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security --------------

Pulling the Guarantees

I

L

Standard form consuuctioncontIaCtS in Australiausu
ally provide for security to be provided by contractors in
relation to theirperformance. Often this is in the form ofa
retention fund, where a percentage of each progress pay
ment is retained by the principallDltil a certain limit is
reached. This fund is returned to the conttaetor upon
satisfactory completion ofthejob: usuallyhalfatpractical
completion and half at fInal completion..

Alternatively, the contracts provide that the contractor
may furnish security for the perfonnance of the conttaet
(calledhere "theguarantees'') from a bankorotbersuitable
fmancial institution. The guarantees are almost invariably
required to be unconditional. The principal can then have
recourse to the security provided by cashing or "pulling"
the guarantees.

The impact of the recession bas led to an increase in
principals seeking to pull the guarantees, prompting con
ttaetors to seek injunctions to stop them. Conttaetors have
argued that., fust, the consuuction contracts limit the
circumstances under which the guarantees can be pulled,
and second that they couldnotbecompeosatedfordamage
to their commercial reputation if the guarantees were
pulled. Principals have responded that., where guarantees
are said tobe unconditional, theyshouldbe treatedas SUCh.

Previous cases have established two situations which
affect theprincipal'sandcontractor's rights. Thesedepend
on the drafting of the clause in the conttaet allowing the
priocipal to coovett the guarantees into cash, and the
drafting of the guarantees themself.

With a Limiting Clause in the Contract
In the fll'St situation the coosuuction contractqualifieS

the principal's right to pull the guarantees. In a NSW case
heard in 1982, Pearson Bridge (New South Wales Pry Ltd
vStale RaiIAuthoriryo/NewSouth Wales (1982) 1ACLR
81, the relevant clause [which followed the wording in
NPWC 3 (1981) - the clause in AS 2124(1986) is essen
tially the same], stated:

"If the Principal becomes entitled to exercise all or
anyofhis rights under the Conttaet in respect ofthe
security the Principal may conven into money the
security that does not consist of money".

Justice Yeldbam decided that the clause defined and
limited the circumstances under which the principal could
convenany security intomoney. The threatenedbreachof
the security clause entitled the conttaetor to an injunction.

In a 1991 case, Hughes Bros Pry Limited vTel¢e Pry
LimiJed(199i) 7 Bo... 21), the equivalentclause in JCCA
1985 was considered. Justice Cole stated that the contrae
tor will not be entitled to an injlDletion to prevent the

pulling ofthe guarantees where: (1) theprincipal isentitled
to pull the guarantees despite the limiting clause; and (2)
the claimed entitlement is DOt specious or fanciful.

No Limiting Clause in the Contract
Where the guarantees are truly unconditional, and the

contractdoes not contain a clause limiting the rights of the
principal to conven the security, the contractorwill not be
able toobtain an injunction when the guaranteesare called
upon. The High Court., Wood Hall Limited v The Pipelw
Authority (1979) 141 CLRat443, having established that
pulliog the guarantees did DOt constitute a breach of
contractby the principal, decided that DO injunction would
be granted to prevent them from being pulled.

However, the coon held that the security funds, once
cashed, bad to be retained by the principal as security for
the performance of the work by the contractor. Any bal
ance remaining bad to be released to the conttaetor in
accordance with the contract provisions.

Once the guarantees have been pulled
Where the guaranteeshavealreadybeeo pulledand the

money paid, the principal can argue that damages (ifany)
are the appropriate remedy - the loss to the conttaetor's
reputation bas by that stage already occurred. But the
contractormay beable to show that itwill still suffera ~oss

it could not be compensated for unless a funber order is
made restraining the principal from taking the proceeds of
the guarantees.

Alternatively, the contraetor may argue that the funds
that are the subjectof the guarantees, oncepulled, are held
on an expressorresulting trusL Therefore, ifthe contractor
can demonstrate that there is evidence of a breach of the
terms of the trustby the principal, an injunction should be
granted.

In mid 1990, a judge of the NSW Supreme Coon
found, Sabemo Pry Limited v Malaysia Hotel (Aust) Pry
Limited(unreported, SupremeCoonofNew South Wales,
22 June 1990), that there bad been a breach ofcontract by
the principal in pulling the guarantees and restrained the
principal from further dealing with the money. The judge
also stated that the contractormay be entitled to additional
relief and, upon providing a new guarantee, the principal
should repay the money to the contractor.

Finally
It will almost always be possible to obtain an injunc

tion where evidence is produced to convince a judge that
the pulling of the guarantees would be fraudulenL
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