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IN THE GRAND COURT OF THE CAYMAN ISLANDS
FINANCIAL SERVICES DIVISION
Cause No. FSD 15 of 2009 (AJJ)

In Open Court
11 July 2012
Before the Honourable Justice Andrew J. Joues QC

AND IN THE MATTER OF BELMONT ASSET BASED LENDING LTD (IN
OFFICIAL LIQUIDATION)

BETWEEN:
JP. MORGAN MARKETS LIMITED
(formerly known as Bear, Stearns International Limited)
Applicant
and
FINTER BANK ZURICH LTD

Representative
Respondent

Appearances:

Mr. Richard Handyside QC instructed by Mr. Andrew Bolton of Applcby {Cayman} Ltd on
behalf of J.P Morgan Markets Limited

Mr. Fraser Hughes of Conyers Dill & Pearman on behalf of Finter Bank Zurich Ltd as
representative respondent on behalf of the participating shareholders of the Fund

Mr. Simon Dickson of Mourant Ozannes on behalf of the Joint Official Liquidators of the
T'und

REASONS

FOR ORDER FOR DIRECTIONS

Introduction

1 On 5 August 2011, the JToint Official Liquidators {“the JOT.5*) of Belmont Asset
Based Lending Limited (“the Fund”) issued a sumimons seeking directions that they

say admil o proof a claim of Bear Stearns Allernative Assels Inlernational Limited
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(“BSAAIL”) in the amount of US$59,947,747.00 plus interest in respect of the Strike
vnder an option agreement entered into between I.P. Morgan Markets Limited
(formerly known as Bear, Stearns International Limited) (“BSIL.”) and the Fund dated
27 April 2007 (“the Option Agreement™). On 24 November 2011 I directed that the
summons be (reated as an application by BSAAIL, as applicanl, against Finter Bark
Zurich Ltd (“Finter”), as representative respondent 1o determine whether, upon the

true construction of the Option Agreement, BSAAIL is a creditor for that amount.

At the time the JOLs® summons was issucd, neither BSIL nor its affiliate BSAAIL
had actually submitted any proof of debt However, the JOLs had taken legal advice
from specialist Loendon counsel, Mr. lain Milligan QC, as to the interpretation of the
Option Agreement. In his wrillen opinion, which has since been disclosed to the
partics,” Mr. Milligan advised, on the assumption that Cayman Islands law is the same
as English law in the relevant respects, that the Fund was obliged to treat Bear Slearns

as a creditor.

BSIL has now submitted a proof of debt dated 7 March 2012 by which it claims the
sum of 1JS$61,208,180.21, being the emount of the Strike allegedly due and owing
under the terms of the Option Agreemneol as at that date. It was agreed that I should
make an order [or substitution to reflect that the claimant is BSIL {retker than
BSAAIL) and that the claim is for US$61,208,180.21 (rather than
USD$59,947,747.00), thus bringing the application into line with the proof of debt. It
follows that the issuc to be decided is whether, upon a true construction of the Option
Agreement, BSIT. is a creditor for the amount of its proof of debt. Having determined
this issue, I shall direct the JOLs to admit or reject the proof of debt as the case may
be. Thesc amendments have no bearing upon the substance of the matter in issuc
which is a pure point of faw to be determined upon Lhe basis of an Agreed Statement

of Facts filed with the Court on 16 January 2012 {and agreed on 13 February 2012).

Wrillen reasons [or making this order and dismissing the JOLs application for leave to appeal were
delivered on |9 Docember 2011.
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1 The Fund
2
3 4 The Fund was incorporated and registered under the Companies 1.aw as an exempted
4 company on 24 October 2003. It carried on business as an open ended investment
5 fund and was registered with the Cayman lslands Monetary Authority pursuant 1o
6 section 4(3)(c) of the Mutual Funds Law. Upon its incorporation the Fund’s
7 authorised share capital was the aggregate of USS$29,000 and €20,000 cemprising 100
8 Voting Shares of US$100 each (held by the Fund’s management) and four classes of
o Redeemable Non-Voting Participating Shares, The Class A and Class B shares are
10 dencminated in US dollars and the Class C and Class D shares are denominated n
11 Euros. Al ihs siage the only other distinction between the classes is that no
12 management and performance [ees were charged 1o the Class A shares which could
13 only be issued to funds of hedge funds under the samz management as the Fund *
14
ts 3. The Fund was established as a fund of hedge funds. The investment objective
16 described in the Confidential Informetion Memorandum dated 10 July 2006" (at page
17 13) was as follows —
18
19 “The investment chjective of the [Fund] in each ol its Classes is to maximise lorg-term
20 returns o shareholders 2y investing in a diversitied portlolio of hixed income related hedge
21 fund strategies. The [Fund] will allocate its assels o various Furd Munagers employing
22 varipus fixed income strategies, including relaive value hedge fund strategizs such as ixed
23 income arbilrage, morlgage-backed securities arbitcage and capi:al steucture arbizrage, as
24 well as direclional hedge fund stralegies such as d'stressed securities, long/shert high yied,
25 anr emerging rarkets deht.”
26
27 The use of leverage, both for liquidity purposes and investment purposes, was
28 described in the following way
29
30 “The [Fund] may uss leverage in gach of its Classes to meet redempiions or Lo enhance
31 invesiments, but such leverage shall be subjees to a maximum of one hundred and filty per
32 cent (150%) of the agpregale net assel value cf the [l'und].”
33

The Fund was promoln.d by Hatcourt Investmen; Consulting AG which is part of the Vontobe] Bankmg
Group, headquartered in Zurich, Swilzerland. 1larcout! group companies acled as invesimgp
ard investment adviser Lo the Fund.

‘The original version of the Confidential Offering Document which must have bg
Cayman Islands Monetary Authority when the Fund was launched in 2003 has not beg
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It went on to say that the Fund might establish a credit facility for any of its Classes of
DParticipating Shares, the maximum of which would depend upon the liquidity of the
invesiments of each Class. 1 was told that the Fund’s assets (which comprised shares
in other hedge funds) were in fact treated as a single portiolio and not allocated in any
way Lo particular share classes. The risk factor associated with the use of leverage was

described (at pages 19- 20) as follows —

“The |Fund] may, in the sole discretion of the [nvestment Manager, leverage its invesiment
posilions by borrowing funds, which will typically be secured by the [Fund’s| sceurities and
oher asscts, [rom securities broker-dealers, banks or others. Such leverage will be subjeel lo
a maximum of one huncred and [y per cent (150%) of the aggrepale nel assel value of the
liund.”

“Borrowing maney lo purchase securities may provide the Invesiment Manager with the
opporunity for greater capital appreciation tut, al the same time, will increase the [Fund's|
exposare 1o capltal risk and higher current cxpenses. Mareover, if’ assets under management
are not sufficient to pay the priacipel of, and interesl on, the debl when cue, the ['und] could
sugtain ¢ total loss of its investment,”

Finally {at page 23}, it stated that —

“If lpsses or liabilities are sustaired by a Class of Sharcs in excess of the assets attribulakle
to such class, such sxcess may be aprorticned Lo the otber Class of Shares. It is nol possible
1o isolate or pratect the asseis atirihuiahle (0 one Class of Shares from Lhe lizhiliCes
atributable to the other Class of Shares are insufficient (o salisly Lhe liabililies atributable to
such Class of Sharcs. While cfforts will be made (e cortract with partiea cn 1 “limited

recourse™ basis, there is no guarairiee that the Compeny will be ebls 1o attain such result.”

Whether or not the Fund actually employed leverage at this point in its trading

histery is not addressed in the evidence.
Introduction of Ieveraged share classes and rthe execution of the Option Agreernent

0. In April 2007 the Fund’s memorandun and articles of association were amended to
provide for the issue of leveraged and non-leveraged classes of Participating Shares
{or levcraged classes with different levels of leverage).” Four additional classes of
Participating shares were created and described as Class A+, Class B+, Class C+ and

Class 1D+, Thus, an investor wishing to make a Furo denominated investment could

| use t1e expression “leveraged shares” or “leveraged share classes™ 1o mean
exposure to the Fund's investment performance and “unleveraged shares”

4 of 22




L e o

choose between an unleveraged exposure to the Fund’s investment performance by
subscribing for Class B shares or a leveraged exposure by subscribing for the Class
B+ shares. In addition, the amendment provided for the creation of a new class of
parlicipating shares, the Class F Shares, which could be issued only to a credit
provider. For reasons which will become apperent when [ describe the terms ol the
Option Agreement, it is reasonable to infer that the creation of the Class F shares must
have been done with the Option Agreement specifically in mind. Thereafler, Lhis
structure remained unchanged. Nothing tarns on the fact that the aggregate amount of
the authorised share capital and the number of classes of participating shares was
increased on two subsequent oceasions. Henceforth, 1 use the expression
“Memorandum and Articles of Association” to mean the Fund’s memorandum and
articles of association as amended und re-stated on 19 Apeil 2007. It is this version of
the document which forms part of the factual matrix relevant to the construction of the

Option Agreement.

At the same time as amending the Memorandum and Articles of Association, the
Fund’s directors re-wrole ils offering document. Henceforth, | use the expression
“Confidential Information Memorandum” lo mean the version dated Aprii 2007.
Three subscguent versions were issued but it is the April 2007 version which is
relevant for present purposes. The description of the way in which the 'und will
employ leverage and provide some, but not all, of its investors with a levereged
exposure to its performance was changed and re-stated in Section 3 of the

Confidential Information Memorandum as follows -

“The Frnd may use leverage neach of is Share Classes to meet redemplions, to bridpe-
finance new Investmenlts for FX margin purposes, or lo enhance :nvestments. Such leverage
shall e subjecl to a maximum of 50% of the aggregate Nel Asset Value of the relevani Share
Classes (or 1.5 times leverage) in the case of Classes A, B, BB, C,CC, D, DD ard I apd
150% of the aggregate Nel Assel Value of the relevant Share Classss (or 2.5 limes leverage)
in the case of Classes A—, B+, C+, D4. Nolwithslanding ths forzgoing, the [nvestment
Manager anlicipates thal leverage for Classes A+, B+, C+, D+ will, on average, be around
100% of the aggrezate Net Assel Value of those Share Classes (or 2 Limes leverage). The
Fund may cstablish a cradit [acility or a derivativz strvcturs 10 prov.de leverage for any of its
Classes of Participatirg Shares. The maximum leverage depends on the liquidily of the
investmenis of cach Class of Participating Sheres. The Fund will be able lo borrow, repay
and re-borrow amounts urder the leverage facility. Such everage lacilily may bz utilised to
enable the Fund to establish the desired invesimenl exposure and/or to cover the margin

raquirements for a currcacy hedge.”
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This statement means that the Fund will employ leverage for bath liquidity purposes
(financing recemptions, bridge-financing new investments and financing foreign
exchange transactions) and investment purposes (which is what is meant by the
expression “to enhance investments”). For the purposes of this application, T am
concemed only with the way in which it employed leverage for investment purposes.
This statement reflects that the directors intended to issue fwo categories of shares,
one with a maximum of 1.5x leverage and c¢ne with a maximum of 2.5x leverage. |
was (old that in facl the Class A, B, BB, C, CC, D, DD shares were unleveraged and
the Class A+ B+, C+ D+ shares were leveraged 2x.% For present purposes, the
relevant point is that the Fund intended to issue two categories of shares having the
benefit/burden of differential levels of leverage. Whether it was “unleveraged and
leveraged 2x” or “leveraged 1.5x and leveraged 2.5x” makes no difference o the

relevant factual background.

Section 14 of the Confidential Tnformation Memorandum further describes the risks

associated with employing leverage tor invesiment purposes as follows :-

“14.3 Risk of Leverage
The Risk of leverage needs 1o be consicered at the partfolio level, the class level and within
the invesiment vehicles that the IFund invests into.

Portfolio Level

The Fund may, at (e sole discretion of the Investment Manager, leverage ils invastmant
positions by borrowing funds, which will typically be secured by the Fund's sccurities ad
other asse:s, from securilies broker-dealers, 2anks or olhers  Rorrowing maney tn purchase
securitics may provide the Investment Manager with the opportunity for greater capital
appreciztion bul, at the same time, will increase the Fund's exposure Lo capital risk and

higher current expenses. Moteover, it the assels under menagement are nol sufficient te pay
the principai of, and Interest on, the debt when due, the Fund could suslaia a tolel loss of its
investmeni. As such, the Fund’s exposure 10 capilal risk is enhanczd.

Class [evel
Fach Share Class may employ different levels of leverage as described under “Investment
Objective” above. The Direclors will atlempt to ensure that a Shareholder’s interest will be

For the sake of completeness, T point cut that acdilianal lzveraged share classes were created later, afler
the execulion of the Option Agreemenl, but this fact has no bearing vpon the issue te bz deeided in this
application. By th: commencemert of the liquidalon there were |9 classes of participalirg shares open
Lo investors, namely unleveraged Classes A, B, BB, C, CC, D, and DI and leveraged Classes A+, D+,
C+, D+, B2+, C2+, D2+, BB+, CC+, D3+ and B2+ Dividend. The oaly cther share clesses were (g

name o[ BSAATL, presumably as custodian for BSIL.
60f22




11.

limited to the assels and iabililics represented by the Share Class in which he Tnvests.
Investors should, however, b2 aware thar in an event a c.aim is made against the Fund, if the
assets altributable to ¢ Shere Class in respect of which :he claim is made are !nsufficient to
cover such claim, then the cradilor may have recoursc Lo the assels zttributable lo other Share
Classes, As at the date of this In‘ormation Memorandum, the Directo:s are rot aware of any
such existing or conftingeni liab lities. Y our alieation is drawr: to “Cross Class Liability”
below.
The distinction between “portfuliv level leverage™ and “class level leverage” was not
made in the previous version of the offering document and clearly reflects the
decision made in April 2007 to issue classes of shares which will have the benefitfrisk
of leverage (or higher leverage) and classes which will not. With effect from the 1
May 2007 Subscription Day new investors could choose belween investing in shares
offering an unleveraged exposure or shares offering a leveraged exposure 1o the
Fund’s performance. The latter share classes are identilied by the suifix " + ". The
Olfering Dovumnenl contemplates a maximum leverage target level of 2.5x, but the
actual target level was 2x because that was the target provided for under the terms of
Appendix B of the Option Agreement. Existing shareholders were given the option ot

“switching”™ their investments info one of the new share classes offering a leveraged

exposure, as described in Section 8 of the Confidential Infermation Memorandum.

It is implicit in this arrangement that orfy those who subscribe for the leveraged share
classes should have the advantage of potentially enhanced returns and bear the
correspanding risk of potentially greater losses. | agree with counsel for Finter that
this arrangement would nol make commercial sense if those opting for the
unfeveraged shares are exposed to the risk of leverage, but have ncne of the benefit.
This point is eddressed in those parts Confidential Infermation Memorandum (quoted
abnve) which discuss the distinction between portfolio level leverage and class level
leverage. It states that ““The Directors will attempt to ensure that a Shareholdet’s
interest will be limited to the assets ard liabilities represented by the Share Class in
which he invests”. However, the Fund was not incorparated as a segregated portfolio
compeny under the provisions of Part XIV of the Companies Law and so this result
could be achieved only by contracting with its credit provider on terms that ils
recourse weuld be limited (o the assets attributable to the Share Class for whose
benefit the credit has been obtained. The risk of not achieving this result is described

in Section 14.5 of the Contidential nformation Memorandum in the [cllowing wa
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The Fund has twelve Share Classes and (urther classes ol shares may be creaied in the fuiure.
However, the Furd 1s a single legal caiity and all of the assels of the Fund may be available io
mcel Lhe Fund’s Labilities, regardless of the separate porifolio i which such assets or
liabilities are altributable. Tn practice, cross class liability will usually only arise where the
Class beccmss insolven! or exhausts ils assels and is unable (¢ meet all of is liabilities. I[n
this case, all of the assets of the Fund attributable to Lhe other Classes may be epplied to

cover the liabililies of the insolvent Class. As al the dale of this [nformat.on Memorandum,
the Direclors ure nol aware of a1y such existing or contingent liability.”

Clearly, the Fund’s directors would not have contracted with a credit provider with
the intention of preferring the leveraged shareholders at the (potential) expense of the
unleveraged shareholders, but as counsel for BSIL rightly pointed out, the subjective

intention of the directors is irrelevant to the issue T have 1o decide.

The Option Agreement

12.

1t is against this [actual backiround Lhat the Oprion Agreement was executed on 27
Arril 2007. Commercially, this whole arrangement took effect as of 1 May 2007,
being the next Subscription Day upon which new investors could subscribe for
leveraged shares and existing investors could switch into leveraged shares, Belore
turning o the actual terms of the Option agreement, it will be helpful to illustrate, by
reference to a simple hypothetical example, how the provision and application of
leverage worked. Assume that, at inception, two investors decide to invest $1m
cach. Investor #1 subscribes $1m in consideration for the issue of 10,000 unleveraged
Class B shares at a price/NAV ol $100 per share. Investor 42 subscribes §$1m for
10,000 leveraged Class B+ shares at $100 per share. In consequence of [nvestor #2°s
subscription, the Fund then pays $1m to BSIL which in turn subscribes $2m for the
issue of 20,000 Class F shares. At that point thc Fund has gross asscts of $3m; the
Fund’s NAV is $3m, $1m of which is attributable to the NAV of the unleveraged
Class B shares, $2m of which is aftributable to the Class T shares, frain which the
NAY of the Class B+ shares is derived after deducting the value of the Sirike ($1m).

Assume that, as at the end of the first year, the market value of the Fund’s asse:s has

B of 22
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deemed to be $3.6m. The calculation is $3m (subscribed capital) + $0.6m (capital
appreciation) = $3.6m. Investor #1, who is exposed t tke Fund's unleveraged
performance, is trealed as having an NAV of $120 per share, reflecting a positive
return of 20%. The calculation is ($31m + $0.2m) = $1.2m + 10,000 shares = $120 per
share. Investor #2, who has the benefit/risk of the Fund’s leveraged performance, is
treated as having an NAV of $135 per share. The calculation is $2m 1 $0.4m -
S1.05m = $1.35m ~ 10,000 shares = $135 per share, reflecting a positive return of
35%. In this way the amount of the Strike ($1.05m) is treated as if it was a liabilily
attributable to the Class B+ shares only. Assume thal Investor #2 decides 1o redeem
his shareholding at this point. BSIL will redeem its Class F shares which are treated as
having an NAV of $2.4m (being $2m subscribed capital plus 20% appreciation). The
Fund pays the redemption proceeds of $2.4m to BSIL. Having reduced the value of
the Strike to zero (from $1.05m), BSIL then pays the Cash Seltlement Amount
{$1.35m) to the Fund, which is the amount of the redemption proceeds payable to
Investor #2 in respect of 10,000 Class B+ shares at $133 per share. Conversely, 1t the
market value of the underlying assets of the Fund falls by 20% over the period, the
result is as follows. The NAV of Investor #1°s unleveraged Class B shares is treated
as having fallen to $80 per share reflecting a negative return of 20%. The NAVY of
Investor #2's leveraged Class B+ shares is treated as having fallen to S35 per share,
reflecting a negative return of 45%. In this scenario, the redemption proceeds of the
Class F shares i3 $1.6m (32m capital invested less deprecigtion of $0.4m).  After
reducing the value of the Strike to zzro, the Cash Settlement Amount is $0.53m. In
¢ither scenario, BSIL is able 1o reduce the value of the Strike to zero by deducting the
whole amount from the redemption proceeds of the Class F Shares, thereby earning a
return of % by reference to LIBOR + 70 basis points. 'The issue I have tc decide is
what happens, upon a lrue c¢onstruction of the Option Agreement, if the Fund’s
underlying assets depreciate to such an extent that the redemption proceeds of the
Class F Shares is less than the amount of the Strike Finter’s case is that nothing
should happen. BSIL argues that [ should imply a payment obligation which would

have the legal effect of turning the  Option Agreement into a [oan agreement.

As counsel for BSIL says, it is apparent fram this illustration that BSIL’s subscription
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making a loan to the Fund under a credit facility with an initial loan to value ratio of
50%. However, it seems to me thal when an investment bank and a hedge fund cnter
into a derivate transaction intended to creale an ecoromic result equivalent i a loan
agreement, 1t is not open (o the Court to re-write the transaction by turning it intc an
actual loan agreement. Taking this peint one step further, Finter’s case is that on its
irue construction the Option Agreement was intended 1o produce a result which is the

economic equivalent of a limited recourse loan facility agreement.

The express terms of the Option Agreement

14,

The Option Agreement is conrained in a confirmetion letter dated 27 April 2007 (“the
Confirmation™) which is subject to and incorporates the 2000 [SDA Definitions and
the 1992 ISDA Master Agreement. The Trade Dzate of the Option Transaction was 27
April 2007 and BSIL is the Seller and the Fund is the Buyer. Tt is expressed (o be
governed by English law and the parties have agreed that the applicable English law is
the same as Cayman lslands law. I am indebted to BSIL’s counsel for his carcful
summary of the express terms which T have largely adopted in the following

paragraphs.

The Option Terms are stated in the Confirmation as follows:-

“This Transaction is un Oplivn Transaction under Section 10.1(c) of the Delinitions; und this
means, inler alia, lthat |BSIL] has granizd the |Fund] the right to cause [BSIL] to

eithar (1) pay the Cash Setllemenl Amounti(s), 1f any, oa the Cash Selllement Paymenl Date(s}
o1 (i) transler o the [Fund] the Reference Lund Skares on the Physical Settlzment Date
against payment cf (he S'rike, in the case of an election of Physical Sett_ement.”

In essence therelore, the Fund was granted an option to bring about the transfer to it
of the Reference Fund Shares (meaning Lthe C'ass ¥ shareg), either through redemption
of those shares or physical delivery of them. Upon exercise of the Option, the Fund
was entitled to receive either a cash payment in the amcunt (if any) by which the
redemption procceds of the Reference Fund Shares exceeded the Strike, or physical

delivery of the Shares,

10 0f22
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18.

On the Premijum Payment Date, namely 27 April 2007, a Premium’ of US$10,700,000
{thc “Initial Premium™) was Lo be paid to BSIL by the Company in the form of
US$1,700.000 in cash and Class F Shares to the value of US59,000,000.

The Option Agreement provided that the Premium might be increased from lime (o
time in accordance with an Option Premium Increase through Transfcr of Shares.
Under this mechanism, the Fund could, on no less than two Business Nays® prior
writlen nctice, increasc the then current Premium by transterring, or procuring the
transfer of, Shares of the Reference Fund o BSIL or any of its affiliates prior to such
Business Day. The result of such a transfer would be to reduce the Leverage Facior,
but not the Strike, under the Option. The Premium could similarly be decreased from
time to time under an Oplion Premium Decrease through Transfer of Shares, by which
the Fund could, again cn no less than two Business Days® prior written notice,
decrease the then Current Premium by having the Seller or any of its affiliates transfer
Reference Fund Shares to the Buyer. An Opficn Premium Increase and an Option
Premium Decrease were both subject to BSIL’s approval, such approval being subject
lo (among other things) the composition of the Reference Fund Basket being
compliant with the Investment Guidelines sel out in Appendix D and, in the case of an
Opticn Premium Decrease, the Leverage Factor following such decrease not being

higher than the Maximum Leverage Factor.

As of the Commencement Date (27 April 2007), the Sirike was a US$ amount equal
to US$10,700,000. Tor any Business Day after the Commencement Dale, the Surike
was a USS$ amount calculated in accordance with Appendix A ta the Confirmation. [n
essence, the Strike on a given Business Day was to be calculated by applying a
formula to the Strike on the previous Business’ Day (called “Sirike.;™). The
commercial effect of the formula is equivalent to BSIL charging interest on the Strike
for the previous Business Day at US$ daily LIBOR plus a margin of 70 basis poinls.

On 30 November 2007, the definition of the Strike was amended so that where the

“Premium” is defined In Seciion 11.3{a) of t1e 2000 ISDA Deliniilons 28 meaning, “in ruspect of an
Option Transaclion and in respect of a Premium Payment Dawe, the amount, if any, het is specified as
such in the related Conflirmation (or delermined parsuant o a mcthod spzcified for such purposaiend
subject to any applicable condilion precedent, is payable by Buyer to Seller on the Prumm.e@dh}n _

Date or on each Premium Payment Date if more lhan one is spectfied.”

11 0f22
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Strike for the previous Business Day exceeded the Maximum Strike, it would be

increascd by the application of an additional 65 basis points.

The Confirmation provided that the Strike might be adjusted following an QOption
Deleveraging, a Strike Increase by Payment of Cash to Buyer, a Strike Decreasc by
Payment of Cash to Seller, or Additions to / Removals from the Reference Fund
Basket. In summary, these operated as follows. A Strike Increase by Payment of
Cash to Buyer could be effected by serving a Notice on BSIL to increase the Sirike,
provided thal the increase was approved by BSIL. Such approval was subject to
(among other things) the resulting Strike not being in exccss of the Maximum Strike,”
and the Leverage Factor’ following such Strike Increase not keing higher than the
Maximum Leverage Factor.'® The definition of Strike Increase by Payment of Cash
to Buycr cxpressly provided that as a consequence of such a Strike Increase, the value
of the Option (to the Fund/Buyer) would decrease by the Strike Amount Increase. A
Strike Decrease by Payment of Cash to Scller would occur where the Fund/Buyer
requesied a decrease of the Strike by Lransferring a specified US$ amaunt (of not less
than US$100,000) to BSIL. The definition of Strike Decrense by Payment of Cash to
Seller expressly provided that as a consequerce of such Strike Decrease, the value of

the Option {to the l‘und/Bayer) would increase by the Strike Amount Decrease.

Additions to ar Removals from the Reference Fund Basket could be effected by BSIL
following a written request from the Fund/Buyer specifying the number of shares of
the Reference Fund that it wished to add to or remove from Lhe Relerence Fund
Basket together with the most recent NAV of such Shares. BSIL was then required to

confirm to the Fund/Buyer whether such Addition(s) or Removal(s) were approved,

Tre Maximom Strike was initially USS820m, subject to any incrcase apreed by the partiss. The
Maximm Sirike was subsequenty increased under Amerdment Apreements daled as of 30 May 2007,
28 June 2007 and 30 July 2007 o USE3Dm, [1S850m and US$80m respeciivaly. The srovision in the
definition of Strike Increase by Payment of Cash to Buyer wherehy the resulting Strike conld nal excecd
the Maximum Strike wag amendzd by an Amendmenl Agreement dated as of 30 November 2007 so that
the resulting Strike could with BSIL’s consent exceed the Maximum Strike.

The Leverage Faclor was to be calculated in accordance with @ formula sel aut in Appendix B of the
Confirmution. It was o be celcalated on a given Business Day by laking the value of the Reference
Fund Shares and dividing it by the amounl by whica that valus oxoeeded the Strike on that day.
Eftactively, it was the commercial equivalent of a loan to value ratio stipulated undep sesstm

facilily agrecment. ‘\D 0
Y*-

The Maximum Leverage Factor was 2.2% leverage.
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such approval being subject to {a} the composition of the Reference Fund Basket
being compliant with the Investment Guidelines set ocut in Appendix D w the
Confirmation, and (b) in the case of Additions only, the resulting Leverage Factor
(having 1aken into consideration any pending adjustment to the Strike'') not being
higher than the Maximum Leverage Factor and the resulting Strike not being in
excess of the Maximum Strike.!? Removal(s) from the Reference Fund Basket could
also be effected where BSIL determined in good faith and in a commercially
reasonable manner that such Removal{s) were necessary to comply with the Option
Deleveraging provisions set out in Appendix B to the Confirmation and/or to cure any

of the Structural Events set out in Appendix C to the Confinnation.'?

Under the Option Deleveraging Provisions, if on any Business Day the Maximum
Leverage Factor (2.2x) was exceeded, a Reallocation Event would occur and within
10 Business Days of such occurrence, the Fund/Buyer was required to take one of
four identified steps to reduce the Leverage Factor to the ‘larget Leverage Factor (2x).
[f the Fund/Buyer did not take one of those steps within the 10 day time period, BSIL
was entitled to submit redemption notices for Shares in the Reference Fund for an
amount equal to the Redemption Amount as of the next possible redemption date, and
the Sirike weuld be adjusted effective on the date of receipt of the redemption
proceeds in accordance with the definition and formula of Strike_; contained in

Appendix A.

The Option was exercisable by the Fund/Buyer during the period commencing on
{and including} the Commencement Date (27 April 2007) ard ending on (and
including) the Expiration Date. The Expiration Date was defined to mean the earlier

of (a) the first Exercise Business Day of May 2012 (“the Scheduled Expiration

L3

Where BSIL or any of its affiliates subscribed for or purchased Referance Fand Shares in connecllon
wilh an Addition of Reference Fund Shares, the Sirike was to be increased by uny cash amouni paid v
BSIL or any ol its affiliates for those shares. Conversely, where BSIL or any of its affiliates redeemzd
or sold any Reference Fund Shares in connection with a Ramoval from the Reference Fund Baskal of
Reference Fuad Shargs, the Strike would be decreased by any cash amount received by BSIL or any of
its affiliates on connection with the redemption cr sale of such Sharas.

This provision wus amerded by an Ameadmenl Agreement dated as of 30 Novoniber 2007 so thal the
resulting Strike could with BSIL's consent exceed the MaxImum Strike,

The Siructaral Eveats are defined to include such things as the commencement of a cepulalor

13 0f 22
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Date™), meaning that the Option Agreement would expire at the end of a 5 year term
on 1 May 2012; (b) the LCarly [xpiration Date (if any) designated by BSIL in
accordance with Appendix C to the Confirmation; and (¢) any anniversary date of the
Commencement Date (27 April 2007) notified by BSIL to the Fund/Buyer with ne

less than 6 calendar months’ prior written notice.

The occurrence of a Designation Event, as defined in Appendix C 1o the
Ccenfirmation, entitled BSIL to designate an Early Expiration Dale. The [Designation
Evcnts, as dotermined by BSIL acting in good faith and in a commecrcially rcasonable
manner, included (1) the Reference Fund’s NAV declining by maore than 10% n any
given celendar month, and (2) the Reference Fund failing to report its NAV on a
monthly basis or delayed its reporling by more than 10 Business Days, both of which

actually happened in September 2008.

The Option Agreement provided for Cash Settlement unless the Company elected lor

physical settlement. The Cash Settlement Amount was defined as follows:

“In respect of & Cush Sewlement Payment Date, an amount calculazed in respect of the

immedialely preceding Reeeipt Date, equal La:

)] USD 0, if 5trike, as of such Receipt Date is higher that USD O ar

{iiy if Strike, is equal to 0 as of such Receipl Dale, the redemption proceeds received by
Seller or any of its alfiliztes on such Receipt Dale.

For the avoidance of doubt, upon Option Exercize (and subject to “Election for Physizal

Setilement” below), the 'l amount of Reference Fune Shares shall be redezored and

correspondirg proceeds will go first towards reducing the Srike, bafore being paid to Seller

cnly when the value of the Sirike is equal 10 zero,”

“Cash Setilement Payment Dates” were defined as the second Business Day following
each of the Receipt Dates, provided that no Cash Settlement Payment Date would
oceur after the second anniversary date of the Expiration Date “Receipt Dates” were

in turn defined as:

“Ezch day {or, if such day is not a Business Day, the nexl following Business Day) on which
Seller or any of ils affiliales receives redemption sreceeds with respect o Reference Mund
Shares redeemed In conjurction wita the exercise of the Oplion.”

two business days after receipt of the redemption proceeds of the Class F sharg
14 of 22




The Election far Physical Sctllement term in the Confirmation provided that upon
exercise or deemed exercise of the Option (other than following rthe occurrence of a
Designation Event as defined in Appendix C), the Fund/Buyer had the right to elect

physical settlement by giving irrevocable notice to BSIL. T further provided:

“IT Buyer elacts for physical seitlement pursuant to the provisions of the preceding

paragraph, Seller will, to the exient practicable, t-ansfer io Buyer or (o the Buver’s designee
the Relerence Fund Shares comprising the Reference Fund Basket agalnst payment by Buyer
1o Seller of the Strike Pr'ce on the Physica! Secitlement Date.

I, following an election by Duyer [or physical scttlement, Scller determines (acting in good
faith and in a commercially reasonable marnner) thal it fs not practicatle to effect physical
seliement, then Seller shall nolily Buyer as soon gs practicable and the Optior. shall be

sellled in Cash, notwithstand:ng the election by Buyer for physical settlemeni.”

I agree with counsel for the parties that the words “against payment by Buyer of the
Strike Price” imply a payment obligation. A payment obligation crcates a ljability on
the part of the Fund. These words are to be contrasted with the concept of “reducing
the value of the Strike to zero” which is employed in the detinition of the Cash
Settlement Aunount. This concept is employed to produce the same economic resull

wilhout craating a liability on the part of the Fund.

The termination of the Option Agreement

27.

By 2 notice dated 3 September 2008 BSIL notified the Fund of the Expiration Date in
accordance with sub-paragraph (c) of the definition of the Expiration Date, thereby
lerminating the Option Agreement on its next anniversary date which was 27 April
2009. [n fact the notice mistakenly specified 30 April rather than 27 April 2009 as the

anniversary date, but nothing turns on this point.

On 15 September 2008 Lehman Brothers filed for bankruptey, thus precipitaling a
market collapse. On 19 September 2008, BSAAIL submilted a request for
redemption of Class I Shares to the value of US$8,800,000 on 20 September 2008 in
respect of which the Fund subsequently paid proceeds by three instalments totalling
18$3,308,868, particulars of which are set out in the schedule ro BSIL.; ¥
debt.
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The NAV of the Reference Fund [ell by 17.64% in the month of September 2008,
This constituted a Designation Event as defined in Appendis C, thereby entitling
BSIL to serve a further notice on 22 October 2008 (expressed to supersede the 3
Septemter notice) designating a new Expiration Date of 31 December 2008, thereby
terminating the Option Agreament on that date. Under the torm of the Confirmation,
the Option was deemed to have heen exercised on that date and the Cash Settlement
provision became applicable. At the same time BSAAIL, as the registered holder of

the Class F shares, gave nutice ofits intention to redeem Lhem on 31 December 2008,

Shortly thereafter, on 27 October 2008, the Fund’s board of directors resolved (1) to
recommend to the sole voting shareholder that the Fund be wound up voluntarily and
(2) to declarc an immediatc suspension of the calculation of the NAV of all classcs of
Participating Shares and accordingly of all subscriptions and redemptions of such
shares, The Fund's investment manager did not accept this advice and more than a
vear later, on 26 November 2009, BSAAIL issued a winding up petition on the just

and equitable ground in its capacily as the registered holder of the Class F Shares.

The law relating to construction of commercial confracts

31

The applicable English and Cayman Islands law relating to the interpretation of
contracts is wecll scttled and requires the court 1o determine what the partics meant by
the langnage used. This involves ascertaining what a reasonable persan having 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 would have undersiood the
parties to have meant. The applicable principles have been discussed in many cases,
most notably by Lord Hoffmann in fmvestors Compensaiion Scheme Ltd v West

Bromwich Building Soctety [1998] | WLR 896, in which he said (at pages 912-913) -

“The principles may be summarised as follows

(1) Interproization is the ascertainment of the meaning which the documen: would

convey to a reasonable person having all the backgreund knowled ge which would

reasonably have been available to the parties in :he situation in whick they were al : ‘\D

Q? n
f

time of the contract.

)
i
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32.

{2) The background was [amously rzferred to by Lord Wilberforce as the ‘matrix of fact®, but
this phrase is, if anything, an understaled descriplion of what the backzround may include.
Sulject Lo the requirement that it stould have been reasonably available to the partics and Lo
the exception to be mentioned next, it includes absolutely anylhing which would have aftected
the way in which the language of the document would have been undersioond by a reasorable
man.

(3) The law excludes lrom the admissible background the previous negotiations o7 the parties
and their declarations of subjactive intent. They are admissible enly in en action for
rectification. The law makes this distinclion Tor reasous of pracical pulicy and, in this respeot
only, legal interpretation differs from thz way we would interpret utteraaces in o-dinary li'e.
‘The boundaries of this excepticn are in sore respec:s unclear. Bul this is nol the sccasion on
which to explore them,

(1) The meaning which a document {or any other uterance} would convey to a reasonable
man is not the same thing as the meaning of ils words. The mzaning of words is a matler of
dictionaries and grammers; the meaning of the document is what the perties using those words
apainst the relevant beckground would reasonakbly have been undersiood 10 mean. The
background mey not merely enable the reasonable man to choose belween the possible
meanings of words which are ambigucus bal aven {as oceasionally happens In ordinary life) Lo
concluds rhat the parties musi, for whatever reason, have used the wrong words or synlax:
see Monnal invesiment Co Lid v Eagle Stur Lije Assurance Co Lid [1997] AC 749,

{5} The ‘rule’ that words should b2 glven taeir *natural and ordinary meaning’ reflects the
commonsense proposilion thal we do no: easily accepl thal people have made lirguislic
mistages, particularly in formal documents. On the other hand, if’ one would nevertheless
conclude from the backzrouad that something must have gone wrong wilh the language, the
law dpes not require judges to attribute Lo the parties an intention whica they plainly cculd not
have had. Lord Dipleck made this poind more vigorously when he said in Amaios Compania
Meviera S4 v. Safen Rederierna AR, [1983]) AC 191, 201: ‘if delailed semantic and syntaclical
anulysis of words in a commercial contract is going o be lead to a conclusion that Houis
business common sanse, it musl be made to yield ro business cominon sense.'

Where the language used by the parties has more than one potential meaning, so that
there are (wo possible constructions, it will generally be appropriate for the Court to
prefer the construction which is most consistent with business common sense. Rainy
Sky 84 v, Kookmin Bank [2011] 1 WLR 2900, per Lord Clarke at paragraph 30;
Reilly v. Naiional Insurance and Guurantee Corporation Ltd [2008] EWCA Civ 1460
per Moare-Bick LJ at paragraph 10; and Selder AG v. Wickhman Machine Tool Sales
Led [1974] AC 235, in which Lord Reid said {at page 251E) —

“The [act that g particwlar construction leads (© a very reasotable result most be o relevant

consideralion, The more unreasonable the resull the mere unlikely it is thal the parties can

have intended it, and il they did inlend il ths more necessary t is hat they shall make their
intention abundanily clear.”

The question ol implying a term arises when the contract docs not cxpressly provide
for what is to happen when some event occurs. Where the reasonable addressee

would understand, reading the other provisions of the contract against the relevant

. . - T

background, that the parties must have intended that semething is o happc‘ggfg@!;@f oy
i 27
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this is what the contract must mean even though it does not expressly say so, the
Court will imply a term as to what will happen if the event in question ocours:  see
Attorney General of Belize v Belize Telecoin Lid [2009] 1 WLR 1988 at paragraphs
|7 and 18 in which Lord Hoffmann said -

“[16] Belure discussing in grealer detail she reasoning of the Court o7 Appeal, ths

Board will make some general observations about the precess of implicaton. The

Court has ne power Lo improve upoen the instrument which it is cal.ed upon e

construg, whether it be a conrgel, a statute ot anlcles of essocialion. 1Lcannol

introcuce ermis to rrake it tairer or more reasonable. It is concerned only to discover

what lhe instrument mesns. Howzver, that measing 1s nol necessarily or always

whal the authors or perties Lo ke Jdocument would have intended. 1t s the meaning

which the instrument would corvey Lo a reasonable perscn having all the background
knowledge which would reasonably be available (o the audience to wharr the

iastrumenl is addressed: see fuvestors Compensation Scheme Lid v West Bromwich

Binlding Society [1998] 1 WLR RBY6, §12-G13. IL s this objective meaning which is
corventionally called the intention of the parties, or the intention of Parliament, or

the intention of whatever person or body was or is deemed to have been the author of

tie instiunent.

[171 The quasiion of implication arises when the instrument does nct expressly provide Jor
whal is 1o happen when sonie event occurs. ‘The most usual Inference in such a ¢ase is (hal
nothing is 10 happen. If the parties had intendcd something to happen, the instrument would
have said so. Otherwise, ths express provisions of the instrament are to conlinue to operale
undisturbed. If the event has caused loss to one or other of the parties, the loss lics where it
falls,

[18] In some cases, however, the reasonable addressee would understand ths

ins:rument Lo mean something else. He would consider that the only meaning

consizlent with the other provisions of the instrument, read against (he relevant

background, is thal scmething 's 10 hagpen. Ths event in question is to arfect Lhe

rights of L1e parties. The instrument muy nol have expressly said so, but Lhis is what

il must mean, (1 such a case, it is said that the Ceurt implies a 1erms as 1 what wilt happer. if
the event in question oceurs. But the implication of the (erm is notan addition to the
ins:rument. It only spells out whal the instrument means,”

Construction of the Option Agreement

34.

The Election for Physical Settlement contains an express provision for the payment of
the Strike and counsel are agreed that it creates a payment obligation which arises
only if and when the Fund makes this election. In contrast, neither the delinition of
Cash Settlement Amount (quoted in paragraph 24 above) nor any other provision of

the Option Agreement contains any express provisicn for payment of the Strike upon

cxptessed s that the partics intended to achicve an economically equivalent =-.---' ol

&y

a different mechanism, namely the redemption of the Class F shares and pa;
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35.

36.

BSII./Seller of the Cash Settlement Amount to the Fundeuyer. The mechanism for
determining what, if anything, is payaktlc by BSIL involves reducing the value of the
Strike to zero. This is the mechanism whereby BSII. receives value for the Strike
without imposing a payment obligation upon the Fund. This begs the queslion, what 1s
to happen if the value of the Strike is greater than the redemption proceeds so that it
cannot be reduced to zere in this way. In my judgment nothing is to happen. The logss
rests with BSIL, because the transaction is intended, in this event, o have a result
which is economically equivalent to a limited recourse loan. Implying into thc Option
Agreement a payment obligation — whether it be an independent obligation to pay the
Strike in full or an obligation to pay the halance, arising only in the event that the
value of the Strike cannot be reduced to zero by application of the redemption

proceeds - is Lo re-write the parties’ contract, which I am net entitled to do.

Any investment bank must understand perfectly well the risks associated with
providing credit on a limited recourse basis. It cannot be said that it is inherently
unlikely that BSIL would undertake any such risk having regard to the factual
background in this case. T find it impossible to avoid the conclusion that an essential
part of the Oplion Agreement was to provide the Fund with credit for the purpose of
providing some investors wilh a leveraged exposure to its performance, whilst at the
same time providing others with an unleveraged exposure or an expasure at a
different level of leverage. In order to achieve this result, the Fund must be able to
treat the amount of the Strike as a “liability” of the leveraged share classes only. The
purpose of the Option Agreement was to achieve this result, which is not contrary to
business common sense or unreasonable in any way. Except in respect of the E'ection
for Physical Settlement, the draftsman has carcfully avoided using language which

might tend 1o suggest the vreation of a payment obligation.

Any lender whose recaurse is limited to the proceeds of the sale of a particular assel,
in this case the Class F shares, is exposed to market risk. By the express terms of the

Option Agreernent, BSIL hedged its market risk in various ways. The Investment
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37.

38

39.

of a loan to value ratio stipulated in a secured credit facility) exceeds the maximum of
2.2x leverage, ¢ Reallocation Event oecurs, thus requiring the Fund 1o take any one or
more of four identified steps to cure the position. The provisions of Appendix C are
also designed to hedge BSIL’s risk by enabling it to terminate the Option Agreement
by designating an Early Terminate Date in the event that various types of event oceur,

such as a fall of more than 10% in the NAV of the Reference Fund.

There is no basis for thinking that the use of limited recourse is inherently unlikely in
the context of this case and 1 do not accept Mr. Handyside’s suggestion that the
parties are unlikely to have viewed the Option Agreement as the economic equivalent
of a limited recourse loan, because it does not provide for BSIL to have any “upside”

participation in any increase in the NAV of'the Class F shares over Its term.

Mr. Handyside also points to the definition “Strike Increase by Payment of Cash to
Buver” which expressly states that the value of the Option (to the Fund) decreases by
the Strike Amount increase. Tt goes without saying that when BSIL pays cash to the
Fund, the value of the Strike is increased dollar for dollar which means, all other
things being equal, lhat the Cash Settlement Amount decreases dollar for dollar. This
scenario does not shed any light vpon the manner in which BSIL receive value for the
Strike is to be discharged. The parlies could bave stipulated for its discharge Lo be
achieved by the performance of a payment obligation. Instead, they stipulated for its
value to be reduced to zere through the mechanism for establishing the Cash
Settlement Amount, effectively by setting it off against the redemption proceeds of
the Class F sharcs,

The parties are agreed that if the Fund elects for physical settlement (which is the
cconomic equivalkenl ol electing to repay a loan prior to the term date), then the
Llection for Physical Settlement provision imposes upon the Fund a payment
obligation. This makes perfectly good commercial sense. Taking the analogy of the
secured credit facility, the borrower cannok expect to terminate the facility and

recover his security without first repaying the lender in full. However, the fact that the
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40.

Handyside seeks to suggest. He also relies on the provision which states that if BSIL
determines (in good faith and acting commercially rcascnably) that it 13 not
practicable to effect physical settlement, the Option will be cash settled instead.
Provisions of this kind are typically included in contracts of this sort as a protection
for the abtigor whose ability to effect a timely physical delivery ol an assel ay be
limited in some way by matters outside of his control. No such consideration arises in
the circumstances of this case, because the asset in question is the Class F shares
issuced by the Fund itself. In these circumstances, “physical delivery” is likely to be a
formality. BSIL could achicve “physical delivery” by the simple mechanism of
instructing or authorising the Fund to cancel the shares. Furthermore, in the ordinary
course of business the Fund will only ever elect for Physical Setilemenl if and when it
is in a position to discharge the payment obligation which will then arise. Mr,
Handyside’s argument that BSIL’s entitlement to receive the Strike in full could in
some circumstances depend upon whether or not it is praclical to effect physical

settlement seemed rather artificial to me.

Mr. Handyside placed a gond deal of emphasis upon the final paragraph of the
definiticn of “Cash Settlement Amount” (set out in full in paragraph 24 above) which

slates that :—

“ For the avaldance of douht, upon oplion lixercise (and subject Lo “Election for Physical
Seitlemant” below), the Full amount of Reference Fund Shares shall he redeemed anc
corresponding proceeds will go first towasds redacing Lae Sirike, before being pald to Sefler
(emphasis added) only whan the value ol the Strike 's equal to zero.”

Read litcrally, this provision makes no sense whatsoever. According to Mr,
Handyside the provision means that the Fund must first reduce the value of the Strike
to zero by paying maoney to BSIL. When this has been done, and only then, he says
that the Fund has an obligation to pay the redemption proceeds to BSIL, which then
has an obligation to repay exactly the same sum back to Fund by way of the Cash
Settlement Amount. To my mind this construction produces a wholly unreasonable,
gven nonsensical, result which cannot possibly have been inlended by the parties, The
use of the word Seller must be a typographical error. If one substitutes the werd
Buyer, the whole clause makes perfectly good commercial sense. What it means is

that the amount of the redemption proceeds received by BSTL will go first to 1e4

the Strike and only when the value of the Strikc is cqual to zero (mcamng'* }y Whéh. -
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it has been “paid” in full} will any part of it be paid back 1o the Fund by way of the
Cash Settlement Amount, T found Mr. Handyside’s argument on this point (o be
highly artificial. In my judgment this clause does nat point to the conclusion that the
Option Agreement should be construed as imposing an obligation upon Lhe Fund to
pay the Strike, independently of the obligation to pay redemption proceeds which will

be applied to reduce the value of the Strike to zero.

Conclusion

41.  In my judgment, on a true construction of the Option Agreement, BSIL’s right is
timited to reducing the amount of the Strike from Lhe redemption proceeds of the
Class F Shares. Tt follows that BSIL is not a creditor of the Fund and the JOLs are

directed to reject its proof of debt.

42.  As regards costs, I have already ordered that both parties’ costs of this application
shall be paid out of the assets of the Fund, such costs to be taxed on the indemnity
basis if not agreed with the JOLs. The question whether the JOLs” costs of atlending
the hearing should be allowed will be adjourned for consideration on 7™ August 2012

(at the same time as their sumimons for approval of their remuneraticn).

Order accordingly.

The Honourable Mr Justice Andrew J, Jones QC
JUDGE OF THE GRAND COURT
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