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Bank guarantee - Injunction to restrain from honouring a Bank guarantee ?-
Permissible - Exceptions ? - Effect of a guarantee depend on the terms of the
contract ? - Fraud ?

The 3™ defendant - petitioner sought to set aside the order issuing an interim
injunction restraining the People’'s Bank 4" Respondent from honouring a
Bank guarantee.

Held :

(1) A Bank which gives a performance guarantee must honour that
guarantee according to its terms. The Bank must pay according to the
guarantee on demand if so stipulated without proof or condition -
unless there is fraud of which the Bank has notice there is an obligation
to honour the guarantee as regards the terms of the guarantee.

Per Eric Basnayake, J.

“The Judges who are asked to issue an injunction restraining payment by a
Bank under a guarantee should ask whether there are any challenges
to the validity of the guarantee itself. If there is not ...... prima facie no
injunction should be granted and the Bank should be left free to honour
its contractual obligations.

APPLICATION for leave to appeal from an order of the District Court of Kandy.
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The 3 defendant petitioner (hereinafter referred to as the 3 defendant)
filed this application to have the order of the learned District Judge, Kandy
dated 17.02.2004 set aside. By this order the learned District Judge had
issued an interim injunction as prayed for in prayer (d) to the plaint to
restrain the 4% and the 5" defendant respondents (The People’s Bank and
its Manager) from honoring a bank guarantee.

This Court made order on 14.9.2005 after inquiry. By this order the Court
held that the learned District Judge erred in issuing the interim injunction.
However leave was refused on the ground that there was no valid affidavit
tendered with the petition and therefore there was no valid application
before Court. The 3" defendant appealed against the order of the Court of
Appeal in S.C. (Spl.) L.A. 236/2005. The Supreme Court on 31.3.2006 set
aside the judgment of the Court of Appeal and thought it fit to send the
case back to the Court of Appeal to adjudicate on the merits of the case.
The Supreme Court specifically ordered the parties not to raise the question
with regard to the validity of the affidavit referred to in the judgment of the
Court of Appeal.
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When this case was taken up for inquiry the learned Counsel appearing
for the plaintiff and the 3" defendant invited Court to dispose of this case
by way of written submissions and tendered the same.

This case is based on a bank guarantee marked “Pld". The 1%t and 2™
defendant - respondents (herein after referred to as the 1%t and 2™
defendants) were in the business of distributing milk powder by the name
of “Lakcow”. The 37 defendant was their bank. The 15tand the 2™ defendants
entered into an agreement with the plaintiff respondent (plaintiff) (Plb)
wherein the plaintiff was appointed the sole distributor of a specified area
for the purpose of distribution and sale of the said milk powder. For this
purpose the plaintiff was required o have a bank guarantee in a sum of
Rs. 1 million in favour of the 3" defendant bank. At the time of collecting
the milk powder the plaintiff was required to issue a cheque for the entire
value of the milk powder that would be ordered in favour of the 1stand 2
defendants.

In terms of the above agreement, on the instructions of the plaintiff, a bank
guarantee was issued by the 4" defendant respondent (herein referred to
as the 4" defendant) in favour for the 3™ defendant in a sum of Rs. 1
million. On 11.9.2003 the 3" defendant made a claim from the 4" defendant
for a sum of Rs. 1 million on the above guarantee. The plaintiff filed action
in the District Court of Kandy on 18.9.2003 seeking a declaration that the
plaintiff owes nothing to the 1% and 2™ defendants and that the 3 defendant
therefore has no right to demand any payment on the bank guarantee from
the 4" defendant. The plaintiff also prayed for an interim injunction restraining
the 4" defendant from making any payment to the 3" defendant on the
said bank guarantee.

The 3 defendant filed objections (P2) and the learned District Judge after
inquiry, on 17.2.2004 issued an interim injunction as prayed for in the
plaint. An English transiation of the relevant passages of the order of the
learned District Judge is as follows :

“the plaintiff had given a guarantee in a sum of Rs. 1 million through the 4"
defendant bank with regard to the sale and the distribution of Lakcow
milk powder. “

‘The law relating to bank guarantees is clear. The bank guarantee was
issued in respect of the milk powder supplied to the plaintiff by the 15 and
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the 27 defendants. If the plaintiff had defaulted payments in respect of
the milk powder so supplied the 4" defendant is obliged to pay on demand
on the said guarantee. The facts in this case are different. The bank
guarantee is in respect of the milk powder supplied to the plaintiff by the
1 and the 27 defendants.

The bank guarantee cannot be used to sefttle any other dues of the 1¢
and the 2 defendants to the 3 defendant”.

The learned Counsel appearing for the plaintiff submitted that as no monies
were payable by the plaintiff, it was unlawful for the bank to encash the
bank guarantee .

The law relating to bank guarantee has been laid downin several cases.
“A bank which gives a performance guarantee must honour that
guarantee according to its terms. It must not concern in the least
with relation between the supplier and the customer nor with the
question whether the supplier had performed his contractual
obligation or not, ‘nor with the question whether the supplier is in
default or not. The bank must pay according to its guarantee on
demand if so stipulated, without proof or condition. The only
exception is when there is a clear fraud of which the bank has
notice” (Lord Denning M. R. in Edward Owen Engineering Ltd. v. Barclays
Bank International Ltd. ¢ Infertec Contracting A/S v. Ceylinco Seylan
Development Ltd and another ? Hyderabad Industries Ltd. v TDAC Trading
(Pvt) Ltd. and two others ¥ R. D. Harbottle (Mercantile) Ltd. v. National -
Westminister Bank Ltd. ) Hemas Marketing (Pvt) Ltd. v. P. L. M. Chandasiri
and another .

Unless there is a fraud of which the bank has notice there is an obligation
to honour the guarantee as regard the terms of the guarantee. I will now
set out some parts of the bank guarantee marked “Pld’.

“The principal (the 1°t and the 2" defendants) having requested
from the Pan Asia Bank (3" defendant, the beneficiary) for credit
facilities amounting to Rs. 1 million for the distribution of “Lakcow”
milk powder to the plaintiff - the 3™ defendant has-agreed to grant
the said facilities on condition that the principle furnishes a bank
guarantee from a reputed bank to the value of Rs. 1 million.

We (4* defendant) hereby guarantee and undertake to pay the
beneficiary a sum of Rs. 1 million in the event the principle fails or
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neglects to pay the sum or sums of money on the due date under a
credit agreement between the beneficiary and the principal.

This guarantee will be in force from 03.01.2003 until 02.01.2004...
Claims if any under this guarantee should be submitted to us in
writing to reach us on or before the expiry date 02.01.2004 ...
(emphasis added).”

Although the bank guarantee was issued at the instance of the plaintiff by
the plaintiff's bank, namely the 4" defendant, the liability could be attached
only by interpreting the bank guarantee itself.

The effect of a guarantee like that of other contracts depends on the terms
of the contract. In Smith v. Hughes ® Blackburn J said “if whatever a
man’s real intention may be he so conducts himself that a reasonable
man would believe that he was assenting to the terms proposed by the
other party and that party upon that belief enters in to the contract with
him, the man thus conducting himself would be equally bound as if he had
intended to agree to the party’s terms”. “the question to be answered
always is “what is the meaning of what the parties have said ?” not “what
did the parties mean to say” (6 QB 597 at 607).

The liability of the 4" defendant bank arises “in the event the principal fails
or neglects to pay the sum or sums of money on the due date under credit
agreement between the beneficiary and the principal”. The plaintiffis nota
party to the above guarantee. The parties to the guarantee are the 15! and
the 2" defendants (principal debtors), the 3 defendant (beneficiary) and
the 4 defendant (guarantor). Nowhere in the guarantee is it stated that
the 4" defendant will be liable in the event the plaintiff defaults payment in
respect of milk powder supplied.

“The Judges who are asked to issue an injunction restraining payment by
a bank under an irrevocable letter of credit or performance bond or
guarantee should ask whether there is any challenge to the validity
of the letter, bond or the guarantee itself. If there is not ... prima
facie no injunction should be granted and the bank should be left
free to honour its contractual obligations .... The wholly exceptional
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case where an injunction may be granted is where it is proved that
the bank knows that any demand for payment already made or
which may thereafter be made will clearly be fraudulent’.

This was an observation made by the Court of Appeal in Bolovinter Oil SA
v. Chase Manhatten Bank™ The Court further observed that “if save in the
most exceptional cases, he is to be allowed to derogate from the bank's
personal and irrevocable undertaking ... by obtaining an injunction restraining
the bank from honouring that undertaking, he will undermine what is the
bank's greatest asset, however large and rich it may be, namely its
reputation for financial and contractual probity. Furthermore, if this happens
atall frequently, the value of all irrevocable letters of credit and performance
bonds and guarantees wiil be undermined” (Paget's Law of Banking 12*
edition at 736, S.N. Silva J (as he then was) in Indica Traders (Pvi).v.
Seoul Lanka Construction (Pvt) Ltd.®

The plaintiff never challenged the validity of the guarantee and therefore
the parties would be liable to give effect to the terms of the guarantee.

The learned Counsel appearing for the plaintiff also submitted that the 3¢
defendant did not file the document marked 4 VI. This is a letter written by
the plaintiff to the People's Bank setting out the purpose for which the
bank guarantee was needed. The above document is not required while
interpreting the bank guarantee. Therefore this document has no bearing
on the case. ‘

For the foregoing reasons it becomes clear that the learned District Judge
erred in issuing an interim injunction. The order of the learned District
Judge is hereby set aside. The application is allowed with costs.

WIMALACHANDRA.J - | agree.

Appeal allowed.
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Penal Code -Section 294 - Section 296 - Section 315 - Eye witness not a
credible witness ? - Disturbing a finding with regard fo acceptance or rejection
of a testimony of a witness ? - Section 294 Ingredients ? - Dock statement -
"Approach in evaluating ? - Constitution Article 138 - Criminal Procedure Code
Section 334,

The accused - appellant was convicted, of murder and sentenced to death he
was also convicted of causing hurt to one K and sentenced to 6 months rigorous
imprisonment.

It was contended that, the eye witness was not a credible witness, and that
injury No. | was not caused by the accused - appellant and further that the other
12 cut injuries have not caused the death of the deceased. It was further
contended that the reason given by trial Judge in rejecting the dock statement
was erroneous.

Held .
(1) Court of Appeal will not lightly disturb a finding of a Judge with regard
to the acceptance or rejection of a testimony of a witness, unless it is
manifestly wrong, when the trial Judge has taken such a decision

after observing the demeanor and the deportment of a witness. The
contention that the eye witness was not a credible witness is rejected.

Held further:

(2) The prosecution must prove the following facts before it can bring a
case under Section 294.

To access the original judgement, visit: Lankal aw
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