The letter of credit itself will state what practice or convention governs it.  Because the ISP was drafted specifically to cover standby letters of credit, landlords should generally request that the letter of credit be governed by the ISP.  However, because the ISP is a late comer to the field of letters of credit and banks are more familiar with the UCP, many banks provide that their letters of credit are governed by the UCP.  Both codes deal comprehensively and well with the issues raised by letters of credit, and landlord attorneys should be comfortable with both codes. 

PRESENTATION, JURISDICTION AND VENUE

If the issuing bank does not have offices in the landlord(s jurisdiction, the landlord will have to travel to the issuing bank’s offices to draw on the letter of credit, which may be inconvenient, but is possible.  Even if the letter of credit is issued by a local bank, the landlord may have to travel to present the letter of credit for payment because local banks sometimes consolidate their letter of credit operations in other states.  For example, as of February 2005, two New York banks (Chase and Citibank) require presentation of letters of credit at their Florida offices for payment.  

Under the ISP, the letter of credit should expressly indicate where the letter of credit must be presented for payment.  ISP §3.01.  If the letter of credit does not so indicate, the presentation must be made at the place of business from which the letter of credit was issued.  ISP §3.04.  Accordingly, if the letter of credit does not say where the presentation must be made, but indicates that the letter of credit was issued at the bank’s Fort Lauderdale office, presentation must be made at the Fort Lauderdale office.  If the letter of credit must be presented for payment in another jurisdiction, the landlord should be advised of that fact.

Presentation for payment is made when the bank receives the necessary demand and/or documents.  ISP §3.02.  Accordingly, the letter of credit and any accompanying documents do not need to be presented in person.  They can be mailed.  In addition, the letter of credit can be modified to provide for a fax presentation followed by a federal express (or other) delivery of the documents, or other means of presentation.

If the letter of credit must be presented at the bank(s offices in a foreign jurisdiction, and the letter of credit is dishonored, what law will apply?  Article 5 of the Uniform Commercial Code provides that the liability of the issuer is governed by the law of the jurisdiction in which it is located.  Under UCC (5-116, the issuer is considered to be located at the address indicated in its undertaking.  Accordingly, if the letter of credit indicates that the issuer(s address is in the State of Washington, Washington State law may apply unless the letter of credit otherwise provides.  If the leased property is in New York and the landlord wants to be certain that New York law will apply, the letter of credit should be drafted to provide that it will be governed by the law of the State of New York as to matters not covered by the ISP or the UCP.

If the issuer does not have offices in the jurisdiction in which the leased premises are located, a serious issue that can arise is the question of the appropriate venue for any litigation involving the letter of credit.  Jurisdiction and venue may be determined by agreement.  UCC (5-116(e).  Accordingly, if the issuing bank is a foreign bank with unknown or tenuous contacts with the state in which the leased premises are located, the landlord’s attorney should insist that the letter of credit provide that local courts have jurisdiction and that the venue of any litigation be in the state and county in which the leased premises are located.
   The resolution of venue issues, of course, does not solve all problems.  If the issuing bank has no assets in the jurisdiction in which the premises are located, any judgment will have to be enforced out-of-state, increasing litigation expense.

Foreign banks sometimes propose that the letter of credit be (advised( through or (confirmed( by a local bank.  An advising bank merely verifies that it has checked the letter of credit(s apparent authenticity in accordance with standard practice and that it has accurately advised the beneficiary of what it has received – in short, an advising bank verifies in a somewhat qualified fashion the authenticity of the letter of credit.  ISP §2.05.  A confirming bank, on the other hand, assumes the issuer(s obligation to make payment on the letter of credit.  ISP §2.01d.  Accordingly, if a tenant proposes to deliver a letter of credit from an out-of-state bank and the landlord is concerned about venue and enforcement issues, the landlord(s attorney should insist that the tenant have (a) a local bank issue the letter of credit (which can be effected through inter-bank arrangements), or (b) a local bank act as a confirming bank, or (c) the issuing bank consent to jurisdiction and venue in the local courts (understanding, however, that the landlord may have to travel to the state in which the out-of-state bank is located to collect on any judgment).  

A sample New York provision providing for local jurisdiction and venue is as follows:

Issuer, for itself, its representatives, successors and assigns, agrees that the venue of any action or proceeding with respect to this letter of credit shall be in any court of competent jurisdiction in the County of New York, State of New York; that any such court shall have jurisdiction over such action or proceeding; and that New York law shall govern the construction, interpretation, performance, and/or enforcement of this Letter of Credit, to the extent state law is applicable.

LETTERS OF CREDIT ARE IRREVOCABLE

A letter of credit cannot be revoked by the applicant.  The issuing bank is required to pay the letter of credit in accordance with its terms, whether or not the applicant actually authorized the issuance of the letter of credit, whether or not the beneficiary is actually entitled to payment from the applicant, and whether or not the issuer has knowledge of any default under the agreement between the beneficiary and applicant or other underlying transaction.  See ICP §1.06.  Because the letter of credit is irrevocable, it cannot be amended or canceled (except in accordance with its terms) without the consent of the beneficiary.


A letter of credit subject to ISP 98 is automatically irrevocable, whether or not the letter of credit expressly provides that it is irrevocable.  ISP §1.06(a).  The UCP, on the other hand,  provides that a letter of credit may be either revocable or irrevocable and that if nothing is said in the letter of credit, the letter of credit is deemed irrevocable.  UCP Article 6.

AUTOMATICALLY RENEWING LETTERS OF CREDIT (EVERGREEN)


Because a letter of credit represents an irrevocable obligation of the bank to a third party, it is unusual for banks to issue letters of credit for a term longer than 1 year, although banks will issue somewhat longer letters of credit (e.g., 2 or 3 years) for good customers.  The bank does not want to be in the position of having issued a 10-year letter of credit for a customer that may leave it after 3 years.  


On the other hand, a lease generally represents a long-term obligation, and no landlord would be willing to accept a letter of credit with a one-year term that had to be replaced annually.  To solve this problem the “evergreen” letter of credit was created.  An evergreen letter of credit provides that it will automatically renew for successive periods (typically, 1-year periods) unless the issuing bank gives the beneficiary notice prior to the expiration date that it elects not to renew.  In a typical lease scenario, a 1-year letter of credit is issued to the landlord that provides that it will automatically renew for successive one-year periods unless, at least 60 days prior to the applicable expiration date, the bank notifies the landlord that it is not renewing.  The lease must provide that if the landlord receives such a notice of non-renewal, the landlord may present the letter of credit for payment unless the tenant replaces the letter of credit within an agreed period (e.g., at least 15 days prior to the expiration of the existing letter of credit).  


A letter of credit, even if evergreen, must have a final expiration date – a date beyond which the letter of credit will expire with no further renewals.  That date should be after the stated expiration date of the lease, so that the landlord continues to hold security if the tenant holds over or is in default at the end of the term of the lease.  The time period is negotiable.  Landlords usually negotiate for a 90-day period, in part to avoid possible bankruptcy problems if the tenant files for bankruptcy after the expiration of the lease.  Tenants usually negotiate for a 30-day period.  

The evergreen feature of a letter of credit works only if the landlord receives notice of non-renewal when the bank sends one.  The letter of credit will include a notice address for the beneficiary.  If the landlord’s address changes, it must ensure that the bank will send the non-renewal notice to the landlord’s new address.  If the bank refuses to include in the letter of credit a mechanism for changing the landlord’s notice address (which is not uncommon), the landlord must include in the lease a provision that requires the tenant to cooperate in effecting reasonable amendments to the letter of credit and then have the letter of credit amended to reflect the landlord’s new address.  Another possible way of dealing with the problem of the changing address is to require in the letter of credit that a copy of any non-renewal notice be sent to the landlord(s attorney. However, the issuing bank may be unwilling to add such a provision.

LETTERS OF CREDIT MAY BE DRAWN IN FULL OR IN PARTIAL DRAWINGS 

Under the ISP, partial drawings and multiple presentations are automatically permitted, unless the letter of credit, by its terms, prohibits partial drawings or multiple presentations.  ISP §3.08.

CHANGE IN BENEFICIARY:  DEATH, INCAPACITY, SUCCESSION

The ISP provides that a successor (as opposed to a transferee) of the beneficiary “may” be treated by the issuing bank as if it was an authorized transferee of the letter of credit if  specified documentation is delivered to the bank.  ISP §§6.11 -- 6.14.  Accordingly, a bank “may” pay the letter of credit to the executor of a deceased individual beneficiary, or to the successor by merger of a corporate beneficiary, or to the personal representative of an incapacitated beneficiary.  Among other things, the bank may require indemnities and an opinion of counsel.  ISP §6.12.
  Because the bank is not required to recognize a successor, the lease should include a provision requiring the tenant to cooperate in effecting any reasonable amendment of the letter of credit, including a re-issuance of the letter of credit to any successor to the landlord.  

Attorneys also should bear in mind that if a letter of credit is payable upon presentation of a certificate signed by a named individual and that person dies, the issuing bank may not be required to pay the letter of credit.  Samuel Rappaport Family Partnership v. Meridian Bank, 657 A. 2d 17 (Pa. Super. Ct. 1995).

LOST LETTERS OF CREDIT

Because the ISP does not require the issuer to replace a lost, stolen, mutilated or destroyed letter of credit (although it may do so at its discretion), the lease should contain a general cooperation provision requiring the tenant to take such actions as are reasonably necessary to ensure that the landlord is always fully secured with a letter of credit meeting the requirements of the lease, including any action reasonably necessary to effect the replacement of a lost, stolen, mutilated, or destroyed letter of credit.

TRANSFERABILITY


A letter of credit should specifically provide that it is transferable, so that the landlord can transfer the letter of credit to any person that buys or ground leases the building.  Because the issuing bank charges a fee for transfer, either the lease should provide that the tenant pays the transfer fee as additional rent (although this is often a topic of negotiation) or the letter of credit should provide that it may be transferred without payment of any fee by the beneficiary.

The UCP, which governs many letters of credit, provides that a letter of credit may not be transferred more than one time unless it specifically states that it is transferable more than once.  THIS IS A TRAP FOR THE UNWARY.  Accordingly, the landlord(s attorney should ensure that any letter of credit subject to the UCP  specifically provides that it is transferable one or more times.  The ISP does not contain such a restriction.  Accordingly, if a letter of credit governed by the ISP is “transferable,” it may be transferred one or more times.  

CONDITIONS TO PAYMENT OF LETTER OF CREDIT


A letter of credit is payable upon presentation to the issuing bank of the documents described in the letter of credit.  If the documents presented diverge from the documents required by the letter of credit, the issuing bank may refuse to pay the letter of credit.  Accordingly, it is critically important that the letter of credit clearly describe the presentation documents.  The simpler the required documentation, the better.  Accordingly, from the landlord’s standpoint, the letter of credit should be payable upon presentation of the original letter of credit (although it is possible to draft a letter of credit to permit presentation of a copy of the letter of credit, the presentation of a copy increases the likelihood of a fraudulent presentation), together with a “sight draft” (which is like a check).  A copy of the required form of sight draft should be annexed to the lease agreement so there is no misunderstanding about the proper form of sight draft when presentation is made..  .  


The tenant, on the other hand, will want the letter of credit to provide that the presentation documents include an affidavit to the bank that the tenant is in default of the lease beyond the applicable cure period.  This formulation carries 2 problems for the landlord:  (a) cure periods usually commence on the delivery of notice, and a bankruptcy filing may prevent the landlord from giving notice (because of the operation of the automatic stay), and (b) the likelihood of litigation is increased.  Although the issuer is required by the ISP and UCP to pay the letter of credit upon delivery of the required affidavit and is not permitted to look behind the affidavit to determine the truth of the statements contained therein,
 the inclusion of such language is an invitation to litigation because it provides a ready target for the tenant, who will argue to a lower court judge, with little or no experience in letters of credit, that the draw on the letter of credit is fraudulent because one or more of the statements in the affidavit are untrue.  In such a situation, the landlord may very well lose the initial battle against the temporary restraining order, although it should ultimately win the fight.  


Usually the landlord will agree, in the lease, that it will not present the letter of credit for payment unless tenant has defaulted under the lease and failed to cure a non-monetary default within the applicable cure period or tenant has failed to make any payment of rent or additional rent within a specified period. 

If the tenant induces the landlord to agree to deliver to the bank a statement of some kind with its sight draft, the statement should be short and simple (e.g. (The undersigned is drawing on the above-referenced Letter of Credit pursuant to a certain Lease, dated as of                     , between                   , as Owner, and                   , as Tenant, as said lease may have been amended, extended, and/or assigned().  

AUTOMATICALLY INCREASING AND DECREASING LETTERS OF CREDIT
If the tenant requests the landlord to decrease the amount of security upon an agreed date, and the landlord is willing to consent to such a reduction, the landlord’s attorney should provide in the lease that the landlord will consent to an amendment of the letter of credit, upon the applicable date, to reduce the amount of security if certain agreed conditions are met (e.g., tenant is not in default of the lease beyond any applicable cure period, and tenant has made each payment of rent and additional rent within 10 days of the due date thereof).  The landlord should never agree to accept a letter of credit that provides for automatic reduction of the outstanding amount of the letter of credit, because the landlord could then be placed in a situation in which the letter of credit automatically reduces even if the tenant is then in default of the lease.

Occasionally the parties agree to fixed increases in security.  For example, if a lease is signed 1 year before the space will be delivered, the tenant might wish to deliver to the landlord a letter of credit in an amount equal to half the security deposit upon signing of the lease, with provision for automatic increase in the security to the full amount on the date one year after issuance of the letter of credit.  Letters of credit may provide for automatic adjustments in their outstanding amounts.  If the letter of credit is intended to automatically increase without further action by the bank, it should state that the increase will become effective “without amendment” or that the amendment will be “automatic.”  ISP §2.06.

LEASE PROVISIONS


Limiting Draw to Amount of Default.  The tenant may request the landlord to limit its draw down of the letter of credit to the amount by which tenant is in default.  Landlord should resist.  If there(s a non-payment default, landlord wants to be able to draw down the letter of credit in full and have the cash available to cover possible future defaults (it may decide to make a partial draw for bankruptcy reasons, but it is best to have the option to make a full draw).


Notice to Tenant.  From the landlord(s perspective, the lease SHOULD NOT, as a condition to landlord(s draw down on a letter of credit, require the landlord to give the Tenant prior notice.  If notice is required and the tenant files for bankruptcy before the applicable notice is given, the landlord will be unable to give the necessary notice by reason of the operation of the automatic stay.


One possible way of dealing with the notice issue is to provide that the landlord may draw on the letter of credit (a) if tenant defaults with respect to any of the terms, conditions or provisions of the lease on tenant’s part to be observed or performed and such default continues beyond any applicable notice and cure period or (b) if tenant defaults with respect to any of the terms, conditions or provisions of the lease on tenant’s part to be observed or performed and the transmittal of a notice of default is barred or stayed by applicable law.  It is not clear whether such a formulation will work in the context of a tenant bankruptcy.


General Cooperation Clause.  The lease should include a general savings clause that requires the tenant to cooperate with the landlord to effect any modifications, transfers or replacements of the letter of credit requested by landlord, so as to assure the landlord that it is at all times fully secured by a valid letter of credit that may be drawn upon by the landlord, its grantees, successors, representatives, and assigns.


Recovery of Attorneys’ Fees.  If the lease does not contain a general attorneys’ fee provision broad enough to cover litigation involving the letter of credit, the lease provision dealing with letters of credit should provide for recovery of attorneys’ fees if tenant seeks to enjoin payment of the letter of credit.

CONCLUSION

Letters of credit have bankruptcy advantages, but carry with them certain logistical disadvantages.  Accordingly, the use of a letter of credit should be thoroughly discussed by the landlord and its attorney and the attorneys involved in the transaction should have a basic understanding of letters of credit.

LETTER OF CREDIT PROVISION – MANDATORY

(A)  Concurrently with the execution of this Lease, Tenant shall deliver to Landlord a letter of credit meeting the requirements of this Article in the sum of $_______ (the “LC Amount”).  Landlord may draw on the Letter of Credit (hereinafter defined) in whole or in part and use, apply, or retain the whole or any part of such proceeds, as the case may be, to the extent required for the payment of any rent, additional rent, damages, or any other sum payable by Tenant under this Lease, including but not limited to attorneys’ fees for which Landlord is entitled to reimbursement pursuant to this Lease, re-letting expenses, and/or any rent and/or additional rent deficiency payable by Tenant, if (i) Tenant defaults in observing or performing any of the terms, provisions or conditions of this Lease on Tenant’s part to be observed or performed, or (ii) Tenant, or any person or entity holding possession of the Premises through Tenant, holds over in possession of the Premises after the Expiration Date, or (iii) the Bank (hereinafter defined) sends a Non-Renewal Notice (hereinafter defined) as hereinafter provided.  If Landlord draws on the Letter of Credit, Tenant shall, within five (5) days after demand by Landlord, deliver to Landlord an additional Letter of Credit meeting the requirements of this Article or amend the existing Letter of Credit so that, at all times, the amount of the Letter of Credit held by Landlord, together with any cash held by Landlord not yet applied to any default by Tenant, equals the LC Amount.  If Tenant shall fully and faithfully comply with all of the terms, provisions, covenants and conditions of this Lease, and delivers possession of the Premises to Landlord at the Expiration Date in the condition required by this Lease, the Letter of Credit and any cash proceeds held by Landlord not applied pursuant to this Article, shall be returned to Tenant within 90 after the Expiration Date.

(B)  Such letter of credit (which letter of credit and any amended, additional, and/or replacement letter of credit received by Landlord that meets the requirements of this Article are hereinafter referred to collectively as a “Letter of Credit”) shall name Landlord as beneficiary, shall be in the amount required by this Article, shall be issued by a commercial bank (the "Bank"), with offices for banking purposes in the City of New York, acceptable to Landlord, and shall be in form and substance satisfactory to Landlord.  Such Letter of Credit shall have an initial term of not less than one year, but shall automatically renew without amendment for consecutive periods of 1 year unless the Bank gives Landlord notice of non-renewal (a “Non-Renewal Notice”) by certified or registered mail, return receipt requested, at least 60 days before the then expiration date of the Letter of Credit.  The final expiration date of such Letter of Credit shall be at least ninety (90) days following the stated Expiration Date of this Lease.  Such Letter of Credit shall be clean, irrevocable, transferable one or more times without payment of any fee by the beneficiary, and payable in whole or partial drawings.  The Letter of Credit shall be payable upon presentation of the Letter of Credit and a sight draft, with a form of the required sight draft annexed to such Letter of Credit.  If Landlord, at any time or from time to time, reasonably requests an amendment of the Letter of Credit (for example, to change the Landlord’s address for notices or to change the identity of the Landlord beneficiary to reflect a merger or other change in the identity of Landlord), Tenant promptly shall cause the Letter of Credit to be so amended.  If the Letter of Credit is lost, stolen, or mutilated, Tenant shall cooperate with Landlord, promptly upon Landlord’s request, to replace such Letter of Credit.

(C)  If a Non-Renewal Notice is sent to Landlord, Landlord may draw on the Letter of Credit in whole or in part unless Tenant replaces the Letter of Credit with a substitute Letter of Credit meeting the criteria of this Article at least thirty (30) days prior to then expiration date of the Letter of Credit.  Any proceeds held by Landlord may be applied as provided in Subpar. (A) above and/or may be used by Landlord to obtain a replacement Letter of Credit.

(D)  Landlord (including any future Landlord) may transfer the Letter of Credit to any purchaser of the Building or any lessee to which Landlord leases the entire Building or any part thereof that includes the Demised Premises or any entity to which Landlord transfers its estate as tenant under any ground or underlying Lease, and the transferring Landlord shall thereupon be released by Tenant from all liability for the return of such Letter of Credit and any proceeds thereof. In such event, Tenant agrees to look solely to the new Landlord for the return of said cash proceeds or Letter of Credit. 

(E) Landlord’s use of the Letter of Credit proceeds shall not be deemed a waiver of Tenant's default or a waiver of any other rights and remedies to which Landlord may be entitled under the provisions of this Lease or any guaranty of this Lease by reason of such default, it being intended that Landlord's rights to use the whole or any part of the Letter of Credit proceeds shall be in addition to, but not in limitation of, any such other rights and remedies; and Landlord may exercise any of such other rights and remedies independent of or in conjunction with its rights under this Article.

IRREVOCABLE STANDBY LETTER OF CREDIT
Date:  _____________

To:

Beneficiary:







Applicant:

[NAME AND ADDRESS]





[NAME AND ADDRESS]
Attn: __________________
Amount:

Not exceeding USD __________________ 

Expiration Date:

____________, _____

Gentlemen:

By order of our client, _____________, we hereby establish our  irrevocable Letter of Credit No.          in your favor for a sum or sums not to exceed $_________  (________ U.S. Dollars) in the aggregate, effective immediately, and expiring on _________ or any automatically extended expiry date. 

This letter of credit shall be payable to you, in immediately available funds in U.S. Dollars, upon your presentation to us of the original of this letter of credit and a sight draft drawn on us in the form annexed hereto.  All drafts must be marked:  (Drawn under Letter of  Credit No.         of [Name of Issuing Bank].  One or more partial drawings under this Letter of Credit are permitted.

This Letter of Credit shall expire __________; but is automatically extendable, so that this Letter of Credit shall be deemed automatically extended, from time to time, without amendment, for a period of one year from the expiration date hereof and from each and every future expiration date, unless at least sixty (60) days prior to any expiration date we shall notify you by registered mail that we elect not to extend this Letter of Credit for any such additional period.  The final expiration date hereof shall be __________.

We shall, immediately after each presentation of the Letter of Credit for a partial drawing, return this Letter of Credit to you, marking this Letter of Credit to show the amount paid by us and the date of such payment.

This Letter of Credit is transferable and may be transferred one or more times without cost to you upon presentation to us of a duly completed transfer instruction in the form annexed to this Letter of Credit and the original Letter of Credit.   We shall look solely to applicant for payment of the transfer fee.
[OPTIONAL: Presentation of documents may be made by fax transmission to __________ or to such other fax number as we may identify in a written notice to you.  To the extent a presentation is made by fax transmission, you must (a) provide telephone notification thereof to us (telephone number __________ or to such other telephone number as we may identify in a written notice to you) prior to or simultaneously with the sending of such fax transmission and (b) send the original of the sight draft to us by overnight courier at the same address provided in this Letter of Credit for presentation of documents.  Any demand made for payment by fax shall be followed by physical presentation of the original documents prior to the honoring of the draft(s).]
We shall, upon receipt of your request at the same address provided in this Letter of Credit for presentation of documents, amend this Letter of Credit to change your notice address.  Such amendment shall not require applicant’s consent.  We shall look solely to applicant for payment of any fee in connection with such amendment.
We hereby agree to honor each draft drawn under and in compliance with this letter of credit, if duly presented at our offices at                          , New York, New York or at any other of our offices in New York, New York.

This Letter of Credit is subject to the International Standby Practices 1998, International Chamber of Commerce Publication No. 590 ((ISP().

This Letter of Credit shall be deemed an agreement made under the laws of the State of New York and shall, as to matters not governed by the ISP, be governed by and construed in accordance with the laws of said State.

[Name of Bank]

By:                                                     

[Annex Bank(s Form of Sight Draft]

[Annex form of transfer instructions]
�    The legislative history includes a statement that the landlord “will not be permitted to offset his actual damages against his security deposit and then claim for the balance under this paragraph [referring to Code §502].  Rather, his security deposit will be applied in satisfaction of the claim that is allowed under this paragraph.”


�   Judge Klein’s concurring opinion noted the similarities between a guaranty and a letter of credit, and that (a) under the bankruptcy code, a guarantor’s rights against a tenant debtor are limited by the provisions of the bankruptcy law limiting the co-obligor’s (guarantor’s) recovery against the bankrupt (the tenant) to the allowable claim of the third party creditor (e.g., the landlord) and (b) under the Bankruptcy Code and the Uniform Commercial Code, the claim against a bankrupt debtor of any party subrogated to a creditor’s rights are limited to the creditor’s allowable claim.  The concurring opinion is puzzling, because both theories suggest that the landlord should be able to draw down the entire letter of credit without regard to any cap on its damages, but the bank’s recovery against the tenant debtor (as co-obligor of the tenant or as subrogee of the bank) should be limited to the landlord’s capped claim.  Yet Judge Klein concurred that the letter of credit proceeds should be applied against the landlord’s capped claim on the grounds that (1) the debtor’s funds were directly affected in that they were pledged to the bank as security for the debtor’s reimbursement obligations, and (2) the lease provided specifically that the letter of credit proceeds were part of the lease security deposit that must be refunded to the debtor after faithful performance of the lease.  The logic of the opinion and its conclusion do not seem entirely consistent, although Judge Klein has clearly laid out the framework for an argument that letter of credit proceeds should be applied against the landlord’s gross damages and the issuing bank’s claim should be capped.


�   In Re Stonebridge Technologies, Inc., 291 B.R. 63 (Bankr. N.D. Tx 2003). 


� There was an issue as to whether or not the landlord was required to give notice and opportunity to cure a rent default before drawing on the letter of credit.  


� 	Another code governing letters of credit is the United Nations Convention on Independent Guarantees and Standby Letters of Credit of 1995.


�  Other statutes, however, may govern jurisdiction and venue.  12 U.S.C. (94, for example, provides that if a national bank is taken over by the FDIC, any action against the bank must be brought in the district (county or city) in which the bank(s principal place of business is located.


�   Also query whether the letter of credit could provide that the issuer will, upon request of the beneficiary, amend the letter of credit to reflect any change in the beneficiary’s address.





� 	The UCP also permits partial drawings unless the letter of credit otherwise provides.


�	The UCP does not deal specifically with the consequences of the death of a beneficiary.


�   ISP §§1.06d, 2.01a; UCP Arts. 3a, 9a.
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