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COURTS OFFICE LIBRARY

IN THE GRAND COURT OF THE CAYMAN ISLANDS

FINANCIAL SERVICES DIVISION

Cause FSD No. 262 of 2010 (AJJ)

The Hon Mr Justice Andrew J. Jones QC
In Open Court on 31* October and 1% November 2011

BETWEEN:

LEHMAN COMMERCIAL PAPER INC.

Plaintiff
and
ANTHRACITE BALANCED COMPANY (36) LIMITED
(In Voluntary Liquidation)
Defendant

Appearances: Mr John McCaughran QC instructed by Mr Nicholas Dunne of
Walkers for the Plaintift

Mr Richard Millett QC instructed by Mr James Eldridge of
Maples and Calder for the Defendant

Introduction and the partics

L. This case arises out of the bankruptcy of the Lehman Brothers
Holdings Inc and certain of its wholly owned direct or indirect subsidiaries
including the Plaintiff, 1ehman Commercial Paper Inc. (“LCPI”) and
Lehman Brothers Finance S.A (“LBF”). LCPI is incorporated in Delaware
and had its principal office in New York. LBF is incorporated in
Switzerland and had its principal office in Zurich. LCPI and LBF
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filed for hanknipiey protection under the United States Bankruptey Code
on |5 September and 3 October 2008 respectively.

2. The Defendant, Anthracile Balanced Company (36) Limited
(“ABC™), is onc of a2 number of special purpose vehicles incorporated in
the Cayman Islands as parl of an investment programme arranged and
promoled by the Lehman Brothers banking group, pursuant to which a
company called Anthracite [nvesiments (Cayman) Limited (“the Issuer”)
entered into a pregramme for offering notes, in different series, up to an
aggregate valuc US$10 billion. The present case is concerned with the
Seriey 3§ €200.000,000 Principal Protected Notes offered in September
2006 with a maturity datc in November 2019 pursuant to an offering
documenl dated 18 September 2006 (referred to as “the Notes” and “the
Offering Circular”).! The essenlial commercial fearures of the Notes can be

described as follows —

(@) 'The Notes constituted debt obligations of the Issuer, to be redeemed
at maturity (on 29 November 2019) or sooncr if required in
accordance with their terms. At all malerial limes the holder of the
Noles was Royul Bank of Scotland Ple (“RBS™).

(b) The proceeds ol the issue of the Notes (bcing €200,000,000) were
used by the Issuer to subsctibe for 20,000 Class B redecmable
preference shares o €0.01 (“the Class B Shares™) issued by ABC at
a subscription price of €10,000 each.

(¢)  ABC invested the proceeds of the issue of its Class B Shares in a
structured investment programme, including the shares issued by
Anthracite Master Company (6) Limited (referred to as “the Fund”

and “the Fund Shares”). ABC leveraged ils investment by

' “The Offering Cireular is supplemental o and is 1o be read in conjunction with rhe

programme olTering circular dated 17 March 2004,
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borrowing an amount from LCPI pursuant to the Credit Facility,

which amount is referred to as “the Loan”.

(d) The Notes bear interest in an amount based upon the performance of
the Class B Shares. However, an initial intercst amount of €850 per
Note (of €10,000 each) was payable on the first intercst payment
date irrespective of the performance of the Class B Shares and this
payment was funded by the Interest Advance made under the
Credit Facility. The issuc in this case is whether or not ABC has
discharged the whole of its repayment obligations in accordance

with the tenns of Clause 5.4 of the Credii acility.

(c) The Notes were secured by, inter alia, a first fixed charge over the
Class B Shares and an assignment of the rights of the Issuer under

(inter alia) Lhe Principal Protection Agreement made with LBF.

[ now turn lo analyse in more detail certain of the confractual documents by
which the secured note programme was carried into effect, all of which
were originally cxccuted on 21 April 2005 and amended and restated on 18
September 2006. | shall reler to the amended and restated versions of the
relevant contracts unless stated otherwise. All of the contractual documents

are cxpressed 1o be governed by English Jaw.
The Credit Facility

3. The Credit Facility is made between 1.CPI as lender and ABC as
borrower. These are the anly parties and by Clause 23.4 it is provided that
no person shall have any rights under the agrcement pursuant to the English
Contracts (Rights of Third Parties) Act 1999. Clause |.] provides that the

2 The overadl effeet of this exclusion is to exclude LBE Irom having any rights under the
Credit Facility but ulso, by doing so, recognized that LCPI would have no rights on benal £ of
LD to enforce any interest that LI might have in being pa’d by the Issuer.
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words and expressions used in Credil Facility shall bear the same meaning

as 1n the Ottering Circular unless otherwise defined in the Credit Facility.

4. The Credit Facilily provides for two distinct lending facilities, the
purpose and ferms of which are different. By Clauses 2.1 and 3.1, LCPI
agreed to provide ABC with a facility for a principal amount of
(potentially) 50 per cent of the principal amount outstanding on the Noles
for the purpose of leveraging ils investment in the Fund. The principal
drawn down under this facility is referred to as an “Advance” and the total
sums outslanding, including intcrest on cach Advance under Clause 2.1, are
together called “the l.oan”. By Clause 5.1 ABC covenanted 1o repay the
l.oan in full on the third Business Day prior to thc Maturity Datc (as
defined). Clause 14 stipulates usual events of default, upon the occurrence
of which LCPI is entitled 1o accelerate repayment of the Loan. This loan
facility is defined in Credit Facility as “the Facility” and | characterise its

provisions as a “plain vanilla loan facility agreement”.

5. The second [acilily is quite different. By Clauses 2.2 and 3.2 LCPI
made availablc up to €17 million to finance the special dividend due to be
paid by ABC to the Issuer on the first Interest Payment Date in April 2006.
The purpose of the special dividend was to enable the Issuer to pay the
guaranieed inleresl payment of €850 on each Note, irrespective of the net
assel value atlributable lo the Class 13 Shares, the performance of which
determined the rate of interest which would olberwise have been payable.
This loan facility is referred to in Clause 3.2 of the Credit Facility as the
“[nitial Interest Facility” and the amounit drawn down is the “Interest
Advance”. The mechanism for satisfying ABC’s obligation to repay the

Interest Advance is stipulated in Clause 5.4 as lollows —

“Tac Borrower will satisfy its obligation 10 repay the Interest Advance and pay

interest thereon, by paying Recovery Fees o the Lender and/or by the deduction lrom
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Nole redemption procceds and payment to the Principal Protection Provider of the
Present Value of the Unpaid Recovery Fees.”

‘This clause provides for two methods of satisfying the obligation to repay
the Interest Advance, each of’ which includes defined terms, the meaning of

which are to be found in the Offering Circular.

6. The first method is the payment of periodic Recovery Fees whilst
the Notes remain outstanding. This term is defined in the Offering Circulat®
as a percentage of the daily average principal amount outstanding on the
Notes, payable quarterly in arrears on specificd dates. The obligation of
ABC to make payment of Recovery Fees is also set out in a scparate letter
agreemenl between LCPI and ABC, as amended and restated on 18

September 2006 (“the Recovery Fees Letter”), [t stales —

“In consideration of [LCPI] agreeing (o grant the Intial Interest Facility to us in
relation to |the Notes| issued by the Issuer whose proceeds are invested in our Class
B Shares, we agree 10 pay to you a “ee equai o 0.88 per cent per annum of the daily
average principal amount outstanding of the Naofes .._[on specified quarter days] ...
and thercaficr v fee equal to 0.79 per cent per anmum of the daily average principal
amoun! outstanding of the Notes.™

I note that the amount of the Recovery Fees is not calculated by reference
fo the Interest Advance. Instead of covenanling to repay the Interest
Advance itself in a conventional way (as it does in respcct of the Loan
under Clause 5.1), ABC agreed Lo pay a periodic fee by which LCPI would
presumubly recover the cconomic equivalent of the Interest Advancc,
provided that the Notes remained outstanding to the Maturity Date, which
might not necessarily happen. In this cventuality, the second method of

payment would also come into play.

*In the Offering Circulur the Recovery Tee wus siuted as being payable to Lehman Brothers

International (liurope). However, by the Recovery Fees Letler as amended and restated on 18
September 2006 Lhe amount payable was to be puid to 1.LCPEL. Nothing turned on this point.

* Asin the ease of the other transaction documents, the Recavery Fees Leter contains defined
terms, the meaning of which are deiined by referenec o the Olfering Circular.
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7. The second method is the payment by the Issucr to the Principal
Protection Provider of the Present Value of the Unpaid Recovery Fees as at
the date on which the Notes are rcdeemed. The Present Value of the
Unpaid Recovery Fees is delined in Lthe Offering Circular by reference to a
calculation which, in substance, is the net present value of the future
Recovery Fees which would have been payable had the Notes remained
outstanding up to the Maturity Date. Until 14 October 2008 the Principal
Protection Provider was LBF. The result of the application of this
mechanism is that a different Lehman group company, namely LBF, would
recover Lhe economic equivalent of the outslanding balance of the Interest
Advance as at the dale on which an early redemption of the Notes took

place.
The Principal Protection Agreement

8. "The Principal Proteclion Agreement takes the form of a put cption.
In consideration for the payment of a premium, the Issucr is given the
option to sell the Class B Shares o LBF for a specificd amount. The
Principal Protection Agreement is contained in & Confirmation for Share
Option Transaction dated 21 April 2005 as amended and restated on 18
September 2006 and made pursuant to an [SDA Master Agreement dated

19 July 2002 and made between [.3[F and the Issucr.

9. The purpose of the Principal Protection Agreement is explained in

the Offering Circular as follows:

“The Principal Protection Agieetnent is intended (o casure that the Issuer will have
sufficienl assels ta redeem all the then outstanding Notes npon maturily al an amount
al least equal Lo their principal amount and so provides principal protection only in

respect of Notes that are outstanding on the Delermination Date.......voweeeeee.

* Offering Circular, page 21 under the heading Deseription of Principal Protection Agreemen,
fourth paragraph.
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Any Note redecemed prior lo the Delermination Date wil. not have the benefit of
principal protection”.

10.  Thus, as one would expect, the Principal Protection Agreement
provided protection only in the cvent of the Notes being held to maturity.
The “Determination Date” is a reference to the date that is three Business
Days immediately preceding the Maturity Date which was to be 29
November 2019 (or a date thereatter). In the event of an early redemption,
the Principal Prolection Agreement would provide no protection and would
terminate, or would terminate pro rata in the event of a partial early

redemption of the Notes.
Procedure for early redemption

[l.  'The terms upon which the Notes were issued containcd provisions
for their carly redemption. ‘These are sel out in a Second Supplemental
Trust Deed dated 18 September 2006 (“the Second Supplemental Trust
Deed™). In subslance, the Notcholder could, at any time, give notice to the
Issuer requiring redemption of the Notes in whole or in parl. In such event,
the Issucr was forthwith 1o request ABC to redecem the Class B Shares
(which were redeemable prefercncc shares). ABC would then realisc its
investments including the redemption of the Fund Shares. Having received
the redemption proceeds of the Class B Shares [rom ABC, the Issuer was
then required to redeem the Noles. Any Notes redeemed early did not

benefil from principal protection under the Principal Protection Agreement.

12, The amount payable upon carly redemplion of the Notes was to be
an amounl equal 1o the redemption proceeds due from ABC in redcmption
of the Class B Shares, subjcct to a number of adjustments rcflected in both
the Principal Protcction Deed and paragraphs 15 and 16 of the Schedule Lo
the Second Supplemental Trust Deed. If the Notes were redeemed before

the Maturity Dale, this represented a Mandatory Early Termination under
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the Principal Protcction Agreement and the Issuer became liable to pay to
LBF the Early Termination Cash Settlement Amount. This comprised the
Premium accrued due to LBF, an amount relerred (o as the Discount, the
net gains or losses realised by LBF upon unwinding cerlain hedging
transactions and the Present Value of the Unpaid Recovery Fees (which
musi be the economic equivalent of the outstanding balance of the Interest
Advance). The same adjustments are made as between the Issuer and the
Noteholder, as set oul in paragraphs 15 and 16 of the Second Schedule to
the Sceond Supplemental Trust Deed. It thus becomes clear that Clause 5.4
of the Credit Facility is consistent with these provisions in that, upon early
redemption ol the Notes the Issuer would deduct and pay to LBF a sum
which includes the Present Value of the Unpaid Recovery Fees. However,

this is not what in fact happened in this case.

LEvents from September 2008 onwards

13.  On |5 September 2008, the ultimate parcnt company in the Lehman
Group, Lehman Brothers Holdings Inc. filed for bankruptcy pursuant to
Chapter |1 of the United States Bankruplcy Code. Shortly thereafier, on 3
October 2008, LBF also filed [or Chapter |1 relief, thus giving rise W an
Event of Default under the Principal Proleclion Agreement (which

incorporates Clause 5(a)(vii) of the ISDA Master Agreement).

14.  Tursuant to Clause 6(a) of the ISDA Mastcr Agreement, the non-
defaulting party, that is the Issuer, was entitled to serve notice of
termination of the Principal Protection Agreement, designating the date of
termination. By a letter dated 13 October 2008 from the Issuer, addressed
10 Lehman Brothers International (Europe)®, the Issucr specified that an

Event of Default had oceurred under the Principal Protection Agreement by

% Ihe Schedule lo the ISDDA Master Agreement staled that, Tor the purposes of the notice
provision in Scetion 12(a), uny notice required to be giver Ly [.BI1° should he delivercd to
1.ehman Brothers International (Furope) at its office in London.
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reason of [.BF’s Chapter 11 filing and designated 14 October 2008 as the
date on which the Principal Protection Agrcement would be terminated. It
is an agreed fuct (as slated in paragraphs |8 and 19 of the parties” Agreed
Statement of [Facts) that the Principal Protection Agrecement terminated on

14 Qctoher 2008 hy reason of [ .BF’s default.

15, Section 6(e)(i) of the ISDA Master Agrcement contains provisions
relating to payments due upon lermination resulting from an Event of
Default. A number of different means of calculating such payments are set
out, leaving it to the partics to clect which one is to apply. By paragraph
(h) of Part | of the Schedule, the partics in this case chose the means ol
calculation known as Second Method and Loss which is defined in Section

6(e)(i}(4) as follows:

“II the Second Method and Less apply, an amount will be payable equal to the Non-
defaulling Party’s l.oss in respec: of this Agrecement. |f that amount is a positive
number, the Defaulling Perty will pay it to the Non-defaulting Party; if it is a negative
number, the Non-defaulting Party will pay the absolute value of that amoun: to the

Deflaulling Party.”

It is important to note that selcction of the Second Method and Loss gives
rise 10 the possibility that the defaulting parly, in this case LBF, may be
entitled 10 receive a terminalion payment nolwithstanding that the
termination of the Principal Prolection Agreement was brought about by its

own default.

16.  The definition of l.oss, for the purposes of the Second Method and
Loss caleulation is contained in Scction !4 of the ISDA Master Agreement

as follows —

“Loss" means, with respect (o this Agreemenl or one or merc Terminzted
Transactions as the cuse may pe, and a party, the ‘Terminatior: Cu-rency Fquivalent of
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any amount thal party reasonably determines i1 good faith to be its total losses and
costs (ar gain. in which case expressad as a negative number) in connecrion with this
Agreement ... including any loss of bargain, cost of lunding or, al the election of
such party but withour duplication, loss or cost incurrcc as a result of its terminating,
liquicating, obtaining or re-establisking any hedge or trading position (or any gain
resulting from any of them. Loss in¢ludes loss and cosls {or gains) in respect of any
paymert or delivery required to have been made .__on or before the relevant Early
Termination Dalc ...,

17. By a letter dated 20 October 2008 [rom the Issuer addressed to
[.ehman Brothers International (Furope), the Issuer provided its statement
of the amount payable upon early termination of the Principal Protection
Agreement, caleulated in accordunce with the Secund Method and Lusy
methodology. The amount so calculated was “EUR-nil” as set out in
Exhibil 1 to the lelter.” The Statement of Agreed Facts does not explain

how the Issucr arrived at this nil amount.

18.  The position as at 14 October 2008 was that the Principal Protection
Agreement had terminaled by reason of LBF’s default, but the Notes
remained outstanding and were nol, al that stage, redcemed. 'The result was
that I.BF never beeame entitled (o receive thie Eurly Termination Cash
Scttlement Amount. On 20 October 2008 the [ssucr entered into a new
principal prolection agreement whereby il purchased a put option in respect
of the Class B Shares [rom RBS (which was also the Noteholder). Its terms
are the same as those of the original Principal Protection Agreement and
ABC's case is that RBS becamc the replacement Principal Protection
Provider for the purposes of the Offering Circular and Clause 5.4 of the
Credit Facilily. By a letter dated 21 October 2008 RBS, as Noteholder,
gavce nofice to the Issuer to redeem all of the Notes, which had the effecl of
terminating the replacement principal protection agreement in accordance

with its terms. [n the event, by a Letter Agreement dated 13 January 2009

7 “I'he heads of loss (or gain) laken inlo account zre stated to be “Loss of bargain, Cost of

Funding, lledging, I.csses and cosls in relation to outsanding payments due and/or deliveries
o be made.™ The amouat ol the loss or ga'n 1s slated as “Eur —nil™ in respect o each line
item,
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and made between the Issuer and RBS (as Notcholder), RBS agreed to
accept a redemption in specie. Also, by this Letier Agreement, RBS (as
Principal Protection Provider) waived ils right lo receive an Early
Termination Cash Settlement Amount under the replacement principal
proteclion agreement. What, il any, consequence flowed from the
appointment of RBS as replacement Principal Protcction Provider is in

1sSuUe,

19.  Finally, on 15 June 2009 |.CPI submitted a proof of debl in the
voluntary (solvent) liquidation of ABC by which it claimed the sum of
€13,658,945.26 ° representing “lhe present value of the futurc amounts due
to [LCPI] but unpaid by [ABC] wilh respect to the Initial Interest Facility
provided by [LCPI] to [ABC] under [the Credit Facility]”. By a letter dated
30 July 2009 the joint voluntary liquidators rejected the proof of debt on
the ground that “there is no obligation on [ABC] 1o repay any outstanding
portion of the Initial Interest Facility following redemption of [the Notes]”
LCPI responded to the rejection of its proof of debt by commencing this

action on 1 October 2009,
The Plaintifls case

20.  Mr McCaughran put LCPI's case on the basis that the Interest
Advance was a debt owing by ABC, as borrower, to LCPI as lender. He
says the obligation to repay was at all times owed by the deblor to the
creditor and that the only person who could waive payment was 1.CPI, the

party to whom Lhe debt was owed. He recognises (hal Clause 5.4 makes

* ABC had paid €3.076,611.11 by way of Recovery Iees whilst the Notes were still
outstanding and a further puyiocnt of Recovery lees of €237,000 was paid subsequently. By
i.s Re-Re-Amended Statement of Claim LCPI claims payment of €13,308,250.33 which is the
balance of the Intercst Advance allegedly ourstanding as al 14 Oclober 2008, Although not
specilically pleaded, LCP] nlso put its case on the basis thal, upon the wrue construction ol the
Crediu Tacility, ABC! was alternatively liable to pay the Present Value ol the Unpaid Recovery
I'ecs Lo L.CPL. This is Lhe basis upon which LCP1's proof ol debt was [ormulaled. The amount
of the Present Value of the Unpaid Recovery Fees is staled in the proof af debl to he
£13.658,945 26. The way in which Mr McCaughran pul his case in argument was not enlively
consistent with 1LCPI’s pleading but this point was not Laken against him,
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express provision for (wo methods of repayment — firstly, by the payment
of Recovery Fees 10 LCPI over the period during which the Notes remain
outstanding and, secondly, by the payment of the Present Value of the
Unpaid Recovery [ees by the Issuer to LBT, as Principal Protection
Provider, in the event that the Notes are redeemed early. Mr McCaughran
arguces that the obligation to pay the Present Value of the Unpaid Recovery
Fees to LBF under Clause 5.4 is an independent obligation, owed to LCP|
under the Credit Agreement. He says that this obligation could be
discharged by ABC causing the Issucr lo make payment to LBF, but it is
said that this never happened with the result that ABC remain liable to pay
the balance of the Interest Advance directly to LCPI.

21. U lollows, according to Mr McCaughran’s analysis, that the party to
whom the obligation under Clause 5.4 of the Credit Facility was owed has
at all times been LCPI, as lender and that it has not waived its right to be
repaid the Interest Advance. Furthermore, he submits that upon a true
construction of the Offcring Circular only LBF (or another I.chman group
company)’ could be the Principal Protection Provider referred to in Clause
5.4 of the Credit Facility, wilh the result that the purported appointment of
RBS from 20 October 2008 was ol no eftect.

22.  As | understand Mr McCaughran’s submission, his conclusion is
that ABC still owes the debt to LCPI as lender under the Credit Facility,
being the outstanding balance of the Interest Advance. This is thc way in
which LCPI’s casc is pleaded in paragraph 30 of thc Re-Re-Amended

Statement of Claim.

23, The euro amounts of (a) the outstanding balancc of the Interest

Advance and (b) the Presenl Value of the Unpaid Recovery Fees, as at 14

 Par: 5. paragraph (J) of the Schedule to the 1ISDA Master Agreement provided that LBIY
could trunsfer its rights and obligations under the Principal Profection Apreement o another
enlily, provided that sach entity’s obligalions were guaranteed unconditionally und
irrevocably by LLehman Brothers Holdings, Inc.

12 0f 20



October 2008 or any other given date, must he different hecause their
components arc diffcrent. However, [ assuime that the parties must have
considered the different amounts resulting Irom these calculations to be
economically equivalent.!” For this rcason, it presumably follows that it
was commercially acceplable for the obligation to repay the balance of the
Interest Advance to be satisfied by the paymenl of (he Present Value of the
Unpaid Recovery Fees. | think that this is the analysis which undarpins
Mr McCaughran’s submission, but hc was unable to explain the

commercial rationale for structuring this part of the transaction in this way.
The Defendant’s case

24.  Put simply, Mr Millelt’s submission on behalf of ABC is that
Clausc 5.4 of the Credit Facilily expressly prescribed a specific payment
mechanism for the Interest Advance which has been operated in
accordance with its terms and that nothing further is due from ABC to
L.CPl. Hc makes the point, rightly in my vicw, that the Interest Advance
was not in any scnse a convenlional or arms-length loan agreement
between a lender and a borrower. It is an inlegral part of a much larger
transaction conslituting the Series 38 €200,000,000 Principal Protected
Nates issue involving a number of other parties. Consistent with ils true
nature, the Interest Advance was not subjecl to the samc conventional
mechanism for repayment as the Loan under the Credit Facility. Instead,
Mr Millett submits that the Initial Interest Facility was a self-contained and
separate clement of the Credit Facility with ils own scparate stipulated
mechanism for repaymenl contained in Clause 5.4, This mechanism
operated in accordance with ils terms and ABC is therefore  under  no
further obligation to LCPl in respect of the Interest Advance. It is
submitted that this result came about for either of two alternative reasons.

" Counsel did nol address me about the Yuro amounts. As I understand L.CPIs casz the
bualance of the Interest Advance (as at 14 Oclober 2008) is said 1o he €13.308.250.33 and Lhe
Present Valee of the Unpaid Recovery ees s said 1o he €13.658.945.26.
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First, as at 14 Qctoher 2008, when the Principal Protection Agreement
terminated, [.BF ceased to be the Principal Protection Provider and the
second limb of Clause 5.4 was nol engaged because there had been no
redemplion of the Noles at that poinl. Alternatively, when the Notes were
actually redeemed (on I3 January 2009) and the Present Value of the
Unredeemed Recovery Fees became payable to the Principal Protection
Provider, LBF had been succeeded in this role by RBS which waived its
rights. The resalution of the issue in this case thercfore depends upon the
true construction of the Credit Facility and whether, in the cvents which

have happened, Clause 5.4 operated in accordance with its terms.

The Proper Construction of the Credit Facility

25.  The transaction documents, including the Credit Facility, are all
expressed to be governed by Fnglish law. The principles of English law
relating to construclion of commercial contracts are the same as the
principles of Cayman Islands law and were not the subject of argument
between counsel. | can best summarisc these principles by referring to the
decision of the Privy Council in Altorney-General of Belize —v- Belize
Telecom Ltd |2009] 2 All E.R. 1127, in which Lord Hoffman said —

“16. Before discussing in greater detail the reasoning of the Court of Appeal, the
Board will make some general observations abou: the process of implication. The
court has no power lo improve upon the instrument which it is called upon to
construe, whether 't be a contract, a stalule or articles of assoc.ation. It cannot
introdiice terms to make il fairer or more reasonable. [t is concerned only 1o discover
what the instrument means. However, Lthat meaning is not necessarily or always what
the authors or parties to the document would have intended. 1t is the mecaning which
the instrument would convey to a reasonable person hav.ng all the background
knowledge which would reasonably be available to the audience to whom the
instrument is addressed: see Mvestors’ Compensation Scheme Lid v West Bromwich
Building Society [1998] 1 AIER 98 at |14 115,[1998] { WLR 896 at 912-913. It is
this objcetive meaning which is conventionally called the inteation of the parties, or
the intention ol Parliament, or the inlention of whatever persor. or body was or is
deemed 1o have been the author of the instrument.
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17. The question of implication arises when the instrumer:t dogs not expressly provide
for what is to happen when some event occurs. The most usual inference in such a
case is that nothing is to happen. If the parties hed intended something to happen, the
instrument would have said so. Otherwise, the express provisions of the instrument
are 1o continue to operate undisturbed. [f the event has loss to one or other of the
parties, the loss lies where it falls.

21. It lollows that in every case in which il is said that some provision ought (o be
implicd in an instrument, the question for the court is whether such a provision would
spell out in express words what the ‘nstrument, read agains! the relevant hackground,
would rcasonably be understoed to mean. It will be noticed for Lord Pearson’s
speech that this question can be reformuiated in various ways which a court may find
helpful in providing an answer — the implied term must “go without saying”, it must
be “necessary to give business efficacy to the contract™ and so on - but these are not
in the Board’s opinion (o be treated as different or additional tests. There is only one
question: is thal what the instrument, read as whole against the relevant background,
would reasonably be understood to mean?”

26. 1 cmphasisc three particular points arising out of Lord Hoffman’s
stalemenl of principle. First, | should construe the Credit Facility so as to
give it the meaning which it would convey to a reasonable person having
all the background knowledge which would be available to the audicnce to
whom it is addressed. In this case the “audience” comprises cxperienced
investment bankers who are promoting a very substantial euro denominated
medium term note programme and highly sophisticated institutional
inveslors. The contractual terms and conditions are contained in a series of
relatively complex contractual documents, all of which have been drafled
by well known law firms whose identity is disclosed in the offering
circulars. Second, the courts should not rewrile bargains just because they
perceive them to be bad for one side, or just because the contracting parties
failed 10 predict an event which they might have considercd was unlikely."'
Thirdly, the court will not imply a term which contradicts an express (erm

of the contract.

' See Lhe decision of the English Cuurt of Appeal in Co-Operative Wholesale Society Ltd —
v- National Westminster Bank Ple [1995] | EGLR 97, per Holfman 1T (as he then was) at
page 991G,
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27.  Clause 5.4 expressly states that ABC’s obligation to repay the
Interest Advance will be satisfied by the payment of fees. In my judgment,
an analysis of the Credit Facilily as a whole leads to the conclusion that this
was intended to be the only method of repayment. The parties could have
treated the Loan and the Interest Advance in exactly the same way, but they
chose not Lo do so. They could have stipulated that the Interest Advance be
repaid by the borrower to the lender by quarterly instalments.'? They could
have stipulated that in the event of default of any one instalment, the whole
ol the outstanding balance of the Intcrest Advance would become
immediately due and payable by the borrower. Instead, the partics chose to
distinguish  between the TFacility/Loan and the Initial Interest
Facility/Intercst Advance. Clause 5.1 constitutes a perfectly straightforward
covenant on the part of the borrower to repay the Loan (o the lender on a
defined repayment dale and Clausc 14 is a conventional provision for
acceleration in the event of default. However, thesc clauses do not apply to
the Interest Advance. Instead, Clause 5.4 provides for ABC to satisfy its
obligation to repay the Interest Advance by an indirect means (producing a
different, but economically equivalent resull), details of which are
containcd in other agrecements. Instead of having the benefil of a
straightforward covenant to repay the Interest Advance (in the form of
Clause 5.1), LCPI has the right to recover fces calculated, not by reference
to the amount of the Interest Advance, bul by reference 10 the amount
outstanding on the Noles. By paying the Recovery Tecs each quarter until
the Maturity Date, ABC is treated as having discharged its obligation to
repay the Interest Advance.

28. Since the Notes were capable of being redcemed al the option of
the Noteholder prior lo the Maturity date, the parties had to stipulate some

mechanism whereby ABC would be treated as having satisfied its

7

“Ihe quartcr cays specified in the Recovery Fees Lelier ure 21 January, April. July and
Qclooer.
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obligation to pay the outstanding balance of the Inlerest Advance in
circumstances where its obligation to pay Recovery Fees to LCPI had came
to an cnd as a result of the early redemplion ol the Noles. They could have
stipulated that ABC pay the Present Value of the Unpaid Recovery Fees'
fo LCPI as lender, They chose not to do so. Instead, they provided for the
Issuer to deduct the Present Value of the Unpaid Recovery Fees from the
redemption proceeds of the Noles and pay it /o LBF. This result was
achieved through the Principal Protection Agrcement. In the event of an
early redemplion of the Notes, the Principal Protcction Agreement would
terminate and the Issuer would be liable lo pay the Farly Termination Cash
Settlement Amount (which included the Present Value of the Unpaid
Recovery Fees) to the Principal Protection Provider which was LBE, In
this way, ABC s trcated as having satisfied its obligalion to repay the
balance of the Inlerest Advance in the event of an early redemption of the

Notes.

29. It scems reasonably clear to me thal the overall commercial purposc
and effect of Clause 5.4 is that cconomic value, equivalent to the Interest
Advance, should ultimately pass back from the Noteholder to the I.ehman
group, though not necessarily to LCPI. The Statement of Agreed Facts does
not disclose why the parties chose to structure the Credit Facility in the way
that they did, but I think that | am bound to infer that there was some good
commercial purpose this structure. As a matter of English law, there can be
no doubt that it was open to the parties to stipulate that ABC’s obligation to
repay Lhe Interest Advance should be treated as having been discharged by

another party pursuant to a separale, bul related contract.

30. It is trite law that the making of a loan by a lender to a borrower
creates a debt and that the lender may sue for it in the event that the

borrower fails to repay in accordance with is terms. | lowever, it is also trite

""" I he Present Value of he Unpaid Recovery Fees is o nel present vrlue ealculation done in

11e manner deseribed al pape 18 ofthe Offer Document.
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law that the parties to a loan agreement may slipulale thal the borrower is
under no personal liability to pay and that repayment may be satisfied in
some other way. In Mathew —v- Blackmore (1857) | H&N 762 Pollock CB
said, at pages 770-771 : —

“It was argucd before us on behaltf of the piaintift, that the fact of a loan involved in it
a liability to pay and subjected the borrower to an action ol debt .... On tac other hand
it was argued on behalf of the defendant, that the lending and borrowing of money is
like any other contract, ard that the right of the lender and the liability of the
burrower depends upon the contract between them; and there was no rcason why the
ardinary rule should not apply, viz, that where the contract is reduced into in order to
cefine and give cvidence of the transaction setween the parties, that the writing and
the writing alone should regulate their respeclive rights and liabilities; and that the
absence of the ordirary absolute covenant to pay in the indenture ..... and the presence
of another covenant whereby the defendan. covenanted to pay not absolutely but only
out of such mories as should come into his hands ... showed lhat it was never
intended to create, es between him and the plaintift, the relation of creditor and debtor
as upon simple loan of money.”

This casc is relied upon in modern 30" Edition ol Chitty on Contracts for
the proposition that it is perfectly possible for a contract of loan to provide
that the borrower’s personal liability shall be limited or that he shall have
no personal liability at all. The parties to the Credit Facility were perfectly
entitled to limit ABC’s personal liabilily to the payment of Recovery Fees
under the first limb of Clausc 5.4.

Conclusions

In my judgment the Plaintiff’s case is hopcless. The structure worked in the
sensc that the express terms of the various contractual documenls were
capable of producing the [low of cconomic value which the parties must be
taken o have intended, even in the events which actually happened. It is
not necessary to imply any terms into the Credil Fucility in order to
producc whal, objectively, must have heen the commercial resull intended
by the parties. Even though the Principal Protection Agreement terminaled

prior to the early redemption of (he Notes, with the result that the Carly
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T'ermination Cash Seitlement Amount never became payable by the Issuer
to LBF, the flow of cconomic valuc was still capable of ending up in the
right place. The parties chose the Secund Method and Loss for determining
the amount payable/receivable as belween LBF and the Issuer upon
termination of the Principal Protection Agreement. " There is no doubt
that, as a matter of English law, LBF was enlilled to claim for ils loss of
bargain in spite of the fact that termination was brought about by its own
default.'” In determining the close out payment amount, L.LBF was entitled
to have the economic equivalent of the Present Value of the Unpaid
Recovery Fees brought into account. Similarly, the lssuer was entitled to
have the cost of purchasing a principal protection agreement on the same
terms from some other provider brought into account, whether or not it
actually did so at that time or at all. The agreed fact is that the Issuer
assessed the amount for less of bargain at nil and that 1.BIF accepted this
conclusion. There is no evidence before the court about the way in which
the partics actually arrived at this net result. What matters for present
purposes is that the operation of the Second Method and Loss was capable
of producing the intended flow of cconomic value. It cannot be said that the
contractual structure was bound to producc a commercially unaceceplable
result in the events which actually happened. LB was entitled to have the
damage resulting from its loss of bargain brought into account, Whether or
not the nii amount actually reflected an amount equivalent to Present Value

ol the Unpaid Recovery FFees is beside the point.

31. It follows that there is no basis upon which | can properly construe
the Credit Facility in a way which involves implyving an obligalion on the
part of ABC to pay to LCPI the balance of the Interest Advance or lhe

amount of the Present Value of the Unpaid Recovery Fees. To do so would

"' 1lad they crosen the First Method, then in the event of defuult by LBI, payment would
only have been onc way — from LBF w Lhe Issuer.

'* Support for this conelusion may be lound in the decision o Briggs ). in Lomas —v- JBF

Firth Rixson Inc {2011]2 BCLC 120, at page 128h.

19 020



he contrary to the express terms of Clause 5.4 and would amount to re-
writing the partics® commercial bargain as reflected in the express terms of

the overall contractual structure.

32. It also follows that the appointment of RBS as substitute Principal
Protection Provider for the purposes of Clause 5.4 is irrelevant. Whether or
not RBS was cver in a position to waive the Issuer’s obligation to deduct
the Present Value of the Recovery Fees from the proceeds of redemption of
the Class B Shares did not have any hearing upon the flow of economic
value in accordance with the cxprcss terms of the contracts, Mr
McCaughran submitted that (he purported appointment of RBS as
substitute Principal Protection Provider for the purposcs of Clause 5.4
served no commercial purpose. | think that he is right, but not for the
reason which he gave. The point is thal the parties’ adoption of the Second

Method and Loss entitled LBF to claim for its loss of bargain in any event.

33. The overall result is that ABC discharged its obligations in
accordance with the terms of the Credit Facility and both LCPI and LBF

got what they bargained for. | therelore dismiss the Plaintiff’s claim and

give judgment for the Defendant.

PR T
Thélon Mr .lus\tice Andrew J. Jones QC
JUDGE OF THE GRAND COURT
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