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1. INTRODUCTION 

1.1 If you stand at a level crossing in France you may see a warning sign saying: 

"Attention! Un train peut en cacher un autre!" (Warning: one train may be hiding 

another!). The title of my talk actually hides another one, which could be 

encapsulated in the question: What exactly does a bank guarantee - or any 

guarantee for that matter - cover? 
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1.2 Of course, a normally worded guarantee will cover a principal amount plus 

interest and expenses - but what I am getting at here is the question: What is 

the principal amount?  In an all-sums guarantee, covering "all sums presently 

due or hereafter coming to be due in any manner of way by the Debtor to the 

Bank" the short answer is: "All sums".  But it is not uncommon for a guarantee 

to be restricted to the sums owed by the debtor under a specific facility.  

Typically, the guarantee clause will cover "all Liabilities of the Debtor", whilst 

a definitions clause will define "Liabilities" by reference to all present or 

future liabilities in terms of a specified Facility Letter or Term Loan 

Agreement. 

1.3 Now at this stage you may be thinking: So what's the problem?  What can 

possibly go wrong?  Well, in my experience, there are at least two potential 

problems. One resides in the fact that, once a demand has been served under 

a guarantee, it may emerge - or at least be argued - that the borrowings which 

the bank is trying to recover are not attributable after all to the particular, 

named facility or term loan which the guarantor thought he was 

guaranteeing.   The other resides in certain standard, boiler-plate wording 

which attempts to preserve the guarantee even if the debtor's borrowings 

stray beyond the defined "Liabilities". In fact, these two problems can be, and 

often are, inter-related.  

 

2. GUARANTEEING A NAMED FACILITY OR TERM LOAN 

2.1 I have had two recent cases concering guarantees for a named facility or term 

loan.  They are unreported (in fact, one of them never even came to court) so 

they are good candidates for discussion here.  In one of them, the debtor was 

to operate two distinct bank accounts (call them Account A and Account B) 

whilst the guarantee was to cover (subject to a specified limit) only the 

amount of the facility drawn down on Account A.  To simplify the discussion, 
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let's say that the limit of the guarantee was £1 million. What happened was 

that at a time when Account A had a zero balance the debtor made drawings 

which exceeded the limit of the guarantee: let's say the drawings were £1.5 

million.  The bank then debited the whole of the drawings to Account B, 

which of course was not covered by the guarantee.  It then dawned on the 

bank that this was not a terrribly clever thing to have done, so what it did next 

- without consulting either the customer or the guarantor - was to credit 

Account B with  £1 million (i.e. the upper limit of the guarantee) and debit £1 

million to Account A.  So now we had Account debited to the full extent of 

the guarantee whilst the balance of £500,000 - which was not guaranteed in 

any case - remained to the debit of Account B.   

2.2  Now the bankers who are here today will be asking: So what's wrong with 

that?  Well, there several things wrong with it.  The first is that, when the 

guarantor asked what on earth was going on, the bank explained that the 

credit of £1 million to Account B and the corresponding debit of £1 million to 

Account A were just "to correct an administrative error", which meant that the 

guarantor, having initially smelt a rat, now smelt an even bigger rat.  The 

second is that where a customer has more than one account with one and the 

same bank, the bank has a common-law right to appropriate any incoming  

 payments to the account of its own choosing1: but having exercised its right of 

appropriation it is not free to change its mind. The third thing, in this 

                                                 
1 In fact, you will remember that banks usually reserve the right to open a new account at any time 

and to apply all incoming credits to the new account.   The reason for this is that, according to the rule 

in Clayton's Case, incoming credits to a given account are applied so as to write off the oldest debits.   

This means that if an account is frozen - as it may well be if the customer defaults - the incoming 

credits would, if applied to the existing account, reduce the outstanding balance pound for pound 

and thus reduce the amount covered by the guarantee.  So what the bank does is - to use the old 

Victorian language which was probably litterally accurate in terms of 19th Century book-keeping - to 

"rule off" the old account and apply all subsequent credits to the new account.  This has the effect of 

preserving the debit balance on the old account and thus ensuring that the guarantee is not applied to 
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particular case, is that when the guarantor asked for a full explanation of what 

had happened, the bank sent it a set of account statements which, leaving the 

smelling of rats aside for the moment, put the cat amongst the pigeons (and 

there is a fourth thing that I will keep up my sleeve for the moment). 

2.3 What the bank statements showed was that, although the loan which had 

been guaranteed was a loan for a relatively short fixed term (say, one year), 

with interest being rolled up until the repayment date arrived, the bank had 

not only allowed the loan to remain unpaid for year after year - thus 

prolonging the guarantor's liability for much longer than had ever been 

contemplated - but also (and this was crystal clear from the bank statements) 

had allowed repayment of the loan to be made in instalments on classic 

"principal and interest" terms, rather like a typical mortgage before interest-

only mortgages became fashionable.  This, of course, enabled the guarantor to 

say: Terribly sorry, but that is simply not what we agreed to guarantee. 

2.4 But there was a fourth thing - and this is what I had been keeping up my 

sleeve.  When the guarantor cried foul, the bank explained that in fact the  

original term loan facility had never been drawn down at all.  Instead, for 

some reason that was never explained, the bank had granted a second faciltiy 

to the debtor and all the drawings had been under that second facility.  So that 

was that.  The outcome was that in reality the guarantee had never been 

triggered. 

2.5 Now the example that I have just given may just be a case of the bank 

behaving badly in an innocent kind of way: it just stumbled into error and one 

thing led to another.  But my next case is of a different quality. What we had 

here was a guarantee which again covered (up to a limit of, say, £2 million) all 

                                                                                                                                                        
a diminishing balance.  If the rule in Clayton's Case were not excluded by the bank, it could end up 

with the position that the whole amount covered by the guarantee had been reduced to zero by the 

incoming credits. 
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drawings under a particular term loan agreement for the purpose of a 

particular development (let's call it the "Doomed Development").  From what 

I have just said it will be obvious that the loan was for a property 

development company and it goes almost without saying that the company 

ended up going bust and the bank called up the guarantee (which, fairly 

typically, had been granted by a shareholder-director).  When the guarantor 

refused to pay under the guarantee, the bank raised court proceedings. 

2.6 In the summons the bank stated that the sums claimed under the guarantee 

had all been drawn down for the purpose of the Doomed Development in 

question: so far so good - that was entirely correct.  But the summons also said 

that the sums had been drawn under the guaranteed facility.  That would 

have been good for the bank too, if only it had been true.  The defender took 

the  point that it was not true, because no drawings had ever been made on 

the guaranteed facility.  In fact what emerged as the case progressed was a 

rather different and more complex picture.  The bank's position ended up 

being that although there had never been a formal draw-down under the 

facility (because, as it happened, the conditions precedent for a drawdown 

had never been satisfied), the bank had set up an informal arrangement to 

give the customer access to the facility.  The informal arrangement, they said, 

was this. (1) The development company was granted an overdraft facility of 

£100,000 and regularly drew on that facility.  (2) As and when the drawings 

approached the £100,000 limit, the bank credited the overdrawn account so as 

to restore a zero balance, which in turn allowed further drawings to be made 

(this went on until about £800,000 had been drawn down).  (3) Every time it 

credited the overdrawn account by a given amount to restore the zero 

balance, the bank debited the account for the facility that had been guaranteed 

- so Bingo!  

2.7 If this variant of the bank's case had been true it might just about have 

allowed the bank to win.  However, as is the case with all litigation, there 
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came a time when the bank had to lodge in court all the documents that it 

proposed to rely upon at proof.  Among those documents were so-called 

"statements" labeled "Doomed Development Term Loan Account".  The 

statements were a bit difficult to follow because instead of building up, page 

by page, to an aggregate debit balance of around £800,000, each page showed 

a number of debits building up, then being reduced to zero by an unexplained 

credit on the last line.   So what was going on? 

2.8 What was going on was this.  (1) No doubt because the guaranteed facility 

was for a LIBOR loan, the bank went into the LIBOR market from time to time 

to access money for the development.  (2) Whenever it did so, it used the 

LIBOR funds to credit the overdraft account. (3) Each time the overdraft 

account was credited, a corresponding sum was debited to an account called 

the "Doomed Development Term Loan Account".  In fact, a close examination 

of the statements relied on by the bank revealed that they were not bank 

statements at all in the ordinary sense of that expression.  Although they were 

addressed to the debtor company, they were headed "For information only" 

and they did not in fact record any transactions between the bank and the 

borrowing company.  They did not even have an account number or a sort 

code.  Instead, each one had a lengthy alphanumeric identifier which looked 

nothing like an account number but looked, instead, remarkably like the 

contract number for a LIBOR transaction that the bank had entered into.  By 

the time the case came to court, the bank had lodged a witness statement from 

the officer in charge of the accounts in question.  In his statement this officer 

explained how the effect of the mechanism set up by the bank was to allow 

the development company to draw on the guaranteed facility by the back 

door, so to speak.  But the trouble with giving evidence in court is that once 

you have given your side of the story you tend to be cross-examined. That's 

what happened in this case; and in the course of cross-examination the bank 

officer admitted that in reality the guaranteed account had never been drawn 
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on to feed the overdraft account. Instead, the bank had set up a purely 

internal account of its own which it had accidentally-on-purpose called the 

"Doomed Development Term Loan Account".  So the bank threw in the towel 

on Day 1 of the proof! 

 

3. BOILER-PLATE CLAUSES  

3.1 In order to understand boiler-plate clauses in guarantees you have to start by 

reminding yourself about the common law of guarantees and, in particular, 

about the types of conduct on the part of the bank which, according to the 

common law, can lead to the guarantee being discharged.  A non-exhaustive 

list of such conduct would include: (1) alteration of the original contract with 

the principal debtor; (2) substitution of a new contract with the principal 

debtor; and (3) giving time to the principal debtor2. 

3.2 The way most guarantees deal with these points is to include wording which 

is intended to stop the guarantee from being discharged upon the occurrence 

of any of those events.  A typical boiler-plate clause dealing with this would 

be along the following lines: 

 "The Bank may without the consent of or notice to the Guarantor and 

without releasing or reducing the liability of the Guarantor under this 

Guarantee do any one or more of the following: - 

(1) Allow to the Debtor ... any time or indulgence; 

(2) Enter into renew or vary any agreement or arrangement with or 

liability of the Debtor or any other person; 

                                                 
2 There is nothing new about this.  I have taken the examples from memory but they are well vouched 

in Gloag & Irvine's Law of Rights in Security, which was published in 1897. 
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(3) … " 

3.3 These words are, and are intended to be, very broadly drafted but the 

question is: How effective are they?  The first thing to notice is that, as they 

are boiler-plate words which the banks insert into their standard forms of 

guarantee, they are vulnerable to the "contra preferentem" rule of interpretation. 

This means that the words are to be interpreted strictly and that, if they are 

open to two interpretations, they should receive the interpretation which is 

less favourable to the bank.  There is clear authority for this approach in 

Aitken's Trustees v. Bank of Scotland 1944 SC 270 in which the Lord Justice-

Clerk, Lord Cooper, stated (at page 277  of  his opinion) that: 

 "In construing a formal guarantee, embodied ... in the printed form 

prepared by the Bank, and exacted by them from the cautioners [i.e. 

from the guarantors], we are bound to treat the cautioner's obligations 

as stricto juris, and to interpret any ambiguous provisions contra 

proferentem, that is, in the sense adverse to the interests of the creditor 

[i.e. the Bank] who framed it and now founds upon it." 

3.4 In my experience, banks (or at least the major high-street banks) tend to walk 

straight into the trap of this adverse rule of construction because they insist on 

using standard form guarantees rather than ones which have been 

individually hammered out in negotiations with the guarantor.  Indeed, so 

strong is their attachment to standard form guarantees that, if they agree to 

any variations in the wording of a guarantee, they insist that instead of being 

incorporated into the guarantee itself, the wording must be set out in separate 

side-letter.  But the boiler-plate wording will still be in the original guarantee, 

and all that the side-letter does, if a question of construction arises, is to 

emphasise that anything in the original guarantee which is not amended by 

the side-letter is indeed standard-form wording which falls foul of the rule. 
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3.5 An example of how the "strict construction" and "contra preferentem" rules can 

apply in practice is afforded by the decision of the English Court of Appeal in 

Triodos Bank NV v Dobbs [2005] EWCA Civ 630, [2005] 2 Lloyd's Rep 588.  I 

think I may have mentioned this case at our last "Trouble at Bank" conference 

but it bears looking at again: you can't have too much of a good thing. 

3.6 The facts of Triodos are a bit messy so I am going to simplify them here.  In 

1996 a company that I shall call ATL for short entered into a loan agreement3 

with Triodos Bank  for £500,000 for the purposes of a property development. 

Mr Dobbs, a director of the company, gave the bank a (limited) guarantee of 

sums due by the company "under or pursuant to" the loan agreement.  The 

guarantor contained wording to the effect that "the lender can agree to any 

amendment or variation of the loan agreement without reference to the 

guarantor".  As it happens, the loan agreement itself contained its own 

provisions for variation of the loan.  One clause provided that "The loan may 

be repaid in part at any time.  Subsequent repayments will be rescheduled 

under a new loan agreement between the Bank and the Borrower." 

3.7 In 1998 ATL and the bank entered into a new loan agreement which replaced 

the £500,000 borrowing limit with a limit £1,600,000.  Then, in 1999, that 

agreement was replaced with a new loan agreement for £2,600,000. 

3.8 When the bank called up the guarantee it obtained summary judgment 

against Mr Dobbs.  However, on appeal Mr Dobbs was successful in having 

the summary judgment recalled (as we would say in Scotland).  In the first 

place, sums due by the company under the 1999 agreement were not due 

"under or pursuant to" the original agreement.  Secondly, even if the 1998 

agreement was a permitted amendment or variation of the 1996 agreement 

the 1999 agreement was not a permitted amendment or variation of those two 

                                                 
3 In fact there were two agreements; but the other one is uncontroversial and discussing it would be a 

pointless distraction, so I shall simply ignore it here. 
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agreements because it was "substantially different" from them. The difference 

arose not only because it hugely increased the sum originally borrowed but 

because it allowed a much longer time for the underlying property 

development than had originally been permitted.  

3.9 So, to conclude my talk, what we can take from Triodos is that the question 

whether a given variation of the underlying loan agreement falls within the 

"permitted variation" wording is always a question of fact and degree.  

Despite the complexity of the judgment, Triodos ended up being quite a 

straightforward case, essentially because of the disparity between the 

borrowing limit under the original loan and that under the most recent loan 

agreement.  The significant lengthening of the original period of repayment 

was also not a permitted variation.   But we lawyers tend not to be greatly 

interested in easy cases.  What is more interesting for the practitioner is this: 

Would there be a permitted variation if the new loan agreement differed from 

the original in several respects which, taken individually, were not significant 

but, taken in the aggregate, amounted to a substantial modification of the 

original terms?  Watch this space. 
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