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LETTERS OF COMFORT

There is a valid reason why the pen is regarded as mightier than the sword. It has to
do with the former’s ability to articulate words which are capable of striking blows in
places where the sword can’t possibly reach. But it is also due to the fact that words,
while invented in order to communicate, often land up being instruments not of
clarification, but obfuscation. Taking refuge behind ambiguity, they confer greater
power on those able to manipulate and mould them to imply everything, while being

bound to nothing in particular.

In the murky area of the law concerning letters of intent, words can be especially
misleading. Also known by the term “comfort letters”, letters of intent may provide
anything but comfort for either the author or receiver, for, despite the name, comfort
letters are not terms of commiseration. They are not cards sent by one company to
another expressing sympathy for the latter’s financial problems. Rather, they are
letters of awareness and acknowledgement of responsibility on the part of one party to
another. Also known as “heads of agreement”, “agreements in principle”, and
“memoranda of understanding”, they are usually directed by a parent or holding
company to a lender, acknowledging a moral liability for loans made to subsidiaries.
But they are not letters of guarantee, and are therefore not necessarily legally binding.
In fact, they are something of a compromise, falling into that uncertain area between
alegally binding undertaking, and an inducement that gives no undertaking whatsoever.
In other words, they may provide a temporary balm for troubled companies, but their
authors deny responsibility should anything go wrong. As such, the interpretation of
their enforceability or otherwise, often depends on which side of the comfort letter one
stands, as well as the language used to communicate the comfort, awareness and

intent.

Thus, a man who is on the verge of insolvency, will probably interpret a letter of intent
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issued by a bank on his behalf, as being a proper and enforceable contract. The bank,
however, if called upon to pay, may assert that the letter is merely an acknowledgement
of a transaction, but nothing more. The consequence of these letters - which purport
not to be binding but which contain terms indicating an intention to be bound, has
resulted in some of the most hotly contested litigation in the history of business

transactions. For example, the American case in 1987 of :

Texaco Inc v Pennzoil Co

resulted in judgment for the largest sum ever awarded in delict over a business dispute,
a whopping 7,53 billion dollars in compensatory damages and 4 billion dollars in
punitive damages. The award was made against Texaco after the multi-national was
sued in terms of a 2memorandum of agreement® written to Pennzoil, which bore all the
hallmarks of a letter of intent only, but which, the jury decided was in fact an
enforceable agreement, lacking only the mechanics and details of the transaction to be

supplied by the parties' at a later stage.

The Texaco decision is not unique. There have been a number of cases worldwide in
which courts have held that if the parties intended to be bound by a letter of intent prior
to the execution of a final agreement, it will give effect to the contents of the letter of
intent, even if certain details have not been agreed upon. Furthermore, courts will
sometimes supply and impose commercially reasonable terms in respect of issues

upon which agreement cannot be reached.

Despite the innumerable grey areas of interpretation which arise in these cases, letters
of intent are an integral part of business practice, both overseas and in South Africa,
even though the use of this device can create a legal minefield for the unwary. This
happened in England in :
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Kleinwort Benson Ltd v Malaysia Mining Corporation BHD (1988).

In this case, which has been used as a guide for South African auditors and legal
practitioners alike, the plaintiff bank agreed with the defendant to make a loan of up to
10 million pounds to the defendant's wholly owned subsidiary M, which traded in tin on
the London Metal Exchange. As part of the facility agreement, the defendant furnished
the plaintiff with two letters of comfort, assuring it that the borrower was able to honour
all its liabilities and debts under the agreement. However, these assurances turned out
to be worth less than their weight in tin. In 1985 the tin market collapsed, leaving the

subsidiary liable to the plaintiff bank for the liability, which the defendant refused to pay.

In an action against the defendant, the plaintiff contended that the letter of intent was
legally binding. The defendant argued that the wording of the letter was ambiguous and
did not create a binding contractual obligation. (It was common cause that the

defendant had not been prepared to enter into an actual guarantee of its liability).

The court of first instance held that the circumstances in which the letter of comfort was
given, feasibly created the presumption of a legal agreement, since the transaction was
of a commercial nature. Because of this, the plaintiff had relied on the veracity of the
letter of comfort to make the loan facility available. Furthermore, the plaintiff was
assured of legal recourse in the event that the subsidiary defaulted. Given the fact that
contents of the letter was not invidious, the plaintiff's claim succeeded. The court of
appeal however overruled this decision holding that the defendant's letter of comfort did
not amount to a legal obligation, because it referred merely to the general policy of

the holding company in respect of the subsidiary.

In the following year, in Australia, the decision of the English court of appeal was

criticised and not followed.
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See :
Banque Brussels Lampert SA (BBL) v Australian National Industries Ltd
(ANI) (1989) NSW LR

Spedley Securities Ltd (SS Ltd), a wholly-owned subsidiary of Spedley Holdings Ltd (SH
Ltd) wanted to borrow 5 million dollars from the plaintiff (BBL). The plaintiff required
assurances that the loan would be repaid. The defendant, Australian National
Industries Ltd (ANI), which held 45% of the shares in SH Ltd, issued a letter of intent
to BBL, confirming its awareness and approval of the loan and undertook to provide at
least 90 days notice of any decision taken by it to dispose of its shareholding in SH Ltd.
Despite the undertaking, in the event, ANI sold its shares in SH Ltd without giving the
required notice, because it feared that BBL would call up the loan, thereby reducing the
value of ANI's shares. SH Ltd subsequently went into liquidation and BBL sued ANI for

recovery of its loss.

The issue for decision was, whether the letter of intent was legally binding on ANI to
give BBL 90 days notice before selling its shares, and, to ensure that SS Ltd met its
financial obligations. The court held that, although the letter of comfort was not a
guarantee, ANI could be held liable to BBL for SS Ltd's default.

Referring to the judgment in Kleinwort Benson supra, and finding that the contract,

although not a guarantee, was legally binding, Rogers CJ held that :

“the whole thrust of the law today is to attempt to give proper effect to
commercial transactions. Itis for this reason that uncertainty, a concept
so much loved by lawyers, has fallen into disfavour as a tool for striking
down commercial bargains. If these statements are appropriately
promissoryin character, courtsshould enforce them when they are uttered

in the course of business, and there is no clear indication thatthey are not
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intended to be legally enforceable.”

In a judgment both eloquent and elegant, the Australian Chief Justice, held that :

1. “In determin

obligations;

(@)

(b)

(c)

ing whether a letter of comfort gives rise to contractual

the ordinary rules of construction and interpretation relating

to contracts apply;

the overriding test is that of the intention of the parties as
deduced from the document as a whole, seen against the
background ofthe practices ofthe particular trade or indu stry

and in the events surround ing its inception;

the prima facie presumption that in respect of commercial
transactions there is an intention to create legal relations
applies, and the onus of proving the absence of such
intention rests with the party who asserts that no legal effect

is intended.”

In the circumstances, and taking into accountthe negotiations leading to

the final version of the letter of comfort, and a close textual analysis of its

terms, the letter of comfort contained 2 enforceable contractual promises,

breach of which gave rise to a liability in damages where the shares ....

were sold without the plaintiff being given 90 days’ notice.”

In the course of his judgment, the Chief Justice went on to make the following
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observations :

1. “As was noted in Kleinwort Benson, there is no general rule concerning
letters of comfort. It was developed as an alternative to a guarantee or
suretyship, and according to writers on the subject, letters of comfort were
first used in the 19600Cs in the United States, because it was there that
legally enforceable guarantees were required to be disclosed in the

accounts of a company as a contingent liability.”

2. “Uncertainty surround s the practical legal obligations imposed by a letter

of comfort.°

3. “Nothing turns on the nomenclature of “letter of comfort®as was observed

by the Court of Appeal in Kleinwort Benson.°

4. “Ifthe statements are appropriately promissory in character, courts should
enforce them when they are uttered in the course of business and thereis

no clear indication that they are not intended to be legally enforceable.°

5. “In Kleinwort Benson, the Court of Appeal subjected the letters to minute
textual analysis. Courts will become irrelevant in the resolution of
commercial disputes if they allow this approach to dominate their

consideration of commercial documents.°

6. In Kleinwort Benson, Ralph Gibson, L. J. had said that :

a8ln my judgment the defendants made a statement as to what their policy

was, and did not in paragraph 3 of the comfort letters, expressly promise
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that such policy would be continued in the future.®

“If Gibson, L.J. is correct, the construction of the letter renders the

document a scrap of paper.°

7. “.... Itis inimical to the effective administration of justice in commercial

disputes that a court should use a finely tuned linguistic fork.°

8. “...ltseemsto methatitis theremedies which the lawin Australia permits
when confronted with this type of condu ctthat represents the advance that
thelawin thiscountry hasachieved over concepts thatinform the decision

of the English Court of Appeal in Kleinwort Benson.®

In the result, in this robust Antipodean judgment, the court held that the plaintiff was

entitled to payment of the amount of its loss.

On 9 July 2002 the Commercial Division of the Supreme Court of France gave a
judgment which accords with the decision in the Australian case on the enforcement of
a letter of comfort or intent, holding that the words 2using its best efforts” to create a

commitment to perform the obligations of a debtor towards a creditor, can be enforced.

In 1983 a company, (3L°), lent money to company (2S°) whose parent company (2R°)

issued a letter of intent reading that :

“For the purpose of re-structuring ou r affiliate/s and having consideration
of (sic) our links with that company, from now on we shall pay attention to
the closingofthe operation and we shall take the necessary stepsinorder

to bring the operation to a success ful conclusion.®



Page 8

attorneys notaries and conveyancers

Goldman-Judin-Maisels-Inc
Registration number: 1998/011368/21

asCthen went into liquidation, and the creditor 2L° asked 2R° for payment of the amount
due. 2R°refused to pay, maintaining that the letter of intent was not a guarantee for the
indebtedness of 25°.  The court held that although the letter of intent was not a
guarantee, it obliged 2R°to2bring the operation to a successful conclusion” which meant
that it had to repay the loan. Previous decisions in France had been to the effect that
a letter of intent was only an undertaking to perform the obligations of the debtor if its
terms obliged its author specifically to pay or perform the obligations of the debtor.
The use of the words 2best efforts” to bring the operation to a successful conclusion, did

not previously create a duty to pay.

The effect of this decision is as follows :

1. if the author of a letter of intent specifies that it agrees to pay the creditor on

behalf of the debtor, the letter of intent is a guarantee;

2. if the author of a letter of intent agrees to use its 2best efforts” to complete the

transaction, the author is required to perform the obligations of the debtor; and

3. If the author of a letter agrees only to survey or control the management of a
subsidiary, it does not agree to perform the obligations of the debtor, and only

supports the facilitation of the performance of those obligations.

It remains to be seen to what extent the South African courts would enforce the terms
of comfort letters or letters of intent, but it seems to me that the approach of the
Australian and French courts should be followed as being both logical and in

accordance with modern commercial practice.
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The most recent South African case, and one of the very few which our courts have

decided is :

Pinnacle Point Casino (Pty) Ltd v Auret and Others 1999 (4) SA at 763

in which a letter of comfort was held not to be enforceable, but unfortunately the precise

terms of the letter are not set out in the report.

The decision of the Australian and French courts does not mean that all comfort letters
constitute legal obligations in accordance with the conventional rules governing the law
of contracts. So why, one might ask, do they remain part and parcel of business

transactions, if they are not automatically enforceable in law?

The globalisation of business has enhanced the status of letters of intent. Due to
competitive pressure from other financial institutions worldwide, banks which have
expanded their overseas networks in search of opportunities to service their multi-
national clients, are now forced to scout for business in ways other than loan pricing.
They are more willing to take credit risks without traditional guarantees. This enables
borrowers, by the use of letters of intent, to propose terms and conditions that may not
have been acceptable in the past. Letters of intent can also be used to protect
transactions threatened by lack of agreement on a certain point, allowing the parties
sufficient manoeuvrability for compromise without capitulation on the part of either.
Letters of intent, instead of guarantees issued by a parent company, may also be
valuable for tax purposes, since they do not, as guarantees do, have to be reflected in
the company's balance-sheet as contingent liabilities. They may also be used because
the articles of association of the company may prohibit the issue of a guarantee. They
may also be used to avoid the application of foreign exchange regulations which require
foreign exchange approval for the issue of a guarantee.
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What can be derived from the cases mentioned above? If advising a parent company

on the contents of a letter of intent, the following should be emphasised :

1 If the contents of a letter is to the effect that the parent company merely
acknowledges that X has made a loan to the parent company's subsidiary, no

liability will arise.

2 To wear belt and braces, the letter of intent should state that the parent company

accepts no liability to the lender.

3 It should also be made clear (if this is the case) that the letter of intent is to be

superceded by a formal written agreement.

4 If advising a lender, and as a precaution to ensure that a binding agreement
eventuates, the letter of intent should provide that if the parties are unable to
agree to the terms of a full agreement, that the dispute shall be referred to
mediation in an effort to resolve the differences, or failing that, arbitration or the

decision of an expert.

5 When drafting a letter of intent, the use of words such as 2fully® and 2totally® or
aabsolutely® which are vague or open to different interpretations, should be

avoided.

Prepared by J. Michael Judin and K. D. H. Maisels, of Goldman Judin Maisels Inc,
Attorneys of Johannesburg. Michael can be contacted on (083) 300-5000 or at the
office on (011) 268- 0287



