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The previous chapters incluode discussions of contracts
for the sale of goods, documentary sales, the risk of loss,
and the liability of air and sea carriers. This chapter now
turns to the use of the international banking system to
move money in an international trade transaction. We
will see how sellers collect for their shipments and how
buyers remit payments for their purchases. We will also
learn how sellers are assured of payment for their goods
or services through the use of bank letters of credit and
will briefly discuss some issues related to financing the
sale. Keep in mind that most of the concepts covered
here do not just apply to collecting money for the sale of
goods but are equally applicable to many different types
of international transactions involving the movement of
money internationally and the wse of banks to provide

an assurance of contractual commitments.

THE BILL OF EXCHANGE

An understanding of how international payments or
movements of money are made to fulfill contract obli-
gations requires some basic understanding of the law of
negotiable instruments. In general, courses on business
law cover the law of negotiable instruments. For our pur-
poses, we assume you have some limited onderstanding
of this field. Our concern here is not with their tcn:ll_-
nical requirements, but with their us¢ in international
trade. A negotiable instrument is a signed writing,
containing an unconditional promise or order to pay a
fixed sum of money, to order or to bearer, on demand
or at a definite time. Common negotiable instruments
include promissory notes, which are two-party instru-
ments containing a promise to pay, _a.m:l draﬂj, which
are three-party instruments comaining orders topay. In
this chapter, our concern is only with drafts. A drafi is
the signed order of the drawer, given to a drawee who is
in possession of money to which the drawer is entitled,
to pay a sum of money to a third party, the payee, on

demand or at & definite time. A common check iz a
cial form of draft, which is drawn on a bank and pay-
able on demand. The three parties to a check include
the drawer, who gave the order to pay, the drawee bank
to whom the order to pay is given, and the payee. The
bill of exchange is a specialized type of international
draft commonly used to expedite foreign money pay-
ments in many types of international transactions.
A documentary draft is used to expedite payment in
a documentary sale. The word draft is more frequently
in use in U.5. law and banking practice, while the term
bill of exchange is more frequently in use outside the
United States, particularly in England. Generally, we
use the term draft in this text except when referring
specifically to an English bill of exchange. These nego-
tiable instruments can serve two purposes: they act as
(1) a substitute for money and (2) a financing or credit
device.

Although it is beyond the scope of this text to offer
a thorough treatment of the law of negotiable instru-
ments, an understanding of the importance of the draft
is essential to anyone engaging in international trade.

The Origin of Bills of Exchange

The ongin of the bill of exchange lies in the history of
the merchants and traders of fourteenth- and fifteenth-
century Europe. Merchants visiting the markets of distant

.cities to buy and sell their wares sought a safer means of

transferring their gold or money than carrying it in their
caravans. It might have worked like this: Assume Mer-
chant A delivers goods in a distant city to Merchant B,
who becomes indebted to A for the amount of the pur-
chase. Later Merchant A desires to purchase goods from
Merchant C. Merchant A can pay Merchant C for the

‘goods with a written piece of paper—an order addressed

by A to B to pay that money to C. Assume further that
Merchant B is wealthy and respected in the trade—one
whose credit is highly regarded. Merchant C can pres-
ent the written order to B for payment immediately,
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or should he wish, he can simply ask B to sign (or
“accept”) the order for future payment. Thus, the writ-
ten order to pay becomes an acceptance. With the accep-
tance in hand, Merchant C can purchase new wares
from yet another merchant and use the acceptance
in payment. Eventually, merchants turned to wealthy
families, Italian banking societies, or medieval bankers
spread throughout Europe to transfer money over great
distances by issuing payment orders to their correspon-
dents living in distant cities. As merchants recognized
that these orders could be bought and sold, the concept
of negotiability evolved and negotiable instruments were
born. At first, English law did not recognize the validity
of negotiable instruments. But merchants accepted them
as substitutes for money, and they were enforceable in
the merchant’s private courts under the law merchant.
As their importance and use evolved, so did their valid-
ity and treatment under the law. They became formally
recognized by statute in England in 1822 in the Engiish
Bills of Exchange Act and in the United 5tates in 1866 in
the Uniform Negotialle Instruments Law.

In the United States, the Uniform Commercial Code
{UCC) governs bills of exchange or drafts, while the
Bills of Exchange Act governs in England, and the 1930
Convention Providing for a Uniform Law for Bills of
Exchange and Promissory Notes governs in more than
25 other countries. Diespite their common history, these
laws differ in their treatment of the creation and transfer
of negotiable instruments, as well as in the rights of the
parties should an instrument be dishonored or refused.

Brief Requirements of a Bill of Exchange

The English Bills of Exchange Act requires that a bill
of exchange be (1) an unconditional order in writing,
{2) addressed by one person to another, (3) signed by
the person giving it, (4) with a requirement that the
person to whom it is addressed pay on demand or at
a fixed or determinable future time, {(5) a sum certain
in money, and (&) to or to the order of a specified per-
somn, or to bearer. These characteristics are similar to the
requirements for a draft set out in the UCC. (The Con-
vention on Bills of Exchange requires that the words “hill
of exchange™ appear on the instrument, but English and
U5, laws do not_)

Basically, a bill of exchange or international draft is
similar to a check, in that it is an unconditional order
to pay a sum of money. (Drafts can be made payable in
any currency:) In the case of a chedk, the drawer orders
its hank, the drawee, to pay the amount of the check

to the payee. However, instead of being drawn against
funds held on deposit in a bank (as with a check).
an international drafi is an order from the seller to
the buyer or buyer’s bank to pay the seller upon the
delivery of goods or the presentation of shipping doc-
uments {e.g., an ocean bill of lading or air wayhill).
Thus, the seller is both the drawer (the one giving the
order to pay) and the payee (the one entitled to pay-
ment under the instrument). The drawee is either the
buyer or its bank, depending on the arrangements
made for payment.

Negotiation and Transfer of Negotiable Instruments.
The commercial use of a draft or other negotiable instru-
ment is derived from its negotiability, the quality that
allows it to act as a substitute for money. Negotiation is
the transfer of an instrument from one party to another
so that the transferee (called a holder) takes legal rights
in the instrument. The correct manner of negotiation
depends on whether the instrument is a bearer or order
instrument. Most drafts used in international trade are
order instruments becanse they are payable to a named
payee. To negotiate an order instrument, indorsement
(by signature) and delivery of the instrument to the
holder must take place. References to the negotiation of
international drafts appear throughout this chapter.

The Documentary Draft and the Bank
Collection Process

Dirafts come in several different types. A draft that is to
be paid upon presentation or demand is known as a sight
draft because it is payable “on sight” The seller prepares
the sight draft and sends it to the buyer along with the
shipping documents (e.g.. the bill of lading} through
banking channels, moving from the seller’s bank in the
country of export to a foreign correspondent bank in the
buyer's country and city. The draft is sent “for collection,”
known as a docomentary collection. The banks act as
agents of the seller for collection purposes. A collection
letter that provides instructions from the seller on such
matters as who is responsible for bank collection charges,
what to do in the event the buyer dishonors the draft, and
how the proceeds are to be remitted to the seller, acoom-
pany the draft and documents. Thus, the collection letter
may specify that in the event of the buyer’s dishonor of
the draft, the seller’s agent in the buyer's country is to
be notified, and that the goods are to be properly ware-
housed and insured pending resolution of the problem
or sale of the goods to another party.
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Essentially, documentary collections function like a
cash-on-delivery (COD) transaction. When the buyer
receives the sight draft at its bank or place of business,
the draft is paid, and the payment is remitted to the
seller. Only then does the bank turn over the shipping
documents with which the buyer can claim its cargo
from the carrier. The transaction is somewhat risky,
however, because when presented with documents,
there is no guarantee that the buyer will actually pay.
Assuming the buyer does pay, the average cycle for
completing a documentary collection is approximately
three weeks (although most banks offer accelerated
schedules). If a sales contract between buyer and seller
calls for payment upon presentation of a sight draft, the
contract terms commonly call for cash against docu-
ments. (See Chapter 5 for a discussion of sales contracts
with documentary payment terms. )

The SWIFT System. The Society for Worldwide
Interbank Financial Telecommunication, an induas-
try-owned cooperative commonly known as the SWIFT
network, is a high-speed communications network
between banks, set up to transfer funds worldwide. It
originated through the cooperative efforts of major
banks in Enrope, the United States, and Canada in the
mid-1970s, and it is used by 9,000 institutions through-
out the world. It has largely replaced the use of telex
and mail-in fund transfers. In fact, the SWIET net-
work transmits most international letters of credit. It is
cost-effective and has greatly expedited the remission of
payments in a documentary collection.

In 1998, SWIFT and the TT Club {the international
transport and logistics industry’s leading provider of
insurance and risk management services) created a
joint venture to market and support the Bolero Project.
Bolero secks to replace the paper-based transfer of
trade documents with electronic transmissions on a

global scale.

Documentary Drafts Used in Trade Finance

Banks and other financial institutions involved in
commercial lending provide a wide range of financ-
ing packages for international trade, commonly called
trade finance. Trade finance not only assists the buyer
in financing its purchase but also provides immediate
cash to the seller for the sale and is profitable for the
lending institution.

The documentary draft can serve as an import-
ant financing or credit device, providing the seller and

buyer with a mechanism for financing the international
sale. In a competitive marketplace, an exporter must
be able to offer its customers credit or other financing
for their purchases. Many firms consider their ability
to arrange credit a crucial component of their market-
ing strategies. If an exporter can prearrange financing
for the buyer, it has an advantage over a competitor
who cannot,

The Use of Time Drafts and Acceptances. The ose of
the draft in trade finance works like this: Seller agrees
to issue a draft that is due, say, 60 days after shipment
of the goods. The draft states that it is due in 60 days
or on a future date specified on the instrument. A draft
due at a future date or after a specified period is known
as a time draft, as shown in Exhibit 7.1. The time
draft is sent to the buyer for its acceptance. Typically,
acceptance is done by stamping the date and the word
“accepted” across the face of the draft, together with the
name and signature of the drawee, because no party is
obligated on a draft unless its signature appears on it.
Under the UCC, the acceptance “may consist of the
drawers signature alone.” The buyer has thus created a
trade acceptance. The buyer’s acceptance indicates the
buyer’s unconditional obligation to pay the draft on
the date due. A draft payable at "60 days after date” is
payable by the drawee 60 days after the original date
of the instrument. A draft payable at "60 days sight”
means that it is due to be paid &0 days after the date of
the acceptance.

As with a sight draft, a seller usually sends the time
draft together with the shipping documents to the
buyer through banking channels with instructions
to the banks that the shipping documents should be
handed over to the buyer only upon acceptance of
the draft. The sales contract would have indicated the
parties’ agreement to this arrangement by calling for
“documents against acceptance,” or other clear lan-
guage of similar meaning. After acceptance, the draft
is returned through banking channels to the seller.
The seller can then hold the draft to maturity or sell
it at a discount to a local bank or commercial lending
institution for immediate cash. The commercial lender
takes the acceptance by negotiation. The greater the
creditworthiness of the buyer, the greater the mar-
ketahility of the trade acceptance. Where the foreign
buyer is unquestionably creditworthy, such as a major
multinational corporation, the trade acceptance car-
ries little risk and is easily saleable.
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Exhibit 71

Time Diraft Drawen under Letter of Credit with Banker's Acceptance
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(INDICATE ABOVE WHETHER PAYABLE ON DEMAND OR OTHER TIME LIMIT)
PAY T THE ORDER OF L1524
(NAME OF EXPORTER, EXPORTER'S BANK OR PAYEE) | & ]
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TC: NATIHRNAL RAME, MN.A,
ANYTOWN, L1504,
(IMPORTER, BUYER OF, DREAWEE)

DEAWERS SHiNATURE (EXPORTER)

Banker’s Acceptances and Acceptance Financing. A
banker’s acceptance is a negotiable instrument and
short-term financing device in wide use to finance
international (as well as domestic) sales. The purpose
of an acceptance is to substitute a bank's credit for that
of the buyer to finance the sale. A banker's acceptance
is a time draft drawn on and accepted by a commercial
bank. The bank stamps its name, date, and signature
on the face of the draft to create the acceptance and
thereby becomes obligated to pay the amount stated to
the holder of the instrument on the date specified. The
holder of the acceptance can convert it to cash immedi-
ately at a discounted rate or hold it until it matures.
Banker's acceptances are flexible instruments, with
many creative uses. Either a buyer's or a seller’s bank
can handle the acceptance. Importing buyers can nse
a bankers acceptance for short-term borrowing until
they can resell and liquidate the goods being purchased.
Sellers to export markets can use a banker’s acceptance
for short-term, pre-export financing of raw materials
and production costs until the goods are sold to the for-
eign customer and payment is received. Exporters can
also use acceptances to grant credit terms to foreign

customers. For instance, in a sale on open account, an
exporter might draw a time draft on its own bank for the
amount of its overseas sale. The exporter’s bank accepts
the draft, the discounted amount is paid to the exporter,
and the acceptance is negotiated and discounted in the
credit markets. When the importer pays the invoice
amount to the exporter, the proceeds are used to satisfy
the acceptance at maturity. In another arrangement, the
exporters draft may be accepted by the importer's bank,
and then discounted in the credit markets. In any case,
the acceptance is satisfied at maturity through the pro-
ceeds of the sale.

In essence, the acceptance financing is self-liquidating
because repayment is made from the underlying sales
transaction, using credit market monies to finance
business. The bank charges the borrower a commission
and the discount rate for acceptance financing, which
is usually deducted from the face amount of the accep-
tance when paid to the borrower. Depending on market
conditions, acceptance financing is often cheaper for
companies than regular credit borrowing.

Banker's acceptances are generally short-term instro-
ments becanse they must be for a period of six months
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or less. An eligible banker’s acceptance is one that
qualifies for discount at the LL5. Federal Reserve Bank,
which will bay it if it is not sold privately. Acceptances
thus serve to finance international trade with outside
capital. Because commercial banks create them, the use
of banker’s acceptances is subject to banking laws and
Federal Reserve regulations in the United States.

Credit Risk in Trade Finance Programs. Instito-
tions with regular involvement in trade lending com-
monly prearrange these financing terms by agreeing in
advance to purchase the trade acceptances of the foreign
buyer. They must first perform an analysis and evalna-
tion of the buyer’s financial position. Thorough credit
checks are done on the buyer, using trade and banking
information, the reports of LLS. or foreign credit report-
ing agencies, and even site visits to the foreign firm.
{Although obtaining and verifying credit information
is relatively easy in the United States, Canada, Japan,
and Western Europe, it is somewhat more difficult,
and the information is less reliable, in other regions of
the world.} To reduce the credit risk and lower the cost
of trade finance, several government agencies in the
United States and other countries provide credit goar-
antees to back trade finance lending by commercial
institutions. In the United 5tates, these agencies include
Eximbank, the Commodity Credit Corporation, and
the Agency for International Development (discussed
later in this chapter).

Credif Risk in Acceptance Financing: Rights of the
Holder in Due Course. One of the primary rea-
sons for the popularity of the acceptance as a financ-
ing device is the protection it provides to the financial
institution or other party who purchases it, provided
that party is a holder in due course. The UCC spells out
the detailed requirements to become a holder in due
course. A holder in doe course is a holder in possession
of a negotiable instrument (such as a draft or accep-
tance) that has been taken (1) for value, (2) in good
faith, (3} without notice that it is overdue or has been
dishonored, and (4) without notice that the instrument
contains an unauthorized signature or has been altered
(UCC 3-302). If all of the requirements for transferring
a negotiable instrument are met and the transferee qual-
ifies as a holder in due course, the transferee can take
greater rights in the instrument than the transferor had.

According to the holder in due course rule, the pur-
chaser of an acceptance, or any negotiable instru-
ment, takes it free from most disputes that might arise

between the drawer and drawee—the original parties to
the underlying transaction. The most common type of
dispute that might arise is breach of contract. For exam-
ple, assume that DownPillow sells pillows to a [apanese
buyer and forwards documents and a draft for accep-
tance. DownPillow discounts the trade acceptance to a
U5, bank, which then discounts the instrument in the
credit markets. If the pillows turn out to be moldy and
worthless, the Japanese buyer must still honor and pay
the acceptance upon presentation in Japan. The buyer
may then assert its separate claim for breach of contract
against the seller. This rule ensures the free transfer-
ability of commercial paper in international commerce.
A financial institution can discount an international
draft without fear that it will be canght up in the middle
of a breach of contract action between buyer and seller.
If drafts did not come with this protection, banks might
not be so willing to finance international sales.

Credit Risks in Factoring Accounts
Receivable: The Rights of the Assignee

As firms become more globalized and as credit
information becomes more widely available, many
firms are offering open account terms to their better,
long-term foreign customers. These sellers are giving
their customers an open credit period, typically from
30 days to several months, to pay for goods received.
However, companies engaged in exporting products are
not in business to loan money. Thus, banks are provid-
ing open-account trade finance services, including the
factoring of foreign accounts recervable.

An account receivable is no more than a representa-
tion of a contract right belonging to the seller—the right
to collect money owed by the buyer under the contract
for goods shipped. Contract rights can be assigned to
another party. In a typical financing arrangement, the
seller (assignor) assigns its right to collect the account
to the financial institotion {assignee). This is also called
factoring, and the assignee is sometimes called the
factor. Under basic contract law, the assignee “steps into
the shoes™ of the assignor and acquires only those rights
under the contract that the assignor had against the
other party to the contract (e.g., the buyer of the goods).

Take the tollowing example: Assume that DownPil-
low ships an ocean container of pillows to Japan and
factors the account receivable with a U.S. bank (the
assignee ). DownPillow now has its money and the bank
is awaiting payment directly from Japan. (Of course,
it is important for the Japanese buyer to be notified of
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the assignment and instructed to pay only the assignee
bank_) If a dispute later breaks out over the quality of the
pillows, the Japanese buyer may legally assert any claims
and defenses against collection by the bank that it oth-
erwise would have had against DownPillow. Thus, for
example, the buyer can successfully argue that it does
not have to pay the bank because of the breach of war-
ranty by DownPillow. DownPillow must repay the bank
for money it receives and resolve the breach of contract
suit with the buyer. For this reason, banker’s accep-
tance financing offers some advantages over accounts
receivable financing. Unlike a factor, the rule protects
a holder in due course of a banker’s acceptance. Thus,
the fact that the products are defective does not provide
a defense against payment to one liable on the negotia-
ble instrument. S5ome insurance companies today offer

commercial credit insurance to protect against accounts
receivable that become uncollectible bad debts.

THE LETTER OF CREDIT

We will devote considerable attention to letters of credit
issued by commercial banks. These flexible banking
instruments are in wide use around the world. As much
as 31 trillion in goods is purchased worldwide by letter
of credit every year, according to most banking and gov-
ernment sources. In broad terms, we can say that a letter
of credit is an obligation of a bank, usually irrevocable,
issned on behalf of one of its customers and promising
to pay a sum of money to a beneficiary upon the hap-
pening of a certain event or events. In a sense, it is the
substitution of the credit and good name of a bank for
that of its customer, permitting the customer to do busi-
ness with other individuals or firms on terms that oth-
erwise might not be available to them. Letters of credit
can be either domestic or international. They can be
used in transactions for the sale of goods or services or
to guarantee performance of other business obligations.
Evidence exists that early forms of letters of credit were
in use in Renaissance Europe and in ancient Greece
and Egypt. Today, almost all large banks can issue a
letter of credit, although in practice a small fraction of
the world's largest banks located in major banking cen-
ters of the world issue most of them. In this chapter, we
discuss two types of letters of credit: the international
documentary letter of credit for use in the sale of goods
and the standby letter of credit for guaranteeing perfor-
mance or payment obligations of a bank’s customer.

The Documentary Letter of Credit

Suppose that you are an American manuofacturer and a
bayer in a foreign country approaches you. The buyer
makes initial inquiries about your products, engineer-
ing and manufacturing capabilities, and installation
and service after the sale. You do some informal back-
ground checking within the industry and determine
that this is a serious customer. You receive its credit
statement, containing banking and trade references.
You may even obtain a credit report on the buyer. You
learn that the buyer has been in business for relatively
few years, so you are not willing to enter the sale with-
out some security. After all, you would be manufactur-
ing these goods to conform to their specifications and
shipping them halfway around the world on the basis
of their promise to take delivery and remit payment.
In earlier chapters, we studied some of your options.
The risk is too great to ship the goods on 30-day open
account terms and hope for your money. and if you
demand cash in advance, the customer is not likely to
agree. After all, the buyer may not trust you any more
than you trust the buyer.

You could wse a documentary sale, quoting prices
to the customer as “cash against documents,” but even
then you may never see payment. If you send the doc-
uments to the buyer’s bank for collection, it is still
possible for the buyer to avoid the transaction. The
buyer might not be able to pay. may have changed his
or her mind, or may even have gone out of business. It
is often possible for the buyer to find the same goods
tor less from another supplier. While probably not
an issue in our hypothetical instance, in cases where
substitute goods are freely available (and that might
include everything from agricultural commodities
to computer chips), a buyer might look for a way out
of a contract where there has been a sharp decline
in market prices. In any event, your customer could
simply disappear, leaving the bank with documents
to be returned to you and leaving you with specially
manufactured goods in a customs warchouse halfway
around the world. Unless you can find another for-
cign customer, which may be unlikely, you must pay
the freight costs of returning the goods to your plant.
To add a level of security to the documentary sale, you
might propose contract terms calling for the buyer to
provide an irrevocable, documentary letter of credit
issued by a bank and addressed to you. This substi-
tutes the credit and good name of a bank for that of the
buyer and is a fairly good assurance (although nothing
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is absolute) that if you do your part that will be paid,
and paid quickly

A letter of credit would have another advantage to
you in this example. If you ship goods to your customer
on open account, you may have to wait several weeks
or months to receive your money. By using a letter of
credit, you will probably receive payment within a few
days, Moreover, because the letter of credit is so secure,
it can serve as security, or collateral, for you to obtain a
short-term loan to help finance the purchase of materi-
als for manufacturing or other start-up costs.

The Parties fo the Transaction. A buyer that has com-
mitted in the sales contract to obtain a letter of credit
begins by applving to its bank for a letter of credit issued
"in favor of " or "for the benefit of " the seller. In this
arrangement, the buyer is known as the account party,
the buyer’s bank is the issuing bank, or issuer, and the
seller is the beneficiary. Exhibit 7.2 illustrates a typical
documentary sale with a letter of credit.

Documentary Letter of Credit Defined. The docu-
mentary letter of credit is defined as:

1. the definite undertaking of a bank,

2. issued in accordance with the instructions of their
customer,

3. addressed to, or in favor of, the beneficiary,

4. wherein the bank promises to pay a certain sum of
money (or to accept or negotiate the beneficiary’s
drafts up to that sum) in the stated currency,

5. within the prescribed time limits,

. upon the complying presentation,

7. of the required and conforming documents.

i

The requirement that the bank will pay the seller
only on the presentation of documents is what gives
the documentary credit its name. The documents
might differ greatly depending on whether the trans-
action is a domestic or an international one, the needs
of the parties, or the method for shipping the goods.
Letters of credit can be used for many different types
of shipments, including ocean, air, rail, and road ship-
ments, and with multimodal freight. In reality, they
can be used with almost any type of document, from
simple invoices to postal receipts. However, we are
limiting our discussion to letter of credit transactions
involving ocean transport, where the most common
documents required by the letter of credit are the
ocean bill of lading, the commercial invoice, and the
marine insurance policy.

Throughout this chapter, we use the terms “letter of
credit,” “credit,” or "documentary credit” interchange-
ably, although the latter refers only to credits payvable on
the presentation of documents.

The Legal Status of the Letter of Credit. There has long
been an academic argument over whether or not the let-
ter of credit is a contract between the issuing bank and
the beneficiary. The letter of credit does act like a promise
from an issuing bank to a beneficiary, and it seems to be
treated at times like a contract and discussed in terms of
the principles of contract law. However, the general con-
sensus is that it is not a contract. If you recall the require-
ments for a contact, a letter of credit does not come
about through offer and acceptance or mutoal assent,
nor is there any requirement for consideration. The basic
requirements of a contract are missing. The bank and the
beneficiary do not negotiate about anything; in fact, they
usually have no contact whatsoever. The letter of credit is
not a negotiable instrument, like a check or a promissory
note. Nor is it a third-party beneficiary contract becanse
the beneficiary’s rights do not derive from the contract
between the buyerfaccount party and its bank. The letter
of credit is a legal animal all of its own species; it is cre-
ated by statute. It gives the beneficiary a statutory right
to enforce the letter of credit against the bank that issues
it, rather a contract right. Moreover, both the UCC and
banking customs refer to the letter of credit not as a con-
tract, but as a "definite undertaking™

Law Applicable to Letters of Credit

All legal systems of the world recognize letters of credit.
In the United States, Article 3 (2003 revision) of the
Uniform Commercial Code codifies the law governing
letters of credit. In addition, in some states, notably New
York, letters of credit are responsible for a great body
of case law. Perhaps the most important rules affect-
ing letters of credit are not laws at all, but a privately
developed set of guidelines based on the customs and
commonly accepted practices of merchants and bank-
ers, known as the Uniform Customs and Practice for
Documentary Credits.

The Uniform Customs and Practice for Documentary
Credits. The Uniform Customs and Practice for Docu-
mentary Credits (UCP) is a document that international
bankers know well. It is a set of standardized rules for
issuing and handling letters of credit that the Inter-
national Chamber of Commerce (which publishes
Incoterms, covered in Chapter 5) drafts and publishes
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Exhibit 7.2

The Documentary Sale with o Letter of Credit

Sales Combrmet
e (I F Mdﬂuﬂuﬁn—h-
CAD. brrevoeable Letter of Crodie

L2z Advising or Confirming Bank
E and F: Nominated or Negotinting Bank

with the assistance of the international banking
community. The UCP establishes the format for letters
of credit, sets out rules by which banks process letter of
credit transactions, and defines the rights and respon-
sibilities of all parties to the credit. Because banks were
the main drafters of the UCRE, its provisions tend to pro-
tect their rights in any transaction. The UCP was first
introduced in the early 1930s, with the latest revision
(UCP 600) becoming effective in 2007. The UCP is in
use in virtually every nation of the world and applies to
mast letters of credit issued worldwide.

The International Chamber of Commerce is not a
government or lawmaking body, and the UCP is not
law. The UCP “governs”™ a letter of credit only to the

extent that it states that the letter of credit is to be "inter-
preted” according to the UCP (which almost all do).
Judges use the UCP in deciding letter of credit cases,
and references to the UCP appear in virtually every
reported decision on international letters of credit. The
UCC, Article 5 (2003 revision), now defers to the UCP
and specifically states that the UCC is mot applicable to
any letter of credit to the extent that it is in conflict with
the UCPE. As a result, the UCP has a far greater impact
on the law of international letters of credit than does
the UCC.

Irrevocability of Letters of Credit. Letters of credit

issued under UCP 600 are presumed irrevocable
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unless clear language is used to make them revocable.
Mevertheless, most sales contracts recite that the
buyer’s letter of credit is to be irrevocable. An example
of an irrevocable documentary letter of credit is shown
in Exhibit 7.3. While revocable credits have some
uses, they are not used in documentary sales between

unrelated parties.

The Independence Principle and Letters
of Credit

The independence principle is a general rule of law
stating that the letter of credit is independent of the
sales contract between buyer and seller. The issuing
bank does not concern itself with what the parties
had promised to do, or should do, under their con-
tract. The issuing bank’s only concern is that the buyer
presents to the issuing bank certain "documents” (ie.,
invoice, bill of lading, and insurance policy) required
by the letter of credit. Think of it as though the bank
is purchasing documents for its customer, not goods.
The independence principle is found in UCP 600,
Article 5, stating, “Banks deal with documents and not
withgoods. .. "

The banks do not concern themselves with the
gquality or condition of the goods. They have no
obligation to inspect goods or to investigate rumors
about them. They do not care if the ship on which
they are sailing has gone to the bottom of the sea
Scholars in the United 5tates generally consider the
following case, Maurice O'Meara Co. v. National Park
Bank of New York, to be the classic statement of the
legal nature of letters of credit and the independence

principle.
Following a Letter of Credit Transaction

In the following sections, we will see how a typical letter
of credit transaction works. Some of the topics include
the contract between the buyer and the buyer’s bank to
issue a letter of credit, what the seller should do when
the letter of credit arrives, rules for the seller to follow
in presenting documents for payment, and the process

by which the bank inspects documents and honors or
dishonors the sellers request for payment.

The Buyer’s Application and Contract with the Issuing
Bank. Omnce the buyer has finalized a sales contract
calling for payment to the seller under a letter of credit,
it is up to the buyer to apply for that letter of credit at a
bank. The application for the credit, usnally done on the

bank’s form and accompanied by an initial fee, contains
the buyer’s instructions and conditions upon which the
issuing bank may honor the seller's documents. These
instructions are based on the details of the original
sales contract between buyer and seller. The application
requests the bank to issue a letter of credit to the seller
promising to purchase the seller's documents covering a
certain quantity and description of goods, with a valoe
up to a certain amount of money that are insured and
shipped on or before a certain date.

The buyer may impose almost any conditions or
requirements on the seller’s performance, as long as
the conditions or requirements pertain only to the
seller's documents. For example, the buyer can pro-
hibit the bank from taking documents showing a
partial shipment, or require a document that shows a
specific method of shipping, or even name a specific
vessel. However, the buyer must remember that this
information is based on the buyer’s final agreement
with the seller

When the bank accepts it, the buyer’s application
for the credit becomes a contract between them. It
states what the bank must do on the buyers behalf.
If the bank follows the buyer's instructions, then it is
entitled to purchase the seller's documents and obtain
reimbursement from the buyer. If it does not, or if it
violates any terms of its contract, then the buyer need
not take the documents or reimburse the bank that
took them contrary to instructions. For instance, if
the buyer's application requests the bank to issue a let-
ter of credit calling for the seller to submit documents
showing that it shipped "1,000 electric toasters,” and
the bank, without approval, purchases documents
showing that the seller shipped 1,000 toaster ovens,”
then the bank is not entitled to reimbursement. If
the buyer instructs the bank to issue a letter of credit
showing that the toasters must ship on or before a
certain date, and the bill of lading shows the toasters
were shipped after that date, the bank is not entitled
to reimbursement. Indeed, banking lore is filled with
stories of banks getting “stuck™ with cargo like this.
50 (we say only half-jokingly), the next time you are
in your bank and you see a sign offering a free toaster
oven to anyone opening a new account, you might
think of this example and wonder whether it was a
marketing decision or a way to unload unwanted
cargo. If you choose a career in banking, you might
want to remember that banks deal with money and
documents. They do not like to deal in goods or to be
stuck with them.
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Exhibit 7.3

Irrevocable an.lmrl.l:l]"].cl:l.:r of Credif

IMPORTERS BANK Irrevocable
Rmipsaners Hank Hate o i
February 1, 2016
Charlotte, WC leaning Bank Latter of Ceedic Mo Mitvizog Bark Lewwr of Crodin b,
TH3dA
Hulsisniig Rk Al
Garman Bank Mﬂpillﬂ'ﬂ'. InG .
F.R.G. Worth Carolina
Henafinary Bagreanry D (e Ma ponanony
Fedarhaus, GIHN Dy Mok Year
F.R.G:
30 Bpril 2013
Crmasiecy LT
.S he A5, 00000 Thirty=Five Thousand Dollars
Gientlemen:

W herchy issue this documeniany Letber af Credit in v favar which s nvailable against your dmfi at ssght dwn on Imporier's Bask,
Chanlovie, Month Caneling for TS of the invesce value bearmg the chisse "Drawn ander documentary lemer of Credit Mumber TE346"

Awgomipanied by the following docimesis:

1. Commercial imvoice in triplicate
2. 0.5, gpacial customs form #1111 in triplicate
3. Insurance polleyfcertificate in duplicate covering all riske
4, Certificate of origin “"form A" in doplicate
5. Full set 3/3 clean on=board bills of lading isswed
o the ooder of Irnpnrt.er'n bank; marked “"Freight EEﬂid."

notify appiicant.

Fupporting to cheeri 3000 lbe washed white gopbee down in machine
compreased bales, CIF Norfolk, Va,

Shighncal o

F.H.G.
To Morfolk, Va

Partisl Binpreisine Thatehiptiesis

Frohibited Prohibited

Apacial conditigis

Documents must be presented to negotleting bank within 10 days of issuvance of
shipping documents but within the walidity of the oredit.

Latest ship date Harch 15, 2013.

Megniiaiing b |5 sathonzed s desand all docummenis bous viaomemall. Al Banking charges ool she Uistied Srates are for socowm of the: besabowry

W hereby e il N beore Tide okiers of il dedfs ke amd in
parppliance wiih the teoms of this beoer of oredin (hae ol dolis will b dely
horrered wpon preventateen o us The emiunl of cach deawing anel b il
il Ihe e dkde of nis Rer ol credic by the negallanieg bang

Aol Syrsabarr g

Inscoimore of the Asdviing Deask

Mace. Daie, Mome, ool Signaime of e Adviaing Bank

Encep sn faraw piberewre coprosly sisted thi Socomeniney btk of coedit in subjert, i the Unifirm Casioms sief Precticos. foe Docusiermiéry C bt (7003 Reviwion| fhe
Ratermatioaal Chamsdser of Cofimenos Doclisen Mo, S0
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The buyer may not make any demands on the
issuing bank that are not related to the seller’s docuo-
ments. For example, the application may not attempt
to require the bank to inspect goods or to make the

letter of credit conditional on an investigative report
of the seller, on a criminal background check, on the
buyer’s receipt of financing, or on a contract to resell
the goods.

BACKGROUND AND FACTS

Mational Park Bank lzsued & letter of credit addressed to
Ronconi & Millar, beneficiary, at the request of its account
party, Sun Herald, "covering the shipment of 1,322 tons
of newsprint paper in 72&-inch and 36%-inch rolls to test
11-12, 32 |bs. at 8% cants per pound net weight— delivery
to be mads in Decemnber 1920 and January 19217 Tha
letter of credit did not require that a testing cartificate
from an independant laboratory accompany the docw-
ments. When Ronconi & Millar's invoice and deaft were
presented to the bank, the documents described the
paper &5 was required in the letier of credit. Howewver,
the bank refused payment because it had no opportunity
to test the tensile strength of the paper. (Interestingly,
the market price of newsprint paper had fallen sharply
in the time perod betwesn the contract of sale and the
presentation of documents, amounting to over 520,000
in this case.) Ronconi & Millar transferred their rights to
collect payment to Maurice O°'Meara, a financial institu-
tion, who brought this action to collect the full amount of
the drafts. Maurice 0'Meara claims that the ssuing bank
had no right to test or inspect the paper.

MCLAUGHLIN, JUDGE

[The letter of credit] . . . was in no way ineolved in or
conmected with, other than the presentation of the doc-
uments, the contract for the purchase and sale of the
paper mentioned. That was a contract between buyer
and seller, which in no way concamed the bank. The
bank's obligation was to pay sight drafis when pre-
sented if accompanied by genuing documents speci-
fied in the letter of credit. if the paper when delivered
did not correapond to what had bean purcheased, aither
In weight. kind or qguality, then the purchaser had his
remedy against the seller for damages. Whether the
paper was what the purchaser contracted to purchase
did mot concern the bank and in no way affected its
liability. It weas under no obligation to ascertain, either
by a personal examination or otherwise, whether the
peper conformed to the contract between the buyer
and saller. The bank was concerned only in the drafts
and the documents accompanying them. This was thea
extent of its interest. If the drafts, when presented, wera
accompanied by the proper documents, then it was
abaolutely bound to meks the payment under the letter
of credit, imeapective of whether it knew, or had reason
1o belisve, that the paper was not of the tensile strangth
contractad for. This view, | think, is the one genarally

entertained with reference to 8 bank's liability under an
irrevocable letter of credit of the character of the one
here under consideration.

The defendant had mo right to insist that a test of
the tensile strangth of the paper be mede bafora paying
the drafis; nor did it even have a right to inspect the
paper before payment, to determine whether it in fact
comesponded to the description contaimed in the doc-
uments. The letter of credit did not so prowvide. All that
the letter of credit provided was that documents be pre-
sented which described the paper shipped as of a cer
tain size, weight, and tensile strength.To hold othenwise
is to read into the letter of credit something which is not
there, and this the court ought not to do, since it would
impose upon a bank a duty which in many cases would
defeat the primary purpose of such letters of credit. Thiz
primary purpose s an assurance to the seller of mer
chandize of prompt payment against documents.

It has newver been held, o far as | am able to dis-
cowver, that a bank has the right or iz under an obligation
to see that the description of the merchandise con-
tainad in the documents presented is correct. A provi-
sion giving it such right, or imposing such obligation,
might, of course, be provided for in the letter of credit.
The letier under consideration contains no such provi-
sion. if the bank had the right to determine whether the
paper was of the tensile strength stated, then it might
be perinent to inguire how much of the paper must be
subjected to testing. If it had to make a test as to tensile
strength, then it was equally obligated 1o measure and
weigh the paper. No such thing was intended by the
parties and there was no such obligation upon the bank.
The documents presented were sufficient. The onby rea-
son stated by defandant in its latter of December 18,
1820, for refusing to pay the draft, was thet— "Theare has
arisen & reasonable doubt regarding the quality of the
newsprint paper . . . Until such time as we can have a
test made by an impartial and unprejudiced expert we
shall be obliged to defer payment.”

This being the sole objection, the only inference to
be drawn there from is that otherwise the documents
presented conformed to the requirements of the letter
of credit. All other objections were thereby waived.

Judgment should be directed in faver of the
plaintiff.

Decislon. Mational Park Bank's obligation to pay the
beneficiary's drafts submited under its letter of credit

COMHNUES
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continuad

wias separate and distinct from the contrect of sale
betwween the buyer and seller. Banks deal in documents
only. Therefore the defendant, Matienal Park Bank, could
nat withhobd payment of the drafts even if it believed that

the paper was not of the weight, kind, or guelity ordened
by Sun Herald. Defendant also had no right to demand

testing of the paper or to Inspect it prior to payment.
Case Questions

1. Had the bank been aware that the newsprint
shipment did not conform to the reguirements of

The buyers international banker and customs broker
are two good sources of information and advice on what
documents a buyer should require from a seller. Buyers
would be well warned to heed their advice or consult an
attorney experienced in handling international letters of
credit.

The willingness of the bank to issue the letter of
credit for the buyer—its customer—depends on the
buyer’s creditworthiness and the banking relationship
between them. More than likely, the buyer and its bank
have an established history of banking and commercial
lending. The buyer will be responsible to the bank for
fees and a percentage of the value of the letter of credit,
s0 the buyer should have already considered these addi-
tional costs when agreeing to original sales contract.

Advising the Letter of Credit fo the Beneficiary. The
issuing bank will send the letter of credit to the seller
via a foreign correspondent bank (a bank with whom
the issuing bank has a reciprocal banking relationship)
located in the seller’s country. This bank is called the
advising bank. An advising bank merely informs or
“advises” the seller that the letter of credit 15 available
for pick up. It has no responsibility to honor a draft or
purchase the seller's documents. It is not liable on the
credit. [t provides the service of forwarding the letter
of credit to the seller, bat it has no obligation to advise
the credit and may refuse if it wishes. The bank’s only
responsibility is to satisfy itself that the credit is authen-
tic and accurate as received (e.g.. that there were no
errors in transmission ). For example, it might compare
the signature on the credit as advised to them with the
authorized signature of the banking officer at the issu-
ing bank. Letters of credit are commonly transmitted
between banks using the SWIFT network

the underying sales contract, would it have still
been required to pay under the letter of credit?

2. If the bank pays for documents that conform to
the letter of credit, but the goods thermselves tum
out 1o be nonconforming, is the buyer legally jus-
tified in refusing to relmburse its bank?

3. Do you think, under current law and banking
prectice, that bankers should physically inspect
the goods when they amrive before honoring their
custormer's latter of credit?

Seller’s Compliance with the Letter of Credit.  Until
the seller receives the letter of credit and reads it care-
fully, he or she might not want to begin manufacturing,
packaging, arranging transportation, or preparing the
documents. The letter of credit tells the seller what it
must do to be paid. It tells the seller what to ship, how to
ship, when to ship, and more. It contains specific terms
and conditions drawn from the original sales contract
and included in the letter of credit, such as the quantity
and description of the goods, shipping dates, the type or
amount of insurance, markings on packages, and so on.
The letter of credit also tells the seller what documents
are needed in addition to the usual ones, For instance,
assume a buyer in California wants to import for-
cign-made beanbag chairs that must meet California's
strict flammability standards for upholstered furniture.
The letter of credit might call for an inspection certif-
icate showing that the chairs "were tested pursuant to
and are compliant with California Technical Bulletin
1177 This tells the seller that this test must be per-
formed, probably by an independent laboratory, and the
inspection certificate obtained before the shipping date.

The seller will want to decide if the letter of credit
is in keeping with his or her agreement with the buyer
in the underlying contract of sale. If the letter of credit
shows any significant differences from the sales con-
tract, the seller will want to contact the buyer to
ingquire why. For instance, assume that a sales contract
calls for shipment of “4,000 Ibs. washed white goose
down in machine-compressed bales.” and the letter
of credit reads “3,000 Ibs. washed white goose down
in machine-compressed bales™ The seller must stop
and inquire why a difference appears in the quantities
expressed. Did the buyer decide to purchase only 3,000
pounds instead of the 4,000 pounds agreed to? If so,
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why didn't the buyer contact the seller to confirm the
new order? Perhaps the bank erred in transmitting the
fetter of credit. Whatever the reason, the seller should
do nothing until the problem is resolved or until an
amended letter of credit is received. If the seller ships
4,000 pounds, its drafts may be refused and it may only
get paid for 3,000 pounds; if it ships 3,000 pounds, it
may be losing a sale for the 1,000 pounds difference.

The seller showld examine other conditions of the
credit to be certain they can be met. Can the seller acquire
materials and manufacture on time for the shipment
deadline in the letter of credit or before the expiry date
of the credit? Dioes the credit call for a particular shipping
method or route or specify a particular carrier or ship
that cannot be used? If a license is necessary to export the
products from the seller’s country, is it possible to process
and receive it on time from the government agency?

The seller should also review the credit for accuracy.
Is the total amount of the letter of credit sufficient (o
cover the drafts? Is it in the currency called for in the
sales contract? Do the provisions for insurance and the
pavment of freight charges meet the terms of the con-
tract of sale, and are they agreeable to the seller? Does
the letter of credit allow partial shipments?

If the seller is unable to comply with the letter of
credit for any reason, the buyer must be contacted
immediately, before shipment, so that an amended
credit can be issued. In one case, a US. furniture man-
ufacturer received a letter of credit from Kuwait calling
for the shipment of furniture in “one 40° ocean con-
tainer. Only after packaging and loading did the man-
ufacturer realize that some of the furniture would not
fit into one container. If the manufacturer’s documents
had shown two containers, or had it shown less furni-
ture than was called for in the letter of credit, the bank
would have rejected the documents. An amended credit
had to be issued before it was safe to crate and ship the
furnitiure.

Complying Presentation. A presemtation is the deliv-
ery of the seller's documents and draft to the nomi-
nated bank or directly to the issuing bank. A complying
presentation is one in which
1. the seller delivers all of the required documents,
2. within the time allowed for presentation and prior
to the expiry date of the credit,
3. containing no discrepancies, and
4. which complies with all other terms of the letter
of credit, the provisions of the UCF, and standard
banking practices.

The nominated bank, usually in the seller's country,
has been appointed or "nominated” by the issuing bank
to honor the documents. It is often the advising bank
that originally transmits the documents to the seller. i
no bank 1s nominated, then the letter of credit is said to
be “freely available™ and can be negotiated through any
bank of the seller’s choice.

Article 14(c) of the UCP requires, in most cases, that
presentation of the documents be within 21 days of the
date of shipment (determined by the date of the bill of
lading) and before the expiry date stated in the credit.
Documents will be refused for late presentment unless
waived by the buyer.

Examination of Documents for Discrepancies.  If the
seller’s presentation complies, the nominating bank will
purchase the seller’s documents and honor the drafi.
If the credit calls for payment on sight, the nominated
bank will honor and pay the seller's draft on sight. If the
credit calls for payment of the draft at some other time,
the nominated bank will honor the draft by acceptance.
However, if the seller's documents do not comply with
the terms of the letter of credit or if they contain irreg-
ularities or discrepancies, the documents will be held
pending instructions from the buyer or rejected by the
banks. If the bank purchases noncomplying documents,
it cannot seek reimbursement from the buyer.

Article 14(b) of UCP 600 gives banks up to five
banking days to examine the sellers documents to
determine if they conform to the requirements of the
letter of credit, or if they contain any discrepancies or
irregularities. A discrepancy is any difference, no mat-
ter how minor, between the terms of a required docu-
ment and the terms required by the letter of credit. The
discrepancy may be caused by some wording or data
in a document that is not exactly what was required in
the credit. The seller’s documents and letter of credit
are literally put side by side and compared by a bank's
professional document checker. Each term in the doc-
uments is matched to the requirement of the letter of
credit. For instance, a discrepancy exists if the quan-
tity or description of the goods in the invoice does not
match that in the credit, if the bill of lading is dated
later than required, if any documents are missing, or if
they show signs of fraud, forgery, tampering, or missing
signatures.

A bank may not try to interpret the wording of a
document. The UCP permits banks only to examine the
documents “on their face” to see if they comply with the
letter of credit or if there is a discrepancy. Banks may
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not look to any outside sources or conduct any inde-
pendent investigation to see if the seller’s shipment to
the buyer is in good order. It is the documents alone
that must be in good order and compliant with the let-
ter of credit. For example, assume a letter of credit calls
for the shipment of * 1,000 blood pressure monitoring
kits” The shippers invoice shows the sale and shipment
of 1,000 sphygmomanometers and cuffs” The doc-
ument checker may or may not know if items are the
same, nor does it matter. The document checker may
not consult dictionary definitions, encydopedias, med-
ical textbooks, or other outside references. The bank is
not responsible for interpreting technical or foreign lan-
guage. The bank may not telephone the seller and ask
what was meant in the invoice. In this case there is a
discrepancy, and the documents will be rejected, unless
the buyer waives the discrepancy. Neither the buyer nor
his or her bank is obligated to take the documents.

In the following sections, we will look at the
most important documents required under a letter
of credit, and some common discrepancies. These
derive from the UCP, standard international bank-
ing practices, and common requirements on letters
of credit. The most common discrepancies found in
documents are related to descriptions, time, amounts,
missing documents, missing signatures, and contra-
dictions among documents. (See Exhibit 7.4.) Other
documents frequently required in a letter of credit
include a packing list, certificate of origin, consular
invoice, and many others. The seller should not sub-
mit documents that the letter of credit does not
require; under the UCE, the banks will disregard them
and may return them to the seller.

The Conmmnercial Invoice. Buyers, banks, and customs
authorities require the commercial invoice in every

international sale. It must be made out by the seller and

Common Discrepancies Found in Documentation

Bill of Lading/ Akr Waybill

»  Incomplete set of bills (originals missing)

= Onboard notations not dated and signed or initialed

*  Time for shipment bas expired

*  Unclean bill of lading shows damage

*  Indorsernent missing

= Evidence of forgery o alteration

*  Does not show freight prepared if required under the letter
of credil

»  Description of goods differs substantially from letter of credit

*  Mame of vessel differs from one required

= Shows partial shipment or transshipment where prohibited
by the letter of credit

= Commercial Imeoice

. Description of goods does not conform to description in
letter of credit

*  Duoes not show terms of shipment

- Amount differs from thal shown on daft

. Amount exceeds limits of letter of credis

= “hgh.gmm“tpmii:ﬂ.diﬂiﬂ

Dirafi

®  Drait and invoice amoonts do not agree

- [iraft does not bear reference to letter of aedit

= Evidence of forgery or alleration

= Draft not signed

= Maturity dates differ from letier of credit

= Currency differs from letter of credit

Insurance Policy

®  Description of goods differs from invoice

- Risks not covered as required by the letter of credit

®  Policy dated after date of bill of lading

= Amount of policy insufficient

*  Certificate or policy not indorsed

*  Certificate presented imstead of policy, if required in letter
of credit

General Discrepancies
= Letter of credit has expired

= Letter of credit is overdrawn

= Diraft and doomments presented after time called for in letter
of credil

= lunmnl:l:‘h:hmlﬂiﬂ'l

®  Changes in documents not inifialed

= hlcn:hlnd.u:dunipﬁ.m:nﬂmn:huﬂmmhtm
doouments

Cogrymghl TTE Congade Lummang. A0 Righs Rosarsbd. May ned bl orpled, sCEnned, oF mudiilased, in whals ar i pe. WO 02200200




Library € Back —

| 116% B

g @ 0

Chapter 7: Bank Collections, Trade Finance, and Letters of Credit 193

addressed to the buyer and be in the same currency as
the [etter of credit. It need not be signed, notarized, or
wverified, unless the credit requires. Where a commercial
invoice is required, a preliminary “pro forma” invoice
will not be accepted.

Perhaps the most important requirement is that the
description of the goods in a commercial invoice must
correspond to that in the credit. Most courts hold that
the description must be exactly the same. As we will
see in the next section, sellers are encouraged to use the
same description in the invoice as the issuing bank used
in the letter of credit, misspellings and all. Where bulk
items are involved, the invoice should be for the quan-
tity of goods ordered, or within 5 percent of the amount
specified in the credit. However, the 5 percent rule does
not apply to letters of credit covering a specific number
of items or packages. In such a case, the amount of the
invoice cannot exceed the amount of the letter of credit.
For example, a seller may ship and bill for 5 percent

maore grain than was ordered, but not for more cases of
soft drinks, or tractors.

The Ocean Bill of Lading. For transactions in
which the letter of credit calls for presentment of an
“on-board” bill of lading, the seller must present to the
issuing bank a bill of lading showing the actual name
of the ship and containing the notation "on board,”
to indicate that the goods have been actually loaded.
Where the buyer and seller have agreed, and where it is
approved in the letter of credit, it is acceptable for the
bill of lading to show that the carrier has received the
goods for shipment (but are not yet loaded on board).
The dates of receipt or loading must be shown. The
seller must present the original bill of lading, and if
it was issued in a set of more than one original, then
all originals must be presented. When all originals
are present, this is known as a full set. The bill of lad-
ing must be dated within the time set in the credit for
shipping. It must show the name of the carrier and be
signed by the carrier’s agent or ships master. It must
state either that the goods have been taken in charge
for shipment, or that they were shipped “on board”
It must be a “clean” bill—one that has no wording or
notations indicating that damage to the goods or pack-
aging was apparent or visible at the time of loading.
In transactions where the seller has agreed to arrange
and pay for the cost of international freight, the bills
of lading must be marked “freight prepaid.” Similar
requirements exist for road, rail, inland waterway, or
air transportation.

The Insurance Policy. The insurance policy should be
aof the type and coverage required by the letter of credit,
and in the same currency and in the amount specified
in the credit or, if none is specified, in the amount of
the invoice, plus 10 percent. It should be effective on
or before the date of the bill of lading to show that the
goods were insured during loading. The policy itself
should be used; alternatively, a certificate of insurance
may be used unless a certificate is not permitted by the
letter of credit. Companies that have open policies that
“float”™ over many shipments use declarations. They
must be signed by an agent for the company. Cover let-
ters from agents are not acceptable.

Certificates of Analysis or Inspection. Although
certificates of analysis or inspection are not required
for letter of credit transactions, they are common and
deserve to be mentioned. Frequently, a buyer requires
the seller to submit documentary proof of inspection
from an independent inspection firm. A seller may
require submission of a certificate of inspection for
merchandise; a certificate of laboratory analysis; or a
certificate of compliance with health, safety. or techni-
cal standards from an approved testing lab. Analysis or
inspection certificates can be required for almost any
produoct, such as an inspection of the sewing guality of
blue jeans, an analysis of the mold content of grain, or
a laboratory analysis of the lead content of the paint on
children’s toys. Sellers should ensure that certificates
they include with their documents meet all the terms
the letter of credit requires.

The Rule of Strict Compliance
The prevailing standard established by the courts for

examining documents is found in the rule of strict
compliance. According to this view, the terms of the
documents presented to the issuing bank must strictly
conform to the requirements of the letter of credit and
the UCE This rule is almost as old as letter of credit law
itself. It is stated in the famous words of Lord Sumner
in Equitable Trust Co. of New York v. Dawson Partners
Ltd. [1927] 2 Lloyd's Rep 49: "There is no room for
documents which are almost the same, or which will
do just as well”™ This does not mean that every “i” must
be dotted and every "t” crossed. As one court states, it
is not a discrepancy if Smith is spelled "Smithh "™ Some
typographical errors are excusable, of course. But the
thrust of the rale is that every provision of the bill of
lading, invoice, insurance policy, and any other required
shipping document must match the letter of credit.
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Even a small discrepancy can cause the bank to reject
the documents. The reason for such a harsh rule is sim-

ple: it relieves bankers from the duty of interpreting the
meaning of the discrepancy or its possible impact on
their customers, and it relieves them of the liability of
interpreting it incorrectly.

3 IF

BACKGROUND AND FACTS

The defendant bank izaued an irrevocable letier of
credit on behalf of its customer, Adastra Knittimg Mikla.
It promized to honor sixty-day time drafts of Cour-
taulds for up to $135,000 covering shipments of * 100%
AcrylicYarn" Courtaulds presented its dreft together
with a commercial invoice describing the merchan-
dise as “lmported Acrylic¥arns™ The packing lists that
were stapled to the invoice contained the following
description: "Cartona marked: 100% Acrylic” The bank
refused to accept the draft because of the discrepancy
between the letier of credit and the commercial Indoice.
[The buyer had gone into bankruptcy, and the court-
appointed trustee would not waive the discrepancy.]
The documents werne returned and the plaintiff broweght
this action. The lower court held that the bank was liable
to the plaintiff for the amount of the draft because the
pecking liata attached to each caron atated that the car-
tons contained “100% Acrylic” and the bank appealad.

BRYAN, SENIOR CIRCUIT JUDGE

The defendant denied liability chiefly on the sssenmion
that the draft did not agree with the letter’s conditions,
viz., that the draft be sccompanied by a "Commercial
invoice in triplicate stating (inter alia] that it covers . . .
100% acrylic yarn™; instead, the accompanying invoices
stated that the goods were “Imported Acrylic Yam.”

. - - [The District Court held defendant Bank liabla
to Courtaulds for the amount of the draft, interest, and
cosais. it concluded that the draft complied with the lat-
ter of credit when each imvoice is read together with the
packing lists stapled to it, for the lists stated on their
faces: "Cartons marked: 100% Acrylic” After considear-
ing the insistent rigidity of the law and usage of bank
credits and acceptances, we must differ with the District
Judge and uphold Bank's position.

in utilizing the rules of construction embodied in
the letter of credit—the Uniform Cusfoms and stete siat-
ute—one musat constantly recall that the drawee bank
is not to be embrolled in disputes betweean the buyer
and the seller, the beneficiary of the credit. The drawes
i= involved onby with documents, not with merchandise.
Its involvemeant is altogethar separate and apart from
the transaction between the buyer and seller; its duties
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In the following case, Courtaulds North America, Inc.
v. North Caroling National Bank, the court considers a
discrepancy between the description of the goods on
the letter of credit and on the invoice,

Apply the strict compliance rule of the Courtaulds
case to the following situation: Suppose that a seller

a National Bank

i = _r T
1

amd liability are governed exclusively by the terms of
the letter, mot the terms of the parties’ contract with
aach other. Moreowver, as the predominant authorities
unequivocally declare, the beneficiary must meet the
terms of the credit—and precisely—if it is to exact per
formance of the isauer. Failimg such compliance there
can be no recovery from the drewee. That is the specific
fallure of Courtaulds here.

- .. [Tlhe letter of credit dictated that each invoice
express on its face that it covered 100% acrylic yam.
Mothing less is shown to be tolerated in the trede. Mo
substitution and no eqguivalent, through interpretation
or logic, will serve. Harfield, Bank Cradits and Accep-
tampces (Bth ad. 1974), commends and quotes apthy
frorm an English cass: *There ia no roam for documents
which are almost the same, or which will do just as
well” Although no pertinent North Carolina decision
has been lald before us, in many cases elsewhers, espe-
cially im MewYork, we find the temet of Harfield to be
umshaken.

At trial Courtaulds prevailed on the contention
that the involces in actuality met the specifications of
the letter of credit in that the packing lists attached o
the invoices disclosed on their faces that the packages
contained “cartons marked: 100% scrylic” . . . But this
argument cannot be acceptad.

The diatrict judge's pat statement adeptly puts an
and to this contention of Courtaulds: "In dealing with
letters of credit. it = a cuatomn and practice of the bank-
ing trade for a bank to only treat a documeant as an
involce which clearly s marked on its face as ‘invoice)’ *
This is not a pharisaical or doctrinaire persistance in
the principle, but is altogether realistic in the envirens
of this case; it is plainly the fair and equitable mesa-
sure. (The defect in description was not superficial but
occurred in the stetement of the quality of the yarn, mot
a frivolous concern.] Bank was not expected 10 scruti-
nize the collateral papers, such as the packing lists. Mor
wag it permitted to read into the instrument the con-
termplation or intention of the seller and buyer . . .

Had the Bank deviated from the stipulation of
the letter and honored the draft, then at once it might
have besn confronted with the not improbable risk
af the bankruptey trustee’'s charge of liability for

CORtmEs
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unwamantably paying the draft monies to the seller,
Courtaulds, and refusal to reimburse Bank for the ouwt-
lay. Contrarily, it might fece a Courtaulds claim that
since it had depended upon Bank’s sssurance of credit
In shipping yarn to Adestra, Bank was responsible for
the loss. In this situation Bank cannot be condemned
for sticking to the lstter of the lettar.

Mor is thiz conclusion affected by the amended or
substitutad involcas which Courtaulds sent to Bank after
the refusal of the draft. No precedant is cited to justify
retroactive amendment of the invoices or extension of
the credit beyond the August 16 expiny of the letter.

For thesse ressons, we musat vacate the decision of
the trial court, despite the evident close reasoning and

resaarch of the district judge . . .
Rewersed and remanded for final judgment

receives a letter of credit from a foreign boyer cover-
ing " 1,000 standard-size bed pillows™ Seller’s export
manager completes an invoice for *1,000 bed pillows,
size 20 x 26 in” A discrepancy exists. Bankers are not
expected to know that a “standard” bed pillow is 20 x 26
inches, and even if the banker did know, he or she would
still have to refuse the document because of the discrep-
ancy. Assume now that the invoice matches the letter
of credit, but that the bill of lading shows shipment
of "1,000 pillows.” On this point the UCP is clear: the
description in a document other than an invoice may be
“in general terms not conflicting with their description
in the credit” Here the documents show no discrepancy.

The Functional Standard of Compliance.  While the
strict compliance rule remains the prevailing view in
most jurisdictions, some courts in the United States and
in some European countries have used a more practical
“functional standard” of compliance. These courts do
not require a bank to reject documents with obviously
minor typographical errors. Voest-Alpine Trading Co.
v. Bank of China, 167 E Supp. 2d 940 (5.D. Tex. 2000),
affd 288 F2d 262 (5th Cir. 2002), involved a shipment
of styrene from Voest-Alpine to a customer in China
under a $1.2 million letter of credit issued by the Bank
of China. Apparently, the market value of the styrene
at the time the documents were presented for payment
had fallen well below the contract price. Voest-Alpine
refused a price concession requested by the buyer, and
the bank started looking for discrepancies. There was
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Decision. The judgment is reversed for the defendant
bank.The description of the goods in the invoice did not
miatch the description of the goods in the credit, and
the defect was not cured by & comect description in the
packing list.

Case Questions

1. Why did the bank refuse to accapt the draft upon
presentation of the documents?

2. Had the bank known that the yarns described
in the invoice as "lmported acrylic yarna® weare
actually 100% acrylic, as called for in the letier of
credit, would the outcome of the case have been
different?

3. What is the ligbility of & bank for paying or
accepting a draft when the documents contain a

discrepancy?

no question that the two documents contained discrep-
ancies. The questinn was whether they were sufficient to
justify the bank’s refusal to pay for the documents. The
beneficiary’s name in the letter of credit, Voest-Alpine
Trading USA, was transposed in the documents to
“USA Trading” The letter of credit required three “orig-
inal” bills of lading, but none were stamped “original,”
one was stamped “duplicate”™ and another “triplicate”
All three, however, contained orginal hand signatures
in blue ink. The survey report for damage was dated
a day after the bill of lading, even though the report
stated that the goods had been inspected upon loading.
Although the reference number of the letter of credit
was incorrect on the cover letter prepared by Voest-
Alpine, it was correct elsewhere. Finally, the name of
the port city, Zhangjiagang, was spelled several different
ways in various documents. The Bank of China argued
that under a strict compliance standard it was justified
in rejecting the documents. Voest-Alpine argued for a
“functional standard” of compliance, contending that
the bank should have looked at documents as a whole.
In agreeing with Voest-Alpine, the court rejected the
notion that the documents should be a "mirror image”™
of those called for in the letter of credit, and adopted a
more moderate approach. The district court stated:

A common sanse, case-by-case approach would parmit
minar dewiations of a typographical nature bacause such a
lettar-for-letter cormrespondence betwean the letter of cradit
and the presentation documents is virtually impossible.
While the end result of such an analysis may bear a strong
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resemblance to the relazed sirict compliance standard, the
aclual calculus used by the issuing bank iz not the rigk it o
the applicant faces but rather, whather the documanis bear
a rational link to one another. In this way, the issuing bank is
required to examing a particular docemant in light of all doc-
uments presented and use common sanse but 15 not raquired
to evaluate risks or go beyond the face of the documents. The
Court finds that in this casa the Bank of China's listed discrep-
ancies should be analyred ender this standard by determining
whether the whole of the documents obwiously refate to the
tramsactbon on their faca.

The UCP 600 Rule. The general principles of letter
of credit law that we have discussed up to this point
have been developed by courts in countries around
the world. Often, these decisions are based on the
courts’ interpretation of the UCP because the UCP
contains its own standards for gauging when docu-
ments comply with the letter of credit. Article 14{d) of
UCP 600 takes a modified strict compliance approach
by stating that, while "data in a document” (here
“data” means such things as the description of the
goods, names of the parties, quantitics and weights,
addresses, and similar relevant terms) does not have
to be "identical” to other data in the same document,
or to data in any other required document, or data in
the credit itself, it may not conflict with it. The UCP
has specific provisions regarding the description
of the goods—one of the key terms in any letter of
credit. The UCP states that a document {other than
an invoice) may describe the goods "in general terms
not conflicting with their description in the credit.”
However, the rule of strict compliance is retained in
Article 18(c) with regard to the invoice, which states,
"The description of the goods . . | in a commercial
invoice must correspond with that appearing in the
credit” The UCP also requires that the name, address,
and contact details for the consignee or notify party
on the transport documents must appear exactly as in
the letter of credit. Thus a warning to export manag-
ers and to bankers who advise them: Be certain that
you describe your goods in your invoice in the exact
wording and form that is used in the letter of credit.
Be consistent in your data throughout all documents,
and conform your data and wording to that used in
the credit itself

Every export manager, freight forwarder, carriers
agent, and international banker should have his or her
own reference copy of the UCP readily at hand when
drafting documents or dealing in transactions governed
by the UCE.

An Ethical Issue in Handling Letters of Credit. In
most cases, buyers will waive a minor discrepancy.
However, sellers and bankers must beware: If a buyer is
looking for a reason to reject the documents (e.g., if the
ship has gone down at sea, the market price of similar
goods has fallen dramatically, etc.), a discrepancy will
give the savvy (or unscrupulous?) buyer a way out. If
the buyer is looking for a way to chisel a better price
out of the deal, then a discrepancy will give him or her
leverage. The buyer can reject the documents, and only
later reluctantly agree to waive the discrepancy—but
only for a hnge discount off the contract price! Issu-
ing banks may on occasion want to find discrepancies.
If they discover that their customers—the buyers—are
going to back out of the deal, they can use the discrep-
ancy to reject the documents. (An old adage states that
any banker who cannot find a discrepancy is not worth
his or her salt.} Of course, almost all discrepancies are
honest accidents or commercial mistakes and are easily
resolved.

Procedures for Dishomor. A bank must follow the
UCP guidelines for rejecting or dishonoring a presenta-
tion. The first step is to ask the buyer for a waiver. If the
buyer decides to refuse the documents, the bank must
give notice of its refusal to the presenting bank by tele-
communication within five banking days. The notice
must inform the presenter whether the documents are
being held pending further instructions or are being
returned. If the issuing bank fails to do this, it is pre-
cluded from daiming that the documents were properly

presented.

Enjoining Banks from Purchasing
Documents in Cases of Frand

Earlier in this chapter you read the case of Maurice
O’Meara, which illustrates the important principle that
letters of credit are independent of the underlying sales
contract. An issuing bank is responsible only for the
seller’s documents and is not concerned with the quality
of the goods or whether the seller shipped the correct
goods. If the goods are defective or nonconforming,
the buyer’s remedy is against the seller for breach of
contract.

What if the buyer’s problem is not that the quality
or condition of the goods is defective, but that he or
she has fallen victim to a fraud or a scam? What good
would a breach of contract suit be against the perpetra-
tor of a fraud who disappears with the cash? To address
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these situations, a partial exception to the indepen-
dence principle exists where documents presented by
the seller (the beneficiary of the credit) are frandulent,
or forged, or if fraud in the transaction exists in the
underlying sales contract. For instance, suppose that
the buyer in a letter of credit transaction learns, almost
too late, that the purported bill of lading is actually a
fake, that no ship or carrier by that name exists, and
that the goods the buyer was awaiting do not exist. Here
the issuing bank would be justified in refusing to pay
for fraudulent documents. Similarly, consider the case
where an unscrupulous seller places worthless junk into
a sealed ocean container and delivers it to an ocean car-
ricr, obtains a bill of lading, and presents it to the issuing
bank for payment under a letter of credit. Here too, the
issuing bank would be justified in dishonoring the letter
of credit because of fraud in the transaction. Of course,
banks do not want to refuse documents withowt cause
{especially where they have already been purchased by
a nominated bank that is looking for reimbursement).
After all, their international reputation is at stake, and
no bank wants to be known for refusing to honor its
letters of credit. One solution that will preserve the rep-
utation of the bank is for the buyer to obtain a court
injunction stopping the bank from honoring its letter
of credit.

The UCP is silent on the question of when a court
may enjoin a letter of credit for fraud. This is left to
the law of individual jurisdictions. In the United
States, the authority of a court to enjoin payment
under a letter of credit is found in the case law and
in Article 5 of the UCC. According to UCC Section
5-109, the standard for enjoining payment under a
letter of credit is whether or not "a required docu-
ment is forged or materially fraudulent or that honor
of the presentation would facilitate a material frand
by the beneficiary on the issuer or applicant.” Courts
may not enjoin payment if the documents are pre-
sented by a holder in due course or by a nominating
bank that “has given value in good faith and without
notice of the forgery or material fraud” Although the
line between what is fraud and what is not fraud is
unclear, the frand must be material and significant
to the parties. Such would be the case where worth-
less rubbish is shipped in lieu of genuine goods. On
the other hand, if the seller intentionally ships only
998 pounds of goose feathers but presents a draft and
documents for 1,000 pounds, it is probably neither
material nor significant. Some of the cases have said
that the fraud must be “egregious,” or that the seller’s

demand for payment has “no basis in fact,” or to allow
him to collect payment would be "onjust.”

The following pre-UCC case, Sztejn v. | Herry Schroder
Banking Corp., presents a clear distinction between
a mere breach of warranty and fraud. Recall that the
last case, O'Meara, involves a breach of warranty—the
seller shipped newsprint paper of inferior quality. Szfefn
involves frand in the transaction—the presentation of
documents covering goods and the shipment of bales
of worthless rubbish. The Sziefn case is one of the most
widely cited cases in US. letter of credit law. Today, the
UCC provisions largely follow the rule first set out by
the Szfejn case.

Fraond in the transaction can take many forms.
In Regent Corp., US.A. v. Azmat Bangladesh, Ltd.,
686 N.Y.5.2d 24 (1999), a textile company located
in Bangladesh represented to a ULS. buyer that bed
sheets and pillowcases were to be manufactured in
Bangladesh. In fact, the seller knew that the goods were
a product of Pakistan but provided a fake certificate
of origin because they were trying to circumvent ULS.
import quotas on Bangladeshi linens. The New York
court ruled that there was sufficient fraud in the trans-
action to justify the bank’s refusal to honor the draft
under the letter of credit. Another example may be
found in the following case of Semetex Corp. v UBAF
Aral American Bank.

Confirmed Letters of Credit

In most cases, a letter of credit is adequate assurance
for payment. In certain instances, however, a seller may
want an additional layer of security. Where a seller is
uncertain about the soundness of an issuing bank in a
foreign country, or of the integrity of the banking sys-
tem there generally, or the stability of the government,
the seller may want to request that a bank in its own
country confirm the letter of credit. A confirmed letter
of credit is one in which a second bank, usually in the
scller's country, agrees to purchase documents and
honor drafts on the same terms as the original issuing
bank. Suppose a seller is shipping to a country that has
a shortage of foreign currency, large foreign debts, and
a poor balance of payments record. It is always possible
that foreign government currency restrictions, imposed
between the time the contract is agreed to and the time
the drafts are tendered for payment, could prevent the
issuing bank from honoring its letter of credit in dol-
lars. A letter of credit confirmed by a bank in the sell-
er'’s country will ensure prompt payment regardless of
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financial or political instability in the country where the
issuing bank is located. Additionally, should legal action
ever be necessary to collect on a letter of credit, a seller
can much more easily sue a ULS. confirming bank in the

United 5tates than a foreign bank in foreign courts. Of

T - . iy Bl et ot e I |

BACKGROUND AND FACTS
The plaintiff contracted to purchase hog bristles from
Tranazaa Traders in India. The defendant bank issued an
imevocable letter of credit to Transea covering a ship-
ment of hog bristles and payable upon presentation
of the proper documents. Tranzea fillad fifty cases with
cowy hair and other worthless rubbish in order to obiain
an ocean bill of lading from the steamship company
showing the shipment of fifty cases of hog bristles. The
documeants and draft were presented to the defendant
bank by The Chartered Bank of India, acting as agent
for Transea. The plaintiff brought this action against the
issuing bank to restrain it from paying on the latter of
credit.

SHIENTAG, JUSTICE
Ome of the chisf purposes of the letter of credit is to fur
nigh the seller with & resdy means of obtaining prompt
payment for his merchandize. It would be & rmost
unfortunate interference with business transactions
if & bank before honoring drafts drawn upon it was
obliged or even allowed to go behind the documents,
at the request of the buyer and enter into controversies
between the buyer and the seller regarding the guality
of the merchandise shipped . . . OF course, the appli-
cation of this doctrine presupposes that the documents
accompanying the draft are genuine and conform in
terma to the requirements of the letter of credit.
However, | believe that a different situation is pre-
sentad in the instent sction. This is not a controversy
betweean the buyer end seller concerning a mere breach
of warmmanty regerding the gquality of the merchandise;
on the presant motion, it must be sssumed that the
seller has intentionally failed to ship amy goods ordened
by the buyer. Im such a situation, where the saller's fraud
has been called to the bank's attention before the drafis
and docurments have been presented for paymeant, the
principle of the indepandence of the bank's obligation
under the letter of credit should not be extended to pro-
tect the unscrupulous seller. i is true that even though
the documents are forged or fraudulent, if the issuing
bank has already paid the draft before receiving notice
of the sallar's fraud, it will be protected if it exercised
reasonable dilipence bafore making such payment.
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course, a confirmed credit is far more expensive than
one that is unconfirmed because two banks are exposed
to the risk of the transaction. The parties must weigh
these costs in determining the level of acceptable risk in
the transaction.

However, in the instant action Schroder has received
notice of Tranzea's active fraud before it accepted or
paid the draft . _ .

Although owr courts heve used broad language o
thie effect that a letter of credit is independant of the pri-
mary contrect batweean the buyer and sellar, that lan-
guage was used in cases conceming alleged bresches
of warranty; no case has been brought to my attention
on this point invalving an intentionsal fraud on the part
af the seller which was brought to the bank's notice with
the request that it withhold peyment of the draft on this
socount. The distinction between a breach of warranty
amd setive fraud on the part of the seller is supportead
by authority and reason. As one court has stated: "Obwi-
ausly, when the issuer of a letter of credit knows that &
document, elthough correct in form, is, in point of fact,
falze or illegal, he cannot be called upon to recognize
such a document as complying with the termsa of a let-
ter of credit™ ONd Calony Trust Co. v Lewyers' Title &
Trust Ca., 287 E 162 at page 158 (2nd Cir. 1924).

No hardship will be cawsed by parmitting the bank
to refuse payment where fraud is claimed, where the
merchandise is not meraly inferior in quality but con-
gigts of waorthless rubbish, whare the draft and the
sccompanying docurmenis are in the hands of one who
stands in the same position as the fraudulent seller,
where the bank has been given notice of the fraud
before being presented with the drafits and documents
for payment, and where the bank itself doeas not wish
to pay pending an adjudication of the rights and obli-
gations of the other parties. While the primary factor in
the issuance of the letter of credit is the credit standing
of the buyer, the security afforded by the merchandise
is also taken into account. In fact, the letter of credit
requires & bill of lading made out to the order af the
bank and not the buyer. Although the bank is not intes
ested in the exect detailed performance of the sales
contract, it is vitally interested in assuring itsalf that
there are some goods represented by the documents.
&&= Accordingly, the defendants motion to dismiss the
supplemental complaint is denied.

Decizion. The court held in favor of the plaintiff and
enjoined the bank's payment. A court can enjoin an

Continwtes
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lssuing bank from honoring a draft if the bank learns
that its custommer will suffer irmeperable harm as a result
of fraud In the transsction.

Case Questions

1. What basic principle of letter of credit law does
this decision challengea?

2. How would the result be different if the drafi
and documents had been sold and negotiated
to a8 holder in due course who took with no

y £ B R e e e TR e U i S

BACKGROUND AND FACTS
In 1988, Semetex entered into an agresment with the
Al-Mansour Fectory in Baghdad, Irag, an enterprise
owned and operated by the government of lrag, in
which Semetex agreed to provide Al-Mansour with
an “lon implanter” used to mark circultry pathways
on microchips. Payment to Semetex was o be made
through an irrevocable documentary letter of credit
In the amaount of 57462 500. The latter of credit was
isgued by the Central Bank of lrag in February 1980
and confirmed by & bank in the United States, specif-
ically, UBAFE

The letter of credit conditioned payment solelby on
presaentation of commercial invoices; a certificate of
origing an air waybill evidencing air shipment, freight
prepaid, from the United States to Baghdad wia Iragi
Alrways or camiers authorized by Iragi Alreays; and a
cable to Al-Mansour advising Al-Mansour of the fiight
numbser snd date of arrival in Baghded. it did not requine
ewidence that control of the ion implanter had passed to
& designated camier before payment could be made.

Semetex engaged Eaton Corporation to manufac-
ture the ion implanter to Al-Mansour's specifications.
Semetex engaged Alison Transport, Inc., a freight-foe
warding company, to ship the eguipment from Eaton's
factory in Austin Texas, to Baghdad. The shipment was
scheduled in several stages by van from Austin to John
F Eennedy International Airport in NMew York, followed
by a Lufthansa flight to Frankfurt and & connecting
lraqi Alrways flight to Baghdad. While the truck carmy-
ing the ion implanter was in transit to New York, lrag
invaded Kuwait, which caused President George H. W,
Bush to issue an executive order blocking Iragi assets in
the United States. The lon implanter was subsequently
diverted 1o 8 warehouse in Massachusetts in order to
comply with the assets freaze.

Semetex Corp. v. UBAF Arab American Bank

knowledge of the fraud, and who then presented
the decuments to the issuing bank for paymeni?

3. Explain the misrepresentation that took place
in this case. How was this “fraud in the transac-
tion"? Can you think of other examples of how
fraud couwld occur in 8 documentary letter of
credit transaction between foreign parties?

4. ‘What steps could 8 buyer and seller take to awvoid
falling wvictim to an international fraud? How
could they learn more about each other, and
wihat sources could they consult?

e -
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Semetex made demand for payment upon UBAR
which demand was rejected. UBAF claimed that the
documents evidencing transport of the ion implanter as
prepared by Alison contained inconsistent information
and fraudulent representations regarding the dates of
shipment and the identities of carfers. Semetex applied
for a license from the LS. Office of Foreign Assets Con-
trol to sue UBAF for payment on the leter of credit,
which application was granted.,

SAND, JUDGE

UBAF invokes the fraud exception to the letterof-credit
independence principle. UBAF admits that the docu-
ments presented to it on August 1, 1880, compliad on
their face with the requirements of the Letter of Credit
It contends, however, that the docurments were in com-
pliance only because Plaintiffe misrepresented the
flight information on the air waybill ard forged the sig-
nature of an Iragi Alreays representative. Alison noted
flight dates of July 26 and 29 on the air waybill when it
made its second drawing aftempt on August 1, UBAF
contends, even though Alison and Plaintiffs knew that
the ion implanter had anly been picked up by truck in
Auatin on July 31 and that it was not scheduled to reach
JFE Alrport until August 2. UBAF contends that these
discrepancies rise o the level of “outright fraudulent
practice” that is required under MewYork law to super
sade the independence principle . . ..

Fraud provides a well-established sxeeption to the
rule that banks must pay & beneficiary under a latter of
credit when documents conforming on their face to the
terms of the letter of credit are presented. _ . The fraud
defense, however, is a narrow one. The defense is avail
able only where intentional fraud is shown, not whare
the party alleges improper performance or breach of
warranty. . . . As the Second Circuit stated In Rockwell:

confinues

P e
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The “fraud in the transaction® defense marks the
limit of the generally sccepied principle that a le1-
ter of credil i independent of whatever obligation
it sseures. Mo bright line separates the rule from
the extsplion, o be sure, bt - . “freed® embiaces
rmare than mers forgery of documenis supporting
a call The logic of the fraud exceplion necessarily
entails leoking beyond supporting documents . . . .
We must look to the circumstances summounding ihe
tramsaction and the call to determine whether [the]
call amaunted lo an "oulright fraudulEnt practies”

Rockwell lar] Systems, boe. v Ciibank, N, 719 F3d
EE3, G683 (2d Cir. TE3)L

UBAF argues that . .. Semetex presentad a false air
weaybill o the confirming bank USAF purporting to evi-
dence shipment and export days earlier than in fact the
shiprnent was scheduled. The air waybill was dated July
24 and signed by Iragl Alrways at Robert Muegller Air-
piort i Austing Texas, purporing to evidemss consign-
ment 1o that carrier on that date and a flight on Julby 26.
In reality, by August 1, the ion implanter had not been
dellvered to the designated air carrier, Lufthansa. .. .
Although UBAF raizes evidence of substantial discrep-
ancies between the actual facts of the ion implanter’s
tranzport and the information on Semetex’s transport
documants, we conclude that UBAF has not presented
evidence that rises to the level of “outright fraudulant
practice.” In particular, evidence of Plaintiffs” fraudulent
intent is lacking.

UBAF hes presented no evidence that Plaintiffs
*firat caused the default and then attempted to reap the
b reefit of the guarantes” Semetex and Eston, defaulted
on their obligations on the underlying contract because
of an event over which they hed absolutely no control —
the lragi assets freere.

UBAF likewise has presented no evidence that
Plaintiffs either (1] falled to comply with an explicit term
of the letter of credit or {2} did so with intent to defraud.
- .. UBAF has presented no evidence thet Plaintiffs’
alieged “forgery™ of dates end & signature on the air
waybill was material to the requirernents of the Let-
ter of Credit or was committed with intent to defraud.
There is no dispute that Eaton in fact manufactured
an ion implanter to Al-Mansour's specifications, and
there is likewiss no dispute that, had it not been for the
invasion of Kuwait and the subseqguent Iragi sanctions
orders, the equiprment would have reached its destina-
ticn in Baghdad.. . . UBAF has presented no evidence
of . . _ fraudulent intent behind the seven-day discrep-
ancy between the July 26 depanure date represented
on the air waybill and the sctual planmed flight date of
Apgust 2, and have presented no evidence that that dis-
crapancy would have been material in any way in the
absence of the unannounced invasion of Kuwait. Sim-
ilarly. they have presented no evidencs of fraudulant
intent behind Plaintiffa’ signing the air waybill as agents
of Iragi Alrwvays and designating Robert Mueller Alrport
as the point of departura,

Cogmmipl IS Cangads Lesndang. S0 Rghs Rosarydn Way ned e

In this regard, it s significant that the Letter of
Credit did not specify that shipment in the United Stetes
must begin at Robert Musller Alrport, or othenwise
apecify how the equipment wes to be moved within the
United States.. . . [Tlhe UCP . . . does not assign sigmif-
icance to the date of delivery to a designated asir camier
unless the parties expressly incorporate such & term
into their letter of credit. . ..

In sum, none of the discrepancies on which UBAF
focuses would have been material to Plaintiffs” ability to
drew on the Letter of Credit if the parties' plans had not
been unexpectedly dashed by the invesion of Kuwait
and the subaequent freezing of Iragi assets. [UBAFS
cited authoritiea] would be analogous to this case only
if Semetex had had foreknowledge of the invasion of
Kuwait and the resulting freeze of Iragi assets, and so
had conapired with Aliscn to falsify the dates on the
air waybill in order to draw on the letter of credit funds
before actually shipping the lon implanter. Of course,
na such evidence was presented. . . .

The parties are thus left with the rights and obli-
gations they bargained for: Sametex bargained for the
right 1o be paid from UBAFs non-lragl assets, and LBAF
attempted to protect itself against the risk of nonpay-
ment by the lreqi bank by fully collaterelizing itz obli-
gation to Semetex. The parties having thus entared into
the Letter of Cradit arrangement, the material guastion
regarding UBAF's lisbility ia not whethear control of the
ion implanter had passed to Al-Manzour at the time
that Pleintiffs attempted to draw on the Letter of Credit
rathier, the question is whether UBAF has demonstrated
gither that the documents presented by Semetex falled
to satisfy the Letter of Credit's termsa, or that they were
forged or fraudulent or thene was fraud in the transac-
ticen. As set out above, UBAF admits that the documents
satiafy the Letter of Credits terms on their face, and it has
failed to presant evidence from which & reasonable fact-
finder could conclude that the fraud exception appliea.

Conclusion. For the reasons set forth above, we con-

clude that Plaintiffs have demonstrated that they are
entitled to judgment as 8 matter of law.

Case Questions

1. What basic principle of letter of credit law does
this decision uphold?

2. Iz the court's decision correct given the many
problerms with the documentation as prepared by
the freight forwarder and the additional compli-
cation of tha Iragi government sazet freeze? Wy
of why not?

3. Is the courts definition of “outright fraudulent
practice” too restrictive? What would be the
consaquences for letter of credit law if the court
adopted & more liberal interpretation of fraud?

4. What could UBAF have done in the negotiation
and drafting process to prevent the ultimate out-
come in this case?
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Banks in the United States that confirm foreign
letters of credit continuously monitor the economic
and political conditions in those foreign countries. If a
foreign buyer is unable to have its bank’s letter of credit
confirmed by a US. bank, then that may be a signal that
the political and credit risks are too high. After all, if
no LS. bank will confirm a foreign letter of credit, why
would the seller want to accept it? In this case, the seller
might want to reconsider requesting some amount of
cash in advance or other secure arrangement.

Standby Letters of Credit

A standby letter of credit (also called a standby credit,
or simply a standby) is one in which the issuer is obli-
gated to pay a beneficiary upon the presentation of
documents indicating a defaunlt by the account party in
the payment of a debt or the performance of an obliga-
tion. The documents might be as simple as a notice of
default by the account party, signed by the beneficiary,
and accompanied by a demand for payment. A standby
letter of credit is a backup payment mechanism that
the parties hope they will never have to use. It can be
used to guarantee performance under a service or con-
struction contract, to guarantee repayment of a loan, or
as security for almost any other type of contract. The
standby works much like the "performance gnarantee”
used by banks in other countries (or the “performance
bond” in the UK) but is legally different. A standby is
subject to the Infernational Standby Practices (15P 98).
a set of rules and standards published by the Interna-
tional Chamber of Commerce. A standby letter of
credit is flexible and can be tailored for almost any use.
Most are used in large, complex transactions. Assume
that a construction firm enters into a contract with a
foreign government to construct a public works proj-
ect. The government wants assurances that the firm
will complete the work as promised by being named as
beneficiary of a standby credit. The credit could be pay-
able upon the government’s presentation of a written
demand for payment and a notice of defanlt to the issu-
ing bank stating that the construction firm has failed to
complete the required work in the manner and within
the time called for in the contract. Like the documen-
tary requirements we have already studied, the language
of default must strictly comply with the language used
in the standby letter of credit. Documentary require-
ments depend on the transaction and the needs of the
parties, but could include independent testing reports,
architect’s reports, court judgments, certified public

accounting statements, or a signed statement by the
beneficiary or an authorized corporate officer.

In the sale of goods, a standby can be used in lien
of a conventional letter of credit. Assume that a seller
agrees to grant 30-day open account terms to a buyer. In
a standby credit, the bank is “standing by” as a backup,
ready to purchase the documents if the buyer does not
remit payment within 30 days. A standby can also guar-
antee the seller’s performance, that is, that the seller will
ship conforming goods within the time called for.

Standby letters of credit can ensure the repayment of
a loan. Suppose, for example, that a subsidiary of a US.
company operating in Latin America borrows money
from a local bank. The bank can require a standby letter
of credit from a U.S. bank that would allow it to draw
against the credit should the subsidiary default on its
obligation.

A standby can ensure compliance with almost any
obligation. In the Exxon Valdez oil spill that occurred in
Alazka in 1989, the court required that Exxon provide a
%6 billion standby letter of credit to ensure that Exxon
would meet its obligations of environmental cleanup
and payment of damages.

Mot surprisingly, standby letters of credit have led
to a great deal of litigation in the courts. To protect an
account party under a standby credit from an “unfair”
demand by the beneficiary, many international business
lawyers structure the standby credit to require that the
beneficiary’s request for payment be accompanied by a
written, independent confirmation of the account par-
ty’s detanlt by a third party.

Other Specialized Uses for Letters of Credit

Many specialized types of letters of credit provide a
mechanism for financing a sale or other business trans-
action. We discuss some of these types here.

Transferable Credits. International traders nsually
use transferable credits. Traders buy and sell goods in
international trade quickly and with no view to actually
using the goods themselves. They bear considerable risk
every day. Traders operate on little capital, buying mer-
chandise or commodities in one country, taking title
through the documents, and then, through their busi-
ness contacts built up over years of experience, selling at
a profit. Some traders specialize in trade with the devel-
oping world, often trading commodities for raw mate-
rials or merchandise when dollars or hard currency is
not available. For instance, assume a Swiss bank issues a
letter of credit for the account of an African country in
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favor of the trader, with a part of the credit transterred
to the trader’s supplier in the Philippines for the cost of
the goods it is supplying to the African country. This
letter of credit can be split up among many suppliers
around the world, each presenting documents for pay-
ment, with the trader taking its profit out of the balance

of the credit. Shipments of crude oil are often bought
and sold in this fashion.

Red Clauses in Credits. A red clause is a financing
tool for smaller sellers who need capital to produce the
products to be shipped under a letter of credit. A red
clause in a letter of credit is a promise (usually written
or underlined in red ink) by the issuing bank to reim-
burse the seller’s bank for loans made to the seller. The
loan, then, is really an advance on the credit. Loans can
be used only for purchasing raw materials or for cover-
ing the costs of manufacturing or shipping of the goods
described in the credit. Ultimately, the liability will fall
on the buyer if the seller defaults on shipment or repay-
ment of the amounts taken under the credit. This form
of financing is risky for the buyer and its bank.

Revolving Credits amd Evergreen Clauses. When a
buyer is planning on purchasing from a foreign seller
on a regular basis, the buyer may use a revolving letter
of credit. Instead of having to use several different
credits, one may be used with a maximum amount
available during a certain period. As the draws against
the credit are paid, the full amount becomes available
again and continues until the expiration of the credit.
An evergreen clause provides for automatic renewal
of the letter of credit until the bank gives “clear and
unequivocal” notice of its intent not to renew.

Back-to-Back Letter of Credit Financing. A back-
to-back letter of credit is a special type of financing
arrangement in which the proceeds of one credit serve
as security to obtain a second credit. It might be used
where a manufacturer or other exporter has a contract
to sell finished goods to a buyer but needs financing
to purchase needed component parts or raw materials
from a supplier. The exporter, as beneficiary of a letter
of credit from its buyer’s bank, can assign the proceeds
of that credit to its bank as security for a separate letter
of credit being issued to the exporters supplier. Thus, a
back-to-back credit is really two credits, one issued in
favor of the exporter that serves as security for a second
issued in favor of the exporter’s supplier. Many banks
will issue the second credit only if they had issued

the first one (known as a countercredit). Back-to-back
credits are also used as a financing arrangement by
traders with minimal capital resources.

Electronic Data Interchange and the eUCP
Like funds transfers, letters of credit have been issued

and transmitted to advising banks electronically for
many years (and from advising bank to beneficiary usu-
ally by mail). The use of electronic documentation has
increased over time, and beneficiaries are presenting
documents electronically to banks for payment.

In 2002, the International Chamber of Commerce
published the eUCP, a set of rules that extends the UCP
toy electronic documents. When documents are submit-
ted electronically, eUCP rules apply by agreement of the
parties. The ¢UCP addresses the format for electronic
documents (the rules are flexible and include signed
e-mail attachments or secured transfer), avthentication
and digital signatures, transmission errors, the manner
of presentation, and other issues.

Bolero is a technical infrastructure created by the
world’s banking and logistics firms for exchanging elec-
tronic documents in a common format, including bills
of lading, letters of credit, and other bank documents.
IdenTrust is a private company founded by a small con-
sortium of the world’s largest banks to provide secure
“digital identities” or signatures for confidentiality and
authentication of financial and legal documents. Both
IdenTrust and Bolero represent technological innova-
tions necessary to move the centuries-old banking and
shipping industries to the paperless age.

Letters of Credit in Trade Finance Programs

Letter of credit financing plays an important role in
export financing by government and intergovernmen-
tal agencies. US. exports are financed by such agencies
as the Agency for International Development (AID),
the World Bank (which provides financial and techni-
cal assistance to developing countries to stimulate eco-
nomic growth), the Commaodity Credit Corporation
(which assists with commerce in surplus agricultural
products), and the Export-Import Bank of the United
States (Eximbank). These agencies often insure pay-
ments made to ULS. sellers under letters of credit that
are confirmed by US. banks using a letter of commit-
ment from the agency to the issuing bank.

AID Financing. A typical AID financing situation
might include a letter of credit. A country wishing to
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import US. products, usually for use in developmental
projects such as building roads, power-generating facili-
ties, and the like, applies to AID for financing. AID then
issues its commitment to a US. bank that issues its letter
of credit for the benefit of the U5, supplier of eligible
goods for use in the project. The issuing bank receives
reimbursement for payments under its letter of credit
from AlD.

Eximbank Financing. Eximbank is the largest U.5.
export financing agency. It can provide guarantees on
loans made by commercial banks and insurance on
credit extended by ULS. exporters to their foreign cus-
tomers. It also makes loans directly from Eximbank
funds, including fixed-rate loans to creditworthy for-
eign buyers of American-made exports. Under another
Eximbank loan program, a U.5. bank designated by
the foreign buyer opens a letter of credit on behalf of
the buyer for the benefit of a ULS. supplier. Eximbank
guarantees the issuing bank repayment of sums that
it pays out under the credit. Eximbank then receives
its payments under the loan agreement worked oot in
advance between it and the foreign buyer. Eximbank
programs cover both the risk of nonpayment and polit-
ical risk {such as the outbreak of war or government
controls that prohibit currency exchange). Despite the
importance of the U5, Eximbank, it only finances a
small percentage of U.S. exports. Industries receiving
substantial Eximbank support include aircraft manu-
facturing, oil and gas, mining, construction equipment
manufacturing, energy production and agribusiness.
In fiscal year 2015, Eximbank authorized 2,600 export
sales, which supported 317 billion in export sales. In
the past, Eximbank had been subject to criticism for
not assisting small U.S. exporters. In fiscal year 2015,
however, more than 2,300 transactions (90 percent of
total transactions), representing 53 billion, went to aid

1. The bill of exchange or infermational draft is a spe-
cialized type of negotiable instrument commonly
used to expedite foreign money payments in many
types of international transactions.

2. The commercial and financing use of a draft or
other negotiable instroment is derived from its

negottability, which is the quality that allows it to act

small businesses. These numbers were reduced from
previous years as Eximbank’s authority was allowed to
lapse by the US. Congress as of July 1, 2015 and was
not restored until Diecember 4, 2015, the effective date
of the Export-Import Bank Reform and Reauthorization
Act. Eximbank was reauthorized through September 30,
2019 as a result of this legislation. Other countries have
export-impaort banks of their own to assist in financing
their exports.

Commodity Credit Corporation. The U.S.
Department of Agriculture’s Commaodity Credit
Corporation provides payment assurances to U5,
sellers of surplus agricultural products to approved
foreign buyers. Standby letters of credit are often in
use, whereby the seller can draw under the credit for

invoices that remain unpaid by the overseas buyer.

CONCLUSION

The letter of credit is a flexible banking arrangement
that can be structured according to the needs of the
parties. It is a security device and a tool for financing.
It provides enough security for companies to do busi-
ness safely over great distances. One indirect result of
using the letter of credit is that it gives the parties an
opportunity to experiment with doing business with
each other. It allows them to build trust, which is essen-
tial to generating repeat business. If the buyer and seller
are both pleased with each others performance, they
may eventually decide to omit the letter of credit from
future transactions. The seller may be satisfied by sell-
ing on documentary terms alone, and eventoally, on
open account terms. Each step becomes easier and less
expensive for the buyer, and that in turn may translate
into additional business for the seller.

as a substitute for money. When a draft is negotiated
to a holder in due course, that party takes it free from
muost disputes that might arise between the drawer
and drawee (the original parties to the underlying
transaction). This protection for the holder in due
course allows banks and other parties to purchase
or accept drafts without fear of becoming embroiled
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in litigation over the original contract for which the
draft was drawn.

. A draft that may be paid upon presentation or

demand is known as a sight draft because it is
payable "on sight” The seller prepares the sight
draft and presents it with the shipping documents
through banking channels, moving from the sell-
er’s bank in the country of export to a foreign cor-
respondent bank in the buyer’s country and city.
The draft is thereby sent “for collection,” a process
known as a docuwmentary collection.

. Banks and other financial institutions involved in

commercial lending provide a wide range of financ-
ing packages for international trade, commonly
called trade finance. A draft due at a future date or
after a specified period of time is known as a fime
draft. The buyer’s acceptance indicates the buyers
unconditional obligation to pay the draft on the
date due.

. A bankers acceptance is a negotiable instrument and

short-term financing device widely used to finance
international {as well as domestic) sales.

. The documentary letter of credif is the definite

undertaking of a bank, issued in accordance with
the instructions of their customer, addressed to, or
in favor of, the beneficiary, wherein the bank prom-
ises to pay a certain sum of money (or to accept or
negotiate the beneficiary’s drafts up to that sum), in
the stated currency, within the prescribed time lim-
its, npon the complying presentation of the required
and conforming documents.

- The Uniform Custom and Practice for Documentary

Credits (UCP Mo, 600, 2007) is a set of standard-
ized rules for issuing and handling letters of credit,
drafted and published by the Imfernational Chamber
of Commerce.

204 mzmmdmmndﬁcmﬂdmm

8. The letter of credit is a separate transaction and

1o,

11.

12

L3

14.

15

independent from the underlying sales contract
on which it was based. Bankers deal in documents
and not in goods, so they are not concerned with
the quality or condition of goods represented in the

credit.

. The buyers application for a credit forms a contract

between the buyer and the issuing bank.

Credits are transmitted to the beneficiary through
an advising bank (or through a confirming bank, in
the case of a confirmed letter of credit).

The seller must make a complying presenfation to the
nomiimated bank within the time limits of the credit
and according to the terms of the credit, the provi-
sipns of the UCP, and standard banking practices.
Documents containing discrepancies will be rejected
and held for the buyer’s instructions or returned to
the seller. A discrepancy exists if the seller's docu-
ments, on their face, do not conform to the terms of
the letter of credit. The description of the goods in
the commercial invoice must correspond exactly to
that in the credit. Documents are usually interpreted
acoording to the strict compliance rule.

Courts have the power in certain cases to enjoin
banks from honoring documents that are frandu-
lent or where there was fraud in the transaction.
Confirmed letters of credit contain the additional
obligation of a2 second bank, nusually in the seller’s
country, to honor a complying presentation. They
are the next best alternative to receiving cash in
advance for an international sale.

A standby letter of credit is one in which the issuer is
obligated to pay a benefidary upon the presentation
of documents indicating a default by the account
party in the payment of a debt or the performance
of an obligation.

negotiable instrument 179 indorsement and delivery 180 account party 185

draft 179 sight draft 180 issuer or issuing bank 185

bill of exchange 179 documentary collection 180 beneficiary 185

documentary draft 179 trade finance 181 documentary letter of credit 185
drawer 180 time draft 181 Uniform Customs and Practice for
drawee 180 bankers acceptance 182 Documentary Credits 185
payee 180 holder in due course 183 independence principle 187
negotiation 180 letter of credit 184 complying presentation 191

Cogrymghl TTE Camgade Lemmang. A Righs Rosarsdd. May ned bl orpled, SCEnned, or mudiilased, i whalo ar i pet. WCK 02200200




Library | £ Back E -JEEI _. 116% n Page I_ED':’:_!QTEBE < 3 1}

nominated bank 191 confirmed letter of credit 197 revolving letter of credit 202
discrepancy 191 standby letter of credit 201 evergreen clause 202
rule of strict compliance 193 transferable credits 201 back-to-back letter of credit 202
fraud in the transaction 197 red clanse 202

g @m 0

1. Wade entered into a contract to sell irrigation equip-

ment to Ribadalgo, its Ecuadorian distributor. Ribadalgo
obtained an irrevocable letter of credit in the amount of
$400,000 from Banco General Runinahui, 5.A. (Banco), a
bank in Quito, Ecuador. The letter of credit provided that
Wade was to ship by July 30, 1992, Wade was to present
documents for payment “no later than 15 days after ship-
ment, but within the validity of the credit™ The expiry
date of the letter of credit was August 21, 1992 Partial
shipments were acceptable. The letter of credit stated
that it was governed by the UCP. Citibank confirmed the
letter of credit. Wade shipped a portion of the goods on
Tuly 7. On July 21, just before the document presentment
deadline, Wade presented the requisite documents to
Citibank for payment. Two days later, on July 23, Citibank
informed Wade that the documents contained discrepan-
ches and that it therefore would not honor Wades request
for payment. In response, Wade forwarded amended
documents to Citibank on July 24 and July 27. Although
Citibank conceded the documents as amended con-
tained no discrepancies, it nevertheless rejected them as
untimely because they were not recetved within 15 days of
the July 7 shipment date as required by the credit. On July
17, the Ecuadorian government issued an order freexing
all Ribadalgo's assets and precluding payment on any lines
of credit made available to Ribadalgo due to alleged drug
trafficking. Four days later, Ecuadorian banking authori-
ties entered an onder barring Banco from making payment
under the letter of credit. In turn, Banco advised Citihank
not to honor any request for payment made by Wade
thereunder. Is Wade entitled to payment under the letter
of credit from Citibank? Wade argues that the documents
did not have to be conforming before the presentment
deadline, but only before the expiry date of the credit.
Is Wade correct? Why do you think Citibank rejected
the documents on July 217 Barco General Rusinahut, 5.4
v. Gitibarsk. 97 E3d 480 (11th Cir. 1996).

. The rule of strict compliance in New York is best ills-

trated by Beyene v. Irving Trust Co., 762 F2d 4 (24 Cir.
1985). The letter of credit specified that payment be made
on presentation of a bill of lading naming “Mohammed
Sofan” as the party to be notified when the goods arrive.
However, the hill of lading submitted to the bank with the
demand for payment misspelled the name as “Mohanymed

Soran” The confirming bank refused payment because
of this discrepancy, and the beneficiary sued. Was this a
“material” discrepancy, or was it “so insignificant as not to
relieve the issuing and confirming bank of its obligation
to pay™? The court compared and contrasted the misspell-
ing of “Sofan” as “Soran” to the misspelling of “Smith™ as
“Smithh” The court stated that the misspelling of “Smith”
is not a discrepancy because the meaning Is “onmistak-
ably clear despite what is obviously a typographical error”
How did the court decide? Is there a difference between
the misspellings of “Smith” and “Sofan"? For a more
recent example, see Hanil Bank v. Pt. Bank Negara Indone-
sia {Persera), 2000 US. Dist. LEXIS 2444 {S DN_Y. 2000).
The case involves an Indonesian bank that refused pay-
ment on a letter of credit it ssued, which had been subse-
quently negotiated to a Korean bank on the basis that the
beneficiary was identified as Sung Jin Electronics Com-
pany rather than by its correct name Sung Jun Electronics
Company.

. In 2011, Mago International, a New York company,

entered into a contract to sell meat products to NTP
Genita, a company based in Kosovo. Mago required
Genita to obtain a standby letter of credit issued by Bank
for Business, a Kosovar bank, and confirmed by LHB AG.
Under the terms of the letter, if Genita failed to pay Mago
within 45 days after the date of an invoice, Mago could
present documents to LHB and obtain payment on the
letter. Ome of the required documents was a “photocopy
of [a bill of lading] evidencing shipment of the goods”
Mago shipped 12 containers of products to Genita under
invoices, none of which was paid by Genita. Mago ten-
dered documents to LHE on three separate occasions,
each of which was rejected by LHB due to the absence
of signed bills of lading. LHE rejected a fourth tender of
documents that contained signed bills of lading for each
of the invoices as untimely. Mago sued LHB and Bank
for Business for wrongful dishonor of the letter of credit
Mago claimed that the unsigned bills of lading complied
with the terms of the letter of credit as they reflected the
name of the ship and purported dates of shipment. The
district court concluded that the unsigned copies were
insufficient evidence of shipment and that Mago failed
to comply with the terms of the letter of credit. Mago
appealed the decision. Did the unsigned copies of the bills
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of lading comply with the letter of credit's requirement
that Mago provide a “photocopy of [a bill of lading] evi-

dencing shipment of the goods™? Why or why not? Mago
International v LHE AG, 833 F3d 270 (2d Cir. 2016).

4. Robalen, Inc. was in the business of purchasing and

selling yarns, fibers, and plastic resins. In March 1996,
Robalen's customer, Resthux, N.V. of Belgiom, opened an
irrevocable letter of credit with Generale de Bangue, 5.4,
as the issuing bank for the benefit of Robalen to cover
three shipments of goods from Charleston, South Car-
olina to Antwerp, Belgium. The letter of credit required
the production of documents evidencing that the goods
were loaded on board or shipped on a named vessel. The
first two shipments were made to Resilux, and Gener-
ale paid Robalen under the terms of the letter of credit.
Resilux rejected the third shipment, and Generale did
not make payment to Robalen on the basis that there was
no printed notation on the tendered documents stating
that the goods had been loaded on board or shipped on
a named vessel, Generale made payments on the first two
shipments despite the fact that they contained the same
alleged defect. Robalen sued Generale for wrongful dis-
honor of the letter of credit. Did Generale's acceptance
of the previous bills of lading serve to waive the right to
insist on strict compliance with respect to the thind ship-
ment?! Why or why not? Does Generale’s failure to honor
the letter of credit strike you as opportunistic given Resil-
ux’s rejection of the third shipment? Robalen, Inc. ». Gen-
erale de Bangue S.A.. 1999 WL 688301 (5.DNY. 1999).

. The seller of goods has a right to proceed judicially

against an issuing bank that dishonors its obligation
under an irrevocable letter of credit, just as the seller has
the right to proceed directly against the buyer. Should the
issuing bank also be liable for consequential damages that
are reasonably foreseeable? See Hadley v Baxendale [1854]
SEx. M1.

fi. NAFT was a New York corporation engaged in the busi-

ness of importing electronic equipment. In 1994, NAFT
purchased $1.8 million in goods from Huston Electronics
Company, a Talwanese corporation. Huston was affiliated

- Your firm regularly sells to customers in Germany,

Poland, Japan, Canada, and Veneruela. How would you
evaluate the creditworthiness of firms in each of these
countries? How wonld the credit risk differ in each of
these countries? What sources of information would you
nse? Under what circumstances would yoo consider sell-
ing to firms in these countries without a letter of credit?
In which of these countries would you want an American

206 Part 2: International Sales, Credits, and the Commercial Transaction

with C.M. Hung Company from which it had purchased
$400 million of goods over 4 seven-year period of time.
NAFT typically made payments to C.M. Hung by means
of letters of credit opened with Barclays Bank. These let-
ters of credit required the seller to present certain docu-
ments to Barclays in order to receive payment. In 1993,
Chiao Tung, a Taiwanese bank, became involved in these
transactions. Chizo Tung made payments to Huston,
obtained the required documentation, and presented
the documentation to Barclays to obtain reimbursement
pursuant to the letters of credit. In the 1994 transaction,
Chiao Tung paid $1.8 million to Huston and sought reim-
bursement from Barclays pursnant to letters of credit,
which NAFT had opened to cover the price of the goods.
Barclays denied payment to Chiao Tung on the ground
that Chiao Tung had failed to provide inspection cer-
tificates that were required by the terms of the letters of
credit. Chiao Tung responded that its payment to Huston
was made in relilance on the fact that inspection certifi-
cates were missing in over 40 prior transactions involving
Huston and Chiao Tung, yet Barclays reimbursed Chiao
Tung on each of those prior occasions becanse the inspec-
tion certificates were eventually supplied, or because
NAFT waived the requirement. Huston and Chiao Tung
subsequently declined to forward the original bills of
lading for the disputed goods to NAFT and instructed
Maersk, Inc., one of the carriers, to seize the goods. This
action prompted NAFT to commence litigation against
Huston, Chiao Tung and Maersk to prevent remaoval of
the goods from the United States. Chiao Tung filed coun-
terclaims against NAFT alleging that NAFT had improp-
erly received the goods without paying for them. Should
past waivers of documentary discrepancies serve to waive
the right to insist on strict compliance with respect to sub-
sequent transactions? Why or why not? What relevance, if
any, should a course of dealing have on the requirement of
strict compliance with the terms of letters of credit? North
American Foreign Trading Corp. v. Chigo Tung Bank, 1997
WL 193197 (S.DNY. 1999).

bank to confirm the buyers letter of credit? Why? What
additional protection does confirming the credit provide?

2. An advising bank presents documents to you for pay-

ment. How would you respond to each of the following

discrepancies? Explain your answers.

2. The letter of credit calls for an ocean bill of lading.
The seller presents a trucker’s bill of lading showing

shipment to an ocean port.
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b. The sales contract and the letter of credit call for
shipment of “Soda Ash Light" The invoice shows
shipment of “Soda Ash Light” but the bill of lading
describes the shipment as “Soda Ash”

c. The letter of credit calls for shipment of 1,000 kilo-
grams. The invoice shows shipment of an equal
amount in pounds.

I. Corby, an experienced tire broker in Wales, offered
to sell tires to Chappell, a tire broker in California.
Chappell contacted two ULS. tire distributors, Jenkins in
Tennessee and Hein in Ohio, and agreed to act as their
agent in negotiations with Corby. Corby claimed that he
had a large client who had negotiated an arrangement
directly with Michelin to handle all of its overstock
blemished tires from France and who could offer 50,000
to 70,000 Michelin tires per quarter at 40-50 percent
below the U.S. market price on an exclusive and ongo-
ing basis. Corby faxed a list of tires, showing that the
tires bore the designation “DAS2C" Chappell faxed the
list to Jenkins and Hein. They knew that the *DA” meant
“defective appearance” When Chappell asked Corby
about the “/2C" he was told that it meant the tires were
located at a different warehouse. Chappell told Caorby
on several occasions that since it was October 1998, the
season for selling winter tires was almost over and that
he required summer tires as well, to bundle with the
winter tires. A second list showed no summer tires and
nowhere near the 50,000 tires promised. In November
and December, Corby pressured Chappell and Jenkins
to open the letter of credit, asserting that if they did not
do so the deal would be ended, thus preventing the bay-
ers from being able to procure the requested summer
tires. In late Diecember, Jenkins began having reserva-
tions regarding the deal becanse Corby's representations
were becoming suspicious. Jenkins requested to speak
to Corby’s source. Corby put him in touch with Evans,
a tire distributor in England. In January, Evans sent the
following fax to Jenkins:

There am large stocks of Michelin semmer pattern tyras
baing made available within the nest 7710 days and we will
be pleasad to offer these to you when an acceplable Lattar
of Coadit is received for the wanter pattern tyres. We will be
very happy to wok with you on Michelin tyres on a long term
basis and give you first oplion on offers. May we onca again
strass the wrgency of letting us have the Letter of Credit for the
Michelin wanter tyres 5o that we can commenca business on a
long term basis?

d. The CIF contract with the letter of credit calls for
onboard bill of lading to be dated by December 20
The bill of lading is dated December 20, but the
insurance policy is dated December 21.

Evans faxed a pro forna invoice requesting 2 letter of credit
in favor of PTZ Trading Company in Guernsey as the benefi-
ciary. Evans said that the letter of credit had to be sent imme-
diately. The buyers felt that they had to comply as a show of
good faith. An irrevocable credit was issned by an Ohio bank
according to the terms of the pro forma invoice and stated:

Cavering shipment of: “14,851 Michelin tyres at wsd 34 83 per
tire m acoordance with sellers pro forma invoice 927-98 dated
11-19-98. Shipping terms: EXWORES any Ewopean location.
The credit i= subject to UCP Publication 500, Expry date April
2, 1999, The credit was advised to the sellers through Bardlays
Bartie

Shortly later, the negotiations broke down over the Bssue
of summer tires, and the parties became hostile. In February,
Corby sent a list of summer tires that had fewer units than
promised, contained sizes not used in the United States,
included various tires not manufactured by Michelin, and
specified prices that were often higher than the cost of pur-
chasing the tires one at a time from most dealers in the United
States. In March, the buyers discovered that the “DASNC" des-
ignation, attached to many of the tires, actually meant that
the US. Department of Transportation serial numbers had
been buffed off those units, rendering them illegal for import
to ar sale in the United States. Just before the letter of credit
gxpired, Jenkins was informed by Sievers, a German tire
distributor who was shipping the tires for PTZ Trading Co.,
that the tires were about to ship. Jenkins protested that he
had not given permission to ship the tires because there was
no agreement on summer tires. He threatened legal action.
Sievers responded that he did not need permission and pro-
ceeded to ship. Sievers obtained a bill of lading and presented
all documents to Barclays Bank for payment. The decuments
strictly complied with the credit. Jenkins petitioned an Ohio
court for a resiraining order preventing the issuing bank from
honoring the credit. Barclays Bank learned of the order and
refused Sievers’ presentment. The carrier billed Jenkins for
the ocean freight, and the tires remained in a warehouse in
Savannah, Georgia. After a hearing in fuly, the court denied
the buyer's petition for the restraining order. The Ohio Court
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of Appeals reversed, and the buyer appealed to the Ohio
Supreme Court. See Mid-America Tire, Inc. v. PTZ Trading
Ltd., 768 N.E.2d 619 {2002).

-

What are the buyer's legal arguments supporting its
petition for a restraining order? How do the facts sup-
paort that argument? What precedent can it cite?
What are the seller’s arguments opposing the petition
for a restraining order?

What do you think about the way the buyer handled
this from the ? What does this say about its
level of expertise in international business? Explain.
If you had been in the buyer's position, what would
you have done differently?

If the documents had not strictly complied with the
credit, would this case have turned oot differently?
This court’s decision only addressed the petition for a
restraining order. How will the parties finally resalve
the dispute on the underlying sales contract? What do
you think will happen to the tires? Who is responsible
for their warehousing fees?

2. Your firm has contracted to purchase silk from overseas

suppliers on letter of credit terms. After contracting but
before presentment of the seller's documents, China
expands its production and floods the market with
raw silk. The price of silk plummets on world markets.
Comment on whether you should try to find a minor
discrepancy in the documents to justify rejecting the
documents: Is it ethical for a buyer to reject documents
presented under a letter of credit that contains only a
minor discrepancy between the documents and the
credit? Do the reasons matter? Does it matter that the
buyer may know that the shipment actually conforms
to the requirements of the contract and of the letter of
credit? What does the following statement mean? “Buyers
and their banks have on occazion been known to ‘invent’
discrepancies; to make a ‘mountain out of a molehill’
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n Part 3 we examine the legal relationship between countries as they

set the “rules of the game™ for world trade in goods and servicas.

We will study various intemational agreements intendad to promote
world trade, by remaving trade barnees and lowering tariffs, for exam-
ple, and how nations implemant those agreemants into their national
legizlation. We will 2lso see how the countries resolve trade disputes
and avaid “trads wars "

Chapter 3 discusses the various branches of the U5, govarnmant
that share responsibility for regulating foreign commerce and frads,
important U.S. trade lagisliation and U.5. trade zgreemants, and
restrictions on LL3. state involvement in intamational trade. Chapters
9,10, and 11 cover the basics of intemational trade law. Chapter 9
examings impartant terminology and basic principles of intarnational
trade and tariff law, tha role of the World Trade Organization, and
piocesses for resolving trade disputes between countries. Chapter 10
examines laws that halp keep markets open to foresgn firms, and thus
to foreign competition. It is about the process celfled "trade liberaliza-
tion,” through which countries negotiate freer and fairer methods of
trade regulation to open markets and furthar world trade. This chap-
ter focuses on nontanff barriers that have blocked the import of LLS.
goods and sarvices in foreign countries. Chapter 11 addrasses the
issmas of free trade versus protectionism and the regulation of impaort
competition, Many of these topics, such as dumging and subsidies,
may be familiar to tha reader from coursas in economics. In this chap-
ter, we will examing the very intaresting legal aspects and political
ramifications of these issues.

Chapter 12 examines customs and tariff lews that gowarn the
importing of goods into the United States and the relationship batwaen
a LS. importer and the U5 government. This chapter is important mat
only to American impoeters but alsa to zny foreign firm that saports to
the Unitad States. We will learn how to detesmine the dutisble status
of foreign goods and how 1o move them into the United States through
the "entry process.” We will look clossly at the role of U.5. Customs
and Border Protection, the ULS. agency chasged with administering LS.
customs laws. This chapier focwsas on impoeting as an intagral part of
the global strategy of the firm, i the context of global sourcing and the
location of factonies and assambly plants in different regions of the world.

Chapter 13 discusses legal restrictions on the export of goods and
technalogy out of the United States. It addresses the national security
and foreign policy implications of exparts, such as the use of trade
sanctions and other controls to stop the spread of weapans of mass
destruction end missile technology, to fight intemational terrorism, and
to further human rights.

Chapter 14 covers the North Amarican Free Trade Agreement
[MAFTA] and trade isswes affecting the Western Hemisphere. This sub-
jact is near the end of this part becausa it builds an the principles of
piobal trade covered in the earlier chaptars.

Firalty, Chapter 15 covers the European Union, which has a level of
ECOnmic intagration far greater than that of NAFTA. Although NAFTA is
& "free trade area,” the Ewropean Union takes the process of econamic
integration seweral steps further and is bath & "customs union™ with
comman =il laws and a "monetary union” with 3 common cusTency.

209
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National Lawmaking Powers and
the Regulation of U.S. Trade

of powers between the executive and legislative

branches of government. In the field of interna-
tional economic affairs, however, the roles of Congress
and the president are not clearly defined. We know that
Congress has the authority to impose duties, to regu-
late commerce with foreign nations, to punish offenses
against the law of nations, and to dedare war. But what
of the president? The Constitution tells us that the pres-
ident appoints ambassadors, negotiates with foreign
nations, and is the commander-in-chief of the armed
forces. The president also makes treaties, although only
with the advice and consent of the Senate.

Even this cursory reading of the Constitution
suggests that most of the authority to regulate UL5.
commerce and trade with foreign countries rests with
Congress and not with the president. Most scholars
would agree. After all, the Constitution tells us that Con-
gress "regulates” commerce with foreign nations, while
the president merely "negotiates.” In practice, it is not so
simple. The system of checks and balances between the
two branches has taken well over 200 years to develop.
One established principle of American government is
that Congress, within limits set out by decisions of the
Supreme Court interpreting the Constitution, has the
authority to delegate aspects of its legislative author-
ity to the executive branch. Congress can enact a stat-
ute setting forth the goals to be accomplished and the
means by which to achieve them and then anthorize the
president to carry them out. It can anthorize the cre-
ation of a regulatory agency and provide funding for its
work. As long as the president and the executive branch
agencies are complying with the will of Congress, they
are acting with the full force of law and usually with a
large measure of congressional backing. This applies to
the regulation of commerce with foreign nations and
the establishment of ULS. trade policies.

In this chapter, we begin by exploring the basic con-
cepts of the separation of powers in 2 modern business

Thr 5. Constitution provides for a separation

210

context. We will examine the balance of power over
foreign commerce and foreign relations, the “inherent”
authority of the president as chief executive and com-
mander-in-chief, and the delegations of power from
Congress to the president. We will see the difference
between “treaties” and “executive agreements,” both of
which are used to implement the trade policies of the
nation. We will also see how Congress has enacted
statutes giving the president the authority to negotiate
foreign trade agreements, including “fast track” trade
promotion authority.

The chapter then briefly traces the history of
American trade and tariff laws from the protectionist
days of the Smoot-Hawley Tariff Act of 1930 (or Tariff
Act of 1930), which raised tariffs on imported goods to
historic highs just at the start of the Great Depression, to
the free trade programs that gave birth to modern free
trade areas. Finally, we will look at the 1ssue of federal-
state relations and see the limits placed on state power
when it comes to international affairs. This material

provides an important background for later chapters.

THE SEPARATION OF POWERS

At the time the Constitution was drafted, people were
greatly concerned with how to regulate foreign com-
merce. During this period of ULS. history, cach state’s
primary interest was in its own economic well being.
States imposed regulations on commerce to protect
their own local industries, their ports, and their agricul-
tural interests.

To ensure that states would not erect barriers to
commerce between them and to guarantee a source
of revenue to the federal government in the form of
import duties, the drafters of the Constitution placed
the power to regulate international commerce in the
hands of the federal government. The drafters believed,
for example, that economic disintegration could result if
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Chapter & National Lawmaking Powers and the Regulation of US. Trade 211

states were free to tax exports or if states located along
the scacoast could tax imports passing through to states
located inland. Moreover, they wanted the United States
to be able to deal with foreign nations from a position
of political strength and unity. The framers of the Con-
stitution understood that trade relations with foreign
nations could not be handled successfully by each state
on its own, but only by a strong federal gpvernment that
could speak for the economic and political interests of
the nation as a whole.

Legislative Power of Congress

Today, the concept that the power over both foreign
affairs and foreign trade rests with the federal govern-
ment arouses little controversy. Considerable debate
has arisen, however, over how the Constitution divides
that power between Congress and the president. Article
I of the Constitution confers “all legislative powers” on
Congress, including the power “to regulate commerce
with foreign nations, and among the several states”
{Section 8, clause 3). In addition, Congress has broad
power to pass domestic laws, raise and support armies,
provide and maintain a navy, declare war, appropriate
monies, and levy and collect taxes and import duties.
The Senate has the authority to give advice and consent
to the president in making treaties with foreign nations
and to approve treaties by a two-thirds vote.

Considering these powers as a whole, the US.
Supreme Court has consistently held that Congress has
wide-ranging constitutional power to establish overall
economic and trade policy for the United 5tates and
to put it into effect through legislation. Congress has
recognized, however, that the day-to-day conduct of
trade relations with foreign nations is often best accom-
plished through a strong executive branch. As a result,
Congress has delegated authority to the president to
carry out the trade policies set by statute.

President’s Inherent Powers

The president’s powers are generally derived from his
inherent power as chief executive and as commander-
in-chief, found in Article Il of the US, Constitution,
plus any grants of power delegated to the president by
acts of Congress. The president’s inherent powers are
those that are expressly granted to the president in
Article 11, which states that, " The executive Power shall
be vested in a President” Although this is a broad grant
of power as chief executive, that power is not clearly
specified or defined. Other Article Il powers are the

power to make treaties (with the advice and consent of
the Senate) and thus conduct foreign affairs, to appoint
ambassadors, to receive foreign ambassadors, or to act
as commander-in-chief of the armed forces, and to
appoint judges of the Supreme Court. There have been
many court decisions interpreting the president’s inher-
ent power and attempting to balance the role of Con-
gress versus the president. The president may not rely
on the inherent powers of office if it contradicts an act
of Congress. Article Il also imposes on the president the
duty to execute the laws in what is known as the “take
Care” clause: “he shall take Care that the Laws be faith-
fully executed™

Executive Orders, Memoranda, and Proclama-
tions. An executive order is an official, legally
binding regulation or written directive issued by the
president, usually addressed to government officials,
departments, or agencies, and used to set policy and
direct government operations. Some examples of execu-
tive orders are President Roosevelt’s orders implement-
ing the New Deal during the Great Depression and his
order interning Japanese- Americans during World War
I1, President Eisenhower's order desegregating certain
public schools, President Kennedy's order creating the
Peace Corps, President Johnson's order creating the
Warren Commission to investigate the Kennedy assas-
sination, and President G. W. Bush’s order reorganizing
22 government agencies under the Office of Homeland
Security.

A presidential memorandum is usually less formal
than an executive order and often states in its text that
it does not create enforceable legal rights. It is often
used to give guidance or delegate routine presiden-
tial functions to lower government officials. President
Trump has used presidential memoranda to continue
executive orders set to lapse, to publish a letter to the
Speaker of the House, to commission government stud-
ies and request recommendations on government rego-
lation, and to impose a hiring freeze on federal civilian
employees. Today, there are few differences between
executive orders and memoranda except for formalities.

A presidential proclamation is a statement or
declaration of the president usually addressed to the
general public announcing a finding or commem-
orating an event. The first proclamation was Pres-
ident Washington's creation of a national Day of
Thanksgiving. Although the public perception is that
presidential proclamations are ceremonial, often used

to recognize special holidays and events, they can
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address very significant issues. Procdlamations are often
used pursuant to statute in implementing the trade and
tariff laws. The Emancipation Proclamation was issued
by President Lincoln, pursuant to his power as com-
mander-in-chief during a divil insurrection.

Executive orders and presidential proclamations
are published in the federal register. 44 US.C. 1505.
A presidential memorandum is not published in the
Federal Register unless the president intends it to
have legal effect and requests it to be published. The
authority of the president to issue orders, memoranda,
proclamations, or other directives is not mentioned
or defined in the Constitution but is dertved from the
executive power.

Executive orders and other directives are frequently
challenged in the federal courts as exceeding the pres-
ident’s authority, and these court decisions have helped
define the limits of presidential power. An executive
order cannot be used to "make law™ If Congress has
passed a statute on a subject, the president’s inherent

BACKGROUND AND FACTS

In the sarly 195605, the United States was &t war in Kores
gz part of & United Mations “police action” Amearican
stestworkers were threatening to airike over wages and
collective bargaining disagreements with steel com-
panies. The president made every atiempt to intervens
and to help the paries negotiste an sgreement. A strike
weovild have disrupted the supply of steel, leading 1o &
possible shortage of steel during the war effort and an
incresss in prices in all products made of steel. Despite all
efforts, the paries were unable to reach agreament. Just
before the steebworkers were to go on strike, President
Truman ordered Secretary of Commerce Charles Sawyer
to geize the steel mills and keap them in operation. The
president based his authority for doing so on Article I of
the Constitution and on his power as commandas-in-chief
of the armed forces. A district court granted the request
aof the stesel companies for a temporany injunction against
the president’s order, the Court of Appeals egreed, and the
secretary of commence appealed 1o the Suprame Court.

DECISION MR. JUSTICE BLACK DELIVERED
THE OPINION OF THE COURT

LI

The President's power, if any, to issue the order must
stern either from an act of Congress or from the Consti-
tution itself. There s no statute that expressly suthorizes

Youngstown Sheet & Tube
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power does not grant “license” to violate that law. Exec-
utive orders based on a statutory grant of power to the
president can be subsequently revoked or modified by
Congress. Congress may also limit an executive order
by denying funding that might be needed to carry it out.

Many controversies arise when Congress fails to
address an issue through legislation, and the president acts
to “fill the void™ by dealing with the issue alone, without
the consent of Congress. For example, the president can-
not “stretch” his title as commander-in-chief to achieve an
objective not normally within the purview of the armed
forces. To this day, one of the most frequently cited cases
on the president’s inherent power is Youngstown Sheet &
Tube v. Sawyer. In this case, President Truman had relied
on his inherent power as chief executive and as com-
mander-in-chief of the armed forces to issue an executive
order forcing the continued operation of the nations steel
mills during the Korean War in the face of a threatened

labor strike. As you read, pay particular attention to Jus-
tice Jacksons concurring opinion.

the President to take possession of property 85 he did
here. Mor is there any act of Congress to which our
attention has been directed from which such a power
camn fairly be implied. Indeed, we do not understand the
Gowvernment to rely on statutory suthorization for this
seizure.

Moreower, the use of the seizure technique to solve
labor disputes in order to prevent work stoppages was
not only unauthorized by any congressional enact-
ment; prior to this controversy, Congress had refused
to adopt thet method of settling labor disputes. When
the Taff-Hartiey Act was under consideration in 1947
Congress rejected an amendmeant which would hawve
asuthorized such governmeantel selzures in cases of amer
gency. Apparently it was thought that the technique of
gefzure, like that of compulsory arbitration, sould intes
fere with the process of collective bargaining. * * *

The arder cannot properly be sustained &5 an
exercise of the Presidents military power as Com-
manderin-Chief of the Armed Forces. The Government
attempts to do 80 by cliting & rumber of cases uphold-
ing broad powers in military commandars engaged
im day-to-day fighting in & theater of war. Such cases
need not concern us here. Even though “theater of
war® be an expanding concept, we cannot with faith-
fulness to our constitutional system hold that the
Commander~in-Chief of the Armed Forces has the

Cohinues
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ultimate power a2 such o take possesgion of privats
property imorder to keep labor disputes from stopping
production. This is a job for the Mation's lawmakess, ot
for its military suthorities.

Mor can the seizure order be sustained because of
the several constitutional provisions that grant exec-
utive power to the President. In the framewaork of our
Constitution, the President’s power 1o see that the laws
are faithiully executed refutes the idea that he is to be
& lewmaker. The Constitution limits his functions in the
lewrmaking process to the recommending of laws he
thinks wise and the vetoing of lawsa he thinks bad. And
the Constitution is neither silent nor eqguivocal abowut
who shall make laws which the President is to execute.
The first section of the first article says that “All legis-
lative Powers hersin granted shall ba vested in a Con-
gress of the United States.” * ® * The powser of Congress
to adopt such public policies as those proclaimed by
the arder is beyond question. It can authorize the tak-
ing of private property for public use. it can make laws
regulating the relationships between employers and
employees, prescribing mules designed to settle labor
dizsputes, and fixing wages and working conditions in
certain fields of our economy. The Constitution did not

subject this lawmaking power of Congress to presiden-
tial or military supervision or conirol.  # #

The Founders of this Mation entrusted the law-
making power to the Congress alone in both good and
bad times. i would do no good to recall the historical
events, the fears of power and the hopes for freedom
that lay behind their choice. Such a review would but
confirm cur holding that this selzure order canmot stand.

The judgment of the District Court s affirmead.

MR. JUSTICE JACKSON, CONCURRING
INTHE JUDGMENT AND OPINION
OF THE COURT

L
When the President acts pursuant fo an edpress or
implied authorization of Congress, his authority is at
its maximum, for it includes all that he possesses in his
o right plus all that Congress can delegate. In thess
circumatances, and in these only, may he be said {for
what it may be worthl, to personify the federal sover
eignty. I his act is held unconstitutional undar these
circumstances, it usually means that the Federal Gow-
ernmant &s an undivided whole lacks power. A selzure
executed by the President pursuant to an Act of Con-
gress would be supported by the strongest of presump-
tions and the widest latitude of judicial interpretation,
and the burden of persussion would rest heavily upon
amy who might attack it

When the President acts in absence of sither a
congressional grant or denial of authority, he can only
rely upan his own independent powers, but there iz a
zone of twilight in which he and Congress may have

Cognmipl IS Cangads Lesming. S0 Rghes Rosarsdd Wy nod e ooepridel

concurrent authority, or in which its distribution i=
uncartain. Therefore, comgressional ineria, indifference
of guiescence may sometimes, at least as a practical
matier, enable, if not invite, measures on indepan-
dent presidential responsibility. In this area, any actual
test of power is likely to depend on the imperatives of
events and confemporary imponderables rather than
an abstract theories of law.

When the President takes measures incompati-
ble with the axpressed or implied will of Congress, his
power ig at its lowest ebb, for then ha can rely only
upon his own constitutional poweras minus amy con-
stitutional powers of Congress over the matter. Courts
can sustain exclusive Presidential control in sudh a case
anly by dizabling the Congreas from acting upon the
subject. Presidential claim to & powear at once 9o Con-
clusive and preciusive must be scrutinized with caution,
for what i3 at stake is the equilibrium established by cur
constitutional system. = * *

Into which of these claasifications does this exec-
utive seizure of the stesl Industry fit? It is eliminated
from the first by admission, for it is conceded that no
congrassional authorization exists for this seizure. That
tekes away also the support of the many precedents
and declarations which were made in relation, and
muat be confined, to this category. ® = #

The clause on which the Government next relies
is that “The President shall be Commander in Chief of
the Army and Mavy of the United States. * * ** These
cryptic words have given rige to some of the most pes
sistent controversies in our constitutional history. Of
course, they imply something more than an empty title.
But just what suthority goes with the name has plagued
Presidential advisers who would not waive or namow it
by nonassertion yet canmot say where it begins or ends.
it undoubtedly puts the Mation's armed forces under
Presidential command. Hence, this loose appellation
iz sometimes advanced ss support for any Presiden-
tial action, intarmal or external, involving use of force,
the idea being that it vests power to do anything, any-

whera, that can be done with an army or nayvy.

There are indications thet the Constitution did not
contemplate that the title Commender-in-Chief of the
Army and Mawvy will constitute him also Command-
ar-in-Chiaf of the country, its Industries and s inhab-
itants. Ha has no monopaly of "war powera” whatewvear
they are. While Congress cannot deprive the President
of the command of the army and nawvy, only Congress
can prowide him an army or navy to command. It is also
empoweered o maks rules for the “Government and Reg-
ulation of land &nd naval forces,” by which it may to some
unknown extent impinge upon even command functions.

That military powers of the Commander-in-Chief
were not o supersede representative government of
internal affsire seems obvious from the Constitution
and from elementary American historyg. * * ®
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I wiew of the ssse, expedition and safely with
wihich Congress can grant and has granted large
emergency powers, certainly ample to embrace this
crisis, | am guite unimpresaed with the argument that
wee should affirm possession of them without statute.
Such power either has no beginning or it has no end.
If it exists, it need submit to no legal restraint. | am not
alarmed that it would plunge us straightway into dicta-
torship, but it is at least a step in thet wrong direction.

Decislon. The lower court's injunction against the
President’s action was upheld. The President was not
acting pursuant to an act of Congress, nor could the
seizure of private property during wartime be justified
an the basls of his inherent power as President or &s
Commander-in-Chisf.

Comment. The concurring opindon by Justice Jackson
iz one of the most frequently cited opinions in Amerncan

conatitutional history regarding presidential powers.
Justice Robert Jadkeon was America's chief prosacutor of

Presidential Power in International Affairs. 1t is gen-
erally accepted by both courts and legal scholars that the
president has greater and wider-reaching power over
foreign affairs than over domestic policy. An important
argument in favor of a strong execative branch is that
the nation must "speak with one voice” in international
affairs. If each senator or representative, perhaps moti-
vated by the local interests of his or her own constituents,
atternpts to negotiate agreements with foreign nations on
matters such as tariff reductions, free trade areas, provi-
sions for military assistance, or even nuclear disarma-
ment, the process would be encumbered by local interests
and would be incffective and potentially disastrous. One
of the most famous statements about the power of the
president over foreign affairs is found in United States v
Curtiss- Wright Export Co., 299 ULS. 304 (1936).

Mot only, a2 wa have shown, is the federal power over extermal
affairs in onigin and essential character differant from that over
intenal affairs, but participation in the exercise of the power i
srgnifcantly limited. bn this vast axternal realm, with its import-
ant, complicated, delicate and manifold problems, the President
alone has the power to speak or listen as a representative of
the nation. He makes treaties with the advice and consent of the
Senane; bul he abone regoliates. Ino the field of negotiation the
Senmate cannot intruda; and Congress iself i powerlass to imade
it. A5 Marshall said in his great argument of March 7, 1800, in
the House of Representatives, “The President is the sole argan
of the nation in its external relations, and Hs sole represantative
with feeeign nations.” . . . 11 is quite apparent that if, in the main-
tenance of our internathonal relathons, embarassment=—perhaps

Mazi wer criminals st the Muremberg Trials. Where, ag in
this case, the Presidents action is in contradiction to acts
of Congress, the President’s power ks at its “lowest ebb”

Case Questions

L On what grounds did Justice Black reject Presi-
dent Truman’s salzure order?

2. Explain Justice Jackson's tripamite classification
of presidential power. When Is the president’s
authority considered to be at its “lowest ebb?”
How did he classify President Truman's action in
seizing the stesl mills, and why?

3. Considering that the United Siates was engaged In
a brutal war in Kores, and that steel wes needed for
the war effort, do you agree with this decision {three
justices dissented]? If the Court had permitted the
geizure of a private business in this cass, could that
heva led to a "slippery slope® and witimately future
seizures on somewhat lesser grounds?

sertus embarrassment=—is 10 be avoided and success for our
ains achieved, congressional legiskation which 15 1o b made
affective through negotiation and inquiry within the intarnational
fiedd must often accord o the President a degree of discration
and freedom from statutory restriction which would not be admis-
sible were domestic affairs alone involved. Moreover, ha, not
Congress, has the better opportunity of kmowing the condithans
which prévail in foreign countries, and especially is this tue in
time of war. He has his confidential sources of information. Ha
has his agents in tha form of diplomatic, consulzr and other offi-
cials. Sacrecy in respect of imformation gathared by them may ba
highly necessary, and the pramature disclosure of it productve of
bl rasults.

Sole Executive International Agreements.  In addition
to the executive actions previously discussed, the pres-
ident has the authority to make executive international
agreements. A sole executive international agree-
ment is one negotiated and put into legal effect with-
out congressional approval. The president’s authority
to enter a sole executive agreement is based either on
presidential powers inherent in being the chief execu-
tive and commander-in-chief or it arises pursuant to
existing legislation. Sole executive agreements are not
treaties or substitutes for treaties and are not used to set
national policy. Examples are a legally binding contract
with a foreign country to lease property for the site of
an American embassy, or an agreement for scientific
cooperation or the exchange of technical information.
Most sole executive agreements, such as the one in the
following case, Dole v. Carfer, relate to specific matters.

Cogrgmipll IS Cangads Leaming. S0 Rghs Rosarvdd Yy ned Dl orpiod, SCEnn e, oF Ml 3500, 0 ok ar oo pe. WK 022002073

Page 214  of 636




Library < Back e

g @ 0

Chapter 8 Natioma! Lawmaking Powers and the Regufation of LLS. Trade 215

BACKGROUND AND FACTS

This action was brought by a U.5. senator against
the president to enjoin him from returning the
Hungarian coronation regalia to the People's Republic
of Hungary. The Holy Crown of 5t. Stephen had been
held by the Hungarian people a& a treasured aymbol
of their statehood and nationality for nearly 1,000
years. At the close of World War I1, it was entrusted to
the United States for safekeeping by Hungarian sol-
diers. In 1877, the governments of the United States
and Hungary entered into an agreement returning
the crown to Hungary. Many Hungarians living in
the United States were appossd to the return of the
crown. The plaintiff filed this action seeking &n injune-
tion agalnst delivery of the crown to Hungary on the
ground that such action was tantamount to a treaty
undertaken by the president without the prior advice
and consent of the Senate.

DISTRICT JUDGE O'CONNOR
We tum now to the plaintiff's argument that the agrese-
ment to return the corongtion regalia to Hungary in
and of itself constitutes a treaty which must be rat-
ified by the Senate. It s well established, and even
plaintiff admits, that the United States frequently
enters into international agreements other than trea-
ties. Indeed, as of January 1, 1972, the United States
was 8 party to 5,306 international agreements, only
847 of which were treaties and 4,359 of which were
international agreements other than treaties. These
“other agreements” appear ta fall into three catego-
ries: {1} so-called congressional-executive agreaments,
executed by the President upon specific authornizing
legislation from the Congress; (2] executive agree-
ments pursuant to treaty, executed by the President
in accord with specific instructions found in a prior,
formal treaty; and (3] executive agreements executed
purswuant to the President’s own constitutional authar
ity {hereinafier referred to &5 “sxecutive agreements® ).
Defendant contends that his agreement to return the
coronation regalia to Hungary falks into the latter cate-
gory, and the court agrees. * ® ®

The United States enters into approximately
200 executive agreements each year, and it has besn
observed that the constitutional system "could not
last & month®™ if the President sought Sanate or con-
gressional consent for every one of them_ L. Henkin,
Foreign Affairs and the Constitution . . . Congreas itaalf
recognized this fact in passing BL 92-403, 1 U.5.C.
§M2b, requiring the secretary of state to tranamit for

merely informational purposes the text of all inter-
national agreements other than treaties to which the
United States becomes a party. The House Committes
on Foreign Affairs stated in recommending passage
of that statute that while it wished to be apprisad of
“all agreements of any significance,” “[cllearly the
Congress does not want to be inundated with trivia”
1872 U.5. Code Cong, and Admin. Mews, p. 3068 While
the President’s understanding to return the Hungarian
coronation regalia is hardly a "trivial”™ mater to either
the United States or the people of Hungary, the court
iz yet convinced that the President’s agreemeant in
this regard lacks the magnitude of agreements cus-
tomarily concluded in treaty form. The President's
agreement here involves no substantial ongoing com-
mitment on the part of the United States, exposes the
United States to no appreciable discernible risks, and
contemplates American action of an extremely limited
duration in time. The plaintiff presented no evidence
that agreements of the kind In guestion hera are tradi-
tionally concluded only by treaty, either as a8 matter of
American custom or 88 a matter of international law.
indead, while the cournt has not exhaustively examined
all posaibly pertinent treaties, the court can hardly
imagine that any such examination would lend sup-
port to the plaintiff's position. Finally, the agreement
here encompasses no substantial reciprocal commit-
ments by the Hungarian government. As a matter of
lawi, the court is therefore persuaded that the Presi-
dent's agreement to retum the Hungarian coronation
regalia s not & commitment requiring the advice and
consent of the Senate under Article Il, Section 2, of the
Constitution.

Decislon. The plaintiff's motion for a preliminary
injunction was denied. The agreement to return
the coronation regalia was found to be not a treaty
requiring ratification by the Senate, but a valid
executive agreament based on the president's inher-
ent power.

Case Questions

L Why did the president use a sole executive agree-
ment resolving this issue with Hungary instead of
ralying on the treaty power?

2. Was the president's action reguired to be autho-
rized by the Congraas?

3. What kinds of agreements are usually resarved
far treaties, and what kinds are handled through
executive agreements?
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The Treaty Power

In Chapter 2 we discuss the legal status of self-executing
and nonself-executing treaties under international and
national law. The term treaty power refers to the author-
ity of the United 5tates to enter treaties pursuant to
Article 11 of the Constitution. ULS. treaties are negotiated
by the executive branch with the “advice and consent”
of the Senate and approved by a two-thirds vote of the
Senate. The House does not vote on treaties. Treaties are
binding on both the federal and state governments with
the same force as an act of Congress. This is known as the
equal dignity rule; both statutes and treaties are of equal
importance. In the event of a conflict between a treaty
and statute, the last in time prevails. A treaty will override
an inconsistent prior act of Congress. Similarly, an act of
Congress can override an inconsistent prior treaty, pro-
vided that Congress had expressed its intention to do so.
Treaties of the United States can be found in the US. State
Department document, Treaties in Force. For a discussion
of treaties under international law, and an explanation of
the different types of treaties, see Chapter 2.

Congressional-Executive Agreements. Treaties
are not the only type of international agreement.
Congressional-executive agreements are interna-
tional agreements between the president, representing
the United States, and a foreign country, negotiated
and conduded by the president and voted into law by a
simple majority vote of both the Senate and the House
of Representatives. Congressional-executive agree-
ments serve much the same purpose as treaties, but
they are entered into without resort to the treaty pro-
cess. Their legal nature, however, is different. Unlike
treaties, congressional-executive agreements are not
described in the Constitution. They are a creature of
compromise between the president and Congress.
Congressional-executive agreements date to the
Roosevelt era of the 19305 and 1940s, when the presi-
dent was seeking new and more flexible ways of dealing
with the nation’s economic problems during the Great
Depression and World War IL By the close of World
War 11, the House and Senate had informally agreed
with the president to provide a substitute process for
approving international agreements—one that would
not require a two-thirds vote of approval of the Senate,
as do treaties. Instead, they agreed on a substitute pro-
cess permitting international agreements to be approved
either by statute or by joint resolutions of both houses of

Congress. Statutes and joint resolutions can pass on a
simple majority vote of both houses. Presidents usually

prefer the congressional-executive agreement process
to the treaty process because it is often easier for them
to obtain congressional approval by simple majority
vote of both the House and Senate than it is to obtain
a two-thirds vote of the Senate. Since World War 11,
mast international agreements of the United States have
been executive agreements, not treaties. Congressional-
executive agreements, as a delegated power, clearly meet
the standard for presidential power set out in Justice
Jackson’s concurring opinion in Youngstown Steel.

Presidential Power and U.S. Trade Relations

From the time of Americas frst tariff act in 1790
through the early 1900s, the concern of Congress was
maore with setting tariffs than setting trade policy. Taritf
setting was a unilateral process—rates were not set by
negotiations with foreign governments so much as by
negotiation in the halls of Congress, no doubt under
some political influence. U.5. law gave little author-
ity to the president other than to collect the tariffs on
imported goods according to the rates set by Congress.
Congress saw tariffs as a way to collect revenue and pro-
tect American industry and workers. Shortly after World
War I, partially as a result of isolationist sentiments
at home, the United States began to increase tariffs on
imported goods. Under the Smoot-Hawley Tariff Act
of 1930, signed into law by President Herbert Hoover,
the U.5. Congress imposed the highest tariff levels in
the nation’s history. The levels were so high that other
nations raised their tariffs in retaliation. Some tarff rates
reached nearly 100 percent of the cost of the goods. It
was disastrous. Economic activity declined precipitously.
When the United States slowed imports of foreign goods,
bauyers in those countries no longer had the US. dollars
to purchase US. goods. Foreign nations retaliated and
imposed burdensome tariffs on their imports. It became
a worldwide problem, and it is generally accepted today
that it exacerbated the Great Depression of the 1930s.
The Tariff Act of 1930 has been amended many times
over the years and is still the basic tariff law of the United
States. We will study its impact on imports and its rele-
vance to ULS. importers in Chapter 12.

While President Franklin Roosevelt recognized the
immediate need to reduce tariffs, he simply did not
have the legal authority to take any significant action
without congressional approval, and the treaty process
was too cumbersome. Roosevelt therefore worked with
Congress to pass the Reciprocal Trade Agreements Act of
1934, which provided the president with the anthority
necded to lower tariffs.
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The Reciprocal Trade Agreements
Actof 1934

The Reciprocal Trade Agreements Act of 1934 created
a partnership between the executive and congressio-
nal branches of government in setting tariff and trade
policy. It not only provided the president with a mech-
anism for lowering “the Smoot-Hawley tariff rates™ but
for encouraging other countries to lower their rates on
our products in return. This act granted the president
far more flexible powers to adjust tariffs than under
any prior legislation. The president was granted the
authority to negotiate tariff reductions on a product-
by-product basis with other countries on the basis of
reciprocal trade. The United 5States would reduce a
tariff on a foreign product if the foreign country would
reciprocate by lowering its tariffs. An agreement to
reduce a tariff to a specified level is known as a tariff
concession. If the United States lowers an existing tariff
on an imported product from France, for example, then
France must make similar concessions on the same or

other products coming from the United States.

Unconditional Most-Favored-Nation Trade. The
1934 Reciprocal Trade Agreements Act also introduced
the concept of "unconditional” most-favored-nation or
MFN trade. MFM trade can be conditional or uncondi-
tional. Conditional MFN trade means that any trading
advantage (such as a reduced tariff rate) applied to an
item imported into a country will also be applied to the
same or like items coming from any other country that
has MFN status with the importing country, provided
that country reciprocafes and lowers its tariff rafes in an
equivalent amount inm refurn. As far back as 1778, the

Star-Kist Foods, Inc. v. United States

United States relied on conditional MFN trade. The con-
cept of unconditional MFN trade, however, came into
LS. law in 1934 In unconditional MFN trade, any new
lower tariff that applies to an item imported from one
MFN trading partner automatically applies to the same
or like items imported from all other nations that are in
MFN status with the importing country, without any con-
cession being required from those nations in return. Thus,
if the United States negotiates a lower tariff rate on raw
shrimp coming from one MFEN trading nation, then that
rate automatically applies to raw shoimp coming from all
other MFN trading nations without them having to do
anything in return. Unconditional MFN trade is one of
the foundations of the modern trading system today.

One country grants MFN legal status to another by
international treaty or congressional-executive agree-
ment, and the executive branch negotiates MFN tarift
rates. While the logic of unconditional MFIN trade may
not be clear, it makes economic and political sense. It
helps to lower global tariff rates much faster than would
otherwise occur, and it is fairer. it allows for equal treat-
ment, without discrimination, of all countries designated
as MFN partners. In the United States, unconditional
MFN trade has been renamed by Congress as normal
trade relations. Countries with whom the United States
has normal trade relations receive a favorable, negotiated
rate well below the original 1930 Smoot-Hawley rate.

In the following case, Star-Kist Foods, Inc. v. United
States, the constitutionality of the tariff-setting process
of the Reciprocal Trade Agreements was upheld against a
charge that it was an unconstitutional delegation of power
by Congress to the president. In doing so, the court upheld
the foundations of ULS. customs and tariff laws in use today.

BACKGROUND AND FACTS

Star-Kist Foods, 8 L5, producer of canned tuna, insti-
tuted & lawsuit to protest the sssessment of duties
made by the collector of customs on imported canned
tuna. Duty was assessed on the canned tune st the rate
of 125 percent pursuant to a trade agresment with lee-
land. Prior to the agreament, the tariff rate had been
set by Congress in the TanffAct of 1930 at 26 percent
ad valoram. The trade agreement with Iceland, which
resulted in lowering the rate of duty, was executed pur
suant to the Reciprocal Trade Agreemenis Aot of 1834

That act suthorized the president to enter into foreign
trade agreements for the purpose of expanding for
edgn markets for the products of the United States by
affording comesponding mearket opportunities for for
gign products in the United States. To implement an
agreement, the president was then authorized to raise
or lower any duty previously set by Congress, but not
by more than 50 percent. StarKist brought this action,
contending that the delegation of authority under
the 1934 zct and the agreement with lceland were
unconstitutional.

COrTimaeS
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JUDGE MARTIN

A constitutional delegation of powers requires that
Congress enunciate a palicy or objective or give rea-
sons for seaking the sid of the President. In additicn the
act muat apecify when the powers conferred may be
utilized by establishing & standard or "intelligible prin-
ciple” which iz sufficient to make it clear when action is
proper. And because Congress cannot abdicate its leg-
islative functlon and confer carte blanche authority on
the President, it must circumscribe that power in some
manmner. This means that Congress must tell the Pres-
ident what he can do by prescribing a standard which
confines his discretion and which will guarantee that
any authorized action he takes will tend to promaote
rather than flout the legislative purpose. it is not neces-
sary that the guides be precise or mathematical formu-
lae to be satisfectory in a constitutional sense.

In the act before us the congressional policy is
pronounced very clearly. The stated objectives are to
axpand foreign markets for the products of the United
States by regulating the sedmiszsion of foreign goods
into the United States in sccordance with the charac-
terigtica and neads of various branches of American
production so that foreign markets will be made avail-
able to those branches of American production which
require and are capable of developing such outlets by
affording corresponding market opportunities for for
eign products in the United States. . . "

Pursuant to the 1934 act the presidential power
can be invoked “whenever he [the President] finds as
& fact that any existing duties or other import restric-
tions of the United Stetes or any foreign country are
unduly burdening or restricting the forelgn trade of the
United States and that the [purpose of the act] will be
promated”™ . . .

Survey of Changes in US. Trade
Policy since 1962

The year 1962 marked a change in the development of
UA. trade legislation and policy. In that year, Congress
moved the responsibility for trade negotiations from
the State Department to the newly created Office of
the Special Trade Representative. In the Trade Expan-
sion Act of 1962, Congress authorized the negotiation
of across-the-board tariff reductions through multi-
lateral trade negotiations instead of using the tedious

product-by-product system set up in 1934, This allowed

for an even faster reduction of tariffs worldwide. By
the mid-1970s, tariff rates had been redoced signifi-
cantly, and it was the nontariff barriers that were seen
as interfering with the worldwide free flow of goods and

Under the provisions of the 1934 aet the Presidant
by proclamation can modify existing duties and other
import restrictions but not by more than B0 percent of

the specified duties nor can he plece aricles upon or
take them off the free list. Furthermaore, ke must scoom:-

plish the purposes of the act through the medium of
foreign trade sgreements with other countries. How-
ever, he can suspend the operation of sudch agreemenis
if he discovers discriminatory treatment of American
commerce, and he can terminate, in whole or in par,
any proclamation at any time . ..

In view of the Supreme Court’s recognition of the
neceassity of flaxibility in the laws affecting foreign rels-
tions . . . we are of the opinion that the 1934 act does
not grant an unconstitutional delegation of suthority to
the President.

Decialon. The cowrt held for the United States. The
congressional delegation of authority under the 1934
statute was constitutionsl because Congress had pro-
vided the president with a sufficiently discernible
standard to gulde any decisions in carmying out the pur
poses of the act.

Case Questions

1. What was the constitutional suthority for the
agresment with lealand?

2. What was the policy objective of Congress in
enacting the Reciprocal Trade Agreements Act
noted by the court? How was the president to
implement this policy?

3. Why was the congressional delegation of author
ity conatitutional?

services. Recall that a nontariff barrier is any barrier
to trade, other than a tariff, that has the effect of pro-
hibiting or discouraging imports. Examples are quotas
on imported products, special licenses for importing,
and hidden or bureaucratic “red tape” in the customs
or import process. Also during the 1970s, Congress
clevated the Special Trade Representative’s position
to a cabinet-level rank in the President’s administra-
tion, renaming it the United States Trade Representative
(USTR), and giving it enhanced authority for developing
L5, trade policy. Congress also gave additional author-
ity to the U5, Trade Representative and to the president
that went beyond negotiating tariff reductions. For
example, it permitted them to impose trade sanctions,
such as temporary punitive tariffs against foreign gov-
ernments that erect unfair or discriminatory nontariff
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barriers to the entry of LS. goods and services, and to
retaliate against foreign governments that have failed to
protect ULS. intellectual property rights.

Also in the 19705, the trade concerns of developing
countries were taken more seriously—concerns that are
of importance today in all global trade negotiations. For
example, during this period, the United States initiated
a program giving trade preferences to goods imported
from developing countries. A trade preference is a law
that grants favorable trade and tariff treatment to prod-
ucts coming from developing countries, and is intended
to aid in their economic development. Various U.S.
programs dating to the mid-1970s grant trade prefer-
ences and lowered rates of duty on goods from Africa,
the Caribbean, and developing countries throughout
the world. Most developed countries have similar pro-
grams. Trade preference rates of duty are generally
lower than even the MFN rate.

By the 19805 and 1990s, the focus of U.S. trade
objectives changed, geographically and in scope. There
were several new areas of concern: (1) removing barri-
ers to trade in high technology industries, (2) remov-
ing barriers to trade in services, (3) incorporating the
protection of intellectual property and investment
concerns into trade laws, (4) negotiating free trade
arcas, and perhaps most importantly, (5) a commitment
to formalize multilateral trade negotiations and dispute
settlement procedures in one permanent international
organization. The Ommbus Trade and Competitiveness
Act of 1968 extended the president’s authority to negoti-
ate trade agreements, which led to the North American
Free Trade Agreement (1994), the Central American Free
Trade Agreement (2004), and the Agreement Establish-
ing World Trade Organization (1994). In addition, the
president and Congress have also passed a number of
trade agreements dealing with specific issues, or atfect-
ing LS. trade with specific world regions. This led to
the eventual passage of the Caribbean Basin Economric
Recovery Act of 1983, the Andean Trade Program and
Drug Eradication Act of 2002, and the African Growth
arnd Opportunity Act of 2000, as well as other important
trade laws.

Trade Agreements and Trade

Promotion Authority

A trade agreement is an international agreement between
nations on matters related to trade and tariffs. In adds-
tion to reducing tariffs or other barriers to trade in goods

or services, trade agreements can achieve far broader

objectives. For example, some agreements manage or
control trade in endangered wildlife, forestry products, or
antiquities, while others might also address “side-issues;”
such as the protection of intellectual property, the rights of
workers in developing countries, the rights of investors, or
cross-border transportation. Some trade agreements have
a mechanism for resolving disputes between countries
over trade issues. Trade agreements can be either bilat-
eral or multilateral. Many trade agreements are completed
between neighboring countries or those with regional
concerns. Americas first trade agreement was a bilateral
agreement with France in 1778,

Free Trade Agreements. A free trade agreement or
FTA usually refers to a trade agreement with broader
coverage that establishes a “free trade area™ in which
special tariff and customs provisions govern the flow
of trade between the participating countries. Goods
moving between these countries usually have few or no
tariffs and few restrictions. These spedial trade arrange-
ments provide even “more favorable” tariff and customs

treatment for imports and exports than does "most
favored” nation status alone. Special treatment of trade

in services is often incduded.

Although trade agreements can be concluded by
treaty, the United States usually uses the congressio-
nal-executive process instead, as discussed earlier. Of
course, there is always the risk that a politicized Con-
gress might later reject any agreement that the execu-
tive branch and a foreign country reach. Imagine the
executive branch taking years to negotiate trade agree-
ments with dozens of countries, covering thousands
of products affecting hundreds of industries, only to
have a senator or representative vote against it becanse
it would reduce import duties on foreign products that
compete with those made by his or her spedial interests
back home. A potential rejection by Congress or delay
of many years might also make a foreign nation less
willing to enter trade negotiations.

Trade Promotion Authority. To avoid this, the Trade
Reform Act of 1974 set up a "fast-track™ process for
approving trade agreements, today known as the presi-
dent’s trade promotion anthority. The statute gives the
president (through the ULS. Trade Representative) lim-
ited and temporary authority to negotiate trade agree-
ments pursuant to the objectives set out by Congress.
Dwring trade negotiations, the president must consult
with Congress and notify it of proposed changes to
LS. trade laws that might be need to implement the
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agreement. Congress can then comment on the negoti-
ations before there is a final agreement and while there
is still time for the president to modify it. At the conclu-
sion of negotiations, both houses of Congress must vote
on a bill submitted by the president. The agreement
must pass a simple majority vote in its entirety without
amendment—an “up or down” vote only. This process
helps shepherd negotiations and ensure the passage of
trade agreements into US. law because it eliminates the
possibility of Congress trying to rewrite agreements
under pressure from special interests. Trade promotion
authority has been used successfully to negotiate many
trade agreements since the end of World War I1. Most
notably, trade promotion authority was used to when
the United States entered the World Trade Organization
and the North American Free Trade Agreement.

Current U5, Free Trade Commitments. As a result
of the process started decades earlier, as of 2017 the
United 5tates had bilateral or regional free trade agree-
ments with Australia, Bahrain, Canada, Chile, Colom-
bia, Costa Rica, Dominican Republic, El Salvador,
Guatemala, Honduras, Israel, Jordan, Korea, Mexico,
Morocco, Nicaragua, Oman, Panama, Peru, and Singa-
pore. Many of these free trade areas, and their relevance
to ULS. companies, will be discussed later in this book.

Trade promotion authority was renewed by Congress
in the Trade Preferences Extension Act of 2015 and was
used by President Obama in negotiating the Trans-
Pacific Partnership Agreement (known as “the TPP"). a
free trade agreement between the United States and 12
Asian and Pacific countries, excdluding China. However,
during the 2016 election, the TPP lost popular support,
and within a few weeks of his inauguration, President
Trump withdrew the United 5tates from the agreement.
In departing from the multilateral trading system that
the United States has supported since the 1940s, he
issued a presidential memorandum ordering the USTR
to “permanently withdraw the United 5tates from TPP
negotiations, and to begin pursuing, wherever possible,
bilateral trade negotiations”™ The TPP remains in effect,
but without the United States, The debate over the TPP
is addressed in a later chapter.

Enhanced and Emergency
Powers of the President

Today, the president is authorized not just to reduce
duties on products but also to take a wide range of
executive actions to deal with the complexities of the

modern business world. This authority is in keeping
with the modern notion that the president needs
increased flexibility in handling matters related to inter-
national trade and foreign affairs. For example, the pres-
ident has authority to negotiate special trade relations
with developing countries; negotiate rules for dealing
with agricultural trade problems; coordinate interna-
tional monetary policies; negotiate better mechanisms
for protecting copyrights, patents, and trademarks in
foreign countries; negotiate a reduction of barriers to
trade in high technology: and ensure equal access to
foreign high technology by US. firms.

When a country enters into a free trade agreement,
there are often both "winners and losers.” While a
LL5. trade agreement may benefit America’s exporting
firms, and may benefit America’s importers and con-
sumers through lower prices. there may very well be
some LS. industries that are adversely affected—the
LS. companies and workers who produce goods
competition with the now cheaper imports. To deal
with this complicated and politically charged problem,
Congress has by statute granted the president additional
powers to protect US. firms from increases in imports
of foreign-made goods that harm ULS. companies and
workers. These “trade remedies” usually take the form
of temporary tariffs or emergency measures to help
disaffected U.5. industries and workers adjust to the
increased imports resulting from freer trade. This is
covered in depth in Chapter 11.

Congress also grants the president emergency pow-
ers for responding to international emergencies. Interna-
tional emergencies are generally unexpected international
events that threaten American national security. The
International Emergency Economic Powers Act enables the
president to block financial transactions or restrict the
flow of trade with foreign countries, or seize the assets of
governments, individuals, or organizations responsible.
These issues are discussed in Chapter 13,

FEDERAL-STATE RELATIONS

Thus far owr discussion focuses on the relation between
the executive and legislative branches of the federal gov-
ernment. But the notion of “federalism” also implies
that the United States has two levels of government—
state and federal. The Constitution has several provi-
sions that touch on the relations between the state and
federal governments and that determine a state’s author-
ity to regulate international (as well as interstate) trade.
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The Supremacy Clause

When a law or regulation of the federal government
directly conflicts with those of the state (or local) gov-
ernment, the federal law will generally prevail when
Congress expresses the intention that the federal law
shall prevail or when that intention may be inferred
from the legislation or from the circumstances. This is
known as federal preemption. Where Congress enacts
a comprehensive scheme of legislation, such as statutes
and federal regulations governing commercial aviation,
the federal rule will prevail over an inconsistent state
rule. The inconsistent state law is void to the extent it
conflicts with the federal scheme.

In the following case, Arizona v Unifed States, the
UL5. Supreme Court considered an attempt by the
State of Arizona to deal with illegal immigration there.
Arizona, like other border states, does indeed have
many problems stemming from illegal immigration.
The Court was aware of the “epidemic of crime, safety
risks, serious property damage and environmental
problems associated with the influx of illegal migration™
from Mexico. It also noted that hundreds of thousands
of deportable aliens are apprehended in Arizona each
year. However, the issue confronting the Court was not
what Arizona should do about the immigration prob-
lem, but about what the Constitution permitted it to do
considering the limits of federal preemption.

Arizona v. United States

BACKGROUND AND FACTS

Dwring & time of political controveray in the United
States over immigration polley and enforcement, the
State of Arizona enacted a statute to deal with the large
numibar of unlawful aliens in the state. Section 3 made
it 8 misdemeanor under Arizona lew for any person
to violate federal alien-registration laws. Section 5ic)
made it a misdemeanor for an vneuthorized alien to
seek or engage in work in the state. Section & autho-
rized stgte and local officers to armest without & warrant
any person they believed could lawfully be removed
from the United Stetes. Section 2(8) required state and
hocal officials to contact federsl officials for the purpose
of verifying the immigration status of amy person whao
had besen lawfully stopped or detained. The Unitad
States brought this sction against Arizona challenging
the constitutionality of the stetute. A federal district
court enjoined enforceament of the statute, and Arizena
appealed. The Supreme Court granted certiorari.

JUSTICE KENNEDY DELIVERED THE
OPINION OF THE COURT

The Government of the United States has broad,
undoubted power over the subject of immigration
and the status of allens. See Toll v Moreno, 458 ULS.
1, 10, 102 5. Cr. 2877 {1882} [citetions omitted]. This
authority rests, in part, on the Mational Government's
constitutional power to “establish an uniform Rule of
Maturalization” LLS. Const, Art. |, 88, cl. 4, and its inher
ent power &5 soveraign to control and conduwct relations
with foreign nations.

The federal power to determine immigration pol-
icy is weell settled. Immigration policy can sffect trade,
imvestment, tourism, and diplomatic relations for the

L e

wrns il e ; o cE g
- 5 mwmmwm

——

L

entire Maticn, as well as the perceptions end expects-
tions of allens in this country who seek the full protec-
ticn of its laws. Perceived mistreatment of aliens in the
United States may lead to harmful reciprocal treatmeant
of American citizens abroad.

itis fundamental that foreign countries concamed
about the status, sefety, and security of their nationals
in the United States must be able to confer and commu-
nicate on this subject with one national soverelign, mot
the 60 separate States. This Court has reaffirmed that
“lolne of the most importent and delicate of all interns-
tional relationshipa . . . hes to do with the protection of
the just rights of & country's own nationals when those
nationals are in ancther country” Hines v Davidowitz,
32 U562, 64, 61 S5.Cr. 398 {1841).

Federal governance of immigration and alien sta-
tus is extensive and complex. Congresa has specified
categories of aliens who may not be admitted to the
United States. Unlawful entry and unkawful reentry into
the country are federal offenses. Once here, aliens are
required to register with the Federal Government and
to cammy proof of stetus on their person. Failure to do so
is & fedaral misdermeanor. Federal law also suthorizes
States to deny noncitizens a range of public benefits;
and it imposes sanclions on employers who hire unau-
thorized workers.

Congress has specified which aliens may be
removed from the United States and the procedures
for doing so. Aliens may be remowved if they were
inadmiszsible at the time of entry, have been convicted
of certain crimes, or meet other criteria set by federal
lawe. Remowval is a civil, ot criminal, matier. A principal
feature of the remowval system ia the broad discretion
exercised by immigration officials. Federal officials, as

cofntimues
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continuad

an initial matter, must decide whether it makes sanae
to pursue removal at all. If removal proceedings com-
mence, aliens may seek agylum and other discretionary
relief allowing them to remain in the country or at least
to leave without formal remeoval.

Diiscretion in the enforcement of immigration law
embraces immediate human concerns. * * * Some dis-
cretionary decisions involve policy cholces that bear on
thia Mation's international relations. Returning an alien
to his own country may be desmed inappropriate even
where he has committed a removable offense or fails
to meet the critera for admission. The foreign state
may be rired in civil war, complicit in political perse-
cution, or enduring conditions that create a real risk
that the alien of his family will be harmed wpon retum.
The dynamic nature of relations with other countries
requires the Executive Branch to ensure that enforce-
ment policies are consistent with this Mation's foreign
poficy with respect to these and other realities. * * *

Federalism, central to the constitutional design,
adopts the principle that both the Mational and State
Governments have elements of sovereignty the other
is ound 1o respect. From the existence of two sover
eigns follows the possibility that laws can be in conflict
or at cross-purposes, The Supremecy Clause provides a
clear rule that fedaral law “shall be the suprems Law
of the Land; and the Judges in every State shall be
bound thereby, any Thing in the Constitution or Lews
of any State to the Contrary notwithstanding” Art. VI,
cl. 2. Under this principls, Congresa has the power to
preermpt state law. See Crosby o Mational Forsign Trads
Council, 530 ULS. 363, 372, 120 5.Ct. 2288 (2000); Gib-
bong v Ogden, SWheat 1, 210-211 [1824).

State law must also give way to federal law in at
l=ast twio other circumstances. First, the States are pra-
cluded from regulating conduct in a field that Congress,
acting within its proper authority, has determined must
be regulated by its exclusive govemance. ® * * Second,
state lews are preempied when they conflict with fed-
eral lew. * * ®

The four challenged provisions of the state law
each must be examined under these preemption
principles.

Section 3 of the Arizona Stafute Section 3 creates a
new state misdemeaanor. 1t forbida the “wiltful faillure to
complete or camy an alien registration docurment _ . . in
violation of [federal law]. * * *

Federal law makes a single soversign responsible
for maintaining & comprehensive and unified system
to keep track of aliens within the Mation's borders. If
53 of the Arizona statute were valid, every State could
give itself independent authority to prosecute federal
registration vialations, “diminish[ing] the [Federal Gow-
ernment]s controd over enforcement” and “detraect]ing]
from the ‘integrated scheme of regulation’ creatad by
Congress” Wisconsin Dept. of industry v. Gouwld Inc.,

Cogmmipl IS Cangads Lesmdang. S0 Rghs Rosarydn Way ned e

476 U5, 282, 288289, 106 5.Ct. 1067 [1986). Even if
a State may make wvielation of federal law a crime in
some instances, it cannot do so in & field (like the field
of alien registration) that has been occupied by federal
!Bw. &

Section 5(C) Unlike &3, which replicates federal
statutory requiraments, $5(c] enacts a state criminal
prohibition where no federal counterpart exista. The
provision makes it a state misdemeanor for “an unau-
thorized alien to knowingly apply for work, solicit work
im a public place or perform work as an employes or
independent contractor” in Arizona. The United States
contends that the provision upsets the balance struck
by the Immigration Reform and Conirol Act of 1988
(IRCA] and must be preampted a8 an obstachs to the
federal plan of regulation and control. * * * Congress
enacted IRCA as a comprehensive framework for
“combating the employment of illegal aliens” Hoffrman
Plastic Compeounds, inc. v NLREB, 535 U5, 137 147 122
S.CE 1275 (2002 ). The law makes it llegal for employers
to krowingly hire, recruit, refer, or continue to employ
unauthorized workers. It also requires every employer
to verify the employment authorization status of pro-
spective employess. These requirements are enforced
through criminal penalties and an escalating series of
civil penalties tied to the number of times an employer
has violated the provisiona. ® & #

The legislative background of IRCA underscores
the fact that Congress made a delibarate choice not
to impose criminal penalties on aliens who seek, or
engage in, unsuthorized amploymeant. * * * In the end,
IRCA's framework reflects a considered judgment that
making criminats out of aliens engaged In unautho-
rized work—aliens who already face the possibility
of employer exploitation because of their removable
status—would be inconsistent with federal policy and
objectives. * * *

Although $5{clattempis to achieve one of the
same goals as federal law—the determrence of unlawful
employment—it involves a conflict in the method of
enforcement. * = ®

Laction & [Section & allows a state officer to arrest
without a warrant anyone that they balieve is remow-
ahle from the United States for a violation of the law.]
The United States srgues that arrests authorized by this
statute would be an obstacle to the removal system
Congress created.

As a general rule, it is not a crime for & removable
alien to remain present in the United States. Ses INS
v Lopez-Mendoza, 468 ULS. 1032, 1038, 104 5.Ct. 3478
{1834, If the police stop someone based on nothing
more than possible removability, the usuel predicate
for an arrest is absent. When an alien is suspected of
being removable, & federal official issues an adminis-
trative document called a Motice to Appear. The form
does not authorize an amest. Instesd, it gives the alien

confinues
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infarmation aboaut the procesdings, including the timea
and date of the removal hearing. If an alien fails 1o
eppear, an in absentiz order may direct removal. * = =

Section 6 attempis to provide state officers even
greater authority to arrest aliens on the basis of pos-
sible removability than Congress has given to trained
federal immigration officers. * * * This would allow the
State to achieve its own immigration policy. The result
could be unnecessary haressment of some aliens {for
instance, 8 veteran, college student, or someone assist-
img with & criminal investigation] whom federal officials
detarmine should not be remowved_ * * *

By authorizing state officers to decide whether an
glien should be detained for being removable, §6 violates
the principle that the rernoval process is entrusted to tha
discretion of the Federal Government. ® * ¢

Section 28] [Section 2{B) requires state officers
contact the federal government to determine the immi-
gration status of any person they detain or arrest on
some other legitimate grounds if they have a "reason-
able suspicion that the person k5 an aliean unlawiully
present in the United States”] Congress has done noth-
ing to suggest it is inepproapriate to communicate with
[federal officlals] in these situations, however. Indesd,
it has encouraged the sharing of information about
possible immigration viclations. See & U.S.C. $§1367(q]
[10j{A). A federal statute regulating the public bensfits
provided to qualified aliens in fact instructs that “no
State or local government entity may be prohiblited, or
im any way restricted, from sending to or recalving from
[federal officiala] Information regarding the immigra-
tion status, lawful or unlawful, of an alien in the United

Federal Preemption of Trade Policy. The doctrine of
federal preemption has also been applied to attempts by
state governments to regulate imports of foreign goods
into the state or to conduct their own trade relations
with foreign countries. In 1996, the Commonwealth
of Massachusetts passed a law prohibiting all com-
monwealth and municipal government agencies from
buying goods or services from any person or firm that
did business in Burma. Congress took a different strat-
egy with a federal statute to ban all economic aid to the
Burmese government except for humanitarian assis-
tance, deny ULS. entry visas to Burmese citizens, and
authorize the president to prohibit “new investment™ in
Burma if the Burmese government continued its violent
suppression of democracy. The powers delegated to the
president were specific and directed him to work with
other Asian countries to promote democracy in Burma
through diplomatic means.

States” §1644. The federal achame thus leavas room
for & policy requiring state officials to contact [federal
offictals] a5 a routine matter.

The Mational Government has significant power 1o
regulate iImmigration. With power comes responsibility,
and the sound exercise of national power over immi-
gration depends on the Mation’s meeting its respon-
sibility to base its laws on & political will informed by
searching, thoughtful, rational civic discourse. Arizona
may have understandable frustrations with the prob-
lemis causad by illegal immigration while that process
continues, but the State may not pursue policies that
undermine federal law. * =

Declsion.  Affirmed in par and reversed in par. Those
sections of the Arizona statute [Sections 3, Sic), end
6] are preempied by federal law and invalid. Section
2(B) which encourages conaultation between state and
fadaral officials does not conflict with federal immigra-
ticn kaw and is valid.

Case Questions

1. Where does the federal government derive it=
authority to regulate immigration?

2. What policy arguments does the court give
for the federal government’s regulation of
imrmmigration?

3 On wihat grounds did the Cowrt strike down three
parts of the Arizona statute?

4. Why did the court uphold the fourth part of the
Arizona statute (2B)7

In Crosby v. National Foreign Trade Coundl, 530 US.
363 (2000), the US. Supreme Court struck down the
Massachusetts law on the basis of federal preemption.
The Court noted the difference between the federal and
state sanctions. The Massachusetts sanctions were imme-
diate and direct in prohibiting business in Burma. The
federal sanctions were more flexible, gradually allowing
the president to increase pressure on Burma as needed
and to do so through both specific legal and diplomatic
means. The court reasoned, "If the Massachusetts law is
enforceable the president has less to offer and less eco-
nomic and diplomatic leverage as a consequence” Thus,
the state law undermined the intended purpose and
“natural effect” of the federal act. In deciding that federal
law preempied the state statute, the Couort repeated that
the federal government must “speak with one voice” in
foreign policy matters and that Congress had left Little or
no role for states or municipalities.
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Taxing Imports and Exporis
in the United States

Although the authority to tax imports rests solely with
the federal government (" The Congress shall have
Power To lay and collect Taxes, Duties, Imposts and
Excises . . . but all Duties, Imposts and Excises shall be
uniform throughout the United States”™ Art. 1 88 CL1),
Congress may not tax the export of goods or services
("No Tax or Duty shall be laid on Articles exported
from any State. .. 7 Article [ 9 Clause 5). However, the
federal courts have made a distinction between a tax on
exports and “wser fees” charged to exporters. They have
upheld user fees if the fee is not based on the value of
the goods exported, but on the cost of government ser-
vices rendered, such as fees tied to the actual use of a
port or harbor facility.

The Constitution also prohibits the states from tax-
ing both imports or exports. ("No State shall, without
the Consent of the Congress, lay any Imposts or Duties
on Imports or Exports, except what may be absolutely
necessary for executing its inspection Laws. . . " Article |
%10 Clause 2). This is often called the Import-Export
Clause. Historically, there were several reasons for this:
First, the founding fathers understood that a nation’s
“trade policy” is often used as a tool of "foreign pol-
icy, and that both had to be controlled by the federal
government. Second, federal control over imports had
to be uniformly applied throughout the country. Third,
import duties provided an important source of revenue
for the federal government, as there was no income tax
in the United States at the time. And fourth, interstate
disputes were avoided by prohibiting seaboard states
from taxing goods that were merely "in transit” to

inland states.

Court-Imposed Limitations on State Taxation of
Imports. A state’s authority to tax imports has been
limited by the courts to collecting fees for inspecting
imports necessary 1o protect public health and safety.
In Michelin Tire Corp. v. Wages, 423 U5, 276 (1976},
the U.5. Supreme Court addressed the issue of the
state’s power to tax imports. Michelin Tire Corporation
imported tires manufactured in France and Nova Sco-
tia, Canada, by Michelin Tires, Ltd. The company main-
tained a distribution warchouse in Georgia. The state
assessed an ad valorem property tax against the tires that
were held in inventory. The tax was nondiscriminatory
in nature in that the same tax was imposed on all prop-
erty similarly being held for resale in Georgia—that of

both domestic and foreign origin. The petitioner filed
suit to have the collection of the tax enjoined as uncon-
stitutional under the Constitution. The Supreme Court
ruled that the tax was permitted because the tax was
imposed on all produocts for the purpose of supporting
the cost of public services, the tax was nondiscrimina-
tory, and it did not interfere with the federal govern-
ments regulation of international commerce.

In 1978, the Sopreme Court considered the
constitutionality of a Washington state tax on steve-
doring (the process of loading and unloading carge
on ships). Relying on the Michelin decision, the Court
in Department of Revenue of the State of Washington v
Association of Washington Stevedoring Cos., 435 ULS.
734 (1978) held that,

the tax does not restrain the ability of the federal government 1o
conduct fareign policy. As a general business tax that applies 1o
wirtually all businesses in the state, it has nol created any pe-
cial tariff, The assessments in this case are only upon that busi-
ness conductad entirely within Washington. Mo forgign busingss
or vessal i taxed . The tax merely compensatas the state for
sarvicas and protection extendad by Washington 1o the steve-
doaing butiness.

In refusing to strike down the tax, the Court
concluded that to do otherwise would burden the state
of Washington and its citizens with the cost of public
services needed to safely operate the port system as
goods were moved inland. The tax had the effect of
transferring the cost of services to inland consumers

and others who actually benefited from the port.

The Commerce Clanse

As discussed earlier in the chapter, the broadest power
of the federal government to regulate business activity
is derived from Article [, Section 8§ of the Constitution.
The Commerce Clause vests the federal govern-
ment with exclusive control over foreign commerce.
Conversely, in the negative implication doctrine, state
governments may not enact laws that impose a sub-
stantial burden on foreign commerce. Where there is
an existing federal law governing some aspect of foreign
commerce, a conflicting state statute may be invalid

{preempted) under the Supremacy Clanse.

The Commerce Clause and Multiple Taxation. A
state’s authority to tax a business engaged in foreign
commeerce 15 also determined by whether or not the tax
imposed results in multiple taxation. Multiple taxation
occurs when the same service or property is subjected
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to the same or a similar tax by the governmental
authorities of more than one nation. The following case,
Japan Line, Ltd v. County of Los Angeles, discusses the
problems of multiple taxation. The purpose of restrict-
ing multiple taxation is to strengthen the government's
ability to foster domestic participation in the interna-
tional marketplace. By not prejudicing foreign compa-
nies operating in the United 5States, this country does
not risk retaliation by foreign governments against U5
firms operating abroad.

The issue of multiple taxation was considered in
Barclays Bank PLC v. Franchise Tax Board of California,
512 US. 298 (1994). The Court upheld the constitu-
tionality of California’s "unitary” method of assessing
income tax on companies in California that are subsid-
iaries of foreign multinational corporations.

Barclays Bank of California (Barcal), a California
banking institution, was a subsidiary of the Barclays
Group, a multinational banking enterprise based in the
United Kingdom. The Barclays Group included more
than 220 corporations doing business in 60 nations. In
1977, Barcal reported taxable income only from its own
operations within California. California claimed that
Barcal was a part of a multinational unitary business

(an atfiliated or related group of companies under
commaon control) and that the entire worldwide income
of the unitary business (the income of all of the subsid-
iaries within the Barclays Group operating anywhere
in the world} was taxable in California. Under the uni-
tary method, taxes were assessed on the percentage of
worldwide income equal to the average of the propor-
tions of worldwide payroll, property, and sales located
in California. Thus, if a multinational corporation had
8 percent of its payroll, 3 percent of its inventory and
other property, and 4 percent of its sales in California,
the state imposed its tax on 5 percent of the multina-
tional’s total income. (The weight given to each category
can vary under different formulas.) California used the
unitary method because it believed that under tradi-
tional methods of tax accounting, conglomerates had
the ability to manipulate transactions between affiliated
companies so as to shift income to low-tax jurisdictions
(although to gonard against such manipulation, trans-
actions between affiliated corporations are generally
scrutinized to ensure that they are reported on an “armis
length” basis). Barclays claimed that California’s tax
resulted in multiple taxation, in violation of the Com-
merce Clause.

BACKGROUND AND FACTS

The state of California imposed an ad valorem propeny
tax on cargo containers owned by Japanese companies
and temporarily located in California ports. The con-
tainers were used exclusively for transporting goods in
invernational commerce. They were based, registered,
and subjected to property taxes in Japan. The contain-
ers gpant, on average, only three weeks a year in Cal-
ifornia. Japan Lines contended that the tax was invalid
because it subjected the containers to multiple taxation
in Jepan and the United States. The California Suprame
Court upheld the statute and the ship owners appealed.

JUSTICE BLACKMUN
This case presants the guestion whether & state, con-
sisgtently with the Commerce Clause of the Constitution,
may impose & nondiscriminatory. ad valoram property
tax on foreign-cwned instrumentalities (cargo contain-
ars) of international commernce . ..

In arder to prevent multiple taxation of commence,
this Court has reguired that taxes be apportioned
among taxing jurisdictions, so that no Instrumentality

of commerce is subjected to more then one tax on its
full walue. The corallary of the appotionment principle,
of course, is that no jurisdiction may tax the instrumen-
tality im full. "The rule which permits texation by two or
more states an an apportionmeant basis precludes tax-
ation of all of the propery by the state of the domicile
- - (therwize thers would be multiple taxation of intes
state operations” The basis for this Court's approval of
apportioned property texation, in othar words, has been
its ability to enforce full apportionment by all potential
taxing bodies.

Yet neithar this Court nor thiz Nation can ensure
full apportionment when one of the texing entities is a
foreign sowereign. i an Instrumentelity of commerce
s domiciled abroad, the country of domicile may hawve
the right, consistently with the custom of nations, to
impoze a tax on its full value. If a state should seek to
tax the same instrumentality on an apportioned basis,
multiple taxation inevitably results. Hence, whersas the
fact of apportionmeant in interstate commence Mesns
that “*multiple burdens® logically cannot oceur, the
same conclusion, s to foreign commerce, logically

COntimues
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continuad

cannot be drawn. Due to the abzence of an authorita-
tive tribunal capable of ensuring that the aggregation
of tewes i3 computed on o more than one full value, &
state tax, even though “fairly apportioned” to reflect an
instrumentality’s presence within the state, may subject
foreign commence “to the risk of a double tax burden io
wehich [domestic] commerce is not exposed, and which
the commerce clause forbids”

Second, & state tax on the instrumentalities of for-
elgn commernce may impair federal uniformity in an ares
where federal uniformity is essential. Foreign commerce
ia preaminently a matter of netional concern. “ln interne-
ticnal relations and with respect to foreign intercourse
and tradae the people of the inited States act through a
single government with unified and adequate national
power” Hoard of Trustees v United States, 288 US. 48
[1833). Although the Conetitution, Art. |, &8, cl. 3, grants
Congress power to regulate commerce “with foreign
Mations" and “"among the several States” in parallel
phrases, there is evidence that the Founders intendead the
scope of the foreign commerce power to be the greater.
Cases of this Court, stressing the need for uniformity in
treating with other nations, echo this distinction. * = *

A state tax on instrurmentalities of foreign com-
merce may frustrate the achievement of federal uni-
formity in several ways. If the State imposes an
apportioned tax, international disputes over reconciling
apportionment formulae may arise. If a2 novel state tax
creates an agymmetny in the international tax structurs,
foreign nations dizsadvantaged by the lewy may retaliate

Citing its previous decisions, the US. Supreme Court
upheld the California tax because seven requirements
were met:

1. The tax applied to an activity with a substantial con-
nection to California

2. The tax was “fairly apportioned.”

3. The tax did not discriminate against interstate
Commerce.

4. The tax was fairly related to the services provided by
the state.

5. The tax did not result in multiple taxation.

6. The tax did not impair the federal government’s
ability to “speak with one voice when regulating
commercial relations with foreign governments”

7. Compliance with the formula was not so impossible
as to deprive the corporation of due process of law:

Even before this case went to court, foreign corpora-
tions doing business in California had objected strongly
to the unitary tax. Foreign governments also objected,
claiming it violated international law:

againat American-ownead instrumentalities presant in
their jurisdictions. Such retaliation of necessity would
be directed at American transpomation equipment in
general, not just that of the taxing state, so that the
Matlon 28 a whole would suffer . _ .

It s stipulated that American-owned contalnars
are not taxed in Japan. California’s tax thus creates an
asymmetry in intemational maritime taxation ocperating
to Japan's disadvantage. The risk of retalistion by Japan,
under these circumsiances, is acute, and such retaliation
of necesaity would be felt by the Mation as a whole . . .

We hold the tax, as applied, unconstitutional undar
the Commerce Clauss,

Declslon. The Supreme Court reversed, holding that
the tax was unconstitutional. The Cowrt ruled that an ad
valorem property tax applied to cargo containers used
exclugively in foreign commerce violates the Com-
rmerce Clause bacause it resulted in muliple taxstion of
inatrumentalities of foreign commence.

Casze Questions

1. What rule does the Court espouse for the state
taxation of cargo containers and other instru-
mentalitiss of foreign commerce?

2. How does this case affect taxation by foreign
countries?

3. What effect would multiple taxation have on
international commerce?

In response to this outcry, the state of California in
1986 instituted a water’s edge election allowing “mul-
tinational” corporate taxpayers the option of excluding
the income of related entities that are incorporated in a
foreign country or that earn a majority of their income
in a foreign country. The result is that today, in Califor-
nia and several other states, the taxpayer has the option
of being taxed as a unitary business according to the
Supreme Court’s dedision in Bardays, or only on its Cali-
fornia (or taxing state) income—up to the “water's edge”
Most states, however, require reporting on the “water’s
edge” basis. Income tax regulations are complicated
for any firm engaged in a multistate business, and even
maore 50 for related multinational parent-subsidiary cor-
porations. Professional tax advice is crucial.

State Restrictions on Exports. The Commerce Clause
prohibits state governments from restricting, taxing,
or otherwise imposing undue burdens on exports. In
South-Central Timber Development, Inc. v. Wunnicke,
467 ULS. B2 (1984), the Supreme Court considered a
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challéenge to an Alaska regulation that required that
all timber taken from state lands be processed within
the state prior to being exported. South-Central was
an Alaskan company engaged in purchasing timber
and shipping logs overseas. [t filed suit claiming that
the regulation violated the negative implications of the
Commerce Clause. Alaska argued that the Commerce
Clause did not apply becanse the state was acting as a
“market-participant” (a vendor of lumber), not as a reg-
ulator. The Court agreed with South-Central:

The mit of the market-participand dociring must be that it allows a
State to impose burdens on commaence within the market in which
it i5 a participant, but alidws it 10 go mo further. The 3tate may
not impose conditions, whather by statute, regulation, or contract,
that have a substantial regulatory affect outside of that particular
market . . . [Allthowugh the state may be a participant in the timbes
market, it & using s leverage in that madet o exert a regulatony
effect in the processing market, in which it is not a participant.
. .- In Tight of the substantial attentron given by Congrass to the
suiject of axport restrictions on ungrocessad trmber, it would be
peculiarly imappropeiata o parmit state regulation of the subgct.

State Restrictions om Imports.  State government restric-
tions on impaorts are severely limited. User fees for the use
of port facilities are generally permitted. Also, states may
impose restrictions directly related to the protection of
the public health and safety. For example, Florida could
limit, restrict, or ban the import of fruits or vegetables
suspected of carrying a disease that could contaminate
the local crop. In one case, however, a labeling and licens-
ing statute was invalidated by the courts even though its
alleged purpose was the protection of the public health
and safety. Tennessee had enacted a statute calling for the
licensing of all persons who deal in foreign meat products
in the state and the labeling of all foreign meats sold in
the state as being of foreign origin. The court, in Tupman
Thurlow Co. v. Moss, 252 E Supp. 641 (M.D. Tenn. 1961),
concluded that "The regulation here involved cannot
farrly be construed as a consumer protection measure, and
if it should be, it would be interdicted by the Commerce
Clause because it unreasonably discriminates against for-
cign products in favor of products of domestic origin”

FEDERAL AGENCIES
AFFECTING TRADE

Many U.5. government agencies provide techni-
cal and financial assistance for international firms.
These include the Small Business Administration, the

Export-lmport Bank, the Overseas Private Investment
Corporation, the Commodity Credit Corporation, the
Agency for International Development, the Trade and
Development Program, the ULS. Department of Agri-
culture, and any others. We mention a few here and will
discuss those that are highlighted in bold in more detail

in later chapters.

U. 8. Department of Commerce

The US. Department of Commerce has broad authority
over many international trade issues. The department’s
functions are fostering trade and promoting exports of
LS. goods and services (trade promotion), investigating
and resolving complaints by ULS. firms that foreign gov-
ernments are unfairly blocking access to foreign mar-
kets (market access), administering UL5. unfair import
laws (import administration), issuing export licenses
for certain products, developing U.S. international
trade statistical information, and many other functions.
The International Trade Administration {ITA), housed
within the department, performs many of the trade
promotion, market access, and import administration
functions. Within the ITA, the ULS. Commerdal Service
maintains a network of offices at home and abroad to
assist ULS. firms in developing export opportunities.
The U.S. Burcau of Industry and Security regulates the
export of sensitive goods and technologies for national
security and foreign policy and administers US. export

control laws.

L. 5. Department of Homeland Security

The Department of Homeland Security was created as
an executive department of the federal government in
2003. Its creation was part of the largest reorganization
of the American government in over a half-century.
The new department brought together many existing
government agencies with a common responsibility
for protecting the American "homeland.” Although its
primary mission is to prevent terrorist attacks on the
United States, its impact on American business and on
the cross-border flow of people, money. and goods is
undeniable.

The nine key operative agencies of Homeland Secu-
rity are Customs and Border Protection (CEP). UA.
Immigration and Customs Enforcement (ICE), ULS. Cit-
izenship and Immigration Services (with responsibility
for legal immigration), Transportation Security Admin-
istration (T5A), Federal Law Enforcement Training
Center, the Domestic Nuclear Detection Office, ULS.
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Secret Service, the Federal Emergency Management
Agency (FEMAY), and the US. Coast Guard.

Customs and Border Protection. The agency with
the greatest impact on our reading is the U.S. Bureau of
Cuostoms and Border Protection. Its functions are pre-
venting suspected terrorists from entering the United
States; apprehending individuals attempting to enter
the United States illegally; stemming the flow of illegal
drugs and other contraband; protecting American agri-
cultural and economic interests from imported pests
and diseases; preventing the illegal import of goods in
violation of LS. copyright, patent, and trademark laws;
enforcing US. import and export laws; and collecting
import duties. The US. Border Patrol is a uniformed
arm of CBP that is responsible for securing US. borders
at between ULS. ports of entry. This includes remote
regions of the US. southwest, along the border with
Canada, the coastline of Florida, and Puerto Rico.

United States Trade Representative

The United States Trade Representative (USTR) is a
cabinet-level post reporting directly to the president.
The USTR carries on all bilateral and multilateral trade
negotiations on behalf of the United States, is the prind-
pal adviser on trade matters to the president, represents
the United States at all WTO meetings, coordinates the
trade agreements program, and coordinates all ULS. trade
policies, including those related to commodity trade and
unfair trade practices. Each year the USTR prepares the
president’s report to Congress on ULS. trade activities.
These reports are in the president’s annual Trade Policy
Agenda, the Annual Report of the United States on the
Trade Agreements Program, and the annual National
Trade Estimate Report on Foreign Trade Barriers.

U. 5. Department of the Treasury

The Treasury Department has a tremendous impact
on all international business transactions because
of its near total control of US. currency moving in
and out of the United 5tates and control over U.5.
banks worldwide. Since 2001, the role of Treasury
has grown considerably as it took on a major role in

fighting the financial war on terror by disrupting the
United States and worldwide flow of money to terror-

ist groups. The Bureau of Financial Crimes Enforce-
ment Network (known as "FinCEN™) fosters domestic

and international cooperation among law enforcement
agencies in dealing with financial crimes. The Office of
Foreign Assets Control {OFAC) administers LS. trade
and financial sanctions enacted by Congress on the basis
of UL5. foreign policy and national security objectives.
Sanctions are often targeted against named individuals
or groups of foreign cyber-criminals, international drug
traffickers, terrorists, or those that illegally proliferate
weapons of mass destruction.

International Trade Commission

The International Trade Commission (ITC), formerly
the ULS. Tariff Commission, is an independent agency
of government created by Congress in 1916. The ITC
maintains a highly trained cadre of professional econ-
omists and researchers who conduct investigations and
prepare extensive reports on matters related to interna-
tional economics and trade for Congress and the pres-
ident. Because of the highly political nature of many
of the investigations related to the impact of imported
goods on ULS. domestic industry, the ITC is a bipartisan
agency. The members of the commission are appointed
by the president from both political parties and are sub-
ject to Senate confirmation. We will thoroughly discuss
the role of the ITC (along with that of the International
Trade Administration) in investigating unfair trade
practices in Chapter 11.

The U.S. Court of International Trade

The Court of International Trade (CIT) consists of nine
judges who hear cases arising from the trade or tariff
laws of the United States. Appeals from U.S. Customs
and Border Protection regarding duties assessed on
imported goods and appeals from decisions of the ITC
in unfair import cases are heard by the CIT. Appeals
from the CIT go to the Court of Appeals for the Federal
Circuit and to the U5, Supreme Court.

The court has exclusive jurisdiction over all civil
actions commenced against the United States involving
(1) revenue from imports or tonnage; (2) tariffs, duties,
fees, or other taxes on importation of merchandise for
reasons other than the raising of revenue; (3) embar-
goes or other quantitative restriction of the importation
of merchandise for reasons other than the protection of
the public health or safety; and (4) administration or
enforcement of the customs laws. The court is located
in New York City.

Cogrymghl TTE Congade Lummang. A0 Righs Rosarsbd. May ned bl orpled, sCEnned, oF mudiilased, in whals ar i pe. WO 02200200




Library | ¢ Back e

116%

Page 229  |of 636

g @ 0

Chapter 8: National Lawmaking Powers and tie Regulation of US. Trade 229

CONCLUSION

The constitutional system of checks and balances
between the branches of government has developed
throughout LS. history. There is no question that Con-
gress has the authority to make law, and they want to
see a strong legislative branch. Naturally, presidents
want to see a strong executive branch and want to use
executive power to implement their ideas and their
thoughts on policy. S0 every president has tested the
limits of presidential power to a certain extent. But as
Justice Jackson said in his famous concurring opinion
in the Youngstown case, “When the president takes mea-
sures incompatible with the expressed or implied will of
Congress, his power is at its lowest ebb, for then he can
rely only upon his own constitutional powers minus any
constitutional powers of Congress over the matter”

The United States has had a long history of negoti-
ating and implementing its trade agreements with for-
eign countries, dating to the country’s founding. After
the Great Depression of the 1930s, trade agreements
that were authorized and approved by Congress served
to reduce tariffs and barriers to trade significantly.

In international trades, there will always be tempaorary
"winners: and "losers” Some industries, and some
workers, will do well and others will not. But the trend
of history has been on the side of those who trade, and
to borrow another adage, "a rising tide floats all boats”
And ity long been said that nations who trade are not
quick to sacrifice those benefits by going to war. The
United States continued that course of advancing free
trade until a worldwide populist movement ushered
in a new wave of protectionism and nationalistic sen-
timents and the election of President Trump. One can
only speculate on the course that trade relations will
take for America and the world.

To understand more about US. trade commit-
ments, consider looking at an annual publication of
the United States International Trade Commission,
The Year in Trade: Operation of the Trade Agreements
Program. It is an annual survey of U5, trade statis-
tics, trade laws and regulations, trade agreements, and
recent developments between the United States and its
major trading partners. This publication also provides
an excellent way to stay current on this material in the
years ahead.

1. U5, trade law is that body of public law that governs
Americas trade relations with foreign countries,
including the import and export of goods and ser-
vices. Trade law is used to implement American
trade policies as well as American foreign policy
and thus can be used to encourage trade with a
political ally or to discourage trade with a potential
foe. Using trade policy as a tool of foreign policy can
lead to many conflicts.

2. Article I of the Constitution confers “all legislative
powers on Congress, induding the power “to reg-
ulate commerce with foreign nations, and among
the several states” In addition, Congress has broad
power to pass domestic laws, raise and support
armics, provide and maintain a navy, declare war,
appropriate monies, and levy and collect taxes. The
Senate has the authority to give advice and consent
to the president in making treaties with foreign
nations and to approve treaties by a two-thirds vote.

3. Treaties are binding on both the federal and state
governments and have the same force as an act of
Congress.

4. The president’s powers are derived from two sources:
those powers delegated to the president by Con-
gress and those “inherent” powers set out in Article
I of the Constitution. Inherent powers are the treaty
power, the power to appoint ambassadors, the power
to receive foreign ambassadors, and the power inher-
ent in being commander-in-chief of the armed forces.

5. Three commeon types of presidential statements or
directives are the executive order, the presidential
memorandum, and the presidential proclamation.
Executive orders are required to be published in the
Federal Register and carry the force and effect of law.
Presidential memoranda are less formal statemenis
and often do not have legal effect. However, today, the
line between an order and memoranda has become
less clear. Many presidential directives have been
challenged in the courts and these case decisions have
helped define the limits of presidential power.

6. The primary instrument for implementing foreign
political and economic affairs is the infernational
agreement. International agreements are treaties and

exccullve agreemernts.
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7. An executive agreement is an international agree-

and many other trade pacts were successfully nego-
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ment between the president and a foreign country,
entered into without resort to the treaty process. The
two types of executive agreements are sole inferna-
tional executive agreements (based on the president’s
inherent powers) and comgressiomal-executive agree-
mients (based on authority delegated by Congress).
Sole executive agreements are usually reserved for
agreements with foreign countries that do not affect
the broad interests of the nation as a whole. Congres-
sional-executive agreements, based on the majority
vote of both houses of Congress, are recognized as
having the same binding legal effect as treaties.

. A trade agreement is an agreement between nations

on matters involving trade, tariffs, and related
issues. A free frade agreement secks to eliminate or
substantially reduce tariffs and nontariff barriers
and often sets up a mechanism for resolving trade
disputes between the countries. Trade agreements
can be bilateral, multilateral, or regional.

. Trade promotion authority allows the president to

negotiate trade congressional-execotive trade agree-
ments, The North American Free Trade Agreement

1k

12,

tiated under trade promotion authority.

The Smoot-Hawley Tariff Act of 1930 placed the
highest tariffs on goods in the US. history. It is
generally believed to have had disastrous economic
effects, to have had a role in precipitating the stock
market collapse, and to have greatly exacerbated the
Great Depression.

Beginning with the Reciprocal Tariff Act of 1934 and
continuing to this day, tariff reductions have been
negotiated on a reciprocal basis. As a result, tar-
itfs today are not a major barrier to trade for most
goods and services.

In the United States, the role of state or local gov-
ernments in regulating or interfering with trade
relations with foreign countries is very limited.
States have no authority to regulate imports or
exports of foreign goods or services. In case after
case, legislation enacted by state or local govern-
ments that restricts trade with foreign countries
has been ruled unconstitutional under either the

Supremacy Clause or the Commerce Clause of the
Constitution.

inherent powers 211 reciprocal trade 217 free trade agreement (FTA) 219

excoutive order 211 tariff concession 217 trade promotion anthority 219

presidential memorandum 211 conditional most-favored -nation emergency powers 220

presidential proclamation 211 {MFM) trade 217 federal preemption 221

sole executive international unconditional most-favored-nation  Import-Export Clause 224
agreement 214 {MEN) trade 217 Commerce Clause 224

treaty power 216 normal trade relations 217 Supremacy Clause 224

equal dignity rule 216 nontariff barrier 218 multiple taxation 224

congressional-executive trade preference 219 unitary business 225
agreement 216 trade agreement 219 water's edge election 226

1. What are the most comman written mechanisms for issu-

4. What iz meant by the president’s “trade promotion

ing presidential statements or directives, and how are they authority?™ In what way does it enhance the president’s
generally used? trade negotiating authority with other nations?

2. What are the limits on the president's use of executive 5. Explain the benefits of a multilateral trading system based
orders? on reciprocal tariff reductions. During the early days of the

3. What recent executive orders, memoranda, or procla- Trump Administration, the president called for an emphasis
mations have been issned by the president affecting U5, on “bilateral trade” Explain how this departs from America’s
international trade? position on trade since the Great Depression of the 1930s.
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6. Due to threats by the president to set import quotas, the
LS. State Department negotiated directly with European
and Japanese steel producers to limit their companies’
expaorts to the United States. No foreign government
was party to the agreement. Although the president has
express authority to limit imports by an act of Congress,
this act required that he either hold public hearings
through the Tariff Commission about setting impaort
quotas or deal directly with foreign governments about
limiting impaorts, The Consumers Union of US,, Inc.,
felt that when Congress gave the president this express
power, it preempted any other action by the president.
They brought an action against the secretary of state to
have the president’s agreement with private steel produc-
ers in Europe and Japan declared illegal. What should be
the resolt of such an action? See Conswmers Union of LIS,
Iine. v Kissinger, 506 F2d 136 (D.C. Cir. 1974).

7. During the 1940s, the U5, government sought to protect
the domestic potato market from imported Canadian
potatoes, The ULS. secretary of state entered into an exec-
utive agreement with the Canadian ambassador in which
they agreed that Canada would permit the export of pota-
toes to the United States for use only for seed and not for
food. The agreement was not submitted to or approved
by Congress. The Agricultural Act of 1948 permitted the
president to restrict potato imports by requesting an
investigation by the Tariff Commission and considering
its recommendations. While a shipment of potatoes were
in transit, Guy Capps sold them to the A&F grocery store
chain for resale. The United States brought suit against
Guy Capps for damages. The court entered judgment
far Guy Capps and the government appealed. Was the
U5 -Canadian agreement valid under the US. Constitn-
tion? Was the president acting under his inherent consti-
wtional authority, under power delegated from Congress,
or neither? What did Congress say the president could do
to restrict agricultural imports? See United States v. Gy
W, Capps, Inc., 204 F:2d 655 (4th Cir. 1953).

Your firmy, Day-0 Shoes, Inc., manufactures deck shoes in the
Caribbean island country of Haiti, the poorest nation in the
Western Hemisphere. Your plant there employs more than
400 workers and has always considered itself a good citizen
of both Haiti and the United States. Most of the shoes are
imported for sale into the United States, where yon maintain
a 30 percent share of a competitive market. In 1991, the freely
elected President of Haiti is removed from office by military
officers who install a dictator of their choice. In response,
the President of the United States exercises authority under
the International Economic Emergency Powers Act and issues

8. Xerox manufactured parts for copy machines in the United
Szates that were shipped to Mexico for assembly. The copi-
ers were designed for sale exclusively in Latin America. All
printing on the machines was in Spanish or Portuguese.
The copiers operated on a 50-cyde electric current unavail-
able in the United States. The copiers had been transported
by a custorns bonded warehouse in Houston, Texas, where
they were stored pending their sale to Xerox affiliates in
Latin America. The copiers had previously been stored
in Panama. Under federal law, goods stored in a customs
bonded warehouse are under the supervision of the US.
Customs Service. Goods may be brought into a warehouse
without the payment of import duties and stored for up to
five years, At any time they may be re-exported duty-free
or withdrawn for domestic sale apon the payment of the
duty. Harris County and the city of Houston assessed a
nondiscriminatory ad valorem personal property tax on the
copiers. Xerox claimed that the local tax is preempted by
the federal legislation. What did the Court decide? Would
it have made any difference whether the goods were needed
for domestic use or intended for re-export? See Xerox
Corporation . County of Harris, Texas, 459 US. 145 (1982).

9. The state of Tennessee passed legislation requiring that
any person sefling or offering for sale in the state of Ten-
nessee any meats that are the products of any foreign
country must so identify any such product by labeling
it *“This meat is of foreign origin” The state law did not
require a higher standard of purity and sanitation than
that required by the U.S. Department of Agricaliure. A
Mew York corporation selling imported meats to custom-
ers in Tennessee challenged this state statute in US. Dis-
trict Court. The corporation’s sales of imported meat to
customers in Tennessee were one-half of its volume prior
to enactment of the statute. What do you think was the
legal basis for this challenge to the Tennessee law? What
do you think was Tennessee’s argument for passing the
law? What do you think the court decided? See Tupman
Thuerlow Co. v. Moss, 252 E Supp. 641 (M.D. Tenn. 1966).

an executive order imposing a complete embargo on trade
with Haiti. The Treasury Department’s Office of Foreign
Assets Control is charged with enforcing the embargo. Facing
the impending embargo, your firm shut down its produc-
ton operations there one week prior to the date set for the
embargo. Feeling some obligation to the unemployed workers,
your company's chief executive ships over ten tons of food and
clothing to the people who hawe lost their jobs.

Believing that the United States is serious about the
embargo and that it will remain in effect until the rightful
president is returned to Haiti, your firm ships its US.-made
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raw materials, such as rubber soles and leather uppers, from
Haiti to your other factory in Costa Rica. However, you seon
discover, much to your surprise, that your competitors are
continuing to produce and stockpile their shoes in Haiti in the
belief that the embargo will soon be lifted. Three months after
you Cease operations, the U.S. government decides to lift the
embargn because it has resulted in the loss of 50,000 Haitian
jobs. With no inventory of finished shoes and your raw mate-
rials en route to Costa Rica, your firm s unable to fill existing
orders. Your competitors are ready to ship their shoes from
Haiti immediately.

1. Evaluate the course of action taken by Day-O Shoes. How
did Dray-0O Shoes balance its responsibility under US. law
to comply with the embargo with its need to remain com-
petitive in the industry? What could it have done differ-
ently? Evaluate the ethics of Day-0' actions.

It is clear that Congress has the anthority to require that any
trade agreement negotiated by the president take into account
environmental and Labor ssues. At least since 1974, US. trade
laws have instructed the president to consider foreign worker
rights and workplace conditions in negotiating trade agree-
ments. One US. statute, which fiosters US. trade with devel-
oping countries, contains provisions for labor standards. The
1994 North Americon Free Trade Agreemert contained specific
provisions for protecting worker rights and the environment.
More recently, the Trade Act of 2002 called for coantries enter-
ing trade agreements with the United States to abide by the
“core labor standards” of the International Labour Organiza-
tion, including the freedom of association, the right to form
unions and to bargain collectively, minimum age require-
ments and limitations on child [abor, maintenance of safe
working conditions, and a ban on forced labar.

BimmE R e m i e

2. Was Day-0 Shoes required to stop producing in Haiti?
Were its competitors violating US. law by continuing to
produce and stockpile their inventories? Were they vio-
lating any moral code or even the “spirit of the law™ by
continuing to produce there? Evaluate the risks taken by
the competitors in continuing their operations in Haiti
during the embargo.

3. The embargo was intended to put economic pressure on
Haiti to encourage political reform. Is the U5 govern-
ment saying that the embargo worked too well? Do you
think that the embargo was lifted becanse of its impact on
the Haitian workers or on US. firms doing business there?
Critics argue that the U5, government’s attempis to use
trade policy as a means of conducting forelgn policy lead
to confusion and uncertainty and are connterproductive.
Evaluate this argument.

Some US. trade agreements also reflect environmental
concerns. They do not set environmental standards, but they
call for each nation to enforce its own standards and to ensure
that environmental protections are not weakened in order to
promote foreign trade.

Do you think that the United States should require for-
eign countries to address worker rights, worker safety, and
environmental harm in return for trade privileges with the
United States? Find out how US. trade agreements incorpo-
rate concerns over the environment and worker’s rights. What
has been the policy of presidential administrations in this
regard? What are the competing economic and political issues
in domestic politics? Should trade be used to accomplish these
political and social objectives? How much focus should be
placed on human rights? Why or why not?
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