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Letter of Comfort: Enforceable Guarantee or Moral Obligation?

Letters of Comfort (“LoC”) continue to hold a mystifying position in the financing spectrum. While
some interpret it as an enforceable obligation on the issuer, some merely see it as an
unenforceable representation of a fact. In common parlance, LoC is a letter issued by a parent
company or other related party/affiliate which has a controlling stake or power (“Issuer”) over
another entity (usually a borrower) (“Obligor”) to the lenders of the Obligor. LOCs are intended
to provide some form of “comfort” to the lenders in relation to the obligations and performance of
the Obligor. The level of “comfort” will be integrally linked to the nature of statements made by the
issuer in the LoC. These statements generally relate to assurance of financial soundness of the
Obligor to repay its debt and perform its obligations and also at times provide comfort as regards
the Issuer itself.

Is it a quarantee?

The difference between LoC and guarantee lies in the terms of their enforceability. While
guarantees create an independent financial obligation on the Issuer / guarantor in case of any
default by the Obligor, this need not necessarily be the case with an LoC. The provisions of
Contract Act 1872 or Companies Act 2013 define and regulate guarantees. LoCs are a derivative
of commercial transactional parlance and do not have a strict legal backing, other than that of
specific performance under Contract Act 1872. The applicability of contract law also depends
significantly on the nature of LoC and therefore the language of the LoC becomes critical to
determine the enforceability.

Binding nature — Judicial pronouncements

(i) English Courts: Enforceability of LoC depends upon the facts, intention of the parties and the
language used therein. In Kleinwort Benson Ltd. vs Malaysia Mining Corp Bhd [(1989) 5 BCC
337 (CA)], subsidiary of the defendant procured £5m credit line from the plaintiff bank. The
bank made credit line available, but extracted a LoC from the defendant which stated ‘It is our
policy to ensure that the business of the subsidiary is at all times in a position to meet its
liabilities to you under the above arrangements.” The subsidiary defaulted and the bank
claimed against the defendant under the LoC. The matter went before the court where it was
held that the LoC was merely a statement of present fact regarding the parent’s intentions and
was not a contractual promise as to parent’s future conduct.

Hence in the United Kingdom, enforceability of LoC is attributed to facts, intention of parties
and the language used therein.

(i) Malaysia: The Malaysian Court, in OSK Trustees Berhad v Kerajaan Malaysia [Civil Appeal
No. W-01-7-01/2012], had an occasion to decide upon enforceability obligations under a LoC
which stated that “... the Government ensures that MITP is (in) a position to meet (and do
meet on a full and timely basis) their liabilities in respect of all amounts borrowed for so long
as the amount in respect of the borrowings remain outstanding.” Upon default, the
government denied to acknowledge the LoC as a guarantee. Therefore, an action against the
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government was filed on the ground that the government had breached its undertaking,
representation and assurance in the LoC. However, the court held that “the words used in the
letter of comfort did not contain words which convey the idea that the Government would be
undertaking a contractual obligation.”

(i) Singapore: The Singapore High Court had the first occasion to decide upon enforceability of

(iv)

v)

LoC (or letter of awareness, in this case) in The Hongkong and Shanghai Banking Corporation
Limited v Jurong Engineering Limited [(2000) 2 SLR 54]. The Hon’ble court held that the court
must look beyond the terms and at the intentions of the parties in each case as the LoC as a
term has no precise meaning under the laws of Singapore. Upon due consideration, it was
observed that it is not necessary to examine every single word or term used, but instead only
its general tone. In this case, it was found that the comfort letter had been drafted "in the
language of deliberate equivocation in keeping with a 'gentleman’'s agreement’ where the
issuer confirms that he will abide by his moral obligations". Therefore, the parties did not intend
the letter of awareness to create legal relations.

Hence in Singapore, enforceability of LoC depends upon the text of the LoC along with the
surrounding circumstances.

China: For enforceability before Chinese courts, LoC must include an assumption of
guarantee obligations. In Foshan Municipal People’s Government vs. Bank of
Communications (Hong Kong Branch) Re: Guarantee Dispute [2005], the government issued
a LoC stating that “If the borrower delays or defaults on its payment of principal and interest
due under the facility, we the Guangdong provincial government will be responsible for
resolving the default such that the bank does not suffer any economic loss.” The People’s
Republic of China Supreme People’s Court (“SPC”) held that the LoC has no guarantee
obligations as the government was only responsible only for resolving the problem. This can
never be interpreted as taking liability as the guarantee.

This was again reaffirmed by the SPC in Bank of Communications (Hong Kong Branch)
vs.Ganjyun Company Limited, Yunfu Municipal People’s Government and Others Re: Dispute
over Loan Guarantee Contract (Appeal) [2015].

Australia: The Supreme Court of New South Wales in Australia considered the enforceability
of LoC in Banque Brussels Lambert SA v. Australian National Industries Ltd. In this matter,
Banque Brussels Lambert S.A. (“‘BBL”) provided Spedley Security Ltd. (“SSL”) with a line of
credit. In negotiating the line of credit, BBL sought a guarantee from the parent company,
Australian National Industries Ltd. (“ANI”), but ended up with a LoC which stated that the ANI
would not reduce its shareholding in Spedley Holding Company before giving 90 days notice
to BBL. It also stated about ANI’s practice to ensure that SSL will at all times be in a position
to meet its financial obligations as they fall due.

However, ANI reduced its shareholding without giving any notice to BBL and ANI also didn’t
make any efforts to ensure that SSL was in a position to meet its financial obligations. Later
when SSL defaulted, BBL attempted to recover the loans from ANI by bringing an action for
breach of contract.
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The court held that a LoC shall not only be interpreted in light of its language, but also in the
context of its surrounding circumstances. The course of the negotiations showed that BBL
was looking for very strong language in the letter, and went so far as to reject a draft that
expressly stated that the letter was not a guarantee. Additionally, ANI was given notice that
BBL considered LoC to create binding obligations. Therefore, it is creating binding obligations
on ANI.

Indian Jurisprudence

The Delhi High Court considered a question relating to enforceability of LoC in Lucent
Technologies Inc. vs. ICICI Bank Ltd. & Ors. [2009]. Relying on the principles laid down in various
international judgments, the Hon’ble court was of a view that “the circumstances and documents
do not indicate that the parties intended to create any legal relations. The very terms of the letter
dated 13" September, 2000, the term sheet enclosed therewith and the response of the plaintiff
as contained in letters of comfort dated 27" September, 2000 and 30™ November, 2000 are a
strong indicator in this regard. Both use phrases and concepts having clear technical legal
significance and do not manifest any intent that a final and concluded contract had been entered
into. In view of the above discussion, it, therefore, has to be held that the communications placed
before this court do not contain the kind of assent required to make for a binding contract.”
Therefore, the issuer was not under any financial obligation to pay any amount under the
agreement between the borrower and the bank.

The Karnataka High Court also had an occasion to decide on enforceability of LoC in United
Breweries (Holdings) Ltd. vs Karnataka Industrial Investment and Development Corporation Ltd.
[AIR 2002 Kar 65]. In this case, the appellant gave LoC on behalf of one of its associate company
stating that “We hereby confirm that it is our normal practice to see that all our associates
companies meet their financial and contractual obligations and this end we will undertake all
reasonable steps to ensure that M/s. Dominion Chemical Industries Ltd conducts its operations
efficiently to meet its obligations in the usual course of business.”

Upon default, the matter came before the Hon’ble high court where it was held that this was not
a guarantee and it was more in the nature of recommendatory letter. If a person has not stood as
a guarantor or surety, he cannot be treated as a guarantor or surety without there being a specific
undertaking by him that he would discharge the liability of the third person in the case of his
default. Lastly, the Hon’ble court also defined LoC as “A document that indicates one party's
intention to try to ensure that another party complies with the terms of a financial transaction
without guaranteeing performance in the event of default.”

It may therefore be said that the enforceability of LoC in India depends upon the words used in
therein along with the intent of the parties.
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Implication

The intention behind issuance of an LoC will determine the nature and extent of its enforceability.
“‘Keep Well Letters”, “Letter of Intent”, “Comfort Undertaking” are some of the terms commonly
used for LoCs, depending on the nature of the obligations undertaken by the Issuer (if at all).
What one must remember is that LoCs are generally taken as an alternative to Guarantee and
could therefore not be enforced as such. Seeking specific performance under LoCs is an option,

but it may not necessarily be the case if the parties did not intend it to be so.

There is no “one size fits all” approach to an LoC and therefore each LoC has to necessarily be
interpreted on its own standing. The title is not determinative of the substance of the document.
A detailed eye to distinguish between contracts and mere statements of fact and / or intent is
equally critical.

Changing corporate structures and increased need for financing eventually demand all sorts of
“comfort” and therefore LoCs are here to stay. The test of a good lawyer is therefore to reflect the
binding / non binding nature in the text of the LoC itself in a manner that it is not an interpretation
issue and it gives comfort in the real sense!
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About Juris Corp

Founded in 2000, Juris Corp is a law firm adding value in Foreign Investments into India, Banking
& Finance, Joint Ventures, M&A Private Equity, Dispute Resolution and International Arbitration,
Bankruptcy and Restructuring.

Firms’ Objective

Provide unbiased and unmatched legal services in our areas of practice. Be the Preferred Law
Firm for our clients and take that relationship forward by becoming more than a legal advisor:
Being their business advisors.

Accolades And Recognition

Juris Corp has been consistently ranked in the top tiers over the years in Banking & Finance,
Capital Markets, Corporate M&A, Dispute Resolution, Foreign Direct Investment, Real Estate,
Private Equity, Securitisation & Structured Finance and Taxation by several institutions.
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Visit us at: http://www.jclex.com for more information.

DISCLAIMER:

This Note is intended to provide general information on the topic covered herein and it shall, in no
way, be treated as an exhaustive or comprehensive treatment of the subject or as legal opinion.
If you or your colleagues require any assistance in relation to the above, please do not hesitate
to contact, Ms. Veena Sivaramakrishnan (veena.sivaram@jclex.com), or Mr. Harshit Dusad
(harshit.dusad@jclex.com).
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