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I.

Some background.
Lease security can be in the form of cash deposit, certificate of deposit, joint

signature bank accounts, securities. In some jurisdictions cash and equivalents must be
held in a separately identified account, as trust funds, the property of the tenant, in a
manner so that it is not treated as landlord's property in case of bankruptcy of or lien
against landlord.
At some point tenants found that they could borrow more cheaply from their
banks if they delivered only a Letter of Credit (hereinafter called a "Credit"), since there
was no actual payment by the bank until the beneficiary asked for the proceeds, although
of course this was a function of the financial credit of the tenant and the bank might
require substantial collateral..
But Credits started to become more common. Using the terminology of UCC
Article 5, the "applicant," the tenant, asks its bank as "issuer" to issue a Credit running to
the benefit of the landlord "beneficiary."

II.

Law and practice.
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In the USA, Uniform Commercial Code Article 5 governs Credits. Article 5
permits (5-103(c)) most of the provisions of the Article to be varied by agreement
including incorporation by reference. Many Credits state that they are governed by
UCP600 or ISP98, which refer to (a) UCP600 is Uniform Customs and Practice for
Documentary Credits published by the International Chamber of Commerce, 2007
revision, ICC Publication No. 600, or (b) ISP98 is International Standby Practices
(endorsed by the ICC which designates it ICC Publication No.590) governing standby
letters of credit which are those used in lease security deposit transactions.
For an ordinary lease security Credit, if the bank issuer insists on subjecting it to
one of UCP600 or ISP98, there are not many especially notable provisions that will affect
your handling of the Credit, and none that will have any effect 98% of the times you
accept one. One interesting provision of UCP600 is that if the Credit expiration date
(the last day to submit it to the bank for payment, a "presentation") occurs when the
issuer is closed due to some force majeure event the expiration date is not (!) extended; if
you are the beneficiary you are out of luck. Since it is not an invariable provision it can
be changed by landlord requiring that the Credit provide otherwise. ISP98 does provide
for an automatic 30 day extension in that situation.
The other main provision affecting all Credits is the longest time which the issuer
can use before it accepts ("honors") or rejects the presentation, which is: UCC--most
states are 7 business days; UCP600--5 banking days; and ISP98--7 business days; this
time frame may be changed by the parties in the body of the Credit, either reduced or
increased [see the Freddie Mac form attached hereto as exhibit 2] . If a presentation is
dishonored (that is, refused) by the bank issuer, it must at once upon the determination
return the documents or inform beneficiary that it is holding them for further instructions
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from beneficiary, so you will find out quickly and receive your submitted documents
back.
Two standard rules: if a Credit does not specify otherwise it is not revocable and
it is not transferable. You must specify transferable or revocable in your Credit if you
want them to apply, although why anyone would want the Credits revocable is difficult to
imagine. Just one more note, there is no formal form of Credit, it could be literally a
letter, on letterhead of the bank, it need not be on special paper difficult to alter.

III.

Some drafting thoughts.
Usual rule number one, KISS. Keep it simple. Recall the name of UCP600,

Customs and Practice for Documentary Credits. Credits that call for documents. As
you can see from the sample forms attached, the typical Credit says the issuer bank
will pay upon receipt of certain documents. In classical Credits, a seller overseas
would deliver some shipping or bonded warehouse documentary receipt showing that
it had delivered a product and based on that it was entitled to be paid. In lease
security standby Credits the usual format was that upon delivery of specified
documents the bank would pay the landlord, the documents usually being something
like a statement by landlord that tenant defaulted and notice was given and a certain
number of days had elapsed and therefore landlord wanted the security converted to
cash so it could pay itself back as if it had been holding cash security.
The danger to landlord is in making those documentary requirements too complex.
The result would be that, for one example, when the time came it was often troubling
to have a requirement (remember, these requirements are totally in the discretion of
the parties when they prepare the Credit, or at least when they agree to the lease
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provision describing the form of the Credit) of an affidavit in which landlord was
required to swear that tenant was in default when tenant denied the default. Many
defaults are in the gray area, which is why so many attorneys spend a lot of their
practice in litigation involving these disputes. Also note that under UCC 5-110,
presentation by the beneficiary is its warranty that the drawing does not violate any
agreement between beneficiary and applicant – which would be the Lease, which is
probably quite close to the same result as a landlord's affidavit regardless of the
Credit language itself.
Some argue, with some validity we believe, that the Credit is in lieu of cash, so
landlord should not be any worse off than if it was holding cash, in this context.
Accordingly, why should there be any documentary requirements. Just an instruction
to the bank, or a sight draft (a draft payable at sight, see exhibit 3 hereto), is all
landlord need submit. Then it holds the proceeds as a cash security deposit and if
there was a default that triggered the drawing it takes the portion it would be entitled
to under the Lease if the security deposit had originally been cash.
If landlord cannot get agreement to a nondocumentary presentation, keep the
certificates simple. Even though it is just a proof reading job, if the wording is
different on your document from what the Credit requires you may not get paid. For
this reason, when using words describing what the document must say, you can use
modifiers such as substantially as follows, or to the effect that. Then if you can
correctly copy you will be paid, but failing that (a sadly commonplace failing) you
may nonetheless be paid if close enough to satisfy the bank. Of course if you have
sufficient time you can try again to correct your failure; under UCC 5-108 the issuer

-4-

must advise of deficiencies by specifying them within the time available for review or
else it waives its objections.
Be careful of the identity of the person designated as required to sign a document.
If you require a document signed by an LLC manager, and then convert to a
corporation, how do you comply; if you require signing by a named person and she is
in some desolate wilderness for 2 weeks, how do you comply; require signing by the
managing agent and you no longer have a managing agent, what then? You must
keep things such as titles and identities very general. If you require signing by a
named person who has died you probably cannot draw on that Credit under any
circumstance without consent of the tenant applicant, who is probably not in an
accommodating frame of mind when you are trying to grab the proceeds of its Credit.
Allow partial drawings. This permits a draw while the balance remains in Credit
form, so that if there are bankruptcy benefits to having a Credit over cash they are
preserved for the balance instead of converting all to cash. Look into the right to
make presentation by fax or email without ever needing to deliver originals, but be
sure you understand the bank's procedures. Credits are not negotiable instruments
and the issues involved with a lost note do not really confront the bank, therefore why
should it refuse to permit the named beneficiary to request draws without delivering
the original Credit, or by faxed request to pay by wire to a specified account in
beneficiary's name or by check to its order? If the Credit is large enough in amount
try to get a convenient location for presentation, so that someone can make a
presentation of the original Credit in person without risk of loss by mail or delivery
service (yes, the overnight deliverers loses a few packages, or certainly misdelivers
them which is unfortunate if your expiration date is fast approaching).
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Make sure the Credit is transferable, it must so state since the default format is
non-transferability, so that landlord can transfer to a purchaser of the property, or
lender, and that any charges are specified as being a manageable amount (which your
Lease might require tenant to reimburse) or are payable in the first instance by
Applicant/tenant.
So called evergreen Credits are very typical. These provide that they
automatically renew (like an evergreen tree) every year until issuer advises that they
are being terminated; the lease and Credit should provide that non-replacement within
a certain period prior to the newly established expiration date is grounds immediately
to draw the full amount of the Credit. The notice is usually 30 days but that may be
snug, by the time your client focuses on it, you get out the presentation documents,
send them, find 7 days later there's a problem and need to resolve it, you could be
bumping up against the end of the 30 days; 60 days is better and often possible to get.
And provide in your Lease that if the Credit expires by slipping through the
cracks, tenant must replace it within a short time period or is considered in default.
Finally, there is an issue recently arisen, the credit of the issuer bank. Some
suggest a provision in your lease that if the rating agencies, Moody's, S&P, Fitch,
reduce the bank issuer's rating below some floor then landlord can require a new bank
or else it can draw the proceeds. One tenant issue is whether it is realistic to believe a
tenant can go to a totally strange bank and obtain approval of a letter of credit
application in a short time frame; another is to whether any bank today is sound, plus
the unavoidable time lag between deterioration of actual soundness and when the
raters re-rate the bank down. But, the question is definitely out there lately.
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IV.

Bankruptcy.
Just a few comments. The "independence principle" (expressed in UCC 5-103) is

that a Credit is a direct agreement between issuer bank and beneficiary landlord and
independent of the underlying contract of beneficiary with applicant (the Lease), and so
the bankruptcy of tenant should not intrude. For this reason many have suggested that
Credits are the preferred form of security, despite the administrative burden versus a
simple cash deposit, such as keeping physical custody of the letter of credit itself, keeping
track of the expiration date, issuer creditworthiness, failed document presentation.
The two main benefits of Credits are (i) avoiding the automatic stay of the
Bankruptcy Code which forbids landlord's drawing of cash security after tenant files for
bankruptcy without bankruptcy court approval, which can often take a long time, and (ii)
perhaps avoiding (or at least seeking to avoid) the cap on damages for lease defaults. The
"cap" limits the amount of damages allowed to a landlord in bankruptcy to one year's rent
or 15% of the remaining rent up to 3 years' rent. But there was an instance in which the
bankruptcy estate obtained an injunction against beneficiary making a draw and when
this was violated the beneficiary was ordered to repay the money to the estate (In re
Texas Commercial Energy LLC, 2007 U.S. Dist LEXIS 49678 (S.D. Tex. 7/10/07),
though the Credit had been issued after the bankruptcy and efforts to enjoin drawing on
Credits are almost unique and are harshly criticized by observers when granted. There
are, however, several cases which hold that a Credit is subject to the cap on damages (e.g.
In re Mayan Networks Corp. 306 B.R. 295 (BAP 9th Cir. 2004)). And one case decided
the cap question based on whether the tenant posted collateral with the bank-issuer to
secure issuance of the credit, so that landlord's drawing and resulting bank seizure of the
collateral it was holding which was property of the bankrupt being taken by the bank and
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thereby reducing the estate, but most other cases do not focus on this issue despite similar
facts. And in one case, landlord drew on its Credit, never filed a proof of claim in the
bankruptcy proceeding since the draw covered its claims, and the court found that it had
no jurisdiction to apply the cap on damages without the landlord filing a proof of loss (in
some situations under the Bankruptcy Code parties other than landlord can file a proof of
loss claim on behalf of landlord, so even this non-filing may not always be a total
solution).
Currently the ideal method seems to be a third party guaranty of the lease backed
by a Credit from guarantor (never tenant) in the amount landlord seeks as security deposit,
with the any excess Credit proceeds being returnable only to guarantor, not tenant, if and
when they are to be returned (for example, drawing the full amount but lease damages
being a lesser amount). This should have the ideal results of avoiding the cap on
damages entirely and avoiding all bankruptcy proceeding involvement.
As with most bankruptcy discussions, the bottom line may be that the law is ever
moving, with circuit splits, many bankruptcy court level decisions, and little coherence.
One must be very cautious handling a letter of credit security deposit once notice of
commencement of a bankruptcy case is received. But as long as the security is less than
one year's rent, which is the vast majority of deposits, the cap on damages limiting the
Credit does not arise, and there is not really serious dispute at this time about being able
to make presentation and draw the proceeds without court approval.
The biggest danger remaining is bank solvency. This issue will no doubt
(hopefully, in any event) ultimately pass, as it did during Resolution Trust and other
times of banking stress, but the advantage of some kind of early warning trigger requiring
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tenant to replace the Credit before the bank has actually failed will allow landlord to draw
on the Credit while the bank is still in business.

V.

The Lease
Remember, your lease must be in good form when it is signed. Afterthoughts are

too late.
You must review the letter of credit language as well as the security deposit
language, default damages language and rights to apply security. The security clause
needs to allow drawing on the security swiftly after default in rent in order to try to
accomplish it before a tenant slipping into bankruptcy can file and the automatic stay
turns the arrears into a pre-filing claim; try to avoid limiting the withdrawal until after
notice and expiration of grace periods, or worse, until a judgment in landlord-tenant court
is entered.
You must review your letter of credit provision for the kinds of things discussed
above, and re-review it often for your new leases.
You must review your damages after default and bankruptcy proceeding damages
provisions.
Finally, you must keep your perspective. Most small tenants do not vanish via
bankruptcy, they just vanish. They leave the week after Christmas, or whenever their
current season ends, and are seen no more. The security is retained and the issues
discussed above do not come up. You send in your Credit and the bank sends back the
check, so the basic Credit considerations outside of bankruptcy are the most important.
Even when they do commence a bankruptcy proceeding, very few tenants deposit more
than a year's rent as security so the cap on damages from security is not then an issue, and
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cash security is treated as if landlord was a secured creditor as to it and so recovery is
pretty much a foregone conclusion – but could be very slow in being concluded since the
automatic stay bars the withdrawal without court approval but does not itself impair the
ultimate recovery. Accordingly the difference between cash and Credit is often not a
fatal difference, more like a convenience one, unless it is a major tenant of your property.

A footnote. An excellent article on Credits in leasing generally can be found on
the RPTE website under Probate & Property archived articles, July-August 2002 and
November-December 2002 [2 part article], Letters of Credit in Lease Transactions,
By Susan Fowler McNally, Carter Klein, and Michael Abrams. It is a bit dated as to
bankruptcy – for a recent discussion one could refer to Letters of Credit as Landlord's
Protection Against a Tenant's Bankruptcy, by Alan N. Resnick in The American
Bankruptcy Law Journal, Vol. 82, Issue 3, 2008, a nice long exposition of a very few of
the later cases.

Richard M. Frome
© 2009 All Rights Reserved
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EXHIBITS
1. Sample clause for a lease concerning letter of credit as security.
2. Freddie Mac form of letter of credit they require.
3. Freddie Mac sight draft form.
4. Another sample letter of credit.
5. Sample of notice from bank cancelling evergreen letter of credit and supplemental
notice withdrawing the cancellation.
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1. Sample clause for a lease

(B) Simultaneously with the execution of this Lease, in lieu of the cash deposit described
in the preceding paragraph (A), Tenant may deliver to Landlord an unconditional,
irrevocable, transferable letter of credit (“Credit”) in the amount of the Deposit required
thereunder as security, subject to the following terms and conditions. Such Credit shall
(a) be in form and substance reasonably satisfactory to Landlord; (b) at all times in the
amount of the Deposit, and if at any time and for any reason the amount able to be drawn
by Landlord under the Credit is less than the amount of the Deposit, Tenant shall, within
20 business days thereafter, cause the amount able to be drawn by Landlord to be
increased to the amount of the Deposit; (c) be issued by a commercial bank reasonably
acceptable to Landlord and located in, or able to be drawn by delivery to an office in
_______________; (d) be transferable at no charge by Landlord to any successor to
Landlord’s interest under the Lease, or its mortgagee, or agent of either;; (e) be payable at
sight upon presentment to the issuer of Landlord's sight draft; (f) not expire sooner than
one year from issuance; and (g) at least thirty (30) days prior to the then
current expiration date of such letter of credit, shall be replaced, renewed, or
automatically extended from time to time through the 120th day after the expiration of
the term. If beneficiary of the Credit transfers the Credit, transferor shall be released from
all liability for the return thereof. If the Credit is not replaced or renewed within the time
period specified above, then Landlord shall have the right to immediately draw upon the
entire amount of the Credit. Any amounts drawn under the Credit shall be held by
Landlord as cash security pursuant to the preceding Section [until the Credit is replaced,
or perhaps no right to replace once it fails to maintain it as required?]. The Credit shall
provide that upon issuer’s receipt of an affidavit of a representative of Borrower as to the
loss, theft, destruction or mutilation of the Credit and an agreement of indemnity from
Beneficiary all in form and substance reasonably satisfactory to issuer, issuer will issue a
replacement Credit in the same face amount thereof and otherwise of like tenor.
Each Credit shall be issued by a commercial bank that has a long term credit rating of at
least A (or equivalent) by Moody's Investor Service, Inc., or Standard & Poor's
Corporation or Fitch Inc. (a "Satisfactory Credit Rating"), and shall be otherwise
acceptable to Landlord in its reasonable discretion. If the issuer's credit rating is or
subsequently falls below a Satisfactory Credit Rating, then Landlord shall have the right
to require that Tenant obtain from a different issuer a substitute letter of credit that
complies in all respects with the requirements of this Section, and Tenant's failure to
obtain such substitute letter of credit within 90 business days following Landlord's
written demand therefor shall entitle Landlord to immediately draw upon the then
existing Credit and hold such proceeds as provided above. In the event the issuer of any
Credit is placed into receivership or conservatorship by the Federal Deposit Insurance
Corporation, or any successor or similar entity, then, effective as of the date such
receivership or conservatorship occurs, said letter of credit shall be deemed to not meet
the requirements of this Section, and, within ten (10) business days thereafter, Tenant
shall replace such letter of credit with cash equal to the deposit or other collateral
acceptable to Landlord in its reasonable discretion. Except as otherwise expressly set
forth in this Lease, Landlord may draw upon the Credit upon default by Tenant in
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payment of basic rent but only to the extent ot the unpaid basic rent at a time when
Landlord, based on information in the public domain or credit report or news article,
believes there is a possibility that Tenant may become debtor in a proceeding under the
Bankruptcy Code within the following 12 months.
[note, not all banks, much less all tenants, will agree to all ele ments of this provision].
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2. Freddie Mac form of Credit they require

FREDDIE MAC FORM OF LETTER OF CREDIT
(REVISION DATE 01-30-08)
[ISSUER’S LETTERHEAD]

IRREVOCABLE, UNCONDITIONAL STANDBY LETTER OF CREDIT
NO. ______________
_________________ _____, 2_____
Freddie Mac Loan No. _______________________

Federal Home Loan Mortgage Corporation
__________________________________
__________________________________
Attention: ___________________________
Regional Managing Director [for Early Rate Lock Application]
Director, Portfolio Services [for Rental Achievement Agreement or
Escrow Agreement]
Director, Affordable Housing [for Forward Commitment]
Dear Sir or Madam:
For the account of ________________________________ [insert name of account
party/customer] ("Account Party"), we ("Bank") hereby establish in favor of the Federal
Home Loan Mortgage Corporation ("Freddie Mac") our Irrevocable Standby Letter of
Credit No. _____________("Credit") in an aggregate stated amount of
$_____________________ ("Stated Amount").
The Bank has been requested by the Account Party to issue this Credit in connection with
that certain [insert reason for issuance of letter of credit]
[loan to be made by _____________________________ (insert name of Seller/Servicer]
to the Account Party and intended to be purchased by Freddie Mac pursuant to the terms
and conditions of that certain early rate-lock application dated as of ________________
from ______________ [insert name of Seller/Servicer).]
OR
[Rental Achievement Agreement] or [Escrow Agreement] dated as of
________________ by and between _________________ [insert name of Borrower]
and _________________ [insert name of Seller/Servicer] and assigned to Freddie Mac.]
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OR
[Forward Commitment issued by Freddie Mac.]
The Stated Amount must be available for drawing by Freddie Mac as set forth below.
This Credit must expire at ___ p.m. local time in ___________________, ________
[insert name of city in which the Bank is located], on _____________________,
________ ("Expiration Date"). Demands for payment under this Credit may be made by
Freddie Mac from time to time on or before the Expiration Date by presentation of your
draft in the form of Exhibit A drawn on us and completed by Freddie Mac [or
_____________________________.] [insert name of Seller/Servicer for all letters of
credit except those issued in connection with a Forward Commitment. The
Seller/Servicer's name should not be included for letters of credit issued in connection
with a Forward Commitment.]
[Unless we notify you in writing at least thirty (30) days prior to the Expiration Date, the
Expiration Date of this Credit must be extended automatically for successive one[month/year] periods.]
[We may, at our own option, extend the Expiration Date for successive one-[month/year]
periods by so notifying you in writing at least thirty (30) days prior to the Expiration
Date.]
Each draft presented for payment against this Credit must be dated the date of
presentation and must be presented to us at _____________________________________
(or at such other address in _______________________, ________________________
as we may designate in written notice delivered to you). In each case where we have
received a draft as described above prior to ______________m. _____________ time, on
a Business Day, we will make payment by ______________m. _____________ time on
the following Business Day. As used herein, "Business Day" means any day other than (i)
a Saturday or Sunday, or (ii) a legal holiday on which banking institutions in the state of
________________________ are closed.
Payment against this Credit may be made by wire transfer of immediately available funds
to the account specified by you, or by deposit of same day funds in a designated account
you maintain with us.
Partial drawings are permitted under this Credit. All documents presented to us in
connection with any drawing under this Credit and all other communications and notices
to us with respect to this Credit must be in writing or facsimile (and confirmed in writing),
dated the date of the presentation, and delivered to us at the address set forth above and
must specifically refer to us by name and to this Credit by the Irrevocable Standby Letter
of Credit Number set forth on the first page of this Credit.
This Credit is subject to the Uniform Customs and Practices for Documentary Credits,
2007 revision, International Chamber of Commerce Publication No. 600 ("UCP"). As to
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matters not governed by the UCP, this Credit must be governed by the internal laws of
the State of New York (without regard to conflicts of law provisions).
Very truly yours,
[Name of Issuer]
By:

____________________________

Name: ____________________________
Title: ____________________________
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3. Freddie Mac sight draft form [can be generally used when Credit requires a sight draft]

Sight Draft

[FREDDIE MAC OR SELLER/SERVICER LETTERHEAD*]

Re:

___________________________ [name of Issuer] Irrevocable Standby
Letter of Credit No. ______________.

________________, _____
[Date]
Freddie Mac Loan No.: _________________
[Name & address of Issuer]

Pay to the order of _____________________________________ in the amount
of $__________________________ drawn on _____________________, as
issuer of its Irrevocable Standby Letter of Credit No. ____________ dated
_______________________, 2_______.

_____________________________________
(Freddie Mac or Seller/Servicer* )

By:
_______________________________
Name:
_______________________________
Title:
_______________________________
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4. Another Credit form
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5. Notice cancelling evergreen and notice withdrawing cancellation
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