JAMES K.CRIMMINS
CHARLES B.LAUREN ZACHARY SHIMIR

SARL S. ROWE WUl TELEX 620320
"RANK B.STONE
JOHALD L.DEMING
IOBERT A.HOWES
4ELVIN D.GOODMAN FAUL A RANDOUR
PAlUL G.FPENNOYER, JR. MALCCOLM E.MARTIN
2ETER M. WARD
JOHN WILCOX
JANET C.BROWN
CHARLES H.HARFF
2AVID R. BAKER
ARNOIL.D HENSON
IDMUND E. HARVEY
ALVIN D. LURIE

CHADBOURNE, PARKE, WHITESIDE & WOLFF

30 RockEFELLER Praza, NEw York.N.Y.10020

RECE;V

(212) 541-5800
STUART D. BAKER CABLE ADDRESS CHADWA

£

~Uk | 6 1979

¢/

NICHOLAS B.ANGELL

SEIaN, - GEEN WU TELEX 645383
DONALD | STRAUBER

DANIEL J.O'NEILL

STANNARD DUNN
HAROLD L, WARNER JR.

F. FRANKLIN.  MOON

A
i) :
RICHARD R. DAVIS OF COUNSEL

J
CESSIN SEOTIOND
EDWARD P.SMITH

WILLIAM J.CALISE,JR. GEORGE E.ZEITLIN

_EUGENE R.SULLIVAN, JR. “COUNSEL
CHESTER J. HINSHAW —
AICHARD K.KNEIPPER WASHINGTON, D. C.OFFICE

RICHARD J.NEY

BERNARD W. McCARTHY 1HBO 1778 STREET,N.W.

RAYMOND R. FLETCHER,.JR.  MARGIA E.CARPENI 20036
EDWARD C. McLEAN, JR. LESUE JOHN SCHREYER July 13 ’ 1979 > (202) e72-8050

Investment Company Act of l940/
Sedtion 17 ()7 RuUlewr~tyfede

L 7 s - e
Securities and Exchange Comm~=q1ou - i ot M;
500 North Capitol Street 1gction /’7/1{¢) !

Washington, D.C. 20549 2 % l/’_
O B

Attention: Sidney L. Cimmet, E8§

Chief Counsel _f*j“:_‘iffilability , /,,0/(714/7‘,7 i

Division of Investment Managemesmt 2035

Re: The Adams'Express Company
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i

Dear Mr. Cimmet

Reference is made to nur latter to you of March 23,
1979 in whichk we raquested advice on behalf of The Adams
Express Company {"Adams") as tc whether a so-called "standby”
letter of credit, issued under the circumstances described
in said letter, could be used to collateralize a securities
loan by a registered investment company in compliance with

Section 17 (f) of th

D

Investment Company Act of 1940 ("1940

3%}

Act") and Rule 17f-2 thereunder. In a subsequent tele-

phcone conversation, you indicated that the staff of the
Securities and Exchange Commission ("Commission") would

avpreciata certain additional information in respact of

i “in -
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standby letters of credit. The following is provided as

supplemental information in response to this request:

1. "Honoring" Demands For Payment Under a

Letter of Credit

You have inquired as to the time it might take

for the beneficiary of a letter of credit to collect cash

following a demand for payment thereunder. The time within

which a bank issuer must "honor" a draft or demand for pay-

ment presented under a letter of credit is prescribed by

§ 5-112(1) of the Uniform Commercial Code ("UCC") and Art.

8(d) of the Uniform Customs and Practice for Documentary

Credits, 1974 Revision ("UCP"). Pursuant to-UCC § 5-112(1),

an issuing bank is permitted to defer honor until the close of

the third banking day following receipt of the

documentation

required by the letter of credit although the presenter may

consent to a further extension of time. The Official Com-

ment to § 5-112(1) indicates that this period may be neces-

sary to fulfill the issuer’'s obligation under UCC § 5-109(2)

to examine documents with "care" so as to ascertain whether

"on their face" they comply with the terms of the letter of

credit.

"Honor" is defined by UCC § 1-201(21)

as "to pay

or to accept and pay . . . ." Thus the beneficiary is en-

titled to realize the cash to which he is entitled no later

than three business days after making a complying presenta-
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tion. Pursuant to UCC § 5-112(1)., a bank's failure to honor
a complying presentation within the specified time consti-
tutes dishonor of the draft or demand and of the letter of
credit, giving rise to the beneficiary's right under UCC §
5-115(1) to recover from the issuer the face amount of the
draft or demand together with any incidental damages.
Pursuant to Art. 7 of the UCP, an issuing bank
must examine all documents with "reasonable'care" to ascer-
tain that they appear on their face to be in accordance
with the terms and conditions of the letter of credit. UCP
Art. 8(d) provides that the issuer shall have a "reasonable
time" to examine the documents received by it and to deter-
mine, as provided in Art. 8 (c), whethet to claim that the
demand for paYment was not effected in accordance with the
terms and conditions of the letter of credit. Notice of
such a claim, stating the reasons therefor, must be given
without delay. UCP Art. 8(e). What constitutes a "rea-
sonable time" for the documentary examination is not speci-
fied. Under both the UCC and UCP, however, the parties
could agree to a specific time period within which the
issuer must determine whether to honor a draft or demand
for payment. We have been advised that a letter of credit
could be issued with a provision that it be honored on the

same day as a presentation of the required documentation
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as well as a provision that payment be made in federal or
"same-day" funds. Thus, the beneficiary could effectively
convert a letter of credit into cash on the same day as

a complying demand for payment, presumably subject tp the
issuer's duty of careful examination of the documents.

It is important to emphasize that, as indicated
in our prior correspondence, the issuer's obligation to
the beneficiary under a letter of credit is an absolute
obligation to the beneficiary wholly independent from the
beneficiary's underlying transaction with the customer.
Accordingly, under both the UCC and the UCP an issuer must
honor a draft or demand for payment upon a complying pre-
sentation without regard to any guestions of such parties'
performance of their respective obligations pursuant to
their underlying contract or arrangement. In the case
of a standby letter of credit, the required presentation
typically consists of no more than the beneficiary's sight
draft and certification of the customer's default in his
obligations to the beneficiary. As observed in one recent
legal ccmmentary, "The most significant commercial feature
of the standby letter of credit is that it represents the
issuer's promise to pay on little or nothing more than the

beneficiary's certification of default." Jarvis, "Standby
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Letters of Credit - Issuers' Subrogation and Assignment
Rights - Part II," 10 U.C.C.L.J. 38, XS NEEST TN

2. "Establishment" of a Letter of Credit

You have also inquired as to when a letter of
credit is "established" as to the respective parties.
Pursuant to UCC § 5-106, unless otherwise agreed to, an
irrevocable latter of credit is established as regards
the customer as soon as the letter of credit, is "sent"
to him or the letter of credit or an authorized written
advice of its issuance is sent to the beneficiary; there-
after the letter of credit cannot be modified or revoked
without the customer's consent. The letter of credit is
established as to the beneficiary when he "receives" the
letter of credit or an authcrized written advice of the
issuance thereof; thereafter it can only be modified or
revoked with the beneficiary's consent. Thus, the bene-

ficiary cannot rely on the letter of credit as against

the issuer until he receives it, although this would not

affect the beneficiary's right to protest its cancellation
or modification as against the customer if its issuance and
the terms thereof were agreed to in an underlying contract.
The primary legal conseguence of establishment of a letter
of credit is that thereafter the issuer can no longer take

unilateral action to cancel it or modify its terms.



Ny

(@

JBOURNE, PARKE, WHITESIDE & WOLFF
' Securities and 6 July 13, 1979

Exchange Commission

The UCP does not specifically regulate the point
of'"establishment" of a letter of credit but, as with vir-
tually all terms and conditions of a letter of credit, the
partiés can agreé as to the terms of its establishment.

3. Status of a Beneficiary Against
an Insolvent Issuer

Further, you have inguired as to the status of a

ljetter of credit as a liability of the issuing bank, speci-

fically in the event of the bank's insolvengy. The status

of a beneficiary holding an outstanding letter of credit
of an insolvent issuer will depend on a number of ChsHENITT
stances including applicable law governing the letter of
credit and the issuer's insolvency, the particular terms
and conditions of the letter of credit, and the stage in
the time frame of the transaction in which thelinsolvency
occurs. Thus, it is not practicable to determine in advance
Adams' status as a beneficiary of a letter of credit with
respect to the categories of creditors whose claims
against the issuing.bank's assets must be allocated within
the traditional bankruptcy categories of secured, priority
and general creditors.

There are, however, certain legal principles which
apply in general to letter of credit transactions upon the
ingolvency of an issuing bank. The UCC prescribes rules

for situations where the issuer becomes insolvent before

o

L
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final payment has been made under a letter of credit if
funds or collateral to secure or meet the issuer's obliga-
tions under the letter of credit have been received either
before or after the insolvency. Pursuant to § 5-117(1) (a),
drafts or demands for payment are éntitled to payment in
 preference over depositors or other general creditors of
the issuer with respect to funds or collateral furnished
by the customer to the issuing bank specifically as indem-
nity against, or for the purpose of payment.of, drafts or
demands for payment drawn under the letter of credit.
UCC § 5-117(1) (¢) also provides that a charge to a general
or current account maintained by the customer for the pur-
pose of sc securing or indemnifying the bank's payment
obligations will be subject to the same rule of preference.
The UCP makes no specific reference to the status
of an outstanding letter of credit upon an issuer's insol-
vency. The rules of preference codified im UCC § 5-117,
however, are supported by pre-Code caée law, indicating
that such principles might be applied under appropriate
circﬁmstances even in instances where the UCC was nct ap-

plicable. See e.g. William H. Shawmut Corp. v. Bobrick

Sales Corp., 260 N.Y. 499, 184 N.E. 68 (1933), aff'g 235

App. Div. 665, 255 N.Y.S. 841 (lst Dep't 1932).

Whether or not a bank will require its customer
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to provide any prepayment or security. in connection with
issuance of a standby letter of credit depends on a variety
of factors, including the prior banking relationship, if
any, .between the bank and the customer and the bank's eval-
uation of the credit risks involved in the loan of its
credit. In a sale transaction in which payment by the is-
suer in the ordinary course of the transaction is expected,
arrangements for prepayments or segregating funds to secure
reimbursement of the issuer for amounts drawn down under
the letter of credit may be more common than in transactions
involving a standby letter of credit, which contemplate pay-
ment only upon the customer's non-performance or default in
its underlying obligations to the beneficiary.

Absent circumstances which would give rise to
a beneficiary's right to status as a preferred or even -
a secured creditor of an issuing bank, authorities indicate ;
that a beneficiary is generally considered to rank as a
general creditor with depositors, including holders of
certificates of depoéit, and would share ratably with such
generél creditors in the distribution of assets of the in-

solvent bank. H. Harfield, Bank Credits and Acceptances

257 (5th E4. 1974); B. Kozolchcyk, Commercial Latters of

Credit in the Americas 331 (1966); 5B Michie, Panks and Bank-

ing, § 313, at 234-36 (rev. ed. 1973 & Supp. 1979).
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A letfer of credit is not, however, reflected
as a liability on the balance sheet of the issuing bank,
nor is the customer's obligation to reimburse the bank
treated as an asset. Generally, letters of credit are
treated'as "contingent liabilities™, like other executory
contracts, although pursuant to applicable banking regula-
tion the total amounts of letters of credit outstanding must
be adequately disclosed in the bank's published financial
statements. The fact that letters of credit are not carried
as a liability on the balance sheet of a bank does not,
however, preciude the beneficiary from asserting a claim

{) to share ratably in the assets of an insolvent bank. There

is an almost total absence of case law concerning the status
of a beneficiary under a standby letter of credit upon the
issuing bank's insolvency. In one recent decision, however, -
the United States Court of Appeals for the Ninth Circuit
held that claims of creditors based on standby letters of
credit issued by a national bank prior to its insolvency
were provable as contingent contract obligations in the
national bank's receivership and, thus, the beneficiaries
were entitled to share ratably with other general creditors

in the distribution of the bank's assets. First Empire

Bank v. Federal Deposit Insurance COrLD., 572 £.2d 1361 (9th

Cir. 1978), cert. denied, 99 S. Ct. 293 (1979). 1In First

-
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Empire, a central concern was whether a standby letter of
credit was a contingent claim which was of a worth or amount
which could be determined "by recognized methods éf compu-
tatiqn at a time consistent with the expeditious settlement
of estates." Id. at 1369. In that case, the customers had
defaulted on their underlying obligations by the time the ac-
tion against the bank's receiver was filed and prior to any dis-
tribution of assets. Because the claims were based on letters
of credit which were in éxistence before thg insolvency and
were not dependent on any new contractual obligations arising
later, the court held that the bank's liability on the stand- '
by letters of credit was absolute and certain in amount, and
under applicable equitable principles the letters of credit
were provable in their face amcunt.

As a practical matter, under the terms of the proposed
letter of credit described in our prior correspondence, a clafm
based on a letter of credit would be a provable contingent lia-

bility under the principles relied upon in the First Empire case.

Adams would be authorized to terminate the loan or require a sub-
stitution consisting of cash or government securities as col-
lateral if there has been, or events have occurred which may
reasonably be expected to result in, a material adverse change

in the financial condition of the issuer. Thus, even assuming

that Adams had not made a demand for payment under a latter
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of credit until public announcement of the issuing bank's
insolvency, it could immediately terminate the loan and re-
call the loaned securities or require a substitution of col-
lateral. If the borrower defaulted at this time Adams then
could demand payment and, thus, have a provable contingent
claim against the bank if its demand was not timely honored.
In addition, since the underlying transaction be-
tween the beneficiary and the customer is independent of the
issuer's obligation t&6 the customer, Adams still would have
recourse against the customer 1f its claim was not satisfied
due to the issuer's insolvency. See UCC §§ 5-115 and 2-325(2).
This right is only lost if the customer and beneficiary have
agreed that the letter of credit will serve as the absolute

source of payment. See e.g. Greenough v. Munroe, 5 81 B2

362 (2nd Cir. 1931); H. Harfield, Bank Credits and Acceptances

244 (5th ed. 1874).

4. Possible Conflict of Interest of Issuer

As a final matter, you noted that our prior cor-
respondence indicated that if the Commission responded
favorably to use of letters of credit as collateral, Adams
would consider accepting a letter of credit issued by its
present bank custodian. 1In this regard, you inquired
whether consideration had been given to any possible con-

flicts of interest which might arise from the custodian
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performing in both capacities.

The fact that a particular bank serves as Adams'
custodian in accordance with the provisions of Section 17 (f)
of the 1940 Act does not, of course, preclude such bank from
performing other banking services for Adams and the proposed
arrangements described in our prior correspondence regarding
issuance of a letter of credit to Adams would not contravene
the provisions of Section 17(d) of the 1940 Act or the rules
and regulations thereunder. Nor does there’appear to be any
potential inconsistency between the bank's fiduciary duties
and its professional responsibilities as custodian for Adams
and its serving as an issuer of a letter of credit held by
Adams as collateral for a securities loan. In fact, Adams'
present custodian also serves as its transfer agent and reg-
istrar and as the agent for its automatic dividend reinvest-
ment plan, and in the past has performed various other banking
services for Adams. Further, under the standby letter
of credit Adams is merely the beneficiary of such letter
and the issuing bank is primaril? concerned with the finan-
cial position of its customer and the customer's ability
to reimburse it for authorized payments made to the benefi-
ciary. Therefore, the bank is performing a service not for
Adams, but for its customer who has requested issuance of

the letter of credit and it is difficult for us to construct
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any potential conflict of interest in this arrangement.

| If you desire any further information or if we
can be helpful in any other way, please contact the under-
signéd or Robert A, Howes of this office.

Very truly yours,
- . d
p_j g.-":g; * 4

4 dy RWL
Mary Ellen Pindyck’

Llc SEP 20 1979

Qur Ref. No. 79-105~CC

RESPONSE OF THE OFFICE OF CHIEF COUNSEL The Adams Express Campany
DIVISION OF INVESTMENT MANAGEMENT File No. 811-2624

Based on the facts and representations in your letters
of March 23, 1979 and July 13, 1979, we will not recommend any
enforcement action to the Commission under section 17(f) of the
Investment Company Act of 1940 and rule 17f-2 thereunder if The
Adams Express Campany (Fund) accepts irrevocable standby letters
of credit as collateral for the loan of the Fund's portfolio

securities under khe temps;and in the manner described by you.
T AR AL LY

Assistant Chief Counsel

EIT
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Investment Company Act of 1940/

Section 17(f):

500 Worth Capitol Street

Washington, D.C.

da

Attention:

Dear Mr,.

20549

Sidney L. Cimmet, Esq.

Cbief Counsel
Divisicn of Investment Management

Re:

The Adams Express Company
File No.

811-2624

Cimmet:

Rule 17£-2

We are counsel to The Adams Express Company ("Adaﬁs"),

a closed-end investment company registered under the Investment

Company Act of 1940 ("1940 Act"), and as such are writing to

you on its behalf to secek an interpretation of the guidelines

("Guidelines") prescribed by the staff of

the Securities

and Exchange Commission ("Commission") governing the lending

of portfolio securities by investment companies registered

under the 1940 Act.

&

.

7
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Specifically, our inquiry concerns Guideline (1)
which, as originally enunciated by the staff, regquired that
the iender receive from the borrower 100% cash collateral
equal to the full market value of the securities loaned.

State Street Bank and Trust Co. (Available January 29,

1972 and September 29, 1972). 1In response to subsequent
inquiries regarding the use of forms of non-cash collateral
either partially or wholly in lieu of cash, which were con-
sidered as essentiaily "cash equivalents" or providing
"maximum liquidity", the staff indicated that it would
‘hot object to the use of certain alternative forms of col-
() lateral. As presently interpreted by the staff, Guideline

(1) permits an investment company to accept securities
issued or guaranteed by the U.S Government or its agencies
as the sole collateral for a securities loan providing

all other Guidelines concerning collateral are met. Lionel

"D. Edie Capital Fund, Inc. (Available May 15, 1975); Salomon

Brothers (May 4, 1975); Standard Shares, Inc. (Available
August 24, 1974) ., '

Adams has from time to time entered into vari-
ous securities loan agreements in compliance with each
of the Guidelines as then interpreted by the staff, includ-
ing arrangements pursuant to which U.S. Government and

agency securities have been accepted as the exclusive se-
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curity for the 1loan. We have been advised by the manage-

ment of Adams of the following: .

[

* Recently certain of Adams® major insti-

tutional borrowers have proposed that Adams
enter into a form of Securities loan agreement
("Proposed Agreement") which would authorize
the borrower to collateralize the loan with

a letter of credit, either in lieu of or in v
combination with cash and/or government securi-

ties. Specifically, it has been proposed . ;
that the borrower would arrange for issuance
of an irrevocable, non-negotiable letter of
credit in a form acceptable to Adams by any |
bank of Adams' choice. Adams' present bank

custodian has indicated that it would issue

such a letter of credit which would be drawn
for the account of the brokerage firm in a face 1
amount at least equal to 102% of thé aggregate |
current markef value of the outstanding secur-

ities on loan to that firm.

Under the terms of the Proposed letter
of credit, Adams would be authorized to draw
down the full face amount, or any portion

thereof, at any time by presenting its sight
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draft accompanied by an affidavit certifying

(i) that the borrower is in default of its ob-

Jdigations under the terms and conditions of

the underlying securities loan agreement thereby

entitling Adams to apply collateral to cure the

default (e.g., to purchase replacement securi-

ties if the borrower has failed to return the

loaned
of the
amount
market

on the

securities in accordance with the terms
underlying agreement); and (ii) that the
being drawn down represents the current
value of the outstanding loaned securities

date thereof or the amount required to

cure any other borrower default (e.g., nonpayment

of the

loan premium when due or dividends and

interest accruing on the loaned securities).

The date of expiration of the proposed letter

of credit will be mutually agreed upon by Adams

and the borrower and it is anticipated that

initially the term will be six months.

The proposed letter of credit would also au-

thorize Adams to draw down on the day immediately

preceding its expiration date an amount equal

to the current market value of all outstanding

loaned

securities on that date by presenting
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its sight draft accompanied by an affidavit
certifying as to such market value; provided,
however, that pursuant to the Proposed Agree-
ment, Adams would agree not to present such
sight draft if any of the following conditions
are met: (i) the borrower has arranged for
issuance of a new letter of credit in a form
and amount, and by a bank, acceptable to Adams,
commencing conéurrently with maturation of the
expiring letter of credit; (ii) the parties
have mutually agreed upon, and have obtained
the bank's consent to, an extension of the
expiring letter of credit; (iii) the borrower
has deposited alternative forms of collateral
permitted by the Proposed Agreement (i.e., cash g
and government securities) in substitution fbr m
the expiring letter credit; or (iv), the loan

has been terminated and all loaned securities

have been returned. Thus unless arrangements

have been made to "roll-over" or extend the

expiring letter of credit or to replace it with
substitute collateral, Adams would be entitled

to draw down an amount equal to the market value

of the outstanding loaned securities and hold
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[

the cash as collateral or apply.it in acéordance
with the terms of the Proposed Agreement.

) For purposes of complying with the require-
ment of Guideline (2) that collateral be adjusted
to reflect changes in the market value of the -
loaned Securities, the Proposed Agreement would
provide that in marking to market (which is

done on a daily basis by Adams) any increases

in the amount of collateral needed to.cover
fluctuations in the market value of the loaned
Securities could be satisfied by the deposit of
cash or government Securities. Any increase in
the amount of collateral required of 4 more perma-
nent nature, however, resulting from an increase in
either the amount or market value of securities on
loan may, with the lender's consent, be satisfied
by amendment of the letter of credit;increasing
its face amount or by issuance of an additional
letter of credit. Under the terms of the Proposed
Agreement, the value of the collateral at all
times must be equal to at least 102% of the

market value of all outstanding loaned secu-

rities, but only cash or government Securities,

if any, may be withdrawn as collateral at the
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borrower's option if the value of the collateral

at any given time exceeds 104% of the value of

the outstanding loaned securities. Thus, after

a letter of credit has been issued, its face amount

would not be adjusted prior to maturation to re-~

flect marking to market decreases. The borrower

and the lender, however, by mutual consent may

agree at any time that a letter of credit be can-

celled and reissued in a different face amount or

with different terms and conditions specified therein,
A provided that the foregoing are in compliance with

the relevant provisions of the Proposed Agreement.

A basic understanding of the concépt and mechanics
of a letter of credit is essential to evaluate whether it is
an acceptable form of collateral for securities loans by
registered investment companies. In its most basic form,

a letter of credit is a commitment by a bank or other

entity (the "issuer") in accordance with the instruc-

tions and for the account of the applicant (the "customer")
which is issued in favor of a third party (the "beneficiary")
whereby the issuer is obligéted for a specific time period

to make payment to or to pay drafts drawn by the beneficiary
upon presentation of stipulated documents, provided the terms

and conditions of the letter of credit have been complied with.

FOE ]
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Typically three distinct agreements are involved
in a transaction involving a letter of credit: (i) the
underiying agreement between the customer and the benefi-
ciary; (ii) the agreement between tﬁe issuer and its cus-
tomer setting forth the terms and conditions under which
the issuer agrees to issue the letter of credit and the
arrangements governing the customer's obligation to reim-
burse the issuer for payments to the beneficiary; and (iii)
the letter of credit'itself, which is an ajreement between
the issuer and the beneficiary entirely separate and indepen-
dent of the agreements described in clauses (i) and (ii). :
Because the letter of credit is an independent contract,
the issuer's obligation is considered to be absolute assuming
compliance with the terms of the letter of credit, and the
ultimate risk in such transactions resides with the issuing
bank who must accurately assess the financial ability of its
customer to reimburse the issuer for authorized payments
made to the beneficiary. For assuming such risk, the issuer
typically charges a fee to the customer which is a percentage
of the face amount of the letter of credit and is based
on its duration and the risks involved.

The legal principles governing a letter of credit

have been codified in Article V of the Uniform Commercial

Code ("UCC") and in the Uniform Customs and Practice for
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Documentary Credits, 1974 Revision ("UCP").* .The only
gormal requirements for the creation of a valid letter of
credit under the UCC are that the credit (i.e., the issuer's
"engagement" to honor the beneficiary's demands for payment
upog specified terms) be in writing and signed by the issuer
(UCC § 5-104(1)). Thus the terms of the credit are left
almost entirely to the parties' agreement.** Under both the
UCC and the UCP the issuer is obligated éo honor a draft or o
demand for payment which complies with the terms of the rel-
evant credit without reference to their compliance with the
terms of the underlying contract between the beneficiary and
the customer (UCC § 5-114(1); UCP, General Provisions and

Definitions, Item (c) and Art. 3). Although an issuer is

* Subject to certain conflict of law rules and de-
pending on the jurisdiction involved, the parties may stip-
ulate which body of law, or both, will govern the letter '
of credit. :

** The Comptroller of the Currency has by requlation per-
mitted national banks to issue letters of credit permissible
under the UCC and the UCP, and prescribed the following condi-
tions for issuance thereof "as a matter of sound banking
practice": (1) each letter should conspicuqusly state that
it is a letter of credit or be conspicuously entitled as
such; (2) the bank's undertaking must contain a specified ex~-
piration date or be for a definite term; (3) the bank's under-
taking must be limited in amount; (4) the bank's obligation
to pay must arise only upon the presentation of a draft or
specific documents, and the bank must not be called upon to
determine disputed questions of fact or law at issue between
the customer and the beneficiary; and (5) the bank's customer
must have an unqualified obligation to reimburse the bank
for payments made under the letter of credit. Interpretive
Ruling 7.7016, 12 C.F.R. § 7.7016 (1977).
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obligated to examine any required documentation for compiiance
with the terms of the credit and may refuse to honor the bene-
ficiary's demand for payment due to noncompliance or inherent
defects such as forgery or fraud in the transaction, the
issuer is not authorized to investigate, nor does it assume
any responsibility for, the underlying transaction between
the customer and the beneficiary, and it must honor complying
demands whether or not the customer consents (UCC §§ 5-109
ané 5-114(1); UCP, General Provisions and Dgfinitions, Item
&9) and Arts. 7-9). The beneficiary who presents a draft or
demand for payment thereby warrants to ail interested parties :
that the necessary conditions of the credit have been complied
with (UCC § 5-111(1)). |

In the event of a wrongful dishonor or cancella-
tion or repudiation of the letter of credit without the
beneficiary's consent, the beneficiary's remedies against
the issuer include the right to recover the face amount of
the draft plus incidental damages and interest (UCC §§ 5~115(1)
and 2-710). The beneficiary's claim against the issuer is not
subject to any defenses of the issuer against its customer and
the issuer cannot dishonor a complying demand on the grounds
that the customer fraudulently induced the issuer to issue the
credit, failed to provide the promised consideration for the

credit, or became bankrupt following issuance of the credit,
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rendering worthless any ultimate claim by the‘issuer for re-
imbursement. An irrevocable letter of credit may be revoked
or moéified only with the consent of the customer once it is
"established” as to him and with the consent of the benefici-
ary once it is "established" as to him (UCC § 5-106(2); UCP
Art. 3).

The traditional commercial letter of credit was de-

. ®

signed as a mechanism to insure payment in international sale

of ‘'goods transactions. Domestic uses for Ietters of credit,
however, have'been expanded far beyond a payment function and
éhere has been an increasing use of the so-called "standby"
letter of credit as a financing or security device in connec~
tion with nonsale transactions. Unlike sales transactions in
which the issuer expects to make payments under the credit
upon performance of the underlying agreement, transactions
involving a standby letter of credit only contemplate payment
in the event of nonperformance of or pthe?'specified default
under the underlying agreement between the beneficiary and
the customer. Among the more widespread uses oflstandby
letters of credit are as security in lieu of cash collateral
or a performance bond in connection with the performance :
of a construction contract, as a back-up source of payment

to support the issuance of commercial paper, and as a payment

mechanism for deferred compensation agreements. A standby
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‘letter of credit is, however, Capable of adaptation to innum-
erablg situations where the credit of a financially solvéht
and reliable third party is substituted and, as defined by the
Board of Governors of the Federal Reserve Systemn, broadly in-
cludes "an obligation to the beneficiary on the parf of the
issuer . . . (3) to make payment on account of any default by
the [customer] in the performance of an obligation." 12 C.F.R.
§ 208.8(d) (1) (1977).

- In certain respects, a standby letter of credit func-
Eions as a guarantee. The documents required for presentation;

by the beneficiary under a standby letter of credit usually con-

sist of only a draft accompanied by the beneficiary's certifj-

G

cation that the customer has defaulted in its obligations under
the underlying agreement. Unlike a guarantee however, in which
recovery is based on the guarantor's secondary liability for the
obligor's default under the obligor's primary obligations, the
issuer is primarily liable under its lettér of credit to

the beneficiary with respect to its obligations under such
credit. Recovery from the issuerlby the beneficiary requires
only presentation of the requisite documents and compliance
with the terms of the letter of credit; whether the customer
has in fact failed to perform its obligations pursuant to

the underlying agreement does not affect the issuer's pri-

mary obligation to pay the beneficiary upon presentation of

=
>
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complying documentation. The issuer's liability is independ-
ent o§ the parties' rights pursuant to the ﬁnderlying agree-
ment and the issuer neither promises to perform its customer's
obligations nor guarantees that its customer will perform
them. Thus, commentators have observed that the "hallmark"

of a letter of credit is that at a certain point it becomes
"as good as cash." Armstrong, "The Letter of Credit as a
Lending Device in a Tight Money Market," 22 Bus. Law. 1105,
1169 (1916701 Tce8 Verkuil, "Bank Solvency and Guaranty Letters

of Credit," 25 Stan. L. Rev. 716 (1973).

dx i

From the beneficiary's point of view, the principal
risks attendant to acceptance of a standby letter of credit as
collateral for a securities loan are (i) that the issuer will
be unable to make payment in accordance with the terms of the
letter of credit due, for example, to its insolvency or a -

force majeure (such as riots, strikes or other interruptions

of business) and (ii) the issuer's wrongful refusal to honor
the beneficiary's complying demands for payment. Adams would
seek to minimize any risk of insolvency by setting high stand-
ards of issuer eligibility. We understand that a letter of
credit may nof be accepted from an issuer proposed by a bor-
rower unless Adams' Board of Directors has given its prior
approval to such issuer and to the aggregate maximum face

amounts of all letters of credit which may be issued there-
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by, and that only banks which, at a minimum, satisfy the éua-
iificgtions under Section 17(f) of the 1940 Act applicable
to bank custodians of registered investment companies would
be éligible for consideration. 1In addition, such bank's
policies with respect to issuing letters of credit,'including
relevant information in its published financial statements,
will be evaluated.*

As previously noted, it is presently anticipated
tﬂat Adams' bank custodian would issue such proposed letters
of credit, thus providing an issuer whose financial reliability

[
has already been carefully scrutinized and tested and will

* Federal bank regulatory agencies have adopted regula-
tions that place similar "lending limit" restrictions upon
the issuance of standby letters of credit by state and
national banks. Generally, such restrictions dictate that
standby letters of credit must be combined with all loans
for purposes of applying any legal limitations on loans
of the state banks and customer lending limitations on
loans of the national banks. Exceptions to this general
rule are available if the issuing bank has been paid, or
has set aside separately, an amount equal to its maximum
potential liability under the standby letter of credit,
or in the case of state banks there is an independent limit
on standby letters of credit. State banks that are members
of the Federal Reserve System are further restricted in that
they may not issue a letter of credit unless their customer
has been the subject of a "credit analysis eguivalent to
that applicable to a potential borrower in an ordinary loan
situation." Moreover, these state banks, as well as non-
member state banks insured by the Federal Deposit Insurance
Corporation, are required to make adequate disclosure of
the amount of all of their outstanding letters of credit
in their published financial statements. See 12 C.F.R.

§§ 7.1160, 208.8 and 337.2 (1977).
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continue to be monitored by Adams, as required by the appli—.
cable provisions of the 1940 Act. Were Adams to accept sole-~
ly cgsh or government securities as collateral, such collat-

eral would be required to be deposited in the safekeeping of

the same issuing bank. We understand, however, that other

banks with which Adams has or has had substantial business

‘dealings have expressed an interest in issuing such proposed

letters of credit and, assuming the forego%ng minimum eligi-
bility standards are met, may be considered as an approved
issuer.

Moreover, Adams will be further insulated from
any potential risk of insolvency during thevterm of the
letter of credit due to events occuring, or becoming known
to Adams, subsequent to its initial evaluation of the issuer's
eligibility. We have been advised that the Proposed Agreemeﬁf
will provide that if in the sole judgment of Adams there has
bez2n, or events have occurred which may reasonably be expected
to resulf in, a material adverse change in the financial con-
dition of the issuer, Adams may (i) terminate the loan in
respect of an amount of loéned securities equal to the face
amount of any letter of creditlor (ii) require that the bor-
rower substitute as collateral cash or government securities
for all or any portion of such letter of credit.

In loan arrangements secured by non-cash collateral

eSE EES PP




;
¥

4

7
g

Y
P

JOBOURNE, PARKE, WHITESIDE & WoLrF

Sidney L. Cimmet, Esq, 16 ‘March 23, 1979

such as government securities, the borrower pays a negotiated-
loan gremium to the lender and retains all rights in and to
the collateral. The borrower is entitled to retain a1l income
or interest earned on such collateral and the lender looks
solely to the loan Premium as its Ccompensation, rather than
any return resulting from the income which night be earned on

investment of the cash collateral. Accordingly, we have been

that which Adams would receive under existing arrangements i
providing for the deposit of non-cash Collateral. 1In this
context, the sole burpcse of collateral is security for the ?
loan and the most important quality of such collaﬁeral is that
it be readily realizable and provide "maximum liquidity" such §
that if the borrower defaults, the investment company may 5
easily apply the collateral to replace the loaned securities
Or cure any other default in the borrower's obligatibns.

Thus in certain respects a letter of credit may be a
more effective form 6f collateral for securities loans than
Treasury bills and other U.S. Government and agency securi-
ties. 1In the event of borrower default, the latter must be
liquidated, i.e., converted into cash by sale in the market
Place, before it can be applied to make the borrower whole by

replacing the borrowed securities or curing other defaults.
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advantages to both the borrower and the lender. On the basis

of the foregoing, we are of the opinion that a letter of

credit, issued under the circumstances described herein, may

be ﬁsed to collateralize, either in whole or in part, a se-
curities loan by a registered investment company in‘compliance
with Section 17(f) of the 1940 Act and Rule 17£f-2 thereunder
which require that securities on loan be collateralized to the
extent of their full market value.

- We would appreciate your advice as to whether you
Soncur in our view. If any further information is needed or :
if we can be helpful in any other way, please contact Mary

Ellen Pindyck of this office by collect telephone at (212)

541-5800.

Very truly yours,

Vi AT




