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Basel III

The increased cost implications for finance documents are a concern with the strengthened capital
requirements announced by the Basel Committee on Banking Supervision (BCBS), which are to be
implemented in the EU by a package of amendments to the Capital Requirements Directive referred to as
CRD 4. 

On 12 September 2010, a BCBS press release announced that the Group of Central Bank Governors and
Heads of Supervision, the oversight body of the BCBS, had agreed a substantial strengthening of capital
requirements, as part of Basel III. These Basel III proposals will be presented at the November 2010 G20
leaders' summit. The capital requirements will be phased in from 1 January 2013 to 1 January 2019. 

The new capital requirements are summarized as follows:

Quality of capital. The minimum capital ratio for common equity (as the core element of Tier 1
capital) will be raised from the current level of 2% to 4.5%. The overall ratio for Tier 1 capital will
increase from 4% to 6%
Capital conservation buffer. The capital conservation buffer above the regulatory minimum
requirement will be set at 2.5%. It can be met with common equity, after the application of
deductions. Its purpose is to ensure that banks maintain a buffer of capital that can be used to
absorb losses during periods of financial and economic stress.
Countercyclical buffer. A countercyclical buffer with a range of 0 to 2.5% of common equity or
other fully loss-absorbing capital will be implemented according to national circumstances, when
there is excess credit growth resulting in a system-wide build up of risk in that country.
Leverage ratio . A leverage ratio will also be introduced, which will supplement the risk-based
measures. It was agreed to implement a minimum Tier 1 leverage ratio of 3% and to adjust this
proposed ratio, if necessary, in the first half of 2017.

The draft CRD4 legislation had been expected in December 2010, but the European Commission's intention
now is to publish it in the first quarter of 2011 after the Basel III proposals have been presented at the
November 2010 G20 leaders' summit. Impact on finance documents 

One of the main implications of Basel III and CRD 4 for finance transactions are potential increased costs to
lenders. It is possible that a lender might be able to pass these increased costs on to a borrower under the
increased costs clause of its facility agreement, depending on how that clause is drafted. 

Typically, under an increased costs clause, a borrower must indemnify a lender for costs it suffers as a
result of a change of law or regulation (or its interpretation, application or administration). At the time that the
scope of the rule changes under Basel II became clear, borrowers argued that banks' future regulatory
capital costs should be carved out from the increased costs clause as they could be calculated in advance.
Borrowers argued that even though the facility might be more expensive, borrowers would benefit from the
total cost of the facility being transparent from the outset. In recognition of this issue, the Loan Market
Association's facility agreements provide optional wording for such a carve-out of increased costs arising
from Basel II compliance. 

It may be that borrowers and lenders will need to consider a similar approach in relation to increased costs
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TRADE FINANCE

UCP 600 - Don't delay when rejecting documents  

In Fortis Bank S.A./N.V., Stemcor UK Limited v Indian Overseas Bank, the High Court ruled on the
construction of Article 16 of UCP 600 that:

A bank that has given notice under Article 16 that it will either hold the documents pending further
instructions from the presenter or return the documents to the presenter is obliged to act in
accordance with that notice with reasonable promptness.
Because the bank failed to act in accordance with its notice reasonably promptly it was unable to
rely on the discrepant document. It was therefore obliged to reimburse the bank entitled to be
reimbursed (under various letter of credit drawings in dispute).

The case is of interest because it is one of the first cases to test the wording of UCP 600. The court's
analysis of Article 16, including by reference to the corresponding article in UCP 500, will provide welcome
clarity to parties when dealing with Article 16(c) notices. 

It is important that parties' obligations under Article 16 are clear. Failing to deal with discrepant documents
(in particular documents of title) as stated can have serious consequences, it may affect the beneficiary's
rights and security. The beneficiary will rely on the disposal statement in the notice. If for example, return of
documents is delayed, the beneficiary may lose opportunities to deal in the documents or lose the
opportunity to re-present conforming documents before the letter of credit expires. It may also (as in this
case) involve incurring significant demurrage or storage costs. 

Background 

Letter of credit 

A traditional letter of credit is a contract under which a bank agrees to pay the seller, in connection with the
export of specific goods, against the presentation of specified documents relating to those goods. The letter
of credit is issued, by the issuing bank, at the request of the buyer (the applicant) in favour of the seller (the
beneficiary). Letters of credit will usually also have a nominated bank which may also be a confirming bank.
This second bank may in certain circumstances be entitled to be paid (reimbursed) by the issuing bank
(instead of the beneficiary). Usually this is because it has already arranged for the beneficiary to be paid. 

UCP 600 

Letters of credit are usually governed by reference to a single set of rules, and not the various domestic
laws that would otherwise apply. Standardisation of the rules has been achieved by the efforts of the
International Chamber of Commerce (ICC) in producing the Uniform Customs and Practice for Documentary
Credits (UCP). The UCP is currently in its sixth edition in UCP 600, ICC Publication No. 600. UCP 600 came
into effect on 1 July 2007 and supersedes the previous edition, UCP 500. 

Article 16 of UCP 600  

Article 16 (Discrepant documents, waiver and notice) of UCP 600 (Article 16) sets out how to deal with
discrepant documents presented under a letter of credit. An effective rejection of discrepant documents
under Article 16(c) requires a formal notice (an Article 16(c) notice) to the presenter that the bank is refusing
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In particular, it seems that in order to pass the test for "legal control" under the Regulations, a charge would
almost certainly need to be characterised as a fixed rather than a floating charge under the English common
law. This is notwithstanding that the Regulations expressly refer to floating charges in their definition of
"security interest" (and indirectly, the definition of "security financial collateral arrangement"). 

In reaching its decision, the court took account of the view that the Regulations could not have been
intended to "drive a coach and horses through section 395 of the Companies Act 1985 and its successors
which nobody has yet noticed" (at paragraph 55, judgment). In other words, the Regulations should not be
expected to exempt many English floating charges from the requirements of registration. However, the court
thought it might still be theoretically possible for floating charges to fall within the Regulations, although it did
not make suggestions as to how this could arise. 

Personal Guarantees Independent Legal Advice 

In the case Kapoor V National Westminster Bank Plc a woman (the "Guarantor") who had provided a
personal guarantee to a National Westminster Bank in respect of its loan to a company of which her
husband was the sole director and she the secretary, appealed against an order making her bankrupt on the
petition of the National Westminster Bank plc (the "Bank"). They each owned 50 per cent of the shares. In
due course, the Bank called on the Guarantor's guarantee and petitioned for her bankruptcy. The only issue
before the register was whether the guarantee had been procured by the Guarantor's husband's undue
influence of which the Bank was on constructive notice. 

Before the execution of the guarantee, the Bank had written to the Guarantor explaining the extent of her
liability, advising her to obtain advice from a solicitor other than her husband's, and asking her to complete
an enclosed form. The Bank also wrote to the solicitor acting for the Guarantor's husband (the "Solicitor") on
the understanding that he was advising the Guarantor as well. In fact the Guarantor did go to the Solicitor
for advice and did not obtain advice from another firm. 

The Solicitor sent the Bank the executed guarantee, its standard form of certificate stating that he had given
the Guarantor independent advice, and the form that it had sent her. On this form she had inserted the word
"not" into the statement "I will be taking independent legal advice" and had left blank the area allowed for the
name of a law firm. The registrar decided that the Guarantor had received sufficiently independent advice,
and in any event, the Bank had not been on notice of any undue influence. 

The Guarantor argued that the advice that she received did not cover the risks that she was running, and
therefore the Bank, by obtaining the Guarantor's certificate, had not discharged its obligation to satisfy itself
that there was no undue influence. She further argued that, because of her amendment to the Bank's form
so that it read that she was not taking independent legal advice, the Bank had received mixed messages
and should have made further enquiry of her. 

The court ruled in favour of the Bank. The certificate signed by the Solicitor went beyond what was required
for the Bank to be entitled to treat itself as no longer on notice of any potential undue influence. All that was
necessary was that the Guarantor should be separately advised, which she had been. With regard to the
"mixed message" argument, the form on which the Guarantor stated that she would not be taking
independent legal advice was completed in response to the Bank's suggestion, which she chose not to
follow, that she should consult a different solicitor from the one advising her husband. The Bank knew when
it received that form that the Solicitor had given her advice, so it knew she would not be consulting another
solicitor. In the circumstances, it was clear that the Bank had been fully entitled to treat the receipt of
Solicitor's letter with Guarantor's acknowledgement that she had received advice from him as notice of
independent or separate advice. Therefore the Bank had not been left on constructive notice of undue
influence. 

Guidance 

The key question for bank officers in similar situations is to ask whether a reasonable person with the
knowledge of the bank officer would find that the documents it received satisfied it as to the independence of
the legal advice received by the Guarantor. 

Unsigned Guarantee Not Binding 

The Court of Appeal has dismissed a claim to enforce a guarantee that was not signed by the guarantors.
The Court ruled that, despite the fact the guarantee was not expressed to be subject to contract, it contained
a provision recommending that the guarantors seek legal advice before signing the document. This
provision would be pointless if the parties had intended they should be bound by an oral agreement made
before the draft guarantee was drawn up. While the case was decided on its facts, it illustrates (again) that
the presence or absence of an express subject to contract provision is not conclusive in questions of
contract formation. 

Background 

Where parties draw up a written agreement to record the terms of their contract, it is a question in every
case whether the parties intend that there shall be no binding contract between them unless and until  the
document is executed, or whether they merely intend the document to be a record of the terms of an already
complete and binding agreement. The use of the phrase "subject to contract" is legal shorthand for the
former, but its absence does not necessarily mean that the parties mean to be bound as soon as oral
agreement is reached. Equally, its use is not conclusive: the protection offered by a subject to contract
provision will be lost if the courts consider that the parties have through their conduct waived that condition. 
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EU financial supervisory framework

On 22 September 2010, the European Parliament published a press release announcing that it had voted to
approve legislation reforming the EU financial supervisory framework. It has also published FAQs on the
reforms. 

The new framework will consist of a European Systemic Risk Board and three European Supervision
Authorities (that is, the European Banking Authority (EBA), the European Securities and Markets Authority
(ESMA) and the European Insurance and Occupational Pensions Authority (EIOPA)). EBA, ESMA and
EIOPA will replace the existing Level 3 committees, the Committee of European Banking Supervisors
(CEBS), Committee of European Securities Regulators (CESR) and the Committee of European Insurance
and Occupational Pensions Supervisors (CEIOPS), with effect from 1 January 2011.
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Liquidated Damages Clause in Shipbuilding Contract

In Azimut-Benetti Spa (Benetti Division) v Healey [2010] EWHC 2234 (Comm), the High Court has granted
summary judgment in favour of a shipbuilder seeking to enforce a liquidated damages clause. This decision
shows the courts' willingness to uphold a liquidated damages clause in a commercial agreement negotiated
by lawyers between parties of equal bargaining power. It is also an example of the courts explicitly deciding
a penalty clause issue by reference to the "commercial justification test", under which a liquidated damages
clause may be upheld, not as a genuine pre-estimate of loss, but on other commercial grounds, provided
always that its principal purpose is not to deter breach of contract. 

The case is also of interest because the court considered, obiter, the effectiveness of a guarantee that
purports to guarantee payment under an unenforceable penalty clause. 

Background 

An Isle of Man special purpose company (buyer) engaged a luxury yacht builder to build a yacht for the
benefit of Mr. Healey (defendant). Each side employed lawyers to draw up the contract. The buyer was at
all times wholly owned by the defendant, who entered into a separate guarantee under which he guaranteed
the buyer's obligations under the contract. 

The buyer defaulted on an installment, and the builder terminated the contract and sought to exercise its
rights against the buyer under clause 16.3 of the contract, which provided that, in the event of a late
payment, the builder could end the contract and retain (or recover) 20% of the contract price by way of
liquidated damages. On non-payment, the builder applied for summary judgment against the defendant. The
defendant resisted the application, arguing that the relevant clause was a penalty, not a genuine pre-
estimate of loss (in which case there would be no liability on which the guarantee could fasten). The
defendant submitted that, because it had raised the penalty argument, the court was required to form a view
on whether 20% was a genuine pre-estimate of loss, which it would only be able to do after hearing detailed
evidence from both sides at full trial. 

Decision - the liquidated damages clause 

The judge held it was not even arguable that the clause was a penalty and gave summary judgment for the
amount claimed. 

The judge considered whether there was a clear commercial and compensatory justification for the clause.
The judge found the evidence showed that there was a clear commercial justification for the clause, namely
the buyer's interest in avoiding the delay that might be involved in recovery based on actual loss, and
getting an immediate refund of any excess payments. In reaching this conclusion, the judge reviewed
evidence of the negotiations. Although not admissible to help interpret the contract, this evidence was
admissible to show the parties' reasons for agreeing to the liquidated damages clause. The judge also
followed the principle that, at least in connection with commercial contracts, great caution should be
exercised before striking down a clause as penal. 

Decision - the guarantee 
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The judge also considered, in a non-binding part of the judgment, whether a clause in the guarantee saying
the defendant's liability was not to be "impaired, diminished, discharged or released by reason or in
consequence of ... the irregularity, illegality, unenforceability or invalidity in whole or in part of the Yacht
Construction Contract" would have been effective to make the defendant liable for the sums to be paid
under clause 16.3, even if clause 16.3 was a penalty clause. The judge said that the same public policy
which makes a penalty clause invalid would prevent its indirect enforcement through the guarantee. The
guarantee applied to the buyer's obligations, and if clause 16.3 had been a penalty, no obligation would
have arisen under it. 

Commentary 

If putting forward a liquidated damages clause providers of finance should:

Make sure the figure proposed can be justified as a genuine pre-estimate of loss. This is still the
safest way to justify the clause. If that is not possible, other commercial justifications may be
sufficient, but this is not yet beyond challenge.
Document the justifications, perhaps in the recitals to the agreement or, failing that, in written
negotiations (since these will be admissible in a dispute over the liquidated damages clause). For the
same reason, keep a note of verbal negotiations about the clause.
A bare recital in the clause, or in correspondence, that the clause is a genuine pre-estimate of loss,
will not help as much as a reasoned explanation for the clause.
Consider whether it is possible to include an alternative provision, as the builder did.

If litigating a liquidated damages clause, note that:

A mere assertion that a clause is a penalty clause will not automatically justify a full trial.
Evidence of negotiations in respect of the clause will be admissible to show the parties' reasons for
agreeing to the liquidated damages clause.
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TRADE FINANCE

UCP 600 - Don't delay when rejecting documents  

In Fortis Bank S.A./N.V., Stemcor UK Limited v Indian Overseas Bank, the High Court ruled on the
construction of Article 16 of UCP 600 that:

A bank that has given notice under Article 16 that it will either hold the documents pending further
instructions from the presenter or return the documents to the presenter is obliged to act in
accordance with that notice with reasonable promptness.
Because the bank failed to act in accordance with its notice reasonably promptly it was unable to
rely on the discrepant document. It was therefore obliged to reimburse the bank entitled to be
reimbursed (under various letter of credit drawings in dispute).

The case is of interest because it is one of the first cases to test the wording of UCP 600. The court's
analysis of Article 16, including by reference to the corresponding article in UCP 500, will provide welcome
clarity to parties when dealing with Article 16(c) notices. 

It is important that parties' obligations under Article 16 are clear. Failing to deal with discrepant documents
(in particular documents of title) as stated can have serious consequences, it may affect the beneficiary's
rights and security. The beneficiary will rely on the disposal statement in the notice. If for example, return of
documents is delayed, the beneficiary may lose opportunities to deal in the documents or lose the
opportunity to re-present conforming documents before the letter of credit expires. It may also (as in this
case) involve incurring significant demurrage or storage costs. 

Background 

Letter of credit 

A traditional letter of credit is a contract under which a bank agrees to pay the seller, in connection with the
export of specific goods, against the presentation of specified documents relating to those goods. The letter
of credit is issued, by the issuing bank, at the request of the buyer (the applicant) in favour of the seller (the
beneficiary). Letters of credit will usually also have a nominated bank which may also be a confirming bank.
This second bank may in certain circumstances be entitled to be paid (reimbursed) by the issuing bank
(instead of the beneficiary). Usually this is because it has already arranged for the beneficiary to be paid. 

UCP 600 

Letters of credit are usually governed by reference to a single set of rules, and not the various domestic
laws that would otherwise apply. Standardisation of the rules has been achieved by the efforts of the
International Chamber of Commerce (ICC) in producing the Uniform Customs and Practice for Documentary
Credits (UCP). The UCP is currently in its sixth edition in UCP 600, ICC Publication No. 600. UCP 600 came
into effect on 1 July 2007 and supersedes the previous edition, UCP 500. 

Article 16 of UCP 600  

Article 16 (Discrepant documents, waiver and notice) of UCP 600 (Article 16) sets out how to deal with
discrepant documents presented under a letter of credit. An effective rejection of discrepant documents
under Article 16(c) requires a formal notice (an Article 16(c) notice) to the presenter that the bank is refusing
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The judge also considered, in a non-binding part of the judgment, whether a clause in the guarantee saying
the defendant's liability was not to be "impaired, diminished, discharged or released by reason or in
consequence of ... the irregularity, illegality, unenforceability or invalidity in whole or in part of the Yacht
Construction Contract" would have been effective to make the defendant liable for the sums to be paid
under clause 16.3, even if clause 16.3 was a penalty clause. The judge said that the same public policy
which makes a penalty clause invalid would prevent its indirect enforcement through the guarantee. The
guarantee applied to the buyer's obligations, and if clause 16.3 had been a penalty, no obligation would
have arisen under it. 

Commentary 

If putting forward a liquidated damages clause providers of finance should:

Make sure the figure proposed can be justified as a genuine pre-estimate of loss. This is still the
safest way to justify the clause. If that is not possible, other commercial justifications may be
sufficient, but this is not yet beyond challenge.
Document the justifications, perhaps in the recitals to the agreement or, failing that, in written
negotiations (since these will be admissible in a dispute over the liquidated damages clause). For the
same reason, keep a note of verbal negotiations about the clause.
A bare recital in the clause, or in correspondence, that the clause is a genuine pre-estimate of loss,
will not help as much as a reasoned explanation for the clause.
Consider whether it is possible to include an alternative provision, as the builder did.

If litigating a liquidated damages clause, note that:

A mere assertion that a clause is a penalty clause will not automatically justify a full trial.
Evidence of negotiations in respect of the clause will be admissible to show the parties' reasons for
agreeing to the liquidated damages clause.
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Statutory Demands must contain correct creditor's details

In Agilo Ltd v William Henry [2010] EWHC 2717 (Ch), the High Court considered whether putting the wrong
creditor's name on a statutory demand against an individual debtor justified setting aside the statutory
demand under rule 6.5(4) of the Insolvency Rules 1986. 

Background 

The Insolvency Act 1986 deems an individual insolvent if a creditor serves the individual with a statutory
demand for an amount in excess of £750 and the individual, within three weeks of being served with the
demand fails to settle the demand to the creditor's satisfaction; and does not make a successful application
to set aside the statutory demand. 

For the purposes of a statutory demand, a creditor is anyone to whom the debtor owes a "bankruptcy debt".
A bankruptcy debt is a debt that would entitle the creditor to receive a share of the debtor's assets in a
bankruptcy. 

A debtor can apply to court for an order setting aside a statutory demand, If they can show that the demand
is defective in some respect. 

A court must set aside a statutory demand issued in the name of someone to whom an individual does not,
in fact, owe money. In such circumstances, the court must set aside the statutory demand even if:

The demand complies with the requirements of the Insolvency Act 1986 and the Insolvency Rules
1986 in all other respects.
The demand refers to the true creditor in the body of the demand and clearly identifies the relevant
debt.
The debtor appears to owe the sums in question to the true creditor.

By extension, a court should usually set aside a statutory demand where the debtor raises an arguable case
that a demand was issued in the name of someone who is not a creditor of the debtor. 

Comment 

The High Court's judgment illustrates the importance of making sure that a statutory demand is accurate
before serving it on the debtor. Even though the defect in the demand was, commercially speaking, minor, it
was sufficient to allow the debtor to escape making payment under a guarantee in the short term and will no
doubt increase the costs incurred by the creditor in pursuing the debt.
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Basel III

The increased cost implications for finance documents are a concern with the strengthened capital
requirements announced by the Basel Committee on Banking Supervision (BCBS), which are to be
implemented in the EU by a package of amendments to the Capital Requirements Directive referred to as
CRD 4. 

On 12 September 2010, a BCBS press release announced that the Group of Central Bank Governors and
Heads of Supervision, the oversight body of the BCBS, had agreed a substantial strengthening of capital
requirements, as part of Basel III. These Basel III proposals will be presented at the November 2010 G20
leaders' summit. The capital requirements will be phased in from 1 January 2013 to 1 January 2019. 

The new capital requirements are summarized as follows:

Quality of capital. The minimum capital ratio for common equity (as the core element of Tier 1
capital) will be raised from the current level of 2% to 4.5%. The overall ratio for Tier 1 capital will
increase from 4% to 6%
Capital conservation buffer. The capital conservation buffer above the regulatory minimum
requirement will be set at 2.5%. It can be met with common equity, after the application of
deductions. Its purpose is to ensure that banks maintain a buffer of capital that can be used to
absorb losses during periods of financial and economic stress.
Countercyclical buffer. A countercyclical buffer with a range of 0 to 2.5% of common equity or
other fully loss-absorbing capital will be implemented according to national circumstances, when
there is excess credit growth resulting in a system-wide build up of risk in that country.
Leverage ratio . A leverage ratio will also be introduced, which will supplement the risk-based
measures. It was agreed to implement a minimum Tier 1 leverage ratio of 3% and to adjust this
proposed ratio, if necessary, in the first half of 2017.

The draft CRD4 legislation had been expected in December 2010, but the European Commission's intention
now is to publish it in the first quarter of 2011 after the Basel III proposals have been presented at the
November 2010 G20 leaders' summit. Impact on finance documents 

One of the main implications of Basel III and CRD 4 for finance transactions are potential increased costs to
lenders. It is possible that a lender might be able to pass these increased costs on to a borrower under the
increased costs clause of its facility agreement, depending on how that clause is drafted. 

Typically, under an increased costs clause, a borrower must indemnify a lender for costs it suffers as a
result of a change of law or regulation (or its interpretation, application or administration). At the time that the
scope of the rule changes under Basel II became clear, borrowers argued that banks' future regulatory
capital costs should be carved out from the increased costs clause as they could be calculated in advance.
Borrowers argued that even though the facility might be more expensive, borrowers would benefit from the
total cost of the facility being transparent from the outset. In recognition of this issue, the Loan Market
Association's facility agreements provide optional wording for such a carve-out of increased costs arising
from Basel II compliance. 

It may be that borrowers and lenders will need to consider a similar approach in relation to increased costs
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TRADE FINANCE

UCP 600 - Don't delay when rejecting documents  

In Fortis Bank S.A./N.V., Stemcor UK Limited v Indian Overseas Bank, the High Court ruled on the
construction of Article 16 of UCP 600 that:

A bank that has given notice under Article 16 that it will either hold the documents pending further
instructions from the presenter or return the documents to the presenter is obliged to act in
accordance with that notice with reasonable promptness.
Because the bank failed to act in accordance with its notice reasonably promptly it was unable to
rely on the discrepant document. It was therefore obliged to reimburse the bank entitled to be
reimbursed (under various letter of credit drawings in dispute).

The case is of interest because it is one of the first cases to test the wording of UCP 600. The court's
analysis of Article 16, including by reference to the corresponding article in UCP 500, will provide welcome
clarity to parties when dealing with Article 16(c) notices. 

It is important that parties' obligations under Article 16 are clear. Failing to deal with discrepant documents
(in particular documents of title) as stated can have serious consequences, it may affect the beneficiary's
rights and security. The beneficiary will rely on the disposal statement in the notice. If for example, return of
documents is delayed, the beneficiary may lose opportunities to deal in the documents or lose the
opportunity to re-present conforming documents before the letter of credit expires. It may also (as in this
case) involve incurring significant demurrage or storage costs. 

Background 

Letter of credit 

A traditional letter of credit is a contract under which a bank agrees to pay the seller, in connection with the
export of specific goods, against the presentation of specified documents relating to those goods. The letter
of credit is issued, by the issuing bank, at the request of the buyer (the applicant) in favour of the seller (the
beneficiary). Letters of credit will usually also have a nominated bank which may also be a confirming bank.
This second bank may in certain circumstances be entitled to be paid (reimbursed) by the issuing bank
(instead of the beneficiary). Usually this is because it has already arranged for the beneficiary to be paid. 

UCP 600 

Letters of credit are usually governed by reference to a single set of rules, and not the various domestic
laws that would otherwise apply. Standardisation of the rules has been achieved by the efforts of the
International Chamber of Commerce (ICC) in producing the Uniform Customs and Practice for Documentary
Credits (UCP). The UCP is currently in its sixth edition in UCP 600, ICC Publication No. 600. UCP 600 came
into effect on 1 July 2007 and supersedes the previous edition, UCP 500. 

Article 16 of UCP 600  

Article 16 (Discrepant documents, waiver and notice) of UCP 600 (Article 16) sets out how to deal with
discrepant documents presented under a letter of credit. An effective rejection of discrepant documents
under Article 16(c) requires a formal notice (an Article 16(c) notice) to the presenter that the bank is refusing
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Distinction between subrogation and marshalling

The High Court has held that the doctrine of marshalling of securities is distinct from equitable subrogation.
The court held that although the effect of marshalling was to subrogate an unsatisfied junior creditor to a
satisfied senior creditor's security, marshalling was not a kind of subrogation. It was therefore, if marshalling
applied, not necessary for the junior creditor to prove (as would be the case with subrogation) that it did not
receive the security for which it had bargained. 

Marshalling 

Marshalling is an equitable remedy available to a creditor (C) in circumstances where there are two creditors
of the same debtor, each owed a different debt. Another creditor, (A), and C have both taken security over
some of the debtor's assets (Assets 1). A has also taken security over some of the debtor's other assets,
over which B has not taken security (Assets 2). A has enforced its security over Assets 1 but not over
Assets 2. In these circumstances, C is entitled to use Assets 2 to repay any of the secured debts owed to it
that cannot be repaid out of Assets 1 because of A's actions. 

Subrogation 

One kind of subrogation is an equitable remedy to reverse or prevent unjust enrichment which is not based
on any agreement or common intention of the party enriched and the party deprived. A classic example of
this involves a lender that expected to receive security claiming subrogation to another party's security if it
does not get that security. However, a lender cannot claim subrogation if it obtains all the security which it
bargained for, or where it has specifically bargained on the basis that it would receive no security.
Subrogation cannot be invoked so as to put the lender in a better position than that in which it would have
been if it had obtained all the rights for which it bargained. 

Comment 

The court's clarification of the distinction between the doctrines of marshalling and subrogation is helpful. In
circumstances when marshalling is available, a junior creditor does not have to fulfill  any additional
conditions that attach to being entitled to subrogation (such as proving that it did not receive the security for
which it had bargained). This seems to be the case even when the effect of applying the doctrine of
marshalling is that the unsatisfied junior creditor is subrogated to the satisfied senior creditor's security. 

Also of interest, is that a secured party can contractually exclude or vary its right of marshalling of securities.
A clause excluding a junior or subordinated creditor's right of marshalling is sometimes included in the
intercreditor deed. It seems that such a clause would be upheld by the courts.
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Performance bonds distinguished from guarantees

The High Court has set out the distinction between a performance bond and commonly used guarantee and
indemnity language (Vossloh Aktiengesellschaft v Alpha Trains (UK) Ltd. [2010] EWHC 2443 (Ch) (05
October 2010). 

Performance bond 

A performance bond (also called a demand bond or demand guarantee) is a particularly stringent contract of
indemnity. It is a contractual undertaking by a person, usually a bank, to pay a specified amount of money to
a third party on the occurrence of a stated event. Sometimes, the wording of the performance bond means it
is payable on demand by the beneficiary, even if the underlying obligor is not in any way in default or even if
the person demanding payment is himself in default. 

Guarantee 

A guarantee is a promise to the beneficiary of a guarantee to ensure that a third party fulfils its payment
(and sometimes performance) obligations and/or a promise to fulfill  those obligations if that third party fails
to do so. It is a contractual agreement that creates a secondary obligation to support a primary obligation of
one party to another. A guarantee is a secondary obligation, contingent on the borrower's or another
person's primary obligation. The guarantor's obligations will therefore never be greater than those of the
obligor under the primary agreement. If there is any uncertainty in how to interpret a guarantee, the courts
will presume that the interpretation less onerous for the guarantor is correct. 

The question of whether a contract of surety is a guarantee (secondary obligation) or an indemnity (primary
obligation) is an important one that has always been the subject of debate and litigation. Recently, however,
the standard practice of drafting guarantees to incorporate indemnities, conclusive evidence clauses
(allowing the beneficiary to certify the amount owing under the guarantee) and wording to make the
obligation payable on demand has led to a number of cases (of which this is one) in which the court is
asked to carry out a detailed clause-by-clause construction of a guarantee and indemnity in order to decide
whether it is in fact a guarantee or a performance bond. 

Decision 

The court held that the guarantee was not a performance bond. 

A strong presumption exists that a performance bond is a specific banking instrument issued by a bank and
that where the words "on demand" are encountered outside this context, they should not be treated as
creating a performance bond. This presumption was not rebutted in this case for several reasons. The most
important of which was that clause 2 of the guarantee (setting out the obligations undertaken by the
guarantor) was drafted on the premise that a failure of performance by an underlying obligor has occurred.
This meant that the guarantor's obligations were secondary obligations supported by some primary
obligations that only came into effect once the secondary obligation had been triggered. None of the other
clauses in the document altered this basic conclusion about the nature of the document. The waiver of
defenses clause explicitly required the guarantor to comply with clause 2.1 before raising any defenses to
payment, and this link was held by the court to preserve the co-extensiveness of the guarantor's obligations
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Basel III

The increased cost implications for finance documents are a concern with the strengthened capital
requirements announced by the Basel Committee on Banking Supervision (BCBS), which are to be
implemented in the EU by a package of amendments to the Capital Requirements Directive referred to as
CRD 4. 

On 12 September 2010, a BCBS press release announced that the Group of Central Bank Governors and
Heads of Supervision, the oversight body of the BCBS, had agreed a substantial strengthening of capital
requirements, as part of Basel III. These Basel III proposals will be presented at the November 2010 G20
leaders' summit. The capital requirements will be phased in from 1 January 2013 to 1 January 2019. 

The new capital requirements are summarized as follows:

Quality of capital. The minimum capital ratio for common equity (as the core element of Tier 1
capital) will be raised from the current level of 2% to 4.5%. The overall ratio for Tier 1 capital will
increase from 4% to 6%
Capital conservation buffer. The capital conservation buffer above the regulatory minimum
requirement will be set at 2.5%. It can be met with common equity, after the application of
deductions. Its purpose is to ensure that banks maintain a buffer of capital that can be used to
absorb losses during periods of financial and economic stress.
Countercyclical buffer. A countercyclical buffer with a range of 0 to 2.5% of common equity or
other fully loss-absorbing capital will be implemented according to national circumstances, when
there is excess credit growth resulting in a system-wide build up of risk in that country.
Leverage ratio . A leverage ratio will also be introduced, which will supplement the risk-based
measures. It was agreed to implement a minimum Tier 1 leverage ratio of 3% and to adjust this
proposed ratio, if necessary, in the first half of 2017.

The draft CRD4 legislation had been expected in December 2010, but the European Commission's intention
now is to publish it in the first quarter of 2011 after the Basel III proposals have been presented at the
November 2010 G20 leaders' summit. Impact on finance documents 

One of the main implications of Basel III and CRD 4 for finance transactions are potential increased costs to
lenders. It is possible that a lender might be able to pass these increased costs on to a borrower under the
increased costs clause of its facility agreement, depending on how that clause is drafted. 

Typically, under an increased costs clause, a borrower must indemnify a lender for costs it suffers as a
result of a change of law or regulation (or its interpretation, application or administration). At the time that the
scope of the rule changes under Basel II became clear, borrowers argued that banks' future regulatory
capital costs should be carved out from the increased costs clause as they could be calculated in advance.
Borrowers argued that even though the facility might be more expensive, borrowers would benefit from the
total cost of the facility being transparent from the outset. In recognition of this issue, the Loan Market
Association's facility agreements provide optional wording for such a carve-out of increased costs arising
from Basel II compliance. 

It may be that borrowers and lenders will need to consider a similar approach in relation to increased costs
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UCP 600 - Don't delay when rejecting documents  

In Fortis Bank S.A./N.V., Stemcor UK Limited v Indian Overseas Bank, the High Court ruled on the
construction of Article 16 of UCP 600 that:

A bank that has given notice under Article 16 that it will either hold the documents pending further
instructions from the presenter or return the documents to the presenter is obliged to act in
accordance with that notice with reasonable promptness.
Because the bank failed to act in accordance with its notice reasonably promptly it was unable to
rely on the discrepant document. It was therefore obliged to reimburse the bank entitled to be
reimbursed (under various letter of credit drawings in dispute).

The case is of interest because it is one of the first cases to test the wording of UCP 600. The court's
analysis of Article 16, including by reference to the corresponding article in UCP 500, will provide welcome
clarity to parties when dealing with Article 16(c) notices. 

It is important that parties' obligations under Article 16 are clear. Failing to deal with discrepant documents
(in particular documents of title) as stated can have serious consequences, it may affect the beneficiary's
rights and security. The beneficiary will rely on the disposal statement in the notice. If for example, return of
documents is delayed, the beneficiary may lose opportunities to deal in the documents or lose the
opportunity to re-present conforming documents before the letter of credit expires. It may also (as in this
case) involve incurring significant demurrage or storage costs. 

Background 

Letter of credit 

A traditional letter of credit is a contract under which a bank agrees to pay the seller, in connection with the
export of specific goods, against the presentation of specified documents relating to those goods. The letter
of credit is issued, by the issuing bank, at the request of the buyer (the applicant) in favour of the seller (the
beneficiary). Letters of credit will usually also have a nominated bank which may also be a confirming bank.
This second bank may in certain circumstances be entitled to be paid (reimbursed) by the issuing bank
(instead of the beneficiary). Usually this is because it has already arranged for the beneficiary to be paid. 

UCP 600 

Letters of credit are usually governed by reference to a single set of rules, and not the various domestic
laws that would otherwise apply. Standardisation of the rules has been achieved by the efforts of the
International Chamber of Commerce (ICC) in producing the Uniform Customs and Practice for Documentary
Credits (UCP). The UCP is currently in its sixth edition in UCP 600, ICC Publication No. 600. UCP 600 came
into effect on 1 July 2007 and supersedes the previous edition, UCP 500. 

Article 16 of UCP 600  

Article 16 (Discrepant documents, waiver and notice) of UCP 600 (Article 16) sets out how to deal with
discrepant documents presented under a letter of credit. An effective rejection of discrepant documents
under Article 16(c) requires a formal notice (an Article 16(c) notice) to the presenter that the bank is refusing
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because it meant that there had to be a breach on the part of the underlying obligor before any payment
would be made. The conclusive evidence clause was held to apply only to the amount due under the
guarantee and not to the question of whether liability had arisen under the guarantee. 

The conclusion was supported by the wider context in which the guarantee was given, which indicated that it
was intended to be a guarantee. The guarantee was unlimited in amount and duration and multiple
demands could be made under it. The term defining a beneficiary under the guarantee was drafted very
widely which meant that a demand under the guarantee could come from a wide range of persons and the
benefit of the guarantee was assignable to any person. 

Comment 

This case provides a very clear statement of the existing law on the distinctions between a performance
bond and guarantee supported by indemnities. In light of it, beneficiaries seeking to create a primary
obligation payable on demand (irrespective of whether the primary obligor is liable or not) should consider
using a document explicitly drafted to create an on demand performance bond.
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Thomas Cooper News

New Joiner. We are pleased to announce that Valia Babis has joined the Finance Group. Valia joined us in
September 2010 and will be assisting Kelly Vouvoussiras, head of the Finance Group in our Athens office.
Valia holds first class degrees from the University of Cambridge (LL.M. in commercial law) and the
University of Athens (Law). She is fluent in English, Greek, French and German. 

Employment practice. We have now extended our services in the employment sector as we have over the
last 18 months been taking on increased instructions in this practice area. The employment group members
are Tim Goode, Grant Eldred and Peter Gordon. You can contact any member of the team by using the
following email format: firstname.lastname@thomascooperlaw.com.
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Basel III

The increased cost implications for finance documents are a concern with the strengthened capital
requirements announced by the Basel Committee on Banking Supervision (BCBS), which are to be
implemented in the EU by a package of amendments to the Capital Requirements Directive referred to as
CRD 4. 

On 12 September 2010, a BCBS press release announced that the Group of Central Bank Governors and
Heads of Supervision, the oversight body of the BCBS, had agreed a substantial strengthening of capital
requirements, as part of Basel III. These Basel III proposals will be presented at the November 2010 G20
leaders' summit. The capital requirements will be phased in from 1 January 2013 to 1 January 2019. 

The new capital requirements are summarized as follows:

Quality of capital. The minimum capital ratio for common equity (as the core element of Tier 1
capital) will be raised from the current level of 2% to 4.5%. The overall ratio for Tier 1 capital will
increase from 4% to 6%
Capital conservation buffer. The capital conservation buffer above the regulatory minimum
requirement will be set at 2.5%. It can be met with common equity, after the application of
deductions. Its purpose is to ensure that banks maintain a buffer of capital that can be used to
absorb losses during periods of financial and economic stress.
Countercyclical buffer. A countercyclical buffer with a range of 0 to 2.5% of common equity or
other fully loss-absorbing capital will be implemented according to national circumstances, when
there is excess credit growth resulting in a system-wide build up of risk in that country.
Leverage ratio . A leverage ratio will also be introduced, which will supplement the risk-based
measures. It was agreed to implement a minimum Tier 1 leverage ratio of 3% and to adjust this
proposed ratio, if necessary, in the first half of 2017.

The draft CRD4 legislation had been expected in December 2010, but the European Commission's intention
now is to publish it in the first quarter of 2011 after the Basel III proposals have been presented at the
November 2010 G20 leaders' summit. Impact on finance documents 

One of the main implications of Basel III and CRD 4 for finance transactions are potential increased costs to
lenders. It is possible that a lender might be able to pass these increased costs on to a borrower under the
increased costs clause of its facility agreement, depending on how that clause is drafted. 

Typically, under an increased costs clause, a borrower must indemnify a lender for costs it suffers as a
result of a change of law or regulation (or its interpretation, application or administration). At the time that the
scope of the rule changes under Basel II became clear, borrowers argued that banks' future regulatory
capital costs should be carved out from the increased costs clause as they could be calculated in advance.
Borrowers argued that even though the facility might be more expensive, borrowers would benefit from the
total cost of the facility being transparent from the outset. In recognition of this issue, the Loan Market
Association's facility agreements provide optional wording for such a carve-out of increased costs arising
from Basel II compliance. 

It may be that borrowers and lenders will need to consider a similar approach in relation to increased costs
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Performance bonds distinguished from guarantees

The High Court has set out the distinction between a performance bond and commonly used guarantee and
indemnity language (Vossloh Aktiengesellschaft v Alpha Trains (UK) Ltd. [2010] EWHC 2443 (Ch) (05
October 2010). 

Performance bond 

A performance bond (also called a demand bond or demand guarantee) is a particularly stringent contract of
indemnity. It is a contractual undertaking by a person, usually a bank, to pay a specified amount of money to
a third party on the occurrence of a stated event. Sometimes, the wording of the performance bond means it
is payable on demand by the beneficiary, even if the underlying obligor is not in any way in default or even if
the person demanding payment is himself in default. 

Guarantee 

A guarantee is a promise to the beneficiary of a guarantee to ensure that a third party fulfils its payment
(and sometimes performance) obligations and/or a promise to fulfill  those obligations if that third party fails
to do so. It is a contractual agreement that creates a secondary obligation to support a primary obligation of
one party to another. A guarantee is a secondary obligation, contingent on the borrower's or another
person's primary obligation. The guarantor's obligations will therefore never be greater than those of the
obligor under the primary agreement. If there is any uncertainty in how to interpret a guarantee, the courts
will presume that the interpretation less onerous for the guarantor is correct. 

The question of whether a contract of surety is a guarantee (secondary obligation) or an indemnity (primary
obligation) is an important one that has always been the subject of debate and litigation. Recently, however,
the standard practice of drafting guarantees to incorporate indemnities, conclusive evidence clauses
(allowing the beneficiary to certify the amount owing under the guarantee) and wording to make the
obligation payable on demand has led to a number of cases (of which this is one) in which the court is
asked to carry out a detailed clause-by-clause construction of a guarantee and indemnity in order to decide
whether it is in fact a guarantee or a performance bond. 

Decision 

The court held that the guarantee was not a performance bond. 

A strong presumption exists that a performance bond is a specific banking instrument issued by a bank and
that where the words "on demand" are encountered outside this context, they should not be treated as
creating a performance bond. This presumption was not rebutted in this case for several reasons. The most
important of which was that clause 2 of the guarantee (setting out the obligations undertaken by the
guarantor) was drafted on the premise that a failure of performance by an underlying obligor has occurred.
This meant that the guarantor's obligations were secondary obligations supported by some primary
obligations that only came into effect once the secondary obligation had been triggered. None of the other
clauses in the document altered this basic conclusion about the nature of the document. The waiver of
defenses clause explicitly required the guarantor to comply with clause 2.1 before raising any defenses to
payment, and this link was held by the court to preserve the co-extensiveness of the guarantor's obligations

 
OUR TEAM

Grant Eldred
020 7390 2210

Kelly Vouvoussiras
+30 210 361 4840

Kate Harrison
020 7390 2238

Mark Glenister
020 7390 2281

Stephen Swabey
020 7390 2234


