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____________________________________________________________________________ 
 
      Case watch    February 2011 

 
Shipbuilding –  guarantee providing for refunds under shipbuilding contracts –  

whether guarantee extending to shipbuilder's insolvency 
____________________________________________________________________________ 

 
Rainy Sky SA & Ors v Kookmin Bank 
Supreme Court [February 2011]  
 
On the proper construction of an advance payment bond issued by a bank enabling the buyers of 
ships to recover instalments paid in the case of default by the shipbuilder, the bank's obligations 
extended to the shipbuilder's insolvency. 
 
Facts 

 
Rainy Sky SA et al (R) were the buyers under six shipbuilding contracts entered into with the builder 
(J). Under the contracts, it was a condition precedent to payment by R of the first instalment that J 
would deliver to R refund guarantees relating to the first and subsequent instalments in a form 
acceptable to R's financiers.  
 
Refund guarantees were provided in advance payment bonds issued by K. The bond contained: 
 

Paragraph 3 of the bond contained an undertaking by K to pay to R "all such sums due to you 
under the Contract".  
 
Paragraph 2 stated  "Pursuant to the terms of the Contract, you are entitled, upon your 
rejection of the Vessel in accordance with the terms of the Contract, your termination, 
cancellation or rescission of the Contract or upon a Total Loss of the Vessel, to repayment of 
the pre-delivery instalments of the Contract Price paid by you prior to such termination or a 
Total Loss of the Vessel (as the case may be) and the value of the Buyer's Supplies delivered 
to the Shipyard".  

J was insolvent. After it refused to provide a refund of the instalments paid, R wrote to K demanding 
a refund, but K refused to pay.  

The dispute went to Court of Appeal, which ruled that the expression "such sums" was a reference 
back to the sums referred to in para.2, namely the repayment of the pre-delivery instalments paid 
prior to a termination of the contract or a total loss of the vessel and the value of the buyer's 
supplies in the case of a total loss, so that the guarantee did not extend to an insolvency event. K' 
won. 
R appealed to the Supreme Court. R's case was that the expression "such sums" referred back to the 
"pre-delivery instalments" in the first line of para.3, so that the guarantee did extend to an 
insolvency event. 
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Held 
 
The language used by the parties in a contract would often have more than one potential meaning. R 
had rightly submitted that the exercise of construction was essentially one unitary exercise in which 
the court had to consider the language used and ascertain what a reasonable person would have 
understood the parties to have meant. A reasonable person meant a person who had all the 
background knowledge which would reasonably have been available to the parties in the situation in 
which they were at the time of the contract  
 
In undertaking that exercise, the court had to have regard to all the relevant surrounding 
circumstances. If there were two possible constructions, the court was entitled to prefer the 
construction which was consistent with business common sense and to reject the other.  
 
In the present case, the language of para.3 was capable of two meanings, but R's construction was to 
be preferred because it was consistent with the commercial purpose of the bonds in a way in which 
K's construction was not.  
 
As J's insolvency was the situation for which the security of an advance payment bond was actually 
most likely to be needed. The Supreme Court overturned the Court of Appeal’s decision and the 
guarantee extended to an insolvency event. 
 
Comment 
 
The Supreme Court’s decision illustrates the court’s approach where a contractual term is open to 
more than one interpretation. The Court of Appeal tried to give effect to what is the more natural 
meaning of the words, and only then look at commercial sense if that produces a result so extreme 
as to suggest it was unintended. The Supreme Court’s approach was to focus on the interpretation 
which is more consistent with business common sense.  
 
The issue was whether Rainy Sky could call on guarantees issued by Kookmin Bank to protect 
payments made on a shipbuilding contract when the shipbuilder went insolvent. The court said 
Rainy Sky could call on the guarantees; that is what the security was all about and this was a 
straightforward "business common sense".  
 
However, parties cannot rely on courts to be the guardian on interpretation of the contracts 
between them.  There is no substitution of clear contractual drafting in the first place.  
 


