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ACT:

Per f or mance of contract-guaranteed performance in
accordance with time schedul e prescribed-Failure to perform
obligation within time stipul ated-Effect of-Bank guarantee
Ri ght to invoke-To injunction against.

HEADNOTE:
%

The appellant, a State GCovernment enterprise, ~on or
about May 17, 1983, entered into a contract wth the
respondent, a private limted conpany, for the supply and
installation of a vanaspati manufacturing plant at a place
inthe district of Nainital. The contract bond contenpl ated
guaranteed perfornmance of the work at various stages in
accordance with the time schedule prescribed and provided
for conpletion and comm ssioning of the plant after tria
run by May 15, 1984. According to the appellant, the time
was essentially and indisputably the —essence of the
contract.

As per the terms and conditions of the contract bond,
according to the appellant, the respondent-was to furnish a
performance bank guarantee for Rs.16.5 | akhs and yet anot her
bank guarantee for Rs.33 |akhs as security for-the nonies
advanced by the appellant to the respondent for undertaking
the work. Both these guarantees as also the contract bond
entitled the appellant to invoke them and call for their
real i sation and encashment on the failure of the respondent
to perform the obligations for which the appell ant was made
the sol e judge.

It was all eged that the respondent defaulted at various
stages and finally failed to conmplete the work within the
stipulated time. The appellant invoked the two guarantees
one after the other, and thereafter proceeded to have the
pl ant conpleted, etc. According to the appellant, the plant
could actually be comm ssioned for conmercial production in
Jul y/ August, 1985.

The respondent, on August 4, 1986, filed an application
under section 41 of the Arbitration Act, 1940 (The Act) in
the court of the G vil Judge, praying for an injunction
restrai ning the appellant fromrealis-
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ing and encashing the bank guarantees. The Civil Judge
di smissed the application. The respondent filed a revision
petition before the High Court, which allowed the sane,
hol ding that the invocation of the perfornance guarantees
was illegal, and the contentions of the appellant that the
performance guarantees constituted independent and separate
contracts between the guarantor bank and the beneficiary and
created independent rights, liabilities and obligations
under the guarantee bonds thenselves, as being "technica
pl eas". The High Court, however, directed the respondent to
keep alive the bank guarantee during the pendency of the
arbitration proceedi ngs. The appellant then nmoved this Court
for relief by special |eave.

Al'l owi ng the appeal , The Court,

N

HELD: Per Sabyasachi Muikharji, J.

Under the terns agreed to between the parties, there is
no scope of injunction. The High Court proceeded on the
basis that this was not an injunction sought against the
bank but ' against the appellant. But the net effect of the
injunction is to restrainthe bank from perforning the bank
guarantee. That cannot be done. One cannot do indirectly
what one is not freeto do directly. The respondent was not
to suffer any injustice which was ‘irretrievable. The
respondent can sue the appellant for damages. There cannot
be any basis in the case for apprehension that irretrievable
danage would be caused, iif any. His Lordship was of the
opinion that this was not a case in which injunction should
be granted. An irrevocable commtnent either in the form of
confirmed bank guarantee or -irrevocable letter of credit
cannot be interfered with except if a case of fraud or a
case of a question of apprehension of  irretrievable
injustice has been made out. This is the well-settled
principle of the law in England. ~Thisis also the well-
settled principle of lawin India. No fraud and no question
of irretrievable injustice was involved in the case. [1138C
Fl

In order to restrain the operation ei't her of
irrevocable letter of credit or ~of confirmed letter of
credit or of bank guarantee, there should be a serious
di spute and a good prima facie case of fraud and specia
equities in the form of preventing irretrievable injustice
between the parties; otherwi se, the very purpose of bank
guarantees would be negatived and the fabric of  trading
operation woul d be jeopardi sed. The conmitnents of the banks
must be honoured free from interference by the courts;
otherwise, trust in comerce internal and internationa

woul d be irreparably damaged. It is only in | exceptiona
cases, that is, in
1126

cases of fraud or in cases of irretrievable injustice that
the court should interfere. This is not a case where
irretrievable injustice would be done by enforcenent of the
bank guarantee. This is also not a case where a strong prinma
facie case of-fraud in entering into a transacti on was nade
out. The Hi gh Court should not have interfered with the bank
guarantee. The judgnent and order of the H gh Court set
aside. The order of the Cvil Judge restored.[1141A-B;
1142D H]
Per K. Jagannatha Shetty, J. (concurring):

The crux of the nmatter relates to the obligation
assuned by the bank under a perfornmance guarantee. [1143B]

Whet her the obligationis simlar to the one arising
under a letter of credit? Wiether the Court could interfere
in regard to such obligation, and if so, under what
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ci rcunst ances? These are the questions raised in the appeal
[1143B-C]

The primary question for consideration is whether the
High Court was justified in restraining the appellant from
i nvoki ng the bank guarantees. The basic nature of the case
relates to the obligations assuned by the bank wunder the
guarantees given to the appellant. If wunder the Ilaw, the
bank cannot be prevented by the respondent from honouring
the credit guarantees, the appel l ant also cannot be
restrained frominvoki ng the guarantees. What applies to the
bank nust equally apply to the appellant. Therefore, the
frane of the suit by not inpleading the bank cannot make any
difference in the position of law. Equally, it would be
futile to contend that the court was justified in granting
the injunction since it has found a prima facie case in
favour of the respondent. ~ The question of examining the
prima faci e case or bal ance of .conveni ence does not arise if
the court cannotinterfere with the unconditional comm tnent
nmade by the bank in the guarantees in question. [1144C D
1145A- B]

The nodern docunmentary credit- had its origin from
letters of credit. The letter of credit has devel oped over
hundreds of years of international trade. It was intended to
facilitate the transfer of goods between distant and

unfam liar buyer and seller. It was found difficult for a
buyer to pay for goods prior to their delivery. The bank’s
letter of credit came to bridge this- gap. In such

transactions, the seller (beneficiary) receives paynent from
the issuing bank when he presents a demand as per the terns
of the docunents. The bank nust pay if the docunents are in
order and the ternms of credit are satisfied. The bank

1127

however, was not allowed to determ ne whether the seller had
actual ly shipped the goods or whether the goods conforned to
the requirenents of the contract. Any dispute between the
seller and the buyer must be settled between thensel ves. The
Courts, however, in carving out an exception to this rule of
absol ute i ndependence, held that if there has been a "fraud
in the transaction", the bank could di shonour beneficiary’s
demand for paynent. The Courts have generally pernitted
di shonour only on the fraud of the beneficiary, not the
fraud of sonebody else. [1145C, E-H, 1146A]

In nodern commercial transactions, various devices are
used to ensure performance by the contracting parties. The
traditional letter of credit has taken a new neani ng. Stand-
by letters of credit are also used in business circles.
Per f ormance bond and guarantee bond are also devices

i ncreasingly adopted in transactions. The Courts . have
treated ch docunents as analogous to letter of «credit.
1148E]

Whether it is a traditional letter of credit or a new
device, like performance bond or performance guarantee, the

obligation of the bank appears to be the sanme. Since the
bank pledges its owmn credit, involving its reputation, it
has no defence except in the case of fraud. The nature of
the fraud that the courts talk about is the fraud of an
"egregious nature as to vitiate the entire underlying
transaction". It is the fraud of the beneficiary, not fraud
of somebody el se. The bank cannot be conpelled to honour the
credit in such cases. In such cases, it would be proper for
the bank to ask the buyer to approach the court for an
i njunction. The court, however, should not lightly interfere
with the operation of irrevocable documentary credit. In
order to restrain the operation of irrevocable letter of
credit, performance bond or guarantee, there should be a




http://JUDIS.NIC IN SUPREME COURT OF | NDI A

Page 4 of 20

serious dispute to be tried and there should be a good prinma
Facie act of fraud . [1149E-H, 1150A]

The sound banking system nay, however, require nore
caution in the issuance of irrevocable docunentary credit.
It would be for the banks to safeguard thensel ves by other
means, and, generally, not for the courts to cone to their
rescue with injunctions unless there is established fraud.
The appeal mnust be allowed, and the order of the civi
judge, restored. [1150D E]

Hanzeh Melas & Sons v. British |Imex Industries Ltd.,

[1958] 2 QB.D. 127; Elian and Rabbath (Trading as Elian &
Rabbath v. Mastas and Mastas & ors., [1966] 2 Lloyd s List
Law Reports 495; R D. Harbottle (Mrcantile) Ltd. and
Anot her v. Nahonal Westm nster
1128
Bank Ltd. and Ors., ~[1977] 2 Al England Law Reports 862
Edward owen Engineering Ltd. v. Barclays Bank Internationa
Ltd, [1978] 1 Al England Law Reports 976; United City
Merchants (Il nvestnents) Ltd. & Os. v. Royal Bank of Canada
JUDGVENT:
v. State Bank of India & Os. AIR 1979 Calcutta 44; State
Bank of India v; The Econonic Trading Co. S.A A &ors., AIR
1975 Calcutta 145; B:/S. Auila Conpany Pvt. Ltd. v. Kal uram
Mahadeo Prasad & Ors., AR 1983 Cal cutta 106; Union of India
& ors. v. Meena Steel's Ltd. & Another, AR 1985 All ahabad
282; Arul Murugan / Tr aders v. Rashtriya Chemicals &
Fertilizers Ltd. Bonbay and another, AIR 1986 Madras 161;
Tarapore & Co. Madras v. Ms. V/o Tractors Export, Mscow &
Anr., [1969] 2 SCR 920; United Commercial Bank v. Bank of
India & ors., [1981] 3 SCR 300; Centax (India) Ltd. V.
Vinmar Inpex Inc. and others, [1986] 4 SCC 136; United
Commercial Bank v. Bank of India & O's., [1981] 3 SCR 300
and Bolivinter oil SA v. Chase Mannettan Bank & Ors., [1984]
1 Al ER 351 at 352, referred to.

&

ClVIL APPELLATE JURI SDI CTION: Civil Appeal ‘No. 3054 of
1987.

Fromthe Judgment and order dated 20.2. 1987 of the
Al | ahabad High Court in Cvil Revision No. 157 of 1986.

A.B. Diwan, Sandeep Narain and Shri Narain for the
Appel | ant .

V.M Tarkunde, Shakeel Ahnmed Syed for the Respondent.

The foll owi ng Judgnments were delivered by

SABYASACH MUKHARJI, J. Special Leave granted.

In the Special Leave Petition notice was issued on 13th
of July, 1987 and it was directed that the matter would be
di sposed of at the notice stage. After hearing the riva
contentions, we grant |eave to appeal and dispose of the
appeal by the order hereunder.

This is an appeal fromthe judgnment and order of the
| earned single judge of the Allahabad Hi gh Court Lucknow
Bench) in Revision Petition No. 157 of 1986. It appears that
the appellant, a State GCovernnment enterprise, on or about
17th of May, 1983 entered into a contract wth the

respondent-a private limted conmpany for the supply and
installation of a Vanaspati manuf act uri ng pl ant at
Har duchar u

1129

in the District of Nainital, in the State of Utar Pradesh.
The contract bond contenpl ated, according to the appellant,
guar anteed performance of work at various stages in
accordance with the time schedule prescribed therein and
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provi ded for conpletion and comi ssioning of the plant after
due trial run by the 15th May, 1984. The appel |l ant contends
that time was essentially and indisputably the essence of
the contract.

The contention of the appellant was that as per the
terns and conditions of the contract bond, the respondent
was to furnish a performance bank guarantee for Rs 16.5
| akhs and yet another bank guarantee for Rs.33 |akhs as
security for the nonies advanced by the appellant to the
respondent for undertaking the work. Both these two
guarantees as also the contract bond entitled the appell ant
to invoke themand call for their realisation and encashnent
on the respondent’s failing to performthe obligations for
whi ch the appellant was nade the sol e judge

The 15th of May, 1984 was the date fixed for conpletion
and commi ssioning of the plant after 15 days’ trial run for
conmer ci al production. It was alleged that between the 26th
of Decenber, 1984 and 28th of January, 1985 the respondent
defaul ted at various stages and finally failed to conplete
the work “within the stipulated tinme. The appellant invoked
the two guarantees one after ~the  other. The appellant
thereafter on 15th March, 1985 proceeded to have the pl ant
conpleted and the plant ~was formally inaugurated. The
appel I ant cont ends that the plant " could actually be
conmi ssioned for comercial production in July/August, 1985.
The respondent on 4th of August, 1986 filed a petition under
section 41 of the Arbitration Act 1940 (hereinafter called
the Arbitration Act), in the Court ~of the Cvil Judge,
Lucknow praying for an order restraining the appellant from
realising and encashing the bank guarantees. The |earned
Cvil Judge for the reasons-indicated in his order dated
8.8.86 declined to issue any injunction and disnissed the
application

Bei ng aggrieved by the af oresaid decision, t he
respondent went up before the Allahabad H gh Court. The
| earned Single Judge of the Allahabad H gh Court, by the
i mpugned judgnent of 20th February, 1987, allowed the
revision petition and held that the invocation of the
performance guarantees were illegal  and further held the
contentions of the appellant that the performance guarantees
constituted i ndependent and separate contracts between the
guarantor bank and the beneficiary and created i ndependent
rights, liabilities and obligations
1130
under the guarantee bonds thenselves, as ~being "technica
pl eas."

On 17th May, 1983, as nmentioned hereinbefore, an
agreenment had been executed between the appellant and the
respondent wherein it was decided as foll ows:

"WHEREAS THE PCF (the appellant herein) has
decided to set up a Vanaspati Plant of 62 5 MT.
per day Vanaspati Capacity, conprising of 70 MT.
per day hardening capacity based on 95% usage of
soyabean oil as raw oil 62.5 MT. per day, post
refining capacity, 72 MT. deodour si sati on
capacity and 72 MT filling and packing capacity,
conplete with all necessary utilities such as
water and steam Distribution Equi prents  oi
Storage Section Electrification and Distribution
Equi pnent s Aut omat i c Wi ghi ng filling and
packi ng/ seal i ng equi pnent s and fire-fighting
equi pments etc, at Hal ducharu, District Nainita
(UP) lying at Bareilly-Haldwani road about 3.5
Kms. from Lalkuan towards Haldwani." and the
agreement further stated: -
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"AND WHEREAS the seller (the respondent herein)
has undertaken to provide technical know how and
fabricate, design, engineer, nanufacture, procure,
i mport, supply, erect, instal, give trial runs and
conmi ssion the Vanaspati Conplex as referred to
above conplete in all respects at Halducharu
District-Nainital (U P.) as per specifications
contained at Annexures 'A' to '@ and signed by
both the parties in token of incorporation as an
integral part of this agreement with guaranteed
per f or mance on t he terns and condi tions
her ei naft er appearing and cont ai ned.
AND WHEREAS the contract price here-in-after
nentioned is based on the "Seller’s undertaking to
com mi ssion and . make ready for conmer ci a
production the said Vanaspati Conplex by My 15,
1984 and-if the seller fails to do so the contract
price shall stand 'reduced to the extent as
her ei nafter provided.
AND WHEREAS the  contract price her ei nafter
nmentioned is al so based on the guar ant eed
performance of the said Vanaspati Conpl ex as here-
in-after provided and it is a term of this
Agreenent ‘that if the said Vanaspati Conplex fails
to give the guaranteed perfornmance as hereinafter
1131
specified, the contract price shall stand reduced
to the extent hereinafter provided."

Clause 1.6 stipulated that  the date of commi ssioning
and handing over shall be the -date on which the PCF takes
over the conplete Plant after successful comrissioning and
fulfilling of guaranteed performance specified in the
agreement. This clause further stated:

"The seller shall be deened to have conpleted the
erecti on and-conmi ssioning after giving successfu
trial runs for continuous period of 15 days with
all the Plants working( simultaneously. /However,

the seller should fulfil the Warrantees of
i ndi vidual plants separately also as given'in the
speci fications. The conpl ete
\ar r ant ees/ Per f or mance guarant ees shal | be

denonstrated by the seller over a continuous
period of 15 days."

Thus the nutual obligations of the sellers as well as
purchasers were stated in the contract. It-is not necessary
to set out in detail all the clauses, but clauses 5 2 and 5
3 are relevant and provide as foll ows:

"5.2 In case the seller fails to fulfil and his
obligations as referred to in this agreenent the
PCF shall be at liberty to get the sane conpl et ed
through and other agency or agencies without the
approval of the seller and all the additiona
expenses so incurred by the P.CF. shall be
recoverable fromthe seller

5.3 The seller also agrees to exclude/include sone
of the nmmchines equipnents conponents from the
plant as nmay be desired by the PCF during the
course of this agreenent, and cost of such
machi nes equi pnents conponents on reasonabl e
actual basis shall deducted/added to from the
contract price and thus the reduced/increased
contract price shall be paid by the PCF However,
the PCF should intimate such excl usion/inclusion
within two nonths fromthe date of signing of the
agreement. The said price of Rs.1,65,00,000 (Rs.
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One crores and sixty five lakhs only) shall be
paid by the PCF to the seller in the follow ng
manners: -

on or about 25th of June, 1983 two bank guarantees were

execut ed by Bank of India, Chaziabad and the bank guarantee

1132

nunbered ]7/16 provided,inter alia, as follows:-
"NOW THEREFORE, the Bank hereby guarantees to
make unconditional paynment of Rs.16.5 | acs (Rupees
six teen lacs fifty thousand only) to the
Federation on demand at its office at Lucknow
wi thout any further question or reference to the
seller on the seller’s failure to fulfil the terns
of the sale on the following terns and conditions
(enphasi s suppli ed)
A) The sole judge for deciding whether the seller
has failed to fulfil -the terms of the sale, shal

be the PCF
B) This _guarantee shall be wvalid upto twelve
nonths fromthe date of issue. i.e upto 24.6. 84.

C) Cains. if any must reach to be Bank in witing
on or before expiry date of this guarantee after

which the Bank will no longer be liable to make
payments to the pCF
D) Bank’s liability under thi's guarantee deed is

limted to Rs.16.5 | acs (Rupees sixteen lacs fifty
t housand onl y).
E) This guarantee shall not be revoked by the Bank
in any case before the expiry of its date without
witten perm ssion of the Federation.

The Bank guarantee No. 17/ 15 of the said date further

went on to provide as follows:-

"AND WHEREAS to secure the said advance, the
seller requested the Bank to furnish a Bank
Guarantee of the said anpbunt of Rs.33 |acs (Rupees
thirty three lacs) in favour of the PCF and the
Bank accepted the said request and agreed to issue
the required Bank guarantee in favour of 'the Feder
ation.

Now, therefore, in_ consideration of the
af oresai d advance of the said sum of Rs 33 | acs
(Rupees thirty three lacs only) to be paid by the
PCF to the seller as aforesaid the Bank ~hereby
agrees and guarantees to nmke wunconditionally
i medi ate paynent to the Federation at its office

1133

at Lucknow of the sum of Rs.33 lacks (Rupees
thirty three lacs only) or any part thereof, as
the case may be, due to the PCF fromthe seller at
any time on receipt of the notice of  denand
wi t hout any question or reference to the PCF or to
the seller on the seller’s failure to fulfil the
terns of the said advance on the follow ng termns
and conditions: -

(Enphasi s supplied)
1) The PCF shall be sole judge to decide whet her
the seller has failed to fulfil any terns and
conditions of the said advance and on account of
the said failure what anmpbunt has becone payable to
the PCF under this guarantee
2) This GQ@uarantee shall be valid upto 15 5.84
(Fifteenth May 1984) after which period this
guarantee shall stand cancel |l ed and revoked.
3) The clainms of the PCF, if any, wunder this
guarantee, must reach the Bank on or before the
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date of expiry of this guarantee and after the
date of expiry, no claimwll be entertained by
t he Bank.
4) The Bank shall not revoke this guarantee in any
case before its expiry date of 15.5 1984 except
with the wit- ten perm ssion of the PCF."
| have set out in extenso the ternms in order to
hi ghlight the fact that wunder the terns agreed to between
the parties, there is no scope of injunction
The trial Court in its judgnent held that the Bank
shoul d be kept to fulfil its obligations and comm tnents and
the Court should not cone in the way But that principle was
di stingui shed by the High Court on the ground that the
respondent was seeking relief against the U P. Cooperative
Federation Ltd. and the subject matter of the dispute itself
being as to whether the bank guarantee could be invoked and
encashed The High Court was of-the view that even ot herw se
it cannot . be doubted that the appellant cannot be permtted
to take advantage of illegally invoking a bank guarantee on
a technical  plea that the guarantee was i ndependent of the
contract and -involving only the bank and the opposite party
at pleasure. The Hi gh Court was of the viewthat prima facie
it appeared that the plant was handed over
1134
after a trial run/ and that the comrercial production had
started and A this has not been assailed as a fact. The Hi gh
Court was of the ' view, that in these circunstances this
cannot be said that the invocation order was final and
irrevocabl e. The H'gh Court was further of the view that
havi ng taken over the possession of the plant it was
necessary to consider all the aspects and held that the bank
guarantees could not be invoked. The Hi gh Court was of the
vi ew that it was not a question of “restraining the
performance of any bank guarantee.
| am however, unable ‘to agree.. The principles upon
whi ch the bank guarantees could be invoked or restrained are
wel | -settled our attention was also drawmn to severa
decisions of the Hgh Court as well as of thi's Court.
Ref erence had also been nade to sone of the English
decisions. So far as the position of English law is
concerned, the principles by now are well-settled. | wll
refer to some of the decisions and explain the position
The question arose before the Court of Appeal in
Engl and in Hanzeh Melas & Sons v. British Inmex Industries
Ltd., [1958] 2 QB .D. 127. There the ~plaintiffs, a
Jordanian firm contracted to purchase fromthe defendants,
a British firm a large quantity of reinforced steel rods,
to be delivered in two instalnments Payment 'was to be
effected by the opening in favour of the defendants of two
confirmed letters of credit with the Mdland Bank Ltd., in
London, one in respect of each instalnent. The letters of
credit were duly opened and the first was realized by the
def endants on the delivery of the first instalment. The
plaintiffs conplained that instalnment was defective —and
sought an injunction to bar the defendants fromrealizing
the second letter of credit. Justice Donovan refused the
application. The plaintiffs appealed to the Court of Appea
in England. It was held that although the Court had w de
jurisdiction to grant injunction, this was not a case in
which, in the exercise of its discretion, it ought to do so.
The Court of Appeal enphasised that an el aborate comercia
system had been built up on the footing that a confirnmed
letter of credit constituted a bargain between the banker
and the vendor of the goods, which inposed upon the banker
an absolute obligations to pay, irrespective of any dispute
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there m ght be between the parties whether or not the goods
were up to contract. The principle was that comercia
tradi ng nust go on the solemn guarantee either by the letter
of credit or by bank guarantee or irrespective of any
di spute between contracting parties whether or not the goods
were upto contract. The banks cannot be absolved of their
responsibility to neet the obligations. Lord Jenkins L.J.
oserved that a vendor of goods selling against a con
1135
firmed letter of credit was selling under the assurance that
nothing would prevent it fromreceiving the price. That was
of no nean advantage when goods manufactured in one country
were sold in another. Though, in this case no internationa
trade was involved, bank guarantee was uninvocabl e and on
that assurance parties have bargained This principle
enunci ated by Lord Justice Jenkins has been invokved by this
Court in some decisions in case of confirnmed bank guarantee.
The Court _of Appeal in Englland had occasi on once again
to consider this question in Elian and Rabbath (Tradi ng as
Elian & 'Rabbath). v. Matsas and Matsas & ors., [1966] 2
Ll oyd' s List Law Reports 495. 1n ‘that case injunction was
granted to prevent irretrievable injustice. There the facts
were peculiar In that case the first defendants’ G eek notor
vessel Flora Mwas chartered by Lebanese charterers for
carriage of plaintiffs’ cargo (consigned to Hungary) from
Beirut to Rijeka. Discharge was delayed at Rijeka and
shi powners exercised |ien on cargo in respect of denurrage
Third def endant bank put up guaranteein London in favour of
second defendants (first defendants’ London  agents) to
secure release of cargo. There-was a clai mby Yugosl avi ans

to distrain on goods, involving ship in further delay and
master of Flora M on lifting original lien, inmediately
exerci sed another lien in respect of extra delay (which was

rai sed when Hungarian buyers put up 2000) Two years later,
shi powners claimed arbitration with charterers to assess
denmurrage for which first lien was exercised and clained to
enforce guarantee. Plaintiff  clained decl aration that
guarantee was not wvalid and i njunction to  restrain
shi powners or their agents fromenforcing guarantee First
and second def endants appeal ed agai nst granting of
injunction by Blain, J. It was held by the Court of Appea
that it was a special case in which the Court should grant
an injunction to prevent what night be irretrievable
injustice. Lord Denning, M R, observed that althoughthe
shi ppers were not parties to t he bank guarant ee,
nevert hel ess they had a nost inmporant interest init. If the
M dl and Bank Ltd., paid wunder this guarantee, they would
cl ai m agai nst the Lebanese bank, who in turn would claim
against the shippers. The shippers would certainly be
debited with the account. On being so debited, they would
have to sue the shipowners for breach of their- promse
express or inplied, to release the goods. Lord Denning, MR
further posed the question were the shippers to be forced to
take that course? or can they short-circuit the di spute by
suing the shipowners at once for an injunction? He further
observed on page 497 of the Report that this was a specia
case in which injunction should be granted. Lord Denning, M
R went on to observe that

1136

there was a prima facie ground for saying that, on the tel ex
nmessages A which passed (and indeed, on the first three
lines of the guarantee) the shipowners promised that, if the
bank guarantee was given, they would release the goods. He
further observed that the only lien they had in nind at that
time was the lien for denurrage. But woul d anyone suppose
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that the goods would be held for another lien? It can well
be argued that the guarantee was given on the understanding
that the lien was raised and no further lien inposed, and
that when the shipowners, in breach of that understanding
i nposed a further lien, they were disabled fromacting on
the guarantee But as nentioned here-in-before, this was a
very special case and | shall notice that Lord Denning, MR
treated this as a very special case and in |ater decision he
expressed his views on this matter.

Thi s question was agai n consi dered by the Queen s Bench
Division by M. Justice Kerr in R D. Harbottle (Mercantile)
Ltd. and Another v. National Westminister Bank Ltd. and
others, [1977] 2 Al England Law Reports 862. In this case
injunction was sought on a question in respect of a
performance bond. The |l earned Single Judge Kerr, J. gave the
foll owi ng views: -

"i) only in exceptional cases would the courts
interfere wth the ‘machi nery of irrevocable
obl i'gati ons assunmed by banks. In the case of a
confirmed performance guarantee, just as in the
case of a confirmed letter of credit, the bank was
only concerned to ensure that the terms of its
mandat e and- confirmati on had been conplied wth
and was i'n no way concerned with any contractua
di sputes/ which mght have arisen between the
buyers and sellers. Accordingly, since demands for
paynment had been nade by the buyers wunder the
guarantees .and the plaintiffs had not established
that the ‘demands were fraudul ent or other specia
ci r cumst ances, there wer e no gr ounds for
continui ng the injunctions.

"ii) It was right to discharge the injunctions
against the bank, the fact that the ' Egyptian
def endants had taken no - part-in the proceedings
could not be a good ground for naintaining those

i njuncti ons. Furt her, equal |y strong
consi derations applied (in favour of the discharge
of t he i njunctions agai nst t he Egypti an

def endants, and their failure to participate in

the proceedings did not preclude the court from

di schargi ng the injunctions agai nst them"
1137

In ny opinion the aforesaid represents the correct
state of the A law. The Court dealt wth three different
types of cases which need not be dilated here
In Edward Owen Engineering Ltd. v. —Barclays Bank

International Ltd., [1978] 1 Al England Law Reports 1976
English suppliers, entered into a contract wth Libyan
buyers to supply goods to them in Libya The contract was
subject to a condition precedent that the plaintiffs would
arrange for a perfornmance bond or guarantee to be given, for
ten per cent of the contract price, guaranteeing perfornmance
of their obligations under the contract. Accordingly, the
plaintiffs instructed the defendants their bankers to give
on their behalf a performance guarantee for the sum of pound
50, 203. Acting on those instructions the def endant s
requested a bank in Libya to issue performance bond to the
buyers for that sum and prom sed the Libyan bank that they
woul d pay the anbunt of the guarantee on first denand,
wi thout any conditions or proof. The Libyan bank issued a
letter of guarantee for pound 50,203 to the buyers The
contract between the plaintiffs and the buyers provided for
paynment of the price of the goods supplied by a confirned
letter of credit. The letter of credit opened by the buyers
was not a confirmed letter of credit and did not therefore,
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conply with the contract Because of that non-conpliance the
plaintiffs repudiated the contract. Although it was the
buyers who appeared to be in default and not the plaintiffs,
the buyers nevertheless clained on the guarantee given by
the Libyan bank who in turn clained against the defendants
on the guarantee they had given The plaintiffs issued a wit
agai nst the defendants clainming an injunction to restrain
them from paying any sumunder the perfornmance guarantee A
judge granted the plaintiffs an interim injunction in the
terms of the injunction claimed by the wit but subsequently
another judge discharged the injunction The plaintiffs
appeal ed to the Court of Appeal in England. It was held by a
Bench consisting of Lord Denning M R, Browne and Geoffrey
Lane, LJ that a performance guarantee was sinmlar to a
confirmed letter of credit. \Were therefore, a bank had
given a perfornmance guarantee it was required to honour the
guarantee according to.its terms and was not concerned
whet her either party to the contract which wunderlay the
guarantee was in default The only exception to that rule was
where fraud by one of the parties to the underlying contract
had been —established and the bank had notice of the fraud.
Accordingly, as the defendants’ guarantee provided for
paynment on demand w thout ~proof or conditions, and was in
the nature of a promssory note payable on demand and the
plaintiffs had not established fraud on the part of the
buyers, the defendants were re-
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quired to honour their guarantee onthe denand nade by the
Li byan Bank. It followed that the judge had been right to
di scharge the injunction and that the appeal would be
di sm ssed

Lord Denning, MR held that Justice Kerr was right in
di scharging the injunction and reiterated that the bank mnust
honour its commtnent. The principle must be that upon that
basis trade and comerce are conducted. Lord Denning, MR
indicated at page '984 that seeing that the bank nust pay,
and will probably cone down on ‘the English suppliers on
their counter-guarantee, it followed that the only renedy of
the English suppliers was to sue the Libyan custoners for
damages. The contract contained a clause giving exclusive
jurisdiction to the courts of Libya.

In the instant case, the |earned Judge has proceeded on
the basis that this was not an injunction sought against the
bank but this was the injunction sought against the
appel lant But the net effect of the injunction is to
restrain the bank from perform ng the bank guarantee That
cannot be done. One cannot do indirectly what ~one is not
free to do directly. But a maltreated man in such
circunstances is not renedyless The respondent B was not to
suffer any injustice which was irretrievable. The respondent
can sue the appellant for danages. In this case there cannot
be any basis for apprehension that irretrievable danmages
woul d be caused if any. | amof the opinion that this is not
a case in which injunction should be granted An irrevocabl e
conmtrment either in the formof confirmed bank guarantee or
irrevocable letter of «credit cannot be interfered wth
except in case of fraud or in case of question of
apprehension of irretrievable injustice has been nade out.
This is the well-settled principle of the law in England.
This is also a well-settled principle of lawin India, as |
shal |l presently notice from sone of the decisions of the
H gh Court and decisions of this Court.

In the instant case there was no fraud invol ved and no
question of irretrievable in justice was involved.

Bef ore, however, | deal wth the decisions of India
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reference may be made to a decision of the House of Lords in
United Gty Merchants (Investnments) Ltd. and others v. Roya
Bank of Canada and others, [1982] 2 Al England Law Reports
720 where it was reiterated that the whole commercia
purpose for which the system of confirned irrevocable
docunentary credits had been developed in internationa
trade was to give the seller of goods an assured right to be
pai d before he

1139

parted with control of the goods wi thout risk of the paynent
bei ng refused reduced or deferred because of a dispute with
the buyer. It followed that the contractual duty owed by an
i ssuing or confirmng bank to the buyer to honour the credit
notified by himon presentation of apparently conformng
docunents by the seller was matched by a corresponding
contractual liability on the part of the bank to the seller
to pay himthe amount of the credit on presentation of the
docunents The bank’s duty to the seller was only vitiated if
there was ' fraud on the part of the seller, and the bank
remai ned ‘'under a duty to pay the anount of the credit to the
seller even if the docunents presented, although conform ng
on their face with the terms of the credit, neverthel ess
contained a statenent of material fact that was not
accurate. These pri'nciples nust in ny opinion apply in case
of bank guarantees/in internal trade within a country.

| may notice that in India, the trend of lawis on the
sane line In the case of Texmaco Ltd. v. State Bank of India
and others, A l.R 1979 Calcutta 44, one of wus (Sabyasach
Mukharji) held that in the absence of special equities
arising from a particular situation which mght entitle the
party on whose behal f guarantee is given to an injunction
restraining the bank in performance of bank guarantee and in
the absence of any clear fraud, the Bank nust pay to the
party in whose favour guarantee is given on denand, if so
stipul ated, and whether the terms are such have to be found
out from the performance guaranteeas such. There the Court
held that where though the guarantee was given /for the
performance by the party on whose behalf guarantee was
given, in an orderly nmanner its contractual obligation, the
obligation was undertaken by the bank to repay the amunt on
"first demand" and 'w thout contestation, denur -or protest
and wi thout reference to such party and w thout questioning
the legal relationship subsisting between the party in whose
favour guarantee was given and the party on whose behalf
guarantee was given," and the guarantee al so stipul ated that
the bank should forthwith pay the amount due notw t hstandi ng
any di spute between the parties,"” it nmust be deenmed that the
nonent a demand was nmade w thout protest and contestation
the bank had obliged itself to pay irrespective of any
di spute as to whether there had been performance in an
orderly manner of the contractual obligation by the party.
Consequently, in such a case, the party on whose behalf
guarantee was given was not entitled to an injunction
restraining the bank in performance of its guarantee It
appears that special equities nmentioned therein may be a
situation where the injunction was sought for to prevent
injustice which was irretrievable in the wrds of Lord
Justice Danckwerts in Elian and
1140
Rabbath (Trading as Elian & Rabbath) v. Mitsas and Matsas &
O's. (supra).

The sane view was nore or |ess expressed by the Hi gh
Court of Calcutta in its decision in the case of State Bank
of India v. The Economc Trading Co. S.A A and others,
A l.R 1975 Calcutta 145. See also a decision in the case of
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B.S. Aujla Conpany Pvt. Ltd. v. Kaluram Mahadeo Prosad and
others, A | . R . 1983 Calcutta 106. In the instant case

have enphasi sed the ternms of the Bank guarantee.

Qur attention was drawn to Bench decision of the
Al | ahabad High Court in the case of Union of India and
others v. Meena Steels Ltd. and Another, AIR 1985 All ahabad
282. There a suit by a conpany was filed restraining
Rai | ways to encash bank guarantee. In that suit application
was made for tenmporary injunction. The Court was of the view

that the matter would still be referred to arbitration and
in those circunstances if bank guarantees were permitted to
be encashed, if would be inproper. | am however, unable to

sustain this view, in view of the well-settled principle on
whi ch bank guarant ees are operated.

Qur attention was also drawn to the judgnent of the
| earned single Judge of the Mdras H gh Court in Arul
Murugan Traders v. Rashtriya Chem cals and Fertilizers Ltd.
Bonbay and another, A.1.R 1986 Madras 161 where the | earned
Single! Judge  expressed the opinion that there was no
absolute " rule prohibiting grant  of interim injunction
relating to Bank guarantees and in-exceptional case courts
would interfere wth  the machi nery of i rrevocabl e
obligations assumed by banks, and that the plaintiff nust
establish prima facie case, neaning thereby that there is a
bona fide contention between the parties or serious question
to be tried and further the bal ance of ‘conveni ence was al so
arelevant factor, If the elenent of fraud exists, then
courts step in to prevent one of the parties to the contract
fromderiving unjust enrichment by invoking bank guarant ee.
In that case the | earned Single Judge cane to the conclusion
that the suit involved serious questions to be ‘tried and
particularly relating to the plea of fraud, which was a
significant factor to be taken into account and claimfor
interdicting the enforcement of bank guarantee should have
been al | owed.

I am however, of the opinion  that these observations
nmust be strictly considered in the light of the principle
enunciated. It is not the decision that there should be a
prima facie case. In order to restrain
1141
the operation either of irrevocable letter of credit or of
confirmed letter of credit or of bank guarantee, there
shoul d be serious dispute and there should be good prim
facie case of fraud and special equities in the form of
preventing irretrievable injustice between the parties.
QO herwi se the very purpose of bank guarantees would be
negatived and the fabric of trading operation wll get
j eopar di sed.

In Tarapore & Co. Madras v. Ms V/o Tractors Export,
Moscow and Anr. [1969] 2 S R 920 this Court observed that
irrevocable letter of credit had a definite inplication. It
was i ndependent of and wunqualified by the contract of sale
or other underlying transactions. It was a machanism of
great inportance in international trade and any interference
with that nechani smwas bound to have serious repercussions
on the international trade of this country The Court
reiterated that the autonomy of an irrevocable letter of
credit was entitled to protection and except in very
exceptional circunstances courts should not interfere with
that aut onony

These observations a fortiori apply to a bank guarantee
because upon bank guarantee revolves nany of the interna
trade and transactions in a country. In United Comercia
Bank v. Bank of India and others, [1981] 3 S C R 300, this
Court was dealing with injunction restraining the bank in
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respect of letter of <credit. This Court observed that the
Hi gh Court was wong in granting the tenporary injunction
restraining the appellant bank fromrecalling the anount
paid to the respondent bank. This Court reiterated that
Courts usually refrain fromgranting injunction to restrain
the performance of the contractual obligations arising out
of a letter of credit, or a bank guarantee between one bank
and another. |If such tenporary injunction were to be granted
in a transaction between a banker and a banker, restraining
a bank fromrecalling the amount due when paynent was made
under reserve to another bank or in terns of the letter of
guarantee or credit executed by it the whol e banki ng system
in the country woul d fai

The Court however, observed that the opening of a
confirmed letter of credit constituted a bargain between the
banker and the seller of the goods which inposed on the
banker an absolute obligation to pay. The banker was not
bound or entitled to honour the bills of exchange drawn by
the seller wunless they and such  acconpanying docunments as
m ght be " required thereunder, were .in exact conpliance with
the ternms of the credit.

This principle was again reiterated by this Court in
Cent ax
1142
(India) Ltd. v. Vinmar |Inpex Inc. and others, [1986] 4
S.C.C. 136 A where /the appellant entered into a contract
with the respondent conmpany of Singapore for supply of
certain goods to it. The Contract, ~inter alia stipulated
that the bills of ‘lading should mention ’shipping mark
5202’ . Pursuant to the contract, at the —request of the
appel l ant the All ahabad Bank opened a letter of credit, it
favour of the respondent. The r espondent t her eupon
despat ched the goods covered by the bills of |ading

This Court was concerned w th the bank guarantee and
referred to the previous decision of” this Court in United
Commercial Bank v. Bank of India and others, (supra). This
Court found that this case was covered. The Court observed
that the Court should not, in transaction between a banker
and banker, grant an injunction at. the instance of the
beneficiary of an irrevocable letter of credit, restraining
the issuing bank from recalling the amunt paid under
reserve from the negotiating bank, acting on behalf of the

beneficiary against a docunent of guarantee, indemmity at
the instance of the beneficiary
On the basis of these principles |- reiterate that

comm tments of banks nust be honoured free frominterference
by the courts. Oherwise, trust in comerce internal and
international would be irreparably danmaged. It is only in
exceptional cases that is to say in case of fraud or in case
of irretrievable injustice be done, the Court” should
interfere.

M. Tarkunde submitted before us that in this case the
grievance of the appellant was that there was delay in
performance and defective machinery had been supplied. He
submitted that if at this stage appellant was allowed to
enforce the bank guarantee, damage would be done. He
submitted before us that appellant could not be pernitted to
take advantage of illegality by invoking the bank guarantee.
But in ny opinion these contentions cannot deter us in view
of the principle well-settled that there should not be
interference in trade. This is not a case \where
irretrievable injustice would be done by enforcenent of bank
guarantee. This is also not a case where a strong prinm
facie case of fraud in entering into a transacti on was made
out. If that is the position, then the H gh Court should not
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have interfered with the bank guarantee.

In the aforesaid view of the matter, this appeal nust
be all owed The Judgnent and order or the Allahabad Hi gh
Court dated 20 2.87 nust be set aside and the order of the
| earned civil Judge Lucknow dated 8.8 86 restored.

1143

In the facts and circunstances of the case parties wll
bear their own costs of this appeal

JAGANNATHA SHETTY, J. | agree respectfully wth the
judgrment of ny |earned brother Sabyasachi Mikherji, J. |
wi sh, however, to draw attention to sone of the aspects of
the matter to which | attach inportance. The crux of the
matter relates to the obligation assumed by the bank under a
performance guarantee. Wether the obligation is sinilar to
the one arising under a letter of credit? Wether the Court
could interfere in regard to such obligation, and if so,
under what circunstances? These are the questions raised in
this appeal

The facts which are relevant for ny purpose are these:

On May~ 17, 1983, Ms. Singh Consultants & Engineers

(Pvt.) Ltd. ("SCE (P) Ltd.:") entered into a contract

with U P. Cooperative Federation Ltd. ("UPCOF Ltd.")

for constructing  a Vanaspati rmanufacturing plant at

Hal dpur, District Nainital, U P. The contract required

that UPCOF Ltd. should be given two bank guarantees for

proper construction and successful comm ssioning of the
plant. In accordance with the ternms of the contract,the

Bank of India gave two guarantees in favour of UPCOF

Ltd., one for Rs. 16, 50,000 and anot her f or

Rs. 33, 00, 000. These contain simlLar terns and

condi tions. Thereunder, ~the bank has undertaken not to

revoke the guarantee in any event before the expiry of
the due date. The Bank has also undertaken ‘to nmake
uncondi ti onal payments on demand. without reference to

SCE (P) Ltd. The guarantee al so provides that the UPCOF

Ltd. was the sole judge for ~deciding whether SCE(P)

Ltd. has fulfilled the terns of the contract or not.

The guarantee was thus wundisputedly irrevocable wth

absol ute discretion for UPCOF Ltd. to invoke the sane.

The dispute arose between the parties as to the
erection and performance of the plant. The SCE(P) Ltd.
apprehendi ng that the bank guarantees would be invoked by
the UPCOF Ltd, approached the Court of the GCvil ~Judge,
Lucknow for a restraint order against the latter. The action
was brought under Sec. 41 of the Arbitration Act read with
order 39 r. 1 and 2 of the Code of Cvil Procedure
contending inter-alia, that there was no default in the
construction or delivery of possession of the plant. But the
UPCCOF Ltd. had a different version. It contended that the
construction was not wthin the time schedul e and
performance of the plant was not up to the mark. It -also
1144
contended that the Court should not grant injunction.in the
matter.

The trial court refused to interdict UPCOF Ltd. the
SCE(P) Ltd. took up the matter in revision before Lucknow
Bench of the Allahabad H gh Court. The | earned Judge before
whomthe matter cane up for disposal was of the view that
SCE(P) Ltd. has nade out a prima facie case . It has prima
facie proved that the plant was delivered after a trial run
and comercial production had started. So stating, |earned
Judge allowed the revision and granted the relief sought
for. The UPCOF Ltd. was restrained frominvoking the bank
guarantees. The |earned Judge, however, issued a direction
to SCE(P) Ltd. to keep alive the bank guarantees during the
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pendency of the arbitration proceedings.

The UPCOF Ltd. by special |eave has cone up before this
Court challenging the validity of the order of the High
Court. The Primary question for consideration is whether the
Hi gh Court was justified in restraining the appellant from
i nvoki ng the Bank guarantees? The subnmission of M. A B
Diwan | earned counsel for the appellant rested on the |aw
governing the irrevocable letter of credit where courts keep
thenselves anay fromthe liability assuned by the banks. In
support of the submi ssion, the counsel strongly relied upon
the two decisions of this Court: (i) United Comrercial Bank
v.. Bank of India & Os., [1981] 3 SCR 300 and (ii) Centax
(India) Ltd. v. Vinmar ‘Inpex Inc. & O's. [1986] 4 SCC 136.
M. V.M Tarkunde, |earned counsel for the respondent or the
ot her hand, wurged that both the said decisions are not
rel evant since the present case concerns wth rights and
obligations of parties under a construction contract. The
rights under the contract in question are justiciable in the
Court of /law. The ~performance guarantee given by the Bank
flows from the terms of the construction contract. But the
i ssues to be determined in the suit do not relate to the
obligations of the bank wunder the guarantees given and the
bank is also not a party to the suit. The counsel further
urged that the respondent has established a prima facie case
to justify the grant of injunction and this Court shoul d not
interfere with the di'scretionary relief granted.

The argunment ' for the respondent is attractive but it
seems to overlook the basic nature ~of the case. The basic
nature of the case relates to the obligations assunmed by the
bank under the guarantees givento UPCOF Ltd. If under |aw,
the bank cannot be prevented by SCE(P) Ltd from honouring
the credit guarantees, the UPCO-F Ltd. also cannot be
restrai ned frominvoking the guarantees. \Wat applies
1145
to the bank nust equally apply to UPCOF Ltd. Therefore, the
franme of the suit by not inpleading the bank cannot make any
difference in the position of law. Equally, it would he
futile to contend that the court was justified in granting
the injunction since it has found a prima facie case in
favour of the SCE(P) Ltd. The question of —examining the
prima facie case or bal ance of convenience does not arise if
the court cannot interfere with the unconditional comm tnent
made by the bank in the guarantees in question

The nodern docunentary credit had its origin from
letters of credit. W may, therefore, begin the discussion
with the traditional letter of credit. Paul R Verkuil in an
article [Bank Solvency and Guaranty Letters of Credit,
Standford Law Review V. 25 (1972-73 at p. 719)] explains the
salient features of a letter of credit in these ternms: C

"The letter of credit is a contract. The issuing
party-usual ly a bank- proni ses to pay t he
"beneficiary -traditionally a seller of goods-on
demand if the beneficiary presents what ever
docunents may be required by the letter. They are
normally the only two parties involved in the
contract. The bank which issues a letter of credit
acts as a principal, not as agent for its
customer, and engages its own credit. The letter
of credit thus ’'evidences-irrevocable obligation
to honour the draft presented by the beneficiary
upon conpliance with the ternms of the credit."

The letter of credit has been devel oped over hundreds
of years of international trade. It was npst comonly used
in conjunction with the sale of goods between geographically
distant parties. It was intended to facilitate the transfer
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of goods between distant and unfamliar buyer and seller. It
was found difficult for the seller to rely upon the credit
of an unknown customer. It was also found difficult for a
buyer to pay for goods prior to their delivery. The bank’s
letter of credit came into existence to bridge this gap. In
such transactions, the seller (beneficiary) receives paynent
fromissuing bank when he presents a demand as per terns of
the docunents. The bank nust pay if the docunents are in
order and the terms of credit are satisfied. The bank

however, was not allowed to determ ne whether the seller had
actual ly shipped the goods or whether the goods conforned to
the requirenents of the contract. Any dispute between the
buyer and the seller nust be settled between thensel ves. The
Courts, however, carved out an exception to this rule of
absol ute i ndependence. ~The Courts held that if there has
been "fraud in the transaction

1146

the bank coul d di shonour beneficiary’'s demand for paynent.
The A Courts have generally permtted di shonour only on the
fraud of the beneficiary, not the fraud of somebody el se.

It was perhaps for the first time the said exception of
fraud to the rule of absol ute independence of the letter of
credit has been applied by Shientag, J. in the American case
of Sztejn v. J. Henry Schroder Banking Corporation, (31
N.Y.S. 2d 631). M. Sztejn wanted to buy sone bristles from
India and so he entered into a deal with an Indian seller to
sell him a quantity. The issuing bank issued a letter of
credit to the Indian seller that provided that, upon receipt
of appropriate docunents, the  bank would 'pay for the
shi pnent. Somehow M. Sztejn discovered that the shipnent
made was not crates of bristles, but crates of worthless
material and rubbish. He went to his bank ~which probably
informed him that the letter of credit was an i ndependent
undertaki ng of the bank and it nust pay.

M. Sztejn did not take that sitting down. He went to
court and he sought an injunction. Now in 1941 peopl e just
did not get injunctions against paynment under letters of
credit. The defendant bank, against its custoner, filed the
equivalent of a notion to dismss for failure to state a
claim In that posture all the allegations of the conplaint
were taken as true, and those allegations were gross fraud
that the holders in due course were involved. On those
facts, the court issued an injunction against payment.

The exception of fraud created in the above case has
been codified in sec. 5-114 of the Uniform Conmmercial Code.
It has been accepted by Courts in England. See: (i) Hanzeb
Mlas and Sons v. British Lnex Industries Ltd. [1958] 2 QBD
127], (ii) RD. Harbottle (Mercantile) Ltd. and another v.
Nati onal West-Mnister Bank Ltd. [1977] 2 Al  E R/ 862;
(iii) Edward Onen Engi neering Ltd. v. Barclays Bank
International Ltd., [1978] | Al E R 976 and (iv) UCM
(I'nvestnent) v. Royal Bank of India, [1982] 2 AIl E. R 720.
The [ ast case is of the House of Lords where Lord Diplock in
his speech said (at p. 725):

"The whole comercial purpose for which the
system of confirnmed i rrevocabl e docunent ary
credits has been developed in international trade
isto giveto the seller an assured right to be
pai d before he parts with control of the goods and
that does not permt of the any dispute with the
buyer as to the performance of the contract of
sal e being wused as a ground for non-paynent or
reduction or deferment of payment.

1147
"To this general statenment of principle as to
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the contractual obligations of the confirmng bank
to the seller, there is one established exception
that is, where the seller, for the purpose of
drawi ng on the credit, fradulently presents to the
confirmng bank documents that contain, expressly
or by inplication, material representations of
fact that to his know edge are untrue. Although
there does not appear anong t he Engl i sh
authorities any case in which this exception has
been applied, it is well established in the
Ameri can cases, of which the | eading or ’'|andmark’
case is Sztejn v. Henry Schroder Banking Corp., [
1941] 3 1 NYS 2d 63 1. This judgnment of the New
York Court of “Appeals was referred to wth
approval by the English Court of Appeal in Edward
Onen Engi-neering Ltd. V. Bar cl ays Bank
I nternational Ltd. [1978] 1 All E R 979 (1978)
@B 159 though this was actually a case about a
per formance bond under which a bank assunes
obligation to a buyer analogous to those assuned
by a confirmng bank to the seller wunder a
docunentary credit. The exception for fraud on the
part of the beneficiary seeking to avail hinself
of the credit is a clear application to the maxim
ex trupi / cause non oritur actio or if plain
English is to be preferred, 'fraud unravels all’
the courts will not allow their process to be used
by a di shonest person to carry out a fraud."

This was also the viewtaken by this Court in United
Commerci a

Bank case [1981] 3 SCR 300. There A.P. Sen, J.

speaking for the Court, said (pages 323 and 324):
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"The rule is well established that —a bank
issuing or confirmng a letter of credit is not
concerned with the underlying contract between the
buyer and seller. Duties of a bank under a letter
of credit are created by the document itself, but
in any case it has the power and is subject to the
limtations which are given or inposed'by it, in
the absence of the appropriate provisions 'in the
letter of credit.

"It is sonmewhat unfortunate that the High
Court should have granted a tenporary injunction
as it has been done in this case, to restrain the
appellant from nmaking a recall of the amount of
Rs. 85, 84,456 from the Bank of India in terms of
the letter of guarantee or indemity executed by
it. The <courts wusually refrain from granting
i njunction to

restrain the performance of the contractua
obligations arising out of a letter of credit or a
bank guarantee between one bank and another. If
such temporary injunctions were to be granted in a
transacti on between a banker and a banker
restraining a bank from recalling the ampbunt due
when paynent is nade under reserve to another bank
or in terns of the letter of guarantee or credit
executed by it, the whole banking systemin the
country would fail

"In view of the banker’s obligation under an
irrevocable letter of credit to pay, his buyer-
custonmer cannot instruct himnot to pay."

In Centax (India) Ltd., [1986] 4 SCC 136, this Court

agai n speaking through A.P. Sen, J. follow ng the decision

in the

United Commercial Bank case said: "W do not see why
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the sane principles should not apply to a banker’s letter of
i ndemi ty. "

It is true that both the decisions of this Court dealt
with a contract to sell specific conmmodities or a
transaction of sale of goods with an irrevocable letter of
credit. But in modern conmercial transactions, various
devices are wused to ensure performance by the contracting
parties. The traditional letter of credit has taken a new
meaning. In business circles, standby letters of credit are
al so used. Performance bond and guarantee bond are al so the
devices increasingly adopted in transactions. The Courts
have treated such docunents as anal ogous to letter of cedit.

A case involving the obligations under a perfornmance
guarantee was considered by the Court of Appeal in Edward
Onen Engineering Ltd. v. Barclay' s Bank International Ltd.,
[1978] 1 Al E. R 976. The facts in that case are these:
English sellers enteredinto a contract to supply and erect
gl ass-houses in Libya. The Libyan buyers were to open an
irrevocable letter ~of credit .in favour of the sellers. The
sellers.told their English bank ‘to give a performance
guarantee. The  English bank instructed a Libyan bank to
issue a performance bond in-favour of the buyers for a
certain sum and gave  their guarantee payable on denand
wi t hout proof or conditions to cover that sum The Libyan
bank i ssued a bond accordingly. The sellers received no
confirmed letter of credit and refused to proceed with the
contract. The sellers obtained in _interim  injunction to
prevent the English bank from paying on the guarantee. On
appeal Lord Denning MR said:
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"So as on takes instance after instance these
performance guarantees are virtually promssory
notes payable on denand. So long as the ' Libyan
custonmers make an honest” denmand, the banks are
bound to pay and the banks will rarely, if ever,
be in a position to know whether the demand is
honest or not. At any rate they will not be able
to prove it to be dishonest. So these will have to
pay. "

And sai d:

"Al'l this leads to the conclusion that the
performance guarantee stands on a sinmlar footing
toa letter of credit. A bank which gives a
performance guarantee nust honour that guarantee
according to its terns. It is not-concerned in the
least with the relations between the supplier and
the customer: nor wth question whether the
supplier has performed his contractual obligation
or not; nor with the question whether supplier is
in default or not. The bank nust pay according to
its guarantees, on demand iif so stipulated,
wi t hout proof or conditions. The only exception is
when there is a clear fraud of which the bank has
noticed. "

Whether it is a traditional letter of credit or a new
device |ike performance bond or performance guarantee, the
obligation of banks appears to be the sane. |If the
documentary credits are irrevocable and independent, the
banks must pay when demand is made. Since the bank pl edges
its own credit involving its reputation, it has no defence
except in the case of fraud. The bank’s obligations of
course should not be extended to protect the unscrupul ous
seller, that is the seller who is responsible for the fraud.
But, the banker must be sure of his ground before declining
to pay. The nature of the fraud that the Courts tal k about
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is fraud of an "egregious nature as to vitiate the entire
underlying transaction". It is fraud of the beneficiary, not

the fraud of sonebody else. If the bank detects wth a
m ni mal investigation the fraudulent action of the seller
the payment could be refused. The bank cannot be conpelled
to honour the credit in such cases. But it my be very
difficult for the bank to take a decision on the alleged
fraudul ent action. In such cases, it would be proper for the
bank to ask the buyer to approach the Court for an
i nj uncti on.

The Court, however, should not lightly interfere with

the operation of irrevocable documentary credit. | agree
with ny | earned
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brot her that in order to restrain the operation of

irrevocable letter of credit, perfornmance bond or guarantee,

there shoul d be serious dispute to be tried and there should

be a good prima facie acts of fraud. As Sir John Donal dson

MR said inBolivinter oil SA v. Chase Mnnattan Bank &

ors. [1984] 1 AIl-E.R 35 1 at 352:

"The whol Ly exceptional case where an

i njunction may be granted is where it is proved

that the bank knows that any denand for paynent

al ready made or which may thereafter be nade will

clearly be fraudulent. But the evidence nust be

clear both /as to the fact of fraud and as to the

bank’s know edge. It would certainly not normally

be suf fi ci ent t hat this rests on t he

uncorroborated statenment of the custoner, for

i rreparabl e damage can be done toa bank’s credit

inthe relatively brief tinme which must elapse

between the granting of such-an injunction and an
application by the bank to have it discharged."

Fromthe above discussion, what appears to ne is this:

The sound banki ng system may, however, require nore caution

in the issuance of irrevocabl e docunentary credits. It would

be for the banks to safeguard thensel ves by ot her means and

generally not for the court to come to their rescue with

injunctions wunless there is established fraud. In the

result, this appeal mnmust be allowed. The judgnent and order

of the Allahabad H gh Court dated February 20, 1987 nust be

set aside and the order of |I|earned Cvil —Judge, Lucknow
dat ed August 8, 1986 restored.
S. L. Appealal | owed.
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