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Leave granted.
BACKGROUND FACTS

The Respondent is a cooperative society. It has a sugar factory. It
entered into a contract for installation of a paper plant at village Sonai on
turnkey basis so as to enable it to utilize the |left over material called
"bagasse" of the sugarcane with Ms. Pentagon Engineering Pvt. Ltd. (for
short "Pentagaon"). The total value of the contract was Rs. 3,40, 00,000/-.
Pent agon furnished a perfornmance guarantee in'regard to the nachinery
supplied by it. The said contract contained a clause for retention of 10% of
the contract price by the cooperative society in the follow ng terns:

"15.2.4 5% of the contract price shall be
payabl e after satisfactory comm ssioning and

wor ki ng of the plant for three nonths that is three
nont hs fromthe achi evenent of the perfornmance
guarantee as stipulated in clause no. 8 and 9 above,
by a separate letter of credit.

15.2.5 5% of the contract price shall be paid
after six nonths after satisfactory conmm ssioning

of the plant and continuous successful working of

the plant during the period i.e. six nonths working

of the plant as per clause 8 and 9 above, by a
separate letter of credit."”

Pent agon, however, by a letter dated 6th April, 1985 suggested for a
nodi fication as regards the said paynent clause regul ating the cooperative
society to waive its rights to retain the said 10% of the contract price, and in
its turn proposed to have a letter of credit so that they can furnish
appropriate bank guarantee; to which the cooperative society accepted
stating:

"You have also to submit the performance

guarantee at 10% of the contract price, if the sane
guarantee is not received the karkhana is entitled to
recover it fromthe bal ance paynent and

accordingly we have deducted it for want of
performance guarantee."

Pent agon in response thereto by its letter dated 16th April, 1985 agreed
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to the said proposal stating:

"\ 005As per agreenent you have to open separate

L/C for 10%retention which is still not done by
you. As soon as you open L/C, we will give you

Bank Guarantee for the retention nmoney within 10
to 15 days thereafter.™

The Bank Guarantee/lndemity was thereafter furnished by the
Appel | ant herein on or about 7th Septenber, 1985; the rel evant cl auses
wher eof read as under

"Pl ease find enclosed herewith the bank guarantee
bearing No. 85/17 dated 4th Septenber, 1985

i ssued by State Bank of 1ndia, Donbivli |Industria
Estate Branch, Dombivli.

The guarantee-is issued in pursuance of our
agreenent for paper project dated 25.9.1983. The
guar antee covers 10% retenti on amount of Rs. 34
| acs.

An amount of Rs. 13,76,285/- is retained
fromthe Proforma | nvoices of the naterial reached
at site.

Kindly rel ease the anpbunt of Rs.
13,76,285/- to be retained by you immedi ately on
recei pt of this guarantee and oblige."

THE DI SPUTE

Di sputes and differences arose by and between the cooperative society
and Pentagon. The contract of Pentagon was term nated by the cooperative
society by a notice dated 17th July, 1987. A claimof Rs.3, 23,28, 209.10 was
al so raised. Pentagon not only denied and disputed/its liability to pay the
said sum but al so, on the other hand, asserted that an anmount of
Rs. 4, 66, 73,300/ - was due and owing .to it by a letter dated 18th July, 1987.

The Bank Cuarantee was thereafter invoked by the cooperative
soci ety. The demand of the cooperative society invoking the said Bank
Guarantee nmet resistance fromthe Appellant stating that it had executed an
agreenment of indemity pursuant whereto or in terns whereof only |osses,
cl ai s, damages, actions and costs which nmight have been suffered by it,
were covered and the transaction in question does not constitute Bank
Guarantee. It was, therefore, contended that unless the cooperative society
proved any | oss or damage for design, perfornmance, workmanship or supply
of any defective material through a conpetent court or authority, the
Appel l ants were not liable to pay the said anpunt.

PRCCEEDI NGS

Cooperative society thereafter filed a suit in the Court of Cvil Judge,
Seni or Division, Ahnmednagar which was nunbered as Special Cvil Suit No.
310 of 1987. An application was filed by the cooperative society in the said
suit for a direction upon the Appellant to deposit the anount of
Rs. 34, 00, 000/ -.

ORDER OF THE COURT

The matter relating to passing of an interimorder went upto the High
Court. The Hi gh Court by an order dated 23rd February, 1988 directed that
the said amobunt be retained by the Appellant subject to the condition that in
the event, the suit is decreed the said anmount would be paid with interest @
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12% per annum The suit was dismissed. An appeal was preferred

t hereagai nst by the cooperative society before the H gh Court. The High
Court construing the said agreenment dated 25.9.1983 to be a Bank Cuarantee
decreed the suit directing Appellant to pay the said sum of Rs.34, 00, 000/ -
with interest @ 14% per annum

The Appellant is, thus, before us.
SUBM SSI ONS

M. GE. Vahanvati, |learned Solicitor CGeneral appearing on behalf of
the Appellants submtted that:

(i) On a true construction of the docunent dated 4th Septenber, 1985
it would be seen that the sane is a contract of indemity and not a
Bank Guar ant ee.

(ii) The High Court conmtted a nmanifest error in considering the ora
evi dence adduced by the parties in construing the said docunent
dat ed 4t h Sept enber, 1985.

(iii) I nterest awarded @ 14% per annumis contrary to and inconsistent
with the directions of the H gh Court as contained in its order dated
23rd February, 1988.

M. Naphade, /| earned Seni or Counsel appearing on behalf of the
cooperative society, on the other hand, submtted that:

(i) the substance of the matter must be considered in the backdrop of
events in which the Bank Guarantee was furnished by the

Appel |l ant and for that purpose surroundi ng circunstances were

relevant. As the terns of contract need not necessarily be gathered
from one docunent, the relevant circunstances coul d al so be

consi dered, they being:-

(a) The docunent in question is by way of a letter. It refers to
the original agreenment dated 29.5.1983 in terns whereof

the cooperative society agreed to purchase from Pentagon

the paper plant on turnkey basis. The said agreenent

stipulates that final paynent shoul d be nade to the supplier

on his furnishing a Bank Guarantee to the cooperative

soci ety for design, performance, workmanship or agai nst

defective materials or equi pnent supplied.

(b) Pant agon was a client of the Appellant and it had
approached it for furnishing the Bank Guarantee.

Strong reliance in this behalf has been placed on S. Chattanatha
Karayal ar v. The Central Bank of India and Ohers [1965 (3) SCR 318] and
P.L. Bapuswam v. N Pattay Gounder [1966 (2) SCR 918].

BANK GUARANTEE

The Operative portion of the Bank Guarantee dated 7th Septenber,
1985 reads, thus:

"NOW THEREFORE THI S BANK

GQUARANTEE i s made in favour of Mila Sahakar
Sakhar Karkhana Ltd. by State Bank of India
(Dombi vli Industrial Estate Branch) agreed
security the State Bank of India (Donbivl

I ndustrial Estate Branch) hereby agrees and
undertake subject to the ternms and conditions set
forth in this agreenent to i ndemify and keep

i ndermi fi ed Mul a Sakhari Sakhar Karkhana Ltd.
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agai nst all |osses, clainms, damages actions and cost
in respect of such suns which the supplier shal
beconme liable to pay as the terns of the said
order."

In addition to the aforenentioned, the Appellant agreed to the other
terns and conditions referred to therein, stating

"NOTW THSTANDI NG anyt hi ng her ei nbef ore

contai ned, our maxinmum liability under this
guarantee is restricted to Rs. 34,00,000/- (Rupees
Thirty four Lacs only). This guarantee shal

remain in force upto 3rd Septenber 1987 unless a
suit or action to enforce clai munder this guarantee
is filed against us on or before the 3rd Septenber
1987 all right under this guarantee shall be
forfeited and we shall be relieved and di scharged
fromall Liabilities hereunder."

The Hi gh Court, however, despite noticing the said docunent in
extenso, conmitted a manifest error i'n opining:

"\ 005The recital in the preanble in question itself
cannot be the foundationto interpret the docunent
in question as a docunent of indemity\005"

Al'though it was opined that the same was intended to be a contract of
i ndermity, the Hi gh Court wrongly observed:

"\ 005There was no objection of any kind referred to
or placed on the record by the appellants.” The
Oficer of the Bank stated before the Court that the
docunent in question was intended to be a contract
of guarantee and not a contract of -indemmity. The
witten docunment (Exhibit-46) as quoted above

| ays enmphasis on the preanbl e as under\ 005"

Yet again, in the said paragraph, the operative portion of the
docunent was erroneously described as a preanbl e stating:

"\ 005The preanbl e of the document in question
creates an inpression that the said docunment is a
contract of indemity and not a contract of

guar antee."

The Hi gh Court, furthermore, inserted some words in the said
docunent which in fact were not there, as for exanmple, in paragraph 31 of
t he i npugned judgnent it added the term "unequivocal condition" which
termdid not find place in the docunent in question. ~Simlarly, in paragraph
34, it was stated:

"\ 005The appellants are entitled to their clained
noney w t hout any delay or denmur. The nature

and need of such commercial contracts and
docunents need to be respected by the parties
concer ned\ 005"

Yet again, it was stated
"If the terms and conditions of the Bank Guarantee
are uncondi tional and absolute, the respondents
have no choice but to honour the sane\ 005"

(Enphasi s added)
No such terms were used in the said docunent. The approach of the
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Hi gh Court on construction of the said docurment was, thus, patently wong.

The High Court conmitted a nanifest error in termng the operative
portion of the docunment as a preanble. It had inserted terns and
expressions which did not find place in the document in question

The High Court furthernore considered the oral evidence adduced by
the parties despite the bar contained in Sections 91 and 92 of the I|ndian
Evi dence Act hol di ng:

(i) "\ 005The testinmny of these wi tnesses, in no
way, derogates the docunment in question

On the contrary, the evidence supports the

pur pose and object of the execution of the

Bank Guarantee in question. It also supports
that the parties, specially the appellants are
the creditors-beneficiaries, the respondents \026
Bank are the guarantors \026 the surety and the
supplier i's M's Pentagon \026 the principa
debtor.  '‘As-we have noted and as

cont enpl at ed under Section 124 of the

Contract Act, such Bank Guarantee shoul d

have three ingredients, i.e:, creditor,
guarantor and princi‘pal debtor. On a bare
readi ng of this docunent, it is nothing but a
tripartite agreenent between the parties.

M's. Pentagon submitted the said Bank

Guarantee by its letter dated 7th Septenber,
1985 to the appellants. The appellants, as

not ed above, w thout any denur or

obj ection, accepted this docunent as a Bank
CGuar antee and based upon the sane, the

amount was rel eased. There is no evidence

to support that in absence of this bank

guar antee, the anmount woul d not have been

rel eased by the appellants.”

(ii) "\ 005Therefore, according to us, the express
terms of the witten agreement in question

supported by the testinony of the

respondent \026 Bank’s O ficer itself, apart
fromthe appellants, some statenments in the
cross-exam nation or raising doubts about

the nature of the agreement by one of the

Bank witness, that itself would not affect the
witten agreenent in question\005"

(i) "\ 005l n this background, we cannot overl ook
the circunstances under which the particul ar
wor ds were used and/ or m sused\ 005"

A docunent, as is well known, rmust primarily be construed on the
basis of the terns and conditions contained therein. It is also trite that while
construing a docunent the court shall not supply any words which the author
t hereof did not use.

The docurent in question is a comercial docunent. |t does not on

its face contain any anbiguity. The High Court itself said that ex facie the
docunent appears to be a contract of indemmity. Surrounding circunstances
are relevant for construction of a docunent only if any anmbiguity exists
therein and not otherw se.

The said docunent, in our opinion, constitutes a docunent of
i ndetmi ty and not a document of guarantee as is clear fromthe fact that by
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reason thereof the Appellant was to indemify the cooperative society
against all |osses, clainms, damages, actions and costs which may be suffered
by it. The docunment does not contain the usual words found in a bank

guar antee furnished by a Bank as, for exanple, "unequivocal condition",

"the cooperative society would be entitled to claimthe damages wi t hout any
del ay or dermur” or the guarantee was "unconditional and absol ute" as was
hel d by the Hi gh Court.

The Hi gh Court, thus, msread and misinterpreted the docunent as on
scrutiny thereof, it had opined that it was a contract of guarantee and not a
contract of indemity.

The docurment was executed by the Bank in favour of the cooperative
soci ety. The said docunent indisputably was executed at the instance of
Pent agon.

W have herei nbefore noticed the surrounding circunstances as
poi nted out by M. Naphade as contained in Cl auses 15.2.4 and 15.2.5 of the
contract vis-‘-vis the letters exchanged between the parties dated 6.4.1985,
11.4.1985, 16.4.1985 | eading to execution of the docunent dated 07.09. 1985
by the First Appellant in favour of the cooperative society.

We are, however, unable to accept the subm ssions of the |earned
Seni or Counsel that the bank guarantee must be construed in the |ight of
ot her purported contenporaneous docunents. . A contract indisputably may
be contained in nore than one docunment. ~ Such a docunent, however, nust
be a subject natter of contract by and between the parties. The
correspondences referred to herei nbefore were between the cooperative
soci ety and Pentagon. . The said correspondences were not exchanged
between the parties hereto as a part of the same transaction. The Appellant
understood that it would stand as a surety and not ‘as a guarantor.

The decision of this Court in'S. Chattanatha Karayal ar (supra) on
whi ch reliance was placed by M. Naphadeis not applicable to the fact of
the present case. Therein, the construction of a prom ssory note executed in
favour of a Bank was in question. The said prom ssory note was construed
in the context of the letters and the hypot hecati on agreenent executed by the
borrower on the basis whereof it was held that the status of the Appell ant
therein with regard to the overdraft amunt was that of a surety and not that
of a co-applicant. In the said decision itself, Ramaswam , J. opined:

"\ 005The provisions of Section 92 of the Evidence
Act do not apply in the present case, because

Def endant 3 is not attenpting to furnish evidence
of any oral agreenent in derogation of the

prom ssory note but relying on the existence of a
collateral agreement in witing \027 Exs. A & G
which formparts of the sane transaction as the
prom ssory note \027 Ex. B\ 005"

The Hi gh Court proceeded on the basis that “Section 92 of the
Evi dence Act would be attracted in the instant case but despite the sane it
referred to the oral evidence so as to find out the purported circunstances
surroundi ng the transaction, which in our view, was not correct.

In P.L. Bapuswam (supra), relied upon by M. Naphade, this Court
was concerned with a question as to whether Ex. B-1 therein was a
transaction of nortgage by conditional sale or a sale with a condition of re-
transfer in the light of Section 58(c) of the Transfer of Property Act. W are
not concerned with such a case here.

It is one thing to say that the nature of a transaction would be judged
by the terns and conditions together with the surroundi ng and/ or attending
circunstances in a case where the docunent suffers from sonme anbiguities
but it is another thing to say that the court will take recourse to such a
course, although no such ambiguity exists.
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[ See Bi shwanat h Prasad Singh v. Rajendra Prasad and Anr. [(2006)
2 SCALE 699]

It is beyond any cavil that a bank guarantee nust be construed on its
own terns. It is considered to be a separate transaction

If a construction, as was suggested by M. Naphade, is to be accepted,
it would also be open to a banker to put forward a case that absolute and
unequi vocal bank guarantee should be read as a conditional one having
regard to circunstances attending thereto. It is, to our mnd, inpermssible
in |law

In New | ndia Assurance Conpany Ltd. v. Kusumanchi Kameshwara
Rao and Another [(1997) 9 SCC 179], it is stated:

"\ 0051t is obvious-that when such guarantee bonds
are reduced to witing the express terns of this
witing containing the guarantee bond would be

the repository of the obligations of the guarantor
flowing fromthe surety bond. As per Sections 91
and 92 of the Indian Evidence Act, 1872 no

evi dence dehors the terns of the agreenent,

whet her docunentary or oral, can be |ed by the
parties to get out of the express terns thereof.
Whet her the express terms of the guarantee bond
give rise to the contract of guarantee sought to be
enforced will be the only limted enquiry which
could be gone into by the courts while deciding the
rights and obligations flow ng from such contract
of guarantee which is a tripartite contract between
the creditor, principal debtor and the surety. Once
such suretyship agreenment is established on the
clear ternms of the bond then as |aid down by the

af oresai d decisions of this Court no latitude can be
given to the contracting party, nanely, the surety
or even the principal debtor to enable themto get
out of the obligations of the suretyship agreenent
flowing fromsuch contract, except in exceptiona
circunstances as indicated in these decisions.”

I n H ndustan Construction Co. Ltd. v. State of Bihar and Qhers
[(1999) 8 SCC 436], the guarantee in question was in the follow ng terns:

"\ 005We, State Bank of India, incorporated under

the State Bank of India Act, 1955, and havi ng one

of our branches at Nyayarmurti C N. Vaidya Marg,
Fort, Bonbay-400 023 (hereinafter referred to as
"the said Bank’), as instructed by the contractor,
agree unconditionally and irrevocably to guarantee
as primary obligator and not as surety merely, the
payment of the Executive Engi neer, Kharkai Dam
Division Il, Icha, Chaliam, Post Kesargarhia,
District Singhbhum Bihar, on his first demand

wi t hout what soever right of objection on our part
and without his first claimto the contractor, in the
amount not exceedi ng Rs. 10, 00, 000 (Rupees ten

| akhs only) in the event that the obligations
expressed in the said clause of the above-

nentioned contract have not been fulfilled by the
contractor giving the right of claimto the enpl oyer
for recovery of the whole or part of the advance
nmobi l i sation loan fromthe contractor under the
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contract\ 005"

Despite such conditions, holding that the guarantee in question was a
performance guarantee, this Court opined:

"The Bank, in the above guarantee, no doubt,

has used the expression "agree unconditionally and
irrevocabl y" to guarantee paynment to the

Executive Engi neer on his first demand without

any right of objection, but these expressions are

i medi ately qualified by follow ng:

" in the event that the obligations

expressed in the said clause of the above-
mentioned contract have not been

fulfilled by the contractor giving the right

of claimto the enployer for recovery of

the whole or part of the advance

nmobi | i sati'on l'oan from the contractor

under the contract."

This condition clearly refers to the origina
contract between HCCL and the defendants and

postul ates that if the obligations, expressed in the
contract, are not fulfilled by HCCL giving to the
defendants the right to claimrecovery of the whole
or part of the "advance nobilisation |oan", then the
Bank woul d pay the anpbunt due under the

guarantee to the Executive Engineer. By referring
specifically to clause 9, the Bank has qualified its
l[iability to pay the anmount covered by the
guarantee relating to "advance nobilisation | oan"
to the Executive Engineer only if the obligations
under the contract were not fulfilled by HCCL or
HCCL has misappropri ated any portion of the
"advance nobilisation loan". It is in these

ci rcunst ances that the aforesaid clause would
operate and the whol e of the anbunt covered by

the "nobilisation advance" woul d becone payabl e

on demand. The bank guarantee thus could be

i nvoked only in the circunmstances referred to-in

cl ause 9 whereunder the anount woul d becone

payable only if the obligations are not fulfilled or
there is msappropriation. That being so, the bank
guarantee coul d not be said to be unconditional or
unequi vocal in ternms so that the defendants- coul d
be said to have had an unfettered right to invoke
that guarantee and denmand i mredi ate paynent

thereof fromthe Bank."

It was clearly held therein that the bank guarantee constitutes a
separate, distinct and i ndependent contract between the bank and the
def endant s.

In this case, the document in question does not specifically refer to
any particular clause of the contract. |In fact the contract does not contain
any cl ause requiring Pentagon to furnish any Bank Cuarantee.

We may now consider the decision in Daewoo Motors India Ltd. v.
Union of India and Others [(2003) 4 SCC 690]. The bank guarantee
involved therein inter alia read as under

"We, Tines Bank Ltd., PTlI Building, Parlianent
Street, New Del hi, 110 001 further agree that the
demand nade by the President of India any noney
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so demanded notw t hst andi ng any di spute raised

by M's Daewoo Mdtors India Ltd. in any

proceedi ng before any court or tribunal

We, Tinmes Bank Ltd., PTI Building, Parlianent
Street, New Del hi 110 001 further agree that the
demand nade by the President of India shall be

concl usive as regards the anmobunt due and payabl e

by us under these presents as out of liability under
these presents are absol ute and unequivocal ;"

Construing the ternms thereof, this Court held:

"From a perusal of the above clauses, it is
abundantly clear that the bank guarantee furnished
by the Bank is an unconditional and absol ute bank
guarantee. The Bank has rendered itself liable to
pay the cash on demand by the President of India
"notwi t hstanding any di spute raised by Ms

Daewoo Motors India Limted in any proceeding
before any court or tribunal". It is- worth noticing
that the clause in the bank guarantee specifically
provi des that the demand made by the President of

I ndia shall be conclusive as regards the anount
due and payabl e by the Bank under this guarantee
and the liability under the guarantee is absol ute
and unequivocal. In the face of the clear
averments, it is trite to contend that the bank
guarantee is a conditional bank guarantee.
Therefore, the Bank has no case to resist the
encashrment of the bank guarantee. |nasnmuch as we
have hel d that the bank guarantee is an
uncondi ti onal bank guarantee, the case of

H ndustan Construction Co. Ltd. v. State of Bihar
is of no avail to the appellant.”

The said decision, in the facts and circunstances of the case, cannot
be said to have any application here.

We are not oblivious of the decisions of this Court where, save and

except the cases of fraud or irretrievable evil, the Bank has been held |iable
to pay the guaranteed ampbunt without any demur whatsoever. In an

i nstructive judgment, M Jagannadha Rao, J. in Federal Bank Ltd. v. V.M

Jog Engineering Ltd. and Others [(2001) 1 SCC 663] referring to Uniform
Conmercial Practice of Docurmentary Credits and a catena of deci'sions of

this Court as also the English Courts, dealt with a case where a fraud was

al | eged and observed:

"Thus, not only nust "fraud" be clearly proved but
so far as the bank is concerned, it must prove that
it had know edge of the fraud. In United Trading
Corpn. S.A v. Allied Arab Bank it was stated that
there nmust be proof of know edge of fraud on the
part of the bank at any tine before paynent. It was
al so observed that it

"woul d be sufficient if the corroborated evidence

of the plaintiff usually in the form of contenporary
docunents and the unexplained failure of a
beneficiary to respond to the attack, lead to the
conclusion that the only realistic inference to draw
was 'fraud ."

[ See al so Dwari kesh Sugar Industries Ltd. v. Prem Heavy Engi neering
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Works (P) Ltd. and Another, (1997) 6 SCC 450] and M's. BSES Ltd. (Now
Rel i ance Energy Ltd.) v. Ms. Fenner India Ltd. & Anr. JT 2006 (2) SC 192]

However, in this case, we have no doubt in our nmind that the
docunent in question constitutes a contract of indemity and not an absol ute
or unconditional bank guarantee. The Hi gh Court, therefore, erred in
construing the sane to be an unconditional and absol ute bank guarantee.

RATE OF | NTEREST

Contention of M. Vahanvati as regards the rate of interest is also
i ncontrovertible. The order dated 23rd February, 1988 clearly states that the
amount woul d be repaid with an interest @12% and in that view of the
matter, the High Court could not have directed paynent of interest @14%

For the reasons aforenentioned, the inpugned judgnent cannot be
sust ai ned which is set aside accordingly. The decree of the trial court is
restored. = The appeal is allowed with costs. Counsel’s fee assessed at Rs.
5000/ -.




