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Payment on demand? A consideration of
on demand guarantees

It is common for a performance guarantee from a
financial institution to be provided by a contractor

to its employer in a construction project. It is also
common for such guarantees to be formulated as an
‘on demand” guarantee. This is akin to a letter of credit
and, provided the terms and requirements set out in the
guarantee are complied with, the employer can call up
the guarantee notwithstanding any contractual dispute
that there may be in the underlying contract between
the employer and the contractor (this is different to a
guarantee that is not on demand where the contractor
can resist payment on the basis that there is an
unresolved dispute pending between the contractor
and the employer).
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It is common for a performance
guarantee from a financial
institution to be provided by a
contractor to its employer in a
construction project. It is also
common for such guarantees to
be formulated as an “on demand”
guarantee. This is akin to a letter
of credit and, provided the terms
and requirements set out in the
guarantee are complied with, the
employer can call up the guarantee
notwithstanding any contractual
dispute that there may be in the
underlying contract between the
employer and the contractor (this is
different to a guarantee that is not
on demand where the contractor
can resist payment on the basis
that there is an unresolved dispute
pending between the contractor
and the employer).

Our courts have long held that on
demand guarantees are “the lifeblood
of commerce” and should not lightly
be subjected to judicial interference.
The terms and requirements to call up
an on demand guarantee are normally
limited, for example the allegation

by the employer that the contractor
has breached the contract, and then
certain procedural aspects need

to be complied with, for example
ensuring that the notice calling up

the guarantee is correctly addressed
and served on the bank (within any
specified time period). Provided these
relatively simple requirements are
met, the bank is obliged to pay on

the guarantee.

In a recent appeal from the Gauteng
Local Division of the High Court,
the Supreme Court of Appeal (SCA)
in the case of Millenium Aluminium
and Glass Services CC and Others

v Group Five Construction (Pty)

Ltd and Another (693/2021) [2022]
ZASCA 180 (14 December 2022) was
called upon to determine whether
Group Five Construction complied
with its requirements when calling

for payment under an on demand
guarantee. In so doing, the court
again considered the long-standing
principles in relation to on

demand guarantees.

Background

Group Five Construction was
appointed to carry out the

Pearls of Umhlanga — Pearl Sky
project in Durban, as the building
contractor. Acting as an agent of
Group Five Construction, Group
Five Coastal (Pty) Ltd appointed
Millenium as a subcontractor on
the project. The JBCC Series 2000
Nominated/Selected Sub-contract
Agreement, Edition 5.0 of 2007,
governed the relationship between
Group Five Construction and
Millenium, where, amongst other
things, Millenium was required to
provide performance guarantees in
favour of Group Five Construction.
Accordingly, Millenium obtained
and provided such a guarantee
from Constantia Insurance
Company Limited.
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The guarantee

In the construction guarantee, the
guarantor was defined as Constantia
Insurance Company, the contractor
was defined as Group Five Coastal
acting as agents for Group Five
Construction, and the sub-contractor
was defined as Millenium.

Clause 4 of the guarantee set out the
instances in which Constantia would
be required to honour the guarantee.
It stated that the contractor must
issue a written demand to the
subcontractor notifying them that
payment has not been made in terms
of the agreement and should payment
not be received within seven days, the
contractor will call upon the guarantor
to make payment (clause 4.1).
Thereafter the contractor must issue

a written demand to the guarantor at
its domicilium, with a copy sent to the
subcontractor, informing them that
the period of seven days has lapsed,
payment has not been received and
that the contractor demands payment
from the guarantor (clause 4.2). The

guarantor must also be provided with
the payment advice which entitled
the contractor to receive the payment
under the agreement (clause 4.3).

The demand

Group Five Coastal issued a
payment certificate to Millenium and
called upon it to pay the amount
within 21 days. When Millenium failed
to pay, Group Five Coastal sent a
written demand requiring payment
in seven days pursuant to clause 4.1
of the guarantee. Attached to the
demand was a payment certificate
and reconciliation statement issued
by Group Five Coastal, but under

its new trading name, Group Five
KZN (Pty) Ltd. When Millenium again
failed to pay, Group Five Coastal,
acting on behalf of Group Five
Construction, sent a written demand
to Constantia pursuant to clause 4.2
of the guarantee. When Constantia
failed to pay, Group Five Construction
approached the High Court in an
attempt to enforce payment of

the guarantee.

Before the High Court

Constantia did not oppose the
application. Millenium opposed the
application arguing that the demand
by Group Five Construction on
Constantia was not properly made as
the payment certificate was issued by
Group Five KZN which was not a party
to the construction contract nor the
guarantee. Accordingly, it argued that
since the payment advice was made
by Group Five KZN, and not Group
Five Construction, Constantia was not
obliged to pay.

The High Court rejected Millenium’s
argument, holding that Group Five
KZN and Group Five Coastal were
the same company with the same
registration number, with Group
Five Coastal having simply changed
its name to Group Five KZN. The
court went further and noted that in
terms of the guarantee Group Five
Coastal acted as agents for Group
Five Construction, and therefore
any document issued by Group Five
Coastal was effected as the agent
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for Group Five Construction. As a
result, when Group Five Construction
sent the demand to Constantia it did
so in compliance with clause 4 of

the guarantee, and the High Court
ordered Constantia to pay Group Five
Construction the amount claimed.
Millenium appealed the decision to
the SCA.

Before the SCA

At the SCA, Millenium argued

that strict compliance of demand
guarantees is required, and that
since the payment certificate and
reconciliation statement was not

in the name of the contractor as
defined in the guarantee, the High
Court ought to have found that the
requirements of the guarantee were
not met.

The SCA pointed out that payment
of a guarantee is not “affected by
the relationship between other
parties to the transaction that gave
rise to the issue”. Instead, the issue
for determination was whether

there was compliance with the
guarantee where an entity that

made the demand on guarantee was
not the same entity that issued the
payment certificate and reconciliation
statement. Clause 4.1 states that a
written demand must be issued by
the contractor to the subcontractor,
stating that the amount certified

in a payment advice was not paid.
The payment advice was issued by
Group Five KZN (Group Five Coastal),
acting as the agent for Group Five
Construction. In terms of clause 4.2
and 4.3 the payment advice was sent
with an on demand guarantee made
by Group Five Coastal on Constantia.
There was no doubt Constantia knew
the identity of the contractor as it had
issued the guarantee and the payment
advice specifically referred to the
project, Pearls of Umhlanga — Pears
Sky, and identified the subcontractor
as Millenium.

The SCA accordingly dismissed
Millenium'’s appeal, holding that
Group Five Construction had met the
requirements in order to rely on the
guarantee and as a result was entitled
to payment under the construction
guarantee from Constantia.

Point of interest

This case, once again, evidences

that the courts are loathe to interfere
with a call for payment under an on
demand guarantee. In this particular
case, the court adopted a pragmatic
approach in finding that technical
discrepancies in relation to the entity
(within a group of companies) calling
up the guarantee was not sufficient to
render the guarantee unenforceable.

Naturally, to avoid the risk of a call
on an on demand guarantee being
unsuccessful, is important for parties
to comply fully with the terms of the
guarantee and to ensure harmony
between the terms of the guarantee
and the steps taken (and by which
party) under the guarantee.

Timothy Baker and Claudia Moser
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