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

Mr Richard Millett QC Instructed by Mr James Eldridge of 
Maries and Calder for the Defendant 

JUJ)GME~T 

lntroduction and the parties 

I. Thi~ case arises out of the bankruptcy of the Lehman Brothers 

Holdings Inc anu certain of its wholly owned direct or indirect subsidiaries 

including the Plaintiff, l,ehman Commercial Paper Inc. ("LCPl") and 

Lehman Brothers Finance S,1\ ("LBF"). LePI is incorporaled in Delaware 

and had its principaJ office in New York. LBF is incorporated in 

Switzerland and had its principal office in Zurich, LCPI and LBF 

lof20 



tiled for bankrllprcy protection under the 1 lnited St'1.tcs Aankruptcy Code 

on 15 September and 3 October 200S rcspectively. 

2. The Defendant, AnLhraciLe Balanced Company (36) Limited 

("ABC"), is one of a number of special purpose vehicles incorporated in 

the Cayman Islands as pari or an investment programme arranged and 

promoLed by the Lehm811 BroLhers banking group, pursuant to which a 

com puny culled Anthracite InveslmenLs (Cayman) Limited ("the Issuer") 

entcred into a programme for otlering notes, in different series, lip to an 

aggregate value US$IO billion. The presenl case is concerned with lhe 

Series 3N f.'20(). (}(}(), (}()() Principa{ Pf'ofecled Notes offered in September 

200(j with a maturity date in November 2019 pursuant to an offering 

document dated 18 September 2006 (referred to as "the T\otcs" and "the 

Offering Circular"). I The e~senlial commercial feature~ ofthe Note~ can be 

described as tt))]ows -

(a) The Notes c.onslituled debt obligations ofthc Issuer, to be redeemed 

at maturity (on 29 November 2019) or sooner if required in 

accordance with their tcrms. At all malerial limes the holder of the 

Notes was Ruyal Bank uf Swlland Pic C'RES"). 

(b) The proceeds or the issue of the ~otcs (being €200,OOO,OOO) were 

used by the Issuer to subscribe lor 20,000 Class B redeemable 

preference shares oJ'€O.O I ("the Class B Shares") issued by ABC at 

n subscri ption price of € I 0,000 each. 

(c) ABC invested the prQceeds of the issue of its Class B Shares in a 

structured invesUnent programme, including the shares issued by 

Anthracite Master Company (6) Limited (referred to as "the Fund" 

Dnd "the Fund Shares"). ABC leverdged its investment by 

I The Ofli:ring ('ir~~llar i~ supplclI1entalltl and is to be read in ~llnjum~lit1n with rhe­
pro:?,rmlllnl' offering circlIla!' dHlell 17 M;lrcn ?.r104. 
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borrowing an amount from LCPJ pursuant to the Credit Facility, 

which amount is referred to as "the Loan". 

(d) The Notes bear interest ill an amount based upon the performance of 

the Class [3 Shares. However, an initial interest amount of€850 per 

Note (or € I 0,000 each) was payable on the tlrst interest payment 

date irrcspecti ve or the performance of the Class Il Shares and this 

payment was funded by the Interest Advance made under the 

Credit facility. The issue 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 or the Credil racility. 

(c) The Notes were secured by, inter alia, a fir!>1 fixed charge over the 

Class 8 Shares and an assignment of the rights of the Issuer under 

(inter alia) the Pci!\dpal Protection Agreement made with LBf. 

I now turn to analyse in more detail certain oftile contractual documents by 

which the secured note programme: Wa!i ~arrit:d into effect, all of which 

were originally executed on 21 April 2005 and amended and restated on 18 

September 2006. I shall relet 10 the amended and restated versions of the 

relevant contracts unless stated otherwise. All of the contractual documents 

are expressed to be governed by English Jaw. 

The Credit Facility 

3. The Credit Facility is made between I.CPI as lender and ABC as 

borrowcr_ These are the only patLies and by Clause 23.4 it is provided that 

no person shall ha"Ve any rights under the agreement pursuant to the English 

Contracts (Rights of Third Parties) Ac[ 1999.1 Clause 1.1 provides lhat Lhe 

2 Th~ ovcmlll'rr.~ l'J Ilrthis cxclmiull is to cxclud:: LI3F rrom having !Iny rilil~s under Ihe 
Cred it Facility bulllbu, by tloing so, recognized Inal LCP[ wOllld have no righl~ (m bC:lal r or 
L11F to enforce ~ny inlcre~llhal LllI' migl1l have in being fla:d by the Is~ucr. 
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words and expressions used in Credil Facility shall bear the same meaning 

as in the Offering Circular unless otherwise dctined in the Credit Facility. 

4. The Credit Pacility provides for two distinct lending facilities, the 

purpose and terms of which arc differenl. By Clauses 2.1 and 3.1, LCPI 

agree<l to provide ABC with a facility for a principal amount of 

(potentially) 50 per cent of the principal amount outstanding on the l',oles 

for the purpose of leveraging its investment in the Pund. The principal 

drawn down under this facility is referred to as an "Advance" and the total 

sums outslanding, including interest on each Advance under Clause 2.1, are 

together called "the Loan", By Clause 5.1 ABC covenanted to repay the 

Loan in full on the third Business Duy prior to the Mnturity Date (as 

defined). Clnuse 14 slipulates usual events of default, upon the oc,currcnc,c 

of which LCPI is entitled to accelerate repayment of the Loan. This loan 

ti.tcility is defined in Credit Facility a<; "the Facility" and I characterise its 

provisions <15 a "plain yaniJla loan fadlity agreement", 

5. The second facilily is quite diiTerenl. By Clauses 2.2 and 3.2 LCPI 

made available up to E 17 million to finance the special dividend due to be 

paid by ABC to the Issuer on the first Interest Payment Date in J\pril2006, 

The purpose of the special dividend was to enable the Issuer to p£ly the 

guaranteed inleresl payment or €850 on each Note, irrespective of the net 

assel value allribu1able Lo the Class B Shares, the pertormance of which 

determined the rute of interest which would olherwise have been payable. 

This loan facility is rcfcrr\!d to in Clause 3.2 of the Credit Facility as the 

"Initial Interest Facility" and the amount drawn down is the "Interest 

Advance". The mechanism for satisfying ABC's obligation to repay the 

Interest Advanc,e is stipulaled in Clause 5.4 as lollows-

"T:1C Borrower will satisfy its obligation lO repay the Interest Advance alld pay 

i:1tereslthereon, by paying Recovery Fees :0 the Lender and/or by the deduction n'om 
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Nole rcden:ption proceeds and payment to :he Principal Protection Provider of the 

Present Value of the Unpaid Recovery Fce~." 

This clause provides for two methods of satisrying the obligation to repa)' 

tht: Inlt::n:~t Advance, each oi' which includes defined terms, the meaning of 

which nrc to be found in the Offering Circular. 

<5 . The firsl me[hod is the payment of periodic Recovery Fees whibt 

the Notcs rcrooin outstanding. This term is defined in the Offering Circulufl 

as a percentage of the daily average principal amount oub-tanding on the 

Notes, payable quarterly in arrears on specified dates. The obligation of 

ABC to make payment of Recovery Fees is also set out in a separate letter 

agreement bt!lwecn LCPI timl ABC, as amended and restated on 18 

September 2006 ("the Recovery Fees Letter"). It stales-

'"[n wnsiuer<llion of [LC[JI] agn:::~illg tu gIant lhe In:tial Interest Facility to us in 
r~lation to Itl:e NotesJ issued by the J~suer whose proceeds arc invested in our Class 

B Shares, we agree 10 pay to you a 7ee equui to 0.88 per cenl per annum of the daily 
nverngc principal amount outstanding o~ thl' Notes ... [on specified quarter days] __ . 
and lhcrcaficr u fcc equal to 0.79 per cent per annum of the daily average principal 
amounl outstanding of the l\oles.'.4 

1 note thut the amount of the Recovery Fees is 110t calculated by reference 

to Lhe Interest Advance. Il1slead of covenanLing to repay the interest 

Advance itself in a conventional way (as it uoes in respect of the Loan 

umJer Clause 5.1), ABC agreed LO pay a periodic fee by which LCPI would 

presuTllably recover the economic eqUivalent of the Interest Advance, 

provided that the Notes remained outstanding to the Maturity Date, which 

might not neces~arily happen. In Ihis eventllality, the second method of 

payment would also come into play . 

.1 In the OI1'cring Circulur t1e I~ecl)\'ery roc wus s·.ut~J as being pay;!blc to Ll:hman Brothers 
International (Europe). However, by the Ilecovery Fees Letter as arnended and rcstukJ on I g 
Seplember 2006lhc lImllUlll ,,~yubl~ wa. to be puiclLU 1.(;1'1. l\othing tllrned on this ('IOint. 

~ As in the Cll~e nrl.hc (!lhN lr~nsaclion documents, the Recovery Fees Lcl'.cr conlains deIincd 
tl!nn~. tile mcani ng of wh i~h arc ddined by rctercncc to the OITering Circulur. 
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7_ The second method IS thc payment hy the Issller to the PrIncipal 

PrOlection Provider of the Present Value of the Lnpaid Recovery Fees as at 

the date on which the \lotes are rcdcemed_ The Present Value of the 

Unpaid Recovery Fees is deli ned in the Offering Circular by referenc·e 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 

outs1anding lip to the Maturity Date. Until 14 October 2008 the Principal 

Protection Provider was U3f, The result of [he application of this 

mechanism is that 1) different Lehman group company, namely LBF, would 

recover the economic equivalent or the outslanding balance of the Interest 

Advance as at the dale on which an earl)' redemplion of the 1\otes took 

place, 

The Principal Protection Agreement 

8, The Principal Protection Agreement takes the form of a put option_ 

In consideration ror the paymen1 of::l premillm, the IsslIer i .. given the 

option to sell the Class B Shares 1<.1 LBF for a speciticd amount. The 

Principal Protection Agreement is contained in a Conlirmalion for Share 

Oplioll Transaction dated 21 April 2005 as amended and restated on 18 

September 2006 and made pursuant to an ISDA Master Agreement dated 

19 .luly 2<l02 and made between UW and the Issuer_ 

9. The purpose of the Principal Prote(;tioll Agreement is explained in 

lhe OOering Circular as 1"ollows:5 

"Tht: Prill(;ip<11 Pruledioll AgleellJent is intended to cnsun: that fhe Issuer will have: 

suf't1den( n~se(s 10 renecm 1111 the thr.n nlltst~ndin£ N.,tes I1pon maturity at an amOLmt 

at least equal to their principal amount and so provides principal protection only in 

respect of Notes hat I1re outstanding on the Delermination Date ..... .............. _ 

5 Orfering C irell 1:11', page 21 lIndl'i' the hl'aliing il" .w','iplioll '11 PrJI1r:ipfll Prnfecti()l1 Agreemenl, 
fn\lrl.h p~ll'a.e,raph . 
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Any Note rcdcllmed prior LO the Deter:nination Date wi!: not have the benefit of 

principal proleclionM

• 

10. Thus, as one would expect, the Principal Protection Agreement 

proyjded prorection only in the eyent of the Notes being held to maturity. 

The "Determination Date" is a reference to the date that is three Business 

Days immediately preceding thc Maturity Date which was to be 29 

November 20 IlJ (or a date thereafter). In the event of an early redemption, 

the Principal PrLJt~ctioll Agreem~nt would provide no protection and wl)uld 

terminate, or would terminate pro ruta in the eyent of a partial early 

redemption of the Noks. 

Procedure for early redemption 

II . The terms upon which the Noles were issued contained provisions 

for their early redemption. These are sel out in a Second Supplemental 

Trust Deed dated 18 September 2006 ("the Second Supplemental Trust 

Deed") . In suh~lance, 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 Issuer was forthwith to request ABC to redeem the Class B Shares 

(which were redeemable preference shares). AUC would then realise its 

investments including the redemption of the Fund Shares. Having received 

the redemption proceeds of the Class B Shares from ABC. the Issuer was 

then required to redeem the Noles. Any Notes redeemed early did not 

benefil from principal protection under lhe Principal Protection Agreement. 

12. The amount payable upon carly redempLion of the Notes was to be 

an amounl equal to the redemption proceeds due from ABC in redemption 

of the Class n Shares, subject to u number of adjustments rctlected in bOlh 

the Principal Protection Deed and paragraphs 15 and 16 of the Schedule lo 

the Sec()nd Supplemental Trust Deed. If the Notes were redeemed before 

the Maturity Oale, this represented a ManJ<ltory Early Termination under 
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the Principal Protection Agreement and the Issuer became liable to pay to 

LBF the Early Termination Cash Settlement Amount. This comprised the 

Premium accrued due to LHF, an amOLml relerred 10 as the lJiscount: the 

net gains or losse:<. realised by LBF upon ullwindiJlg ~t:rlain hc:dgillg 

transactions lind the Present Value of the Unpaid Recovery Fees (which 

must he the economic equivalent ofthc outstanding nala.ncc of the Interest 

Advarx:e). The same adjustments arc made as between the Issuer Dnd the 

Noteholder, as set OUl in paragraphs 15 and 16 of the Second Schedule to 

the Second Supplemental TrusL Deed. Ilthus becomes clear that Clause 5.4 

or the Credit Facility is consistent with these provisions in that, upon early 

redemption or 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. 

Events from Septemher 2008 onwards 

13. On 15 September 2008, the ultimate parent company in the Lehman 

Group, Lehman Brothers Holdings Inc. tiled for bankruptcy pursuant to 

Chapter II of the United States Bankruplcy Code. Shortly thereafter, on 3 

October 2008, LBF also liIel.! lor ChapLer II n.:licl: Lhus giving rist: lu an 

Event of Default under the Prindpul Proteclion Agreement (which 

incorporates Clause 5(a)(vii) of the ISDA Muster AgreemenL). 

14. Pursuant to Clause 6(a) of thc ISDA Master Agreement, the non­

defaulting party, that is the Issuer, was entit led to serve notice of 

termi nation of the Principal Protection Agreement, designating the dale of 

termination. By a leHer dated 13 October 2008 from thc Issuer, addressed 

10 Lehman Brothers I nternalional (Europel', the Issuer specified that an 

Event of Default had occurred under the Principal Protection Agreement by 

(, The Schedull! 10 the I SDA \.1nstcr Agl'~cmcnt stated lhul, I'm the purposc~ ~,r lh~ notice 
pJ'Ovisioll in Section 12(a), any notice required tll be giver. t,) 1.1l1-' !lhoulC: be delivered to 
l.e.hn~n Brn ·.hc~ intcrnalimla\ (Europe) al its otTlcC in London. 
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reason of LBF's Chapter 11 fIling and designated 14 October 2008 as the 

date on which the Principal Protection Agreement would be terminated. It 

is an agreed f\Jct (as sLated in paragn:tphs 18 anti 19 lJC thl: parti~s' Agr~~u 

Statement of Facts) that the Principal Protection Agreement terminated on 

14 Oc1oher 2()OR hy rc:.L'\on of I ,IW's default. 

15, Section 6(e)(i) of the ISDA Master Agreement 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 parties to elect which one is to apply. l3y paragraph 

(h) of Part I of the Schedule, the parties in this case chose the means 01" 

calculation known us Second Method and Loss which is c.Iefined in Section 

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

"If lhe Second Method alld Loss apply, an arJ.10lUll \-ViII be payable equal to the Non­

defaulting p(1rty'~ I,oss in respec: of lhi~ Agreement. If that amount is n positiv~ 

Ilumber, the Defaulling Party will pay it to the ~on·dcfaultillg Party; if it is n negative 

numbe~, the ~on-defaullil1g Party will pay the absolute value of that Ilmoun: to the 

De[oulLi ng Party." 

It is important to note that selection of the Second Method and [-<ISS gives 

rise to the possibility that the dctilLliting parly, in this case LBF, may be 

entitled to receive a terminaLion payment noLwith~lam.lillg that the 

termination of the Principal ProLection Agrl!ement was brought about by its 

own default. 

16. The definition of I,oss, for the purposes of the Second Melhod and 

Loss calculation Is contained in Section ! 4 of the ISDA Master Agreement 

as follows-

"Lo,ls" means. with respect to this Agreement or one or more Terminated 
Transactions as the case may oe, and a party, the Terminatiot: Cu-rcilcy Equivalent of 
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any amount thaL party reasooably determines in good faith to be its total losses and 
costs (or gain. in which ca"e exrress~ci a~ a neefltive nllmner) in col1nr.erion with this 

Agrcemcnt ..... including any loss of burgain, cost of funding or, ul the election of 
such rarty but wilhoUl duplication, loss or cost incurrcc as a result of its lennlnating. 
liquicating, obtaining or re-estahlisr.ing any hedge or trading [losilion (or any gain 
resulting ['rom any of them. Loss includes loss and COSLs (or gains) in respect of any 
paymel't L)f delivery required to have been made .. .. Dn or before the relevant Ea;l)' 

Termination Dale .... 

17. By a letter dated 20 October 2008 I'rom lhe ISSLler addressed to 

[,ehman Brothers International (Europe), the Issuer provided its statement 

of the amount payable upon early termination of the Principal Protection 

Agn:cHlcnl, l:iil\;ulalcu ill uccuruam;c with tIlt: .')'ec:und .Methud ufld Luss 

methodology, The omounr so calculated was "E.UR-nil" as set out in 

Exhibit I to Ihe lelter.7 The Statement of Agrcco Facts does not explain 

how the Issuer arrived at this nil amount. 

18. The position as at 14 October 2008 was that the Principal Protection 

Agreement had terminaLed by rca'ion of LBF's derault. but the Notes 

remained outstanding and were nOl, at that stage, redeemed. The result was 

lhal LBf nevcr became enlitlt:d to rt:l:~ivc lhe Early Termination Cash 

Settlement Amount. On 20 October 2008 the Issuer entered into a new 

principal protection agreement whereby it purchased a put option in respect 

ofthc Class B Shures from Rf3S (which was also the Noteholder). Its terms 

nre the same as thmle of the original Principal Protection Agreement and 

Anc'~ case is thai RBS beC(llllC the replacement Principal Protection 

Provider for the purposes of the Offering Circular and Clause 5.4 of the 

Credit Facility. By ~ letter dated 21 October 2008 RBS, as Noteholder, 

gavc notice to the Issuer to redeem all ofthe Notes, which had the effect of 

terminating the replacemenl principal protection agreement in accordance 

with its tcmlS. In the event, by a Letter Agreemenl dated 13 January 2009 

7 The head~ nf loss (01' Sllin) laken inlv aL'C(IUnl f.m slaled to bl' "Ll1!'S l,rbar~~in , Cns! of 

f.undilll;, Ikdging. r . l$~I~S :lnd em\.' in relation III uuls:anding payments due <lnu/{lf dcliveri~s 

In he made." The amOU.1t or the loss or ~u:n is ~lated as " E\1r - nil" in reSl1eCl o~ each line 
item. 
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and made hetween the Issuer and RBS (as NotchoJdcr), RBS agrecc\ to 

accept a redemption in specie. Also, by this Leller Agreement, RBS (as 

Principal Protection Provider) waived its right Lo receive an Early 

Termination Cash Sdtlcment Amount under lhe replacement principal 

proteclion agreement. What, j r any, consequence flowed from the 

appointment of RBS as replacement Principal Protection Provider is in 

issue. 

19. Finnlly, on 15 June 2009 I.CPI "unmilled a proof of debt in the 

voluntary (solvent) liquidation of ABC by which it daimed the sum of 

€ 13,658,945.26 8 representing ·'lhe present value of the future amounts due 

to [LCP(] but unpaid by rABCl with respect to the Initial Interest f-acility 

provided by [LCPIl to r ABCl 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 obl igation on [ABC] to repay any outs[anding 

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 I Oi:tober 2009. 

The Plaintirrs clise 

20. Mr McC~ughran put LCPl's case on the basis that the Interest 

Advance was a debt owing by ABC, as borrower, 10 LCPJ as kntler. HI;: 

says the obligation to repay was nt nil times owed by the debtor to the 

creditor ~,"d that the only person who could waive payment wns I.CPI, the 

party to whom the debt was owed. He recognises lhal Clause 5.4 makes 

H ABC h<ld paid €3.076,6 11.11 by wily of RcclIvcr} I'~cs whilst the NoLes well; ::.till 
l!u\sUllllling <Iud H furtlicr I'i.lYIlICJll \,1' I~oco"ery I.'c:es of €Z37,OOO wa~ paid subs~qI.lCl1lly. l1y 
i .s Rc-He-!\mcnded Statemenl of Claim Lel'l clail1l~ puyrrcnl nf € 13.308,2.50.3) which is lhe 
habnce or lhe Inlcn.:sl Advance l\llcgcdl>, oUL~t.1nding as al 14 Octuber 200i!. !\lthough not 
5recilically plcudcd, LCPIIII~() pUl it3 Ca.3C on [he hll~i~ lhol, upon the :ruc construclion or tile 
CrcdiL raciliLy. ABC wa~ ~ltilmaliv~ly liable to puy th~ !'rcsl.'I1l Value ()rthe Unpaid Recover)' 
re~s lO J.CI'I, This is the basis upon l¥hieh LCl'l's pi \ 10 f' ()i' debt was formulated. The amount 
<,f the Prescnt Vuluc t,r lh~' Unpnid Recovery Fees is slaled in lh,-~ proor or Ik'bl rn he 
f:'13.{i5~.Q4~ J.6. The: wny in whir.h Mr McC;tughmn rut his case in arg,umcnt .... -as not cnlir'cl)' 
consistent with I ,CP1's pleading bUllhis 110int wus nOllukcn againsl him. 
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express rrovision for lWo methods of repayment - firstly, by the payment 

of Recovery Fees to LCPI over the period during which the Notes rDmain 

outstanding and, secondly, by the payment of the Present Value of the 

Unpaid Recovery fees by the Issuer to LOr, as Principal Protection 

Provider, in the event that the Notes are redeemed early. Mr McCaughran 

argues [hat the obligation to pay the Prescnt Value of the Unpaid Recovery 

Fees to LBF under Clause 5.4 is an independent obligation, owed to LCPI 

under the Credit Agreement. He says that this obligation could be 

dischargc:cl by ABC causing the Issuer to make puymcnt to LOF, 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. 11 follows, according La 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 Clnd that it has not waived its right to be 

repaid the Imeresl Advance. Punhermore, he submits that upon a lrue 

construction ofthc Offering Circular only LBF (or another Lehmon group 

company)9 could be the Principal Protection Provider referred to in Clause 

5.4 of the Credit Facility. with the result that the purported appointment of 

RBS from 20 October 2008 \vas or no em~ct. 

22 . As I undcr~tand Mr McCaughran's submission, his conclusion is 

that ABC still owes the debt to LCPl as lender under the Credit Facility, 

being the outstanding balance of the Interest Advance. This is the way in 

which LCPI's case is pleaded in paragraph 30 of the Re-Rc-Amcndcd 

Statement of Claim. 

23. Tht: euro amounts of (a) the oul~tandil1g balance of the Interc~t 

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

<) 1',\.1': 5. rarag:aph OJ of"lhe Schedule to the IS!)A Masler Agreement provid~d lhul Lillo' 
could lr~nsrcr it~ rights lind Ilhligali()n~ under the I'rinc.ip<.1 Pl'ol l'~li"n .\Brl~~mcnt to nf1ot.hcr 
("nlily, rmvid~(llh;'ll s.J~h cnlily's ()bli~al.ions wcre guaranLeed uncondiLionally u.nd 
irrcI'ocahl), hy l.chn1art BmLhcrs J-I{)lcJings, Inc. 
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October 2008 or any other given date, must. be different becallse their 

components arc different. However, I assume that the parties mus1 have 

considered the ditlcrcnt amounts resulting from these calculations to be 

economically equivalent. llI ror this reason, it presumably follows that it 

was commerciully acceptable lor the oblig!ltion to repay the balance of the 

Interest Advance to he satisfied hy the paymenl oflhe Present Value of the 

Unpaid Recovery Fees. I think that this is the analysis which underpins 

Mr McCaughran's submission, but he 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 Millett's submission on behalf of ABC is that 

Clause 5.4 of the Credit Facility expressly prescribed a specific payment 

mechanism for [he Interest Advance which has been operated in 

accordance with its terms and that nothing further is d'Je from ABC to 

LCPI. lie makes the point, rightly in my view, that the Interest Advance 

was not in any sense a conventional or arms· length loan agreement 

between ll. lemler and a borrower. It is an integral part of a much larger 

transaction constil uting th~ 8eries 38 €200.00(),O()O Principal Protected 

N()tes issue involving 0 number of other partie'). Consistent with its true 

nature, the Interest AclV:lnce wa, not subject to Ihe samc conventional 

mechanism tor repayment as the Loan under the Credit Facility. Instead, 

Mr Millett submits thDt thc InitiallntereSl Facility was u self·contained and 

separall.: cJc£m:nl uf the Credit facility with its own separate stipulated 

mechanism for repayment contained in Clause 5.4. This mechanism 

opernted in accordance with its (erms and ABC is therefore under no 

further oblig,Hion to LCPl in respect (If the Interes1 Advance. It is 

submitted that lhis result came about for either of two alternative reasons. 

1:1 C~'unscl did nol address mc uboul Lhe Huro amclUnls. As I undcr~tand LCPI'~ C<L~~ ifl(.' 
bllbncc orLr.e Interest Advance (as aL 14 Oct()ber 20(8) is ,;·lid In hp. F.ll .1()H,2 .~OJ] and the 
Prcs~'I1i Vall:c (lfthi! Unpaid Rccc.vcry h~(~ i.~ ~li;ll() he EI.l.65X.94S.26. 

130f20 



First, liS at 14 Octohcr 200R, when the Principal Protection Agreement 

terminated, Lor ceased to be the Principal Protection Provider and the 

second limb of Clause 5.4 was not engaged because there had been no 

redemption of the Notes at that point. Alternatively, when lhe Notes were 

actually redeemed (on 13 January 2009) and the Present Value of the 

Unredeemed Recovery Fees became payable to the Principal Protection 

Provider, L13F had been succeeded in this role by RBS which waived its 

rights. The restlJution of the issue in this case thcrefore depends upon the 

true construction of the Credit facility and whether, in the events which 

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

The Proper Cunstru~tilJn Ill' tbe Credit Fadlity 

25. The tmnsaction documents, including the Credit Facility, are all 

expressed to be governed by English law. The principles of English law 

relating to conSln.Jclion of commercial contracts are the same as the 

principles of cayman Islands law and were not the subject of argument 

between counsel. I can best summarise these principles by referring to the 

decision of the Privy Council in A//orm.!)'-Gcmeral of Belize -v- Belize 

Telecom Ltd l2009] 2 All E.R. 1127, in which Lord HolTman said -

"\ 6. Before discussing in greuter detail tile reasoning of the Court of Appeal, th~ 
Board will make soille general observations ilbou: the process of implication. The 

court has no power to improve lIpon the instrument which it is calJed upon to 
construe, whether :t be a cont~act, a stallllC or articles of ussoc:utioll. It ca.nnot 
illtrorillce terms to make it fairer or more reasonable. It is concerned only to discover 
what l11C illSlrumen1 means. Howllver, lhat meaning is not necessarily or always what 
the authors or p<lTtics to tht dUClJlllt;:(lt would have intended. It is the mcal1ing which 
the instrument would convey to a reasonable person hav:ng all 1he background 
knowledge which would reasonably be available to the audience to whom the 
instrument is arldrelised: ~ee Inve.li()rs· Comp(;nSalioll Scheme Lid v Wesr Brvmwich 
BuildingSoc:iety [t9()811 1\11 ER98 at 114 115, rt998] I WLR 896 at912.913. It is 
this objective meaning which is conventiunally culloo the intention of Ull: parties, or 
the intention or Parliament, or the intention of whatever persor. or body was or is 
deemed to have been the author orthe imtrumenl. 
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17. The question of implication arises when the instrumer.L does not expressly provide 
for what is to happen when some event OCCUI":; . The must lIsual inference in slici a 

case is that nothing is to happen, If the pmtics hc.d inlcnded somcth:ng to happen, the 
instrumenT would have said so. Othel> ... ise, the express provisions of the instnnnem 
are to continue to opemte undisturbed. I f the event has loss to one or other of the 
parties. the loss lies where it falls. 

2 J. Jl follows that in every case ;11 which it is said that some provision ought to be 
implied in an instru:ncnt, :hc qucstion for Lhe court is \\-hether such a prov:sion wO'Jld 
spell OUT. in expre~s words what. the 'nstrllment., rend againql lhe relevam hackground, 
would reasonably be understood to meall. 11 will be noticed for Lord Pearson's 
speech that this question can be reformu;aLed in vmious wnys whicJl a court m<l} find 
helpful in providing an answer - the i.llpJied term must "go without saying", it must 
be "necessary to give business efficacy to the contract" and so on - but these are not 
in '.he Board's opinion to be treeted as different or additional tests. There is only one 
ljuestion: i!i thnL what the instrumenl, rcad as wholc against tile relevant background, 
would reasonably bi! understood to mean?" 

26. I emphasise three particular points arising out of Lord Hoffman's 

stalement of principle. rirst, J should construe the Credit Facility so liS to 

give it the meaning which it would convey to a reasonable person having 

all the background knowledge which would be available to the audience to 

whom it is i:U.hJrtsseJ. In lhis ~aSl: th~ "aullience" comprises experienced 

investment bunkers who ore promoting a very substantial euro denominated 

medium term note programme and highly sophisticated institutional 

investors. The contractual terms and conditions are contained in a series of 

relatively complex contractual documents, all of which have been drafled 

by well knuwll law firms whose identity is disclosed in the offering 

circulars. Second, the courts should not rewrite bargains just because they 

perceive them to be bad for one side, or just because the c.ontracting parties 

failed to predict an event which they might have considered was unlikely. II 

Thirdly, the court will not imply a term which contradicts an express lerm 

ofthc contract. 

II See the decision ufthc English CllUt1. Qf Appeal in CQ-()plilraliv~ Whi.lfc:mfc! Sociely Ltd­
v- .Vcr/ional W"slm;ns/",·!1tIJl!< PI" lJ<J95J I EGLR 97. rH'r Ilnllm~n 1..1 (as he lhen wa~) al 
page 9W-G. 
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27. Clause 5.4 expressly states that A He's nol igation to repay the 

Interest Advance will be salisfied by the paymcnt of fees. In my judgment, 

an analysis ofthc Credit Facility a~ a whole leads to the conclusion thalthis 

was inlended 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 to uo ~o . They could have stipulated that the Interest Advance be 

repaid by the borrower lo the lender by quarterly inslalments. 12 Thcy could 

have stipulated that in the event of derault ofany one instalment, the whole 

or Lhe outstanding balance or the Interest Advance would become 

immediately due and payable by the borrower. Instead, the parties chose to 

distinguish between the facility/Loan and the Initial Interest 

FaciiilylIntercst Advance. Clause 5.1 constitlltes a perlectly straightforward 

covenant on the part of the borrower 10 repay the Loan Lo lht: Icmkr un a 

detined repayment dale and Clause 14 is a conventional provision tor 

acceleration in the event of default. However, these clauses do not arrly to 

the Inlerest Advance. Instead. Clause 5.4 provides tor ABC to satisfy its 

obligation to repay the Interest Advance by an indirect means (producing a 

different, bUl economically equivalenl n:sull), details of which arc 

contained in other agreements. Imtclld of having thc benefit of a 

straightforward covenant to repay the Interest Advance (in the form of 

Clause 5.1), LCPl has the right to recover fecs calculated, not by reference 

to the amounL of the Interest Advance, but by reference 10 the amount 

outstanding on tht: Noll":s. By paying the Recovery recs each quarter until 

the Maturity Date, ADC 15 treated as having di8charged its obligation to 

repay the I nteresl Advancc. 

28. Sin<:e lhe Notes were capable of being redeemed al the option of 

the ~oteholder prior lo the Maturity date, the paI1ies had to stipulate some 

mechanism whereby ABC would be treated as h!l\'ing satisfied its 

11 'Ihe quarter ~U>S specified in thl' Ih,,·.(.Wt~I'Y Fees I.cl.lcr ure 21 January, i\pril. : uly and 
Oclo~cr . 
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obligation to pay the out'\tanding halance or the Inlerest Advance in 

circumstances where its obligation to pay Recovery Fees to LCPI had came 

to an cnd as a result of the carly redemplion or the Noles. They could have 

stipulated that ABC pay the Prescnt Value of the Unpaid Recovery fees!J 

10 Iep! as lender. They chose not to do so. Instead, they provided for the 

Issuer lo deduct Ihe Present Value of the Unpaid Recovery Fees from the 

redemption proceeds of the Noles and pay it to U1F. This result was 

achieved lhrough the Principal Protection Agreement. In the event of an 

earl)' redemplion of lhe Notes, the Principal Protection Agreement would 

tenninate and the Issuer would be liable 10 pay the narly Termination Cash 

Settlement Amount (which included the Present Value of the Unpaid 

Recovery Fees) to the Principal Protection l)rovider which was Ll.:W. In 

this way, ABC is treated as having satisfied its obligation to repay the 

balance of the Imercst Advance in the C\'cnt of un curly redemption of the 

Notes. 

29. It seems reasonably clear to me that the overall commercial purpose 

and effect of Clause 5.4 is that economic value, equivalent to the Interest 

A<.Ivance, should ullimately pass back from the Noteholder to the I,ehman 

group, though not necessarily to LCPJ. The Statement of Agreed Facts does 

not disclose why the parties chose to structure tIle Credit racility in the way 

that they did, but I think that lum bound to infer that there was some good 

commercial purpose this structure. As n matter of english law, there c.an be 

no doubt that it ~as open to the parties to stipulare that ABC's obligation to 

repay the Interest Advance should be treated as having been discharged by 

another party pursuant to a separale, but relalt:d conlracl. 

30. It is trite law that the making of a loan by a lender [0 a borrower 

creates a debt and that the lender may sue for it in the event that the 

bOl"rowcr faib to repay in accordance with is terms. Ilowevcr, it is I1lso trite 

11 '1 he Present Value of the Unpaid Rceovcry Fl'l.-S i~ u nd 1','es('J'lt vr 11I~ r.alL~1IIl1tinn done in 
t"1~ rronn('f cI~<:.t~';hl'Jl ~1l r~ [',c III of the Offer f).:lCLJmeI1L 
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law thal lhe parties to a loan agreement may slipulale thallhe borrower is 

under no personal liability to pay and that repayment may be satisfied in 

somc other way, In MaJhew -v- BlacKmore (1857) I H&N 762 Pollock CB 

said, at pages 770-771 : -

"II was argucd befoTc us on beha If 0: the piaintitl, that the fact of a loan involved in it 
a liabil:ty to pay and subjected the borrower to OJl action or debt .... On t;'le other hand 
it was argued 011 behalf of the defendant. that the lending and borrowing of money is 
like any other contract, ar.d lhat the right (If the lender Ilnd th:: liability of the 
borruwt:r l.lt:pt:ru..b upon tht: conlmcl between litem; and there was no reason why the 
ordinary rule should nof apply, viz, that where the contract is reduced into in order to 
ccfine and give evidence of the transaction Jetween the parties. that the writing and 
the writing alone should regulate their Tcspccli ... e rights and liabilities; and that the 
absence of the ordir.ary absolute covenant 10 pay in the indentur~ .... . and the presence 
or c1!lOtilL'T t;ovt:mmt wherdJY the lldel ldan', covenanted tQ pay not absolutely but only 

out or such mor.ies as should come into his harlds ... showed that it was never 
intende~ to create, (!S between him and the plailltitl the relation of creditor and debtor 

as upon sim pie IOlln of money" 

This case is relied upon in modern 3[)1ll Edition or Chilly on Contrae/,f{ for 

the proposition that it is perleetly possible for a contract of loan to provide 

that the bornJwer'~ p~rsl)[Jal liability shall be limited or thaI he shall have 

no personulliability at all. The parties to the Credit Facility were perfectly 

entitled to limit ABC'~ personal liabiliLY to the payment of Recovery Fees 

undcrthe first limb cfClallsc 5.4. 

Conclusions 

In my judgment thc Plaintitl's case is hopeless. The structure ,,\oorked in the 

sense that the express terms or the various contractual docliments were 

capahle of producing the flow of economic value which the parties must be 

taken 10 have intended, even in the events which actually happened. It is 

not necessary to imply any terms into the CrediL Facility ill order to 

produce whal, objectively, must have hoon the commercial result intended 

by the parties. Even though the Principal Protection A8teement terminated 

prior to the early redemption or the Notes, with the result that the Early 

18of20 



'[ 'ermination Cash Settlement Amount never became payable by the Issuer 

to LBF, the flow of economic value was still capable of ending up in the 

right place. The parties chose the Second Method and Loss for determining 

lhe amount pa)'~ble/Teceivabk ,lS belwt:t:n UW <lnd lhe Is:)ut:r UpUll 

termina1i()n ()f the Principal f>rotection AgreemenL. I~ There is no doubt 

that, ~s a maller or English law, LBF was enlilled 10 cl<lim lor its loss of 

bargain in spite of the fact that termination was brought about by its own 

default. ls In determi ning the close out payment amount, LBF was entitled 

to bave the economic equivalent of the Present Value of the Unpaid 

Recovery Fees brought into account, Similarly, the Issuer was entitled to 

have the c()~1 of purchasing a principal protection agreement on the same 

terms from some other provider brought into account, whether or not it 

actuflily did !;o at that time or at all. The agrced fact is that the Issuer 

assesseJ the amount lor Joss of bargain at nil and that Lor accepted this 

conclusion. There is no evidence belore the court about the way in which 

the parties actually arrive.d at this nct result. What matters for present 

purposes is thDt the oreration of the Second Melhod and Loss was capable 

of producing the intended tlow of economic value. It cannot be said that the 

conlractual structure was bound to produce a commercially unaccepLable 

result in the CVi!nts which actually happened, Lor was entitled to have the 

damage resulting from its loss of bargain brQught into account. Whether or 

not the nil amount actually reflected an amount equivalent Lo Present Value 

of'lhe Unpaid Recovery fees is beside the point. 

31. Il follows that there is no basis upon which [ can properly comtrue 

the Credit Facility in a way which involves implying an obligalion on the 

parl of ABC to pay to LCPI the balance of the Interest Advance or lhe 

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

I~ llad lhey c·'(l.~cn the: FI,.M Method, then in the cycnl or default by LUI'. puyment would 
0111y :,aIlC been one way -Ibm LDr to the Issucr, 

I~ Suprorl. ror thi~ concl~sioll may be lbulll! in the uc.:cisilln ~lr Illig!}~ J, in l,mullS -11- .JBF 
Vidh RiJr;son 11Ie: [2011]2 BC1.C 120, at rase 12!1h. 
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he contrary to the express terms nf Clause 5.4 and would amount to re­

writing the parties' commercial bargain as refiel.1ed in the express terms of 

the overall contractual structure. 

32. It also follows lhat the appointment of RES as substitute Principal 

Protection Provider lor the purposes of Clause 5.4 is irrelevant. Whether or 

not RBS was ever in a position to wdive the Issuer's obligation lo deducl 

the Present Volue of the. Recovery Fees from the proceeds of redemption of 

lhe Class 13 Shares did not have any hcming Ilpon the flow of economic 

value in accordance with the express terms of the contracts. Mr 

McCaughran submitted that Ihe purported appointment of RBS as 

substitute Principal Protection Provider for the purposes of Clause 5.4 

served no commercial purpose. I think. that he is right, but not for lhe 

reason which he gave. The point is thaI the parties' adoption of the Second 

Method and Lo~·s entitled LBF to claim for its loss of bargain in any event. 

33. The ovct"'dll result is that ARC discharged its obligations in 

accordance with the terms of the Credit Facility and both LCPI and LBF 

got what they bargruned for. I thererore dismiss the Plaintiffs claim ami 

give judgml!nt for the Defendant. 

~ 

T . Hon 1\1r .Justice Andrew J .• Jones QC 

.JUDGE OF THE (,RAND COURT 
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