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PETI TI ONER
U. P. STATE SUGAR CORPORATI ON
Vs.
RESPONDENT:
M S. SUMAC | NTERNATI ONAL LTD.
DATE OF JUDGVENT: 04/ 12/ 1996
BENCH

M M PUNCHHI, SUJATA V. MANCHAR

ACT:

HEADNOTE

JUDGVENT:

THE 4TH DAY OF DECEMBER, 1996
Present:

Hon’ bl e M. Justice MM Punchh

Hon’ blle M's. Justice Sujata V. Manohar

Dushyant Dave, Sr. Adv.,  and Pradeep M sra, Adv. with
himfor the appellant

V.C. Mahajan, Sr. Adv., Anil Dr. Sangal, Adv. with him
for the Respondent

JUDGMENT
The foll owi ng Judgnment of the Court was delivered:
JUDGMENT

Ms. Sujata V. Manohar, J.

Leave granted.

The appellant, U P. State Sugar Corporation entered
into an agreenent dated 2nd of “August, 1989 with the
respondent, Ms Sumac International Pvt. Ltd. under which
the respondent agreed to design, to prepare an engi neering
| ay-out and to manufacture or procure and supply to the
appel l ant the nachinery and equipnment for a conplete sugar
plant for extension and nobdernisation of ~the -appellant’s
exi sting sugar pl ant at Rohana  Kal an, Di strict
Muzaf farnagar, U. P. The respondent was required to set up a
new plant of 2500 TCD at a new site or an adjoining site
close to the existing sugar plant of the appellant. The
total contract price was fixed under Clause 2.1 of the
contract at Rs. 1780 | acs.

Under the terms of the agreenment the respondent was
required to set up the plant and nmeke it ready for
commer ci al production by 30th of Novenber, 1990. The
agreenment stated that in this regard time was of the essence
of the contract and if the respondent failed to do so the
consequences were also spelt out in the contract. Under
clause 3 of the contract a nonth-wi se progressive delivery
report was to be subnmitted by the respondent and a PERT/ CPM
chart had to be submitted and adhered to. C ause 4 which
dealt with delivery required the respondent to conplete al
supplies by 15th of Novenber, 1990 so that the plant could
be conmi ssi oned by 30.11.1990. Under Cause 11.1 the
respondent-seller was entitled to a reasonabl e extension of
time as decided by the purchaser if the purchase order was




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

Page 2 of 7

expressly suspended for no fault of the seller

Under Clause 15 the respondent-seller was required to
furnish to the appellant five bank guarantees as specified
therein. These were:

1. A bank guarantee for timely delivery of plant and
machi nery as provided in Cause 14.1 representing five
percent of the contract price referred to in Cause 2.1.
This was required to be furnished within 3-1/2 nonths of the
signing of the agreenent.

2. The seller was required to furnish a bank guarantee in
respect of guaranteed performance of the plant and machi nery
for an amount representing 5%of the contract price. This
guarantee was required to be furnished ei ght nonths before
the schedul ed date of conm ssioning nentioned in Clause 4.1
or within six nonths fromthe date of the signing of the
agreenment or after 2-1/2 nonths of the opening of the Letter
of Credit whichever of these dates was earlier

3. Three bank guarantees in respect of advance paynments to
be made by the appellant to the respondent under d ause
13.2(a) to 13.3(c) were required to be for Rs.89 |acs,
Rs. 178 lacs and Rs.89 |I|acs respectively, representing 5%
10% and 5% of the contract price respectively.

Under O ause 13.2 on receipt of the first of these bank
guarantees for Rs.89 lacs the first installment of advance
would be paid within a week fromthe date of signing of the
agreement. O receipt of the second bank guarantee for
Rs. 178 lacs the second advance would be paid by the
appellant to the respondent wthin 2-1/2 nonths of the
signing of the agreemnent subject to the respondent
furni shing various statements, certificates etc. as set out
in that clause. The third bank guarantee for Rs. 89 | acs was
to be furnished against the advance to be paid by the
appellant to the respondent within 3-1/2 nonths from the
date of the signing of the agreenent.  These three bank
guarantees are thus in respect- of the advance paynents
required to be nade by the appellant to the respondent.

Under O ause 15.5 all these bank guarantees are payable
on demand. It is expressly provided that it shall not be
open to the guarantor to know the reasons of ‘or to
i nvestigate or to go into the nerits of the denmand i nvoking
the bank guarantee or to question or challenge the demand or
to require the proof of the liability of the seller before
payi ng the anount demanded. It is further provided that the
i nvocation of the bank guarantee shall be binding onthe
respondent and that the invocation of the bank guarantee
woul d not be affected in any nanner by reason of the fact
that any dispute or disputes had been raised by the
respondent with regard to its liability. Nor would it be
affected by the fact that proceedings were pending before
any Tribunal, Arbitrator or Court with regard thereto.

Accordi ngly, the respondent furnished, inter alia, four
bank guarantees, one being a guarantee for due delivery and
the other three being the bank guarantees in respect of
advance paynent of price. The total anount covered by the
bank guar ant ees securing advance paynents is Rs.3.56 crores,
whi ch amount was paid by the appellant to the respondent as
advance.

The contract was not carried out wthin the tine
envi saged under the contract. Thereafter, at a neeting held
on 1.10.1991 between the appellant and the respondent, the
time for conpletion of this project was extended upto May
1992 and a detailed chart was drawn up for the conpletion of
the project by that date. No further extension of tinme has
been given by the appellant to the respondent thereafter.
The respondent, however, did not conplete the said project
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wi thin the extended period.

By their letter dated 6th of Septenber, 1995 the State
of UP. through the Special Secretary, Govt. of UP
informed the Managing Director of the appellant that it had
been decided to transfer the Rohana Kalan (Muizaffarnagar
unit) of the appellant to the joint sector. As a result, the
expansion project of this wunit should be cancelled and
appropriate action in accordance wth |aw should be taken
Thereupon the appellant cancelled the agreement by its
letter dated 7th of Septenmber, 1995 addressed to the
respondent. The appellant clained a refund of the advance
payment of Rs. 3,14,78,093/- as unutilised and unadjusted
amount of advance paynent. The appellant, by its four
letters all dated October 28, 1995 addressed to the
respondent invoked the three bank guarantees in respect of
advance paynments after giving credit to the respondent for
material worth Rs.42 |acs which had been supplied till then.
The appellant al'so i nvoked the delivery guarantee for Rs. 89
| acs. The bank guarantees so invoked are: Bank guarantee
no. 9/ 47 'dated 10.8.89 for Rs. 89 lacs. In this bank
guarantee credit for Rs.42 |lacs has been given and the
i nvocati on of the bank guarantee is only for the bal ance sum
of Rs.47 |lacs. The second bank guarantee so invoked is
no. 9/ 64 dated 20.11.89 for Rs.178 lacs. The third bank
guarantee is no.9/70 of 6.1.90 for Rs.89 lacs and the
fourth, delivery guarantee is no.12/88 dated 13.11.1990 for
Rs. 89 | acs.

On 5.10.1995 ‘the respondent filed a petition under
Section 20 of the ‘Arbitration Act~ for appointnent of an
arbitrator since the agreenent between the parties provides
for arbitration. The respondent also filed two applications
for interim relief under Section 41(bh) of the Arbitration
Act seeking interim stay agai nst encashnent of bank
guarantees. The Civil Judge, Senior Divisions, Mizaffarnagar
bef ore whom these applications were filed, dismssed these
applications. In revision, however, these applications have
been allowed by the Hi gh Court (and an injunction has been
granted restraining the appellant from enforcing these bank
guarantees. Hence, the appellants has come by way of the
present appeal

These bank guarantees which are irrevocabl e-in nature,
interms, provide that they are payable by the guarantor to
the appellant on demand w t hout demur. They further provide
that the appellant shall be the sole judge of whether and to
what extent the amount has become recoverable from the
respondent or whether the respondent has committed any
breach of the terns and conditions of the agreement. The
bank guarantees further provide that the right of the
purchaser to recover fromthe guarantor any anmount shall not
be affected or suspended by reason of any disputes that nmay
have been raised by the respondent wth regard to its
liability or on the ground that proceedings are pending
before any Tribunal, Arbitrator or Court with regard to such
di spute. The guarantor shall imrediately pay the guaranteed
amount to the appellant-purchasers on demand.

The law relating to invocation of such bank guarant ees
is by nowwell settled. Wien in the course of conmercia
dealings an uncondi tional bank guarantee is given or
accepted, the beneficiary is entitled to realize such a bank
guarantee in terns thereof irrespective of any pending
di sputes. The bank giving such a guarantee is bound to
honour it as per its terns irrespective of any dispute
raised by its custoner. The very purpose of giving such a
bank guarantee would otherwise be defeated. The courts
shoul d, therefore, be slow in granting an injunction to
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restrain the realization of such a bank guarantee. The
courts have carved out only two exceptions. A fraud in
connection with such a bank guarantee would vitiate the very
foundation of such a bank guarantee. Hence if there is such
a fraud of which the beneficiary seeks to take advantage, he
can be restrained from doing so. The second exception
relates to cases where allowing the encashnent of an
uncondi ti onal bank guarantee would result in irretrievable
harmor injustice to one of the parties concerned. Since in
nost cases paynent of noney under such a bank guarantee
woul d adversely affect the bank and its customer at whose
instance the guarantee is given, the harm or injustice
contenpl ated under this head nust be of such an exceptiona
and irretrievable nature as would override the terns of the
guarantee and the adverse effect of such an injunction on
conmercial dealings in the country. The two grounds are not
necessarily connected, though both may co-exist in some
cases. An the case of U P. Cooperative Federation Ltd. v.
Si ngh Consultants _and Engi neers (P) Ltd. (988 [1] SCC 174),
whi ch was the case of works contract where the perfornmance
guar ant ee gi ven under the contract was sought to be invoked,
this Court, after referring extensively to English and
I ndi an cases on the subject, said that the guarantee nust be
honoured in accordance with its terns. The bank which gives
the guarantee is /not concerned in the least wth the
rel ati ons between the supplier and the custoner; nor with
the question whet her the suppl er has performed his
contractual obligation or not, nor with the question whether
the supplier is in default or - not. The bank must pay
according to the tenor of its -guarantee on demand wi t hout
proof or condition. There are only two exceptions to this
rule. The first exception is a case when there is a clear
fraud of which the bank has notice. The fraud nust be of an
agregi ous nature such as to vitiate the entire underlying
transaction. Explaining the kind of fraud that nay absolve a
bank from honouring its guarantee, this Court in the above
case quoted wth approval the observations of Sir John
Donal dson, MR in Bolivinter Gl SA v. Chase Manhattan Bank
NA (1984 [1] AER 351 at 352): "The wholly exceptional case
where an injunction may be granted is where it is proved
that the bank knows that any demand for paynment already nade
or which may thereafter be made 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
normal |y be sufficient that this rests on the uncorroborated
statenment of the customer, for irreparable danage can be
done to a bank’s credit in the relatively brief time which
must el apse between the granting of such an injunction and
an application by the bank to have it charged”. This Court
set aside an injunction granted by the Hgh Court to
restrain the realisation of the bank guarantee.

The sane question came up for consideration before this
Court in Svenska Handel sbanken v. M s Indian Charge Chrone &
Os. (1994 [1] SCC 502). The Court once again reiterated
that a confirned bank guarantee/irrevocable letter of credit
cannot be interfered with unless there is established fraud
or irretrievable i njustice i nvol ved in the case.
Irretrievable injury has to be of the nature noticed in the
case of |Itek Corporation v. The First National Bank of
Boston etc. (566 Fed Supp. 1210). On the question of fraud
this Court <confirmed the observations nade in the case of
U. P. Cooperative Federation Ltd. (supra) and stated that the
fraud nust be that of the beneficiary, and not the fraud of
anyone el se.

On the question of irretrievable injury which is the




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

Page 5 of 7

second exception to the rule against granting of injunctions
when uncondi ti onal bank guarantees are sought to be realised
the court said in the above case that the irretrievable
injury must be of the kind which was the subject-matter of
the decision in the |Itek Corporation case (supra). In that
case an exporter in the US A entered into an agreenent
with the Inperial Governnent of Iran and sought an order
termnating its liability on stand by letters of «credit
i ssued by an Anerican bank in favour of an Iranian Bank as
part of the contract. The relief was sought on account of
the situation created after the Iranian revolution when the
Ameri can CGover nnent cancel led the export licences in
relation to Iran and the lIranian Governnment had forcibly
taken 52 Anerican citizens as hostages. The U.S. Gover nnent
had bl ocked all Iranian assets under the jurisdiction of
United States and had cancelled the export contract. The
court upheld the contention of the exporter that any claim
for damages against the purchaser if decreed by the Anerican
Courts would not -~ be executable in Iran wunder these
circunstances and relisation of the bank guarantee/lLetters
of credit - would cause irreparable harm to the plaintiff.
This contention was upheld. ~To avail of this exception

t her ef ore, excepti onal ci rcumnst ances whi ch make it
i npossible for the guarantor to reinburse hinself if the
ultimately succeeds, wi'll have to be decisively established.
Clearly, a nere apprehension that the other party will not
be able to pay, is not enough. In the Itek case (supra)
there was a certainty on this issue. Secondly, there was
good reason, in that case for the court to be prim facie
satisfied that the guarantors i.e. the bank and its customer
woul d be found entitled to receive the anpbunt paid under the

guar ant ee.
Qur attention was invited to a nunmber of decisions on
this issue -- anbng them to Larsen & Turbro Ltd. V.

Maharashtra State Electricity Board & O's. (1995 [6] SCC 58)
and H ndustan Steel Wrkers Construction Ltd. v. G S. Atwa
& Co. (Engineers) Pvt. Ltd. (1995 [6] SCC 76) as also to
Nati onal Thernal Power Corporation Ltd. v. Flowrore Pvt.
Ltd. & Anr. (1995 [4] SCC 515). The latest decision is in
the case of State of Maharashtra & Anr. v.. Ms Nationa
Construction Conpany, Bonbay & Anr. (JT 1996 [1] SC 156)
where this Court has summed up the position by stating, “The
rule is well established that a bank issuing a guarantee is
not concerned with the wunderlying contract between the
parties to the contract. The duty of the bank under a
performance guarantee is created by the docunent itself.
Once the docunents are in order the bank giving the
guarantee must honour the sane and make paynment ordinarily
unless their is an allegation of fraud or the like. The
courts will not interfere directly or indirectly to wthhold
paynment, otherw se trust in conmer ce i nternal and
international would be irreparably danaged. But that does
not mean that the parties to the underlying contract cannot
settle the disputes with respect to allegations of breach by
resorting to litigation or arbitration as stipulated in-the
contract. The renedy arising ex-contractu is not barred and
the cause of action for the same is independent of
enforcenent of the guarantee." The other recent decision is
in H ndustan Steelworks Construction Ltd. v. Tarapore & Co.
& Anr. (JT 1996 [6] SC 295).

Clearly, therefore, the existence of any dispute
between the parties to the contract is not a ground for
issuing an injunction to restrain the enforcenent of bank
guarantees. There nmust be a fraud in connection wth the
bank guarantee. In the present case we fail to see any such
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fraud. The Hi gh Court seens to have cone to the concl usion
that the termnation of the contract by the appellant and
his claim that the time was of the essence of the contract,
are not based on the terns of the contract and, therefore,
there is a fraud in the invocation of the bank guarantee.
This is an erroneous view The disputes between the parties
relating to the termnation of the contract cannot make
i nvocation of the bank guarantees fraudul ent. The H gh Court
has also refereed to the conduct of the appellant in
i nvoki ng the bank guarantees on an earlier occasion on 12th
of April, 1992 and subsequently withdraw ng such invocation

The court has used this circunstance in aid of its view that
the time was not of the essence of the contract. W fail to
see how an earlier invocation of the bank guarantees and
subsequent withdrawal of this invocation make the bank
guarantees or their invocation tainted with fraud in any
manner. Under theterns~ of the contract it is stipulated
that the respondent is required to give unconditional bank
guar ant ees agai nst ~advance paynents as also a simlar bank
guarantee for due delivery of the contracted plant within
the stipulated period. In~ the absence of any fraud the
appellant is entitled to realise the bank guarantees.

Bef ore us, however, in the course of argunent, |earned
advocate for the respondent urged for the first time that in
this case there would be irretrievable injustice to the
respondent if the bank guarantees are allowed to be realised
because the appellant is a sick .industrial conpany in
respect of which a 'referee is pending before the Board for
Industrial and Financial Reconstruction under The Sick
I ndustrial Conpanies (Special Provisions) Act, 1985. The
respondent contends that even if it succeeds before the
Arbitrator it will not be able to realise its claimfromthe
appellant. The nere fact that a reference under ' The Sick
I ndustrial Conpanies (Special Provisions) Act, 1985 is
pendi ng before the Board, is, inour view, not sufficient to
bring the case in the anbit of the "irretrievable injustice"
exception. Under the scheme of the said Act the Board is
required to nake such inquiry as it nmay deem fit for
det erm ni ng whet her any industrial conmpany has becone a sick
i ndustrial company. Under Section 16(4) where the Board
deens it fit to make an inquiry or to cause and-inquiry to
be made in this connection, it may appoint  one or nore
person to be speci al directors for safeguarding the
financial and other interests of the conpany or in the
public interest. Under Section 17 after mmking-an inquiry,
if the Board is satisfied that a conmpany has becone a sick
i ndustrial conpany, the Board may then decide, by an order
inwiting, whether it is practicable for the conpany to
make its net worth exceed the accumulated |osses within a
reasonable tine. |If this is practicable, then the /Board
shal |l give such conpany the opportunity to make -its net
worth exceed the accumul ated |osses. Under sub-section (3)
of Section 17 if the Board decides that this is not
practicable within a reasonable time, it may adopt neasures
specified in Section 18 and provide for a schene for
appropriate neasures in relation to that conpany. There can
therefore, be no presunption that the conpany will, in no
circunstance, be able to discharge its obligations.

Under Section 22 on which the respondent relies, where
in respect of an industrial conmpany, an inquiry under
Section 16 is pending, or any schenme under Section 17 is
under preparation or a sanctioned schene is under
i npl enentation or when an appeal under Section 25 is
pendi ng, then no proceedings for the wnding up of the
i ndustrial conpany or for execution, distress or the like
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agai nst any of the properties of the industrial conpany or
the appointnent of a receiver in respect thereof can be
proceeded with; and no suit for the recovery of noney or for
the enforcenent of any security against the industria
conpany shall |ie or be proceeded wth except wth the
consent of the Board or, as the case may be, the Appellate
Aut hority. The respondent contends that its right to realise
its claim if established, would be affected by reason of
Section 22 of the said Act. There is no material before us
to show that the appell ant-conpany cannot nake its net worth
positive. No schene has been framed under the said Act so
far. Even under Section 22 there is no absol ute bar agai nst
any suit for the recovery of noney. The suit cannot be
proceeded with except with the consent of the Board or the
Appel  ate Authority. Therefore, in an appropriate case, the
Board or the Appellate Authority is entitled to give its
consent to such aclai mbeing proceeded with. This is not a
situation of the kind envisaged in the case of Itek
Corporation (supra) where there was no possibility
what soever of recovery of any anount fromthe purchaser. In
the present case, there is a good possibility of such
recovery. In any case, ~|earned counsel for the appellant
has, on instructions, very fairly stated that the appellant-
conpany undertakes to earmark the anounts realised fromthe
bank guarantees in question for the purpose of recovery of
clains, if any, which the respondent may ultimtely be found
to be entitled to recover from the appellant. Any scheme
whi ch the Board may frame under the said Act will be subject
to this wundertaking given by the appellant to set apart the
amounts realised under the bank guarantees in question for
neeting any validly adjudicated clainms of the respondent
against the appellant wunder or arising from the said
contract. If any schene is required to be franed, the Board
shall take into account this undertaking, while framng the
schene.

Both sides are agreed that for a speedy resol ution of
their disputes they are willing to refer all their disputes
under or arising from the said contract to ‘the sole
arbitration of Justice RM Sahai (retd.), a retired Judge
of this Court. We accordingly refer all disputes between the
parties under or arising fromthe contract to  the sole
arbitration of Justice RM Sahai (retd.). The arbitrator
may fix his remuneration in consultation with the parties.
The parties shall obtain appropriate directions from the
| earned arbitrator in connection with the filing of clains,
replies etc. in accordance wth [aw. The petition filed by
the respondent before the court of the Chief Judicia
Magi strate/ Civil Judge, Mizaffarnagar under Section 20 of
the Arbitration Act is disposed of accordingly.

The appeal is allowed and the inmpugned judgnent and
order of the High Court is set aside and the injunction
granted by the High Court is vacated. Parties wll bear

their own costs.




