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Timothy T. Brock 
Paul M. Brown 
Charles J. Keeley 
SATTERLEE STEPHENS BURKE & BURKE LLP 
230 Park Avenue 
New York, NY 10169 
Tel: 212-818-9200 
Fax: 212-818-9606 
Attorneys for JPMorgan Chase Bank, N.A. 

UNITED STATES BANKRUPTCY COURT 
SOUTHERN DISTRICT OF NEW YORK 

In re: MF Global Holdings Ltd., et al., 

Debtors. 

Chapter 11 Case No. 

11-15059 (MG) 

Jointly Administered 

DECLARATION OF JAMES GRAND IN SUPPORT OF 
JPMORGAN CHASE BANK, N.A.'S OPPOSITION TO THE PLAN 

ADMINISTRATOR'S OBJECTION TO PROOFS OF CLAIM NOS. 1216 AND 1217 

Pursuant to 28 U.S.C. § 1746, I, James Grand, hereby declare as follows: 

I am a partner at Freshfields Bruckhaus Deringer LLP ("Freshfields"), solicitors for 

JPMorgan Chase, N.A. ("JPM"). I submit this declaration in support of the response by JPM to 

the objection by MF Global Holdings Ltd. (the "MF Global Plan Administrator") to JPM's 

proofs of claim andin support of such claims. To this end, I have analysed the 1992 ISDA 

Master Agreement between JPM and MF Global FX Clear LLC ("FX Clear"), dated as of 30 

January 2006, and the Schedule thereto (together, the "Master Agreement"), which provides 

that it shall be governed by the laws of England. Copies of the English case law cited herein are 

attached as exhibits. 

• I qualified as a Solicitor in England and Wales in 1997 and was employed in Freshfields' 

Finance Department, where I eventually specialised in structured credit and derivatives 

transactions and became a Partner in 2007. In my practice, I have advised numerous UK, 
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European and US banks, broker dealers, fund managers and corporates on transactions based on 

the ISDA Master Agreement and other derivatives products.  Since 2007 I also have advised 

extensively on contentious and non-contentious aspects of close-outs of ISDA Master 

Agreements.  From 2008 onwards and throughout the period of the credit crunch post-Lehman I 

served as a member of the Financial Markets Law Committee (“FMLC”), a body established by 

the Bank of England with a permanent secretariat, to inquire into matters of legal uncertainty in 

financial markets, including ISDA-based derivatives, with a view to influencing policy.  The 

FMLC is chaired by a Law Lord and former member of the Supreme Court (currently Lord 

Walker).  The FMLC liaises regularly with its sister organisations at the U.S. Federal Reserve, 

the Bank of Japan and the European Central Bank, and also provides training to the senior UK 

judiciary on legal issues in financial markets.  At the end of 2013 I left the FMLC but have 

continued to participate in its working groups, including advising on the effects of the 

prospective EU Financial Transaction Tax on ISDA based derivatives transactions. 

2. Overview 

2.1 English law distinguishes losses arising from breach of contract (for which the remedy is 

contractual damages) from agreements which prescribe the payments due between parties 

upon the occurrence of agreed events of default. In the case of the latter, the question is 

whether the determination of the amount to be paid accords with the provisions of the 

contract based on the meaning of the contractual language and usual rules of contractual 

construction.  In the case of the Master Agreement, the question is whether JPM’s 

determination of its Loss complies with the provisions of the Master Agreement, not 

whether that Loss equals the damages JPM would have been entitled to claim at the date 

of the breach.   
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2.2 The Master Agreement required JPM to determine its Loss either as of the Early 

Termination Date, “or, if that is not reasonably practicable, as of the earliest date 

thereafter as is reasonably practicable.”
1
   Loss under the Master Agreement is computed 

by reference to JPM’s particular circumstances and must be a genuine valuation of the 

total losses (or gains) of JPM, not a hypothetical calculation as of any other date.   

2.3 While there is no English authority directly addressing under what circumstances it is not 

“reasonably practicable” to determine Loss as of the Early Termination Date, I believe 

that a court would be guided by decisions in other contractual settings and look to a 

number of factors, including:  (a) the volume of trades to be closed out; (b) the 

complexity and type of the transactions; (c) the need to assess position and receive 

advice; (d) the sophistication of the parties; (e) the availability and volatility of the 

market.  This approach is consistent with commentary on the 1992 ISDA Master 

Agreement, which recognises that it is common for valuations to occur as of a date 

subsequent to the Early Termination Date. 

2.4 I have reviewed the objection to JPM’s proofs of claim by the MF Global Plan 

Administrator and disagree with his analysis that the only circumstance relevant to 

whether it is “reasonably practicable” as of the Early Termination Date is whether the 

markets are open and liquid on that date.  Such a construction misinterprets the import of 

the words “reasonably practicable” to mean “strictly possible.” 

2.5 Based on my understanding of the facts of this case, I am of the clear view that an 

English court applying English law would conclude that JPMorgan’s determination of its 

                                                 
1
 1992 ISDA Master Agreement s14. 
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Loss as of November 2, 2011 was the earliest date reasonably practicable and in 

accordance with the terms of the Master Agreement. 

3. Background 

My understanding of the facts is as follows: 

3.1 JPM and FX Clear entered into the Master Agreement as of 30 January 2006, and on the 

same date Man Group PLC entered into a guarantee and indemnity in favour of JPM 

guaranteeing the performance of FX Clear under the Master Agreement (“Guarantee”). 

JPM and FX Clear elected “Loss” as the payment measure on an early termination under 

the Master Agreement. Man Group PLC was designated a Credit Support Provider under 

the Master Agreement. Sometime in 2007, MF Global Holdings Ltd (formerly known as 

MF Global Ltd) (“Holdings”) assumed Man Group PLC’s obligations under the 

Guarantee by way of a novation. 

3.2 On 31 October 2011 Holdings filed a voluntary “Chapter 11” bankruptcy petition, which 

constituted an event of default under the Master Agreement.  JPM delivered to FX Clear 

around 11.42am (New York Time), 3.42pm (London Time) on October 31 a notice of 

Early Termination designating 31 October 2011 as the Early Termination Date. JPM 

immediately undertook the process necessary to close out the 349 outstanding foreign 

exchange transactions between JPM and FX Clear that were on JPM’s books.  This 

process required JPM’s employees to work late into the night on October 31 and 

November 1 to complete.  On 2 November 2011 JPM completed the close-out process 

and the valuation necessary to determine its Loss. 
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3.3 On 19 December 2011 FX Clear also filed a voluntary “Chapter 11” bankruptcy claim. 

On 21 August 2012 JPM filed claims against both Holdings and FX Clear in the amount 

of $4,781,395.16, being the amount calculated as its Loss under the Master Agreement as 

of 2 November 2011 (the “Claim”). On 18 August 2014 Holdings filed an objection to 

the Claim on the basis that the calculation of JPM’s Loss on 2 November 2011 was 

inconsistent with the Bankruptcy Code and the Master Agreement and that JPM’s Loss 

should have been calculated as of 31 October 2011. 

4. Determination of Loss 

4.1 As noted at paragraph [116] of Anthracite Rated Investments (Jersey) Limited v Lehman 

Brothers Finance S.A
2
., a significant body of recent case law has developed in relation to 

the interpretation and application both of Loss and Market Quotation under the 1992 

ISDA Master Agreement. One of the principles derived from this body of law is that: 

“(3) The termination payment formulae under Section 6(e) are not to be equated with, or 

interpreted rigidly in accordance with, the quantification of damages at common law for 

breach of contract. They are methods of calculating close-out positions on the 

termination of a derivative transaction or series of transactions:” 

In the present case, the question to be considered by the Court is whether in valuing its 

Loss as it did, JPM complied with the provisions of the Master Agreement on their true 

construction. 

                                                 
2
 Anthracite Rated Investments (Jersey) Limited v Lehman Brothers Finance S.A. In Liquidation 

Fondazione Enasarco v Lehman Brothers Finance S.A., Anthracite Rated Investments (Cayman) Limited 

[2011] EWHC 1822 (Ch) 2011 WL 2747597 
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4.2 In interpreting a contract, English law seeks to determine the intent of the parties by 

reference to the words that they chose, interpreted in accordance with conventional 

usage
3
.  It is the plain meaning of the words that is to be given effect, read in the context 

of other provisions of the contract as a whole. However, "if detailed semantic and 

syntactical analysis of words in a commercial contract is going to lead to a conclusion 

that flouts business common sense, it must be made to yield to business common sense."
4
 

An English court will therefore consider the commercial purpose of the contract, or more 

narrowly the commercial purpose of a particular provision. The absence of a sensible 

commercial justification for a particular interpretation will weigh against its adoption
5
. 

4.3 The Master Agreement gives the parties the option of selecting one of two payment 

measures to be employed in the event of an early termination:  “Market Quotation” or 

“Loss.”  In this case, JPM and FX Clear selected Loss.   Loss is defined as an amount that 

the non-defaulting party reasonably determines in good faith to be: 

“its total losses and costs (or gain, in which case expressed as a negative number) in 

connection with this Agreement or that Terminated Transaction or group of Terminated 

Transactions, as the case may be, including any loss of bargain, cost of funding or, at the 

election of such party but without duplication, loss or cost incurred as a result of its 

terminating, liquidating, obtaining or re-establishing any hedge or related trading 

position (or any gain resulting from any of them).” (My emphasis).   

                                                 
3
 Bank of Credit and Commerce International SA (in compulsory liquidation) v Ali [2001] UKHL 8, Lord 

Hoffmann at paragraph 39. 

4
 Antaios Compania SA v Salen AB (The Antaios) [1984] 3 All ER 229. 

5
 Chartbrook Ltd v Persimmon Homes Ltd [2009] UKHL 38 
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4.4 In principle, the calculation must be a genuine assessment of the actual total losses (or 

gains) made.  The intention is that a calculation of loss is to compensate the claimant by 

putting it in the position that it would have been in if the terminated transactions had been 

performed in full and that all conditions to its performance by both sides would have 

been satisfied, however improbable that assumption may be in the real world.
6
  The 

reference to “loss of bargain” emphasises the compensatory objective of the calculation 

to be carried out. The components that may be taken into account as described in the Loss 

definition permit the determining party discretion as to how the assessment of its losses 

or gains is arrived at, provided that it does not claim the same loss twice in different 

guises.  The requirement that the losses or gains are determined in good faith and 

reasonably means that the determining party cannot elect arbitrarily to select the method 

that maximises its losses and must take reasonable steps to mitigate its losses.  

4.5 The mere fact that a determining party adopts a different (but commercially reasonable) 

methodology to one that its counterparty (or the court) might have used to assess its Loss 

does not authorise the court to set aside that determination and substitute the method 

preferred by the counterparty or by it.
7
 

4.6 In the context of Loss (and Market Quotation), the phrase “loss of bargain” is to be 

understood as underpinning the basis in common law for the principal use of market 

quotations for replacement transactions to measure a claimant’s Loss. Under English 

common law, where there is an available market, the starting point for assessing damages 

for breach of contract is the difference between the contract and the market price at the 

                                                 
6
 Lomas v JFB Firth Rixson Inc [2012] 2 All ER (Comm) 1076 and Anthracite Rated Investments (Jersey) 

Limited v Lehman Brothers Finance S.A. In Liquidation [2011] EWHC 1822 (Ch) [116] 

7
 Peregrine Fixed Income Ltd v Robinson Department Store Public Co. Ltd [2000] CLC 1328 [38]-[39]. 
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date of the breach. But this rule is not inflexible even at common law
8
 and, as a practical 

matter, cannot be applicable to the close-out provisions of an ISDA Master Agreement, 

where the event or breach triggering the designation of an Early Termination Date may 

occur days, weeks or even months before the actual Early Termination Date.  As Briggs J 

put it in Anthracite: 

“[126] Finally, the provisions of Section 6(e) of the Master Agreement are not in 

substance about the recovery of damages at common law. They provide a contractual 

formula for the determination by the non-defaulting party of a close-out payment where 

the Derivative Agreement comes to an early end. True it is that the incorporation of the 

phrase “loss of bargain” has led to common law principles about the use of the cost of 

obtaining a replacement transaction to become the normal, and indeed expressly 

available, method of determination of that head of Loss (or gain). But that limited 

incursion of common law principles is not in my view a warranty for the wholesale dis-

application of the close-out formula, in favour of some more general application of the 

common law.” 

The plain meaning of the language in the definition of Loss, which stipulates that a 

party’s “loss of bargain” is to be assessed “as of” the Early Termination Date or, in the 

alternative, “as of” a later date, is that the relevant replacement cost is the replacement 

cost on the date that the loss is actually determined and not the replacement cost on any 

previous date. 

                                                 
8
 See Golden Strait Corpn v Nippon Yusen Kubishika Kaisha [2007] UKHL 12, where the House of Lords 

concluded that the principle that damages should be assessed at the date of breach was not inflexible and the 

desirability of achieving certainty in commercial contracts was subject to the overriding compensatory principle that 

damages should represent no more than the value of the contractual benefits of which the claimant has been 

deprived.  
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4.7 The Canadian case Barclays Bank plc v Metcalfe & Mansfield Alternative Investments II 

Corp (which is persuasive but not binding on the English courts) provides further useful 

guidance on whether the requirement to calculate Loss reasonably allows a determining 

party to amend the valuation date: “The definition of Loss in the ISDA Master Agreement 

provides that a party will determine its Loss as of the relevant Early Termination Date 

or, if that is not reasonably practicable, as of the earliest date thereafter as is reasonably 

practicable. If the loss calculation is determined to be commercially unreasonable, that 

may require a different calculation of loss, but it would not permit the valuation date to 

be changed.”
9
 

4.8 Accordingly, in my view, a determination of Loss or Market Quotation that is made 

correctly on a date falling after the Early Termination Date should not be back-dated so 

that it refers to replacement costs that were prevailing on the Early Termination Date.  

The compensatory nature of the calculation intends that valuations on the termination of a 

transaction cannot be made as of a hypothetical date, since JPM’s Loss was not 

crystallised until the transactions were actually closed out and valued “as of” November 

2.  The MF Global Plan Administrator’s assertion that prices for 31 October are still 

available and so should be utilised is based on an incorrect interpretation of the Master 

Agreement.
10

 

4.9 With respect to timing of the close-out, the Master Agreement requires that the Loss 

determination be made “as of the relevant Early Termination Date, or, if that is not 

                                                 
9
 Barclays Bank plc v Metcalfe & Mansfield Alternative Investments II Corp 2011 O.J. No.3988 [371]-

[374]. While this is a Canadian case, as Canada is a Commonwealth country cases heard in Canada are 

persuasive under English law. 

10
 Firth: Derivatives Law and Practice (2014): 11.132 
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reasonably practicable, as of the earliest date thereafter as is reasonably practicable”.
11

 

(It also is worthy to note that, while not applicable in this case, the Market Quotation 

payment measure similarly incorporates a standard of reasonable practicability, requiring 

that quotations be provided “on or as soon as reasonably practicable after the relevant 

Early Termination Date.” ).    

4.10 If JPM, acting in good faith and reasonably, was not in a position to determine its Loss on 

the Early Termination Date, an English court would not interpret the Master Agreement 

to impose the obligation on JPM to determine its Loss until such time as JPM, acting in 

good faith and reasonably, was in a position to do so. The mere fact that a liquid market 

in which the 349 FX trades could have been priced was available in the period following 

the service of the Early Termination Notice is not of itself the sole determinant of 

whether it was reasonably practicable for JPM to determine its Loss any earlier than it 

did.   

4.11 Indeed, if the availability of market pricing as of the Early Termination Date were 

intended to be the only test of when it is “reasonably practicable” to determine Loss in 

this context, the definition of Loss would, in my opinion, need to be worded differently to 

exclude the consideration of other relevant factors. As formulated, nothing in the 

terminology or context in which the phrase “reasonably practicable” is used dictates that 

any relevant factors, whether administrative, operational, systems, capacity or market-

driven, whether within or outside of the control of the determining party, should be 

excluded from consideration, subject to the limitations of good faith and reasonableness.  

                                                 
11

 1992 ISDA Master Agreement s14 
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4.12 The User’s Guide to the 1992 ISDA Master Agreement provides an indication of the 

intended meaning of the words “reasonably practicable”: “the definition of ‘Loss’ now 

acknowledges the practical difficulties of determining Loss as of the Early Termination 

Date and, accordingly, permits a party to determine its Loss as of the earliest date 

reasonably practicable after the Early Termination Date.” 

4.13 Such commentary would likely be viewed by an English court as indicative of the factual 

matrix and the commercial practices in light of which the words “reasonably practicable” 

should be understood.  

4.14 Another market reference text, the Derivatives Deskbook, explains that “There may be 

many reasons why the calculations are not finalized on the early termination date.  The 

non-defaulting party may have declared an immediate early termination date, but the 

computations required to finalize the valuation statement are complex and time-

consuming . . . [I]n finalizing the valuation statement, accuracy is more important than 

timeliness.”
 12

 

4.15 Discussing the concept of reasonable practicability in relation to the Market Quotation 

measure, the Derivatives Deskbook states that:    

“‘Reasonably practicable’ will differ between market participants.  This timing simply 

requires the parties to act in good faith and in a commercially reasonable manner.  A 

counterparty with a single liquid transaction will be able to determine market quotation 

much faster than a counterparty with hundreds of cross-border transactions.  While it 

may be possible to calculate market quotation in less than one business day for some 

                                                 
12

 1 Derivatives Deskbook § 5:8:2. 
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transactions, it may take weeks if there are a multitude of various types of transactions 

denominated in various currencies.  Non-defaulting parties should err on the side of 

accuracy and completeness rather than rushing through these calculations to send a 

valuation statement out immediately on or after the early termination date.”
13

  

4.16 The determination of Loss will generally take longer, especially in early terminations 

involving many transactions.  In such a case, “a ‘reasonably practicable’ date after the 

early termination may actually be several days after the [event of default] depending on 

the size of the trading book . . .  Such an interpretation is consistent with the definition of 

“loss” since it clearly states that it is computed ‘as of the relevant Early Termination 

Date, or if that is not reasonably practicable, as of the earliest date thereafter as is 

reasonably practicable. Since Loss involves more subjective measures of losses and costs 

than market quotation, the calculation of loss generally is more time-consuming than the 

determination of market quotation.  As with market quotation, parties should be more 

concerned about accuracy, completeness and verification than with attempting to deliver 

a valuation statement immediately after the early termination date.”
14

 

4.17 Firth endorses this approach and notes
15

 that the complexity of trade or the illiquidity of 

the underlying assets may require time for analysis, and based on the statements made in 

Barclays Bank plc v Metcalfe & Mansfield Alternative Investments II Corp, “even if a 

close-out occurs at the election of the Non-defaulting Party, it should be allowed some 

                                                 
13

 1 Derivatives Deskbook § 5:4 

14
 Id. § 5:5 

15
 Firth: Derivatives Law and Practice (2014):  Para 11.131 and 11.145 
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time to assess its position
16

” although, for sophisticated parties, such period of reflection 

may be short.  However, in the same case, in a structure where the Non-defaulting Party 

was a special purpose vehicle (and therefore dependent on external service providers to 

value a close-out on its behalf) a delay of four weeks was held to be reasonable.  

4.18 Under English common law rules for assessing contractual damages by reference to 

market prices, the volatility of market pricing is considered relevant to measuring 

damages and whether a claimant has taken reasonable steps to mitigate its loss.  In 

Kaines
17

, the Court of Appeal considered the measurement of damages following the 

defendant seller’s repudiation of a contract to sell oil, affirming the trial court’s decision 

“that in the volatile Brent crude market the plaintiffs ought to have bought in either 

during the five hours of trading left on 18
th

 June after their acceptance of the defendants’ 

repudiation or on 19
th

 June” and “that it was reasonable to allow the aggrieved party a 

little more time to measure the impact of what had happened, even in this volatile market, 

and the plaintiffs ought to have bought in on 19
th

 June.”  The Court therefore measured 

the plaintiffs’ damages using market prices as of June 19.   This, however, is a different 

test to whether or not it is “reasonably practicable” for a party to determine its Loss on a 

particular date and, as noted in paragraph 4.1 above, following Anthracite, English law 

will not apply common law principles to overturn the agreed formulation of the close-out 

provisions in the ISDA Master Agreement.  

                                                 
16

 In Barclays Bank Plc v Metcalfe & Mansfield Alternative Investments II the court acknowledged (in the 

context of the close-out of credit default swaps used for the synthetic acquisition of assets under an 

Asset Backed Commercial Paper transaction) that the determining party may need time to assess its 

position and decide what action to take. 

17
  Kaines (UK) Ltd v Osterrreicher Warrenluindelsgesellschaft Austrowaren Gesellschaft mbH [1993] 2 

Lloyd’s Rep. 
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4.19 Nonetheless, the volatility of the foreign exchange markets is one factor that a Court 

would likely consider in analysing the reasonableness of the timing of JPM’s actions 

under the Master Agreement.  Based on Kaines’ reasoning,  JPM, in the worst case, 

would be entitled to at least one day to assess the impact following the Event of Default 

including whether to enter into any hedging transactions.  It is my understanding that part 

of JPM’s close-out process included preparing risk assessments to assist trading desks in 

different time zones to determine the number and amount of hedging transactions (if any) 

needed to rebalance the risk of JPM’s portfolios. 

4.20 In this case, my understanding is that JPM’s process of closing out the transactions so 

that Loss could be determined entailed a number of steps that were designed to lead to 

accuracy in collating all of the outstanding trades to be terminated and appropriate risk 

management with respect to analysing the number and type of hedging transactions in 

light of the terminations.  FX trades of different types and in different currencies were 

booked through different trading desks and business lines of JPM in London and in New 

York.  I understand that at the time JPM was required to close out the 349 FX trades, 

JPM was simultaneously required to close out an additional 486 trades that were entered 

into by another MF Global entity, MF Global UK Limited, making the total number of 

835 trades to be closed out as a result of the bankruptcy of Holdings.  

4.21 While the availability of a market in which to enter into a replacement transaction 

certainly may be a relevant factor, courts have clearly recognised other factors as 

affecting the reasonableness of using a valuation date subsequent to the date of breach.  

The MF Global Plan Administrator’s objection quotes dictum in the Anthracite decision 

stating that “On its face, the determination of Loss is required to be made as of the Early 
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Termination, which broadly corresponds with the breach date used by the common 

law.”
18

  As we have seen, the very next paragraph of the decision acknowledges that the 

requirement is actually the earliest date that is reasonably practicable.      

4.22 In conclusion, the MF Global Plan Administrator’s case is based on an incorrect analysis 

of English law as it applies to the determination of “Loss”.  It is permissible to determine 

Loss on a date following the Early Termination Date, in which case, it is correct to use 

valuations that are taken as of the date the determination is made (in this case, 2 

November 2011) in order to reflect the determining party’s real loss and not a different, 

hypothetical loss that it would have made if it had acted differently.  

4.23 On my understanding of the facts, JPM, as a financial institution, acted with all 

professional diligence and in good faith, in accordance with appropriate procedures, to 

confirm the status of the 349 FX transactions that were to be closed out and, prior to the 

completion of these procedures, it was not in a position to effect a close-out valuation of 

the trades.   

4.24 On this basis, it is my opinion that an English court would conclude that, the first date at 

which it was reasonably practicable for JPM to establish the close-out valuation for all 

the terminated transactions in accordance with the Master Agreement was 2 November 

2011.  
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I declare under penalty of perjury under the laws of the United States of America that the 

foregoing is true and correct. 

Executed on: October 10, 2014 

LON32768762/2 109266-0772 
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Lomas and others (joint
administrators of Lehman Brothers
International (Europe)) v JFB Firth

Rixson Inc and others (International
Swaps and Derivatives

Association Inc intervening)

and other appeals
[2012] EWCA Civ 419

COURT OF APPEAL, CIVIL DIVISION
LONGMORE, PATTEN AND TOMLINSON LJJ
14–16, 19, 20 DECEMBER 2011, 3 APRIL 2012

Contract – Condition precedent – Expiry of contract – Interest rate swap transactions
subject to master agreement – Freight forwarding agreements subject to master
agreement – Condition precedent to payment obligations that no event of default with
respect to other party – Whether payment obligations suspended or extinguished by
event of default – Whether suspended payment obligations reviving after reasonable
time or on expiry of contract – Whether suspended payment obligations extinguished
on expiry of contract – ISDA Master Agreement (Multicurrency – Cross Border)
(1992 edn).

Contract – Construction – Freight forwarding agreement – Agreements subject to
master agreement – Claimant entering liquidation leading to automatic early
termination of outstanding transactions – Payment obligation of non-defaulting party
suspended during period of event of default – Whether suspended obligations under
transactions expiring prior to occurrence of automatic early termination subject to
close-out netting – ISDA Master Agreement (Multicurrency – Cross Border) (1992 edn).

Insolvency – Property available for distribution – Anti-deprivation rule – Pari passu
principle – Interest rate swap transactions subject to master agreement – Condition
precedent to payment obligations that no event of default with respect to other party –
Payment obligation of non-defaulting party suspended indefinitely during period of
event of default – Event of default triggered by insolvency – Whether suspension of
payment obligation infringing anti-deprivation rule and pari passu principle – ISDA
Master Agreement (Multicurrency – Cross Border) (1992 edn).

The instant proceedings concerned four separate appeals which were heard
together as they raised common issues concerning the construction of the
International Swap Dealers Association (ISDA) 1992 Master Agreement (the
master agreement), in relation to derivatives in the form of interest rate swaps
and forward freight agreements (FFAs). The first appeal had arisen out of the
administration of LBIE which had been a party to numerous interest rate swap
transactions. Its administration had constituted an event of default under each
of the transactions. The essential issue had related to the extent that the
defendants in the first appeal, as the non-defaulting parties, had owed any sums
to LBIE on and after the date of the event of default pursuant to such
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agreements, and whether the obligation to make any payments either had not
come into existence or had ceased to exist, or had been suspended for the
duration of the event of default that had continued while the administration
had progressed. In that regard, section 2(a)(iii) of the master agreement
provided that the obligation of each party under section 2(a)(i) was subject
to … the condition precedent that no event of default or potential event of
default with respect to the other party had occurred and is continuing …’ The
claimant administrators in the first appeal had wished to collect the sums
purportedly owed to LBIE pursuant to a number of transactions. The
non-defaulting parties had submitted that no sums had become due because
their obligations to make the relevant payment under section 2(a)(i) of the
master agreement had been at all material times, by virtue of section 2(a)(iii),
subject to the condition precedent that no event of default had occurred and
had been continuing. The judge held that although an obligation on the part of
the non-defaulting party had come into existence on the due date for payment,
it had been suspended and later extinguished at the end of the natural term of
each transaction. He held that the suspended obligations had been extinguished
by virtue of section 9(c) of the master agreement which provided that:
‘without prejudice to sections 2(a)(iii) … the obligations of the parties under
this agreement will survive the termination of any transaction.’ The
administrators appealed. The second appeal concerned LBSF, and two linked
rate swaps that had incorporated the terms of the master agreement, which
had been entered into to enable the defendant in the second appeal, as the
non-defaulting party, to hedge its fixed interest exposure. The parties had
elected against automatic early termination and had chosen the ‘second
method and loss’ assessment of loss pursuant to section 6(e) of the master
agreement. At the date of the Lehman Group collapse only one payment date
had remained under each of the swaps. LBSF’s parent company had entered
bankruptcy followed by LBSF, with the result that there had been two relevant
events of default that had continued until the last payment date. As of that
date, LBSF would have, but for the operation of section 2(a)(iii) of the master
agreement, been entitled to a payment from the non-defaulting party. LBSF
commenced proceedings. The principal issue had been the effect of an event of
default on the subsequent payment obligations of the non-defaulting party, and
whether, on the maturity of the swaps, those payment obligations had been
either extinguished or revived. There had been a further issue as to whether the
operation of section 2(a)(iii) of the master agreement had engaged either the
anti-deprivation principle or the operation of the pari passu rule of
distribution. The judge found for the non-defaulting party. LBSF appealed. The
third appeal concerned a series of FFAs entered into by the claimant in that
case (P) that had incorporated the master agreement. The FFAs had been
sub-divided into three groups, and following an event of default that had been
triggered by P passing a resolution for its winding-up, each party had
obligations to pay the other under the different groups. The issue in the
proceedings had been whether certain FFAs had been subject to automatic
early termination. If they had been, the effect of applying close out provisions,
pursuant to section 6 of the master agreement, and the choice by the parties of
the ‘second method and loss’ would have resulted in a balance due to P. P had
submitted that all of the FFAs had been subject to automatic early termination,
whereas the non-defaulting party had submitted that the FFAs in issue had not
because in each case the last date for performance had passed prior to the early
termination date. The judge held that any unperformed obligation under such
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a transaction, including obligations that had accrued to the non-defaulting
party but had not been paid by P, and obligations that would have accrued due
to P but for the operation of section 2(a)(iii) upon P becoming subject to an
event of default, were not to have been taken into account in arriving at the net
sum payable under section 6(e) of the master agreement. P appealed. In the
fourth appeal, the issue had been whether, when an event of default had
occurred so as to trigger an automatic early termination under the master
agreement, the measure of loss under the ‘second method and loss’ provisions
of the master agreement had required that it be assumed for the purposes of
carrying out the relevant calculations that each applicable condition precedent
had been satisfied. The judge in that appeal had found that it had to be
assumed that each condition precedent had been satisfied. The defendant in
that case appealed. Accordingly, the issues that fell to be determined were:
(i) whether the effect of section 2(a)(iii) of the master agreement was that the
payment obligation of the non-defaulting parties was suspended rather than
extinguished while the event of default continued; (ii) if the obligations were
suspended, whether there were implied terms that the obligations revived even
if the event of default continued, either within a reasonable time, or on the
maturity of the transaction or all outstanding transactions; (iii) whether
the suspended obligations were extinguished on expiry of (or maturity of) the
transactions pursuant to the express terms of section 9(c) of the master
agreement or an implied term; (iv) whether the operation of section 2(a)(iii)
infringed the anti-deprivation principle; (v) whether the operation of
section 2(a)(iii) infringed the pari passu rule; (vi) whether obligations which had
arisen or would have but for section 2(a)(iii) under individual transactions
whose natural term had expired prior to the occurrence of automatic early
termination affecting the single agreement as a whole were subject to close-out
netting; and (vii) whether, in certain circumstances, the close-out netting
provisions required an assumption to be made that the defaulting party would
in fact have satisfied the conditions precedent to its entitlement to receive
payment from the non-defaulting party.

Held – (1) On the true construction of section 2(a)(iii) of the master
agreement, the payment obligation of the non-defaulting parties was
suspended, rather than extinguished, during the currency of an event of
default under the master agreement and would revive if the event of default
was cured at any time before the outstanding transactions were terminated. To
treat the payment obligation as extinguished altogether was too drastic a
remedy in favour of the non-defaulting party because the possible events of
default and potential events of default were so many and various. If the
defaulting party was able to remedy the position but only after a short
timescale, his rights against the non-defaulting party would be forever gone
and could not be revived. It was more natural to hold that the obligation to pay
was suspended while the relevant event of default continued (see [30]–[35],
below).

(2) It was not a necessary implication to make the contract work that the
suspended obligation would revive after a reasonable time, and such a term
was also contrary to the express words of section 2(a)(iii). Moreover, it was not
necessary to imply a term that the obligation would revive on the maturity of
the transaction or all outstanding transactions. There was no reason to make
such an implication since the contract worked perfectly well without it. Where
there was more than one transaction, it would be unjust if, at the maturity of
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the first transaction, the non-defaulting party had to pay whatever might be
due, when market forces might be flowing the other way under the second
transaction, since the result of that could well be that the non-defaulting party
would have to pay upfront but, when he came into the money on the second
transaction, he would not be able to recover what was due as a result of the
defaulting party’s insolvency. If the proposed term were that the payment
obligation would revive after the end of all the outstanding transactions made
between the parties, it would be surprising to imply such a term into any
particular transaction which would have to await the maturity or termination
of other transactions. That would be to re-write the contract for the parties
which it was no business of the court to do (see [38]–[45], below).

(3) Section 9(c) of the master agreement, on its true construction, did not
provide that the suspended payment obligation would be extinguished on
maturity. The parties had therefore made no express provision for what was to
happen to suspended obligations when the transaction matured. There was no
justification for implying a term that such obligations were extinguished.
Although indefinite contingent liabilities were inconvenient, that was a slender
basis for implying a provision for extinction which the parties had not expressly
agreed. Such a provision would not spell out what the contracts ‘meant’. The
parties had just made no provision on the topic and the loss had to lie where it
fell. It followed that there was no terminus, either by way of extinction or
revival, to the condition precedent. It continued in force until the event of
default was cured. If it was never cured, there continued to be no obligation on
the non-defaulting party to make payment. Accordingly, the first appeal would
be dismissed (see [53]–[58], [62], below).

(4) The operation of section 2(a)(iii) did not engage the anti-deprivation
principle. In that regard, the application of the anti-deprivation principle to
contracts of the instant kind had to considered on a case specific basis in which
factors such as whether the chose in action represented the quid pro quo for
the something already done, sold or delivered before the onset of insolvency or
something yet to be rendered would be relevant as one means of distinguishing
between a commercial re-arrangement of rights to reflect the economic
consequences of insolvency and an attempt to pre-empt the distribution of
assets in a bankrupt estate. In the instant case, the suspension of the payment
obligations of the non-defaulting party for the duration of the insolvency did
no more than to prevent the non-defaulting party from having to make
payments under a hedging arrangement with a bankrupt counterparty. There
was no suggestion that it had been formulated in order to avoid the effect of
any insolvency law or to give the non-defaulting party a greater or
disproportionate return as a creditor of the bankrupt estate. The
commerciality of the arrangements had to be judged by considering the
operation of section 2(a)(iii) throughout the life of the contract and not solely
by reference to the point in time when it came to operate. The purpose of
section 2(a)(iii) was to protect the non-defaulting party from the additional
credit risk involved in performing its own obligations whilst the defaulting
counterparty remained unable to meet its own. The fact that the defaulting
party was unable to terminate the transaction and so recover what was due to
it on a close-out was simply the product of the balance struck between the
interests of the non-defaulting party which could otherwise have to pay its net
liabilities in full under a non-performing contract and those of the defaulting
party whose own net liabilities would take the form at best of a dividend in the
liquidation or administration. The indefinite suspension of the payment
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obligation of the non-defaulting party might on one view be criticised as
imperfect but it could not be said to be uncommercial (see [87]–[92], below);
Belmont Park Investments Pty Ltd v BNY Corporate Trustee Securities Ltd [2012]
1 All ER 505 applied.

(5) Section 2(a)(iii) did not breach the pari passu rule of distribution. The
relationship between the anti-deprivation principle and the pari passu rule was
both dependant and autonomous. The former was concerned with contractual
arrangements which had the effect of depriving the bankrupt estate of
property which would otherwise have formed part of it. The pari passu rule
governed the distribution of assets within the estate following the event of
bankruptcy. It therefore invalidated arrangements under which a creditor
received more than his proper share of the available assets or where debts due
to the company on liquidation were to be dealt with other than in accordance
with the statutory regime. The pari passu rule was only engaged in respect of
assets of the estate as at the commencement of the bankruptcy or liquidation.
In the instant case, there was no debt payable to the defaulting party when its
liquidation commenced. The obligation to pay was subject to a condition
precedent that there should be no continuing event of default. Section 2(a)(iii)
did not infringe the pari passu rule because it operated at most to prevent the
relevant debt ever becoming payable. There was therefore no property which
was capable of being distributed. Accordingly, the second appeal would be
dismissed (see [95]–[97], below).

(6) It followed from the findings in the first appeal that all of the FFAs in the
third appeal had been subject to automatic early termination since there had
been no basis for excluding them from the ambit of section 6(e) of the master
agreement transactions in respect of which the last date for performance had
passed prior to the automatic early termination taking effect. The judge
had concluded that the close-out netting calculation under section 6(e) had
excluded transactions that had already terminated at their natural expiry date.
However, that finding had been inconsistent in light of the previous findings,
which had the result, properly understood in the context of the shape and
nature of the transaction, that neither the terms of section 6(a) nor
section 6(e)(iii) had carried any implication that transactions in respect of
which the last date specified for performance had passed had been excluded
from the close-out mechanics following early termination. Accordingly, the
third appeal would be allowed (see [114]–[117], [120], below); decision of
Flaux J [2011] 2 All ER (Comm) 1079 reversed.

(7) The identification of the non-defaulting party’s loss of bargain arising
from the termination of the derivative transaction required that the loss of
bargain had to be valued on an assumption that but for termination the
transaction would have proceeded to a conclusion, and that all conditions to its
full performance by both sides would have been satisfied, however improbable
that assumption might be in the real world. The fourth appeal would
accordingly be dismissed (see [131]–[137], below).

Notes
For conditions precedent in general, see 9(1) Halsbury’s Laws (4th edn reissue)
para 966.
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Appeals

Lomas and others v JFB Firth Rixson Inc and others (International Swaps and
Derivatives Association Inc intervening)

In the first appeal, the joint administrators of Lehman Brothers International
(Europe) Ltd appealed against the judgment of Briggs J dated 21 December
2010 ([2010] EWHC 3372 (Ch), [2011] 2 BCLC 120), on their application for
directions under para 63 of Schedule B1 to the Insolvency Act 1986 as to the
true construction and effect of five interest rate swap agreements which
incorporated the terms of the International Swaps and Derivatives Association
Master Agreement. The respondents were the counterparties to the five
agreements: JFB Firth Rixson Inc (JFB), FR Acquisitions Corp (Europe) Ltd
(FRAC), BEIG Midco Ltd (BEIG) and KP Germany Zweite GmBH (KPGZ).
The International Swaps and Derivatives Association Inc (ISDA) joined the
proceedings as intervener. The facts are set out in the judgment of the court.

Lehman Brothers Special Financing Inc v Carlton Communications Ltd (International
Swaps and Derivatives Association Inc intervening)

In the second appeal, Lehman Brothers Special Financing Inc (LBSF) appealed
against the judgment of Briggs J dated 28 March 2011 ([2011] EWHC 718 (Ch),
[2011] All ER (D) 309 (Mar)) in which he dismissed their claim for £2,656,649·00
plus interest alleged to have been owing by the defendant Carlton
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Communications Ltd (Carlton) upon the maturity on 2 March 2009 of two
linked interest rate swaps incorporating the terms of the International Swaps
and Derivatives Association Master Agreement. The International Swaps and
Derivatives Association Inc (ISDA) joined the proceedings as intervener. The
facts are set out in the judgment of the court.

Pioneer Freight Futures Co Ltd (in liq) v Cosco Bulk Carrier Co Ltd
In the third appeal, Pioneer Freight Futures Co Ltd (in liq) appealed against the
judgment of Flaux J dated 5 July 2011 ([2011] EWHC 1692 (Comm), [2011] 2
All ER (Comm) 1079), in which he dismissed its claim against Cosco Bulk
Carrier Co Ltd (Cosco), in the context of a series of 11 forward freight
agreements (FFAs) between the parties, incorporating the International Swaps
and Derivatives Association Master Agreement. The facts are set out in the
judgment of the court.

Britannia Bulk plc (in liq) v Bulk Trading SA
In the fourth appeal, Bulk Trading SA (Bulk) appealed against the judgment of
Flaux J dated 25 March 2011 ([2011] EWHC 692 (Comm), [2011] 2 Lloyd’s Rep
84) in which he decided a preliminary issue order to be tried by Paul Walker J
on 11 November 2010 and by the early termination of a series of forward
freight agreements between it and Britannia Bulk plc (in liq) (Britannia Bulk)
incorporating the International Swaps and Derivatives Association Master
Agreement. The facts are set out in the judgment of the court.

William Trower QC and Daniel Bayfield (instructed by Linklaters LLP) for the
administrators.

Mark Hapgood QC and Henry Forbes Smith (instructed by MacFarlanes LLP) for
JFB and FRAC.

Robin Dicker QC and Joanna Perkins (instructed by Clifford Chance) for BEIG.
Richard Fisher (instructed by Freshfields Bruckhaus Deringer) for KPGZ.
Jonathan Nash QC (instructed by Weil Gotshal & Manges) for LBSF.
Felicity Toube QC (instructed by Hogan Lovells International LLP) for Carlton.
Charles Kimmins QC and Luke Pearce (instructed by Herbert Smith LLP) for

Pioneer Freight Futures Co Ltd.
Richard Jacobs QC and Siddharth Dhar (instructed by Thomas Cooper) for Cosco.
James Willan (instructed by Berwin Leighton Paisner LLP) for Bulk.
Mark Phillips QC and Stephen Robins (instructed by Watson Farley & Williams

LLP) for Britannia Bulk.
Antony Zacaroli QC and Jeremy Goldring (instructed by Allen & Overy LLP) for

ISDA.
Judgment was reserved.

3 April 2012. The following judgment was delivered.

LONGMORE LJ.

INTRODUCTION:
[1] This is the judgment of the court, to which all members have made a

substantial contribution.
[2] These four appeals, two from Briggs J ([2010] EWHC 3372 (Ch), [2011]

2 BCLC 120 and [2011] EWHC 718 (Ch)) and two from Flaux J ([2011] EWHC
1692 (Comm), [2011] 2 All ER (Comm) 1079 and [2011] EWHC 692 (Comm),
[2011] 2 Lloyd’s Rep 84), were listed for hearing together and raise a number of
questions of construction in relation to derivatives in the form of interest rate
swaps and forward freight agreements on the International Swaps and
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Derivatives Association Inc (formerly the International Swaps Dealers
Association Inc) (ISDA) form of master agreement which was published in
1992 and again in 2002 (the master agreement). Derivatives have come to
occupy the time of many Chancery and Commercial judges and it is necessary
to understand what they are. Mr Simon Firth of Linklaters has published an
important monograph on the topic (Firth Derivatives Law and Practice) which
(while we have to bear in mind that Linklaters are the solicitors of the first
appellants in these cases) we have found most useful in wrestling with the
questions of construction which need to be decided for the purposes of these
appeals. He defines a derivative as (para 1–004):

‘a transaction under which the future obligations of one or more of the
parties are linked in some specified way to another asset or index, whether
involving the delivery of the asset or the payment of an amount calculated
by reference to its value or the value of the index. The transaction is
therefore treated as having a value which is separate (although derived)
from the values of the underlying asset or index. As a result, the parties’
rights and obligations under the transaction can be treated as if they
constituted a separate asset and are typically traded accordingly.’

[3] Although derivatives can be quite complex, the theory behind the ones in
issue in these cases is simple. Under the interest rate swaps, one party is to pay
a floating rate of interest on a notional sum (notional because there is no actual
loan) over a period of (say) six months. The other party is to pay a fixed rate of
interest on the same notional sum over the same period. At the end of each
six-month period two calculations are done and one party will be ‘in the
money’ and the other ‘out of the money’. That latter party will then pay the
other the difference. This contract can be used as a pure speculation or (as in
the present cases) be used as a hedge if one of the parties has a long-term loan
on interest.

[4] Similarly the form of a forward freight agreement (FFA) is that one party
agrees to pay a fixed rate of notional freight while the other party agrees to pay
a rate derived from an index published (normally) by the Baltic Exchange. The
difference at the end of a set period is then payable by one to the other
depending on the movement of the index as compared with the fixed rate. This
can also be used by parties to protect themselves against fluctuation in shipping
rates or as a means of trading in futures.

[5] The first question which arises in the first three appeals is whether
obligations to make payments pursuant to the agreements subsist after the
party to whom payment is due has committed an event of default and, if so,
for how long. The master agreement records that the parties have (or will have)
entered into one or more transactions governed by the master agreement and
a ‘Confirmation’ confirming the transactions. There is set out in section 2(a)(i)
of the master agreement an obligation on each party to make the payment
specified in the confirmation, followed by provisions in section 2(a)(ii) that
such payment is to be made on the due date in the place specified in the
confirmation. Section 2(a)(iii) then provides as follows: ‘Each obligation of
each party under Section 2(a)(i) is subject to (1) the condition precedent that no
Event of Default or Potential Event of Default with respect to the other party
has occurred and is continuing …’

[6] In broad terms the dispute is whether, when there is an event of default
on the part of the party due to receive a payment, there is any obligation at all
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on the counterparty to make a payment and, if so, whether such obligation is
initially suspended but then disappears or revives (and, if so, the point at which
it disappears or revives) or remains in suspense indefinitely.

[7] These issues are determinative of the first appeal which is confined to
questions of construction (including implied terms) relating to section 2 of the
master agreement. In the second appeal (Lehman Brothers Special
Financing Inc v Carlton Communications Ltd) the claimant also relies on an
argument that the operation of section 2(a)(iii) engages the anti-deprivation
principle recently considered by the Supreme Court in Belmont Park Investments
Pty Ltd v BNY Corporate Trustee Services Ltd [2011] UKSC 38, [2012] 1 All ER 505,
[2012] AC 383.

[8] The issue which arises in the third appeal also raises a question of
construction concerning the rights of the parties in the event of termination
following an event of default. The master agreement will typically or often
comprise a number of individual transactions which by section 1(c) of the
master agreement are deemed to form a single agreement. The master
agreement gives to the non-defaulting party a right to terminate in certain
circumstances consequent upon an event of default and the parties may opt for
automatic early termination (AET) upon the occurrence of certain
‘Bankruptcy Events of Default’. In the event of termination the master
agreement prescribes a regime of ‘close-out netting’. The issue which arises on
the third appeal is whether obligations which have arisen or would but for
section 2(a)(iii) have arisen under individual transactions whose natural term
has expired prior to the occurrence of AET affecting the single agreement as a
whole are subject to close-out netting. As will be seen that issue is in our view
concluded by resolution of the issues determinative of the first appeal.

[9] The fourth appeal raises a distinct point concerning the operation of the
close-out netting provisions consequent upon AET. It concerns the question
whether, in certain circumstances, the close-out netting provisions require an
assumption to be made that the defaulting party would in fact have satisfied the
conditions precedent to its entitlement to receive payment from the
non-defaulting party.

THE OUTLINE FACTS OF THE FIRST APPEAL
[10] The problem has arisen in the Lehman Brothers administration. One of

the Lehman companies, Lehman Brothers International (Europe) (LBIE), was a
party to numerous interest rate swap transactions and went into administration
on 15 September 2008. That constituted an event of default under each of the
agreements for the transactions; to the extent that the counterparties owed any
sums to LBIE on and after that date pursuant to such agreements, the
obligation to make any payments either did not come into existence or ceased
to exist or was suspended for the duration of the event of default which has
continued while the administration is progressing. In the first of the cases
under appeal the administrators wish to collect the sums purportedly owed to
LBIE pursuant to five transactions made with: (i) JFB Firth Rixson Inc (JFB);
(ii) FR Acquisitions Corp (Europe) Ltd (FRAC); both these companies are part
of the Firth Rixson group of companies which makes and supplies rings,
industrial forgings and other specialised metal products (Firth Rixson);
(iii) BEIG Midco Ltd (BEIG) part of the Birds Eye Iglo group of companies; and
(iv) KP Germany Zweite GmbH (KPGZ) part of the Klockner Pentaplast group
of companies which make plastic products.
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[11] The JFB transaction was a sterling interest rate swap evidenced by a
confirmation of 13 November 2007. The FRAC transaction was a US dollar
interest rate swap evidenced by a confirmation of 13 November 2007 novated
to FRAC on 29 August 2008. The BEIG transaction was a sterling interest rate
swap evidenced by a confirmation of 30 January 2007. KPGZ made two
transactions, a euro interest rate swap evidenced by a confirmation of
4 December 2007 and a US dollar interest rate swap evidenced by a
confirmation of 21 January 2008. All these transactions had a maturity date
after 15 September 2008 when the administrators were appointed and, on that
maturity date, large sums were or, but for the event of default on LBIE’s part,
would have been or become due. It is those sums which the administrators
seek to recover.

THE MASTER AGREEMENT
[12] The scheme of the master agreement (1992) is relevantly as follows:
(i) The master agreement and all confirmations form a single agreement

between the parties.
(ii) Section 2(a) constitutes the underlying obligation (as already set out) that

each party will make payment to the other (in the case of an interest rate swap,
one party the amount of fixed rate interest, the other party the amount of the
floating rate interest for the relevant period).

(iii) Section 2(c) provides for netting where the amounts otherwise payable
are in the same currency and in respect of the same transactions.

(iv) Section 2(e) provides for a party who defaults in the performance of any
payment obligation to pay interest on the overdue amount at what is called ‘the
Default Rate’.

(v) Section 3 sets out the representations made to each party by the other.
(vi) Section 4 sets out certain subsidiary agreements.
(vii) Section 5(a) enumerates many different occurrences constituting events

of default, eg failure to make a payment when due if such failure is not
remedied on or before the third local business day after notice of failure is
given to the non-paying party or failure to comply with other terms of the
agreement if such failure is not remedied on or before the thirtieth day after
notice of failure is given; these are examples of potential events of default
which become actual events of default once the notice period has expired.

(viii) Section 5(a)(vii) is the relevant event of default for the purposes of this
appeal. It is headed ‘Bankruptcy’ and has nine subsections including: ‘(6) seeks
or becomes subject to the appointment of an administrator, provisional
liquidator … or other similar official …’ LBIE had administrators appointed on
15 September 2008. This constituted an immediate event of default which has
continued to this day. It looks as if it will continue for some time. While the
administrators hope that they can ultimately find a surplus of assets over
liabilities, they are by no means confident that that will be the position.

(ix) Section 5(b) enumerates what are called ‘Termination Events’ including
at sub-s (v) any ‘Additional Termination Event’ specified in the schedule to the
ISDA agreement or in any confirmation. Sometimes the schedule or the
confirmation will opt for AET if there is an event of default, but that was not
the position in any of the five transactions which are the subject of the first
appeal, nor indeed in the transactions with which the second appeal is
concerned.

(x) Section 6 is entitled ‘Early Termination’ and gives a right to any
non-defaulting party, by giving not more than 20 days’ notice to the defaulting
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party specifying the relevant event of default, to designate a day (no earlier
than the day the notice is effective) as an early termination date in respect of all
outstanding transactions. If AET has already been selected in the schedule to
the agreement or the confirmation, an early termination date will occur
immediately, at any rate where the event of default is the appointment of an
administrator. In cases where no AET has been selected this subsection makes
theoretical the question whether an event of default constitutes a repudiation
of the transaction; the answer is that it does not matter whether such event of
default is a repudiation of the transaction because the non-defaulting party
always has the option of designating a date when the transaction will
terminate. The only restriction (if it be a restriction) is that such termination
will apply to ‘all outstanding Transactions’ between the parties rather than
merely the transaction in respect of which there has been an event of default.

(xi) Section 6(b) deals with the right to terminate following a termination
event but nothing turns on this subsection for the purpose of this appeal.

(xii) Section 6(c) then deals with the effect of designating an early
termination date and provides:

‘(ii) Upon the occurrence or effective designation of an Early
Termination Date, no further payments … under Section 2(a)(i) or 2(e) in
respect of the Terminated Transactions will be required to be made, but
without prejudice to the other provisions of this Agreement. The amount,
if any, payable in respect of an Early Termination Date shall be determined
pursuant to Section 6(e).’

(xiii) Section 6(e) then deals with payments to be made on early termination.
The details of this subsection are only marginally relevant to this appeal but, in
broad outline, the parties are supposed (in the 1992 master agreement) to have
elected in the schedule to the agreement a payment measure (either ‘Market
Quotation’ or ‘Loss’) and a payment method (either ‘First Method’ or ‘Second
Method’). If no election has been made, then ‘Market Quotation’ is deemed to
be the measure and ‘Second Method’ is deemed to be the method. These terms
are all defined in the definitions section (section 14) of the agreement. If
second method and market quotation apply, then an amount will be payable
broadly equal to (a) the sum of the ‘Settlement Amount’ determined by the
non-defaulting party in respect of the terminated transactions and the ‘Unpaid
Amounts’ owing to the non-defaulting party less (b) the ‘Unpaid Amounts’
owing to the defaulting party. An important aspect of these calculations is that,
subject to the point which arises in the fourth appeal, the agreement requires it
to be assumed that each applicable condition precedent has been satisfied. Any
positive number will be paid to the non-defaulting party by the defaulting
party; the absolute value of any negative number will be paid to the defaulting
party by the non-defaulting party. The terms ‘Settlement Amount’ and ‘Unpaid
Amount’ are also defined in the definitions section and need not be set out
here. The important general point is that, if the non-defaulting party elects to
designate an early termination date in respect of all transactions, sums due to
the defaulting party will (subject to any other relevant terms of the agreement)
be brought into account, as they will if the parties have elected for AET.
Section 6(e) is often referred to as a provision for ‘close-out netting’.

(xiv) Sections 7 and 8 deal with transfers of the agreement (and interests and
obligations thereunder) and the contractual currency of the transactions.
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(xv) Section 9 has various miscellaneous subsections including:
‘(c) Survival of Obligations
Without prejudice to Sections 2(a)(iii) and 6(c)(ii), the obligations of the

parties under this Agreement will survive the termination of any
Transaction.’

This provision was subjected to detailed argument both before Briggs J and
before us.

[13] The important point for the purpose of this appeal is that the
non-defaulting parties never did designate an early termination date, although
they could have done so if they wished. The consequence is that section 6 of
the agreement was never applied and the transactions were not (and never have
been) terminated. This was no accident because, at the time when
administrators were appointed, sums were ‘due’ (or likely to become ‘due’)
from the non-defaulting parties to LBIE. As the months passed more and more
sums did become ‘due’ to LBIE and the administrators say that those sums
should be paid or (where relevant) brought into account in assessing the overall
sums ‘due’ to the parties. The non-defaulting parties say that no such sums ever
became ‘due’ because their obligation to make the relevant payment under
section 2(a)(i) is and was at all material times (by virtue of section 2(c)(iii))
subject to the condition precedent that no event of default ‘has occurred and is
continuing’.

[14] The relevant transactions have now all come to the end of their term (or
will shortly do so). Both the administrators and the non-defaulting parties want
to know their legal position. The administrators have accordingly applied for
directions under para 63 of Sch B1 to the Insolvency Act 1986 and asked
Briggs J to determine a number of questions. The broad upshot of the judge’s
decision is that, although an obligation on the part of the non-defaulting party
came into existence on the due date of payment, it was suspended and later
extinguished at the end of the natural term of each transaction. As the judge
said at para [89] of his judgment, in which he rejected perhaps the most
plausible of the implied terms proposed by the administrators (that the
condition precedent in section 2(a)(iii)(1) fell away at the end of the natural
term of a transaction), ‘a payment obligation suspended by section 2(a)(iii)
does not survive termination’. We read this as meaning the obligation to pay is
suspended while an event of default continues and, if the event of default is not
remedied, is then extinguished at the time when the transaction comes to an
end at its maturity date.

THE ARGUMENTS
[15] Both at first instance and before this court Mr Trower QC for the

administrators as applicants and appellants in the first appeal put forward a
number of possible implied terms at least one of which was said to be
necessary to make the interest swap agreements work as intended. The
suggested implied terms were that the condition precedent suspending the
obligation to pay during the existence of an event of default came to an end
(i) on the expiry of such time as was required to enable the non-defaulting
party to elect for early termination and consequent close-out netting; or (ii) on
the expiry of a reasonable time if that was a different time; or (iii) on the expiry
of (or maturity of) the relevant transactions; or (iv) on the expiry of (or
maturity of) all transactions between the parties governed by the master
agreement. Mr Trower did not much mind which of his suggestions the court
accepted but submitted it was necessary to accept one of them in order to
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make the contract work as intended. As an ultimate fall-back position,
Mr Trower invited the court to accept the submissions made on behalf of ISDA
as recorded at [19], below.

[16] Mr Nash QC for Lehman Brothers Special Financing Inc (the appellants
in the second appeal) opted for the fourth of the above possibilities.

[17] Mr Hapgood QC and Mr Dicker QC for Firth Rixson and BEIG
supported the judge’s conclusion but submitted with varying degrees of
enthusiasm that the judge should have held that the obligation of the
non-defaulting party to make payment to the defaulting party was extinguished
once and for all on maturity, namely at termination plus any applicable cure
period, if the event of default, remained unremedied.

[18] Mr Richard Fisher for KPGZ submitted more radically that, if an event
of default occurred, no obligation on the part of the non-defaulting party came
into existence at all so that no right was born, which needed to be either
extinguished or revived.

[19] ISDA conceived that they themselves had a legitimate interest in the true
construction of their standard terms of agreement and applied for (and were
granted) leave to intervene both at first instance and in this court.
Mr Zacaroli QC on ISDA’s behalf submitted that the payment obligation came
into existence on the due date and that the condition precedent (that there be
no event of default) suspended the payment obligation in section 2(a)(i). It was,
however, wrong both to talk of the condition precedent being extinguished on
expiry of a reasonable time or on the maturity of the relevant transaction and
to talk of the revival of the obligation to pay at any particular time. The
obligation to pay on the non-defaulting party remained in suspension until
such time as the suspension came to an end either by the correction of the
event of default or the decision of the non-defaulting party to elect for
termination. If the non-defaulting party never elected for termination, the
obligation to pay continued to be suspended and that party took the risk that
the event of default would be cured and the obligation to pay would then
revive. If therefore the administration of LBIE came to an end without any
other event of default (such as liquidation) occurring, the obligation of the
non-defaulting party to make payment under section 2(a)(i) would then revive.

[20] The parties formulated a series of issues for the court to determine in
the light of all these arguments and the judge dutifully resolved those issues in
the course of his judgment and in his formal order. We would, however, prefer
to approach the case in a somewhat more chronological order than the parties
did. We will deal with the arguments in the following order:

(i) Granted that the appointment of administrators on 15 September 2008
constituted an event of default, did that have the effect that no amounts ever
became due and payable from the non-defaulting party to the defaulting party?

(ii) If such amounts did become due but were not payable by virtue of the
event of default, did they never become payable or would they become payable
if the event of default was cured?

(iii) If they did become due and payable but were suspended by reason of the
event of default, did that suspension end at any of the times suggested by the
administrators so that the payment obligation then revived?

(iv) Conversely, if the suspension did not so end, was the obligation to pay
extinguished at the expiry of (or the maturity of) the transactions?

(v) If the obligation did not revive and was not extinguished at the end of the
transaction, did it last for ever and, if not, when did it cease to exist?
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DID THE OBLIGATION OF THE NON-DEFAULTING PARTY EVER COME
INTO EXISTENCE?

[21] It is necessary here to draw a distinction between sums due but unpaid
before the occurrence of an event of default (or, indeed, the fruition of a
potential event of default) and sums becoming due after the occurrence of the
event of default. The parties to the first appeal accepted that sums due but
unpaid before the occurrence of the event of default must be due and payable
and remain due and payable. We do not believe it strictly necessary to decide
conclusively in the first appeal whether this is correct but if we had to we
would conclude that once such sums were due they should be paid regardless
of any subsequent event of default. If, moreover, even sums already ‘due’ at the
time of the occurrence of an event of default did not have to be paid, that
might be relevant to the arguments made on the second appeal in relation to
anti-deprivation.

[22] The question which we do have to resolve in this first appeal is whether
sums become due at any time after an event of default has occurred. If it is a
condition precedent that there be no event of default but the defaulting party is
‘in the money’ at the next monthly payment date (or at any subsequent time),
is such money due but not payable or does no obligation ever come into
existence (as Mr Fisher for KPGZ contends)?

[23] The judge dealt with this compendiously as part of what he called the
‘once and for all’ time point and he concluded that the obligation to pay on the
non-defaulting party was not something which was at once and for ever
discharged if a sum became due from that party after an event of default. But
there are logically two separate questions. (i) Can any obligation arise at all on
the part of the non-defaulting party once an event of default has occurred?
(ii) If any such obligation does arise, is the effect of section 2(a)(iii) that the
obligation is destroyed or merely suspended for a period of time?

[24] For this purpose it is necessary to set out section 2(a) of the master
agreement in full. Section 2 is headed ‘Obligations’; section 2(a) is headed
‘General Conditions’ and provides:

‘(i) Each party will make each payment or delivery specified in each
Confirmation to be made by it, subject to the other provisions of this
Agreement.

(ii) Payments under this Agreement will be made on the due date for
value on that date in the place of the account specified in the relevant
Confirmation or otherwise pursuant to this Agreement, in freely
transferable funds and in the manner customary for payments in the
required currency. Where settlement is by delivery (that is, other than by
payment), such delivery will be made for receipt on the due date in the
manner customary for the relevant obligation unless otherwise specified in
the relevant Confirmation or elsewhere in this Agreement.

(iii) Each obligation of each party under Section 2(a)(i) is subject to
(1) the condition precedent that no Event of Default or Potential Event of
Default with respect to the other party has occurred and is continuing,
(2) the condition precedent that no Early Termination Date in respect of
the relevant Transaction has occurred or been effectively designated and
(3) each other applicable condition precedent specified in this Agreement.’

This section therefore focuses on the payment obligation of the parties but
underlying any payment obligation, there is always a debt obligation. This can
be seen from the relevant confirmations. The KPGZ confirmations (with
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which we have been provided) nominated LBIE as the floating amount payer
and KPGZ as the fixed amount payer. LBIE was obliged to pay every six
months the floating rate of interest on the notional amount of $100,875,000 to
KP and KPGZ was obliged to pay every six months a fixed rate of
5·485 per cent per annum to LBIE. The payment dates are the last calendar
dates of each June and December from 31 December 2007 up to and including
the termination date which is defined as the earliest of (i) 9 July 2012 and (ii)
the occurrence of the termination event. A mutual debt obligation therefore
arose on the last day of each June and December from and after December
2007. There was also an obligation to make payment on that date. Thus the
debt obligation and the obligation to make payment of the debt arose at the
same time.

[25] Section 2 of the master agreement is, however, all about the payment
obligation and does not, in our view, touch the underlying indebtedness
obligation. In particular, section 2(a)(i) obliges each party to make each
payment specified in the confirmation and it is that payment obligation which
is, by section 2(a)(iii), made subject to the condition precedent that no event of
default has occurred and is continuing.

[26] That this is so is demonstrated by the fact that the master agreement
provides that, in cases where early termination occurs and payments have to be
made pursuant to section 6(e) by reference to a payment measure which is to
be either ‘Market Quotation’ or ‘Loss’, it is to be assumed that each applicable
condition precedent has been satisfied. As already explained (see [12] (xiii),
above) that means that in the event of early termination, the net position of the
parties is to be calculated. If in fact no debt obligation ever arose, the
calculation envisaged as occurring on early termination could never take place
since there would be no obligation of the non-defaulting party to take into
account.

[27] Nor does Mr Fisher’s argument cater conveniently for potential events of
default; these are just as likely to occur as actual events of default. It would be
very odd if no obligation arose if a potential event of default had occurred on
or before a due date for payment but that fault was cured the day after the due
date. Mr Fisher would no doubt say that the debt and the obligation to pay it
did arise but would be extinguished if the potential event of default became an
actual event of default but it is most unlikely that the parties could have
intended that the indebtedness should come into existence for one kind of
default but not for the other.

[28] A similar argument to that advanced by Mr Fisher was submitted to
Gloster J by Mr Jonathan Crow QC in Pioneer Freight Futures Co Ltd (in liq) v
TMT Asia Ltd [2011] EWHC 778 (Comm), [2011] 2 Lloyd’s Rep 96, a case about
FFAs decided after the decision of Briggs J in the present case, at any rate in his
oral reply (see [72]). It was rejected by her for much the same reasons as we
have set out. She said (at [91])

‘Once one approaches the analysis on the basis that, under
section 2(a)(iii), one is only looking at the payment obligation, rather than
the debt obligation, the whole machinery makes sense. Thus, the wording
of section 2(a)(iii) makes it clear that the payment obligation is subject to
the condition precedent that no Event of Default or Potential Event of
Default has occurred “… and is continuing”. The natural reading of those
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words envisages that once a condition precedent is fulfilled, the obligation
to pay revives. There is no need for any further creation of the debt
obligation itself, as Mr Crow seeks to suggest.’

We would respectfully adopt those observations of Gloster J and hold that the
underlying debt obligation is undisturbed by the event of default; it is merely
the payment obligation which is barred if there is an event of default. We turn
therefore to the next question which is whether the obligation to pay is
extinguished or is merely suspended so that it can and will revive if the event of
default is cured before termination by either party or on the maturity of the
transaction.
EXTINCTION OR SUSPENSION?

[29] This was dealt with by the judge (at [66]–[74]) under the heading ‘Once
and for all v suspension’. The question had already been considered by Flaux J
in Marine Trade SA v Pioneer Freight Futures Co Ltd BVI [2009] EWHC 2656
(Comm), [2010] 1 Lloyd’s Rep 631. He had concluded that, once there was an
event of default, any obligation on the non-defaulting party to pay the
defaulting party was extinguished rather than suspended. Flaux J had not been
referred to an earlier dictum of Austin J of the Supreme Court of New South
Wales to the contrary in Simms and anor (in their capacity as liquidators of Enron
Australia Finance Pty Ltd (in liq)) v TXU Electricity Ltd [2003] NSWSC 1169, (2003)
204 ALR 658. In this case that learned judge had said (at para [12]):

‘Since these two conditions are conditions precedent to the payment
obligations of the counterparties, if either condition has not been met at
any given time, there is no payment obligation under any of the trades that
have been made under the TXU Agreement. However, a payment
obligation will spring up under a pre-existing trade once the relevant
condition is satisfied, and in that sense it might be said (with only
approximate accuracy) that the payment obligation is “suspended” while
the condition remains unfulfilled, and that amounts “accrue”
notwithstanding that the condition is unfulfilled.’

[30] Briggs J gave three reasons for concluding ‘on a fairly narrow balance’
that Austin J’s suspensory construction was to be preferred. In the third of
these appeals Flaux J has declined (in the light of these pending appeals) to
express a final opinion but, left to himself, would probably have maintained his
original opinion. We consider that on this matter Briggs J was correct.

[31] Our first reason for so concluding is that to treat the payment obligation
as extinguished is altogether too drastic a remedy in favour of the
non-defaulting party because the possible events of default and potential events
of default are so many and various. A small underpayment unremedied for
three days perhaps as a result of a bona fide underlying dispute as to the
amount due was one example given in argument. An unjustified presentation
of a petition for the winding up or liquidation of a company is another. The
former is initially a potential event of default under section 5(a)(i) but becomes
an actual event of default if it is not remedied on or before the third local
business day after notice of failure to pay is given. The latter is also a potential
event of default but section 5(a)(vii)(4) requires that such petition should
(a) result in an order for winding up or liquidation or (b) not be ‘dismissed,
discharged, stayed or restrained … within 30 days of the institution or
presentation thereof ’. Thirty days is a comparatively short time for the
defaulting party to ensure that a winding-up petition is conclusively dismissed
or restrained; it would not, for example, allow time for any appeal. Moreover in
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the 2002 ISDA master agreement the time is shortened to 15 days. It would not
be reasonable to hold that, if the defaulting party is able to remedy the position
in either of these cases but only after the short timescale has expired, his rights
against the non-defaulting party have forever gone and can never revive. It is
more natural to hold (as we do) that the obligation to pay is suspended while
the relevant event of default continues.

[32] Secondly, we agree with Briggs J that, granted that the calculations of
loss in relation to early termination or AET require it to be assumed that any
condition precedent has been satisfied, it would be somewhat counter-intuitive
to find that in other cases the existence of the relevant condition precedent
means that the underlying obligation is extinguished rather than suspended. A
deferred election for early termination could cause serious problems of
analysis.

[33] Thirdly we do not agree with Mr Jacobs QC for Cosco that this question
of construction is assisted by remembering that the master agreement
potentially applies to delivery of chattels (for example financial instruments) as
much as to the payment of money pursuant to interest swap or forward freight
agreements. It is no doubt true that the value of such chattels may increase
during any period for which the delivery obligation may be suspended but, if
the non-defaulting party thinks that is an unsatisfactory position, he can invoke
the rights given by section 6 in relation to early termination.

[34] Nor do we think that the question whether the obligation of delivery
comes into existence (or is extinguished) if a condition precedent is not
satisfied at the date of the accrual of the obligation can be resolved by
reference to the general law of the sale of goods (as Flaux J appears to have
thought in para [87] of his judgment in the third case under appeal (Pioneer
Freight Futures Co Ltd (in liq) v Cosco Bulk Carrier Co Ltd [2011] 2 All ER (Comm)
1079). That must depend on the terms of any individual contract but in the
case of a long-term contract for delivery of goods by instalments (which is the
closest analogy) any repudiatory breach would give the innocent party the
option to terminate but, if he does not so terminate, the contract stays alive
and the innocent party takes the risk that the terms of the contract will on
their true construction permit the party in breach to call for delivery at a later
date. In a similar way a party who does not accept a repudiatory breach as
terminating the contract takes the risk of a frustrating event occurring which
will release the guilty party from his obligations: see Avery v Bowden (1855) 5
E & B 714, (1855) 119 ER 647. We therefore prefer the view expressed in
para 11–012 of Firth Derivatives: Law and Practice that the conclusion we have
reached (that performance of an obligation of payment or delivery is
suspended during the currency of a relevant event of default)—

‘is consistent with the treatment of concurrent conditions in, for
example, contracts for sale of goods. Under such contracts neither party
has to perform if the other party is not ready and willing to do so, as each
party’s obligations are conditional on simultaneous performance by the
other party. However, if a party fails to perform on the due date, the
innocent party is not released (unless the contract is validly terminated); if
the party in breach subsequently tenders performance, the innocent party
must perform its own obligation.’

[35] We would therefore decide that the payment obligation of the
non-defaulting parties is suspended (rather than extinguished) during the
currency of an event of default under the master agreement and will revive if
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the event of default is cured at any time before the outstanding transactions are
terminated. The question then arises whether the payment obligation revives
at any other time while the contract continues to exist and whether (if not) the
obligation is extinguished when the contract arrives at its contractual maturity
date.

REVIVAL OTHERWISE THAN BY CURING THE EVENT OF DEFAULT?
[36] Mr Trower for the administrators submitted that, even if the event of

default was not cured but continuing, there must come a time when the
obligation on the non-defaulting party to make payment must revive.
Otherwise there would be a serious mismatch between the situations of early
termination or AET on the one hand and the absence of termination on the
other. Also, it would always be in the interest of the non-defaulting party to
decline to terminate the transaction and keep it in existence in the knowledge
that however much the non-defaulting party might owe and however much the
defaulting party might be ‘in the money’, the defaulting party could never
recover. The non-defaulting party would thus receive a totally undeserved
windfall. This was so unfair on the defaulting party that a term as to the revival
of the payment obligation had to be implied into the contract.

[37] The judge (at [81]) set out the three terms which the administrators at
that stage of the proceedings sought (as a matter of construction) to imply into
the agreements between the parties, any one of which would produce a
satisfactory outcome from the administrators’ point of view. They are:

‘A. That section 2(a)(iii) suspends the non-defaulting party’s payment
obligations under condition precedent (1) only for a reasonable time: that
is, a time sufficient to enable that party to decide whether to elect for early
termination, or to continue to perform its payment obligations in full.

B. That section 2(a)(iii) suspends the non-defaulting party’s obligations
under section 2(a)(i) until such time as the transaction, or alternatively all
of the transactions between the parties governed by the master agreement,
have run their course (assuming no early termination) such that, at the
expiry of the natural term of the last transaction the non-defaulting party
must either submit to a netting process which calls for payment of all
suspended payment obligations or submit to the consequences of an early
termination as at that date.

C. That the non-defaulting party is, under section 6(a), under a constant
obligation to exercise its discretion whether or not to designate an early
termination date in a manner which is not arbitrary, capricious or
unreasonable so that, once it is clear that the other party’s default is
permanent, or where the non-defaulting party decides to re-hedge, it must
exercise its discretion in favour of early termination.’

[38] The judge rejected all these possibilities and we agree with him.

(A) REVIVAL AFTER REASONABLE TIME
[39] The first proposed term is not only not a necessary implication to make

the contract work but it is contrary to the express words of section 2(a)(iii) ‘and
is continuing’.

[40] It is, of course, the case that when a contract requires something to be
done and no time limit for the doing of that act is expressly stipulated, the
court will often imply that it should be done within a reasonable time. The
paradigm example is perhaps that of a ci f seller who has to forward the bills of
lading to his buyer within a reasonable time (which may, in some
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circumstances, be a very short time): see Sanders v Maclean (1883) 11 QBD 327.
But in this case the only act required of the non-defaulting party is to make
payment, the time for doing of which is set out in the contract which also
provides that payment need not be made while the event of default is
continuing. There is just no reason for any implication that the non-defaulting
party is to do any other act within any particular time, let alone the act which
the clause says he need not do.

[41] The suggestion that the scheme of the contract requires the
non-defaulting party (within a reasonable time) to opt for early termination
does not hold water. In the first place the parties were able to opt for AET if
they wanted to. In the first appeal and the second appeal the parties did not do
that. In the second place, the whole point of section 6 is to give the
non-defaulting party the option to ‘designate a date … as an Early Termination
Date in respect of all outstanding Transactions’. This is a right which is given to
the non-defaulting party and it is not easy to see why there should be any
limitation on the right. It is not an unqualified right because the defaulting
party can cure the default if he is able to do so within the 20-day notice period
which the non-defaulting party has to give. It has also to be recalled (see [12](x),
above) that, if the option is exercised, then the early termination date so chosen
applies to ‘all outstanding transactions’. It is not an option to terminate one
transaction and leave other transactions unterminated. That will not
necessarily be entirely beneficial to the non-defaulting party but he has to take
that on the chin as the price of the exercise of the option. Mr Trower’s
proposed implied term would require the non-defaulting party (after a
reasonable time, whatever that might be) to terminate all outstanding
transactions not just the transaction to which the event of default
(eg non-payment of a particular sum) related. There is just no reason why the
non-defaulting party should be required to opt in this way.

[42] On the facts of the present case, moreover, the non-defaulting party
needs protection against the continuing insolvency of LBIE. To the extent that
the non-defaulting party is ‘out of the money’ because the floating rate is (or is
likely to be) less than the fixed rate of interest it may be that his loss is more
theoretical than real because he can go into the market and obtain another
swap transaction on more beneficial terms than the transaction with LBIE; but
if the non-defaulting party is ‘in the money’ because the floating rate is (or is
likely to be) higher than the fixed rate, any new swap obtainable in the market
would be likely to be more expensive then the transaction with LBIE. Although
he may have a claim against LBIE for the difference, such a claim will only be as
an unsecured creditor in what is likely to be an insolvent administration. The
non-defaulting party is, however, entitled to be the guardian of his own interest
and make his own assessment whether early termination is likely to be to his
benefit or not. It cannot have been the intention of the parties that he should
be constrained to make a choice in favour of early termination at any particular
time, not of his own choosing.

(B) REVIVAL AT THE MATURITY OF THE TRANSACTION OR ALL
OUTSTANDING TRANSACTIONS

[43] The question whether this suggested term can be implied into the
contract is, in a sense, part of the larger question whether the transaction
comes to an end on maturity. In one sense it does since, after the relevant
number of months or years have elapsed, no more calculation of amounts due
either way will be made any more. But that may not be the end of the matter
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since there may still be accrued obligations. Mr Trower on behalf of the
administrators of LBIE submits that, if there is a single transaction governed
by a single confirmation, that transaction does indeed come to an end and, at
that time, any sums due from the non-defaulting party to the defaulting party
must be paid. Mr Hapgood for Firth Rixson and Mr Dicker for BEIG
(supported by Mr Fisher for KPGZ on the basis that we have decided his earlier
point against him) agreed that the transaction came to an end but drew the
opposite conclusion, namely that the condition precedent to payment (that
there be no event of default) continued in force and that nothing was due from
the non-defaulting party then or at any future time. The judge accepted this
latter submission and we shall shortly have to determine whether he was right
to do so. He rejected Mr Trower’s submission saying (at [89]) that it was more
obviously at variance with the language of the master agreement than
Mr Trower’s earlier submission. On this we agree with him.

[44] To some extent the reasons why this implication cannot be made are the
same as those already given for rejecting the previous implied term. There is
just no reason to make the implication since the contract works perfectly well
without it. Where, indeed, there was more than one transaction (as there was
for KPGZ) it would be unjust if, at the maturity of the first transaction, the
non-defaulting party had to pay whatever might be due, when market forces
might be flowing the other way under the second transaction, since the result
of that could well be the non-defaulting party would have to pay upfront but,
when he came into the money on the second transaction, he would not be able
to recover what was due as a result of the defaulting party’s insolvency.

[45] Faced with this dilemma, Mr Trower submitted that the correct
implication was that the payment obligation would revive after the end of all
the outstanding transactions made between the parties. But it would be
surprising to imply a term into any particular transaction which would have to
await the maturity or termination of other transactions. That would be to
rewrite the contract for the parties which it is no business of the court to do.
The court will only imply terms if it is necessary to do so or if it would be
obvious to any disinterested third party that the contract must have the
meaning which the implied terms would give it. But the second suggested
implication satisfies neither of those tests.

(C) REQUIREMENT TO EXERCISE DISCRETION REASONABLY

[46] The administrators did not pursue this third suggested implied term on
the appeal. Had they done so, we would have rejected it because it is even more
hopeless than the others. The right to terminate is no more an exercise of
discretion, which is not to be exercised in an arbitrary or capricious (or perhaps
unreasonable) manner, than the right to accept repudiatory conduct as a
repudiation of a contract. We have already commented that the specific right
to terminate makes theoretical the question whether an event of default
constitutes a repudiation of the contract which can be accepted by the
innocent party as bringing the contract to an end. But no one would suggest
that there could be any impediment to accepting repudiatory conduct as a
termination of the contract based on the fact that the innocent party can elect
between termination and leaving the contract on foot. The same applies to
elective termination. Even if, moreover, it could be said that in some sense a
contracting party had a discretion to bring the contract to an end and that such
discretion should not be exercised capriciously or arbitrarily, it by no means
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follows that the same considerations could apply to allowing the contract to
continue which does not require any positive act on the part of the
non-defaulting party.

[47] We would therefore reject all the formulations of an implied term put
forward on behalf of the administrators of LBIE in the first appeal. It follows
that we reject the similar arguments (although confined, as we understand it to
the second formulation) put forward by Mr Nash in the second appeal. We turn
therefore to the converse question whether the payment obligation comes to
an end on the maturity of the relevant transactions.

EXTINCTION OF PAYMENT OBLIGATION ON MATURITY?
[48] The judge held that, although the payment obligation of the

non-defaulting party was suspended during the currency of the transaction, the
suspension ended on maturity and it was then extinguished. He pointed out
that the only alternative to extinction on maturity was that the payment
obligation would last indefinitely. By that he presumably meant that it would
last until such time as the non-defaulting party chose early termination and
closed out all outstanding transactions or such time as the event of default was
cured. If the non-defaulting party never chose early termination and the event
of default could never be cured, the obligation would indeed be indefinite but
it would be an obligation which could never be called in.

[49] The judge gave three reasons for coming to this conclusion: (1) that it
would not be a reasonable understanding of the master agreement to continue
it in such a way as to give rise to indefinite contingent liabilities; (2) that on its
true construction section 9(c) provided for extinction of the payment
obligation; (3) that the downside of indefinite contingent liability could not be
avoided by early termination since the termination would not be early and it
would be impossible to apply the default method for calculating the relevant
payments since there could be no market for a replacement swap. The first and
third reasons are interrelated so we will consider section 9(c) first which, as will
be remembered by any reader of this judgment, provides:

‘Survival of Obligations
Without prejudice to Sections 2(a)(iii) and 6(c)(ii), the obligations of the

parties under this Agreement will survive the termination of any
Transaction.’

[50] The exclusion of section 6(c)(ii) is readily understandable since that is the
provision stating that the effect of designating an early termination date is that
no further payment or deliveries are to be made but that amounts, if any,
payable by one party to the other will be determined pursuant to section 6(e)
including market quotation and second method as the default measure and
payment method. The obligation to make any resultant payment obviously has
to survive the termination of any transaction. In the absence of section 9(c) it
could hardly be arguable that no such obligation accrued, but section 9(c) puts
that matter beyond doubt.

[51] The previous form of ISDA agreement published in 1987 under the title
of ‘Interest Rate and Currency Exchange Agreement’ had sections 2(a)(iii) and
9(c) in a slightly different form. Section 2(a)(iii) had no reference to the second
condition precedent in the 1987 form (absence of occurrence or designation of
early termination) and provided simply:

‘(iii) Each obligation of each party to pay any amount due under
Section 2(a)(i) is subject to (1) the condition precedent that no Event of
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Default or potential Event of Default with respect to the other party has
occurred and is continuing and (2) each other applicable condition
precedent specified in this Agreement.’

Section 9(c) had no reference to section 2(a)(iii) at all but provided simply:
‘Survival of Obligations
Except as provided in Section 6(c)(ii), the obligations of the parties under

this Agreement will survive the termination of any Swap Transaction.’
[52] Since section 9(c) in the 1987 agreement made no reference to

section 2(a)(iii) it seems to us impossible to construe section 9(c) in the 1987
agreement as providing that any suspended payment obligation should be
extinguished on maturity. The question is whether the new wording of
section 9(c) in the 1992 form of agreement introduced, for the first time
(without saying so expressly), the concept that the payment obligation,
suspended as it is once there is an event of default, is to be extinguished on
maturity.

[53] We cannot conclude that, as a matter of construction, so fundamental
an alteration has been achieved by the new wording. The judge himself (who
had not been referred to the 1987 form) says that section 9(c) is by no means
ideally phrased (at [79]) and that it was ‘perhaps inelegant language for the
purpose of encapsulating the concept that a payment obligation suspended by
section 2(a)(iii) does not survive termination’ (at [89]). It is easy to see why,
once section 2(a)(iii) of the 1992 agreement added the new condition precedent
to payment that no early termination date should have occurred or have been
designated, section 9(c) should have added a reference to section 2(a)(iii), which
now referred to early termination for the first time, but it cannot, in our
judgment, have been the intention of the framers of the 1992 agreement to
introduce the concept of extinction of the payment obligation by the use of
such ‘non-ideal’ and ‘inelegant’ wording. If that had been their intention, they
would have made that intention much more explicit than by hiding it in a
clause headed ‘Miscellaneous’ and phrasing it in such an obscure manner. The
reference in section 9(c) to section 2(a)(iii) is, in our view, a reference only to
section 2(a)(iii)(2).

[54] This conclusion does not, of course, affect the judge’s other reasons for
construing the agreement to provide for extinction of the obligation on
maturity of the transaction but it must be noted that these other reasons go to
support the implication of such a term in the absence of any express term to
that effect. The position is that the parties have made no express provision for
what is to happen to suspended obligations when the transaction matures and
the question is, therefore, whether the court should imply a term that such
obligations are indeed to be extinguished.

[55] Both the first and third reasons given by the judge do not seem to us,
with respect, sufficient reasons to justify an implication that suspended
obligations are to be regarded as extinguished. They both amount to saying
that indefinite contingent liabilities are inconvenient. No doubt that is so but
that consideration forms a slender basis for implying a provision for extinction
which the parties have not expressly agreed.

[56] We have so far avoided any extended reference to the law on implied
terms since it seems to us that, on any view of the law, it is impossible to imply
any of the terms suggested by Mr Trower for the administrators. Once one
appreciates, however, that the non-defaulting parties are seeking to imply a
term (albeit a different term) just as much as the administrators are, it is
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necessary for us to remind ourselves of the latest authoritative pronouncement
about implied terms in the judgment of the Privy Council in A-G of Belize v
Belize Telecom Ltd [2009] UKPC 10, [2009] 2 All ER (Comm) 1, [2009] 1 WLR
1988. The facts of the case are a long way from those of the present appeals but
the decision of the Judicial Committee of the Privy Council gives important
general guidance. In delivering judgment Lord Hoffmann said (at [17]–[18]):

‘[17] The question of implication arises when the instrument does not
expressly provide for what is to happen when some event occurs. The most
usual inference in such a case is that nothing is to happen. If the parties had
intended something to happen, the instrument would have said so.
Otherwise, the express provisions of the instrument are to continue to
operate undisturbed. If the event has caused loss to one or other of the
parties, the loss lies where it falls.

[18] In some cases, however, the reasonable addressee would understand
the instrument to mean something else. He would consider that the only
meaning consistent with the other provisions of the instrument, read
against the relevant background, is that something is to happen. The event
in question is to affect the rights of the parties. The instrument may not
have expressly said so, but this is what it must mean. In such a case, it is
said that the court implies a term as to what will happen if the event in
question occurs. But the implication of the term is not an addition to the
instrument. It only spells out what the instrument means.’

And again (at [21]):
‘It follows that in every case in which it is said that some provision ought

to be implied in an instrument, the question for the court is whether such
a provision would spell out in express words what the instrument, read
against the relevant background, would reasonably be understood to
mean.’

[57] The question for the court is, therefore, whether the contracts in the
present appeals ‘mean’ that the suspended payment obligation disappears on
the maturity of the transaction. Neither the confirmation nor the master
agreement so state expressly and we do not consider that the contracts ‘must’
mean that. The parties have just made no provision on the topic and the loss
(such as it is) must lie where it falls.

[58] It should also be said that termination after the natural maturity date can
be ‘early’ termination. It would only be if one assumes that the payment
obligation is extinguished at that time that it becomes odd to talk of early
termination thereafter. For the reasons given we do not consider that the
payment obligation is extinguished; it will still be possible for the
non-defaulting party to terminate ‘early’ thereafter, if he wishes to do so. If he
does not wish to do so, he has to accept the consequence of the contractual
obligations continuing to exist.

[59] Nor do we follow the judge’s third reason that it is impossible to conduct
the required calculation (whether ‘Market Quotation’ or otherwise) after the
maturity date of the transaction. It merely means that the first part of the
calculation results in a nil figure which is then to be compared with the second
part of the calculation.

[60] We were much pressed with the decision of the House of Lords in
Total Gas Marketing Ltd v Arco British Ltd [1998] 2 Lloyd’s Rep 209 in which a
long-term contract for the sale and delivery of natural gas from the Trent Gas
Field in the North Sea was conditional on the seller becoming a party to an

1098 All England Law Reports [2012] 2 All ER (Comm)

a

b

c

d

e

f

g

h

j

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 24 of 357



allocation agreement required by the gas terminal in Norfolk where the raw
gas was processed. A clause in the contract gave the seller (Arco) the option to
fix the first delivery date within the period 15 September to 15 December 1996
and Arco did so fix it for 31 October 1996. But by the time that date arrived,
Arco had not become a party to the allocation agreement and, in the light of a
fall in gas prices, the buyer (Total) declared that they were no longer obliged to
take delivery. Jonathan Parker J and Nourse LJ decided that Total were not
entitled to take that course but the majority of the Court of Appeal and all the
members of the House of Lords decided that, once the delivery date had been
effectively written into the contract, that date was sufficiently important to
compel the conclusion that, if Arco had not become a party to the relevant
allocation agreement, Total were entitled to regard themselves as no longer
bound.

[61] We cannot regard this case as affording any assistance in the different
world of derivatives in the form of interest rate swaps and forward freight
agreements. In the first place, the condition of becoming a party to the
allocation agreement was a contingency on the fulfilment of which the
contract itself depended—no obligation to accept and pay for the delivery
could come into existence until the contingency occurred. In the present case,
the contracts had come into existence and had been partially performed; the
question here is whether existing obligations have been extinguished, not (once
Mr Fisher’s submissions have been rejected) whether they have come into
existence at all. Secondly the question whether existing obligations are
extinguished can (in the absence of an express term on the matter) only be
determined by resorting to implication (in the Belize sense). There was no
question of any implication having to be made in the Total Gas Marketing case.

DURATION
[62] We decide therefore that Mr Zacaroli’s submissions are correct and that

there is no terminus, either by way of extinction or revival, to the condition
precedent. It continues in force until the event of default is cured. If it is never
cured, there continues to be no obligation on the non-defaulting party to make
payment.

CONCLUSION ON FIRST APPEAL
[63] For these reasons, it follows that the administrators’ appeal must fail,

save to the extent that this court has accepted ISDA’s submissions and thus
indorsed their ultimate fall-back position identified at [15], above. No doubt in
the light of our difference from the view of the judge on the question of the
extinction of the payment obligation on maturity, it may be necessary to make
some amendments to his formal order but that makes no difference to the
outcome of the appeal. We will ask the parties to co-operate in drawing up a
new order.

THE FACTS OF THE SECOND APPEAL
[64] The second appeal (Lehman Brothers Special Financing Inc (LBSF) v

Carlton Communications Ltd (Carlton)) concerns two linked interest rate
swaps incorporating the terms of the ISDA 1992 master agreement which were
entered into to enable Carlton to hedge its fixed interest exposure. In the
schedule to the master agreement the parties elected against AET and chose
the second method and loss under section 6(e).

[65] Under the first swap LBSF paid a fixed rate of interest on the notional
amount of £250m on 2 March and 2 September in each year from 2 March 2005
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to 2 March 2009. Carlton paid a floating rate based on sterling LIBOR. Under
the second swap LBSF was also the fixed rate payer and Carlton the floating
rate payer. The payment dates were the same as under the first swap.

[66] LBSF was the principal group company engaged in fixed income OTC
derivatives business. Its parent company was Lehman Brothers Holdings Inc
(LBHI) which acted as LBSF’s credit support provider for both swaps under the
terms of the master agreement.

[67] At the date of the Lehman group collapse in 2008 only one payment
date remained under each of the swaps. LBHI entered Chapter 11 bankruptcy
on 15 September followed by LBSF on 3 October. There were therefore two
relevant events of default which continued on 2 March 2009 which was the last
payment date. As of then LBSF was in the money and but for the operation of
section 2(a)(iii) would have been entitled to a payment from Carlton of
£2,656,649·31.

THE ISSUES ON THE SECOND APPEAL
[68] The principal issues on the second appeal are the effect of an event of

default on the subsequent payment obligations of the non-defaulting party and
whether on the maturity of the swaps in March 2009 those payment
obligations were either extinguished or revived. At the trial it was common
ground that the non-satisfaction of the condition precedent in
section 2(a)(iii)(1) was suspensory only (as opposed to once and for all)
although the judge’s analysis in his Lomas v JFB Firth Rixson judgment meant
that in practice this made no real difference to the outcome given that 2 March
2009 was also the maturity date of the contracts. But Ms Toube QC on behalf
of Carlton reserved the right to argue on any appeal that the construction put
forward by ISDA of the indefinite survival of the suspended payment
obligations was correct.

[69] Our decision on these issues in the first appeal concludes them in the
second appeal so that the only remaining issue is whether the operation of
section 2(a)(iii) as we have construed it engages either the anti-deprivation
principle or the operation of the pari passu rule of distribution. These grounds
of appeal have been abandoned by the administrators in the first appeal but the
judge’s analysis of this issue in Lomas v JFB Firth Rixson Inc is the basis of his
decision in Carlton.

[70] It is convenient at this point to refer to the convention adopted by both
sides in both the first and the second appeals about the ability of the
non-defaulting party to recover gross any payments due from the defaulting
Lehman company after its entry into bankruptcy or administration. Both in
this court and before the judge it was agreed that a non-defaulting party who
wishes to enforce the payment obligations of the defaulting party must give
credit for what is due under its part of the swap. So in this case Carlton would
not be able to prove for what LBSF was liable to pay on 2 March 2009 by way
of fixed rate interest without bringing into account its own contingent
liabilities in respect of the floating rate. This agreement was not limited to the
floating rate payments due on the same payment date. It also extended to any
sums which but for section 2(a)(iii) would have been payable to the defaulting
party on an earlier date within the continuing period of default. Those
liabilities would also have to be taken into account in determining the amount
for which the non-defaulting party might prove.

[71] The question whether the non-defaulting party is obliged to give credit
in this way against the gross liability of the defaulting party remains a live issue
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in the Cosco appeal where netting under section 2(c) is relied on by Pioneer as
an alternative means of recovery to that provided for under section 6 of the
master agreement on the assumption that all of the transactions (including the
eight whose expiry dates occurred before the first event of default) were
brought into account as terminated transactions under the wash-out
provisions. Although therefore the resolution of this issue is not relevant to the
outcome of the Carlton appeal and may not be essential even in the
Cosco appeal, we consider that we should summarise our views upon it at this
stage if only to put our decision about anti-deprivation into context.

[72] In the Marine Trade case [2010] 1 Lloyd’s Rep 631 Flaux J held that netting
under section 2(c) was not available to the defaulting party where the
conditions precedent contained in section 2(a)(iii) were not satisfied as of the
date for payment. He confirmed this view in his judgment in Cosco. The basis
of his decision was that netting under section 2(c) applies only where the
amount due from the non-defaulting party ‘would otherwise be payable’. In
that event the obligations of each party in respect of the same transaction ‘to
make payment’ of the fixed or floating rates are discharged and replaced by an
obligation upon the party not in the money to pay the net balance due.

[73] He held that ‘payable’ connoted what he described as an immediately
enforceable obligation to pay and not, as Pioneer contended, a contractual debt
in respect of which the payment obligation is suspended. The judge’s
construction of these terms is of course consistent with his view expressed in
the Marine Trade case that the obligation to pay on the part of the
non-defaulting party was extinguished for all time by the non-satisfaction of
the condition precedent on the relevant payment date under the confirmation.
But his construction of section 2(c) is not dependent on that and remains
arguable even if (as we have held) there is an indefinite suspension of the
obligation.

[74] A contrary view has been expressed by Gloster J in Pioneer Freight
Futures Co Ltd v TMT Asia Ltd [2011] EWHC 1888 (Comm), [2011] 2 Lloyd’s Rep
565 where the calculation of TMT’s liability under the FFAs assumed that it
was not required to give credit by way of netting under section 2(c) for sums
otherwise due from it to Pioneer during the period of default. She considered
that the overall scheme of the 1992 master agreement was to provide for
netting-off of the gross liability of each party at each payment date under
section 2(c) and for a wash-out calculation of a final net figure under
section 6(e)(4) following automatic termination of all outstanding transactions.
This will operate retrospectively to take into account under the definition of
Loss in section 14 the parties’ total losses and gains derived from the
terminated transactions including those payments which would have been
required to be made before the early termination date ‘assuming satisfaction of
each applicable condition precedent’. The calculation will also include an
estimate of the prospective losses and gains of the parties consequent on the
early termination based in part on what would have been payable prospectively
over the remainder of the contract by the non-defaulting party again on the
assumption that the conditions precedent had been satisfied.

[75] Against this landscape Gloster J considered that the wording of
section 2(c) with its references to amounts that would otherwise be ‘payable’
should be construed consistently with the commercial purpose of
section 2(a)(iii) which was to mitigate counterparty credit risk for the currency
of the swap transactions. To enable the non-defaulting party not merely to be
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relieved from payment during the period of default but also to recover from
the defaulting party its gross liabilities under the swaps as they fall due would,
she said, undermine that purpose:

‘I cannot see that there is any sensible commercial justification or
rationale for a construction of section 2 of ISDA 92 which enables a
Non-defaulting Party to claim against a Defaulting Party on a gross basis. It
appears to be wholly contrary to the ethos of ISDA 92 and clause 10(a) of
the relevant FFAs, and the clear commercial purpose of the parties that all
amounts outstanding under all transactions subject to one ISDA 92 Master
Agreement should be subject to automatic payment netting in respect of
payments due on the same date. It emasculates the netting provisions of
section 2(c) in the very circumstances where they may be most needed:
namely where a Defaulting Party in the money may have to wait a long
time for payment of what is owing to it (for example, until cure of its own
Event of Default, or Potential Event of Default, or Early Termination), and
where it may well itself be subject to cash flow constraints, or other
financial pressures. On the contrary, it confers a wholly unmerited (in
commercial terms) benefit on the Non-defaulting Party. Such a
construction would, in my mind, fundamentally change “the financial
structure of the relationship”.’ (See [44].)

[76] We indorse this approach to the construction of the section 2
obligations. The primary obligation set out in section 2(a)(i) is that ‘[e]ach party
will make each payment or delivery specified in each Confirmation to be made
by it, subject to the other provisions of this Agreement’.

[77] The concluding words are unqualified and subject that primary
obligation to pay to the remaining provisions of section 2 including both
section 2(a)(iii) and section 2(c). Although there has been some argument as to
the order in which these subsections should be applied, the netting provisions
in section 2(c) (which are both automatic and mandatory) state in terms that
they are to operate in relation to amounts which ‘would otherwise be payable’
in the same currency and in respect of the same transaction. The use of the
words ‘would otherwise be payable’ take account in our view of the payment
requirements specified in each confirmation regardless of whether the
conditions precedent have been satisfied as at the relevant date for payment.
They are general words which qualify the terms of payment in the
confirmation (‘would otherwise be payable’) so as to convert each party’s
contractual obligations into ones to pay a net sum. The words ‘would
otherwise’ can and, in our view, should be read as the draftsman’s indication
that section 2(c) operates irrespective of the terms of each payment obligation
and the particular circumstances then prevailing. They are not therefore
concerned with whether the amounts specified in the confirmation have
actually become payable (‘are payable’) on the date in question. Their purpose
is to reformulate the content of the obligations which arise as at each payment
date. This can be contrasted with the definition of ‘Unpaid Amounts’ in
section 14 which is concerned to capture amounts ‘that became payable’ under
the terminated transactions or ‘would have become payable but for
Section 2(a)(iii)’. In this context the emphasis is on what actually fell due or
would have become due and payable but for the non-satisfaction of the
conditions precedent. It is not concerned to reformulate the obligations but to
enforce payment under the wash-out provisions of the net payment obligations
which would otherwise have operated.
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[78] For these reasons we consider that the construction of section 2(c)
adopted by Flaux J in the Marine Trade case and Cosco is wrong and that the
decision of Gloster J is to be followed on this point. The convention adopted in
the first and second appeals therefore accurately represents the correct
operation of the master agreement in relation to contemporaneous payment
obligations which fall due during a period of default. In the Cosco appeal a
further issue arises as to whether Pioneer can net off against the sums which
Pioneer owed to Cosco at the end of December 2008 the sums which would
have been due to it from Cosco in the months January to March 2009 but for
the operation of section 2(a)(iii). As mentioned earlier, this point has also been
conceded by the agreement made in the first and second appeals. But in
relation to section 2(c) it turns on whether the earlier liabilities are sums which
were payable ‘on the same date’.

[79] Mr Kimmins QC submitted that a debt which falls due on a particular
date but is not then paid remains payable at all times until it is paid. This is
undoubtedly true but it is not what section 2(c) contemplates by its reference to
amounts being payable ‘on any date’ or ‘on the same date’. It seems to us that
section 2(c) applies its netting provisions only to the amounts which, under the
original terms of the contract, were expressed to be payable on the same date
in respect of the same (or at the parties’ election) two or more of the relevant
transactions. We shall deal later in this judgment with how (if at all) this affects
the outcome of the Cosco appeal.

ANTI-DEPRIVATION
[80] The challenge to the operation of the master agreement on the grounds

that it contravenes either the anti-deprivation principle or the pari passu rule of
distribution between creditors is limited to section 2(a)(iii). It is accepted that
the close-out provisions in section 6 can produce an obligation to pay on the
part of the non-defaulting party and take effect regardless of the occurrence of
any event of default. As already explained, the court is also asked to consider
this issue on the basis that the defaulting party will not be liable to pay the
sums due to the non-defaulting party during a period of default other than on
a net basis.

[81] The complaint about section 2(a)(iii) is maintained in the event of our
rejection of the suggested implied term that the payment obligation should
become enforceable by the defaulting party once the period of the contract has
come to an end. Had we accepted the submission that the period of suspension
was so limited no question of deprivation or of an unequal distribution of
assets between creditors could have arisen because on 2 March 2009 the final
payments under the swaps would have become both due and payable. But even
had the period of suspension up to the maturity date been longer the result
would have been no different. LBSF (and its creditors) would have been obliged
to wait for their money if the company was in the money but would not have
been required to provide for more than its net liabilities if not.

[82] Mr Nash does, however, pursue his arguments on this point if (as we
have decided) the correct analysis of the operation of section 2(a)(iii) is that put
forward by Mr Zacaroli on behalf of ISDA. He submits that the deprivation
occurred on 2 March 2009 when but for section 2(a)(iii) LBSF would have been
entitled to a final payment from Carlton. The period of suspension may be
indefinite and the only bar to recovery of this money is its supervening
bankruptcy. Alternatively he submits that the operation of section 2(a)(iii)
breaches the pari passu rule because it suspends the recoverability (and
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therefore the distribution) of an asset of the bankrupt estate amongst its
creditors. If this is right then questions of whether the contractual
arrangements were entered into for bona fide commercial reasons are, he says,
irrelevant. The application of the rule is mandatory: see British Eagle
International Airlines Ltd v Cie Nationale Air France [1975] 2 All ER 390, [1975]
1 WLR 758.

[83] The Belmont Park Investments case [2012] 1 All ER 505 was concerned
with a complicated set of provisions as part of which collateral in the form of
investments purchased with the subscription moneys for notes issued by a
special purpose vehicle was charged by the issuer to secure its obligations to
the noteholders and to LBSF under a collateral swap agreement on terms
which changed the priorities between LBSF and the noteholders in the event of
the former’s insolvency. Up to that time LBSF had senior ranking rights in
respect of the security. The change in priority was challenged by LBSF on the
ground that it deprived the company of property to which it was entitled in its
bankruptcy.

[84] The key provision was cl 5.5 of a supplemental trust deed which stated
that:

‘The Trustee shall apply all moneys received by it under this Deed in
connection with the realisation or enforcement of the Mortgaged Property
as follows: Swap Counterparty Priority unless … an Event of Default (as
defined in the Swap Agreement) occurs under the Swap Agreement and
the Swap Counterparty is the Defaulting Party (as defined in the Swap
Agreement) … in which case Noteholder Priority shall apply.’

[85] The Supreme Court held that in applying the anti-deprivation rule it was
necessary to look at the substance of the agreement rather than its form and to
consider whether the provision in question amounted to an illegitimate
attempt to evade the relevant bankruptcy law or had some legitimate
commercial basis. The ratio of the decision that cl 5.5 was unobjectionable is
contained in the following passage from the judgment of Lord Collins
(at [102]–[109]) which was expressly concurred in by the majority of the court:

‘[102] It would go well beyond the proper province of the judicial
function to discard 200 years of authority, and to attempt to rewrite the
case law in the light of modern statutory developments. The anti-
deprivation rule is too well established to be discarded despite the detailed
provisions set out in modern insolvency legislation, all of which must be
taken to have been enacted against the background of the rule.

[103] As has been seen, commercial sense and absence of intention to
evade insolvency laws have been highly relevant factors in the application
of the anti-deprivation rule. Despite statutory inroads, party autonomy is
at the heart of English commercial law. Plainly there are limits to party
autonomy in the field with which this appeal is concerned, not least
because the interests of third party creditors will be involved. But, as
Lord Neuberger MR stressed ([2010] 1 BCLC 747 at [58], [2010] Ch 347), it
is desirable that, so far as possible, the courts give effect to contractual
terms which parties have agreed. And there is a particularly strong case for
autonomy in cases of complex financial instruments such as those involved
in this appeal.

[104] No doubt that is why, except in the case of a blatant attempt to
deprive a party of property in the event of liquidation (see [Folgate London
Market Ltd v Chaucer Insurance plc [2011] EWCA Civ 328, [2011] Lloyd’s Rep
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IR 623]), the modern tendency has been to uphold commercially justifiable
contractual provisions which have been said to offend the anti-deprivation
rule: see Money Markets International Stockbrokers Ltd (in liq) v London Stock
Exchange Ltd [2001] 4 All ER 223, [2002] 1 WLR 1150; [Lomas v JFB Firth
Rixson Inc (International Swaps and Derivatives Association intervening) [2010]
EWHC 3372 (Ch), [2011] 2 BCLC 120]; and the judgments of Sir Andrew
Morritt C ([2009] 2 BCLC 400) and the Court of Appeal ([2010] 1 BCLC
747, [2010] Ch 347) in these proceedings. The policy behind the
anti-deprivation rule is clear, that the parties cannot, on bankruptcy,
deprive the bankrupt of property which would otherwise be available for
creditors. It is possible to give that policy a common sense application
which prevents its application to bona fide commercial transactions which
do not have as their predominant purpose, or one of their main purposes,
the deprivation of the property of one of the parties on bankruptcy.

[105] Except in the case of well-established categories such as leases and
licences, it is the substance rather than the form which should be
determinant. Nor does the fact that the provision for divestment has been
in the documentation from the beginning give the answer, nor that the
rights in property in question terminate on bankruptcy, as opposed to
being divested. Nor can the answer be found in categorising or
characterising the property as “property subject to divestment on
bankruptcy”.

[106] If the anti-deprivation principle is essentially directed to intentional
or inevitable evasion of the principle that the debtor’s property is part of
the insolvent estate, and is applied in a commercially sensitive manner,
taking into account the policy of party autonomy and the upholding of
proper commercial bargains, these conclusions on the present appeal
follow.

[107] The answer is not to be found in the noteholders’ argument that
(a) LBSF’s property was a beneficial interest under a trust, of which it was
one of a number of beneficiaries (see cl 5.3 of the STD) and that (b) LBSF
retains its beneficial interest under the trust to this day. The fact that the
security interests were held by the trustee is not determinative. The court
has to look to the substance of the matter, which is that LBSF had a
security interest, the content and extent of which altered when it filed for
Ch 11 protection. Nor is it to be found in the fact that the potential for
change in priority was in the documentation from the beginning, nor in
the “flawed asset” argument or variant of it, that the security interest, or
the right under the trust to have the trust property administered in
accordance with swap counterparty priority, was inherently qualified or
limited, because it applied only for so long as there had been no event of
default under the swap agreement for which the swap counterparty was
the defaulting party.

[108] The answer is to be found in the fact that this was a complex
commercial transaction entered into in good faith. Although, as a matter of
law, the security was provided by the issuer out of funds raised from the
noteholders, the substance of the matter is that the security was provided
by the noteholders and subject to a potential change in priorities.

[109] The security was in commercial reality provided by the noteholders
to secure what was in substance their own liability, but subject to terms,
including the provisions for noteholder priority and swap counterparty
priority, in a complex commercial transaction entered into in good faith.
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There has never been any suggestion that those provisions were
deliberately intended to evade insolvency law. That is obvious in any event
from the wide range of non-insolvency circumstances capable of
constituting an event of default under the swap agreement.’

[86] This must now be taken as an authoritative statement of the
anti-deprivation principle. The court in the Belmont Park Investments case
rejected the approach suggested by Patten LJ in the Court of Appeal based on
what Lord Collins describes as the flawed asset theory preferring instead to
consider each transaction on its merits to see whether the shift in interests
complained of could be justified as a genuine and justifiable commercial
response to the consequences of insolvency.

[87] If this is the touchstone then it is difficult to see how section 2(a)(iii) of
the master agreement can be said to offend against the anti-deprivation
principle. The suspension of the payment obligations of the non-defaulting
party for the duration of the insolvency does no more than to prevent Carlton
from having to make payments under a hedging arrangement with a bankrupt
counterparty. There is no suggestion that it was formulated in order to avoid
the effect of any insolvency law or to give the non-defaulting party a greater or
disproportionate return as a creditor of the bankrupt estate. Mr Nash placed
some emphasis on the fact that the payment in question fell due at the end of
the contract period but this is irrelevant in our opinion to the application of the
anti-deprivation principle. The commerciality of the arrangements has to be
judged by considering the operation of section 2(a)(iii) throughout the life of
the contract and not solely by reference to the point in time when it comes to
operate.

[88] Looked at in this way it cannot be said that the suspensory effect of
section 2(a)(iii) engages the anti-deprivation principle. In Lomas v JFB Firth
Rixson Inc [2011] 2 BCLC 120 at [108]–[110] Briggs J suggested that a useful test
for determining whether the creation ab initio of a flaw in an asset amounted
to a breach of the anti-deprivation principle when the condition of insolvency
was fulfilled might be to ask whether the chose in action represents the quid
pro quo for something already done, sold or delivered prior to the event of
insolvency or is intended to provide the quid pro quo for services yet to be
rendered:

‘[108] In my judgment the critical distinction which emerges from those
and other cases may be expressed in the following way. Where the asset of
the insolvent company is a chose in action representing the quid pro quo
for something already done, sold or delivered before the onset of
insolvency, then the court will be slow to permit the insertion, even
ab initio, of a flaw in that asset triggered by the insolvency process. By
contrast, where the right in question consists of the quid pro quo (in whole
or in part) for services yet to be to be rendered or something still to be
supplied by the insolvent company in an ongoing contract, then the court
will readily permit the insertion, ab initio, of such a flaw, there being
nothing contrary to insolvency law in permitting a party either to
terminate or adjust what would otherwise be an ongoing relationship with
the insolvent company, at the point when it goes into an insolvency
process.

[109] Examples of the former type are the royalty stream in [Ex p Mackay,
ex p Brown, Re Jeavons (1873) LR 8 Ch App 643], which was the quid pro quo
for a patent sold outright by the person who later became bankrupt, and
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the debt owed by Air France to British Eagle, which was for services
already rendered by British Eagle to Air France prior to the
commencement of its winding up.

[110] Familiar examples of the latter category are leases and licences,
where the right to enjoy the underlying asset accrues over time, in
exchange, also over time, for payment of rent or fees, and which have
always been terminable on bankruptcy without infringing the rule: see
[Perpetual Trustee Co Ltd v BNY Corporate Trustee Services Ltd, Butters v BBC
Worldwide Ltd [2009] EWCA Civ 1160 at [64], [2010] 1 BCLC 747 at [64],
[2010] Ch 347]. A more telling example is the security right enjoyed by
LBSF under its swap agreement in priority to the noteholders over
collateral for which the noteholders had paid the price, and which was
liable to be subordinated to the noteholders’ security in the event of LBSF’s
insolvency. That right was conferred in connection with a swap contract
also governed by an ISDA master agreement, pursuant to which LBSF had
ongoing obligations at the time when it went into Chapter 11 bankruptcy.’

[89] In the Belmont Park Investments case [2012] 1 All ER 505 at [131]
Lord Walker described this as a valuable contribution to the search for principle
although as a test it lacked precision. Lord Mance (at [176]–[177], [179]) was
more emphatic:

‘[176] I would accept that the forfeiture of contractual rights on the
bankruptcy of the party enjoying them is in some circumstances capable of
constituting a deprivation of property within the principle precluding
evasion of the bankruptcy law. This is so not only with accrued rights, but
may also be the case with other rights, as, for example, where the bankrupt
has performed his part before going bankrupt or the right can fairly be
treated as independent of any as yet unperformed obligation. I question,
even at common law, whether an insured who enjoys third party liability
cover for a period on a claims made basis and goes bankrupt part way
through that period could properly be deprived of the benefit of such
cover in respect of claims arising from his activities prior to his bankruptcy.
To that extent, s 1(3) of the Third Parties (Rights against Insurers) Act 1930
may well have done no more than reflect what would have been held to be
the common law.

[177] However, Mr Snowden advanced propositions which would mean
that any provision for termination on bankruptcy, which would deprive the
trustee or liquidator of the opportunity of continuing the contract and so
the bankrupt estate of future potential advantage, would infringe the
principle. There is in my opinion no basis for any such rule. Where a
contract provides for the performance in the future of reciprocal
obligations, the performance of each of which is the quid pro quo of the
other, I see nothing objectionable or evasive about a provision entitling one
party to terminate if the other becomes bankrupt. That is particularly so,
having regard to the purpose and character of the present transaction,
viewed rather more broadly than the Court of Appeal did in its detailed
reasoning …

[179] I see no reason therefore why the law should preclude a
commercial party in the position of Saphir (acting for the benefit of
noteholders) from insisting that it would only provide the desired cover so
long as LBSF was able, whatever the predicted outcome of the transaction,
to perform its part in full. The purpose and effect of such a provision is not
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to evade the bankruptcy law. It is to protect the natural interest of any
contracting party, and particularly someone who is providing in effect
credit insurance, that it should not find itself having to perform to its
disadvantage, without being able to enforce performance if this would be
to its advantage. It is a prudent limitation on the duration and operation of
the contract. The result reached by Briggs J in Lomas v JFB Firth Rixson Inc
[2011] 2 BCLC 120 was correct in relation to the mutual contractual
obligations with which he was concerned.’

[90] Lord Collins (at [100]–[101]) declined to express a concluded view about
the application of the principle to payment obligations under executory
contracts other than to note that accrued property rights such as debts must at
least be capable of being caught by the rule. But, as already mentioned, there is
no suggestion that section 2(a)(iii) can affect the recovery of sums which
became due and payable before the event of default.

[91] It seems to us that the application of the anti-deprivation principle to
contracts of this kind has to be considered on a case-specific basis in which the
factors suggested by the judge will be relevant as one means of distinguishing
between a commercial rearrangement of rights to reflect the economic
consequences of insolvency and an attempt to pre-empt the distribution of
assets in a bankrupt estate. Mr Nash submits that there is no commercial
justification for the consequences of section 2(a)(iii) even when it occurs near
the outset of the contract period. Its effect is to allow the non-defaulting party
to keep the contract open with no obligation to make further payments
whereas the defaulting party is kept on risk and cannot close the transaction.

[92] We are not persuaded by this. The purpose of section 2(a)(iii) is to
protect the non-defaulting party from the additional credit risk involved in
performing its own obligations whilst the defaulting counterparty remains
unable to meet its own. The liabilities of the defaulting party are capped (as we
have held) under section 2(c) so that during a period when that party is in the
money it will have no exposure and when it is out of the money its liabilities
will be net of any countervailing credits which would have fallen due from the
non-defaulting party. The fact that the defaulting party is unable to terminate
the transaction and so recover what is due to it on a close-out is simply the
product of the balance struck between the interests of the non-defaulting party
which would otherwise have to pay its net liabilities in full under a
non-performing contract and those of the defaulting party whose own net
liabilities will take the form at best of a dividend in the liquidation or
administration. The indefinite suspension of the payment obligation of the
non-defaulting party (like any attempt to balance competing interests) may on
one view be criticised as imperfect but it cannot be said to be uncommercial.

[93] There is, however, another reason why we consider that an argument
based on the anti-deprivation principle cannot succeed in this case. This is
simply that the deprivation of which LBSF complains was as much attributable
to the bankruptcy of LBHI (the credit support provider) which took place on
15 September 2008 some three weeks before that of LBSF as it was to that of
LBSF. As of 2 March 2009 when the final payment fell due there was therefore
a continuing event of default which prevented the satisfaction of the condition
set out in section 2(a)(iii)(1) regardless of the position of LBSF and which
operated to the same effect.

[94] In these circumstances the anti-deprivation rule cannot protect LBSF
from the contractual consequences of its own insolvency.
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[95] In anticipation of some of those difficulties Mr Nash submitted in the
alternative (and as the preferred basis of his argument) that this was in fact a
case where section 2(a)(iii) had the effect of breaching the pari passu rule of
distribution. The advantage of this argument (if correct) is that the rule (which
is given statutory effect in ss 107 and 328 of the 1986 Act) applies almost
without qualification to any property of the bankrupt estate and does not
depend for its application on questions of commerciality and good faith: see
the Belmont Park Investments case [2012] 1 All ER 505 at [75].

[96] The relationship between the anti-deprivation principle and the
pari passu rule is both dependant and autonomous. The former is concerned
with contractual arrangements which have the effect of depriving the bankrupt
estate of property which would otherwise have formed part of it. The
pari passu rule governs the distribution of assets within the estate following the
event of bankruptcy. It therefore invalidates arrangements under which a
creditor receives more than his proper share of the available assets or where (as
in the British Eagle International Airlines case [1975] 2 All ER 390, [1975] 1 WLR
758) debts due to the company on liquidation were to be dealt with other than
in accordance with the statutory regime.

[97] The anti-deprivation principle therefore protects the value of the estate
from attempts to evade the insolvency laws and, as a consequence, facilitates
the application of the pari passu rule. But their areas of operation are distinct
and it is clear that the pari passu rule is only engaged in respect of assets of the
estate as at the commencement of the bankruptcy or liquidation. This was why
in the British Eagle International Airlines case the decisive issue was whether a
debt was owed to the company when the resolution for voluntary liquidation
was passed.

[98] In this case there was no debt payable to LBSF when its bankruptcy
commenced. The obligation to pay was subject to a condition precedent that
there should be no continuing event of default. In the event there were at least
two. It follows that section 2(a)(iii) does not infringe the pari passu rule because
it operates at most to prevent the relevant debt ever becoming payable. There is
therefore no property which is capable of being distributed.

[99] LBSF also has the difficulty that Carlton is not a creditor in respect of
the final payment which became due on 2 March 2009. Although we can see
how an attempt by a debtor to resist payment (as in the British Eagle
International Airlines case) by relying on contractual arrangements which offend
against the pari passu rule could be defeated by the application of that rule, the
circumstances are likely to be unusual. In most cases the pari passu rule will be
relied on by the liquidator or trustee in bankruptcy to defeat a creditor’s
reliance on a contractual arrangement which was intended to give him
preference in relation to the distribution of the estate. In this case no question
of any distribution arises and Carlton’s status as a debtor merely serves to
confirm that the issue between the parties is not how the £2·65m which fell due
on 2 March should be distributed but whether it is payable at all.

CONCLUSIONS ON THE SECOND APPEAL
[100] We will therefore dismiss the second appeal.

THE FACTS OF THE THIRD APPEAL
[101] The third appeal (Pioneer Freight Futures Co Ltd (in liq) v Cosco Bulk

Carrier Co Ltd) concerns a series of 11 FFAs entered into by Pioneer and Cosco
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between January 2007 and August 2008. All were subject to the 2007 terms of
the Forward Freight Agreement Brokers Association which incorporate by
reference the master agreement.

[102] For convenience the contracts have been subdivided into three groups.
The groups do not follow the order in which the contracts were entered into.
The first four contracts, nos 1–4, under which Cosco was seller, called for,
variously, performance in the contract months January to December 2008. The
second four contracts, nos 5–8, under which Pioneer was seller, called for,
variously, performance in the contract months January 2008 to March 2009.
The final three contracts, nos 9, 10 and 11, under which Pioneer was again
seller, called for, variously performance in the contract months January 2007 to
December 2009.

[103] Under the contracts the settlement date was the last Baltic Exchange
index publication day of each contract month. That is significant because on
14 December 2009 Pioneer passed a resolution for its winding up. It is common
ground that this was an event of default under the master agreement, the effect
of which was to bring about the AET of all outstanding transactions between
the parties under the master agreement.

[104] Seven of the eleven FFAs had October 2008 as a contract month. Under
four of these, Cosco was the seller and payment was due from Pioneer in an
amount of $US9,220,955·64. Under the other three of these seven contracts
Pioneer was the seller and payment was due from Cosco of $US2,544,992·42.
With netting, this meant that a balance in favour of Cosco of $US6,478,003·22
was due (pursuant to cl 8 of each FFA) on 7 November 2008. Although Pioneer
accepts that such sum was due to Cosco, it did not pay it or any part of it.

[105] On 11 November 2008 Cosco wrote to Pioneer giving notice of failure
to pay this sum and stating that, if Pioneer failed to pay the sum on or before
the third business day after receiving the letter, that failure would constitute an
event of default under sections 5(a)(i) and 5(a)(v)(2) of the master agreement.
The letter also stated that, by virtue of section 2(a)(iii), Cosco would have no
obligation to make any payment in respect of any of the FFAs for so long as
such event of default was continuing.

[106] Pioneer did not pay the sum due within that timescale or at all and it is
common ground that there was an event of default, or potential event of
default, following Pioneer’s failure to make that payment and that, by virtue of
section 2(a)(iii), Cosco was not obliged to make any payment falling due to
Pioneer in future contract months during the currency of the master
agreement while Pioneer’s failure to pay had not been cured.

[107] In fact neither party made any further payment under any of the FFAs,
and this remained the position until Pioneer went into liquidation in December
2009.

[108] The accounting position between the parties as at the end of December
2009 was as follows:

(1) It is accepted for present purposes that under FFAs nos 1–4 Cosco
remained the party in the money until the establishment of the amount due in
respect of the last contract month under each contract, December 2008. It is
accepted that a sum of about $US29m is payable by Pioneer to Cosco in
respect of these four transactions. That liability has accrued due and Pioneer
does not dispute it, although it has not paid it. The parties have left over for
further determination whether the figure of $US29m in fact requires some
slight revision for reasons not relevant to the appeal.
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(2) Under FFAs nos 5 and 6 the last contract month was also December 2008.
For FFAs nos 7 and 8 the last contract month was March 2009. It is common
ground that but for the application of s 2(a)(iii) of the master agreement the
total sum of about $US23m would have been due from Cosco to Pioneer
under these four FFAs.

(3) Under FFAs 9, 10 and 11 Pioneer was again in the money. The last
contract month was December 2009 so that the last settlement date fell after
AET had been brought about on 14 December 2009. It is common ground that
these three transactions were in consequence subject to the AET provisions
and that as a result of the close-out netting procedure a sum of about $US22m
is due from Cosco to Pioneer in respect of them.

[109] In point of form the dispute between the parties concerns the status of
FFAs nos 1–8 and whether in particular they too were subject to AET in
December 2009. If they were, the effect of applying the close-out provisions in
section 6 of the master agreement and the choice by the parties of second
method and loss would result in a balance due to Pioneer of a little over
$US16m, being, broadly, the result of deducting from the $US45m due from
Cosco to Pioneer under FFAs nos 5–11 the $US29m due from Pioneer to Cosco
under FFAs nos 1–4.

[110] Pioneer contends that all 11 of the FFAs were indeed subject to AET in
December 2009. Cosco contends that FFAs nos 1–8 were not subject to AET
because in each case the last date for performance had passed prior to the early
termination date.

[111] Flaux J agreed with Cosco. He held that any unperformed obligation
under such a transaction, including obligations that had accrued due to Cosco
but had not been paid by Pioneer, and obligations that would have accrued due
to Pioneer but for the operation of section 2(a)(iii) upon Pioneer becoming
subject to an event of default, were not to be taken into account in arriving at
the net sum payable under section 6(e).

[112] In point of substance Flaux J’s conclusion only affects the treatment of
FFAs nos 5–8, because notwithstanding he held that FFAs nos 1–4 were not
subject to the AET procedure, he nonetheless held that there remained an
accrued debt due to Cosco thereunder which Cosco could set off against the
sum calculated under section 6(e) as due under FFAs nos 9, 10 and 11.

[113] Pioneer argued before Flaux J that it could in the alternative achieve a
result not much less advantageous to it by a simple application of the netting
provisions contained in section 2(c) of the master agreement. We have already
referred to this at [71]–[78], above. We have indicated there our view that
Flaux J’s approach to this point was wrong. But that will not avail Pioneer since
we have also concluded, as indicated at [78] and [79], above, that section 2(c)
applies its netting provisions only in relation to contemporaneous payment
obligations, that is to say only to amounts which, under the original terms of
the contract, were expressed to be payable on the same date in respect of the
same (or at the parties’ election) two or more of the relevant transactions.
Pioneer cannot therefore utilise section 2(c) to net off against the sums which it
owed Cosco at the end of December 2008 the sums which would, but for the
operation of section 2(a)(iii), have fallen due from Cosco to Pioneer in the
months January, February and March 2009.

[114] However, in our judgment, Pioneer has no need of this alternative
argument. It follows from our conclusions expressed at [21]–[63], above that
the view to which Flaux J came concerning the ambit of close-out netting
pursuant to section 6(e) of master agreement consequent upon AET taking
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effect on 14 December 2009 is necessarily wrong. All 11 FFAs were in our view
subject to AET, there being no basis for excluding from its ambit transactions in
respect of which the last date for performance had passed prior to AET
taking effect.

[115] Flaux J concluded that the close-out netting calculation under
section 6(e) excluded transactions ‘which have already terminated at their
natural expiry date’: see [2011] 2 All ER (Comm) 1079 at [103]. Thus Cosco’s
suspended obligation to pay Pioneer under FFAs nos 5–8 was extinguished
because the event of default subsisted on the final date for performance of
obligations thereunder. Even Pioneer’s accrued obligation to pay Cosco under
FFAs nos 1–4 was not subject to the close-out calculation because those
transactions had ‘expired by effluxion of time’.

[116] These reasons are obviously inconsistent with and unsustainable in the
light of our conclusions that: (i) the underlying debt obligation under
section 2(a)(i) is undisturbed by the event of default. It is the payment
obligation alone which is suspended; (ii) a non-defaulting party’s obligation to
pay under section 2(a)(i) is not extinguished merely because an event of default
exists on the date specified in the contract for performance; (iii) the payment
obligation is not extinguished on the maturity of the transaction, by which we
mean the arrival of the last date fixed for contractual performance. The terms
of the master agreement recognise no concept of expiry by effluxion of time,
nor is there any basis upon which it can arise by implication; (iv) it is possible
for the non-defaulting party to terminate early after the maturity date of the
transaction. A fortiori, automatic early termination can take place after the
maturity date of the transaction where AET has been specified in the schedule
as provided in section 6(a) of the master agreement.

[117] That is sufficient to dispose of the third appeal. Flaux J considered that
his conclusion was supported by one or two linguistic points, but his
conclusion was essentially dependent upon his flawed analysis that the
transaction ‘expired by effluxion of time’, as was his approach to the
contractual language. It suffices to say that, properly understood in the context
of the shape and nature of the transactions as we have determined them to be,
neither the phrase ‘all outstanding Transactions’ in section 6(a) nor the phrase
‘all Transactions … in effect’ in the definition of ‘Terminated Transactions’
used in section 6(e)(ii) carries any implication that transactions in respect of
which the last date specified for performance has passed are excluded from the
close-out mechanism following early termination.

[118] We also agree with Mr Kimmins and Mr Zacaroli that Flaux J’s
approach is inconsistent with the ‘Single Agreement’ provision in section 1(c)
of the master agreement. That provides:

‘Single Agreement. All Transactions are entered into in reliance on the fact
that this Master Agreement and all Confirmations form a single agreement
between the parties (collectively referred to as this “Agreement”), and the
parties would not otherwise enter into any Transactions.’

The effect of section 1(c) is that the parties are agreeing that the obligations
contained in ‘all Transactions … entered into’ (my emphasis) are not to be
treated as separate and distinct, but are made subject to the contractual
framework constituted by the master agreement, including when an early
termination date occurs. This is reinforced and emphasised by the statement
that ‘the parties would not otherwise enter into any Transactions’ (my
emphasis). On the approach adopted by Flaux J all transactions are not treated
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in the same way but are treated differently, some being made part of close-out
netting and others being excluded. Mr Zacaroli submitted that the concept of
the single agreement is one of the main pillars on which the ISDA master
agreement architecture is built. We can understand why that may be so, and we
agree with Mr Zacaroli that there is no basis for any implied limitation on the
categories of transaction intended to comprise the single agreement.

[119] Flaux J derived linguistic support for his conclusion from the
circumstance that the final sentence of section 6(e) of ISDA provides: ‘The
amount, if any, payable in respect of an Early Termination Date and
determined pursuant to this Section will be subject to any Set-off.’ Set-off is a
defined term. Section 14 provides that it means—

‘set-off, offset, combination of accounts, right of retention or
withholding or similar right or requirement to which the payer of an
amount under Section 6 is entitled or subject (whether arising under this
Agreement, another contract, applicable law or otherwise) that is exercised
by, or imposed on, such payer.’

Flaux J considered that this demonstrated that the wording of the master
agreement expressly recognises that there may be sums owing under the
master agreement which are not the subject of close-out netting. The
paradigm case is likely we think to be a set-off of a right to payment under
another agreement. We are unsure why the draftsman included reference to a
right of set-off to which the payer of an amount under section 6 is entitled or
subject ‘arising under this Agreement’ but whatever his purpose, which may
simply have been an abundance of caution, it is a wholly insubstantial basis
upon which to displace our clear conclusion that the shape and nature of the
master agreement necessarily involves the result that the obligations arising
under all 11 of the FFAs were here subject to close-out netting.
CONCLUSIONS ON THE THIRD APPEAL

[120] We will therefore allow the third appeal. Subject to the point reserved,
Pioneer is entitled to $US16,554,061·69 together with interest. Again, we shall
ask the parties to co-operate in drawing up a new order.
THE FACTS OF THE FOURTH APPEAL

[121] The fourth appeal, wherein Bulk Trading SA (Bulk) is appellant and
Britannia Bulk plc (in liquidation) (Britannia Bulk) is respondent, again
concerns a forward freight agreement on the Forward Freight Agreement
Brokers Association 2007 terms incorporating by reference the master
agreement. The contract in question was made on 24 June 2008 between
Britannia Bulk as seller and Bulk as buyer. The details do not matter, save only
that (1) the performance months were January to December 2009, (2) for the
purposes of payment on early termination the parties had selected loss as
the payment measure and second method as the payment method and (3) the
parties had agreed that AET would apply to both parties.

[122] Administrators were appointed over Britannia Bulk on 31 October
2008. It is now in liquidation. By virtue of section 5(a)(vii)(6) and section 6(a) of
the master agreement AET took place immediately upon appointment of
administrators. That brought into play the regime prescribed by section 6(e) for
payments on early termination. That regime is summarised at [12](xiii), above.
The fourth appeal raises the point to which that description is there made
subject, whether in all circumstances the master agreement requires it to be
assumed for the purpose of carrying out the relevant calculations that each
applicable condition precedent has been satisfied.
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[123] Section 6(e)(i)(4) of the master agreement provides:
‘Second Method and Loss. If the Second Method and Loss apply, an

amount will be payable equal to the Non-defaulting Party’s Loss in respect
of this Agreement. If that amount is a positive number, the Defaulting
party will pay it to the Non-defaulting Party; if it is a negative number, the
Non-defaulting Party will pay the absolute value of that amount to the
Defaulting Party.’

Loss is defined in section 14. Since the argument turns in part on whether the
loss and market quotation methods are intended to achieve essentially similar
outcomes we set out as well the definition of the latter which appears in
section 14 immediately after the definition of ‘Loss’.

‘ “Loss” means, with respect to this Agreement or one or more
Terminated Transactions, as the case may be, and a party, the Termination
Currency Equivalent of an amount that party reasonably determines in
good faith to be its total losses and costs (or gain, in which case expressed
as a negative number) in connection with this Agreement or that
Terminated Transaction or group of Terminated Transactions, as the case
may be, including any loss of bargain, cost of funding or, at the election of
such party but without duplication, loss or cost incurred as a result of its
terminating, liquidating, obtaining or re-establishing any hedge or related
trading position (or any gain resulting from any of them). Loss includes
losses and costs (or gains) in respect of any payment or delivery required to
have been made (assuming satisfaction of each applicable condition
precedent) on or before the relevant Early Termination Date and not
made, except, so as to avoid duplication if Section 6(e)(i)(1) or (3) or
6(e)(ii)(2)(A) applies. Loss does not include a party’s legal fees and
out-of-pocket expenses referred to under Section 11. A party will
determine its Loss as of the relevant Early Termination Date, or, if that is
not reasonably practicable, as of the earliest date thereafter as is reasonably
practicable. A party may (but need not) determine its Loss by reference to
quotations of relevant rates or prices from one or more leading dealers in
the relevant markets.

“Market Quotation” means, with respect to one or more Terminated
Transactions and a party making the determination, an amount
determined on the basis of quotations from Reference Market-makers.
Each quotation will be for an amount, if any, that would be paid to such
party (expressed as a negative number) or by such party (expressed as a
positive number) in consideration of an agreement between such party
(taking into account any existing Credit Support Document with respect to
the obligations of such party) and the quoting Reference Market-maker to
enter into a transaction (the “Replacement Transaction”) that would have
the effect of preserving for such party the economic equivalent of any
payment or delivery (whether the underlying obligation was absolute or
contingent and assuming the satisfaction of each applicable condition
precedent) by the parties under Section 2(a)(i) in respect of such
Terminated transaction or group of Terminated transactions that would,
but for the occurrence of the relevant Early Termination Date, have been
required after that date. For this purpose, Unpaid Amounts in respect of
the Terminated Transaction or group of Terminated Transactions are to be
excluded but, without limitation, any payment or delivery that would, but
for the relevant Early Termination Date, have been required (assuming
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satisfaction of each applicable condition precedent) after that Early
Termination Date is to be included. The Replacement Transaction would
be subject to such documentation as such party and the Reference
Market-maker may, in good faith, agree. The party making the
determination (or its agent) will request each Reference Market-maker to
provide its quotation to the extent reasonably practicable as of the same
day and time (without regard to different time zones) on or as soon as
reasonably practicable after the relevant Early Termination Date. The day
and time as of which those quotations are to be obtained will be selected in
good faith by the party obliged to make a determination under
Section 6(e), and, if each party is so obliged, after consultation with the
other. If more than three quotations are provided, the Market Quotation
will be the arithmetic mean of the quotations, without regard to the
quotations having the highest and lowest values. If exactly three such
quotations are provided, the Market Quotation will be the quotation
remaining after disregarding the highest and lowest quotations. For this
purpose, if more than one quotation has the same highest value or lowest
value, then one of such quotations shall be disregarded. If fewer than three
quotations are provided, it will be deemed that the Market Quotation in
respect of such Terminated Transaction or group of Terminated
Transactions cannot be determined.’

[124] AET required Bulk as the non-defaulting party reasonably to determine
in good faith its total loss or gain from the terminated contract. It will be noted
that in the second sentence of the definition of Loss, which deals with
payments required to have been made on or before the relevant early
termination date, of which there were of course none here, an assumption is
required that each applicable condition precedent had in fact been satisfied.
The same assumption is required when making the quotation prescribed by the
definition of Market Quotation. This assumption is not mentioned in the first
sentence of the definition of Loss.

[125] It is common ground that, had the event of default not occurred and
the agreement been performed throughout its currency then, on the basis of
the forward freight rates available on 31 October 2008, Bulk would have been
liable to pay Britannia Bulk substantial sums over the term of the contract.
Britannia Bulk says that, because early termination has relieved Bulk of that
liability, Bulk has made a gain in respect of which it must make a payment to
Britannia Bulk.

[126] Bulk, by contrast, says that it has made no gain since, had the early
termination not occurred, no payments would have accrued due to Britannia
Bulk over the term of the agreement because for the whole of the term
Britannia Bulk would have remained affected by bankruptcy and so the
condition precedent to payment in section 2(a)(iii)(1) would not have been
fulfilled. Since nothing would have been payable had the contract continued,
there is no gain for which Bulk must account.

[127] Thus the question may be formulated—is Bulk as the non-defaulting
party obliged to calculate its loss by reference to sums which would have
become due to Britannia Bulk had Britannia Bulk not remained subject to an
event of default after automatic early termination? Bulk’s argument is that it is
not so obliged. It points to the omission from the first sentence of the
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definition of Loss, which is a forward not backward looking provision, of the
requirement to make the assumption that each applicable condition precedent
has been satisfied.

[128] Bulk’s argument was rejected by Flaux J in his judgment in this case
([2011] 2 Lloyd’s Rep 84). Gloster J came to the same conclusion in a judgment
delivered one week later: see Pioneer Freight Futures Co Ltd (in liq) v TMT Asia Ltd
[2011] 2 Lloyd’s Rep 96 at [109]–[117].

[129] In a subsequent decision, Anthracite Rated Investments (Jersey) Ltd v
Lehman Brothers Finance SA (in liq), Fondazione Enasarco v Lehman Brothers Finance
SA [2011] EWHC 1822 (Ch), [2011] 2 Lloyd’s Rep 538, Briggs J said this
(at [116]):

‘A significant body of recent case law has developed in relation to the
interpretation and application both of Loss and Market Quotation under
the 1992 Master Agreement. The decisions to which I was referred are
[Australia and New Zealand Banking Group Ltd v Société Générale [2000] 1
All ER (Comm) 682]; [Peregrine Fixed Income Ltd v Robinson Department
Stores plc [2000] CLC 1328]; [Britannia Bulk plc (in liq) v Pioneer Navigation Ltd
[2011] EWHC 692 (Comm), [2011] 2 Lloyd’s Rep 84]; and [Pioneer Freight
Futures Co Ltd (in liq) v TMT Asia Ltd [2011] EWHC 778 (Comm), [2011] 2
Lloyd’s Rep 96]. Those authorities establish the following broad
propositions:

(1) Loss and Market Quotation are, although different formulae, aimed
at achieving broadly the same result, so that the outcomes derived from
one may be usefully tested by way of cross-check by reference to the
other: see per Mance LJ in [Australia and New Zealand Banking Group Ltd v
Société Générale [2000] 1 All ER (Comm) 682 at 685–686, 690, 692–693
(para 2, 15 and 22)]. This derived from a concession in that case, but has
subsequently been reaffirmed after adversarial argument in [Peregrine
Fixed Income Ltd v Robinson Department Stores plc [2000] CLC 1328 at 1337
(para 30)], in [Britannia Bulk plc (in liq) v Pioneer Navigation Ltd [2011] 2
Lloyd’s Rep 84 at [44]–[46] and [51]], and in [Pioneer Freight Futures Co Ltd
(in liq) v TMT Asia Ltd [2011] 2 Lloyd’s Rep 96 at [98] and [105]]. It is one
of those sensible concessions which has hardened into hornbook law.

(2) The identification of the Non-defaulting Party’s loss of bargain
arising from the termination of the Derivative Transaction requires a
“clean” rather than “dirty” market valuation of the lost transaction. This
means that the loss of bargain must be valued on an assumption that,
but for termination, the transaction would have proceeded to a
conclusion, and that all conditions to its full performance by both sides
would have been satisfied, however improbable that assumption may be
in the real world: see in [Australia and New Zealand Banking Group Ltd v
Société Générale [2000] 1 All ER (Comm) 682 at 686–687, 692–694, 695–696
(paras 5, 22–27 and 30–31)], [Britannia Bulk plc (in liq) v Pioneer
Navigation Ltd [2011] 2 Lloyd’s Rep 84 at [11]–[14] and [34]–[35]], and in
[Pioneer Freight Futures Co Ltd (in liq) v TMT Asia Ltd [2011] 2 Lloyd’s Rep
96 at [112]–[117]].

(3) The termination payment formulae under section 6(e) are not to be
equated with, or interpreted rigidly in accordance with the
quantification of damages at common law for breach of contract. They
are methods of calculating close-out positions on the termination of a
derivative transaction or series of transactions: see
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[Britannia Bulk plc (in liq) v Pioneer Navigation Ltd [2011] 2 Lloyd’s Rep 84
at [37]]. This is, in particular, because the Second Method works both
ways, and may lead to a close-out payment due to the Defaulting Party.’

[130] The Australia and New Zealand Banking Group case was, as is apparent, a
decision of the Court of Appeal, Kennedy and Mance LJJ. The Peregrine Fixed
Income case was a decision of Moore-Bick J.

[131] We agree with Briggs J’s analysis of the effect of these cases.
Mr Zacaroli for ISDA contended that on this point Flaux J (and Gloster J) had
reached the correct conclusion. Faced with this unanimity of approach we
would hesitate long before reaching a contrary view. We were not persuaded
by Mr Willan for Bulk that we should.

[132] It seems to us that Flaux J was right to say ([2011] 2 Lloyd’s Rep 84
at [13] and [35]) that Bulk’s argument is founded upon a fallacy or an
impossibility. Where AET applies, as here, there cannot be a relevant
bankruptcy event of default without there being AET in consequence. Bulk’s
argument assumes an event of default going forward for the remainder (or
here the whole) of the contract period, but that is not possible, since such event
of default would itself lead to AET. So one cannot posit a contract going ahead
in circumstances where Britannia Bulk is in administration. Thus as Flaux J
pointed out (at [35]):

‘although it is right that the first sentence of the Loss definition does not
say in terms “assuming satisfaction of all conditions precedent”, it does not
need to, because that is the only basis upon which the assessment of the
“gain” can proceed, namely on the basis that there was no Bankruptcy
Event of Default and thus no Automatic Early Termination. The gain in
connection with the contract being terminated on that basis is indeed the
amount of the payments which [Bulk] would have been required to make
over the remaining term of the contracts.’

[133] Gloster J made a slightly different but in our view equally compelling
point in Pioneer Freight Futures Co Ltd (in liq) v TMT Asia Ltd [2011] 2 Lloyd’s Rep
96 at [116]. Dealing with exactly the same arguments as were addressed both to
Flaux J and in turn to us, she said this:

‘Fourth, as was submitted by Mr Kimmins and also by leading counsel
for the Defaulting Party in Britannia, there is logically no need for the first
sentence of the Loss definition in section 14 (relating to composite losses
or gains, including loss of bargain) expressly to include the provision
“assuming satisfaction of each applicable condition precedent”. That is
because that assumption is the only basis upon which a “gain” would ever
have to be given credit for by the Non-defaulting Party under the Second
Method. If Mr Crow were right, the Non-defaulting Party would never
have to pay anything in respect of loss of bargain going forward. But the
concept of Loss (including a non-defaulting Party’s gain), as defined in
section 14, clearly envisages that the Non-defaulting Party may have to pay
the Defaulting Party something on “wash out” under section 6(e)(i)(4) in
respect of loss of bargain. Given that the definition of “Loss” is not
equivalent to the common law measure of damages, but rather is a
method of calculating close out positions irrespective of which is the party
in breach, I see no commercial basis for the position for which Mr Crow
contends. In this respect I respectfully concur with the approach adopted
by Flaux J in Britannia on this point.’

1117Lomas v JFB Firth Rixson (Longmore LJ)CA
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[134] We agree with this analysis. Indeed, we can see no answer to it.
[135] Mr Willan submitted that the short question is what is meant by the

words ‘total losses and costs (or gain … including any loss of bargain’ as used in
the first sentence of the definition of ‘Loss’. He submitted that these words
indicated an intention that ‘real’ losses or gains should be looked at, not the
nominal value of the obligations ignoring the reality of what had occurred.
The judge had, he submitted, fallen into error in starting from the assumption
that the words are concerned to describe a wash-out or close-out situation. It is,
he submitted, inimical to the structure of the agreement that the
non-defaulting party should have to pay to the defaulting party where, if the
situation were reversed so that it was the non-defaulting party in the money
rather than the defaulting party, the non-defaulting party could expect no
payment from the defaulting party.

[136] Attractively though these submissions were advanced, we consider that
it is they which are in error rather than the judge’s approach. The words the
meaning of which must be construed appear in the definition of ‘Loss’ which is
itself a concept introduced in section 6(e) of the master agreement, which
section is concerned with wash-out or close-out netting. As Gloster J pointed
out in Pioneer Freight Futures Co Ltd (in liq) v TMT Asia Ltd [2011] 2
Lloyd’s Rep 96, the definition of Loss is a method of calculating close-out
positions irrespective of which party is in breach and it does not nor is it
intended to produce a result equivalent to the common law measure of
damages. Despite the weight of the learning against him on this point,
Mr Willan did not accept that the two methods, loss and market quotation,
were intended to achieve broadly similar results, but it would as it seems to us
be very odd if they were intended to achieve radically different results. Both set
out to assess the loss of bargain going forwards and it would we think be a
surprising result if they required the making of fundamentally different
assumptions as to the prospective satisfaction of conditions precedent which
will inevitably lead to radically different outcomes. It was the choice of the
parties that a relevant bankruptcy event of default should lead to automatic
early termination. The result for which Mr Willan contends is that which
would have obtained had the parties not so chosen in their contract and had
Bulk elected not to exercise its right to terminate upon the occurrence of an
event of default. Section 6(a) of the master agreement makes express provision
for the selection of AET in respect of certain of the bankruptcy events of
default enumerated in section 5(a)(vii). In these circumstances, it is impossible
to regard the result achieved as inimical to the structure of the agreement. The
structure of the agreement is such that the result contended for by Bulk could
have been but was not chosen by the parties as a possible outcome.
CONCLUSIONS ON THE FOURTH APPEAL

[137] We will therefore dismiss the fourth appeal.

Order accordingly.

Rakesh Rajani Barrister.

1118 All England Law Reports [2012] 2 All ER (Comm)
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Contract – Construction – Correct approach – Commercially sensible results
– Evidence of negotiators – Rectification.

Chartbrook Ltd v Persimmon Homes Ltd
and another (Chartbrook Ltd and

another, Part 20 defendants)
[2009] UKHL 38

HOUSE OF LORDS

LORD HOPE OF CRAIGHEAD, LORD HOFFMANN, LORD RODGER OF EARLSFERRY, LORD
WALKER OF GESTINGTHORPE AND BARONESS HALE OF RICHMOND

31 MARCH, 1, 2 APRIL, 1 JULY 2009

O Correct approach to contract construction.

In October 2001 the appellants (Persimmon) entered into a contract with the
respondent (Chartbrook) for development of a site in Wandsworth owned by
Chartbrook. Persimmon agreed to obtain planning permission to carry out a
mixed commercial and residential development and grant long leases. The
development was duly carried out but there was a dispute about the price.

The provisions about price were contained in Schedule 6. The price
consisted of the total land value together with a balancing payment – the
additional residential payment (ARP). The ARP was defined as ‘… 23.4% of
the price achieved for each Residential Unit in excess of the Minimum
Guaranteed Residential Unit Value less the Costs and Incentives.’ In this
formula residential unit meant a flat; minimum guaranteed residential unit
value (MGRUV) meant the total residential land value divided by the
number of flats and costs and incentives (C and I) meant the additional
expense which Persimmon might have to incur to induce someone to buy the
flat (for example by providing better fittings). In effect the parties were in
dispute as to the order in which the calculations were to be carried out.
Chartbrook argued that one should take the price achieved, deduct MGRUV
and C and I and calculate 23.4% of the result. Persimmon on the contrary
argued that one should deduct C and I from the realised price to arrive at the
net price received by Persimmon, calculate 23.4% of that price and the ARP
was the excess of that figure over MGRUV. The trial judge and the majority
of the Court of Appeal (Lawrence Collins LJ dissenting) held for
Chartbrook. Persimmon appealed. Persimmon sought to adduce evidence of
the negotiations in support of the construction for which they argued and in
the alternative to seek rectification.

Held – Although the view adopted by the lower courts provided a result
which was in accordance with conventional syntax, it provided a result

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 45 of 357



which was commercially nonsensical. The purpose of the formula was to
give Chartbrook a minimum price for its land and to give it a share in higher
prices. If the realised price of a flat was £228,000 this would represent
23.4%.

(2) The C and I was in effect a form of discount. A flat might be sold with
a cash discount or it might be sold with C and I. The purpose of deducting
C and I was to reach the equivalent price as if a cash discount had been
given.

(3) Since the commercially sensible meaning was clear it was not relevant
how much rewriting was necessary to reach it.

(4) The rule that pre-contract negotiations should not be considered for
the purpose of construing the contract should be affirmed.

(5) If the construction of the contract had not been clear, it would have
been appropriate to rectify the contract. In that case the test would be
whether the parties were objectively agreed. If they were, the contract could
be rectified so as to correspond with that agreement. However since the
contract properly construed gave effect to the parties’ objective intention
rectification was not necessary.

EDITORIAL COMMENT
In his speech in Investors Compensation Scheme Ltd v West Bromwich
Building Society [1998] 1 All ER 98 (HL) Lord Hoffmann stated (at 114):

‘… I think I should preface my explanation of my reasons with some
general remarks about the principles by which contractual documents
are nowadays construed. I do not think that the fundamental change
which has overtaken this branch of the law, particularly as a result of the
speeches of Lord Wilberforce in Prenn v Simmonds [1971] 3 All ER 237
at 240–242, [1971] 1 WLR 1381 at 1384–1386 and Reardon Smith
Line Ltd v Yngvar Hansen-Tangen, Hansen-Tangen v Sanko
Steamship Co [1976] 3 All ER 570, [1976] 1 WLR 989, is always
sufficiently appreciated. The result has been, subject to one important
exception, to assimilate the way in which such documents are
interpreted by judges to the common sense principles by which any
serious utterance would be interpreted in ordinary life. Almost all the
old intellectual baggage of “legal” interpretation has been discarded …’

To black letter lawyers this was the start of a shift away from the
traditional analysis of the meaning of words used in written contracts
towards a more purposive approach to construction. Prior to this shift, the
construction of written contracts was based on the principle that the words
used should be given their plain and natural meaning and extrinsic evidence
should be considered only where there was ambiguity. Parties to a contract
were masters of their own destiny and would be held to the agreement made,
including any mistakes (unless they could establish grounds for rectification).

Now, the ‘factual matrix’ or background to a contract is part and parcel of
the interpretation process. As Arden LJ stated in Static Control Components
(Europe) Ltd v Egan [2004] 2 Lloyd’s Rep 429 (CA) at [27]:

2 Chartbrook v Persimmon Homes 125 ConLR
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‘… there are not two possible constructions in any given situation,
namely a purely linguistic one and one in the light of the factual
background, but only one, the true interpretation. This is because the
object of interpretation is to discover the meaning of the provision in
question in its context … Thus, in principle, all contracts must be
construed in the light of their factual background, that background
being ascertained on an objective basis. Accordingly, the fact that a
document appears to have a clear meaning on the face of it does not
prevent, or indeed excuse, the Court from looking at the background …’

In this case, the House of Lords accepted that the construction adopted by
the court at first instance and in the Court of Appeal was in line with
conventional syntax but rejected it on the basis that it did not produce a
result that made commercial sense. The House was not concerned that its
interpretation required a rewriting of the provision in question: per
Lord Hoffmann at [21]:

‘I do not think that it is necessary to undertake the exercise of
comparing this language with that of the definition in order to see how
much use of red ink is involved. When the language used in an
instrument gives rise to difficulties of construction, the process of
interpretation does not require one to formulate some alternative form
of words which approximates as closely as possible to that of the parties.
It is to decide what a reasonable person would have understood the
parties to have meant by using the language which they did.’

However, what is still unclear is how far the courts are prepared to go. At
what point does the correction of the language of a commercial agreement
amount to a variation of the contract? The courts have consistently stated
that they will not re-write a contract to create the bargain that the parties
should have made but a purposive approach to construction comes
dangerously close to interference with commercial negotiations. The House
was unanimous in re-affirming the rule in Prenn v Simmonds [1971]
3 All ER 237 in excluding pre-contractual negotiations as an aid to the
interpretation of the contract. But where should the line be drawn between
relevant factual background and pre-contractual negotiations?
Lord Hoffmann expressly left open this question at para [33]:

‘I do however accept that it would not be inconsistent with the English
objective theory of contractual interpretation to admit evidence of
previous communications between the parties as part of the background
which may throw light upon what they meant by the language they used.
The general rule, as I said in the Bank of Credit and Commerce
International case [2001] 1 All ER 961 at [39], is that there are no
conceptual limits to what can properly be regarded as background.
Prima facie, therefore, the negotiations are potentially relevant
background. They may be inadmissible simply because they are
irrelevant to the question which the court has to decide, namely, what
the parties would reasonably be taken to have meant by the language

3Chartbrook v Persimmon Homes125 ConLR
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which they finally adopted to express their agreement. For the reasons
given by Lord Wilberforce, that will usually be the case. But not always.
In exceptional cases, as Lord Nicholls has forcibly argued, a rule that
prior negotiations are always inadmissible will prevent the court from
giving effect to what a reasonable man in the position of the parties
would have taken them to have meant … In principle … I would accept
that previous negotiations may be relevant.’

The debate continues.
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Their Lordships took time for consideration.
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1 July 2009. The following opinions were delivered.

LORD HOPE OF CRAIGHEAD.
[1] My Lords, I have had the privilege of reading in draft the opinion of

my noble and learned friend, Lord Hoffmann. Like my noble and learned
friend, Lord Walker of Gestingthorpe, whose opinion I have also had the
privilege of reading, I agree with all his reasoning and I share Lord Walker’s
admiration for the way it has been expressed. For the reasons they give I
would allow the appeal.

[2] I agree that Persimmon’s argument that the House should take account
of the pre-contractual negotiations raises an important issue. Every so often
the rule that prior negotiations are inadmissible comes under scrutiny. That
is as it should be. One of the strengths of the common law is that it can take
a fresh look at itself so that it can keep pace with changing circumstances.
But for the reasons that have been set out by Lord Hoffmann I think that the
arguments for retaining the rule have lost none of their force since Prenn v
Simmonds [1971] 3 All ER 237, [1971] 1 WLR 1381 demonstrated, as
Lord Wilberforce put it, the disadvantages and danger of departing from
established doctrine (see [1971] 3 All ER 237 at 240, [1971] 1 WLR 1381 at
1384).

[3] In the Court of Appeal Lawrence Collins LJ said that the policy reasons
for the rule have not been fully articulated: see [2008] EWCA Civ 183
at [106], [2008] 2 All ER (Comm) 387 at [106]. I am not sure, with respect,
that everyone would agree with him. Lord Gifford did his best to explain
what they are in his dissenting opinion in A & J Inglis v John Buttery & Co
(1877) 5 R 58 at 69–70. When that case came before this House
Lord Blackburn said that they set out exactly what he himself thought: see
(1878) 3 App Cas 552 at 577. As Lord Gifford explained, the very purpose
of a formal contract is to put an end to the disputes which would inevitably
arise if the matter were left upon what the parties said or wrote to each
other during the period of their negotiations. It is the formal contract that
records their bargain, however different it may be from what they may have
stipulated for previously.

[4] Lord Blackburn clearly saw no conflict between the exclusionary rule
and Lord Justice-Clerk Moncreiff’s proposition that the court was entitled to
be put in the position that the parties stood before they signed: see (1877) 5
R 58 at 64. In River Wear Comrs v Adamson (1877) 2 App Cas 743 at 763,
[1874–80] All ER Rep 1 at 11 he had already acknowledged that the court
should look beyond the language of the contract and see what the
circumstances were with reference to which the words were used. As he put
it, the meaning of words varies according to the circumstances with respect
to which they are used. It was the reasons that Lord Gifford articulated in
Inglis’s case (1877) 5 R 58 at 69–70, that persuaded him that to admit
evidence of prior negotiations would be a step too far. I think that what
appealed to Lord Blackburn still holds true today. If more is needed,
Lord Hoffmann’s analysis provides it. As he has indicated, it would only be
if your Lordships were confident that the rule was impeding the proper
development of the law or contrary to public policy that it would be right

6 Chartbrook v Persimmon Homes 125 ConLR
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for it to be departed from. That this is so has not, as I see it, been
demonstrated.

LORD HOFFMANN.
[5] My Lords, on 16 October 2001 Chartbrook Ltd (Chartbrook) entered

into an agreement with Persimmon Homes Ltd (Persimmon), a well-known
house builder, for the development of a site in Wandsworth which
Chartbrook had recently acquired. The structure of the agreement was that
Persimmon would obtain planning permission and then, pursuant to a
licence from Chartbrook, enter into possession, construct a mixed residential
and commercial development (commercial premises below, flats above,
parking in the basement) and sell the properties on long leases. Chartbrook
would grant the leases at the direction of Persimmon, which would receive
the proceeds for its own account and pay Chartbrook an agreed price for the
land. Planning permission was duly granted and the development was built,
but there is a dispute over the price which became payable.

[6] Schedule 6 contained the relevant provisions. The price was defined as
the aggregate of the total land value and the balancing payment. The total
land value was made up of three parts: total residential land value, total
commercial land value and total residential car parking land value. Total
residential land value was to be £76.34 per square foot multiplied by the
area for which planning permission for flats was granted. Total commercial
land value was £38.80 per square foot multiplied by the area for which
planning permission for shops and other commercial uses was granted. And
total residential car parking land value was £3,024 multiplied by the number
of spaces for which planning permission was granted. The schedule set out
the dates upon which the total land value was to be paid. In principle,
payment would fall due as each flat, shop or parking space was sold. But
there was also a backstop provision for payment of specified percentages of
the total land value (so far as not already paid) by dates commencing about
two-and-a-half years after the grant of planning permission and ending
about two years later, by which time the whole sum was due, whether the
properties had been sold or not.

[7] The provisions about total land value are all quite straightforward and
only require the insertion of the appropriate figures from the planning
permission (which are not in dispute) into the formulae provided. The other
element in the price is the balancing payment. For reasons concerned with its
drafting history which need not be explored, the schedule defines the
balancing payment as the additional residential payment (ARP) and then
goes on to define the latter expression. So when I refer to the ARP, that
means the balancing payment.

[8] The definition of the ARP, over which the whole dispute turns, is
outwardly uncomplicated: ‘… 23.4% of the price achieved for each
Residential Unit in excess of the Minimum Guaranteed Residential Unit
Value less the Costs and Incentives.’

[9] This contains three more defined concepts. Residential unit means a
flat. The minimum guaranteed residential unit value (MGRUV) means the

7Chartbrook v Persimmon Homes125 ConLR
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total residential land value divided by the number of flats. And costs and
incentives (C & I) mean the additional expense which Persimmon might
have to incur to induce someone to buy a flat; for example, by providing
fittings better than specification or paying legal expenses. Such payments are
economically equivalent to a reduction in the price achieved.

[10] Chartbrook says that the meaning of the definition is perfectly simple.
You take the price achieved, deduct the MGRUV and the C & I and
calculate 23.4% of the result. That gives you a figure for an individual flat
which, together with the figures for similar calculations on all the other flats,
makes up the ARP or balancing payment. That and the total land value is
the price. On the agreed figures, that produces a total land value of
£4,683,565 and an ARP of £4,484,862, making £9,168,427 in all. The
judge (Briggs J) ([2007] EWHC 409 (Ch), [2007] 1 All ER (Comm) 1083)
and a majority of the Court of Appeal (Tuckey and Rimer LJJ) ([2008]
EWCA Civ 183, [2008] 2 All ER (Comm) 387) agreed.

[11] This construction is certainly in accordance with conventional syntax,
at any rate, up to the point at which one decides when C & I should be
deducted. As Briggs J said ([2007] 1 All ER (Comm) 1083 at [53]): ‘… ARP
means 23.4 per cent of something. To the question “23.4% of what?” the
clear answer is the excess of the price achieved for each residential unit over
the MGRUV, less the C&I.’

[12] I do not think that the syntax helps one to decide whether C & I
should be deducted before or after calculating the 23.4%, that is to say,
whether there is a notional pause for breath after ‘MGRUV’, represented in
the passage I have quoted from the judgment by a comma which does not
appear in the contract. That is a grammatical ambiguity which must be
resolved by considering the business purpose of providing for a deduction of
C & I. But the judge was clearly right about the effect of the syntax
employed in the first part of the definition.

[13] Persimmon, on the other hand, says that the purpose of dividing the
price into total land value and ARP was to give Chartbrook a minimum
price for its land, calculated on current market assumptions, and to allow
for the possibility of an increase if the market rose and the flats sold for
more than expected. It is agreed that, at the time of the agreement, the
parties expected that a 700 sq ft flat would sell for about £200,000 or so,
maybe slightly more. The MGRUV at £76.34 a square foot for such a flat
was £53,438 or 26.7% of a price of £200,000. If the realised price was
£228,000, it would represent 23.4%. The purpose of the ARP was to
provide that if the flats sold for more than £228,000, Chartbrook would be
entitled to the amount by which 23.4% of the higher price exceeded the
£53,438 MGRUV. What the definition therefore means is that you deduct
C & I from the realised price to arrive at the net price received by
Persimmon, then calculate 23.4% of that price, and the ARP is the excess of
that figure over MGRUV. On this calculation, ARP is £897,051, compared
with Chartbrook’s claim for £4,484,862. In the Court of Appeal Lawrence
Collins LJ, dissenting, held that Persimmon’s construction was correct.

8 Chartbrook v Persimmon Homes 125 ConLR
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[14] There is no dispute that the principles on which a contract (or any
other instrument or utterance) should be interpreted are those summarised
by the House of Lords in Investors Compensation Scheme Ltd v West
Bromwich Building Society, Investors Compensation Scheme Ltd v Hopkin
& Sons (a firm), Alford v West Bromwich Building Society, Armitage v West
Bromwich Building Society [1998] 1 All ER 98 at 114–115, [1998] 1 WLR
896 at 912–913. They are well known and need not be repeated. It is agreed
that the question is what a reasonable person having all the background
knowledge which would have been available to the parties would have
understood them to be using the language in the contract to mean. The
House emphasised that ‘we do not easily accept that people have made
linguistic mistakes, particularly in formal documents’ (similar statements will
be found in Bank of Credit and Commerce International SA (in liq) v Ali
[2001] UKHL 8 at [39], [2001] 1 All ER 961 at [39], [2002] 1 AC 251,
Kirin-Amgen Inc v Hoechst Marion Roussel Ltd, Hoechst Marion
Roussel Ltd v Kirin-Amgen [2004] UKHL 46 at [35], [2005] 1 All ER 667
at [35], [2005] RPC 169 at [35] and Jumbo King Ltd v Faithful
Properties Ltd (1999) 2 HKCFAR 279 at 296) but said that in some cases
the context and background drove a court to the conclusion that ‘something
must have gone wrong with the language’. In such a case, the law did not
require a court to attribute to the parties an intention which a reasonable
person would not have understood them to have had.

[15] It clearly requires a strong case to persuade the court that something
must have gone wrong with the language and the judge and the majority of
the Court of Appeal did not think that such a case had been made out. On
the other hand, Lawrence Collins LJ thought it had. It is, I am afraid, not
unusual that an interpretation which does not strike one person as
sufficiently irrational to justify a conclusion that there has been a linguistic
mistake will seem commercially absurd to another: compare the
Kirin-Amgen case [2005] 1 All ER 667 at [48], [2005] RPC 169 at [48].
Such a division of opinion occurred in the Investors Compensation Scheme
case itself. The subtleties of language are such that no judicial guidelines or
statements of principle can prevent it from sometimes happening. It is
fortunately rare because most draftsmen of formal documents think about
what they are saying and use language with care. But this appears to be an
exceptional case in which the drafting was careless and no one noticed.

[16] I agree with the dissenting opinion of Lawrence Collins LJ because I
think that to interpret the definition of ARP in accordance with ordinary
rules of syntax makes no commercial sense. The term ‘Minimum Guaranteed
Residential Unit Value’, defined by reference to total residential land value,
strongly suggests that this was to be a guaranteed minimum payment for the
land value in respect of an individual flat. A guaranteed minimum payment
connotes the possibility of a larger payment which, depending upon some
contingency, may or may not fall due. Hence the term ‘Additional
Residential Payment’. The element of contingency is reinforced by para 3.3
of Sch 6, which speaks of the ‘date of payment if any of the Balancing
Payment’ (my emphasis).
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[17] The judge declined to regard the terms ‘Total Land Value’ and
‘Minimum Guaranteed Residential Unit Value’ as indicative of an intention
that MGRUV was to be the minimum Chartbrook would receive as the land
value of a flat because both terms were defined expressions. They might just
as well have been algebraic symbols. Indeed they might, and I strongly
suspect that if they had been, they would have made it clear that the parties
were intending to give effect to Persimmon’s construction. But the contract
does not use algebraic symbols. It uses labels. The words used as labels are
seldom arbitrary. They are usually chosen as a distillation of the meaning or
purpose of a concept intended to be more precisely stated in the definition.
In such cases the language of the defined expression may help to elucidate
ambiguities in the definition or other parts of the agreement: compare
Birmingham City Council v Walker [2007] UKHL 22 at [11], [2007]
3 All ER 445 at [11], [2007] 2 AC 262. I therefore consider that Lawrence
Collins LJ was right to take into account the connotations of contingency to
be derived from the defined terms.

[18] On Chartbrook’s construction, there is virtually no element of
contingency at all. ARP is payable in every case in which the flat sells for
more than £53,438. Chartbrook submits that is still a contingency. Who
could tell whether or not the market for flats in Wandsworth might not
collapse? In the Court of Appeal, Rimer LJ accepted that submission. He
said that the ‘relevant language’, ie the language of contingency, was ‘strictly
consistent also with Chartbrook’s construction’ (see [2008] 2 All ER
(Comm) 387 at [186]).

[19] My Lords, I cannot believe that any rational parties who wished to
make provision for such a catastrophic fall in the housing market (itself an
unlikely assumption) would have adopted so precise a sum to represent their
estimate of what might happen. Why £53,438? That was the agreed
minimum figure for that part of the value of a flat attributable to the land
which Chartbrook was selling. It was clearly based upon a careful and
precise estimate of current market prices and building costs. But how could
this figure have been appropriate as a minimum expected sale price of the
entire flat at some future date? If the parties were wanting to guess at some
extraordinary fall in the market against which Chartbrook was to be
protected, why £53,438? Why not £50,000 or £60,000, or £100,000? A
figure chosen to represent someone’s fears about a possible collapse in the
market could only have been based upon wild speculation, not the kind of
calculation which produces a figure like £53,438. That figure cannot have
been meant to play the part in the calculation which Chartbrook’s
construction assigns to it. It must have been intended to function as a
minimum land value, not a minimum sale price. To compare it with the
realised sale price would not be comparing like with like.

[20] It is of course true that the fact that a contract may appear to be
unduly favourable to one of the parties is not a sufficient reason for
supposing that it does not mean what it says. The reasonable addressee of
the instrument has not been privy to the negotiations and cannot tell
whether a provision favourable to one side was not in exchange for some
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concession elsewhere or simply a bad bargain. But the striking feature of this
case is not merely that the provisions as interpreted by the judge and the
Court of Appeal are favourable to Chartbrook. It is that they make the
structure and language of the various provisions of Sch 6 appear arbitrary
and irrational, when it is possible for the concepts employed by the parties
(MGRUV, C & I etc) to be combined in a rational way.

[21] I therefore think that Lawrence Collins LJ was right in saying that
ARP must mean the amount by which 23.4% of the achieved price exceeds
the MGRUV. I do not think that it is necessary to undertake the exercise of
comparing this language with that of the definition in order to see how
much use of red ink is involved. When the language used in an instrument
gives rise to difficulties of construction, the process of interpretation does
not require one to formulate some alternative form of words which
approximates as closely as possible to that of the parties. It is to decide what
a reasonable person would have understood the parties to have meant by
using the language which they did. The fact that the court might have to
express that meaning in language quite different from that used by the
parties (‘12 January’ instead of ‘13 January’ in Mannai Investment Co Ltd v
Eagle Star Life Assurance Co Ltd [1997] 3 All ER 352, [1997] AC 749; ‘any
claim sounding in rescission (whether for undue influence or otherwise)’
instead of ‘[a]ny claim (whether sounding in rescission for undue influence
or otherwise)’ in the Investors Compensation Scheme case [1998] 1 All ER
98, [1998] 1 WLR 896) is no reason for not giving effect to what they
appear to have meant.

[22] In East v Pantiles (Plant Hire) Ltd [1982] 2 EGLR 111 at 112
Brightman LJ stated the conditions for what he called correction of mistakes
by construction:

‘Two conditions must be satisfied: first, there must be a clear mistake
on the face of the instrument; secondly, it must be clear what correction
ought to be made in order to cure the mistake. If those conditions are
satisfied, then the correction is made as a matter of construction.’

[23] Subject to two qualifications, both of which are explained by
Carnwath LJ in his admirable judgment in KPMG LLP v Network Rail
Infrastructure Ltd [2007] EWCA Civ 363, [2007] Bus LR 1336, I would
accept this statement, which is in my opinion no more than an expression of
the commonsense view that we do not readily accept that people have made
mistakes in formal documents. The first qualification is that ‘correction of
mistakes by construction’ is not a separate branch of the law, a summary
version of an action for rectification. As Carnwath LJ said (at [50]):

‘Both in the judgment, and in the arguments before us, there was a
tendency to deal separately with correction of mistakes and construing
the paragraph “as it stands”, as though they were distinct exercises. In
my view, they are simply aspects of the single task of interpreting the
agreement in its context, in order to get as close as possible to the
meaning which the parties intended.’
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[24] The second qualification concerns the words ‘on the face of the
instrument’. I agree with Carnwath LJ (at [46]) that in deciding whether
there is a clear mistake, the court is not confined to reading the document
without regard to its background or context. As the exercise is part of the
single task of interpretation, the background and context must always be
taken into consideration.

[25] What is clear from these cases is that there is not, so to speak, a limit
to the amount of red ink or verbal rearrangement or correction which the
court is allowed. All that is required is that it should be clear that something
has gone wrong with the language and that it should be clear what a
reasonable person would have understood the parties to have meant. In my
opinion, both of these requirements are satisfied.

[26] That leaves the question of the deduction of C & I, which the judge
and the majority of the Court of Appeal regarded as an insuperable obstacle
to Persimmon’s construction. I cannot see why this should be so. Everyone
agrees that the only sum from which C & I can rationally be deducted is the
headline price achieved on the sale, so as to arrive at the net amount received
by Persimmon. That is accordingly what the parties must have meant. You
deduct the C & I from the nominal price achieved and the ARP is the excess,
if any, of 23.4% of that net sum over the MGRUV. Giving this meaning to
the provision about C & I does not in any way weaken or affect the
argument for interpreting the rest of the definition in a way which gives ARP
a rational meaning. To say, as Rimer LJ said ([2008] 2 All ER (Comm) 387
at [185]), that it requires ‘rewriting’, or that it ‘distorts the meaning and
arithmetic of the definition’ is only to say that it requires one to conclude
that something has gone wrong with the language – not, in this case, with
the meanings of words, but with the syntactical arrangement of those words.
If however the context drives one to the conclusion that this must have
happened, it is no answer that the interpretation does not reflect what the
words would conventionally have been understood to mean.

[27] If your Lordships agree with this conclusion about the construction of
the contract, the appeal must be allowed. There is no need to say anything
more. But Persimmon advanced two alternative arguments of very
considerable general importance and I think it is appropriate that your
Lordships should deal with them. The first was that (contrary to the
unanimous opinion of the judge and the Court of Appeal) the House should
take into account the pre-contractual negotiations, which in the opinion of
Lawrence Collins LJ (at [132]), were determinative confirmation of
Persimmon’s argument on construction. The second was that the judge and
the Court of Appeal had misunderstood the principles upon which
rectification may be decreed and that if Persimmon had failed on
construction, the agreement should have been rectified.

[28] The rule that pre-contractual negotiations are inadmissible was clearly
reaffirmed by this House in Prenn v Simmonds [1971] 3 All ER 237 at 240,
[1971] 1 WLR 1381 at 1384, where Lord Wilberforce said that earlier
authorities ‘contain little to encourage, and much to discourage, evidence of
negotiation or of the parties’ subjective intentions’. It is clear that the rule of
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inadmissibility has been established for a very long time. In A & J Inglis v
John Buttery & Co (1878) 3 App Cas 552 at 576 Lord Blackburn said that
Lord Justice-Clerk Moncreiff had laid down a principle which was nearly
accurate but not quite when he said ((1877) 5 R 58 at 64) that in all
mercantile contracts ‘whether they be clear and distinct or the reverse, the
Court is entitled to be placed in the position in which the parties stood
before they signed’. The only qualification Lord Blackburn made was to
reject Lord Moncreiff’s view that the court was entitled to look at the
pre-contractual negotiations because unless one did so, one could not be
fully in the position in which the parties had been.

[29] Instead, Lord Blackburn preferred ((1878) 3 App Cas 552 at 577) the
opinion of Lord Gifford ((1877) 5 R 58 at 69–70):

‘Now, I think it is quite fixed – and no more wholesome or salutary
rule relative to written contracts can be devised – that where parties
agree to embody, and do actually embody, their contract in a formal
written deed, then in determining what the contract really was and really
meant, a Court must look to the formal deed and to that deed alone.
This is only carrying out the will of the parties. The only meaning of
adjusting a formal contract is, that the formal contract shall supersede
all loose and preliminary negotiations – that there shall be no room for
misunderstandings which may often arise, and which do constantly
arise, in the course of long, and it may be desultory conversations, or in
the course of correspondence or negotiations during which the parties
are often widely at issue as to what they will insist on and what they will
concede. The very purpose of a formal contract is to put an end to the
disputes which would inevitably arise if the matter were left upon verbal
negotiations or upon mixed communings partly consisting of letters and
partly of conversations. The written contract is that which is to be
appealed to by both parties, however different it may be from their
previous demands or stipulations, whether contained in letters or in
verbal conversation. There can be no doubt that this is the general rule,
and I think the general rule, strictly and with peculiar appropriateness
applies to the present case.’

[30] To allow evidence of pre-contractual negotiations to be used in aid of
construction would therefore require the House to depart from a long and
consistent line of authority, the binding force of which has frequently been
acknowledged: see Bank of Scotland v Dunedin Property Investment Co Ltd
1998 SC 657 at 665 (‘well-established and salutary’ per Lord President
Rodger) and Alexiou v Campbell [2007] UKPC 11 at [15] (‘vouched by …
compelling authorities’ per Lord Bingham of Cornhill). The House is
nevertheless invited to do so, on the ground that the rule is illogical and
prevents a court from, as the Lord Justice-Clerk in Inglis’s case (1878) 3 App
Cas 552 said, putting itself in the position of the parties and ascertaining
their true intent.

[31] In Prenn v Simmonds [1971] 3 All ER 237 at 240–241, [1971]
1 WLR 1381 at 1384–1385 Lord Wilberforce said by way of justification of
the rule:
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‘The reason for not admitting evidence of these exchanges is not a
technical one or even mainly one of convenience (though the attempt to
admit it did greatly prolong the case and add to its expense). It is simply
that such evidence is unhelpful. By the nature of things, where
negotiations are difficult, the parties’ positions, with each passing letter,
are changing and until the final agreement, although converging, still
divergent. It is only the final document which records a consensus. If the
previous documents use different expressions, how does construction of
those expressions, itself a doubtful process, help on the construction of
the contractual words? If the same expressions are used, nothing is
gained by looking back; indeed, something may be lost since the relevant
surrounding circumstances may be different. And at this stage there is no
consensus of the parties to appeal to. It may be said that previous
documents may be looked at to explain the aims of the parties. In a
limited sense this is true; the commercial, or business object, of the
transaction, objectively ascertained, may be a surrounding fact.
Cardozo J thought so in [Utica City National Bank v Gunn (1918) 118
NE 607]. And if it can be shown that one interpretation completely
frustrates that object, to the extent of rendering the contract futile, that
may be a strong argument for an alternative interpretation, if that can
reasonably be found. But beyond that it may be difficult to go; it may be
a matter of degree, or of judgment, how far one interpretation, or
another, gives effect to a common intention; the parties, indeed, may be
pursuing that intention with differing emphasis, and hoping to achieve it
to an extent which may differ, and in different ways. The words used
may, and often do, represent a formula which means different things to
each side, yet may be accepted because that is the only way to get
“agreement” and in the hope that disputes will not arise. The only
course then can be to try to ascertain the “natural” meaning. Far more,
and indeed totally, dangerous is it to admit evidence of one party’s
objective—even if this is known to the other party. However strongly
pursued this may be, the other party may only be willing to give it
partial recognition, and in a world of give and take, men often have to
be satisfied with less than they want. So, again, it would be a matter of
speculation how far the common intention was that the particular
objective should be realised.’

[32] Critics of the rule, such as Thomas J in New Zealand (Yoshimoto v
Canterbury Golf International Ltd [2001] 1 NZLR 523 at 538–549),
Professor David McLauchlan (‘Contract Interpretation: What is it about?’
(2009) 31(5) Syd LR 5–51) and Lord Nicholls of Birkenhead (‘My kingdom
for a horse: the meaning of words’ (2005) 121 LQR 577–591) point out that
although all this may usually be true, in some cases it will not. Among the
dirt of aspirations, proposals and counter-proposals there may gleam the
gold of a genuine consensus on some aspect of the transaction expressed in
terms which would influence an objective observer in construing the
language used by the parties in their final agreement. Why should the court
deny itself the assistance of this material in deciding what the parties must be
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taken to have meant? Mr Christopher Nugee QC, who appeared for
Persimmon, went so far as to say that in saying that such evidence was
unhelpful, Lord Wilberforce was not only providing a justification for the
rule but delimiting its extent. It should apply only in cases in which the
pre-contractual negotiations are actually irrelevant. If they do assist a court
in deciding what an objective observer would have construed the contract to
mean, they should be admitted. I cannot accept this submission. It is clear
from what Lord Wilberforce said and the authorities upon which he relied
that the exclusionary rule is not qualified in this way. There is no need for a
special rule to exclude irrelevant evidence.

[33] I do however accept that it would not be inconsistent with the English
objective theory of contractual interpretation to admit evidence of previous
communications between the parties as part of the background which may
throw light upon what they meant by the language they used. The general
rule, as I said in the Bank of Credit and Commerce International case [2001]
1 All ER 961 at [39], is that there are no conceptual limits to what can
properly be regarded as background. Prima facie, therefore, the negotiations
are potentially relevant background. They may be inadmissible simply
because they are irrelevant to the question which the court has to decide,
namely what the parties would reasonably be taken to have meant by the
language which they finally adopted to express their agreement. For the
reasons given by Lord Wilberforce, that will usually be the case. But not
always. In exceptional cases, as Lord Nicholls has forcibly argued, a rule
that prior negotiations are always inadmissible will prevent the court from
giving effect to what a reasonable man in the position of the parties would
have taken them to have meant. Of course judges may disagree over whether
in a particular case such evidence is helpful or not. In Yoshimoto’s case
[2001] 1 NZLR 523. Thomas J thought he had found gold in the
negotiations but the Privy Council ([2002] UKPC 40, [2004] 1 NZLR 1)
said it was only dirt. As I have said, there is nothing unusual or surprising
about such differences of opinion. In principle, however, I would accept that
previous negotiations may be relevant.

[34] It therefore follows that while it is true that, as Lord Wilberforce said,
inadmissibility is normally based in irrelevance, there will be cases in which
it can be justified only on pragmatic grounds. I must consider these grounds,
which have been explored in detail in the literature and on the whole
rejected by academic writers but supported by some practitioners.

[35] The first is that the admission of pre-contractual negotiations would
create greater uncertainty of outcome in disputes over interpretation and add
to the cost of advice, litigation or arbitration. Everyone engaged in the
exercise would have to read the correspondence and statements would have
to be taken from those who took part in oral negotiations. Not only would
this be time-consuming and expensive but the scope for disagreement over
whether the material affected the construction of the agreement (as in
Yoshimoto’s case) would be considerably increased. As against this, it is said
that when a dispute over construction is litigated, evidence of the
pre-contractual negotiations is almost invariably tendered in support of an
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alternative claim for rectification (as in Prenn v Simmonds and in this case)
or an argument based on estoppel by convention or some alleged exception
to the exclusionary rule. Even if such an alternative claim does not succeed,
the judge will have read and possibly been influenced by the evidence. The
rule therefore achieves little in saving costs and its abolition would restore
some intellectual honesty to the judicial approach to interpretation.

[36] There is certainly a view in the profession that the less one has to
resort to any form of background in aid of interpretation, the better. The
document should so far as possible speak for itself. As Popham CJ said in
the Countess of Rutland’s Case (1604) 5 Co Rep 25b at 26a, 77 ER 89 at
90:

‘it would be inconvenient, that Matters in Writing made by Advice and
on Consideration and which finally import the certain Truth of the
Agreement of the Parties should be controlled by Averment of the Parties
to be proved by the uncertain Testimony of slippery Memory.’

[37] I do not think that these opinions can be dismissed as merely based
upon the fallacy that words have inherent or ‘available’ meanings, rather
than being used by people to express meanings, although some of the
arguments advanced in support might suggest this. It reflects what may be a
sound practical intuition that the law of contract is an institution designed to
enforce promises with a high degree of predictability and that the more one
allows conventional meanings or syntax to be displaced by inferences drawn
from background, the less predictable the outcome is likely to be. In this
respect, it is interesting to consider the reaction to the statement of principle
in the Investors Compensation Scheme case [1998] 1 All ER 98 at 114–115,
[1998] 1 WLR 896 at 912–913, which was viewed with alarm by some
distinguished commercial lawyers as having greatly increased the quantity of
background material which courts or arbitrators would be invited to
consider: see Lord Bingham’s recent paper (‘A New Thing Under the Sun?
The Interpretation of Contract and the ICS Decision’ (2008) 12 Edinburgh
LR 374–390) and Spigelman CJ ‘From Text to Context: Contemporary
Contractual Interpretation’ (2007) 81 ALJ 322. As Lord Bingham pointed
out, there was little in that statement of principle which could not be found
in earlier authorities. The only points it decided that might have been
thought in the least controversial were, first, that it was not necessary to find
an ‘ambiguity’ before one could have any regard to background and,
secondly, that the meaning which the parties would reasonably be taken to
have intended could be given effect despite the fact that it was not, according
to conventional usage, an ‘available’ meaning of the words or syntax which
they had actually used.

[38] Like Lord Bingham, I rather doubt whether the Investors
Compensation Scheme case produced a dramatic increase in the amount of
material produced by way of background for the purposes of contractual
interpretation. But pre-contractual negotiations seem to me capable of
raising practical questions different from those created by other forms of
background. Whereas the surrounding circumstances are, by definition,
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objective facts, which will usually be uncontroversial, statements in the
course of pre-contractual negotiations will be drenched in subjectivity and
may, if oral, be very much in dispute. It is often not easy to distinguish
between those statements which (if they were made at all) merely reflect the
aspirations of one or other of the parties and those which embody at least a
provisional consensus which may throw light on the meaning of the contract
which was eventually concluded. But the imprecision of the line between
negotiation and provisional agreement is the very reason why in every case
of dispute over interpretation, one or other of the parties is likely to require
a court or arbitrator to take the course of negotiations into account. Your
Lordships’ experience in the analogous case of resort to statements in
Hansard under the rule in Pepper (Inspector of Taxes) v Hart [1993]
1 All ER 42, [1993] AC 593 suggests that such evidence will be produced in
any case in which there is the remotest chance that it may be accepted and
that even these cases will be only the tip of a mountain of discarded but
expensive investigation. Pepper v Hart has also encouraged ministers and
others to make statements in the hope of influencing the construction which
the courts will give to a statute and it is possible that negotiating parties will
be encouraged to improve the bundle of correspondence with similar
statements.

[39] Supporters of the admissibility of pre-contractual negotiations draw
attention to the fact that continental legal systems seem to have little
difficulty in taking them into account. Both the UNIDROIT Principles of
International Commercial Contracts (1994 and 2004 revision) and
Principles of European Contract Law (eds Lando and Beale) (1999) provide
that in ascertaining the ‘common intention of the parties’, regard shall be
had to prior negotiations: see arts 4.3 and 5.102 respectively. The same is
true of the United Nations Convention on Contracts for the International
Sale of Goods (1980). But these instruments reflect the French philosophy of
contractual interpretation, which is altogether different from that of English
law. As Professor Catherine Valcke explains in an illuminating article (‘On
Comparing French and English Contract Law: Insights from Social Contract
Theory’) (16 January 2009), French law regards the intentions of the parties
as a pure question of subjective fact, their volonté psychologique,
uninfluenced by any rules of law. It follows that any evidence of what they
said or did, whether to each other or to third parties, may be relevant to
establishing what their intentions actually were. There is in French law a
sharp distinction between the ascertainment of their intentions and the
application of legal rules which may, in the interests of fairness to other
parties or otherwise, limit the extent to which those intentions are given
effect. English law, on the other hand, mixes up the ascertainment of
intention with the rules of law by depersonalising the contracting parties and
asking, not what their intentions actually were, but what a reasonable
outside observer would have taken them to be. One cannot in my opinion
simply transpose rules based on one philosophy of contractual interpretation
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to another, or assume that the practical effect of admitting such evidence
under the English system of civil procedure will be the same as that under a
continental system.

[40] In his judgment in the present case, Briggs J thought that the most
powerful argument against admitting evidence of pre-contractual
negotiations was that it would be unfair to a third party who took an
assignment of the contract or advanced money on its security. Such a person
would not have been privy to the negotiations and may have taken the terms
of the contract at face value. There is clearly strength in this argument, but
it is fair to say that the same point can be made (and has been made, notably
by Saville LJ in National Bank of Sharjah v Dellborg [1997] CA Transcript
1320, which is unreported, but the relevant passage is cited in
Lord Bingham’s paper in the Edinburgh Law Review) in respect of the
admissibility of any form of background. The law sometimes deals with the
problem by restricting the admissible background to that which would be
available not merely to the contracting parties but also to others to whom
the document is treated as having been addressed. Thus in Bratton Seymour
Service Co Ltd v Oxborough [1992] BCLC 693 the Court of Appeal decided
that in construing the articles of association of the management company of
a building divided into flats, background facts which would have been
known to all the signatories were inadmissible because the articles should be
regarded as addressed to anyone who read the register of companies,
including persons who would have known nothing of the facts in question.
In Homburg Houtimport BV v Agrosin Private Ltd, The Starsin [2003]
UKHL 12, [2003] 2 All ER 785, [2004] 1 AC 715 the House of Lords
construed words which identified the carrier on the front of a bill of lading
without reference to what it said on the back, on the ground that the
bankers to whom the bill would be tendered could not be expected to read
the small print. Ordinarily, however, a contract is treated as addressed to the
parties alone and an assignee must either inquire as to any relevant
background or take his chance on how that might affect the meaning a court
will give to the document. The law has sometimes to compromise between
protecting the interests of the contracting parties and those of third parties.
But an extension of the admissible background will, at any rate in theory,
increase the risk that a third party will find that the contract does not mean
what he thought. How often this is likely to be a practical problem is hard to
say. In the present case, the construction of the agreement does not involve
reliance upon any background which would not have been equally available
to any prospective assignee or lender.

[41] The conclusion I would reach is that there is no clearly established
case for departing from the exclusionary rule. The rule may well mean, as
Lord Nicholls has argued, that parties are sometimes held bound by a
contract in terms which, upon a full investigation of the course of
negotiations, a reasonable observer would not have taken them to have
intended. But a system which sometimes allows this to happen may be
justified in the more general interest of economy and predictability in
obtaining advice and adjudicating disputes. It is, after all, usually possible to
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avoid surprises by carefully reading the documents before signing them and
there are the safety nets of rectification and estoppel by convention. Your
Lordships do not have the material on which to form a view. It is possible
that empirical study (for example, by the Law Commission) may show that
the alleged disadvantages of admissibility are not in practice very significant
or that they are outweighed by the advantages of doing more precise justice
in exceptional cases or falling into line with international conventions. But
the determination of where the balance of advantage lies is not in my
opinion suitable for judicial decision. Your Lordships are being asked to
depart from a rule which has been in existence for many years and several
times affirmed by the House. There is power to do so under Practice
Statement (Judicial Precedent) [1966] 3 All ER 77, [1966] 1 WLR 1234. But
that power was intended, as Lord Reid said in Jones v Secretary of State for
Social Services, Hudson v Secretary of State for Social Services [1972]
1 All ER 145 at 149, [1972] AC 944 at 966, to be applied only in a small
number of cases in which previous decisions of the House were ‘thought to
be impeding the proper development of the law or to have led to results
which were unjust or contrary to public policy’. I do not think that anyone
can be confident that this is true of the exclusionary rule.

[42] The rule excludes evidence of what was said or done during the
course of negotiating the agreement for the purpose of drawing inferences
about what the contract meant. It does not exclude the use of such evidence
for other purposes: for example, to establish that a fact which may be
relevant as background was known to the parties, or to support a claim for
rectification or estoppel. These are not exceptions to the rule. They operate
outside it.

[43] There is however a group of cases in which judges have found an
exception to the exclusionary rule and your Lordships will have to decide
whether such an exception can be justified. The leading case is the decision
of Kerr J in Partenreederei MS Karen Oltmann v Scarsdale Shipping Co Ltd,
The Karen Oltmann [1976] 2 Lloyd’s Rep 708. This concerned a time
charter for two years (14 days more or less in charterers’ option) which
contained a break clause: ‘Charterers to have the option to redeliver the
vessel after 12 months trading subject to giving 3 months’ notice.’

[44] The issue was whether ‘after 12 months’ trading’ meant that the
break clause could be operated only at the end of the first year or at any
time during the second year. The judge said that he was entitled to look at
telexes by which the fixture was negotiated in which the parties discussed
various lengths of break clauses and were clearly using the word ‘after’ to
mean ‘on the expiry of’ rather than ‘at any time after the expiry of’. He
justified the admissibility of this evidence on the following principle (at 712):

‘If a contract contains words which, in their context, are fairly capable
of bearing more than one meaning, and if it is alleged that the parties
have in effect negotiated on an agreed basis that the words bore only one
of the two possible meanings, then it is permissible for the Court to
examine the extrinsic evidence relied upon to see whether the parties
have in fact used the words in question in one sense only, so that they
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have in effect given their own dictionary meaning to the words as the
result of their common intention. Such cases would not support a claim
for rectification of the contract, because the choice of words in the
contract did not result from any mistake. The words used in the contract
would ex hypothesi reflect the meaning which both parties intended.’

[45] In his judgment in this case, Lawrence Collins LJ said of this principle
that he doubted whether it differed in any material respect from admitting
evidence of prior negotiations in construing a contract (see [2008] 2 All ER
(Comm) 387 at [121]). Indeed, the case is frequently cited as an example of
an exception which undermines the rule: see for example Professor
McLauchlan ‘Contract Interpretation: What is it about?’ (2009) 31(1) Syd
LR 5–51. It is true that evidence may always be adduced that the parties
habitually used words in an unconventional sense in order to support an
argument that words in a contract should bear a similar unconventional
meaning. This is the ‘private dictionary’ principle, which is akin to the
principle by which a linguistic usage in a trade or among a religious sect may
be proved: compare Shore v Wilson, Lady Hewley’s Charities (1842) 9 Cl
& Fin 355. For this purpose it does not matter whether the evidence of
usage by the parties was in the course of negotiations or on any other
occasion. It is simply evidence of the linguistic usage which they had in
common. But the telexes in The Karen Oltmann did not evidence any
unconventional usage. There was no private dictionary. The case involved a
choice between two perfectly conventional meanings of the word ‘after’ in a
particular context. In my opinion Lawrence Collins LJ was right in saying
that the admission of the evidence infringed the exclusionary rule. It is
perhaps significant that the evidence merely confirmed the meaning which
Kerr J, as an experienced commercial judge, would in any case have given to
the clause.

[46] What would have been the position if Kerr J had thought that,
without the evidence of the telexes, he would have construed the clause in
the opposite sense? He said that rectification would not be available because
‘[t]he words used in the contract would ex hypothesi reflect the meaning
which both parties intended’. I do not understand this, because, on this
hypothesis, the telexes would show that the words (as construed by the
judge) did not reflect the meaning which both parties intended. And it is
generally accepted that Brightman J was right in Re Butlin’s Settlement
Trust, Butlin v Butlin [1976] 2 All ER 483, [1976] Ch 251 in holding that
rectification is available not only when the parties intended to use different
words but also when they mistakenly thought their words bore a different
meaning.

[47] On its facts, The Karen Oltmann was in my opinion an illegitimate
extension of the ‘private dictionary’ principle which, taken to its logical
conclusion, would destroy the exclusionary rule and any practical
advantages which it may have. There are two legitimate safety devices which
will in most cases prevent the exclusionary rule from causing injustice. But
they have to be specifically pleaded and clearly established. One is
rectification. The other is estoppel by convention, which has been developed
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since the decision in The Karen Oltmann: see Amalgamated Investment and
Property Co Ltd (in liq) v Texas Commerce International Bank Ltd [1981]
3 All ER 577, [1982] QB 84. If the parties have negotiated an agreement
upon some common assumption, which may include an assumption that
certain words will bear a certain meaning, they may be estopped from
contending that the words should be given a different meaning. Both of these
remedies lie outside the exclusionary rule, since they start from the premise
that, as a matter of construction, the agreement does not have the meaning
for which the party seeking rectification or raising an estoppel contends.

[48] The last point is whether, if Chartbrook’s interpretation of the
agreement had been correct, it should have been rectified to accord with
Persimmon’s interpretation. The requirements for rectification were
succinctly summarised by Peter Gibson LJ in Swainland Builders Ltd v
Freehold Properties Ltd [2002] EWCA Civ 560 at [33], [2002] 2 EGLR 71
at 74:

‘The party seeking rectification must show that:
(1) the parties had a common continuing intention, whether or not

amounting to an agreement, in respect of a particular matter in the
instrument to be rectified;

(2) there was an outward expression of accord;
(3) the intention continued at the time of the execution of the

instrument sought to be rectified;
(4) by mistake, the instrument did not reflect that common intention.’

[49] To explain how the claim for rectification arose, I must summarise the
relevant pre-contractual exchanges between the parties. They began by
discussing a proposal for an outright sale of the land by Chartbrook to
Persimmon at a price calculated by reference to such planning permission as
Chartbrook might obtain. In early 2001 this structure was abandoned and
Persimmon in a letter dated 1 February 2001 proposed the building licence
arrangement eventually agreed. The letter included the following passages:

‘we would be prepared to pay you 29.8% of the net sales proceeds
generated from the private sale residential element of the scheme and a
further 45% of the net sales revenue generated from the disposal of the
commercial element of the site. We would pay you this proportion of the
income regardless of the development costs incurred by my Company
and the quantum of accommodation that we ultimately obtain planning
permission for …

By tying your land value to a percentage of the income, you will also
automatically share in any sales uplift that we experience.’

[50] This offer of a straightforward sharing of the proceeds was modified
in a letter dated 6 February 2001 by the addition of what were described as
‘guaranteed backstop dates and minimum payments’:

‘Upon receipt of the purchase monies, the revenue will be apportioned
to Chartbrook on the basis of 29.8% of the net revenue achieved from
the disposal of the private sale residential units and 45% of the net

21Chartbrook v Persimmon Homes125 ConLR

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 65 of 357



revenue from the disposal of the commercial units. In addition, we are
prepared to provide you with guaranteed backstop dates and minimum
payments that will be made regardless of the actual performance of the
project both in terms of timescales and costs. I set out on the attached
schedule our proposals concerning this element of the deal.

Based on the current scheme for 80 units, and 9,020 sq ft of
commercial floor space, the minimum land value we are prepared to pay
to Chartbrook on the disposal of each residential unit is £67,000,
together with a further minimum payment of £400,000 on the disposal
of the commercial unit. If as a result of improvements in the market,
Chartbrook are entitled to more than the minimum payments I suggest
an equalisation calculation takes place following the disposal of the last
unit …

Within the contract, I … suggest that a formula is included whereby
the land value is calculated using the following inputs:

Private Sale Residential Accommodation … £94.96/sq ft …
Once the total land value has been calculated, a simple formula can

then be applied to divide the land values by the number of units, in order
for us to calculate the guaranteed payments that you will receive on the
sale of each plot.’

[51] On 12 February there was a further modification to make separate
provision for the sales of car parking spaces, but the overall offer for land
value remained the same. The judge found ([2007] 1 All ER (Comm) 1083
at [110]) that Chartbrook accepted this offer in principle and Persimmon’s
solicitors were instructed to draft an agreement. Their draft was attached to
an e-mail dated 1 March 2001 and contained essentially the same formulae
for calculating the price as those in the final agreement. The definition of
‘Additional Residential Payment’ was (save for the percentage figure) in
precisely the same words as those of the final agreement.

[52] Between March and May Chartbrook acquired some additional
adjoining land and Persimmon revised its cost estimates. The result was a
change in the figures but not in the formulae. In a letter dated 24 May 2001
Persimmon offered a new total land value of £7,191,947. The letter
contained a table setting out—

‘the minimum guaranteed land values that you will receive for the
respective elements of the scheme, together with the percentage of sales
revenue that you will also be entitled to if the project performs better
than is currently anticipated.’

[53] The figures in the table were 23.4% for ‘Percentage of Sales Revenue’
and £53,333 for ‘Minimum Value per Plot’. The judge found that this offer
was also accepted in principle and the new figures were inserted into the
final contract. The words of the definition of ARP in the final draft remained
(subject to the change in the percentage figure) exactly the same as in the
first draft.

[54] It is I think clear that a reasonable person who read the February and
May letters in the light of the background known to the parties would have
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taken them to have been intending that Chartbrook should receive an ARP
if, but only if ‘the project performs better than is currently anticipated’.

[55] Persimmon’s case on rectification at the trial was that the letter of
24 May 2001 was an outward expression of the common and continuing
intention of the parties and (if Chartbrook was right about its true
construction) the definition had been drafted in the mistaken belief that it
gave effect to that common intention. On the other hand, the evidence of the
two principals of Chartbrook, Mr Vantreen and Mr Reeve, was that they
had made no mistake. The definition accorded exactly with what they had
thought they were being offered in the letters of February and May 2001.
Indeed, they said they would not have done the deal for any less. It was put
to them in cross-examination that no rational person could have understood
the letters in the sense which they claimed and Mr Vantreen was caused
some little difficulty by the fact that, on his copy of the May 2001 letter, he
had calculated the amount which (on Persimmon’s construction of the
definition) the sale price of a 700 sq ft flat would have to exceed before any
ARP became payable (£228,000). This calculation would have been
irrelevant on his own construction of the definition and he was unable to
explain why he had made it. Nevertheless the judge accepted the evidence of
Mr Reeve and Mr Vantreen that they had honestly believed that the
definition (as they claimed to have understood it) was what had been agreed
and they had not been mistaken. The judge therefore held that the mistake
was not common to both parties and dismissed the claim for rectification.

[56] The case was argued at trial on the assumption that rectification
required both parties to be mistaken about whether the written agreement
reflected what they believed their prior consensus to have been. In the Court
of Appeal, Persimmon challenged the finding of fact about what Mr Reeve
and Mr Vantreen had believed, but not the underlying proposition of law.
The Court of Appeal unanimously dismissed this part of the appeal on the
ground that it could not disturb the findings of fact. There are accordingly
concurrent findings of fact about the states of mind of Mr Reeve and
Mr Vantreen. Your Lordships indicated at the hearing that in accordance
with the usual practice, you would not re-examine them: see Smith New
Court Securities Ltd v Scrimgeour Vickers (Asset Management) Ltd [1996]
4 All ER 769 at 786, [1997] AC 254 at 274–275.

[57] In the printed case, however, Persimmon (encouraged by articles in
the Law Quarterly Review by Marcus Smith (‘Rectification of Contracts for
Common Mistake: Joscelyne v Nissen and Subjective States of Mind’ (2007)
123 LQR 116–132) and Professor McLauchlan (‘The “drastic” remedy of
rectification for unilateral mistake’ (2008) 124 LQR 608–640)) asked for
leave to challenge, for first time, the proposition of law. Mr Nugee submitted
that the judge and the Court of Appeal had been wrong in their assumption
about what a party had to be mistaken about. Rectification required a
mistake about whether the written instrument correctly reflected the prior
consensus, not whether it accorded with what the party in question believed
that consensus to have been. In accordance with the general approach of
English law, the terms of the prior consensus were what a reasonable
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observer would have understood them to be and not what one or even both
of the parties believed them to be. In the present case, submitted Mr Nugee,
the prior consensus was contained in the May letter, which made it clear that
the terms were to be as contended for by Persimmon. If the definition in the
final agreement did not have that meaning, it was not in accordance with the
prior consensus and if Mr Reeve and Mr Vantreen believed that it was, then
they, like the representatives of Persimmon, were mistaken.

[58] Mr Robert Miles QC, for Chartbrook, objected to Persimmon being
given leave to advance this argument. He said that if the point had been
taken at the trial, the evidence might have taken a different shape. I rather
doubt this, but as I understand that the Committee shares my view that
Persimmon is entitled to succeed without rectification, the question is
academic. Nevertheless, as it has been very well and fully argued, I propose
to express an opinion about it.

[59] Until the decision of the Court of Appeal in Joscelyne v Nissan [1970]
1 All ER 1213, [1970] 2 QB 86 there was a view, based upon dicta in
nineteenth and early twentieth century cases, that rectification was available
only if there had been a concluded antecedent contract with which the
instrument did not conform. In Lovell & Christmas Ltd v Wall (1911) 104
LT 85 at 88 Cozens-Hardy MR said that rectification ‘may be regarded as a
branch of the doctrine of specific performance’. It presupposed a prior
contract and required proof that, by a common mistake, the final completed
agreement as executed failed to give proper effect to the prior contract. In
Joscelyne’s case the Court of Appeal declared itself puzzled by the reference
to specific performance, but I think it is clear enough that
Cozens-Hardy MR had in mind a contractual obligation to execute a lease,
conveyance, settlement or similar instrument, giving rise to a specifically
enforceable obligation to do so. A failure to execute a document giving effect
to the terms of the agreement would be a breach of that obligation and the
court, in rectifying the instrument, would be specifically performing the
agreement. Since the decision in Joscelyne’s case extended the availability of
rectification to cases in which there had been no enforceable prior
agreement, specific performance is plainly an inadequate explanation of the
doctrine. But for present purposes the significance of cases like Lovell
& Christmas Ltd v Wall (1911) 104 LT 85 is that the terms of the contract
to which the subsequent instrument must conform must be objectively
determined in the same way as any other contract. Thus the common
mistake must necessarily be as to whether the instrument conformed to those
terms and not to what one or other of the parties believed those terms to
have been.

[60] Now that it has been established that rectification is also available
when there was no binding antecedent agreement but the parties had a
common continuing intention in respect of a particular matter in the
instrument to be rectified, it would be anomalous if the ‘common continuing
intention’ were to be an objective fact if it amounted to an enforceable
contract but a subjective belief if it did not. On the contrary, the authorities
suggest that in both cases the question is what an objective observer would
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have thought the intentions of the parties to be. Perhaps the clearest
statement is by Denning LJ in Frederick E Rose (London) Ltd v Wm H Pim
Jnr & Co Ltd [1953] 2 All ER 739 at 747, [1953] 2 QB 450 at 461:

‘Rectification is concerned with contracts and documents, not with
intentions. In order to get rectification it is necessary to show that the
parties were in complete agreement on the terms of their contract, but by
an error wrote them down wrongly. And in this regard, in order to
ascertain the terms of their contract, you do not look into the inner
minds of the parties—into their intentions—any more than you do in the
formation of any other contract. You look at their outward acts, ie, at
what they said or wrote to one another in coming to their agreement,
and then compare it with the document which they have signed. If you
can predicate with certainty what their contract was, and that it is, by a
common mistake, wrongly expressed in the document, then you rectify
the document. But nothing less will suffice.’

[61] Likewise in Etablissements Georges et Paul Levy v Adderley
Navigation Co Panama SA, The Olympic Pride [1980] 2 Lloyd’s Rep 67 at
72, Mustill J said:

‘The prior transaction may consist either of a concluded agreement or
of a continuing common intention. In the latter event, the intention must
have been objectively manifested. It is the words and acts of the parties
demonstrating their intention, not the inward thoughts of the parties,
which matter.’

[62] An example of the application of this objective ascertainment of the
terms of the prior transaction is George Cohen Sons & Co Ltd v Docks and
Inland Waterways Executive (1950) 84 Lloyd’s Rep 97 in which a landlord
negotiating a new lease proposed to the tenant that ‘the terms and
conditions contained in the present lease to be embodied in the new lease
where applicable’. The tenant accepted this offer, but the new lease as
executed made the tenant liable for repairs which under the old lease had
been the responsibility of the landlord. In answer to a claim for rectification,
the landlord said that the new lease was in accordance with what he had
understood to be the effect of his offer. The Court of Appeal said that this
was irrelevant. What mattered was the objective meaning of what the
landlord had written. Evershed MR said (at 107):

‘If the defendants … did misconstrue [the letter] that is unfortunate for
them, but at least they cannot be heard to say that their letter was
intended to mean anything other than that which the words convey to
the reader as a piece of ordinary English.’

[63] As against these authorities, there are two cases upon which Mr Miles
relied. The first is Britoil plc v Hunt Overseas Oil Inc [1994] CLC 561, in
which the Court of Appeal by a majority (Glidewell and Hobhouse LJJ,
Hoffmann LJ dissenting) refused to rectify an agreement which was alleged
not to be in accordance with what had previously been agreed in summary

25Chartbrook v Persimmon Homes125 ConLR

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 69 of 357



heads of agreement. Hobhouse LJ, who gave the majority judgment,
affirmed the decision of Saville J, who said that the defendants had failed to
establish that there was a prior common agreement or intention in terms
that the court could ascertain or (which is probably another way of saying
the same thing) that the definitive agreement failed to reflect that prior
agreement. In other words, the language of the heads of agreement was too
uncertain to satisfy the requirement stated by Denning LJ in the Frederick E
Rose (London) case [1953] 2 All ER 739 at 747, [1953] 2 QB 450 at 461
that one should be able to ‘predicate with certainty what their contract was’.
Hobhouse LJ noted ([1994] CLC 561 at 571) that Saville J ‘did not base
himself upon any consideration of the evidence as to the actual state of mind
of the parties’ and in my opinion the case lends no support to the view that
a party must be mistaken as to whether the document reflects what he
subjectively believes the agreement to have been.

[64] The other case is the decision of Laddie J in Cambridge Antibody
Technology v Abbott Biotechnology Ltd [2004] EWHC 2974 (Pat), [2005]
FSR 590, in which he rejected a submission that evidence of the subjective
state of mind of one of the parties contained in statements which had not
been communicated to the other party (‘crossed the line’) was inadmissible.
In my opinion, Laddie J was quite right not to exclude such evidence, but
that is not inconsistent with an objective approach to what the terms of the
prior consensus were. Unless itself a binding contract, the prior consensus is,
by definition, not contained in a document which the parties have agreed is
to be the sole memorial of their agreement. It may be oral or in writing and,
even if the latter, subject to later variation. In such a case, if I may quote
what I said in Carmichael v National Power plc [1999] 4 All ER 897 at 905,
[1999] 1 WLR 2042 at 2050–2051:

‘The evidence of a party as to what terms he understood to have been
agreed is some evidence tending to show that those terms, in an objective
sense, were agreed. Of course the tribunal may reject such evidence and
conclude that the party misunderstood the effect of what was being said
and done.’

[65] In a case in which the prior consensus was based wholly or in part on
oral exchanges or conduct, such evidence may be significant. A party may
have had a clear understanding of what was agreed without necessarily
being able to remember the precise conversation or action which gave rise to
that belief. Evidence of subsequent conduct may also have some evidential
value. On the other hand, where the prior consensus is expressed entirely in
writing, (as in the George Cohen Sons & Co case (1950) 84 Lloyd’s Rep 97)
such evidence is likely to carry very little weight. But I do not think that it is
inadmissible.

[66] In this case there was no suggestion that the prior consensus was
based on anything other than the May letter. It is agreed that the terms of
that letter were accepted by Chartbrook and no one gave evidence of any
subsequent discussions which might have suggested an intention to depart
from them. It follows that (on the assumption that the judge was right in his
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construction of the ARP definition) both parties were mistaken in thinking
that it reflected their prior consensus and Persimmon was entitled to
rectification.

[67] Since, however, I think that the judge and the majority of the Court of
Appeal were wrong on the question of construction, I would allow the
appeal on that ground.

LORD RODGER OF EARLSFERRY.
[68] My Lords, I have had the privilege of considering the speeches of my

noble and learned friends, Lord Hoffmann and Lord Walker of
Gestingthorpe, in draft. For the reasons which they give, I consider that the
construction favoured by Persimmon is appropriate. In particular, it seems to
me that once you grasp the general structure of Sch 6 of the agreement, as
described by Lord Walker (at [79], below), the appropriate interpretation
becomes clear.

[69] Like Lord Hoffmann, I would decline counsel’s elegant but, in the
event, unnecessary invitation to revisit the rule in Prenn v Simmonds [1971]
3 All ER 237, [1971] 1 WLR 1381. No one could possibly say that the rule
is based on some error of law or misconception. On the contrary, the main
pros and cons of having regard to prior negotiations when interpreting a
formal contract have been known and discussed for centuries. The present
law represents a choice which was already second nature to Lord Eldon LC
as long ago as Millers v Miller (1822) 1 Sh App 309. When interpreting a
clause in a marriage contract which had been preceded by ‘a vast deal of
correspondence’, Lord Eldon LC assured the House that he did not recollect
a case to which he had given more earnest attention, but still gave the
correspondence short shrift (at 317):

‘My Lords, all the previous correspondence I lay entirely out of the
case, because I cannot conceive that any thing can be more dangerous
than the construing deeds by the effect of letters and correspondence
previous to the execution of them.’

Subsequently (at 319) he described the possibility of looking at the effect of
the correspondence as ‘a very singular thing’. Some sixty years later, with
rather more deliberation, the House affirmed that approach in A & J Inglis
v John Buttery & Co (1878) 3 App Cas 552 and, a century after that,
reaffirmed it in Prenn v Simmonds [1971] 3 All ER 237, [1971] 1 WLR
1381. The rule could scarcely be more firmly embedded in our law.

[70] Of course, in Miliangos v George Frank (Textiles) Ltd [1975]
3 All ER 801, [1976] AC 443 the House departed from a rule, of which
Lord Denning had said some 15 years previously, ‘if there is one thing clear
in our law, it is that the claim must be made in sterling and the judgment
given in sterling’: see Re United Railways of The Havana and Regla
Warehouses Ltd [1960] 2 All ER 332 at 356, [1961] AC 1007 at
1068–1069. But not only was that rule essentially procedural: in addition,
the House could point to a change of circumstances which seemed to cry out
for intervention. Here, by contrast, the rule about prior negotiations forms
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part of the law of evidence and there are no particular pressing
circumstances which call for a change. The House is simply being asked to
make a fresh policy decision and, in effect, to legislate to provide for a
different rule. The wisdom of the proposed change is, however, debatable.
So, if there is to be a change, it should be on the basis of a fully informed
debate in a forum where the competing policies can be properly investigated
and evaluated. Although counsel presented the rival arguments with
conspicuous skill, your Lordships’ House in its judicial capacity is not that
forum.

[71] Like Lord Walker, I see no reason to differ from what Lord Hoffmann
has said on rectification.

LORD WALKER OF GESTINGTHORPE.
[72] My Lords, I shall first address, on a traditional approach, the issue of

construction raised in this appeal. That approach requires the court to
consider the disputed definition of ‘Additional Residential Payment’ in the
context of the agreement as a whole, and the parties’ shared understanding
of the general situation and the aim of the transaction they were entering
into.

[73] The owner (Chartbrook) had assembled a site off Wandsworth High
Street, London SW18 (Nos 1,3,5,7 and 9 Hardwicks Way), with valuable
potential for development. Under the agreement dated 16 October 2001 the
developer (Persimmon Homes, a subsidiary of a well-known quoted
company which guaranteed the developer’s obligations) had the
responsibility of applying for planning permission for a mixed commercial
and residential development in a form approved by the owner. The
agreement was conditional on the developer obtaining planning permission
in a satisfactory form within 15 months (subject to extension in certain
circumstances). If planning permission in a satisfactory form was obtained
the owner would continue as registered owner of the site, but would execute
a charge of the property as security for its obligations to the developer. The
developer would occupy the site as a licensee and carry out the development
at its own expense, including responsibility for insurance. The developer’s
obligations in carrying out the residential development (by the construction
of flats) were not prescribed in detail. Its obligations in carrying out the
commercial development were limited to what were described as ‘core and
shell works’.

[74] As the flats were developed they were to be marketed by the
developer, at its own expense, and sold (together with parking spaces) on
125-year leases at escalating ground rents. The commercial development,
when the core and shell works were completed, was to be sold to a nominee
of the owner on a 125-year lease at a peppercorn rent. There was to be a
premium calculated at the rate of £110 per square foot of the net internal
area of the commercial premises (plus VAT). The developer was also to
negotiate the eventual sale of the freehold subject to all these leases. The
owner was under an obligation to grant all the necessary leases and to make
the eventual transfer of the freehold.
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[75] As I have mentioned, the agreement did not provide in detail for the
specification or cost of the construction by the developer of the residential
part of the development – that is, the flats. The owner had to approve the
planning application, and the developer had to meet NHBC standards, but
that was all. In particular, the developer did not commit itself to any
particular level of expenditure, with two minor exceptions: the developer
undertook to spend a sum of at least £250,000 on planning gain through an
agreement under s 106 of the Town and Country Planning Act 1990, and to
pay at least £25,000 in compensation to adjoining owners for the loss of
rights to light. There was also an unquantified contingency sum for dealing
with possible pollution in the sub-structure. These three items were to be
deducted in computing the total residential land value (TRLV) for the
purposes of Sch 6 (the price) but there was nothing at all in the agreement
providing for the developers’ overall profit as such to be computed and
brought into the bargain.

[76] All this is background, but to my mind relevant background, to the
problem at the heart of this appeal, that is the correct construction of the
definition of the additional residential payment (ARP) set out in para 1 of
Sch 6. The ARP (also pointlessly relabelled as the balancing payment) is one
of two components which had to be aggregated to make up the price – that
is, the total consideration payable by the developer to the owner. The other
component was the total land value (TLV), that is the aggregate of: (i) the
TRLV already mentioned; (ii) the total commercial land value (TCLV); and
(iii) the total residential car parking land value (TRCPLV). Under para 3 of
Sch 6 the TLV was payable by instalments over 52 months, starting nine
months after the grant of planning permission, and the ARP was payable on
completion of the last residential sale or six months after the completion of
the development, whichever was the earlier.

[77] Each of the three components of the TLV was defined by a formula.
The TRLV was to be computed by reference to the net internal area of the
residential units for which planning permission was obtained at the rate of
£76.34 per square foot (‘less the Section 106 Money and less the Rights of
Light Money and less the Sub-Structure Assumptions Additional Cost’). The
TCLV was to be computed by reference to the net internal area of the
commercial premises for which planning permission was obtained, at the
rate of £38.80 per square foot. The TRCPLV was to be £3,024 multiplied by
the number of residential parking places for which planning permission was
obtained.

[78] Both parties were experienced in the property world – the owner as a
land dealer, the developer as a developer – and they shared the knowledge
that the site (including units 1 and 3 Hardwicks Way which the owner
acquired during the negotiations), with the benefit of planning permission on
favourable terms, would have a market value in the general region of £5m.
They hoped that planning permission for residential development would be
granted for up to 100 flats with an aggregate internal area of 50,000 to
60,000 sq ft. The background facts known to the parties included the recent
takeover by the developer’s group of Beazer Homes Ltd, as a result of which
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the developer decided that it could not afford an outright purchase of the
Wandsworth site. Instead the purchase was to be funded out of the proceeds
of the disposal of the development, and the owner would expect to be
compensated for the deferment of its consideration.

[79] The definitions that I have already mentioned, and others, such as
costs and incentives (C&I), that I have yet to come to, can be quite
confusing. It is important, I think, to discern and keep in mind the general
structure of Sch 6 of the agreement. The components of the price referable to
the commercial development (TCLV) and the residential parking (TRCPLV)
were to be calculated under the simple formulae already mentioned (together
they eventually amounted to about £1.727m). By contrast, the price for the
residential development was to consist of two elements, the TRLV and the
ARP. The TRLV is agreed to be approximately £4.684m, reflecting the
approved residential internal area of rather over 61,000 sq ft at £76.34 per
square foot. The question is how much this sum has to be increased by the
ARP to make up the owner’s total consideration for the residential
development.

[80] The ARP is defined as follows: ‘… 23.4% of the price achieved for
each Residential Unit in excess of the Minimum Guaranteed Residential Unit
Value [“MGRUV”] less the [C&I].’ The amount of the C&I is agreed to
have been relatively trivial – a little less than £250,000 for all 100 flats – and
I put it aside for the moment, while recognising that it plays an important
part in the technicalities of the argument on construction. If this item is
disregarded for the moment the disputed text can be set out in a simplified
form, using ‘RP’ (for residential price) where the judge and the Court of
Appeal referred to unit price: ‘23.4% of the RP in excess of the MGRUV’.

[81] The MGRUV was defined as meaning ‘for each Residential Unit
[ie each flat] the [TRLV] divided by the number of Residential Units for
which Planning Permission is granted’. Under the planning permission
eventually granted on 23 August 2002 there were to be exactly 100 flats,
which simplifies the arithmetic. Nevertheless it may be unfortunate that the
draftsman chose to define the ARP by a formula referring to the MGRUV
rather than by referring directly to the TRLV (to which the MGRUV is
directly linked, being, as events turned out, 1% of it). The use of the two
linked formulae rather than one, and the fact that the formulae are not set
out in mathematical notation, make it harder to keep clearly in mind the
structure of the arrangements contained in Sch 6.

[82] Briggs J expressed the issue in [2007] EWHC 409 (Ch) at [20] and
[21], [2007] 1 All ER (Comm) 1083 at [20] and [21]:

‘[20] Leaving aside for the moment the point at which the C&I are
deducted, the broad commercial effect of each of the parties’ rival
submissions may be summarised as follows. Chartbrook’s case was that
it was entitled to a 23.4% share of the net proceeds of sale of each
residential unit in excess of a minimum guaranteed amount (being the
unitised total residential land value of £76·34 per square foot of
residential net internal area). Put another way, its stake in the residential
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part of the development was to be the whole of the first £76·34 per
square foot of net sales value, and 23.4 per cent of the surplus.

[21] By contrast, Persimmon’s case was that Chartbrook was to receive
an additional payment only if 23.4 per cent of the net sales price
amounted to more than the minimum guaranteed residential unit value.
Put more broadly, Chartbrook’s stake in the residential part of the
development was whichever was the greater of: (i) 23.4 per cent of the
net residential sales price; and, (ii) the guaranteed minimum of £76·34
per square foot of residential net internal area.’

[83] That is, with great respect to the judge, a confusing way of putting it,
because it fails to distinguish between the two elements of the price for the
residential development and to make clear whether it is addressing both
elements, or only the ARP. The owner was to get the TRLV in any event, as
the most important component of the TLV (a point that may be reflected in
the expression ‘in excess of’ in the definition of the ARP). Indeed paras [20]
and [21] of the judgment are to my mind two ways of describing the same
result, unless the judge intended para [20] to state the owner’s view of the
ARP alone, and para [21] to state the developer’s view of the TRLV and the
ARP operating in conjunction.

[84] In his brief judgment Rimer LJ quoted the definition of the ARP and
observed ([2008] EWCA Civ 183 at [183], [2008] 2 All ER (Comm) 387
at [183]): ‘There is nothing unclear, uncertain or ambiguous about that. It is
clear, certain and unambiguous and its arithmetic is straightforward.’
Tuckey LJ agreed. With profound respect to both of them, I totally disagree.
The definition is obviously defective as a piece of drafting. To start with
defects that can be spotted and remedied fairly easily, the draftsman could
not decide whether he was dealing with the flats (‘each Residential Unit’)
collectively or individually. The MGRUV was one-hundredth of the TRLV,
but the C&I was plainly defined as a single aggregate figure.

[85] Much more significantly and problematically, the draftsman has failed
to notice the ambiguity of the formula ‘x per cent of the RP in excess of the
MGRUV less the C&I’. The ambiguity could be resolved by the use of
mathematical notation, as the judge observed ([2007] 1 All ER (Comm)
1083 at [18] and [19]) (though he did not mention that there was also a
choice to be made as to putting another set of brackets round MGRUV –
C&I, so producing four possibilities rather than two).

[86] Treated acontextually, the formula ‘x per cent of A in excess of B’ is
undoubtedly ambiguous. It can mean (x/100 x A)–B or x/100(A–B). If
required to guess I would opt for the latter meaning, because the expression
‘in excess of’ has been used rather than ‘less’, and to my mind ‘in excess of’
suggests a focus on B as an integer and distances it from the percentage. But
I readily accept that this would be little more than guesswork.

[87] In a contract negotiated between businessmen there always is a
commercial context. If a contracting party agrees to pay the whole of some
budgeted cost (B, say £100,000) and also agrees to pay 25% of the eventual
actual cost (A, say £140,000) in excess of the budgeted costs, he would
expect to pay a total of £110,000. Both elements of the obligation are, as it
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were, in the same currency, that is, cost, and the wording of the second
element naturally translates into the formula 1⁄4 (A–B), as (1⁄4A)–B would be
commercial nonsense. The owner can therefore give plausible examples in
which 1⁄4(A–B) would obviously be the right answer. But the present appeal
is not such a case.

[88] In this case the very significant difference between the results
produced by the competing formulae is demonstrated in the figures set out in
the judgment of Lawrence Collins LJ in the Court of Appeal ([2008] 2 All
ER (Comm) 387 at [14]). The difference between the two bottom lines
(£5,580,616 and £9,168,427) is £3,587,811. That difference figure is 76.6%
of the TRLV (£4,683,565). On the owner’s case it gets one hundred times
the MGRUV as the TRLV, but in effect has to give credit for only 23.4% of
it in the calculation of the ARP. That seems to be a fairly surprising bargain
for commercial men to make. It becomes not merely surprising but totally
incredible if one takes account of the fact that although Sch 6 does not in
terms state that the ARP is to have no value unless the actual receipts from
sales of flats exceed the TRLV, that is implicit in its structure. On the owner’s
construction any such limitation is contradicted, and the ARP has a
substantial value even if the sales do not reach the ‘trigger point’ of
£20.015m (23.4% of which is £4.684m).

[89] This can be illustrated by considering the effect of the competing
formulae (set out in paras [18] and [19] of the judge’s judgment, but
continuing to exclude C&I for the present) for assumed residential sale price
totals (RP) of £18m, £20m, £20.015m (the trigger point), £22m and
£23.849m (the actual result):

Owner’s Construction Developer’s Construction
23.4%(RP-MG) = ARP (23.4%RP)-MG = ARP

RP
18.000 23.4%(18.000–4.684) = 3.116 (23.4% x 18.000)-4.684 = Negative
20.000 23.4%(20.000–4.684) = 3.584 (23.4% x 20.000)-4.684 = Negative
20.015 23.4%(20.015–4.684) = 3.587 (23.4% x 20.015)-4.684 = Zero
Trigger
Point

22.000 23.4%(22.000–4.684) = 4.052 (23.4% x 22.000)-4.684 = 0.464
23.849 23.4%(23.849–4.684) = 4.485 (23.4% x 23.849)-4.684 = 0.897
Actual
Result

RP = Total actual receipts from residential sales

MG = Total Residential Land Value (100 x MGRUV)

All amounts in £m

The figures are, on the owner’s construction, commercial nonsense. They
would bring the owner a total of £7.8m for the residential development
(£4.684m + £3.116m) even if sales of flats were disastrously low at £18m.
The idea of the TRLV (linked as it is to the MGRUV) as a guaranteed
minimum would be totally subverted.

[90] The judge accepted that there was some force in the developer’s
reliance on the words ‘if any’ which occur in para 3.3 of Sch 6 with
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reference to the balancing payment (alias the ARP). He saw less force in the
submission that he should give weight to the natural meaning of the
expressions ‘minimum’, ‘guaranteed’ and ‘additional’ in the definitions of
the MGRUV and the ARP, on the ground that by the use of a special
definition ‘[t]he word or phrase is stripped of its natural meaning’(see [61]).
In preferring the owner’s submissions the judge attached particular weight to
the difficulty (for the developer) of explaining the words ‘less the C&I’. The
judge observed (at [55]–[57]):

‘[55] An equally serious problem with Persimmon’s construction is
what to do with the subtraction of the C&I. It is common ground that
the C&I have a linear relationship with the amount of the price achieved
for each residential unit. For example, Persimmon may agree the sale of
a flat for £250,000 after incurring C&I of say £50,000 or, with the same
commercial consequence, sell the same flat for £200,000 but incur no
C&I. Typical incentives would include payment of the purchaser’s legal
fees or stamp duty, or the installation of special features such as wooden
floors, over and above the standard fit-out specification.

[56] One would expect Chartbrook’s profit share to be unaffected, one
way or the other, by the decision of Persimmon to sell a particular flat by
one or other of those methods (high price plus incentives or low price
without incentives). Chartbrook’s construction, under which the C&I
are deducted from the price achieved for each residential units before the
application of the 23.4 per cent share, fulfils precisely that expectation.

[57] By contrast, Persimmon’s construction deducts the C&I from the
23.4 per cent of the price achieved for the residential unit before the net
amount is compared with the MGRUV, to ascertain whether there is any
excess. By comparison with Chartbrook’s construction, that calculation
magnifies the negative effect of C&I by a factor of more than three in
comparison with the positive effect of the increase in the residential unit
price attributable to the C&I.’

[91] Lawrence Collins LJ took a different view, and I unhesitatingly prefer
his view. His reasons are set out clearly in his judgment ([2008] 2 All ER
(Comm) 387 at [90]–[94]), and I cannot usefully add much to them. But I
would make a few further comments.

[92] The first is as to the perceived problem about C&I. It is true that
from the developer’s point of view it made little or no difference (except
perhaps for timing and tax) whether or not, in relation to a particular flat, it
spent an extra £2,000 on parquet flooring or granite worktops and managed
to sell the flat for £2,000 more as a result. But it did make a marginal
difference to the owner, as its ARP was calculated (in some way or other, on
any view) by reference to the total achieved by residential sales: that is, by
reference to the developer’s turnover and not by reference to the developer’s
profit (the judge’s reference to ‘Chartbrook’s profit share’ was not therefore
entirely apposite). So (to adopt the expression used in the courts below) C&I
had a linear relationship for the developer, but not for the owner. It would
therefore have made sense for the parties to have agreed that C&I
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expenditure and allowances should be deducted from the total obtained for
residential sales for the purposes of these computations (rather as the s 106
money and the rights of light money were to be disregarded in computing
the TRLV). But it would not make sense to deduct the whole of the C&I
from 23.4% of the total obtained for residential sales.

[93] Rimer LJ gave an example (at [185]) to reinforce his view about the
C&I. His example produces very odd results but that is partly because the
figures taken are unrealistic. If one takes more realistic figures (such as a
normal average sale price of £200,000 with C&I of £2,500 and an MGRUV
of £47,500) the result is much less surprising. But it is still anomalous and
makes no commercial sense, as Lawrence Collins LJ observed. An ARP of
(23.4% of [RP less C&I]) less MGRUV does make commercial sense, and in
my opinion it is well within the principles in Antaios Cia Naviera SA v Salen
Rederierna AB, The Antaios [1984] 3 All ER 229 at 233, [1985] AC 191 at
201 and Investors Compensation Scheme Ltd v West Bromwich Building
Society, Investors Compensation Scheme Ltd v Hopkin & Sons (a firm),
Alford v West Bromwich Building Society, Armitage v West Bromwich
Building Society [1998] 1 All ER 98 at 114–115, [1998] 1 WLR 896 at
912–913, to read the agreement in that way.

[94] I am sure that Lawrence Collins LJ was right to give a lot of weight to
the terms ‘minimum’, ‘guaranteed’ and ‘additional’ in the relevant
definitions. There is a good deal of authority, if authority is needed, to give
weight to the natural meaning of words in a definition. In relation to
statutory definitions there are the observations of my noble and learned
friend, Lord Hoffmann, in MacDonald (Inspector of Taxes) v Dextra
Accessories Ltd [2005] UKHL 47 at [18], [2005] 4 All ER 107 at [18] and
Birmingham City Council v Walker [2007] UKHL 22 at [11], [2007]
3 All ER 445 at [11], [2007] 2 AC 262 and Lord Scott of Foscote in
Oxfordshire CC v Oxford City Council [2006] UKHL 25 at [82]–[83],
[2006] 4 All ER 817 at [82]–[83], [2006] 2 AC 674. I would apply the same
principle to a definition in a commercial contract.

[95] That brings me back to what I said earlier about the need, in the
midst of a thicket of rather confusing definitions, to keep in mind the general
structure of the bargain. As part of the TLV the owner was to receive the
TRLV, the total residential land value, representing the estimated value
attributable to land which would (on the agreement becoming
unconditional) have the benefit of a favourable planning permission for
residential development (but on which development had not yet taken
place). The developer was to bear all the costs of the development. The
owner was also to have the prospect of an additional payment, the ARP. As
regards the residential development the bargain could have been expressed
between businessmen as ‘a guaranteed minimum of the first £76.34 per
square foot of residential internal area from the total proceeds of the flats,
and 23.4% of the excess’ (indeed the judge summarised the owner’s case in
very similar terms, except that he used ‘surplus’ rather than ‘excess’ (see
[2007] 1 All ER (Comm) 1083 at [20])). If one approaches it in that way, the
developer’s case as to the meaning of the definition is not merely
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linguistically possible, but is linguistically (as well as commercially)
compelling. The owner’s case becomes plausible only if one concentrates on
the ARP, forgetting the TRLV (to which the MGRUV is directly linked).
Lawrence Collins LJ dealt with this point quite briefly (see [2008] 2 All ER
(Comm) 387 at [81] and [93]). He must have thought it unnecessary to spell
it out more fully. But as he ended in the minority I have dealt with the point
more fully.

[96] Since preparing this opinion I have had the privilege of reading in
draft the opinion of my noble and learned friend, Lord Hoffmann. In
paras [5]–[22] of his opinion Lord Hoffmann reaches precisely the same
conclusion as I have reached in regard to the correct construction, by
traditional methods, of the agreement. I agree with all his reasoning, which
is essentially the same as my own, but more trenchantly expressed. I have
however thought it worthwhile setting out my own more pedestrian route to
the conclusion that this House should, without having to depart from
established principles of construction, allow the appeal and dismiss
Chartbrook’s claim.

[97] I have also read with interest and admiration Lord Hoffmann’s
observations, in the remaining part of his opinion, on the important
questions that we do not have to decide. I would not differ from any of these
views. In particular, I agree that Partenreederei MS Karen Oltmann v
Scarsdale Shipping Co Ltd, The Karen Oltmann [1976] 2 Lloyd’s Rep 708 is
a questionable application of the ‘private dictionary’ principle, since the
meaning of the English word ‘after’ can hardly be equated to the use of a
technical or trade term.

BARONESS HALE OF RICHMOND.
[98] My Lords, I too have had the privilege of reading in draft the

opinions of my noble and learned friends, Lord Hoffmann and Lord Walker
of Gestingthorpe. For the reasons they give, together with those of Lawrence
Collins LJ in the Court of Appeal ([2008] EWCA Civ 183, [2008] 2 All ER
(Comm) 387), I agree that Persimmon’s construction of this contract is
correct and that this appeal should be allowed.

[99] But I have to confess that I would not have found it quite so easy to
reach this conclusion had we not been made aware of the agreement which
the parties had reached on this aspect of their bargain during the
negotiations which led up to the formal contract. On any objective view, that
made the matter crystal clear. This, to me, increased the attractions of
accepting counsel’s eloquent invitation to reconsider the rule in Prenn v
Simmonds [1971] 3 All ER 237, [1971] 1 WLR 1381, the pot so gently but
effectively stirred by Lord Nicholls of Birkenhead in his Chancery Bar
Association lecture of 2005 (‘My kingdom for a horse: the meaning of
words’ [2005] 121 LQR 577). My experience at the Law Commission has
shown me how difficult it is to achieve flexible and nuanced reform to a rule
of the common law by way of legislation. In the end abolition may be the
only workable legislative solution, as eventually happened with the hearsay
rule (The Hearsay Rule in Civil Proceedings (Law Com no 216) (1993)).
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Even that can prove difficult if, on analysis, the view is taken that the rule
has no real content, as with the parol evidence rule (The Parol Evidence
Rule (Law Com no 154) (1986)). The courts, on the other hand, are able to
achieve step-by-step changes which can distinguish cases in which such
evidence is ‘helpful’ from cases in which it is not.

[100] However, the approach to rectification adopted by Lord Hoffmann
would go a long way towards providing a solution. If the test of the parties’
continuing common intentions is an objective one, then the court is looking
to see whether there was such a prior consensus and if so what it was.
Negotiations where there was no such consensus are indeed ‘unhelpful’. But
negotiations where consensus was reached are very helpful indeed. If the
language in the eventual contract does not reflect that consensus, then unless
there has been a later variation of it, the formal contract should be rectified
to reflect it. It makes little sense if the test for construing their prior
consensus is different from the objective test for construing their eventual
contract. This situation is, and should be, quite different from the situation
where one party is mistaken as to its meaning and the other party knows this
– the latter should not be permitted to take advantage of the former.

[101] For those reasons, I would respectfully associate myself, as does
Lord Walker, with the views of Lord Hoffmann on the issues which we do
not have to decide. In particular, I would like to express my admiration for
the skill and charm with which both issues were argued by counsel on each
side. It is perhaps surprising that questions of such practical and theoretical
importance in the law of contract should still be open to debate and
development. But that is also the great strength of the common law.
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Bank of Credit and Commerce 
International SA (in liquidation) v Ali and 

others 
[2001] UKHL/8 

HOUSE OF LORDS 

LORD BINGHAM OF CORNHILL, LORD BROWNE-WILKINSON, LORD NICHOLLS OF 

BIRKENHEAD, LORD HOFFMANN AND LORD CLYDE 

16–18 JANUARY, 1 MARCH 2001 

Contract – Release – General release – Employee agreeing to release all claims he might 
have against employer – Employee bringing claim not known to exist in law when 
release signed – Whether release barring employee’s claim. 

In 1990, following an extensive reorganisation of its worldwide business, the 
appellant bank made redundant a number of its employees, including the 
respondent, N. The redundancy notice stated that N would receive a statutory 
redundancy payment and an ex gratia payment.  He was also offered the option 
of receiving an additional month’s gross salary if he was willing to sign a form 
acknowledging that the payment he would receive from the bank was in full and 
final settlement.  N signed the form which recorded that he agreed to accept the 
terms set out in attached documents in full and final settlement of ‘all or any 
claims whether under statute, Common Law or in Equity of whatsoever nature 
that exist or may exist and, in particular, all or any claims rights or applications of 
whatsoever nature that [N] has or may have or has made or could make in or to 
the Industrial Tribunal’. Under the agreement, N received almost £10,000. Of that 
sum, £2,772·50 was paid in consideration for his signing the form of release. The 
following year, the bank collapsed, and it became generally known that a 
significant part of its business had been carried out in a corrupt and dishonest 
manner.  Subsequently, a number of employees brought claims against the bank, 
contending that the bank had breached an implied duty not to carry on a corrupt 
and dishonest business, and seeking ‘stigma’ damages to compensate them for 
the alleged handicap that they had suffered in the labour market as a result of 
their association with the bank.  The bank’s liquidators contended that the terms 
of the release barred N from bringing the stigma claim, even though it was not 
until 1997 that such a claim was recognised to exist in law.  The judge held that 
the language of the release was sufficiently comprehensive to embrace N’s stigma 
claim—a view that was shared by the majority of the Court of Appeal on N’s 
appeal. Nevertheless, the court unanimously held that it would be unconscionable 
to allow the bank to rely on the release in order to bar N’s claim.  Accordingly, 
N’s appeal was allowed, and the liquidators appealed to the House of Lords. 

Held – (Lord Hoffmann dissenting) Although a party could, at any rate in a 
compromise agreement supported by valuable consideration, agree to release 
claims or rights of which he was not, and could not, be aware, the court would 
be slow to infer that he had done so in the absence of clear language to that effect. 
In the instant case, neither the bank nor N could have realistically supposed that 
a claim for stigma damages lay within the realm of practical possibility. On a fair 
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962 All England Law Reports [2001] 1 All ER 

construction of the document, it was impossible to conclude that the parties had 
intended to provide for the release of rights and the surrender of claims which 
they could never have had in contemplation at all.  If the parties had sought to 
achieve so extravagant a result, they should have used language which left no 
room for doubt and which might at least have alerted N to the true effect of what 
(on that hypothesis) he was agreeing. Accordingly, the appeal would be dismissed 
on that ground without the need to consider the issue of unconscionability (see 
[9]–[14], [16]–[17], [19]–[21], [27]–[28], [31], [35], [79] and [86]–[88], post). 

Decision of the Court of Appeal [2000] 3 All ER 51 affirmed on different grounds. 

Notes 
For the construction of releases, see 9(1) Halsbury’s Laws (4th edn reissue) 
para 1053. 
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a Appeal 
The Bank of Credit and Commerce International SA (in liquidation) appealed 
with permission from the order of the Court of Appeal (Sir Richard Scott V-C, 
Chadwick and Buxton LJJ) on 19 April 2000 ([2000] 3 All ER 51, [2000] ICR 1410) 
allowing an appeal from the decision of Lightman J on 18 December 1998 
([1999] 2 All ER 1005, [1999] ICR 1068) dismissing the claim by the respondent, 

b Khawaja Mohammad Naeem, a former employee of the bank, for damages for 
misrepresentation and breach of his contract of employment. The claim was 
heard as a test case in part of the proceedings between the bank and several 
hundred of its former employees, including the first defendant, Munawar Ali. 
The facts are set out in the opinion of Lord Bingham of Cornhill. 

c Christopher Jeans QC and Daniel Stilitz (instructed by Lovells) for the bank’s liquidators. 
Robin Allen QC, Issac Jacob and Thomas Coghlin (instructed by Beale & Co) for 

Mr Naeem. 

d 
Their Lordships took time for consideration. 

1 March 2001.  The following opinions were delivered. 

LORD BINGHAM OF CORNHILL. My Lords, 
[1] The liquidators of the Bank of Credit and Commerce International SA appeal 

e against a decision of the Court of Appeal ([2000] 3 All ER 51, [2000] ICR 1410) 
reversing a decision of Lightman J ([1999] 2 All ER 1005, [1999] ICR 1068). These 
decisions were made on an issue ordered to be tried to determine the effect, 
validity and enforceability of an agreement made between the bank and certain 
of its employees about a year before application was made for the winding up of 

f 
the bank. Two cases were selected for trial as test cases on this issue, but one of 
the cases has been compromised.  Mr Naeem is thus the sole respondent to this 
appeal. 

[2] The facts giving rise to this litigation have been agreed between the parties 
and are comprehensively summarised by Lightman J in para 3 of his judgment at 
first instance ([1999] 2 All ER 1005 at 1009, [1999] ICR 1068 at 1072) and 

g Chadwick LJ in paras 42–49 of his judgment in the Court of Appeal ([2000] 3 All ER 
51 at 63–67, [2000] ICR 1410 at 1424–1429). It is unnecessary to rehearse that 
detailed history again.  The salient facts are these. Mr Naeem was employed by 
the bank in the United Kingdom from June 1985.  In the spring and early summer 
of 1990 the bank embarked on an extensive reorganisation of its worldwide 

h business which made a number of its UK employees redundant. Mr Naeem was 
one of these. Following consultation with the Advisory, Conciliation and Arbitration 
Service (ACAS) and the employees’ trade union a notice was sent to Mr Naeem 
among other employees on 18 June 1990 terminating his employment on 30 June 
1990. The notice said that he would receive his full notice entitlement, a statutory 

j 
redundancy payment (plus accrued holiday pay) and an ex gratia payment. A 
schedule was attached to the notice summarising the payment on offer. Reference 
was made to potential set-offs for credit card debts, season ticket loans and current 
account overdraft balances owed to the bank (in Mr Naeem’s case no such debts 
existed) and Mr Naeem was offered the option of receiving an additional month’s 
gross salary in addition to the total payment set out in the schedule if he was 
willing to sign an ACAS form acknowledging that the payment he would receive 
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from the bank was in full and final settlement. In the notice Mr Naeem was 
offered a meeting with an officer of ACAS and he accepted this offer. 

[3] The meeting took place on 4 July 1990, just after the termination of Mr Naeem’s 
employment. Following a short interview with an ACAS official Mr Naeem 
signed and a representative of the bank countersigned ACAS Form COT 3 which 
recorded: 

‘The Applicant [Mr Naeem] agrees to accept the terms set out in the 
documents attached in full and final settlement of all or any claims whether 
under statute, Common Law or in Equity of whatsoever nature that exist or 
may exist and, in particular, all or any claims rights or applications of 
whatsoever nature that the Applicant has or may have or has made or could 
make in or to the Industrial Tribunal, except the Applicant’s rights under the 
Respondent’s [the bank’s] pension scheme.’ 

Under the agreement Mr Naeem received a total of £9,910·79, of which £2,772·50 
was paid in consideration of Mr Naeem signing the form of release.  If he had not 
signed the form of release, he would not have received that part of the total. 

[4] On 5 July 1991 application was made that the bank be wound up by the 
High Court.  It quickly became clear and generally known that the bank was and 
had for some years been seriously insolvent and that a significant part of its business 
had been carried on in a corrupt and dishonest manner. In the course of the 
liquidation a number of employees sought to claim (or counterclaim) damages 
caused to the employees by their association with the bank, the stigma of which 
association was said to handicap the employees in obtaining other employment. 
Such damages were attributed to the bank’s breach of an implied duty owed to 
the employees not to carry on a dishonest or corrupt business. It was also 
contended that the employees had been induced to work for the bank by the false 
representation that it was an honest and creditworthy financial institution. 

[5] The liquidators rejected the employees’ claims for stigma damages and 
damages for misrepresentation, and their rejection of the stigma claims was 
upheld by the courts until, in Malik v Bank of Credit and Commerce International SA 
(in liq), Mahmud v Bank of Credit and Commerce International SA (in liq) [1997] 3 All ER 1, 
[1998] AC 20, the House of Lords ruled that such claims were sustainable in 
principle.  A number of employees including Mr Naeem wish to pursue such 
claims. The liquidators contend that Mr Naeem (the claimant chosen for the purpose 
of resolving this issue) is debarred from claiming such damages by the terms of 
the release which he signed on 4 July 1990. 

[6] In para 56 of his judgment in the Court of Appeal Chadwick LJ helpfully 
summarised the issues and the factual setting in which they must be resolved: 

‘The first issue on this appeal is whether the court should construe the 
general words used so as to include the stigma claims.  The second issue is 
whether, if that is the effect of those words as a matter of construction, the 
court should allow BCCI to rely upon a construction which has that effect. 
Those issues arise in a factual context in which (i) BCCI must be treated as 
having knowledge at the relevant time that it was engaged in a dishonest and 
corrupt business—that is accepted for the purposes of the ACAS COT 3 
issue, (ii) Mr Naeem must be treated as not having that knowledge at the 
relevant time—that, also is accepted for the purposes of the issue, (iii) it was 
a necessary incident of the way in which BCCI was carrying on its business 
that the dishonest and corrupt nature of that business should be concealed 
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from the general body of employees, including Mr Naeem, (iv) BCCI must 
be taken to have known that Mr Naeem did not have that knowledge at the 
relevant time—it was BCCI’s intention to conceal the dishonest and corrupt 
nature of its business from the general body of its employees and there was 
no reason to think that it had not achieved that objective, (v) without that 
knowledge Mr Naeem could not have appreciated that there had been a 
breach of the implied term on which the stigma claim is founded, and (vi) the 
possibility that BCCI—a bank authorised by the Bank of England under the 
Banking Act 1987 to carry on banking business in London—would be 
carrying on a dishonest and corrupt business was so remote that Mr Naeem 
could not been expected to appreciate that it might exist, or that BCCI might 
be in breach of its obligation not to abuse the trust and confidence which he 
was entitled to place in it as his employer.’  (See [2000] 3 All ER 51 at 69, 
[2000] ICR 1410 at 1431.) 

[7] Lightman J and a majority of the Court of Appeal (Chadwick and Buxton LJJ) 
held that the general language of the release was sufficiently comprehensive to 
embrace the claims which Mr Naeem sought to pursue.  Since all the claims 
known to the parties were identified and met in full, the broad language of the 
release must (they held) be taken to refer to other claims, not at that stage known 
or identified.  Sir Richard Scott V-C took a different view.  He held in para 34 of his 
judgment that the appeal should be allowed— 

‘on the ground that the COT 3 agreement, properly construed on the 
assumed facts and in the context of the parties’ knowledge at the time it was 
signed, does not bar Mr Naeem’s “stigma” claim.’ (See [2000] 3 All ER 51 at 61, 
[2000] ICR 1410 at 1422.) 

Mr Naeem’s appeal against Lightman J’s dismissal of his claim was allowed, since 
all members of the Court of Appeal held that it would in all the circumstances be 
unconscionable for the bank to rely on the release in order to bar Mr Naeem’s 
claim. 

[8] I consider first the proper construction of this release.  In construing this 
provision, as any other contractual provision, the object of the court is to give 
effect to what the contracting parties intended.  To ascertain the intention of the 
parties the court reads the terms of the contract as a whole, giving the words used 
their natural and ordinary meaning in the context of the agreement, the parties’ 
relationship and all the relevant facts surrounding the transaction so far as known 
to the parties.  To ascertain the parties’ intentions the court does not of course 
inquire into the parties’ subjective states of mind but makes an objective 
judgment based on the materials already identified. The general principles 
summarised by Lord Hoffmann in Investors Compensation Scheme Ltd v West Bromwich 
Building Society, Investors Compensation Scheme Ltd v Hopkin & Sons (a firm), Alford v 
West Bromwich Building Society, Armitage v West Bromwich Building Society [1998] 
1 All ER 98 at 114–115, [1998] 1 WLR 896 at 912–913 apply in a case such as this. 

[9] A party may, at any rate in a compromise agreement supported by valuable 
consideration, agree to release claims or rights of which he is unaware and of 
which he could not be aware, even claims which could not on the facts known to 
the parties have been imagined, if appropriate language is used to make plain that 
that is his intention. This proposition was asserted by Lord Keeper Henley in 
Salkeld v Vernon (1758) 1 Eden 64, 28 ER 608, in a passage quoted in [11] below. It 
was endorsed by the High Court of Australia in Grant v John Grant & Sons Pty Ltd 
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(1954) 91 CLR 112 at 129 where Dixon CJ (speaking for himself and Fullagar, 
Kitto and Taylor JJ) said: 

‘No doubt it is possible a priori that the release was framed in general terms 
in the hope of blotting out, so to speak, all conceivable grounds of further 
disputes or claims between all or any two or more parties to the deed, 
whether in respect of matters disclosed by a party against whom a claim 
might be made or undisclosed, of matters within the knowledge of a party 
by whom a claim might be made or outside it.  If so the case would fall 
within the exception which, in the passage already cited, Lord Northington 
[Lord Keeper Henley] made from his proposition that a release ex vi termini 
imports a knowledge in the releasor of what he releases, namely the exception 
expressed by the words “unless upon a particular and solemn composition for 
peace persons expressly agree to release uncertain demands”  (Salkeld v. 
Vernon).’ 

The proposition was roundly asserted by Sir Richard Scott V-C in the present 
case. In para 11 of his judgment ([2000] 3 All ER 51 at 56, [2000] ICR 1410 at 1415) 
he said: 

‘The law cannot possibly decline to allow parties to contract that all and 
any claims, whether or not known, shall be released.  The question in a case 
such as the present is to ascertain, objectively, whether that was the parties’ 
intention or whether, in order to correspond with their intentions, a restriction, 
and if so what restriction, should be placed on the scope of the release.’ 

He made a similar point in para 19 of his judgment ([2000] 3 All ER 51 at 58, [2000] 
ICR 1410 at 1417–1418).  This seems to me to be both good law and good sense: 
it is no part of the court’s function to frustrate the intentions of contracting parties 
once those have been objectively ascertained. 

[10] But a long and in my view salutary line of authority shows that, in the 
absence of clear language, the court will be very slow to infer that a party 
intended to surrender rights and claims of which he was unaware and could not 
have been aware.  In Cole v Gibson (1750) 1 Ves Sen 503 at 507, 27 ER 1169 at 1171, 
Lord Hardwicke LC said: 

‘I will not say, there may not be such a confirmation or release given, as may 
release the remedy of the party; for it is hard to say that in a court of equity, a 
man having a right of action or suit to be relieved in equity, and knowing the 
whole of the case, may not release that, on whatever consideration it arises, so 
far as regards himself: but it must be applied to that particular case, doing it 
with his eyes open, and knowing the circumstances.’ 

Lord Hardwicke LC returned to the question in Ramsden v Hylton (1751) 2 Ves 
Sen 304 at 310, 28 ER 196 at 200: 

‘The strongest and most material objection is the release; but I am of 
opinion, it would not be construed as a release of this demand, either in point 
of law, or in a court of equity.  First, it is certain, that if a release is given on 
a particular consideration recited, notwithstanding that the release 
concludes with general words, yet the law, in order to prevent surprise, will 
construe it to relate to the particular matter recited (Cole v Gibson (1750) 1 Ves 
Sen 503, 27 ER 1169), which was under the contemplation of the parties, and 
intended to be released … But there is no occasion to rely on the law for this; 
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for it is clear, that it would not in a court of equity, it being admitted on all 
hands, and it must be so taken, that this settlement was unknown to all the 
parties: nor did the daughters know of this contingent provision, beside 
which they had no other provision out of this estate; and all they could be 
intitled to must arise out of the personal estate of their father or other 
relations. It is impossible then to imply within the general release that which 
neither party could have under consideration, and which it is admitted 
neither side knew of; and as this release cannot have its effect to bar this 
demand, so it cannot be set up against them in a court of equity.’ 

[11] Lord Keeper Henley, in Salkeld v Vernon (1758) 1 Eden 64 at 67–68, 28 ER 
608 at 609 held: 

‘Now a release ex vi termini imports a knowledge in the releasor of what he 
releases, unless upon a particular and solemn composition for peace persons 
expressly agree to release uncertain demands.’ 

Lord Langdale MR spoke to similar effect in Lindo v Lindo (1839) 1 Beav 496 at 
505–506, 48 ER 1032 at 1036, declining to construe general words as having an 
effect not contemplated by any of the parties at the time. 

[12] In Lyall v Edwards (1861) 6 H & N 337, 158 ER 139, the issue was whether 
the terms of a general release should be construed to cover potential claims in 
conversion of which the parties (or at any rate the releasor) were unaware at the 
time of the agreement. Pollock CB held: 

‘It is a principle long sanctioned in Courts of equity, that a release cannot 
apply, or be intended to apply to circumstances of which a party had no 
knowledge at the time he executed it, and that if it is so general in its terms 
as to include matters never contemplated, the party will be entitled to relief.’ 
(See (1861) 6 H & N 337 at 347, 158 ER 139 at 143.) 

Martin B confined himself to considering the relief which a court of equity would 
give if a release executed for a limited purpose was expressed in terms more 
extensive than intended.  Wilde B advanced a rule of construction: 

‘The doctrine of a Court of equity is, that a release shall not be construed 
as applying to something of which the party executing it was ignorant, and 
we have now to act on that doctrine in a Court of law.’  (See (1861) 6 H & N 
337 at 348, 158 ER 139 at 144.) 

[13] This approach was echoed by Lord Westbury in London and South Western 
Rly Co v Blackmore (1870) LR 4 HL 610 at 623–624: 

‘The general words in a release are limited always to that thing or those 
things which were specially in the contemplation of the parties at the time 
when the release was given.  But a dispute that had not emerged, or a question 
which had not at all arisen, cannot be considered as bound and concluded by 
the anticipatory words of a general release.’ 

[14] Ecclesiastical Comrs for England v North Eastern Rly Co (1877) 4 Ch D 845 again 
raised the question whether general words of release were to be held as covering 
claims of which one party was unaware at the date of the agreement.  Malins V-C 
did not consider this question at any length in his judgment, but appears to have 
concluded (at 853) that the release would have been treated as covering the 
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claims in question had the plaintiffs known the true facts, which they did not. In 
Turner v Turner (1880) 14 Ch D 829 at 834 he held: 

‘In a case of this kind it is the duty of the Court to construe the instrument 
according to the knowledge of the parties at the time, and according to what 
they intended, and not to extend it to property which was not intended to be 
comprised within it …  I quite agree with the assertion made by Mr. Woods 
and other of the learned counsel that the words of release are in themselves 
abundantly sufficient, and if the deed is to be read literally and to be considered 
as including everything which they had known or might hereafter know, it is 
quite clear that this suit is barred by that release.  But it has always been the 
rule of this Court to construe releases and documents of that kind with 
regard to the intention of the parties, and to refer in such cases to the state of 
the property which was known at the time.’ 

A similar expression of opinion is to be found in Cloutte v Storey [1911] 1 Ch 18 at 34. 
In Grant v John Grant & Sons Pty Ltd (1954) 91 CLR 112 the High Court of Australia 
referred with approval to a number of these authorities, including a statement by 
Sir Frederick Pollock in his Principles of Contract (13th edn, 1950) p 412, where he 
wrote: ‘… in equity “a release shall not be construed as applying to something of 
which the party executing it was ignorant.”’ Then the High Court concluded (at 
129–130): 

‘From the authorities which have already been cited it will be seen that 
equity proceeded upon the principle that a releasee must not use the general 
words of a release as a means of escaping the fulfilment of obligations falling 
outside the true purpose of the transaction as ascertained from the nature of 
the instrument and the surrounding circumstances including the state of 
knowledge of the respective parties concerning the existence, character and 
extent of the liability in question and the actual intention of the releasor.’ 

[15] A search of the Australian case law shows that Grant’s case has been 
frequently cited and relied upon.  In Torrens Aloha Pty Ltd v Citibank NA (1997) 144 
ALR 89 it was held that a waiver executed in 1987 should not be construed to 
cover a claim which was not the subject of consideration by the parties at the time 
and would have been doomed to failure until the High Court in effect created a 
new cause of action five years later. 

[16] Reflections of such an approach are found in the judgment of Lord Denning MR 
(but not the other members of the court) in Arrale v Costain Civil Engineering Ltd 
[1976] 1 Lloyd’s Rep 98.  The plaintiff had lost his left arm in an industrial accident 
in Dubai and had accepted a paltry sum in local currency, the full sum to which 
he was entitled under a local ordinance— 

‘in full satisfaction and discharge of all claims in respect of personal injury 
whether now or hereafter to become manifest arising directly or indirectly 
from an accident which occurred on 3rd July, 1968.’ (See [1976] 1 Lloyd’s Rep 
98 at 99.) 

The issue was whether the release applied to claims for common law damages. 
Lord Denning MR, in agreement with Stephenson LJ (Geoffrey Lane LJ dissenting), 
held that it did not.  But he also held that if, contrary to his view, the release did 
cover common law claims there was no consideration for the plaintiff ’s promise. 
As he put it (at 102): 
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a ‘I would say that, if there was a true accord and satisfaction, that is to say, 
if Mr. Dohale, with full knowledge of his rights, freely and voluntarily agreed 
to accept the one sum in discharge of all his claims, then he would not be 
permitted to pursue a claim at common law. But in this case there is no 
evidence of a true accord at all. No one explained to Mr. Dohale that he 
might have a claim at common law.  No one gave a thought to it.  So there 

b can have been no agreement to release it.  There being no true accord, he is 
not barred from pursuing his claim at common law.’ 

[17] In his judgment in the present case Sir Richard Scott V-C held ([2000] 3 All ER 
51 at 58, [2000] ICR 1410 at 1418 (para 22)): ‘In my judgment, there are no such 
things as rules of equitable construction of documents.’  Buxton LJ ([2000] 3 All ER 

c 51 at 78, [2000] ICR 1410 at 1440 (para 92)) agreed with Sir Richard Scott V-C’s 
proposition. I also agree with it.  More than a century and a quarter have passed 
since the fusion of law and equity and it would be both destructive of that great 
reform, and altogether anomalous, if it were not correct.  But acceptance of that 
proposition should not lead one to regard the authority cited above as spent, or 

d 
as a dead letter. Some of the cases, I think, contain statements more dogmatic 
and unqualified than would now be acceptable, and in some of them questions of 
construction and relief were treated almost indistinguishably.  But I think these 
authorities justify the proposition advanced in para 10 above and provide not a 
rule of law but a cautionary principle which should inform the approach of the 
court to the construction of an instrument such as this.  I accept, as my noble and 

e learned friend Lord Hoffmann forcefully points out, that authorities must be read 
in the context of their peculiar facts.  But the judges I have quoted expressed 
themselves in terms more general than was necessary for decision of the instant 
case, and I share their reluctance to infer that a party intended to give up 
something which neither he, nor the other party, knew or could know that he 
had. 

f [18] So I turn to consider the agreement made between the bank and 
Mr Naeem. His employment was terminated on grounds of genuine redundancy. 
The agreement provided for payment in full of salary in lieu of notice and 
redundancy pay.  It took account of matters such as holiday pay and season ticket 
loans.  It plainly covered the ordinary incidents of the employer–employee 

g relationship.  But the liquidators contend that it cannot have been limited to such 
incidents or to claims which might be made to an industrial tribunal: otherwise 
the reference to ‘all or any claims whether under statute, Common Law or in 
Equity of whatsoever nature that exist or may exist’ would lack any field of 
potential reference. This is a compelling submission which has, understandably, 

h found favour with the courts below and with my noble and learned friend 
Lord Hoffmann. But the liquidators accept that the language of the clause is 
subject to some implied limitations: where ex-employees have had deposits with 
the bank, the liquidators have not (very properly) sought to resist claims for 
repayment in reliance on the general release.  Such claims, they say, fall outside 

j 
the clause because they do not relate to the employer–employee relationship. 
That would be true, if employees were entirely free to make whatever banking 
arrangements they chose.  But acceptance of these claims involves acceptance 
that the clause does not mean all it might be thought to say.  What of a latent 
claim for industrial disease or personal injury caused to the employee by the 
negligence of the employer but unknown to both parties?  Mr Jeans QC for the 
liquidators, in the course of an admirable argument, recognised the difficulty of 
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submitting that such a claim would be precluded by the provision, even though 
it would relate to the employer-employee relationship.  I would not myself infer 
that the parties intended to provide for the release of such a claim.  The same 
would in my view be true if, unknown to the employee, the bank had libelled him 
as an employee.  The clause cannot be read literally. 

[19] What, then, of the claim for stigma damages which lies at the heart of this 
appeal?  The bank, through its senior employees, is fixed with knowledge of the 
bank’s insolvency and nefarious practices, although it seems unlikely that those 
negotiating with the employees were alert to these facts, very carefully concealed 
from the world. Mr Naeem had no such knowledge. Neither the bank, even 
when fixed with such knowledge, nor Mr Naeem could realistically have 
supposed that such a claim lay within the realm of practical possibility.  On a fair 
construction of this document I cannot conclude that the parties intended to 
provide for the release of rights and the surrender of claims which they could 
never have had in contemplation at all.  If the parties had sought to achieve so 
extravagant a result they should in my opinion have used language which left no 
room for doubt and which might at least have alerted Mr Naeem to the true 
effect of what (on that hypothesis) he was agreeing. 

[20] On this ground, essentially the first ground of Sir Richard Scott V-C’s 
conclusion ([2000] 3 All ER 51 at 61, [2000] ICR 1410 at 1422 (para 34)), I would 
dismiss the appeal. This makes it unnecessary to consider whether, on the 
liquidators’ construction, Mr Naeem would be entitled to relief against enforcement 
of the agreement on grounds of unconscionability, and I prefer to express no 
opinion on that matter. I would order the liquidators to pay the costs of these 
proceedings here and below, subject to any costs-sharing order which may be or 
become applicable. 

LORD BROWNE-WILKINSON.  My Lords, 
[21] I have had the advantage of reading in draft the speech prepared by my 

noble and learned friend Lord Bingham of Cornhill. For the reasons which he 
gives I too would dismiss the appeal. 

LORD NICHOLLS OF BIRKENHEAD.  My Lords, 
[22] This appeal raises a question of interpretation of a general release.  By a 

general release I mean an agreement containing widely drawn general words 
releasing all claims one party may have against the other.  The release given by 
Mr Naeem was of this character. Mr Naeem accepted a payment from BCCI ‘in 
full and final settlement of all or any claims … of whatsoever nature that exist or 
may exist’. 

[23] The circumstances in which this general release was given are typical. 
General releases are often entered into when parties are settling a dispute which 
has arisen between them, or when a relationship between them, such as employment 
or partnership, has come to an end.  They want to wipe the slate clean.  Likewise, 
the problem which has arisen in this case is typical.  The problem concerns a 
claim which subsequently came to light but whose existence was not known or 
suspected by either party at the time the release was given. The emergence of this 
unsuspected claim gives rise to a question which has confronted the courts on 
many occasions.  The question is whether the context in which the general release 
was given is apt to cut down the apparently all-embracing scope of the words of 
the release. 
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[24] In times past the common law courts and the Court of Chancery differed 
in their approach to this question. In particular, the Court of Chancery was 
readier to admit extrinsic evidence as an aid to interpretation than were the 
common law courts. Sir Frederick Pollock summarised the matter thus in the 
first edition of his work Principles of Contract (1876) p 414: 

‘We have seen that courts of law as well as courts of equity have assumed 
a power to put a restricted construction on general words when it appears on 
the face of the instrument that it cannot have been the real intention of the 
parties that they should be taken in their apparent general sense. But courts 
of equity will do the like if the same conviction can be arrived at by evidence 
external to the instrument …  This jurisdiction is exercised chiefly in dealing 
with releases.’ 

[25] This difference in approach is now a matter of historic interest and no 
more. It is part of the history of the law of interpretation, described vividly in 
Wigmore on Evidence vol 9 (Chadbourn revision, 1981) para 2461, as ‘the history of 
progress from a stiff and superstitious formalism to a flexible rationalism’. Today 
there is no question of a document having a legal interpretation as distinct from 
an equitable interpretation. 

[26] Further, there is no room today for the application of any special ‘rules’ 
of interpretation in the case of general releases.  There is no room for any special 
rules because there is now no occasion for them.  A general release is a term in a 
contract.  The meaning to be given to the words used in a contract is the meaning 
which ought reasonably to be ascribed to those words having due regard to the 
purpose of the contract and the circumstances in which the contract was made. 
This general principle is as much applicable to a general release as to any other 
contractual term.  Why ever should it not be? 

[27] That said, the typical problem, as I have described it, which arises regarding 
general releases poses a particular difficulty of its own.  Courts are accustomed to 
deciding how an agreement should be interpreted and applied when unforeseen 
circumstances arise, for which the agreement has made no provision.  That is not 
the problem which typically arises regarding a general release.  The wording of a 
general release and the context in which it was given commonly make plain that 
the parties intended that the release should not be confined to known claims.  On 
the contrary, part of the object was that the release should extend to any claims 
which might later come to light.  The parties wanted to achieve finality.  When, 
therefore, a claim whose existence was not appreciated does come to light, on the 
face of the general words of the release and consistently with the purpose for 
which the release was given the release is applicable. The mere fact that the 
parties were unaware of the particular claim is not a reason for excluding it from 
the scope of the release. The risk that further claims might later emerge was a risk 
the person giving the release took upon himself.  It was against this very risk that 
the release was intended to protect the person in whose favour the release was 
made. For instance, a mutual general release on a settlement of final partnership 
accounts might well preclude an erstwhile partner from bringing a claim if it 
subsequently came to light that inadvertently his share of profits had been 
understated in the agreed accounts. 

[28] This approach, however, should not be pressed too far.  It does not mean 
that once the possibility of further claims has been foreseen, a newly emergent 
claim will always be regarded as caught by a general release, whatever the 
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circumstances in which it arises and whatever its subject matter may be. 
However widely drawn the language, the circumstances in which the release was 
given may suggest, and frequently they do suggest, that the parties intended or, 
more precisely, the parties are reasonably to be taken to have intended, that the 
release should apply only to claims, known or unknown, relating to a particular 
subject matter.  The court has to consider, therefore, what was the type of claims 
at which the release was directed.  For instance, depending on the circumstances, 
a mutual general release on a settlement of final partnership accounts might 
properly be interpreted as confined to claims arising in connection with the 
partnership business. It could not reasonably be taken to preclude a claim if it 
later came to light that encroaching tree roots from one partner’s property had 
undermined the foundations of his neighbouring partner’s house. Echoing 
judicial language used in the past, that would be regarded as outside the 
‘contemplation’ of the parties at the time the release was entered into, not 
because it was an unknown claim, but because it related to a subject matter which 
was not ‘under consideration’. 

[29] This approach, which is an orthodox application of the ordinary 
principles of interpretation, is now well established. Over the years different 
judges have used different language when referring to what is now commonly 
described as the context, or the matrix of facts, in which a contract was made. 
But, although expressed in different words, the constant theme is that the scope 
of general words of a release depends upon the context furnished by the 
surrounding circumstances in which the release was given.  The generality of the 
wording has no greater reach than this context indicates. 

[30] The cases are legion.  A few well known examples will suffice. As long 
ago as 1750 Lord Hardwicke LC said that it was common in equity to restrain a 
general release to ‘what was under consideration at the time of giving it’ (see Cole v 
Gibson (1750) 1 Ves Sen 503 at 507, 27 ER 1169 at 1171). A century later, in 1839, 
Lord Langdale MR said that the general words of a release are to be restrained 
by— 

‘the contract and the intention of the parties, that contract and intention 
appearing by the deed itself or from any other proper evidence that may be 
adduced upon the occasion.’  (See Lindo v Lindo (1839) 1 Beav 496 at 506, 48 
ER 1032 at 1036.) 

In 1870 Lord Westbury said that the ‘general words in a release are limited always 
to that thing or those things which were specially in the contemplation of the 
parties at the time when the release was given’ (see London and South Western Rly 
Co v Blackmore (1870) LR 4 HL 610 at 623).  In 1926 Bankes LJ emphasised the 
‘necessity of ascertaining what the parties were contracting about before the court 
can determine the true meaning’ of a release (see Richmond v Savill [1926] 2 KB 
530 at 540, [1926] All ER Rep 362 at 367).  In 1954 Dixon CJ, Fullagar, Kitto and 
Taylor JJ, in a joint judgment in the High Court of Australia, said that the general 
words of a release are confined to ‘the true purpose of the transaction ascertained 
from the scope of the instrument and the external circumstances’ (see Grant v John 
Grant & Sons Pty Ltd (1954) 91 CLR 112 at 130). 

[31] This judgment in the High Court of Australia in Grant’s case contained 
also the observation that the surrounding circumstances to be taken into account 
include the state of knowledge of the respective parties concerning the existence, 
character and extent of the liability in question and ‘the actual intention of the 
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releasor’. For many years the accepted wisdom has been that evidence of the 
actual intention of the parties is not admissible on the interpretation of a written 
agreement, although such evidence is admissible for other purposes, for example, 
on a claim for rectification.  In Investors Compensation Scheme Ltd v West Bromwich 
Building Society, Investors Compensation Scheme Ltd v Hopkin & Sons (a firm), Alford v 
West Bromwich Building Society, Armitage v West Bromwich Building Society [1998] 1 All ER 
98 at 115, [1998] 1 WLR 896 at 913, my noble and learned friend Lord Hoffmann 
pointed out that the exclusion from evidence of the previous negotiations of the 
parties and their declarations of subjective intent is for reasons of practical policy. 
He added that the boundaries of this exception are in some respects unclear. 
Whether these reasons of practical policy still hold good today in all 
circumstances has become increasingly the subject of debate in recent years.  The 
debate is still continuing: see the recent observations of Thomas J in the Court of 
Appeal of New Zealand in paras 59 to 95 of his judgment in Yoshimoto v Canterbury 
Golf International Ltd (27 November 2000, unreported).  This is not the moment 
to pursue this topic, important though it is, because the point does not arise on 
this appeal.  I desire, however, to keep the point open for careful consideration 
on a future occasion. 

Sharp practice 
[32] Thus far I have been considering the case where both parties were 

unaware of a claim which subsequently came to light.  Materially different is the 
case where the party to whom the release was given knew that the other party 
had or might have a claim and knew also that the other party was ignorant of this. 
In some circumstances seeking and taking a general release in such a case, 
without disclosing the existence of the claim or possible claim, could be 
unacceptable sharp practice.  When this is so, the law would be defective if it did 
not provide a remedy. 

[33] That is not the present case.  Although BCCI through its officers may be 
fixed with knowledge of the corrupt activities taking place within the bank, 
officers of BCCI and, through them, BCCI itself were not aware that these 
activities might give bank employees a claim for damages for breach of their 
contracts of employment.  In Malik v Bank of Credit and Commerce International SA 
(in liq), Mahmud v Bank of Credit and Commerce International SA (in liq) [1997] 3 All ER 1, 
[1998] AC 20 the House developed or, put more bluntly, changed the law. The 
House decided that, as a matter of law, corrupt and dishonest activities by an 
employer are capable of giving rise to a claim in damages.  But that decision was 
in June 1997, seven years after Mr Naeem had signed his release form.  In these 
circumstances there can be no question of BCCI having indulged in anything 
approaching sharp practice in this case.  This being so, I prefer to leave discussion 
of the route by which the law provides a remedy where there has been sharp 
practice to a case where that issue arises for decision.  That there is a remedy in 
such cases I do not for one moment doubt. 

The present case 
[34] I turn to the interpretation of the release signed by Mr Naeem.  Clearly, 

BCCI and Mr Naeem are to be regarded as having intended not to confine the 
release signed by Mr Naeem to known claims.  Specific payments were made in 
settlement in full of all known claims. Mr Naeem’s redundancy package 
comprised four weeks’ pay, an ex gratia payment equal to two weeks’ pay, three 
weeks’ pay in lieu of notice, and statutory redundancy pay. These items totalled 
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£7,138. An additional amount, equal to a further one month’s pay, £2,772, was 
paid in exchange for his signing the general release (ACAS form COT 3).  Plainly, 
the general release was intended to ‘mop up’ any other claims which Mr Naeem 
might have.  BCCI was making a specific additional payment in order to be rid of 
the possibility of having to face any further claims from Mr Naeem. Unfair 
dismissal is the most obvious example.  The release specifically mentioned any 
application Mr Naeem could make to the industrial tribunal.  But the release is 
not confined to a claim for unfair dismissal. It would include also matters such as 
a claim for wrongful dismissal. 

[35] Equally clearly the release is confined to claims arising out of the 
employment relationship. The release cannot reasonably be regarded as 
embracing any claim the employee might have as a depositor or borrower.  I am 
inclined to think that the release is to be construed even more narrowly as 
restricted to claims arising out of the ending of the employment relationship. 
What if it later came to light that due to a clerical error Mr Naeem had been 
significantly underpaid while employed?  It would be surprising if Mr Naeem 
could not pursue such a claim.  Whether this is so or not, I consider these parties 
are to be taken to have contracted on the basis of the law as it then stood.  To my 
mind there is something inherently unattractive in treating these parties as 
having intended to include within the release a claim which, as a matter of law, did 
not then exist and whose existence could not then have been foreseen. This 
employee signed an informal release when he lost his job, in return for an 
additional month’s pay. The ambit of the release should be kept within 
reasonable bounds.  Mr Naeem cannot reasonably be regarded as having taken 
upon himself the risk of a subsequent retrospective change in the law.  A claim 
arising out of such a change cannot be regarded as having been within the 
contemplation of the parties.  I too would dismiss this appeal. 

LORD HOFFMANN.  My Lords, 
[36] I have had the advantage of reading in draft the speech of my noble and 

learned friend Lord Bingham of Cornhill and I gratefully adopt his statement of 
the facts. There are two issues in this case.  First, does Mr Naeem’s claim fall 
within the description of claims which he agreed to release?  If it does, then the 
second point is whether in the circumstances BCCI is entitled to rely upon the 
agreement. 

[37] I agree with my noble and learned friend that the first issue raises an 
ordinary question of construction. What would a reasonable person have 
understood the parties to mean by using the language of the document against all 
the background which would reasonably have been available to them at the time? 
But I regret that I cannot agree with his answer. It appears to me to give too little 
weight to the actual language and background and to rely unduly upon the 
expressions of judges used in other cases dealing with different documents. 

[38] The language of the document is very wide.  The impression it conveys 
is that the draftsman meant business.  He has gone to some trouble to avoid 
leaving anything out.  He uses traditional style: pairs of words like ‘full and final 
settlement’, ‘all or any claims’, ‘that exist or may exist’ and phrases like ‘whether 
under statute, Common law or in Equity’ and ‘of whatsoever nature’. Admittedly, 
he could have gone further.  Tudor Grange Holdings Ltd v Citibank NA [1991] 4 All ER 
1 at 5, [1992] Ch 53 at 57 contains an even more elaborate release and I have seen 
American documents in which the release covers an entire page.  But most people 

a 

b 

d 

e 

f 

g 

h 

j 

c 

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 106 of 357



55_BCCI.fm  Page 975  Monday, March 26, 2001  5:50 PM

975 

c 

HL BCCI v Ali  (Lord Hoffmann) 

a 

b 

d 

e 

f 

g 

h 

j 

in this country would regard this as overkill.  The modern English tradition, while 
still erring on the side of caution, is to avoid the grosser excesses of verbiage and 
trust to the judges to use common sense to get the message. I think that this 
tendency should be encouraged. So I think that anyone who was simply reading 
the document without preconceptions would accept that the draftsman was not 
leaving deliberate gaps. It does not however follow that the language was to be 
read completely literally.  There may be limitations in scope to be inferred from 
the background, limitations from context which the draftsman may have thought 
too obvious to mention.  But that is a different matter from saying that he did not 
use enough words. 

[39] The background is however very important.  I should in passing say that 
when, in Investors Compensation Scheme Ltd v West Bromwich Building Society, Investors 
Compensation Scheme Ltd v Hopkin & Sons (a firm), Alford v West Bromwich Building 
Society, Armitage v West Bromwich Building Society [1998] 1 All ER 98 at 114, [1998] 
1 WLR 896 at 913, I said that the admissible background included ‘absolutely 
anything which would have affected the way in which the language of the 
document would have been understood by a reasonable man’, I did not think it 
necessary to emphasise that I meant anything which a reasonable man would 
have regarded as relevant. I was merely saying that there is no conceptual limit to 
what can be regarded as background.  It is not, for example, confined to the  
factual background but can include the state of the law (as in cases in which one 
takes into account that the parties are unlikely to have intended to agree to 
something unlawful or legally ineffective) or proved common assumptions 
which were in fact quite mistaken.  But the primary source for understanding 
what the parties meant is their language interpreted in accordance with 
conventional usage: ‘… we do not easily accept that people have made linguistic 
mistakes, particularly in formal documents.’  I was certainly not encouraging a 
trawl through ‘background’ which could not have made a reasonable person 
think that the parties must have departed from conventional usage. 

[40] What is the relevant background in this case?  To start with, there are 
three matters to which I attach considerable importance.  First, there was no 
dispute between the parties. No doubt Mr Naeem and his union were opposed 
to the whole idea of making him redundant.  But, given that he was being made 
redundant, there was no dispute about the legal consequences.  Mr Naeem had a 
claim to salary in lieu of notice and redundancy pay which BCCI did not contest. 
Secondly, there was no element of compromise.  All his claims known to the 
parties were paid in full; in fact, more than in full because there was an ex gratia 
increase over the statutory redundancy pay.  Thirdly, the release was not simply 
in consideration of a settlement or compromise.  It was not, as often happens, a 
mere ancillary tidying up.  BCCI paid a separate consideration of some £2,700 
specifically for the release. 

[41] The absence of a dispute is important because most of the authorities on 
the construction of releases concern documents which were intended to settle 
disputes.  In such a case, the scope of the dispute provides a limiting background 
context to the document.  It is easy to infer that although the parties used very 
wide language—‘all claims’ and so forth—they meant all claims arising out of the 
matters in dispute.  It would go without saying that they were not intending to 
include claims of an altogether different character. A good example is the decision 
of the House of Lords in London and South Western Rly Co v Blackmore (1870) LR 4 
HL 610. In 1861 the railway company used its statutory powers to buy some of 
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Mr Blackmore’s land for railway purposes. In 1864 they had a dispute over their 
boundary.  This was settled by an agreement that he should build a wall to be 
maintained at their joint expense.  The agreement included a release of claims in 
general terms. In 1866 the railway company decided that it did not need the land 
it had taken and proposed to sell it as surplus land.  Mr Blackmore claimed that, 
as the person from whom it had been taken, he had a statutory right of 
pre-emption under the Land Clauses Consolidation Act 1845. The railway 
company argued (rather faintly, it would seem, by their second counsel) that it 
fell within the description of claims which he surrendered when settling the 
boundary dispute. Lord Hatherley LC, who gave the leading judgment, did not 
even bother to address this point.  Lord Westbury picked it up.  He said (at 623): 

‘The general words in a release are limited always to that thing or those 
things which were specially in the contemplation of the parties at the time 
when the release was given.’ 

[42] This is rather a sweeping statement.  It is almost always dangerous to say 
‘always’.  But, in cases of a release given in connection with the settlement of a 
dispute, it is a fair generalisation. 

[43] There may also be cases in which there is no dispute but the parties enter 
into a compromise of undisputed claims.  This happens when an insolvent debtor 
enters into a composition with his creditors.  In such a case, an ancillary release is 
also likely to be construed as releasing any further claim on the debts which are 
being compromised but not as extending to claims which did not fall within the 
terms of the composition. The best example is Lyall v Edwards (1861) 6 H & N 337, 
158 ER 139.  Edwards and Matthie were East India and colonial brokers who 
suspended payment and entered into a compromise with their creditors, including 
the plaintiffs. The creditors agreed by a deed of composition that the assets of the 
partnership should be realised, a dividend paid to creditors and the defendants 
then given a release in general terms.  After executing the deed, the plaintiffs 
found that they had a claim for the conversion of 22 chests of indigo of which they 
had not known and for which they had not claimed in the composition. The 
Court of Exchequer held that a replication in these terms was a good answer to 
the plea of release.  Martin B said: 

‘The replication is founded on the equitable doctrine that if a release is 
given for a particular purpose, and it is understood by the parties that its 
operation is to be limited to that purpose, but it turns out that the terms of 
the release are more extensive than was intended, a Court of equity will 
interfere and confine it to that which was in the contemplation of the parties 
at the time it was executed.’ (See 6 H & N 337 at 347, 158 ER 139 at 144.) 

[44] I shall have to come back later to the question of why Martin B calls this 
an ‘equitable doctrine’ rather than an illustration of the general proposition that 
language always takes meaning from context. It requires a certain amount of 
historical explanation.  But nowadays, if the context satisfies the court that a 
release was ‘understood by the parties … to be limited’ in some way, then that, 
as an ordinary matter of construction, is what the document means.  The decision 
in Lyall’s case makes perfectly good sense as an example of contextual construction. 

[45] In the present case, however, there is no context of a particular dispute 
being settled or particular claims being compromised.  So the generalisations in 
the London and South Western Rly case and Lyall’s case are of little assistance.  We 
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are dealing with similar forms of words, but in a radically different situation. 
Nevertheless, although there was no dispute or compromise, that does not mean 
that there was no context whatever.  The parties were making an agreement for 
the termination of Mr Naeem’s employment.  One would therefore expect that 
when the release referred to all his claims, it meant claims arising out of the 
employment relationship.  He agreed that he would not make any claims in his 
capacity as a former employee.  I doubt, however, whether a reasonable person 
would have understood the parties to be dealing with claims he might 
coincidentally have in some other capacity—for example, as a depositor with the 
bank. 

[46] It may also be that a reasonable person would regard the release as 
applicable only to financial claims and not, for example, to claims for personal 
injury. This is a rather more difficult question, on which there is something to be 
said on both sides, and I shall return to it later.  But what seems to me quite 
impossible is to exclude financial claims arising out of the employment 
relationship on the grounds that they were unknown, or not within the specific 
contemplation of the parties.  Not only is there no context of compromise or 
dispute which suggests this, but there is an extremely strong indication which 
points the other way. 

[47] The counter indication, as it seems to me, is the fact that after payment of 
the known claims in full, BCCI paid £2,772·50 specifically for the release in the 
COT 3 form.  This may be taken as representative of the sums paid to the 900 
employees who were made redundant. So BCCI paid some £2·5m for the 
releases.  The reasonable man is bound to ask himself: what was it paying for? If 
it was intended that the release should be confined to claims within the 
contemplation of the parties, it was getting no consideration whatever.  Why did 
it bother to insist on the forms being signed?  In my view, one of the first principles 
of construction is to try to give some business sense to the agreement. To exclude 
unknown claims makes the release nonsensical.  Nor do I think it is realistic to 
attribute to the parties an intention to make fine distinctions between different 
kinds of unknown claims; for example, between those which were conceivable 
but not conceived of and those which (perhaps because of what was then thought 
to be the law) were not even conceivable.  To regard such claims as nevertheless 
included in the class of those released does not seem to me extravagant.  On the 
contrary, the more improbable the claim, the more likely it is that the reasonable 
employee would be willing to part with it for ready money.  And the construction 
gives effect to the object of BCCI, which must have been to draw a final line 
under the employment relationship. 

[48] For these reasons, I think that Miss Cherie Booth QC, who appeared for 
Mr Naeem before Lightman J ([1999] 2 All ER 1005, [1999] ICR 1068), was 
realistic and right to concede that as a matter of construction her client’s claim fell 
within the terms of the release. Lightman J proceeded on this assumption.  A 
majority of the Court of Appeal ([2000] 3 All ER 51, [2000] ICR 1410) also thought 
that she was right.  I think that even Sir Richard Scott V-C accepted that, as a matter 
of objective construction, giving the document the meaning it would have 
conveyed to a reasonable man aware of all the background available to the 
parties, the claim was covered by the release.  But he laid stress on matters which 
were known to only one of the parties, namely the knowledge by the higher 
management of the BCCI fraud and their knowledge that Mr Naeem and other 
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employees were unaware of it.  He said ([2000] 3 All ER 51 at 60, [2000] ICR 1410 
at 1421 (para 30)): 

‘In a case such as the present, in which Mr Naeem was unaware of the facts 
but BCCI was aware of them and was aware of Mr Naeem’s ignorance, a 
conclusion on construction which attributed to the parties an objectively 
ascertained intention that the COT 3 release should bar the “stigma” claim 
would reward dishonesty at the expense of the innocent.  The only honest 
intention that BCCI could have had in the circumstances of this case would 
have been an intention that left the stigma claim outside the scope of the 
COT 3 release.’ 

[49] I read this passage as meaning that on ordinary principles of objective 
construction, Mr Naeem’s claim was barred, but that BCCI’s knowledge and 
conduct made it inequitable, wrong, unfair, for BCCI to rely on that construction. 
This is an argument with which I shall in due course have to deal, but it does not 
go to the first question I identified at the beginning of my speech—the question 
of what the document means. It goes to the second question—whether BCCI is 
entitled to rely upon the document. It would be contrary to basic principles of 
construction for the meaning of a document to be affected by facts which were 
known to one party but not reasonably available to the other. 

[50] The main contrary argument which Mr Allen QC put before your 
Lordships was an argument based on authority.  He referred the House to a 
number of cases, going back to the eighteenth century, from which he culled 
general statements much along the lines of those which I have already cited from 
the London and South Western Rly case and Lyall’s case. From these he invited your 
Lordships to hold that there was a general presumption that, in the absence of 
what were described as ‘clear words to the contrary’, general words of release 
would be confined to matters which were within the specific contemplation of 
the parties.  And he urged your Lordships to adopt this construction even in a case 
in which there were obviously no claims within the specific contemplation of the 
parties. 

[51] My Lords, I have a number of difficulties with this argument, the first of 
which goes to the root of the process of interpretation.  If interpretation is the 
quest to discover what a reasonable man would have understood specific parties 
to have meant by the use of specific language in a specific situation at a specific 
time and place, how can that be affected by authority?  How can the question of 
what a reasonable man in 1990 would have thought BCCI and Mr Naeem meant 
by using the language of an ACAS form be answered by examining what 
Lord Keeper Henley said in 1758 (Salkeld v Vernon (1758) 1 Eden 64, 28 ER 608)?  I 
can understand that if parties in a legal context use words in what appears to have 
been a technical sense, it may be necessary to ascertain that technical meaning 
from authorities.  But there is nothing of that kind here. 

[52] My second difficulty is that Mr Allen’s citations of authority were almost 
entirely context free.  He read a number of general statements of the kind which 
I have already cited without inviting your Lordships to examine in any detail the 
facts of the cases in which they were made.  But that does not seem to me a 
proper use of authority.  The remarks of judges, however general, have to be read 
in context no less than the general words of contractual documents.  Let me add 
to the two cases I have already mentioned another containing remarks upon 
which Mr Allen particularly relied. In Ramsden v Hylton (1751) 2 Ves Sen 304, 
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28 ER 196 John Hylton married the daughter of Sir Richard Musgrave in 1693 and 
the Musgrave family provided £2,000 for a marriage settlement.  The trusts after 
the deaths of the husband and wife were to any sons in tail male and in default of 
male issue to trustees to create a portions term to raise £8,000 for portions for any 
daughters. John Hylton died in 1707 leaving two sons and four daughters. Both 
sons died without issue, so the trusts to raise portions for the daughters took 
effect. But no one had been aware of the terms of the settlement.  It was found 
among some family papers after the death of the second son, also called John. 
Until then it had been assumed that the elder son and then John were absolutely 
entitled to the settled property.  When the settlement was found, the daughters 
claimed their portions.  As against one of the daughters, John’s estate pleaded a 
release in general terms contained in a deed made between her and John in 1728. 
The background to the deed was that John had owed his sister £1,000 under a 
family testamentary disposition and had given a bond for £2,000 as security.  By 
the deed, she agreed to give up the bond and accept a mortgage over the settled 
estate, which everyone assumed to belong to John.  The release stated that she 
accepted the mortgage in satisfaction of all her claims against him.  This was the 
context in which Lord Hardwicke LC said: 

‘The strongest and most material objection is the release; but I am of 
opinion, it would not be construed as a release of this demand, either in point 
of law, or in a court of equity.  First, it is certain, that if a release is given on 
a particular consideration recited, notwithstanding that the release 
concludes with general words, yet the law, in order to prevent surprise, will 
construe it to relate to the particular matter recited (Cole v Gibson (1750) 1 Ves 
Sen 503 at 507, 27 ER 1169 at 1171), which was under the contemplation of 
the parties, and intended to be released. The particular point in consideration 
was not relative to this estate, but what they could have against him as 
representative to his mother, brother, or father’s personal estate, to which 
the words are particularly confined.  But there is no occasion to rely on the 
law for this; for it is clear, that it would not in a court of equity, it being 
admitted on all hands, and it must be so taken, that this settlement was 
unknown to all the parties: nor did the daughters know of this contingent 
provision, beside which they had no other provision out of this estate; and 
all they could be intitled to must arise out of the personal estate of their 
father or other relations.  It is impossible then to imply within the general 
release that which neither party could have under consideration, and which 
it is admitted neither side knew of; and as this release cannot have its effect 
to bar this demand, so it cannot be set up against them in a court of equity.’ 
(See 2 Ves Sen 304 at 310, 28 ER 196 at 200.) 

[53] So in this case there was a particular context, namely the testamentary 
claim of the daughter, which limited the scope of the release. Like all the other 
cases, Ramsden’s case makes good sense in terms of ascertaining contextual 
meaning. 

[54] It would be wearisome to take your Lordships through all the other cases 
upon which Mr Allen relied.  But I think it is worth pausing at this point to 
consider why it has been possible for Mr Allen to compile, from cases decided in 
contexts far removed from the present, an anthology of dicta which appear to lay 
down generally applicable rules of construction.  It is not easy to recover the 
intellectual background against which the eighteenth and even nineteenth 
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century judges decided questions of construction and this is not the place for a 
detailed historical inquiry.  What is, I think, beyond dispute is that their approach 
was far more literal and less sensitive to context than ours today.  Courts were 
reluctant to admit what was called ‘extrinsic evidence’, that is to say, evidence of 
background which would put the language into context.  This reluctance has to 
do with a number of factors which are now of purely historical interest, such as 
trial by jury, under which the construction of documents was treated as a matter 
of law for the judge, the incompetence of the parties and persons interested to 
give evidence, the fact that most documents which came before the courts were 
deeds prepared by lawyers and a general feeling that the less the court took 
account of extrinsic evidence, the more predictable would be the construction 
which it gave to the document. As Popham CJ said in the Countess of Rutland’s 
Case (1604) 5 Co Rep 25b at 26a, 77 ER 89 at 90: 

‘… it would be inconvenient, that Matters in Writing made by Advice and 
on Consideration and which finally import the certain Truth of the 
Agreement of the Parties should be controlled by Averment of the Parties to 
be proved by the incertain Testimony of slippery Memory.’ 

[55] In this pursuit of certainty the courts, of both common law and equity, 
evolved what were called ‘rules of construction’, by which certain words or 
expressions were treated, in the absence of contrary language, as having certain 
meanings. These rules no doubt reflected what in most cases the parties would 
have intended by using such language.  And in the case of documents drawn up 
by lawyers, the skilled draftsman would be aware of the rules of construction and 
navigate their reefs and shoals to give effect to the intention of the parties, settlor 
or testator. But the generality with which they were expressed and their 
insensitivity to context, as opposed to the particular words which had been used, 
made them rigid and often productive of injustice.  Books like Jarman on Wills are 
monuments to the rules of construction and a melancholy record of the occasions 
on which they have defeated the intentions of testators. 

[56] It was this way of thinking which led eighteenth and nineteenth century 
judges to explain their decisions in cases like Ramsden’s case as based upon rules 
of construction rather than simply an interpretation of language in its context and 
why Martin B in Lyall’s case thought it necessary to say, not merely that the 
parties did not intend the release to apply to claims outside the composition, but 
that his interpretation was based upon an ‘equitable doctrine’. 

[57] It was however unusual, even in the nineteenth century, for commercial 
documents to be interpreted according to rules of construction. The quest for 
certainty, which still dominated the construction of wills and deeds, was thought 
less important than the need to give effect to the actual commercial purpose of 
the document.  There was however one remarkable example in the twentieth 
century of a rule of construction being evolved by the courts in a commercial 
context. This was the rule for construing exemption clauses.  But the purpose was 
different from that of most of the rules applied to wills and deeds. It was not to 
promote certainty of construction but to remedy the unfairness which exemption 
clauses could create. As Mr Allen also contended for a rule of construction on 
grounds of fairness, I think that the story of the rise and fall of the rule of 
construction for exemption clauses may be instructive. 
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[58] A vivid account of what happened was given by Lord Denning MR in 
Mitchell (George) (Chesterhall) Ltd v Finney Lock Seeds Ltd [1983] 1 All ER 108 at 
113–114, [1983] QB 284 at 296–297: 

‘None of you nowadays will remember the trouble we had, when I was 
called to the Bar, with exemption clauses.  They were printed in small print 
on the back of tickets and order forms and invoices. They were contained in 
catalogues or timetables.  They were held to be binding on any person who 
took them without objection.  No one ever did object.  He never read them 
or knew what was in them.  No matter how unreasonable they were, he was 
bound.  All this was done in the name of “freedom of contract”. But the 
freedom was all on the side of the big concern which had the use of the 
printing press.  No freedom for the little man who took the ticket or order 
form or invoice.  The big concern said, “Take it or leave it.” The little man 
had no option but to take it. The big concern could and did exempt itself 
from liability in its own interest without regard to the little man. It got away 
with it time after time. When the courts said to the big concern, “You must 
put it in clear words,”  the big concern had no hesitation in doing so.  It knew 
well that the little man would never read the exemption clauses or 
understand them … Faced with this abuse of power, by the strong against 
the weak, by the use of the small print of the conditions, the judges did what 
they could to put a curb on it.  They still had before them the idol, “freedom 
of contract”. They still knelt down and worshipped it, but they concealed 
under their cloaks a secret weapon.  They used it to stab the idol in the back. 
This weapon was called “the true construction of the contract”. They used 
it with great skill and ingenuity.  They used it so as to depart from the natural 
meaning of the words of the exemption clause and to put on them a strained 
and unnatural construction.  In case after case, they said that the words were 
not strong enough to give the big concern exemption from liability, or that 
in the circumstances the big concern was not entitled to rely on the 
exemption clause. If a ship deviated from the contractual voyage, the owner 
could not rely on the exemption clause.  If a warehouseman stored the goods 
in the wrong warehouse, he could not pray in aid the limitation clause.  If the 
seller supplied goods different in kind from those contracted for, he could 
not rely on any exemption from liability.  If a shipowner delivered goods to 
a person without production of the bill of lading, he could not escape 
responsibility by reference to an exemption clause.  In short, whenever the 
wide words, in their natural meaning, would give rise to an unreasonable 
result, the judges either rejected them as repugnant to the main purpose of the 
contract or else cut them down to size in order to produce a reasonable result.’ 

[59] Lord Denning MR went on to explain ([1983] 1 All ER 108 at 115, [1983] QB 
284 at 298–299) that everything had now changed as a result of the passing of the 
Unfair Contract Terms Act 1977: ‘We should no longer have to go through all 
kinds of gymnastic contortions to get round them.’  A few years earlier, in Photo 
Production Ltd v Securicor Transport Ltd [1980] 1 All ER 556 at 561, [1980] AC 827 at 
843 Lord Wilberforce had said much the same thing: 

‘There were a large number of problems, productive of injustice, in which 
it was worse than unsatisfactory to leave exception clauses to operate. 
Lord Reid referred to these in the Suisse Atlantique case ([1966] 2 All ER 61 at 
76, [1967] 1 AC 361 at 406), pointing out at the same time that the doctrine 
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of fundamental breach was a dubious specific.  But since then Parliament has 
taken a hand:  it has passed the Unfair Contract Terms Act 1977.  This Act 
applies to consumer contracts and those based on standard terms and 
enables exception clauses to be applied with regard to what is just and 
reasonable.  It is significant that Parliament refrained from legislating over 
the whole field of contract.  After this Act, in commercial matters generally, 
when the parties are not of unequal bargaining power, and when risks are 
normally borne by insurance, not only is the case for judicial intervention 
undemonstrated, but there is everything to be said, and this seems to have 
been Parliament’s intention, for leaving the parties free to apportion the risks 
as they think fit and for respecting their decisions.’ 

[60] My Lords, the lesson which I would draw from the development of the 
rules for construing exemption clauses is that the judicial creativity, bordering on 
judicial legislation, which the application of that doctrine involved is a desperate 
remedy, to be invoked only if it is necessary to remedy a widespread injustice. 
Otherwise there is much to be said for giving effect to what on ordinary principles 
of construction the parties agreed. 

[61] Whether such a rule of construction is necessary in this case can best be 
considered after I have dealt with the second point, namely whether BCCI is 
precluded on grounds of fairness and equity from relying upon the ordinary 
meaning of the release.  It will then be possible to say whether the law is adequate 
to deal with cases of unfairness, so as to make it unnecessary to approach the 
matter by an artificial rule of construction.  When judges say that ‘in the absence 
of clear words’ they would be unwilling to construe a document to mean 
something, they generally mean (as they did in the case of exemption clauses) 
that the effect of the document is unfair.  It will therefore be essential to examine 
whether this is true of the present case. 

[62] The disappearance of artificial rules for the construction of exemption 
clauses seems to me in accordance with the general trend in matters of construction, 
which has been to try to assimilate judicial techniques of construction to those 
which would be used by a reasonable speaker of the language in the interpretation 
of any serious utterance in ordinary life.  In Investors Compensation Scheme Ltd v 
West Bromwich Building Society, Investors Compensation Scheme Ltd v Hopkin & Sons 
(a firm), Alford v West Bromwich Building Society, Armitage v West Bromwich Building 
Society [1998] 1 All ER 98 at 114, [1998] 1 WLR 896 at 912, I said with the 
concurrence of three other members of the House: ‘Almost all the old intellectual 
baggage of “legal” interpretation has been discarded.’ But if Mr Allen’s submissions 
on the rules of construction are accepted, a substantial piece of baggage will have 
been retrieved.  Lord Keeper Henley’s ghost (Salkeld v Vernon (1758) 1 Eden 64, 
28 ER 608) will have struck back. I think it would be an unfortunate retreat into 
formalism if the outcome of this case were to require employers using the 
services of ACAS to add verbiage to the form of release in order to attain the 
comprehensiveness which it is obviously intended to achieve. 

[63] Before leaving the question of construction, I must deal with some 
subsidiary arguments which Mr Allen made.  The first was what I might call the 
all-or-nothing argument. If I have understood it correctly, it went as follows. 
BCCI’s construction depends upon a literal reading of the release clause. It 
involves reading any claim to mean absolutely any claim whatever.  But BCCI 
concedes that context would almost certainly limit the clause to claims arising 
out of the employment relationship.  In so doing, they have sold the pass and 
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allowed Mr Naeem to put forward a different principle of limitation for which the 
context provides no support—indeed, which the separate consideration for the 
release actually contradicts—namely that it does not apply to claims which were 
unknown to the parties, or at any rate those which were entirely unknown or 
unimaginable. A similar argument is advanced on the basis of the concession that 
it was arguable that the release did not apply to personal injury claims.  I find it 
difficult to deal with this argument because it seems to me so entirely irrational. 

[64] The following conversation may be imagined.  A motorist is stopped by 
a park warden driving down a road which is signposted ‘No cars allowed’. He 
says, ‘But I am driving a green car’.  The warden points out that it is nevertheless 
a car. The motorist says, ‘But the words cannot be read literally.  Do you suggest 
that they forbid children’s toy cars?’ The warden concedes that the context 
suggests a prohibition for the protection of pedestrians frequenting the park and 
that it does not apply to toy cars.  ‘And what about police cars going to an 
emergency?  Surely there is an implied exception for emergency vehicles?’ ‘Yes, 
perhaps there is.’ ‘Well then’, says the motorist, ‘if it cannot be read literally, why 
should it apply to green cars’? 

[65] The fact is that BCCI is not contending for a literal meaning. It is 
contending for a contextual meaning, but submitting that while the context 
excludes claims outside the employee relationship, it includes unknown claims. 
As for personal injuries, I agree with Mr Jeans QC who appeared for BCCI that 
this is a debatable area.  Mr Allen QC, who has considerable experience of the use 
of the COT 3 form, told us that in industries in which long-term industrial injury 
claims are common, it is customary to have a specific clause excluding personal 
injury claims from the release.  This would suggest that the parties otherwise 
expect that they would or might be caught by the general words. I am not sure that 
Mr Naeem would have been entitled to bring a claim after leaving his employment 
on the ground that he was suffering from repetitive strain injury caused by his use 
of the BCCI computer.  BCCI might be entitled to say that it paid the extra money 
in return for not having to hear from Mr Naeem in his capacity as employee 
again.  If, however, a court decided that it did not come within the class of claims 
released, it would not be on the ground that it had not been known at the time to 
the parties.  On the contrary, one would be much more likely to conclude that the 
parties intended to exclude such a claim from the release if it was known to 
the parties.  If both parties knew that Mr Naeem had a personal injury claim 
which was potentially worth, say, £30,000, the court would be reluctant to 
interpret the agreement as amounting to its release in consideration of less than 
£3,000. But the principle of exclusion would have to be that personal injury 
claims, as such, were outside the scope of the agreement.  It would not support 
the exclusion of claims for some entirely different reason. 

[66] Another suggestion was that the clause should not be construed to release 
claims arising out of a wrongful act of BCCI. This was put forward by analogy 
with the construction of exemption clauses, on which there is authority for saying 
that they should prima facie not be read to exempt a contracting party from 
liability for negligence.  I have already referred to the change which has taken 
place in the court’s approach to exemption clauses.  But in any case, there seems 
to me no real analogy.  The reason for the traditional hostility of the courts to 
exemption clauses was that they often amounted to taking with one hand what 
had been given with the other. A contracting party undertook various obligations 
and then provided that he was not to be liable if he failed to perform them.  But 
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the release in this case is quite different.  BCCI is paying a sum of money 
specifically to buy its release from any possible future claim by the employee.  If 
there was such a claim, it was almost bound to be founded upon some wrongful 
act of BCCI—a breach of contract or statutory obligation, or else a tort.  It is hard 
to imagine what other kind of claim there could be.  So the release involved the 
employee taking a sum of money in return for giving up the speculative 
possibility that he might have such a claim.  This has nothing in common with an 
exemption clause. 

[67] Finally it was submitted that although, for the reasons I have advanced, 
the release applied to unknown claims, it should not be read as applying to claims 
of which the employer actually knew, and in particular claims which he knew 
were unknown to the employee.  There are two forms in which this argument 
can be put. One, as I have already said, was that adopted by Sir Richard Scott V-C. 
It involved relying as background upon the actual fact that BCCI knew of its own 
misconduct and knew that it was unknown to the employee. But these facts, 
whatever argument they may support to preclude BCCI from relying on the  
agreement, cannot affect its construction.  They are not admissible background. 
An alternative is to put the proposition in general terms: no release of unknown 
claims should be construed to extend to claims which were known to the party 
obtaining the benefit of the release but not to the other party.  My difficulty with 
this proposition is, that it involves another artificial rule of construction. In view 
of the principles upon which the beneficiary of a release can be precluded from 
relying upon it because he has been guilty of sharp practice, to which I shall in a 
moment refer, I think that it is unnecessary to create such a rule of construction. 
There is again an analogy with exemption clauses and the 1977 Act. 

[68] My Lords, I turn now to the question of whether BCCI is entitled to rely 
upon the terms of the release.  Mr Jeans said that BCCI was under no obligation 
to disclose to Mr Naeem that it had been guilty of breaches of the implied term 
of trust and confidence in the contract of employment.  The House of Lords 
decided in Bell v Lever Bros Ltd [1932] AC 161, [1931] All ER Rep 1 that the employment 
relationship was not a contract uberrimae fidei and that an employee negotiating 
the terms upon which his employment would be terminated had no obligation to 
disclose to the employer that he had been guilty of conduct which would have 
justified his summary dismissal.  The same must be true of an employer. 

[69] My Lords, I think that this argument presses the principle in Bell’s case too 
far. It was not a case which concerned a general release.  A transaction in which 
one party agrees in general terms to release another from any claims upon him 
has special features.  It is not difficult to imply an obligation upon the beneficiary 
of such a release to disclose the existence of claims of which he actually knows 
and which he also realises may not be known to the other party. There are 
different ways in which it can be put.  One may say, for example, that inviting a 
person to enter into a release in general terms implies a representation that one 
is not aware of any specific claims which the other party may not know about. 
That would preserve the purity of the principle that there is no positive duty of 
disclosure. Or one could say, as the old Chancery judges did, that reliance upon 
such a release is against conscience when the beneficiary has been guilty of a 
suppressio veri or suggestio falsi. On a principle of law like this, I think it is 
legitimate to go back to authority, to Lord Keeper Henley in Salkeld v Vernon 
(1758) 1 Eden 64 at 69, 28 ER 608 at 610, where he said ‘no rule is better established 
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than that every deed obtained on suggestio falsi, or suppressio veri, is an imposition 
in a court of conscience’. 

[70] In principle, therefore, I agree with what I consider Sir Richard Scott V-C 
to have meant in the passage in para 30 of his judgment ([2000] 3 All ER 51 at 60, 
[2000] ICR 1410 at 1421) which I have quoted (ante, [48]), and with Chadwick LJ, 
that a person cannot be allowed to rely upon a release in general terms if he knew 
that the other party had a claim and knew that the other party was not aware that 
he had a claim.  I do not propose any wider principle: there is obviously room in 
the dealings of the market for legitimately taking advantage of the known 
ignorance of the other party. But, both on principle and authority, I think that a 
release of rights is a situation in which the court should not allow a party to do 
so.  On the other hand, if the context shows that the parties intended a general 
release for good consideration of rights unknown to both of them, I can see 
nothing unfair in such a transaction. 

[71] It follows that in my opinion the principle that a party to a general release 
cannot take advantage of a suggestio falsi or suppressio veri, in other words, of 
what would ordinarily be regarded as sharp practice, is sufficient to deal with any 
unfairness which may be caused by such releases.  There is no need to try to fill a 
gap by giving them an artificial construction. 

[72] I am therefore in complete agreement with Chadwick LJ on both the 
construction of the document and the principles which determine whether or not 
BCCI may rely upon it.  Where I respectfully part company from him is on the 
application of the law to the facts.  In my opinion, there are no grounds for 
holding that in July 1990 BCCI knew that Mr Naeem had or might have a claim 
for stigma against the bank of which he himself was unaware.  The representative 
of the bank who negotiated the agreement was also unaware of the central fraud, 
but I shall for present purposes assume that the knowledge of the higher 
management should be attributed to BCCI.  The bank would therefore have 
known that it had been continuously in breach of its implied obligation of trust 
and confidence.  But that breach had not caused any damage to Mr Naeem in the 
past and there was nothing to suggest that, now that he was leaving the bank, it 
would give rise to a claim in the future.  The bank was going to go on trading 
from Abu Dhabi and did not contemplate an imminent disclosure of the fraud 
which might affect Mr Naeem’s prospects of re-employment.  And even if BCCI 
knew or ought to have known that such might be the case, any lawyer whom it 
consulted in 1990 would have advised that such consequences were too remote 
to form the subject matter of a claim.  It was not until Malik v Bank of Credit and 
Commerce International SA (in liq), Mahmud v Bank of Credit and Commerce International 
SA (in liq) [1997] 3 All ER 1, [1998] AC 20 that it would have occurred to anyone. 
So the concealment of the central fraud was extremely reprehensible conduct in 
relation to the depositors and the public at large, but there was no reason to think 
it in any way relevant to the bank’s dealings with Mr Naeem in 1990. Accordingly 
I do not think that a case of suppressio veri has been made out. 

[73] It follows that in my opinion the stigma claim falls within the description 
of claims which Mr Naeem agreed to release and there is no reason why BCCI 
should not rely upon the release.  My Lords, I do not think that there is any  
injustice in this result.  Of course I sympathise with Mr Naeem, who, after a long 
and unblemished career in banking in Pakistan and then, from 1974, in this 
country, found himself made redundant at the difficult age of 49. But this is 
regrettably a very common occurrence.  The claim that his subsequent difficulties 
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in finding another job are attributable to his having worked for BCCI is however 
extremely speculative.  In Malik v Bank of Credit and Commerce International SA 
(in liq), Mahmud v Bank of Credit and Commerce International SA (in liq) [1997] 3 All ER 
1 at 22, [1998] AC 20 at 53 Lord Steyn drew attention to the formidable practical 
obstacles to such a claim presented by the limiting principles of causation, 
remoteness and mitigation.  So it has turned out.  In 1999 Lightman J tried five 
representative cases out of the 369 which had been commenced by former BCCI 
employees (see Bank of Credit and Commerce International SA (in liq) v Ali (No 2) 
[1999] 4 All ER 83). None of them succeeded in proving that his unemployment 
was attributable to stigma. Four of the cases tried by Lightman J appear to have 
concerned employees who were dismissed by the liquidators when the bank 
collapsed in 1991.  By contrast, Mr Naeem and the others made redundant in 1990 
face the additional hurdle of having to explain why their unemployment is 
attributable to stigma when they were unable to find jobs for a year before any 
stigma attached to them. The present position is that this vastly expensive 
litigation, which has been twice to the House of Lords and given rise to two 
lengthy trials before Lightman J, has produced benefits for no one except the 
lawyers involved and has been at the expense, not of the fraudulent villains but 
of the public and the unfortunate creditors of BCCI. 

[74] Mr Naeem says that despite all his difficulties, he should be entitled to 
have his day in court.  He should not be struck out merely because he accepted 
£2,772 for a general release in 1990.  In Malik’s case Lord Nicholls of Birkenhead 
said that he was— 

‘conscious that the outcome of the present appeals may be seen by some 
as opening the door to speculative claims, to the detriment of admitted 
creditors.  Claims of handicap in the labour market, and the other ingredients 
of the cause of action now under consideration, may give rise to lengthy and 
costly investigations and, ultimately, litigation.  If the claims eventually fail, 
liquidators may well be unable to recover their costs from the former 
employees … I am aware of the dangers here, but it could not be right to 
allow “floodgates” arguments of this nature to stand in the way of claims 
which, as a matter of ordinary legal principle, are well founded.’ (See [1997] 
3 All ER 1 at 11–12, [1998] AC 20 at 41–42.) 

[75] In general, I would respectfully agree.  Justice is a matter of individual 
right which cannot be subjected to an ordinary utilitarian calculation.  But there 
are limits.  There are some people who assume that life itself is literally priceless; 
that no expense for the purpose of saving a life can possibly be too much.  But the 
fact is that resources even for these purposes are not unlimited.  Choices have to 
be made: see the judgment of Sir Thomas Bingham MR in R v Cambridge Health 
Authority, ex p B [1995] 2 All ER 129, [1995] 1 WLR 898.  Similarly there comes a 
point at which the object of achieving perfect justice for everyone has to be 
tempered by some consideration of the resources required to investigate every 
possible claim.  In the present case, this point does not arise. The House has 
decided that the stigma claims should go forward and so they must.  But I see no 
reason in justice to add to the expense by giving the language of the release a 
strained construction which will require BCCI to answer claims from which it 
paid to be free. 

[76] I would allow the appeal and restore the judgment of Lightman J. 
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LORD CLYDE.  My Lords, 
[77] This case seems to me primarily to involve a question of construction. 

On 4 July 1990 Mr Naeem signed a formal agreement with the appellant bank. 
The agreement was typed on a printed form, headed ‘Advisory Conciliation and 
Arbitration Service’. It bears the reference COT 3.  From the provision for a 
‘Tribunal case number’ and the descriptive headings to the agreement the form 
appears to have been intended for use in connection with applications made or 
about to be made to the industrial tribunal.  After specifying the parties to the 
agreement the printed text states: ‘Settlement reached as a result of conciliation 
action’. But these parts of the form are not of immediate relevance.  The critical 
words are: 

‘The applicant agrees to accept the terms set out in the documents 
attached in full and final settlement of all or any claims whether under 
statute, Common law or in Equity of whatsoever nature that exist or may 
exist and, in particular, all or any claims rights or applications of whatsoever 
nature that the applicant has or may have or has made or could make in or 
to the industrial tribunal, except the applicant’s rights under the respondent’s 
pension scheme.’ 

The documents attached appear to have been a statement of ‘redundancy 
disbursements’ and a statement of ‘redundancy package calculation’. 

[78] In the construction of any agreement the problem for a court is to 
determine— 

‘the meaning which the document would convey to a reasonable person 
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.’ (See Investors Compensation Scheme Ltd v West Bromwich Building 
Society, Investors Compensation Scheme Ltd v Hopkin & Sons  (a firm), Alford v 
West Bromwich Building Society, Armitage v West Bromwich Building Society 
[1998] 1 All ER 98 at 114, [1998] 1 WLR 896 at 912–913 per Lord Hoffmann.) 

The knowledge reasonably available to them must include matters of law as well 
as matters of fact.  The problem is not resolved by asking the parties what they 
thought they intended.  It is the imputed intention of the parties that the court is 
concerned to ascertain. The parties may well have never applied their minds to 
the particular eventuality which has subsequently arisen, so that they may never 
in fact have had any conscious intention in relation to that eventuality.  It is an 
objective approach which is required and a solution should be found which is 
both reasonable and realistic. The meaning of the agreement is to be discovered 
from the words which they have used read in the context of the circumstances in 
which they made the agreement.  The exercise is not one where there are strict 
rules, but one where the solution is to be found by considering the language used 
by the parties against the background of the surrounding circumstances. 

[79] I agree with the view expressed in the Court of Appeal ([2000] 3 All ER 51, 
[2000] ICR 1410) that there are no ‘rules of equitable construction’. Such guides 
to construction as have been identified in the past should not be allowed to 
constrain an approach to construction which looks to commercial reality or 
common sense.  If they are elevated to anything approaching the status of rules 
they would deservedly be regarded as impedimenta in the task of construction. 
But they may be seen as reflections upon the way in which people may ordinarily 
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be expected to express themselves. Generally people will say what they mean. 
Generally if they intend their agreement to cover the unknown or the 
unforeseeable, they will make it clear that their intention is to extend the agreement 
to cover such cases. If an agreement seeks to curtail the possible liabilities of one 
party, he, if not both of them, will generally be concerned to secure that the 
writing clearly covers that curtailment. 

[80] On the face of it, if one were to take a strict or literal approach, the words 
of the agreement seem to include every claim of any kind, whether then 
identifiable or not, which Mr Naeem might have in any capacity against the bank 
at any time, then or in the future.  But such a comprehensive disclaimer would in 
my view be a remarkable thing for him to be giving, and indeed it is not suggested 
that its scope does extend to such a universality.  It is accepted that it does not 
relate to sums which Mr Naeem might have in any account which he had with 
the bank. So this is not a case where the plain meaning of the words can be taken 
as conclusive. There is then a real problem as to the precise scope of the 
disclaimer. 

[81] At one extreme the respondents in their statement of claim argued that 
the agreement properly construed was a compromise in respect of their claims 
for statutory redundancy pay, wages in lieu of notice and unfair dismissal only. 
But that contention was not persisted in before Lightman J and it is clearly too 
narrow a solution. It fails to recognise the reference to claims at common law or 
in equity, and the width of the reference to claims ‘of whatsoever nature’. On the 
other hand the immediate context of the form COT 3 suggests that at least at the 
forefront of the parties’ minds were the claims which Mr Naeem might present 
to an industrial tribunal. Indeed ACAS had been brought in to assist in the 
arrangements being made for the considerable number of cases where the bank 
was terminating employments and endeavouring to reach settlements of claims 
which would arise on such terminations. In the statement which had been 
prepared by ACAS to explain the terms of the proposed settlement it was stated 
that ACAS had been asked by the employer to ‘assist in reaching settlements of 
claims which might be made to an industrial tribunal arising out of the ending of 
your employment’. The statement went on to explain that in return for the sum 
of money and other benefits which were specified in the employer’s letter: ‘… you 
would agree to waive certain rights which you may have relating to possible 
claims to an industrial tribunal, (including unfair dismissal), or any other court.’ 
The agreement was evidently intended to deal principally with claims which 
could be taken to the industrial tribunal.  Hence the reference in the agreement 
‘in particular’ to claims of that kind.  But the reference to claims at common law 
and in equity of whatsoever nature must bring in matters beyond the scope of the 
jurisdiction of the industrial tribunal. 

[82] Claims at common law or in equity could at least include matters relating 
to the calculation or payment of past wages or other benefits to which the 
employee was entitled in terms of his contract. A claim at common law for 
wrongful dismissal could also be included.  It seems to me that the context of the 
agreement is the termination of the employment and the desire of the employer 
to finalise any contractual debts due to the employees whose employment was 
being terminated together with all statutory or common law obligations arising 
upon the termination of the contract. 

[83] Regard should also be given to the statements of redundancy disbursements 
and redundancy payment calculation. It appears from these documents that the 
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basic package which the employer was offering sought to meet any claim for 
statutory redundancy pay and for sums due in lieu of notice.  It also allowed for 
settlement of other obligations and debts current between the parties in respect 
of mortgage subsidy, outstanding season ticket loan balance, current account 
overdraft and certain outstanding credit card debts.  These all seem to relate to a 
final accounting between the parties of any indebtedness by the employee 
towards the employer on the termination of their relationship.  But the employer 
was evidently to remain liable to the former employee in respect of any credit 
balances in any account he had with the bank and in respect of the pension rights 
expressly mentioned in the agreement. 

[84] The package also included an additional payment upon signing the form 
COT 3.  The sum appears to have been one twelfth of the gross annual salary. 
Given that what the parties principally had in mind was the possibility of resort 
to the industrial tribunal it seems to me that an additional sum might not 
unreasonably be offered in order to secure finality and to avoid such a possibility.  The 
provisions of s 140(2)(d), (e) and (g) of the Employment Protection (Consolidation) 
Act 1978 are relevant in this connection. By virtue of those provisions the 
involvement of ACAS in the settlement of certain claims or potential claims to an 
industrial tribunal may exclude the operation of s 140(1), a section which 
otherwise would avoid any agreement such as the one here in issue to preclude 
an employee from bringing proceedings before the tribunal.  The benefit which 
the employer might well consider worth paying a month’s salary for was the 
security of obviating any proceedings before the tribunal arising out of the 
termination of the employment. 

[85] The alternative is to suppose that the sum was meant to discharge all 
future claims whether they arose out of the termination of the employment or 
not. While I can accept that it was intended to exclude any claims which the 
employee could then have made relating to the settlement of accounts at the 
termination of the employment, it seems to me improbable that the parties, in 
the context in which they were making this agreement, were intending to cut out 
all future claims of any kind not related to the termination.  It was not resolved 
in the course of the argument whether a claim for personal injury based on the 
negligence of the bank was meant to be covered by the agreement. I should have 
thought that if that had been intended , and if the amount of the month’s salary 
was intended to cover that sort of future claim, some more specific indication of 
that would have been given in the terms of the agreement. 

[86] But the claim which Mr Naeem now seeks to present for stigma damages 
is a far more remote possibility than a claim for personal injuries on the ground 
of negligence. The stigma claim is one which neither party could have 
contemplated even as a possibility as the law stood at the time when the 
agreement was made. At that time it would not be known whether or not the 
employee would have any difficulty at all in finding alternative employment. 
The bank’s conduct had not yet achieved the notoriety which could create the 
stigma. But even if those facts had been even suspected as a possibility the 
prospect of any liability falling on the bank to a former employee is something 
which must have been far beyond the reasonable contemplation of the parties. 
Even without formulating any definition of the precise scope of the agreement, 
it seems to me that if the parties had intended to cut out a claim of whose 
existence they could have no knowledge they would have expressed that 
intention in words more precise than the generalities which they in fact used. In 
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so far as Mr Naeem may also seek to present a claim in tort for fraudulent 
misrepresentation inducing him to start the employment in the first place or to a 

continue in it thereafter, while the legal basis for such a claim may not be 
particularly novel, the idea of such a claim at the time when the parties made the 
agreement at the termination of the employment seems to me correspondingly 
remote from what the parties might reasonably be taken in the circumstances to 
have contemplated. b 

[87] The point has been stressed that claims for stigma damages may be 
extraordinarily difficult of proof and while the construction which I have 
preferred opens the door to Mr Naeem to present the claim, the hurdles which 
he may yet face may be very difficult to overcome.  But that is of course a 
consideration entirely irrelevant to the question of construction raised in this 
case. Having reached the view which I have on the matter of construction it is c 
unnecessary to say anything about any equitable considerations which might 
operate to prevent the bank relying upon the agreement, were it wide enough to 
comprehend the stigma claim. 

[88] I would dismiss the appeal. 

Appeal dismissed. 

Celia Fox Barrister. 
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Australia and New Zealand Banking Group Ltd 
v Société Générale

CAANZ Banking v Société Générale

COURT OF APPEAL, CIVIL DIVISION

KENNEDY AND MANCE LJJ

26 JANUARY, 17 FEBRUARY 2000

Contract – Termination – Non-deliverable forward foreign exchange contracts – Parties
entering into three non-deliverable forward foreign exchange contracts involving
Russian currency – Contracts providing for early termination in event of certain
changes in Russia and for calculation of resulting ‘Loss’ – Definition of ‘Loss’ including
any loss or cost incurred as  result of  terminating or liquidating any hedge – Contracts
determining ‘Payment Date’ by reference to service of notice setting out loss calculations
and providing for interest at ‘Default Rate’ from ‘Payment Date’ – Defendant entering
hedging contracts with affiliate Russian bank to protect against losses on contracts with
claimant – Banking moratorium preventing Russian bank from performing obligations
under hedging contracts – Defendant terminating contracts with claimant and
including losses on hedging contracts in assessing ‘Loss’ – Whether defendant entitled
to take into account losses incurred on hedging contracts – Whether claimant entitled
to interest at ‘Default Rate’ – ISDA Master Agreement (Multicurrency—Cross Border)
(1992 edn), sections 6(d)(e), 14.

Court of Appeal – Ground of appeal – Point not raised in court of first instance –
Construction of contract – Appellant seeking to abandon concession below and adduce
two new points – Whether appellant should be permitted to introduce new points –
CPR Pts 1.1(2)(d), 1.4(2)(b), 1.4(2)(c), 1.3. 

A and S, both international banks, entered into three non-deliverable forward
foreign exchange contracts (NDFs), based on the International Swap Dealers
Association Master Agreement (1992 edn) (ISDA Master Agreement).  The
settlement dates for the NDFs were in October and November 1998.  The NDFs
provided for the payment on their respective settlement dates of a sum in US
dollars calculated by reference to their notional amounts, and by reference to the
change in the rate of exchange between the US dollar and the Russian rouble.
The payment fell to be made by S to A if the rouble depreciated against the dollar
and vice versa.  In November 1997 S also entered into three ‘hedging’ forward
foreign exchange contracts, on similar terms to the NDFs, with an affiliated
Russian bank, with settlement dates also in October and November 1998.  A had
no knowledge of the hedging contracts.  The NDFs provided that S was entitled
to declare the early determination of the NDFs if, in S’s determination, certain
defined new or changed conditions in Russia had arisen (the ‘Russian Market
Event’ clause).  In August 1998, Russia suffered a severe financial crisis and
declared a banking moratorium.  The moratorium had the effect of preventing
the Russian bank from paying in accordance with the hedging contracts.  S
notified A that conditions had changed and it would determine the NDFs early.
Under the terms of the NDFs, the parties then calculated their respective losses
pursuant to the definition of loss in the ISDA Master Agreement for the purposes
of settlement.  A applied for determination of the issue whether S was entitled to
include losses suffered on its hedging contracts, and for summary judgment on
the loss it claimed was in its favour.  The judge held that S was not entitled to
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bring the loss on its hedge contracts into account, and gave summary judgment
for A.  S appealed.  S accepted that the judge was correct to conclude that the
losses could not be brought into account unless they had been suffered ‘as a result
of’ terminating or liquidating the hedge contracts, but argued that the judge was
wrong to conclude that such a link did not exist.  S relied upon the inclusion, in
each of the NDFs, of the ‘Russian Market Event’ clause, together with the
provision that the standard ISDA ‘Loss’ clause should apply in the event of any
early termination.  Thus, S argued, the reference to hedging in the ISDA ‘Loss’
clause contemplated hedging contracts, such as those S had made, which could
have been affected by a banking moratorium leading to early termination under
the NDFs.  S also sought to introduce a new point, which involved resiling from
the common ground below as to the quantum of A’s loss and S’s gain on the
transactions.  S further sought to raise a second new point regarding the quantum
of its gain in the event of rejection of its first new point. 

Held – (1) The judge was correct that the meaning of the standard ISDA ‘Loss’
clause could not depend on terms agreed by the parties under a specific contract,
and that there was nothing in the ISDA ‘Loss’ clause to suggest that it was
specifically directed to losses flowing from a banking moratorium.  On a true
construction of the ISDA ‘Loss’ clause and the NDFs, the judge was correct that
it was inherently unlikely that a party in A’s position entering into a futures
contract with S would agree to share the risk of the simple collapse in value of a
hedge arranged by its counterparty, S (see p 688 j to p 689 a h to p 690 b h and
p 697 a b, post). 

(2) S would not be permitted to raise either of its two new points.  Both points
could and should have been raised in the evidence for and on the hearing before
the judge.  Giving due weight to A’s interest in the judgment which it had
obtained, the court would not consider the new points on appeal.  That
consideration was reinforced by the court’s duty under the CPR actively to
manage cases to further the overriding objective of dealing with them
expeditiously and fairly, by, inter alia, ‘identifying the issues at an early stage’ and
‘deciding promptly which issues need full investigation and trial and accordingly
disposing summarily of the others’.  Accordingly, S’s appeal from the judge’s
decision would be dismissed, and its applications for permission to rely on each
of the two new points not raised below would be refused; CPR 1.1(2)(d),
1.4(2)(b), 1.4(2)(c), and 1.3 applied.  The appeal would accordingly be dismissed
(see p 690 j, p 692 a b and p 697 a b, post).

Decision of Aikens J [1999] 2 All ER (Comm) 625 affirmed.

Notes
For interpretation of express contractual terms, see 9(1) Halsbury’s Laws (4th edn
reissue) paras 772–777.

Cases referred to in judgments
Hadley v Baxendale (1854) 9 Exch 341, [1843–60] All ER Rep 461, 156 ER 145.
Ladd v Marshall [1954] 3 All ER 745, [1954] 1 WLR 1489, CA.

Appeal
The defendant, Société Genérale (SG), appealed from the order of Aikens J ([1999]
2 All ER (Comm) 625) on 21 September 1999, whereby he gave summary
judgment in favour of the claimant, Australia and New Zealand Banking
Group Ltd (ANZ), and determined preliminary issues concerning proper method

PDF Created with deskPDF PDF Writer - Trial :: http://www.docudesk.com

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 124 of 357



684 All England Law Reports [2000] 1 All ER (Comm)

All England Law Reports Commercial Cases  10 May 2000

a

b

c

d

e

f

h

g

j

of calculation of loss following the early termination of three non-deliverable
foreign exchange contracts between the two banks.  The facts are set out in the
judgment of Mance LJ.

Mark Barnes QC and Andrew Lenon (instructed by Weil Gotshal & Manges) for ANZ.

Iain Milligan QC and Christopher Hancock (instructed by Slaughter and May) for SG.

Cur adv vult

17 February 2000.  The following judgments were delivered.

MANCE LJ (giving the first judgment at the invitation of Kennedy LJ).

Introduction

1. The defendant, Société Genérale (SG), appeals against an order of
Aikens J ([1999] 2 All ER (Comm) 625) dated 21 September 1999, giving
summary judgment against SG in a dispute about the proper method of
calculation of loss in the event (which occurred) of early termination of three
non-deliverable foreign exchange contracts entered into with Australia and
New Zealand Banking Group Ltd (ANZ).  Subsequent to the hearing before
Aikens J, SG instructed different solicitors (Slaughter and May) as well as fresh
counsel (Mr Milligan QC and Mr Hancock) who appeared before us, and have
identified various points not raised before the judge.  The relevant facts and
the general issue appear with clarity from the notice of appeal submitted on
SG’s behalf by Slaughter and May:

‘1. The Claimant (“ANZ”) and the Defendant (“SG”) were parties to
three non-deliverable forward foreign exchange contracts (“the
Transactions”) contained in amended Confirmations dated 14 April, 1998,
14 April 1998 and 28 May, 1998 respectively.

2. The Transactions provided for the payment on their respective
Settlement Dates, viz. 1 October, 1998, 12 November, 1998 and 25
November, 1998, of a sum in US dollars calculated by reference to their
notional amounts, viz. US$10m, US$5m and US$10m respectively, and by
reference to the change in the rate of exchange between the US dollar and
the Russian rouble between the Trade Date, viz. 6 November, 1997, 12
November, 1997 and 26 November, 1997 respectively, and the Settlement
Date.  The payment fell to be made by SG to ANZ if the rouble
depreciated against the dollar and vice versa.

3. The Transactions were subject to the terms of an ISDA Master
Agreement between the parties dated as of 17 February, 1995.  The ISDA
Master Agreement allowed of Early Termination upon the occurrence,
among other things, of an Additional Termination Event (s 5(b)(v)).  A
Russian Market Event constituted an Additional Termination Event
(Clause 7 of the Confirmations) and a Russian Market Event included a
banking moratorium.

4. It is common ground that the Transactions were terminated early,
viz. on 24 September, 1998, by SG by virtue of the Russian banking
moratorium announced on 17 August, 1998.

5. As a result of the Early Termination of the Transactions the parties
were obliged to split the difference between their respective Losses in
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connection with the Transactions (ss 6(d)(ii) and 6 (e)(ii)(2)(B) of the ISDA
Master Agreement).

6. Before Aikens J. it was common ground that ANZ’s loss was
US$16,719,459 and that SG’s gain (i e. a negative Loss) on the Transactions
themselves was the same amount, thus splitting the difference on that
basis would have given the same amount.  The dispute between the
parties was as to whether SG was entitled to take account of a loss on
three hedging contracts, by virtue of the definition of Loss in s 14 of the
ISDA Master Agreement.

7. The hedging contracts had been concluded between SG and Banque
Société Générale Vostok (“Vostok”) on 6th, 12th and 26th November,
1997 respectively.  Their terms were in all material respects the same as
the Transactions, except that the initial rate of exchange differed slightly
and the third contract had a notional amount which was US$0·5m greater
than the Transaction which it hedged, i e. US$10·5m not US$10m, and an
Effective Date which was one day earlier, i e. 25th, not 26th, November,
1997.

8. SG calculated that its loss on the hedge contracts had been
US$16,245,734, so that its Loss in connection with the Transactions,
taking account of the hedge contracts, was US$473,725.  Splitting the
difference between the Losses, there was a sum of US$8,596,592 due from
SG to ANZ.  SG paid that sum on 17th May, 1999.

9. Aikens J. held that ANZ, was not entitled to bring the loss on its
hedge contracts into account and therefore that the balance of
US$8,122,867, ie, the difference between US$16,719,459 and US$8,596,592, was
still due.  He gave summary judgment for that amount.

10. Aikens J. also gave summary judgment for interest at the rates,
namely the Applicable Rates, stipulated in the ISDA Master Agreement
(ss 6(d)(ii) and 14) on the basis that the Payment Date occurred two local
Business Days after ANZ had notified SG of its Loss and had notified SG
that it disagreed with SG’s calculation, i e. on 5th October, 1998.  He
awarded interest at the Default Rate from that date.

Calculation of Loss

11. Section 14 of the ISDA Master Agreement defines the Loss suffered
by one party (so far as material) as: “… an amount that party reasonably
determines in good faith to be its total losses and costs (or gain, in which
case expressed as a negative number) in connection with … that … group
of Terminated Transactions … including any loss of bargain, cost of
funding or, at the election of such party but without duplication, loss or
cost incurred as a result of its terminating, liquidating, obtaining or
re-establishing any hedge or related trading position (or any gain resulting
from any of them).”

12. Aikens J. held that the losses suffered by SG on the hedging
contracts were not suffered “as a result of ” the termination or liquidation
of those contracts ([1999] 2 All ER (Comm) 625 at 635), but rather as a
result of Vostok’s inability to pay because of the banking moratorium …’

ISDA standard terms

2. For convenience I set out in the schedule to this judgment the full terms
of certain of the standard ISDA provisions relating to (a) payment on maturity
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(section 2) and (b) the calculation of the payments to be made upon early
termination under both the ‘Loss’ and the alternative ‘Market Quotation’
basis.  Before us, it was common ground that the ‘Loss’ and ‘Market
Quotation’ clauses aim at broadly the same result and may to that extent assist
to construe each other, although the confirmations relating to the transactions
between ANZ and SG specified that any payments on early terminations
should be settled on the basis of the ‘Loss’ section.

The issues in outline
3. In para 13, the notice of appeal identifies the only issue argued before the

judge and raised by the notice of appeal before us, as follows:

‘13.  Aikens J. was undoubtedly right to conclude that the losses could
not be brought into account unless they had been suffered “as a result of”
terminating or liquidating the hedge contracts.  That is what the
definition of Loss says.  In that sense, therefore, there clearly has to be a
close link between the loss and the termination or liquidation.  But he was
wrong to conclude that such a link did not exist and so were the reasons
which he gave for reaching that conclusion.’

4. By its notice of appeal dated 29 October 1999 SG also seeks to raise a new
point (which I will call the first new point).  This involves resiling from the
‘common ground’ stated in the first sentence of para 6 of the notice of appeal,
and asserting that ANZ’s loss (and SG’s corresponding gain) through
termination of the transactions with SG amounted not to some $US16·72 m,
but in each case to about $US100,000.  The argument is: (i) that the Russian
banking moratorium itself constituted a ‘Trade Event’; (ii) that, under the
terms of the confirmations, SG had the right to determine on the relevant
settlement dates that a ‘Trade Event’ existed; and (iii) that the consequence of
such a determination would have been to limit SG’s obligation to make any
payment to ANZ to one of four methods.  They would have been (a) payment
in dollars to an account in Russia designated by ANZ, or, in descending order
if and as ANZ determined such payment to be impossible or impracticable, (b)
payment in Russian roubles to an account designated by ANZ, (c) payment
between Russian affiliates to which ANZ and SG should assign their rights and
obligations under the relevant transaction or (d) the retention by SG of the
settlement amount until cessation of the ‘Trade Event’ and its payment then
with accrued interest at a rate to be agreed.

5. SG suggests, and one can see the force of the suggestion in the light of
the depth of the Russian financial crisis which the banking moratorium
reflected, that any of these methods would have been unattractive.  SG wishes
to submit that the market value of its transactions with ANZ as at the date of
their early termination would have been diminished accordingly; they should
have been valued not ‘clean’ (i e assuming that payment would have been
made by SG to ANZ in dollars in London as provided by the confirmations)
but ‘dirty’ (i e assuming that SG would or would probably have determined an
‘Event of Change’ if the transactions had reached their settlement dates, so
that the possible payments for the foreseeable future would have been in
accordance with one of the four specified methods); that the parties were
accordingly mistaken in proceeding before the judge on the basis that ANZ’s
loss and SG’s gain through their early termination each totalled $US16·72 m;
and that each’s actual loss and gain could be measured by reference to the
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amount that SG agreed that Vostok should pay SG in respect of the three
hedge contracts, that is 0·5% of their value or in absolute terms $US83,597·30.
The net economic effect, if this figure was ANZ’s loss and SG’s gain, would be
that SG should have paid ANZ that sum, not the $US8,596,592 actually paid
on 17 May 1999 or the full $US16·72m claimed by ANZ.

6. Mr Milligan conceded that, on this new approach, SG could no longer
pursue the case it argued before the judge to the effect that its suggested losses
on the Vostok hedges should be brought into account.  Further, although
originally SG sought to put before us fresh evidence to support the suggested
value of $US83,597·30, Mr Milligan conceded during the hearing that he could
not realistically ask us to determine any such value, which might be affected
by potentially irrelevant considerations such as Vostok’s credit status.  He also
pointed out that the question whether SG could recover the balance, on this
approach overpaid, of the $US8,596,592 paid on 17 May 1999 was a quite
separate question, which was not on any view before us.  He submitted,
however, that the first new point was sufficiently meritorious to justify us (a)
granting permission to raise it in principle, (b) allowing the appeal and (c)
ordering a full trial, at which both parties could deploy whatever factual or
expert evidence they wished upon it.  In his submission, although it was a
point which could and should have been raised below, it was a point of real
importance, not only to these parties but to the worldwide derivatives market
as a whole; it was an untested point which had arisen in the rare circumstances
of a banking moratorium, where commercial parties might well have a limited
or mistaken understanding of the allocation of risk intended or achieved by the
conditions which they had adopted or agreed; and the failure to appreciate the
point was essentially a failure by lawyers, grappling with complex conditions
in unfamiliar circumstances.

7. Just before the hearing of the appeal, SG sought to raise a second new
point.  This was based on the language of the ‘Loss’ clause requiring each party
to determine—

‘its total losses and costs (or gain, in which case expressed as a negative
number) in connection with … that Terminated Transaction …, including
any loss of bargain, cost of funding or, at the election of such party but
without duplication, loss or cost incurred as a result of its terminating,
liquidating, obtaining or re-establishing any hedge or related trading
position (or any gain resulting from any of them).’

Under the clause that begins ‘including’, Mr Milligan wishes to submit that SG
had a right to elect on what basis to measure its loss.  It had, he went on,
chosen to measure it by reference to its Vostok hedges; and that entitled it to
ignore any gain made on the ANZ–SG transactions, and to credit as its gain
only the very limited amount of $US83,597·30 received from Vostok.  Again,
on this approach, Mr Milligan did not seek to suggest that SG could pursue the
argument which it had run before the judge, to the effect that it was entitled
to bring into account the loss of $US16,245,734 allegedly made on its hedges.

8. The second new point is, in reality, unnecessary as far as SG is concerned,
if it is allowed to raise its first new point.  Its attraction for SG is that it offers
a partial mitigation against the event of the court refusing permission to SG to
go back on the common assumption before the judge, that ANZ made a loss
and SG a gain of $US16,719,459 under the ANZ–SG transactions.  The Vostok
hedges were on largely back-to-back terms with the transactions between
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ANZ and SG.  (Vostok was and is in fact owned by SG, although SG did not
guarantee obligations undertaken by Vostok.)  The confirmations included
similar provisions regarding a ‘Trade Event’ to those agreed between ANZ
and SG.  By introducing the concept of election, SG seeks to measure its gain,
in connection with the early termination of the ANZ–SG transactions, by
reference to what it submits was the diminished value of the Vostok hedges
arising from the virtual certainty that a ‘Trade Event’ would have existed at
their settlement dates, and the resulting risk that Vostok’s payment
obligations to SG would, by determination of an ‘Event of Change’, be
restricted to one of the four methods.  The effect, if SG was not allowed to
raise its first new point, would be that, although SG could not, as it would like
to, challenge the proposition that ANZ had suffered a loss of $US16,719,459,
SG could still challenge the proposition that SG had made a like gain.  SG’s
gain would, on SG’s case, be $US83,597·30, although Mr Milligan’s concession
that this opened up factual issues means that the actual figure could only be
determined by a trial.  The figures, on SG’s case, would thus be, on ANZ’s side,
a loss of $US16,719,459 (unless SG was permitted to raise its first new point)
but, on SG’s side, a gain of $US83,597·30, so that SG’s liability to ANZ would
consist of $US8,401,528, only a little less than SG has actually paid.

9. There is, however, a potentially relevant difference between the ANZ–
SG contracts and the SG–Vostok contracts.  Whereas under the former, the
option to determine an ‘Event of Change’ belonged to SG which would be the
paying party if the rouble fell against the dollar, under the Vostok hedges the
like option belonged to SG which would be the receiving party in that event.
Despite their corporate relationship, it would by no means appear to follow
that SG would on settlement declare an ‘Event of Change’ as against Vostok,
even if it could.  I also note in parenthesis that there appears to be no indication
that SG did, in fact, determine that an ‘Event of Change’ had occurred in
respect of the one Vostok hedge that actually matured (on 1 October 1998).
All this may in turn cast doubt on the factual proposition that SG would have
been bound on the relevant settlement dates of the ANZ–SG contracts to have
determined that an ‘Event of Change’ had occurred, if it had not already
determined such an event in order to achieve early termination.

The issue argued before the judge

10. It is appropriate to start with the issue argued before the judge, which
is formally before us.  SG’s submission was that it should be able to bring into
account as a loss its losses under the hedges which it effected with Vostok.  In
support of this, SG relied upon the inclusion, in each of the three
confirmations specifically agreed between the parties, of the ‘Russian Market
Event’ clause together with provision that the standard ISDA ‘Loss’ clause
should apply in the event of any early termination.  Thus, it was said, the
reference to hedging in the ‘Loss’ clause must contemplate hedging contracts,
like those between SG and Vostok, which might be affected by a banking
moratorium leading to early termination under the ‘Additional Termination
Event’ clause, and must specifically contemplate the loss which might arise on
such contracts upon such a banking moratorium.  The judge rejected this
argument, on the ground that the meaning of the standard ISDA ‘Loss’ clause
could not depend on terms agreed by the parties under a specific confirmation,
and that there is nothing in the ISDA ‘Loss’ clause to suggest that it is
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specifically directed to losses flowing from a banking moratorium.  I agree
with the judge’s view.

11. The ‘Loss’ clause does however refer in general terms to loss or costs
incurred as a result of a party terminating or liquidating any hedge.  The judge
held that, in circumstances such as the present, it was not the fact of
termination or liquidation of the hedging contracts with Vostok that led to
SG’s losses on those contracts.  Rather, it was the fact that, because of the
banking moratorium, Vostok could not pay—either on their settlement dates
or on their early termination or at any time.  By an agreement dated 5
November 1998 a number of foreign exchange contracts between SG and
Vostok, including the three hedges, were liquidated for an agreed payment of
$US177,000 by Vostok, said to correspond ‘to the amount market participants
were willing to pay to [SG] to be substituted in [SG’s] rights against [Vostok]
under the unmatured and  matured NDFs [i e non-deliverable forward
contracts]’.  One of the hedge contracts had already matured, on 1 October
1998.  The almost complete lack of value attributed to this contract cannot
have been due to any termination.  It must, if it accurately reflected its market
value, mean that this contract had no substantial value before, on and after its
maturity.  The fact that its loss of value was reflected by SG and Vostok in an
agreement, which they chose to head ‘re: Early termination of
Non-Deliverable Forward Transactions (NDFs)’, does not mean either that
that contract was terminated early or, more importantly, that any such loss of
value was attributable to its termination or liquidation, early or late.  It must
have been due either to the banking moratorium and its effect on the value of
contracts with Russian banks such as Vostok, or to a failure to value the
contract correctly.  Similarly, in relation to the other two contracts, although
they had not matured, their loss of value, reflected in their actual early
termination on 5 November 1998, must at best, from SG’s viewpoint, have
resulted from the intrinsic loss of value of such contracts, irrespective of their
termination or maturity.

12. The judge said that, on SG’s case, the incidence of this type of loss
would be adventitious, since it would depend upon the identity and
circumstances of any particular counterparty with whom SG chose to hedge
their commitments to ANZ, in circumstances where ANZ would not normally
and did not here know whether any hedge had been concluded or with whom.
SG’s response is that whether or not there is a hedge is always adventitious,
but that the ‘Loss’ clause undoubtedly provides for some form of loss or gain
resulting in connection with a hedge to be brought into account—in other
words, the existence of a hedge is contractually foreseen and provided for.

13. The critical question is however for what purpose it is foreseen and
how it is provided for.  This brings one back to the actual language of the ‘Loss’
clause, and the scope of the words ‘as a result of ’ in the phrase ‘loss or cost
incurred as a result of its terminating, liquidating, obtaining or re-establishing
any hedge or related position (or any gain resulting from any of them)’.  Here
I find myself in full agreement with the judge that (a) it is readily
understandable that the parties should agree to share loss or gain arising from
the accelerated termination or liquidation or the need to take accelerated steps
to obtain or re-establish a hedge, but that (b) it is inherently unlikely that a
party in ANZ’s position entering into a futures contract with SG would agree
to share the risk of the simple collapse in value of a hedge arranged by its
counterparty, SG.  It must be borne in mind that SG’s case at this point
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proceeds on an assumption that ANZ’s loss and SG’s gain in connection with
the termination of the ANZ–SG contracts was in each case $US16,719,459.  A
result which also brings into account a supposed additional loss, by SG, of
$US16,245,734 under its own hedges would be by itself surprising.  It would
become more, not less, surprising, if SG is permitted to raise and succeeds on
its first new point, since the effect would logically be that, although SG only
owed ANZ less than $US100,000 in respect of the ANZ–SG transactions, SG
could claim that ANZ should bear half of its suggested loss of $US16,245,734
in respect of the Vostok hedges.  Needless to say, Mr Milligan did not suggest
this before us.  In reality, he barely advanced the case which SG put before the
judge.

14. Like the judge, I find it unnecessary to go into many of the other
arguments raised in the affidavits.  The only additional observations that I
would make concern the ‘Market Quotation’ clause, which is under standard
ISDA terms an alternative basis for measuring the amount payable by one
affected party to the other on early termination.  In its evidence, SG suggested
that it was with problems like the present in mind that it chose to have the
method of assessment set out in the ‘Loss’ clause inserted in the present
contracts, in preference to the alternative ‘Market Quotation’ clause.  Even if
that was the basis, there is nothing to show that it was communicated to or
shared with ANZ, and it is therefore irrelevant.  ANZ’s evidence was that it
agreed the ‘Loss’ clause as an appropriate measure in circumstances where
market quotations might well not be readily obtainable.

15. Before us, in this area, SG’s case has undertaken another
metamorphosis.  It is now common ground that the ‘Market Quotation’ and
‘Loss’ clauses aim at broadly similar, although by their nature not always
precisely the same, results.  The structure of the relevant ISDA terms (set out
in the schedule) confirms this.  There is a possibility of considerable overlap
between the basis of calculation of the amount payable on one and the other
basis.  Quotations from market dealers may be used to determine loss under
the ‘Loss’ clause, while loss (as defined in the ‘Loss’ clause) may be used under
the ‘Market Quotation’ clause to determine the settlement amount for any
terminated transaction for which a market quotation ‘cannot be determined
or would not … produce a commercially reasonable result’.  There is however
nothing in the ‘Market Quotation’ clause which could support an argument
similar to that which SG advanced before the judge.  Since that argument
could, if accepted, have very fundamental effects in shifting major financial
and commercial risks, comparison of the ‘Market Quotation’ and the ‘Loss’
clauses therefore provides a yet further pointer to the correctness of the
judge’s conclusion.

16. The result is that I have no hesitation in upholding the correctness of
the judge’s decision on the point argued below.

SG’s applications for permission to rely on two new points
17. I turn now to the two new points which SG seeks to advance in this

court.  In my judgment, it should not be permitted to raise either of them.
They are, as I have indicated, closely linked in their nature and motivation.
The first new point aims to reopen what was common ground below
regarding ANZ’s loss and SG’s gain under the ANZ–SG transactions.  The
second new point, by introducing the concept of election, seeks to make
irrelevant the concession regarding SG’s gain under the ANZ–SG transactions,
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and to transfer attention to SG’s limited gain of $US83,597·30 under the
Vostok hedges.  But more is on any view needed to show that the value of the
Vostok hedges was only $US83,597·30.  The mere fact that SG accepted a
limited payment from Vostok, or indeed that a third party bank (JP Morgan)
offered only 0·5% to stand in SG’s shoes vis-à-vis Vostok, cannot suffice.  The
argument which SG uses at this point is precisely the same argument as SG
wishes to deploy by its first new point, namely that the likelihood that there
would be a ‘Trade Event’ at the settlement date diminished the market value
of the relevant transactions—that is of the SG–Vostok hedges just as much as
the ANZ–SG transactions.

18. This litigation was begun in March 1999, in respect of transactions
terminated in September 1998.  ANZ’s summons under RSC Ord 14 and
Ord 14A was issued on 1 April 1999 and served with a supporting affidavit of
the same date.  The new rules came into force later in April 1999.  SG paid the
sum of $US8,596,592 on 17 May 1999.  M Wellers of SG made a witness
statement in answer on 11 June 1999, ANZ responded on 5 July 1999 and SG
replied on 20 July 1999.  The parties agreed to the resolution by the judge
under RSC Ord 14A of the sole issue then arising.  After an oral hearing the
judge’s judgment on that issue was handed down on 21 September 1999.  The
first new point was not raised until the notice of appeal dated 29 October 1999,
and the second not until 20 January 2000, the day before the hearing before us.

19. Both new points could and should have been raised in the evidence for
and on the hearing before the judge.  Under the old rules, it was clearly
established that a hearing under RSC Ord 14 (and all the more under RSC
Ord 14A) constitutes a ‘trial or hearing on the merits’: see The Supreme Court
Practice 1999 para 59/10/12.  The basic principle in this situation was that
‘When a litigant has obtained a judgment in a court of justice … he is by law
entitled not to be deprived of that judgment without very solid grounds’: see
para 59/10/13.  When fresh evidence was relied upon, the three conditions
stated in Ladd v Marshall [1954] 3 All ER 745, [1954] 1 WLR 1489 had to be
satisfied, that is that the evidence could not have been obtained with
reasonable diligence for use at the trial, that it must be such that, if given (and
accepted), it would be decisive, and that it must be apparently credible, though
it need not be incontrovertible.

20. Mr Milligan’s starting point is that he is only asking us to consider
certain new submissions of construction and so law.  It is only if we accept
these that, he submits, there will have to be any investigation of facts or
admission of fresh evidence.  He points out that that investigation could never
have taken place under RSC Ord 14 or RSC Ord 14A.  All that he is asking
therefore is that SG should be put in the same position as if it had raised the
new points in its evidence and before the judge.  The judge would then have
ruled on those points also, and, whoever had lost on them, the case would
probably still have come to the Court of Appeal.  Assuming SG to be wrong in
principle on its new points, the Court of Appeal would have decided no more
than that, just as ANZ asks us to do now.  Assuming SG to be right on either
of its new points, the court would have had to make an order for a full trial,
just as SG accepts it would have to do now.  On that basis, SG’s failure to raise
such points earlier can have caused no real prejudice at all.  At most it can have
caused a matter of months’ delay and some cost, if one assumes SG succeeding
on one of its new points before the judge, and the matter being sent for trial
without any appeal by ANZ.
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21. These were attractively put submissions, but they do not give due
weight to ANZ’s interest in the judgment which it has obtained after a trial or
hearing on the merits.  That consideration is in no way reduced under the new
rules.  Indeed, it is to my mind reinforced by the court’s duty actively to
manage cases to further the overriding objective of dealing with them
expeditiously and fairly, by, amongst other things, ‘identifying the issues at an
early stage’ and ‘deciding promptly which issues need full investigation and
trial and accordingly disposing summarily of the others’ (CPR 1.1(2)(d) and
1.4(2)(b) and (c)), and the parties’ duty to help the court further that overriding
objective (CPR 1.3).  I would not therefore permit SG now to raise its first new
point, even though the financial significance of that point amounts to
$US8,122·867 with interest if SG wins, plus potentially a further $US8,596,592,
if SG could establish a claim to recover the sum which, on this hypothesis, was
not owed when SG paid it on 17 May 1999.  As to the second new point, if that
stands alone, its significance is simply to reduce SG’s liability to $US8,401,528,
little less than the $US8,596,592 paid on 17 May 1999.  The amount in issue on
it, therefore, represents the bulk of the additional $US8,122,867 which the
judge ordered SG to pay to ANZ.

The issues of principle raised by the new points

22. I shall however also indicate my views on the issues of principle
involved in the two new points, since they were extensively argued before us.
The central issue is whether SG could have claimed to value either the ANZ–
SG or the SG–Vostok transactions ‘dirty’, that is taking into account any
diminution in value due to the possibility or prospect that SG might, if it had
not previously determined that a ‘Russian Market Event’ had occurred
constituting an ‘Event of Change’, have determined that a ‘Trade Event’
existed on the relevant settlement dates and so have restricted its payment
obligations to whichever ANZ selected of the four methods specified in the
confirmationsa.  This is an issue of some complexity, but I have come to the
conclusion that Mr Barnes’ submission on it is to be preferred.  Again it is
helpful to look at the position on a ‘Market Quotation’ basis, since it is
common ground that the ‘Loss’ and ‘Market Quotation’ bases aim at broadly
similar results.  The replacement transaction on a ‘Market Quotation’ basis is
one that—

‘would have the effect of preserving … the economic equivalent of any
payment or delivery (whether the underlying obligation was absolute or
contingent and assuming the satisfaction of each applicable condition
precedent) by the parties under Section 2(a)(i) in respect of such
Terminated Transaction … that would, but for the occurrence of the
relevant Early Termination Date, have been required after that date.’

The provision goes on:

‘For this purpose, Unpaid Amounts in respect of the Terminated
Transaction … are to be excluded but, without limitation, any payment
or delivery that would, but for the relevant Early Termination Date, have

a I set on one side the possible problem (not identified in argument before us) that, under the SG

Vostok contract that matured on 1 October 1998, SG (to whom the right belonged) does not appear
actually to have declared any ‘Trade Event’.
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been required (assuming satisfaction of each applicable condition
precedent) after that Early Termination Date is to be included.’

‘Unpaid Amounts’ are however only excluded here, because they are added to
the amount calculated by ‘Market Quotation’ elsewhere, as a result of ISDA
section 6(e).  They too are defined (as set out above) in terms which (by
reference to ISDA section 2(a)(iii)) mean that all conditions precedent must be
deemed to have been satisfied.  ISDA section 2(a) is set out earlier in this
judgment.

23. Under cll 5 and 6 of the confirmations payments in dollars by SG to
ANZ are to be made in London, and under section 2(a)(ii) it was on any view
contemplated that they would be made in freely transferable dollars.  Only in
section 7 of the confirmations are there included special additional terms
defining and regulating the ‘Trade Events’, ‘Cost Events’, ‘Russian Market
Events’, and ‘Events of Change’.  ‘Event of Change’ is defined as:

‘The determination by SG that (i) a Trade Event exists on the Settlement
Date, or (ii) subsequent to the Trade Date a Russian Market Event or a
Cost Event has occurred which has continued for at least two (2)
consecutive New York Business Days or until the Settlement Date,
whichever comes first.’

Under the heading ‘Occurrence of an Event of Change’, there then appears in
sub-cl (a) the provision which I have described whereby, if SG determines that
a ‘Trade Event’ exists on the relevant settlement date, its payment obligation
on settlement is limited to one of the four specified methods.  Sub-clause (d)
provides:

‘(d) Upon the occurrence of an Event of Change due to a Russian Market
Event, an Additional Termination Event shall be deemed to have
occurred in respect to such event …’

Sub-clause (e) provides that, in the event of an ‘Additional Termination Event’
within sub-cl (d), both parties shall be ‘Affected Parties’ and the ‘Loss’ clause
shall apply.

24. If the Market Quotation basis of calculation had been adopted between
ANZ and SG, it is clear that it would have been necessary to assume the
satisfaction of all conditions precedent both in respect of any amounts unpaid
on early settlement and in respect of any future payments on settlement.  The
task of the ‘Reference Market Makers’ would not have been to put themselves
in the shoes of either of the actual parties under the actual transaction, but to
assess the consideration required to enter into a replacement transaction to
preserve the economic equivalent of any payment provided by such
transaction on a hypothetical basis.  One hypothesis is that no ‘Early
Termination Event’ has occurred or been effectively designated, another that
‘each other applicable condition precedent specified in this Agreement’ has
been and will be satisfied.

25. An ‘Early Termination Event’ can only be the result of an ‘Event of
Default’ or of a ‘Termination Event’.  The non-occurrence of an ‘Event (or
“Potential Event”) of Default’ is itself a specified condition precedent.
‘Termination Events’ as such are not specified as conditions precedent.
Looking at those specified in ISDA section 5(b), most of them appear to have
no bearing on the value of ‘the economic equivalent of any payment or
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delivery … by the parties under Section 2(a)(i)’.  But we were referred to the
first, illegality, to test the parties’ arguments.  Mr Milligan submitted that, in
the event that either party treated a supervening event of illegality, preventing
payment under the transaction, as an ‘Early Termination Event’, the ‘Market
Quotation’ basis would then require the transaction to be viewed as in effect
valueless.  On this, I would observe that the illegality would by no means
necessarily apply to the payments on ‘Early Termination’ required by section
6(e).  If it did, they could not be paid for that reason.  If it did not, then there
is nothing in the ‘Market Quotation’ clause to indicate that any such illegality
must be taken into account in valuing ‘the economic equivalent of any
payment or delivery … by the parties under Section 2(a)(i)’.

26. Likewise, coming directly to the difficulty which has arisen in this case,
there is nothing in the ‘Market Quotation’ clause to suggest that ‘the economic
equivalent of any payment or delivery … by the parties under Section 2(a)(i)’
must be arrived at by assessing the risk that a ‘Trade Event’ might exist on the
settlement date and that SG might determine that it did.  Indeed, if one looks
at the structure of the confirmation clause ‘Occurrence as an Event of
Change’, it seems clear that its intention was not to alter the value of the
contractually required payment or delivery.  The provision for the payment of
interest in part (4) underlines this.  The effect which market participants might
or might not regard it as having on the transactions in the present Russian
economic crisis is a different matter.  Further, to treat the contracts as
requiring an assessment of the likelihood of a ‘Trade Event’ existing and being
invoked on settlement, and of the effect of this possibility on the instruments
value would appear to introduce a difficult and uncertain area of speculation
into a calculation which was clearly intended to be undertaken both quickly
and objectively.  It would not necessarily even be in SG’s own interest to pay
dollars to an account in Russia, still less to put itself to the risk of having to
retain the settlement amount indefinitely subject to interest ‘to be agreed’.

27. It is true that the contract does not expressly make the absence of a
determination of a ‘Trade Event’ at the settlement date a condition precedent
to payment as agreed in cll 5 and 6 of the confirmations.  But it is also true that
it is difficult to tie the reference in ISDA section 2(a)(iii) to ‘each other
applicable condition precedent specified in this Agreement’ in to other
particular terms.  One place where additional conditions precedent may be
found is among the specially agreed provisions of the confirmations.  The
concepts of ‘Trade Event’, ‘Cost Event’, ‘Russian Market Event’, ‘Event of
Change’ and ‘Occurrence of an Event of Change’ are none of them ISDA
concepts, they are tailor-made for these transactions and it is accordingly
understandable if their language does not in all respects echo or tie exactly into
that of the standard ISDA terms.  The effect of ‘Occurrence of an Event of
Change’ is, in specified circumstances, to transmute SG’s primary obligation
under cll 5 and 6 to make payment on the settlement date in dollars in London
into an obligation to make payment by one of the four specified methods.  It
is not difficult, therefore, to treat the non-occurrence of an ‘Event of Change’
as a condition precedent to SG’s obligation to make any payment on
settlement under section 2(a)(i).  On that basis the language of the ‘Market
Quotation’ clause is precisely satisfied.

28. A possible and more general argument in an opposite direction is that
the ‘Occurrence of An Event of Change’ clause was clearly intended to operate
as a restriction of SG’s obligations on settlement in the case of a ‘Trade Event’
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at that date.  Compare sub-cl (b) whereby any obligations of ANZ to SG on
settlement in the case of a ‘Trade Event’ would have fallen to be paid by ANZ
in dollars to a United States account.  Why then should SG’s obligations on
‘Early Termination’ be free of, and ANZ free to ignore, any such restriction?
For whatever reason, the fact is however that payments on early termination
under ISDA section 6(e) are free of any such restriction.  Further, it was up to
SG to weigh the benefits or disadvantages of early termination, it was under
no obligation to invoke early termination, and, if it did so, the situation fell
outside any tailor-made clause in the confirmations and within the standard
ISDA wording.  I have already pointed out that, whatever its actual effect in
circumstances such as the present, it cannot have been the purpose of the
‘Occurrence of An Event of Change’ clause in the confirmations to affect the
value of the payments due under the transactions.

29. Returning to the ‘Loss’ clause which directly governs the present
transactions, the position regarding any sum unpaid or any delivery unmade
at ‘Early Termination’ is identical.  In that connection, the clause requires
satisfaction of every applicable condition precedent to be assumed.  As regards
loss in connection with the future non-performance of the transaction, the loss
requires a party to assess its total losses and costs (or gains) in connection with
any terminated transaction, including loss of bargain, cost of funding or
certain loss or cost (to which I come in more detail below) associated with any
hedge or related trading position.  It refers, as I have indicated, to the
possibility that such loss or gain may be measured by market quotation—
which may be of a less formal nature than that required under the ‘Market
Quotation’ clause (cf the last sentence of section II.G.4 of the ISDA Users’
Guide (1993 edn)).  Bearing in mind the intention of the ‘Loss’ and ‘Market
Quotation’ clauses to arrive at broadly the same results, the calculation of loss,
or loss of bargain, must proceed on the same basis, that is valuing the
transaction according to the nominal value of the payments which would have
been required under it, assuming satisfaction of all conditions precedent.

30. I would therefore have held that ANZ’s loss and SG’s gain on early
termination of the ANZ–SG transactions fell to be valued ‘clean’.  That is
without reference to the possibility that, had no early termination date been
determined by SG, SG might still, under cl 7 of the confirmations, have
determined on settlement that a ‘Trade Event’ existed, and so have restricted
SG’s obligation to pay to one of the four specified methods.  SG’s gain under
and on any early termination of the Vostok hedges should have been valued
accordingly.  The suggested value of 0·5% for which SG settled with Vostok
was either reached under a misconception as to the true construction of the
ISDA early termination provisions as incorporated in the Vostok hedges, or it
was arrived at on the basis of extraneous considerations, such as Vostok’s
diminished credit-rating or an assumption (as expressed by JP Morgan when it
suggested 0·5%) that all Russian banks engaging in foreign exchange business
should be treated as in de facto default.

31. I need say little about SG’s second new point.  We heard much
argument on the interpretation of the phrase:

‘… including any loss of bargain, cost of funding or, at the election of
such party but without duplication, loss or cost incurred as a result of its
terminating, liquidating, obtaining or re-establishing any hedge or related
trading position (or any gain resulting from any of them).’
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This phrase divides into three sections: (i) loss of bargain, (ii) cost of funding
and (iii) what may loosely be called any hedge loss or cost, with any reverse
gain being in each case also to be taken into account.  Whether or not the
phrase contemplates or allows a true election between (iii) and any other
measure of recovery appears to me irrelevant.  Under (i), it is common ground
that, in so far as ANZ suffered any loss (whether large or small) on the ANZ–
SG transactions, SG made a corresponding gain.  If (iii) is treated, as
Mr Milligan contends, as an alternative basis of assessing SG’s gain by
reference to any hedge or related trading position which SG may have
arranged or may arrange on a back-to-back basis, no different result arises.  If
ANZ’s loss is to be measured ‘clean’, its loss will be large, and on that basis
SG’s gain on any early termination of the Vostok hedges ought to have
measured as a large amount, although SG (on this hypothesis either
erroneously or due to extraneous factors) settled with Vostok for a small sum.
If ANZ’s loss is to be measured ‘dirty’ (and assuming SG were permitted to
rely on their first new case), then ANZ’s loss will be small, and SG’s gain on
any early termination of the Vostok hedges would be likely also to be small—
though the fact that the Vostok hedges were not precisely back-to-back, since
it was SG that had the option under them whether or not to determine that an
‘Event of Change’ existed on any settlement date, might affect their ‘dirty’
value.  If the Vostok hedges yielded less, and SG received less, than would
otherwise have been the case, because (for example) Vostok was insolvent or
of doubtful credit-worthiness, Mr Milligan accepts that this would have to be
ignored (and the hedges would in effect have to be revalued) when calculating
loss under the ‘Loss’ clause.

32. I therefore think it unnecessary to enter into the debate whether the
third section of the phrase is an alternative (analogous as Mr Milligan
suggested to the second limb of the rule in Hadley v Baxendale (1854) 9 Exch
341, [1843–60] All ER Rep 461) for which SG may at will elect; or whether, as
Mr Barnes suggested, it covers no more than minor ‘breakage’ costs or
arrangement fees involved in arranging the cancellation of some existing or
arrangement of some fresh hedge.  The ISDA Guide contains a very brief
indication that the introduction of this section enables recovery of ‘breakage
costs’.  But it does not reproduce, explain or in my judgment do full credit to
the scope of the actual words used.  I also note that ANZ itself when
calculating its loss after the early termination treated the third section as a
primary measure, and (echoing its words) based its calculations ‘on the cost
that would be incurred by us of obtaining or re-establishing a hedge or related
trading position as of the earliest date after 24 September 1998 as is reasonably
practicable’ (letters of 29 September and 1 October 1998).  Whilst this is no
guide to construction, it does correspond with my own impression as to the
scope of the words.  They seem to me wide enough to cover the substantive
cost, after an early termination, of obtaining a hedge or trading position to
cover a party in respect of the other’s unfulfilled obligations; or of a party
buying itself out of a related transaction which the terminated transaction was
designed to cover, and, likewise, wide enough to cover any substantive gain
made on realising any such hedge or trading position.  However, it is, as I have
indicated, unnecessary to arrive at a final decision on this, since it makes no
difference.
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Conclusion

33. For the reasons that I have given, I would dismiss the appeal from the
judge’s decision, and I would further refuse SG’s applications for permission
to rely on each of the two new points not raised below, which it sought to
argue before us.

KENNEDY LJ.  I agree.

Appeal dismissed.

James Wilson Barrister (NZ).

SCHEDULE

ISDA standard terms

‘2. Obligations

(a) General Conditions.  (i) Each party will make each payment or delivery
specified in each Confirmation to be made by it, subject to the other
provisions of this Agreement.  (ii) Payments under this Agreement will be
made on the due date for value on that date in the place of the account
specified in the relevant Confirmation or otherwise pursuant to this
Agreement, in freely transferable funds and in the manner customary for
payments in the required currency … (iii) Each obligation of each party
under Section 2(a)(i) is subject to (1) the condition precedent that no
Event of Default or Potential Event of Default with respect to the other
party has occurred and is continuing, (2) the condition precedent that no
Early Termination Date in respect of the relevant Transaction has
occurred or been effectively designated and (3) each other applicable
condition precedent specified in this Agreement …

6. Early Termination …

(e) Payments on Early Termination.  If an Early Termination Date occurs,
the following provisions shall apply based on the parties’ election in the
Schedule of a payment measure, either “Market Quotation” or “Loss”,
and a payment method, either the “First Method” or the “Second
Method”.  If the parties fail to designate a payment measure or payment
method in the Schedule, it will be deemed that “Market Quotation” or the
“Second Method”, as the case may be, shall apply.  The amount, if any,
payable in respect of an Early Termination Date and determined pursuant
to this Section will be subject to any Set-off … (ii) Termination Events …
(2) Two Affected Parties.  If there are two Affected Parties:—(A) if Market
Quotation applies, each party will determine a Settlement Amount in
respect of the Terminated Transactions, and an amount will be payable
equal to (I) the sum of (a) one-half of the difference between the
Settlement Amount of the party with the higher Settlement Amount (“X”)
and the Settlement Amount of the party with the lower Settlement
Amount (“Y”) and (b) the Termination Currency Equivalent of the
Unpaid Amounts owing to X less (II) the Termination Currency
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Equivalent of the Unpaid Amounts owning to Y; and (B) if Loss applies,
each party will determine its Loss in respect of this Agreement (or, if
fewer than all the Transactions are being terminated, in respect of all
Terminated Transactions) and an amount will be payable equal to
one-half of the difference between the Loss of the party with the higher
Loss (“X”) and the Loss of the party with the lower Loss (“Y”) …
(iv) Pre-Estimate.  The parties agree that if Market Quotation applies an
amount recoverable under this Section 6(e) is a reasonable pre-estimate of
loss and not a penalty.  Such amount is payable for the loss of bargain and
the loss of protection against future risks and except as otherwise
provided in this Agreement neither party will be entitled to recover any
additional damages as a consequence of such losses …

14. Definitions

As used in this Agreement …

“Loss” means, with respect to this Agreement or one or more
Terminated Transactions, as the case may be, and a party, the
Termination Currency Equivalent of an amount that party reasonably
determines in good faith to be its total losses and costs (or gain, in which
case expressed as a negative number) in connection with this Agreement
or that Terminated Transaction or group of Terminated Transactions, as
the case may be, including any loss of bargain, cost of funding or, at the
election of such party but without duplication, loss or cost incurred as a
result of its terminating, liquidating, obtaining or re-establishing any
hedge or related trading position (or any gain resulting from any of them).
Loss includes losses and costs (or gains) in respect of any payment or
delivery required to have been made (assuming satisfaction of each
applicable condition precedent) on or before the relevant Early
Termination Date and not made, except so as to avoid duplication, if
Section 6(e)(i)(I) or (3) or 6(e)(ii)(2)(A) applies.  Loss does not include a
party’s legal fees and out-of-pocket expenses referred to under Section 11.
A party will determine its Loss as of the relevant Early Termination Date,
or, if that is not reasonably practicable, as of the earliest date thereafter as
is reasonably practicable.  A party may (but need not) determine its Loss
by reference to quotations of relevant rates or prices from one or more
leading dealers in the relevant markets.

“Market Quotation” means, with respect to one or more Terminated
Transactions and a party making the determination, an amount
determined on the basis of quotations from Reference Market-makers.
Each quotation will be for an amount, if any, that would be paid to such
party (expressed as a negative number) or by such party (expressed as a
positive number) in consideration of an agreement between such party
(taking into account any existing Credit Support Document with respect
to the obligations of such party) and the quoting Reference Market-maker
to enter into a transaction (the “Replacement Transaction”) that would
have the effect of preserving for such party the economic equivalent of
any payment or delivery (whether the underlying obligation was absolute
or contingent and assuming the satisfaction of each applicable condition
precedent) by the parties under Section 2(a)(i) in respect of such
Terminated Transaction or group of Terminated Transactions that
would, but for the occurrence of the relevant Early Termination Date,
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have been required after that date.  For this purpose, Unpaid Amounts in
respect of the Terminated Transaction or group of Terminated
Transactions are to be excluded but, without limitation, any payment or
delivery that would, but for the relevant Early Termination Date, have
been required (assuming satisfaction of each applicable condition
precedent) after that Early Termination Date is to be included …

“Unpaid Amounts” owing to any party means, with respect to an Early
Termination Date, the aggregate of (a) in respect of all Terminated
Transactions, the amounts that became payable (or that would have
become payable but for Section 2(a)(iii)) to such party under Section
2(a)(i) on or prior to such Early Termination Date and which remain
unpaid as at such Early Termination Date and (b) in respect of each
Terminated Transaction, for each obligation under Section 2(a)(i) which
was (or would have but for Section 2(a)(iii)) required to be settled by
delivery to such party on or prior to such Early Termination Date and
which has not been so settled as at such Early Termination Date, an
amount equal to the fair market value of that which was (or would have
been) required to be delivered as of the originally scheduled date for
delivery …’
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All England Official Transcripts (1997-2008)

Peregrine Fixed Income Limited v Robinson Department Store plc

Contract - Construction - Derivatives - Contract providing for specified defaults - Claimant committing
specified default - Defendant calculating loss according to market quotation rather than actual loss - Whether
market quotation commercially unreasonable - Whether claimant entitled to challenge market quotation -
Whether loss calculated according to actual loss or market quotation

(Transcript)

QUEEN'S BENCH DIVISION (COMMERCIAL DIVISION)

MOORE-BICK J

18 MAY 2000

18 MAY 2000

This is a signed judgment handed down by the judge, with a direction that no further record or
transcript need be made pursuant to Practice Direction 6.1 to Part 39 of the Civil Procedure Rules
(formerly RSC Order 59, r (1)(f), Order 68, r 1). See Practice Note dated 9 July 1990, [1990] 2 All ER
1024.

M Hapgood QC and M Swainston for the Claimant

I Milligan QC and A Baker for the Defendant

Clifford Chance; Slaughter and May

MOORE

-BICK J

1. This matter comes before the court by way of the trial of a claim under Part 8 of the Civil Procedure Rules
in which the claimant, Peregrine Fixed Income Ltd ('Peregrine') seeks the determination of a number of
issues between itself and the defendant, Robinson Department Store Public Company Ltd ('Robinson'),
relating to the construction of the Master Agreement (Multicurrency-Cross Border) (1992) of the International
Swaps and Derivatives Association Incorporated ('the Agreement'). The facts giving rise to the dispute are
set out in a long and carefully drafted agreement between the parties from which the following summary is
derived.

2. Peregrine is a company incorporated in Hong Kong which up to 12th January 1998 carried on business as
a provider of finance and financial products, including swaps and other derivatives. On 12th January 1998
the board of directors of its parent company resolved to seek the appointment of a provisional liquidator to
the company and on 16th January 1998 provisional liquidators of Peregrine were appointed following the
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presentation of a winding-up petition against it in the High Court of the Hong Kong SAR on 15th January
1998.

3. Robinson is a company incorporated in Thailand and carries on business as an operator of department
stores in that country. It is currently in the process of initiating a restructuring of its debts under the
supervision of the court. It has been accepted by Robinson and its creditors that under the proposed
restructuring arrangement the creditors' claims will be converted into equity. The eventual value of those
claims will therefore depend on the performance of Robinson's shares.

4. On various occasions prior to December 1997 Peregrine and Robinson entered into derivatives
transactions. In particular, on or about 20th November 1997 Peregrine and Robinson executed and
exchanged the execution copy of a letter dated 20th November 1997 ('the Confirmation Letter') which was
expressed to confirm a swap transaction under which, inter alia, Robinson agreed to pay Peregrine 25
annual instalments of US$6.85 million beginning in November 1998 and ending in November 2022. The
Confirmation Letter incorporated the 1991 Definitions published by the International Swaps and Derivatives
Association and provided that if they were not already parties to a 1992 Master Agreement the parties would
use their best endeavours to enter into one. On or about 16th December 1997 Peregrine and Robinson
executed a copy of the Agreement and Schedule dated 17 February 1997. It is common ground that the
terms of the Agreement and Schedule govern the contract between them and that English law is the proper
law of the contract.

5. The Agreement and Schedule are highly complex documents which give the parties the opportunity to
choose how the contract is to operate under certain defined circumstances. The parties exercise that choice
through the Schedule. In order to understand the issues to which this claim gives rise it is necessary to set
out some of the terms of the Agreement at length, but in the interests of brevity I shall confine myself to those
that are central to the dispute and summarise others where I think that may be of assistance. Most of the
terms used in this judgment are defined in the Agreement and such defined terms are denoted by initial
capitals. For ease of understanding I have adopted that convention throughout this judgment and accordingly
expressions which have been given initial capitals should be understood as referring to those expressions as
defined in the Agreement.

6. Section 2 of the Agreement is headed 'Obligations' and includes the following provisions:

'(a) General Conditions

(i) Each party will make each payment or delivery specified in each Confirmation to be made by it, subject to the other
provisions of this Agreement.

. . .

(iii) Each obligation of each party under s.2(a)(i) is subject to

(1) the condition precedent that no Event of Default . . . with respect to the other party has occurred and is continuing,

(2) the condition precedent that no Early Termination Date in respect of the relevant Transaction has occurred . . .'

7. Section 5 is headed 'Events of Default and Termination Events'. It sets out a number of situations which
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constitute Events of Default; these include an application by a party for the appointment of a provisional
liquidator for itself or for all or substantially all of its assets. It is common ground that steps were taken by
Peregrine on 15 January 1998 to seek the appointment of a provisional liquidator which fell within this
provision. It is also important to note, however, that s.5 also provides for what are called 'Termination Events'
which may lead to the termination of outstanding transactions but do not constitute Events of Default.
Termination Events fall into five categories described as 'Illegality', 'Tax Event', 'Tax Event Upon Merger',
'Credit Event Upon Merger' and 'Additional Termination Event', the last of these being additional
circumstances agreed by the parties to constitute Termination Events.

8. Section 6 deals with 'Early Termination'. It is important to note at the outset that it provides for Early
Termination of transactions under a variety of different circumstances. The first is on the occurrence of an
Event of Default for which s.6(a) provides as follows:

'Right to terminate Following Event of Default. If at any time an Event of Default with respect to a party (the 'Defaulting
Party') has occurred and is then continuing, the other party (the 'Non-defaulting Party') may, by not more than 20 days
notice to the Defaulting Party specifying the relevant Event of Default, designate a day not earlier than the day such
notice is effective as an Early Termination Date in respect of all outstanding Transactions. If, however, 'Automatic Early
Termination' is specified in the Schedule as applying to a party, then an Early Termination Date in respect of all
outstanding Transactions will occur immediately upon the occurrence with respect to such party of an Event of Default
specified in s.5(a)(vii)(6) [an application for the appointment of a provisional liquidator].'

In the present case the parties had specified Automatic Early Termination in the Schedule to the Agreement.

9. Section 6(b) deals with the right to terminate transactions following the occurrence of one of the
Termination Events already mentioned. It recognises that one or other or both of the parties may be affected
by the event in question. Such a party is described as an 'Affected Party'.

10. Section 6(e) is headed 'Payments on Early Termination'. Again, it is important to note that it deals
separately with termination following Events of Default in sub-paragraph (i) and termination following
Termination Events in sub-paragraph (ii). Moreover, sub-paragraph (ii) contains different provisions
depending on whether there are one or two Affected Parties. In the case of termination resulting from Events
of Default the parties have the opportunity at the time of entering into the Agreement to choose between
different formulae for calculating and paying the amount due from one to the other. It is unnecessary at this
point to analyse the different formulae; it is sufficient for the moment to say that these parties chose what is
described in s.6(e)(i)(3) as the 'Second Method and Market Quotation' formula which provides as follows:

'Second Method and Market Quotation. If the Second Method and Market Quotation apply an amount will be payable
equal to (A) the sum of the Settlement Amount (determined by the Non-defaulting Party) in respect of the Terminated
Transactions and the [US dollar] equivalent of the Unpaid Amounts owing to the Non-defaulting Party less (B) the [US
dollar] equivalent of the Unpaid Amounts owing to the Defaulting Party. If that amount is a positive number, the
Defaulting Party will pay it to the Non-defaulting Party; if it is a negative number, the Non-defaulting Party will pay the
absolute value of that amount to the Defaulting Party.'

The parties had chosen the United States dollar as the Termination Currency Equivalent, that is, the
currency in which all outstanding obligations should be expressed for the purposes of this calculation. I have
therefore inserted references to the US dollar in this sub-paragraph for the sake of simplicity. The expression
'Unpaid Amount' is self-explanatory, but in fact Peregrine had fulfilled all its payment obligations under the
contract and there were therefore no Unpaid Amounts outstanding in favour of Robinson as the
Non-defaulting Party.

11. In order to understand the effect of s.6(e)(i)(3) it is necessary to turn next to the definitions of 'Settlement
Amount' and 'Market Quotation'. It is also convenient at this stage to consider the definition of 'Loss'. These

Page 3

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 143 of 357



are all defined in s.14 of the Agreement.

12. 'Settlement Amount' is defined as follows:

' 'Settlement Amount' means, with respect to a party and any Early Termination Date, the sum of:

(a) The [US dollar] Equivalent of the Market Quotations (whether positive or negative) for each Terminated Transaction
or group of Terminated Transactions for which a Market Quotation is determined;

and

(b) such party's Loss (whether positive or negative and without reference to any Unpaid Amounts) for each Terminated
Transaction or group of Terminated Transactions for which a Market Quotation cannot be determined or would not (in
the reasonable belief of the party making the determination) produce a commercially reasonable result.'

13. The definition of 'Market Quotation' is very long and complex. The concept behind it is that of obtaining
an open market valuation of the obligation which the Non-defaulting party has lost as a result of the default
by obtaining from a representative number of first-class market-makers (the 'Reference Market-makers')
quotations for replacing the Defaulting party in the transaction. The material parts of the definition for present
purposes provide as follows:

' 'Market Quotation' means, with respect to one or more Terminated Transactions and a party making the
determination, an amount determined on the basis of quotations from [not less than three] Reference Market-makers.
Each quotation will be for an amount, if any, that would be paid to such party (expressed as a negative number) or by
such party (expressed as a positive number) in consideration of an agreement between such party (taking into account
any existing Credit Support Document with respect to the obligations of such party) and the quoting Reference
Market-maker to enter into a transaction (the 'Replacement Transaction') that would have the effect of preserving for
such party the economic equivalent of any payment or delivery ( . . . assuming the satisfaction of each applicable
condition precedent) by the parties under s.2(a)(i) in respect of such Terminated Transaction . . . that would, but for the
occurrence of the relevant Early Termination Date, have been required after that date.'

The definition of 'Loss' is also long and complex. For present purposes it is sufficient to quote the following
parts:

'Loss' means, with respect to . . . a party, the [US dollar] Equivalent of an amount that party reasonably determines in
good faith to be its total losses and costs (or gain, in which case expressed as a negative number) in connection with
the Terminated Transaction . . . including any loss of bargain, cost of funding or, at the election of such party but
without duplication, loss or cost incurred as a result of its terminating, liquidating, obtaining, or reestablishing any hedge
or related trading position (or any gain resulting from any of them) . . .'

15. In the present case the transaction embodied in the Confirmation Letter automatically terminated on 15th
January 1998 when Peregrine took steps to seek the appointment of a provisional liquidator. That was the
combined effect of the occurrence of an Event of Default falling within s.5(a)(vii)(6) and the parties' specifying
Automatic Early Termination as contemplated in s.6(a). There were no other outstanding transactions
between the parties at that date and it was therefore for Robinson as the Non-defaulting Party to determine
the Settlement Amount in accordance with s.6(e)(i)(3) of the Agreement. Quotations were sought from a
number of Reference Market-makers who were asked to quote a price for entering into a replacement
transaction, that is, to purchase Robinson's outstanding obligations. Three quotations were provided which,
after disregarding the highest and lowest as required by the Agreement, produced a figure of US$9,694,901.
In other words, those who were agreed to represent the market for these purposes valued Robinson's
obligation to pay US$6.85 million each year for twenty five years (a total of US$171.5 million, or a little over
US$87.3 million at present day values using conventional discounting methods) at just over US$9.5 million. If
one adopts the Market Quotation measure as the basis for calculating the Settlement Amount, the amount
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payable by Robinson to Peregrine under s.6(e)(i)(3) is US$9,694,901. That, therefore, is the amount for
which Peregrine would be entitled to prove in the liquidation (or in this case the reconstruction) of Robinson.

16. Against that background Mr Hapgood QC on behalf of Peregrine submitted that in this case the use of
the Market Quotation measure to calculate the amount payable under s.6(e) does not produce a
commercially reasonable result because it grossly undervalues Robinson's obligation, or more accurately,
what Robinson has gained as a result of the termination of the transaction. That much, he said, is
demonstrated by the extent of the discrepancy between the present discounted value of Robinson's
obligation and the figure obtained by Market Quotation. The possibility that a Market Quotation might not
produce a commercially reasonable result is one which is expressly contemplated in the definition of the
Settlement Amount. In such cases, he submitted, the definition requires that the Settlement Amount be
calculated by reference to the Defaulting Party's actual Loss rather than a Market Quotation. Accordingly,
instead of using Market Quotation Robinson should have used the alternative measure, Loss, for the
purposes of calculating the Settlement Amount. That would have resulted in the amount payable under s.6(e)
being US$87.3 million.

17. This is all very well as far as it goes, but it is important not to lose sight of the fact that the calculation of
the amount payable under s.6 is the responsibility of the Non-defaulting Party and in cases where the parties
have chosen the Market Quotation measure the Agreement only requires the calculation of the Settlement
Amount to be made by reference to the Loss measure if in that party's reasonable belief the use of Market
Quotation would not produce a commercially reasonable result. Robinson has said that it does believe that
Market Quotation produces a commercially reasonable result and Mr Milligan QC on its behalf has explained
why, in his submission, the result which it produces is both reasonable and in accordance with the wider
principles of the Agreement.

18. Against this background Peregrine has asked the court to determine the following five questions:

(1) Is Peregrine entitled to challenge Robinson's belief that the Market Quotation payment measure has
produced a commercially reasonable result?

(2) If so, does the Market Quotation payment measure produce a commercially reasonable result?

(3) If the answer to question (2) is 'No', is Peregrine entitled to require Robinson, and/or is Robinson bound,
to use the Loss payment measure in determining the Settlement Amount?

(4) If the answer to question (3) is 'Yes', or if the court is willing to determine this question in any event, is
Loss to be determined

(a) as Peregrine contends; or

(b) as Robinson contends?

(5) Without prejudice to the generality of question (4), is the creditworthiness of Robinson relevant to the
assessment of Loss, and if so, is there any condition, limitation or restriction on the extent to which, or in
respect of the manner in which, such creditworthiness should be considered as relevant or taken into
account?
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19. On the face of it one can well see why Peregrine considers that the use of Market Quotation as the basis
for calculating the amount payable under s.6 produces an unreasonable result in this case. Two closely
related questions immediately spring to mind: how can an obligation which has a nominal present value of
US$87.3 million be worth only US$9.7 million; and why does a valuation derived from the market (which in
principle ought to provide a reliable assessment of the value of the transaction) apparently fall so far short of
the figure which would ordinarily be attributed to the contract if one were valuing the loss of the bargain?

20. I think the answer to both of these questions lies partly in the fact that Robinson is itself in serious
financial difficulties, as the restructuring arrangements demonstrate. By seeking quotations from a group of
Reference Market-makers in accordance with the Agreement Robinson was effectively asking the market
how much it would pay to take over the benefit of its obligation. Unless precluded from doing so, it is
inevitable that when answering that question the market would consider not just the nominal amount of the
obligation but many other factors as well, including the period over which the payments were due to be made
and the risk of default on the part of Robinson. It has to be remembered that in this case none of Peregrine's
obligations remained outstanding and there was no form of security or credit support in place. In reality
Peregrine was simply holding a long-term unsecured debt due from Robinson. If the debtor is financially
weak, the market cannot be expected to regard his unsecured debt in the same way as it might regard the
debt of a first-class financial institution.

21. It was common ground that Reference Market-makers who are approached for quotations under the
terms of this Agreement are not required or expected to ignore the financial standing of the Non-defaulting
Party when considering what they would pay, or demand, as the price of entering into a Replacement
Transaction. The definition of Market Quotation expressly requires them to quote on the basis of entering into
a contract with the Non-defaulting party that would have the effect of preserving for that party the economic
equivalent of any payment due under the original contract and when doing so to take into account any
existing Credit Support Document relating to that party's obligations. As both parties recognised, this reflects
an assumption that the financial status of the Non-defaulting Party will be taken into account. The Reference
Market-makers are required to assume the satisfaction of each applicable condition precedent, but that only
requires them to assume that all conditions precedent to performance by the Non-defaulting party have
been, or will be, performed. It has no bearing on the ability of the Non-defaulting Party to perform when the
time comes. The Market Quotation measure is, therefore, one which in certain circumstances may result in
the payment which has to be made by the Non-defaulting Party to the Defaulting Party under s.6(e) failing to
a substantial degree to reflect fully the nominal value of the obligation owed by the Non-defaulting Party.

22. It was fundamental to Mr Hapgood's argument that the Market Quotation and Loss measures should lead
to a broadly similar result, and indeed he relied in part on the difference in the results he said they produced
in this case as evidence of the fact that the result produced by the Market Quotation measure is
commercially unreasonable. Whether any given result is in fact commercially unreasonable must very largely
depend on the extent to which it departs from the result which the parties must be taken to have had in mind,
and that, of course, is a matter which has to be determined by reference to the terms of the Agreement. One
of the interesting characteristics of the Agreement is that on Early Termination as a result of an Event of
Default the Non-defaulting Party may be required to make a payment to the Defaulting Party. Mr Hapgood
submitted that where the parties have specified Automatic Early Termination the occurrence of an event of
Default effectively closes out all their open transactions at once and a payment will then become due from
the Non-defaulter to the Defaulter if, taken overall, the Defendant is 'in the money', as was the case here. Mr
Milligan, on the other hand, submitted that an important distinction is drawn in the Agreement between
termination as a result of an Event of Default and termination following a Termination Event. In the former
case the Agreement, he submitted, is only concerned with preventing the Non-defaulting Party from
obtaining a windfall benefit as a result of the other party's default. It was not intended to enable the
Defaulting Party to obtain the full benefit of any obligations owed to him. In this respect it seemed that there
might be a clear difference between the parties as to the philosophy of the Agreement.
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23. In s.6(e) the Agreement provides for two fundamentally different methods of handling payments on Early
Termination. Under what is termed the 'First Method' the Defaulting Party pays the Non-defaulting Party an
amount equal to the value of the outstanding obligations under the transactions which have been terminated
less any unpaid amounts owed to him by the Non-defaulting Party. The Defaulting Party recovers nothing in
respect of the loss of his bargain, notwithstanding that he may have been 'in the money' at the time of
default. This reflects the position under English law following the repudiation of a contract: accrued liabilities
are unaffected and the defaulter must compensate the non-defaulter for the loss of any unperformed
obligations but he is not entitled to receive anything himself in respect of the lost bargain. Under the 'Second
Method' a payment may be made either way depending on whether the net balance of gain and loss favours
the Defaulting or Non-defaulting Party. That appears most clearly from s.6(e)(i)(4) and the definition of Loss
from which it is clear that the Non-defaulting Party's 'loss' in respect of the Terminated Transactions may be
a negative amount (ie a gain), in which case a payment of that amount must be made to the Defaulting party.

24. These provisions seem to me to support Mr Hapgood's submission that the object of the Second Method
of payment (whether combined with Market Quotation or Loss as the basis of measurement) is to move away
from a simple breach-based approach towards one under which all the transactions covered by the
Agreement are effectively closed out. I think that it would be going too far to say that they are intended in all
cases to operate neutrally as between the parties, but the fact that the Non-defaulting Party must account to
the Defaulting Party for any gain clearly deprives the Event of Default of most of its characteristics as a
breach of contract. However, the parties are free to agree to that and there are no doubt good commercial
reasons for doing so. It is interesting to note that in the absence of any other choice s.6(e) provides that the
Second Method is to apply. It is necessary, however, in order to give full consideration to Mr Milligan's
argument, also to examine s.6(e)(ii) which deals with Early Termination resulting from Termination Events, ie
events which do not constitute Events of Default.

25. Section 6(e)(ii) distinguishes between the situation in which there is one Affected Party and the situation
where there are two. To understand the operation of s.6(e)(ii), therefore, it is necessary first to turn to s.5(b)
which describes what constitute Termination Events and defines the term 'Affected Party'. Termination
Events fall into four categories:

(i) Illegality,

(ii) Tax Event,

(iii) Tax Event Upon Merger and

(iv) Credit Event Upon Merger. (One can ignore for present purposes the fifth category of Additional
Termination Events which covers additional events specified by the parties. There were none in the present
case.) The definition of Affected Party differs in each case to reflect the nature of the event in question. For
the purposes of Illegality it is defined as a party which is prevented by supervening illegality from further
performance; for the purposes of Tax Event it is defined as a party which becomes liable to bear an
additional tax burden as a result of some supervening change in the applicable tax régime; for the purposes
of Tax Event Upon Merger it is defined as a party which becomes subject to an additional tax burden as a
result of a merger; and for the purposes of Credit Event Upon Merger it is defined as a party whose
creditworthiness is materially weakened as a result of a merger. The one thing these four categories have in
common is that they all involve a material alteration in the position of one party as a result of an event which
does not amount to an Event of Default. They give rise to a right to terminate the transaction under certain
circumstances which are set out in s.6(b).

26. Section 6(e)(ii) deals with the consequences of termination arising from a Termination Event. If there is
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only one Affected Party the amount payable as a result of early termination is determined in accordance with
s.6(e)(i)(3) if the Market Quotation payment measure has been chosen and in accordance with s.6(e)(i)(4) if
the Loss payment measure has been chosen. For these purposes references in those sub-paragraphs to the
Defaulting Party and the Non-defaulting Party are to be read as references to the Affected Party and the
party which is not the Affected Party respectively. In either case, however, the Second Method of payment
applies. If these are two Affected Parties, the position is more complicated. Each party determines it own
loss in relation to the Terminated Transaction (using the Market Quotation or Loss payment measure as
appropriate) and a payment of half the difference is then made by one to the other to balance the gains and
losses equally between the two parties.

27. Mr Milligan submitted that an Event of Default is a breach of contract and that the way in which the
Agreement deals with Termination Events shows that a different régime was intended to apply where neither
party was at fault from that which applies when there has been an Event of Default. In my view, however,
when one examines s.6(e)(ii) as a whole one can see that that is only partly true. One of the striking features
of these provisions is that where there is only one Affected Party the position exactly mirrors that under ss
6(e)(i)(3) and (4). This strikes me as significant in two respects. In the first place, having regard to the fact
that Termination Events occur without fault of either party, it is perhaps not surprising that the Affected Party
should retain the benefit of the transaction if it is 'in the money' at the date of termination and should not be
penalised by the occurrence of an event for which he is not in legal terms responsible. That is presumably
why the calculation of the amount to be paid must be carried out in accordance with sub-paras. (3) and (4) of
s.6(e)(i) to the exclusion of sub-paragraphs (1) and (2). In the second place, however, it underlines the
similarity between the treatment of the parties in the case of a Termination Event where only one of them is
affected and the case of default on the part of one party where the parties have chosen the Second Method
of payment. In other words, where, for example, the transaction is terminated as a result of supervening
illegality affecting only one party the transaction is closed out in just the same way as it would be if that party
were in default. This in turn highlights the distinction between the First and Second Methods of payment.
Where there are two Affected Parties they are both in precisely the same position and neither can be
equated to the Defaulting or Non-defaulting Party. I think that provides a sufficient explanation for the
particular way of calculating the payment in that particular case. In the event, therefore, I do not think that Mr
Milligan gains much assistance from the provisions relating to Termination Events.

28. Finally some further indication of the general purpose of s.6(e) can be found in sub-paragraph (iv) which
provides as follows:

'Pre-Estimate. The parties agree that if Market Quotation applies an amount recoverable under this s.6(e) is a
reasonable pre-estimate of loss and not a penalty. Such amount is payable for the loss of bargain and the loss of
protection against future risks and except as otherwise provided in this Agreement neither party will be entitled to
recover any additional damages as a consequence of such losses.'

This, of course, provides further support for Mr Hapgood's submission that the payment called for under
s.6(e) is intended broadly to reflect the loss of bargain.

29. Much of Mr Hapgood's argument in the present case proceeded on the premise that the object of
s.6(e)(i)(3) is to preserve the benefit of the bargain for the party 'in the money' at the time of termination.
However, although that is no doubt how it will work in most cases, it is not the way in which this part of the
Agreement is constructed. Section 6(e)(i) does not require the Non-defaulting Party to compensate the
Defaulting party for the loss of the bargain he suffers by reasons of his own default; it requires the
Non-defaulting party to calculate his loss and to account to the Defaulting Party for any gain he has made by
being relieved of further performance. That appears most clearly from s.6(e)(i)(4) in which the Loss measure
is used, but applies equally to s.6(e)(i)(3). A payment will therefore only become due to the Defaulting Party if
and insofar as it represents a gain to the Non-defaulting Party resulting from its being relieved of a
disadvantageous contract.

Page 8

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 148 of 357



30. I think Mr Hapgood was right in saying that when one is seeking to determine what outcome is broadly
contemplated by the Agreement when Market Quotation is used in the calculation of the Settlement Amount
and hence the amount payable under s.6(e)(i)(3) some assistance can be derived from s.6(e)(i)(4) which is
concerned with the alternative calculation based on the Loss payment measure. I say that because Loss is
defined in terms which make it clear that loss of bargain is one of the principal heads of damage intended to
be covered and both s.6(e)(i)(3) and s.6(e)(iv) indicate that the Market Quotation measure and the Loss
measure are intended to lead to broadly the same result. My attention has also been drawn to Australia and
New Zealand Banking Group Ltd v Société Général (Court of Appeal, 29 February 2000, unreported) in
which the Court of Appeal considered the definition of Loss in this form of Agreement with reference to
certain hedging contracts. The details of the case do not matter for present purposes, but it is interesting to
note that Mance LJ, with whose judgment the only other member of the court, Kennedy LJ, agreed, also
considered that the Market Quotation measure and the Loss measure were intended to lead to broadly the
same result. If the parties had chosen to adopt the Loss measure for these purposes the primary element in
Robinson's calculation would have been the gain represented by being relieved of the obligation to perform
the contract. In this case the termination of the transaction has relieved Robinson from the performance of an
obligation whose present nominal value is US$87.3 million. When assessing damages for the loss of a
bargain one does not normally discount its nominal value for the chance that the obligor will fail to perform
and I can see nothing in the definition of Loss to suggest that a different approach is called for under this
Agreement. By normal standards, therefore, the present value of its obligation, US$87.3 million, reflects the
amount Robinson has gained by being relieved of the requirement to perform its obligations and I find it
difficult to accept that it has gained only to the extent that it might actually have been capable of performing
those obligations. If Robinson were financially strong, it is likely that Market Quotation would have produced
a Settlement Amount somewhere near that figure, although there would presumably always have been some
discount for contingencies.

31. Mr Milligan submitted, however, that even applying the Loss measure Robinson's gain was far less that
the full nominal value of the obligation. He submitted that allowance should be made for the cost of funding
an immediate payment of US$87.3 million which would itself cost Robinson a total of US$71.436 million
because of its poor credit rating. That, he said, reduced Robinson's net gain to a little under US$15.9 million.

32. I am unable to accept that argument. I think it is clear both from the language of the definition itself and
from the wider context of the Agreement that the definition of Loss is directed to identifying the loss which a
party has suffered as a result of the termination of the transaction or transactions in question and is not
concerned with the steps which a party may take to fund any payment required pursuant to s.6(e). Loss is
simply one step on the road which leads to the assessment of the amount payable by one party to the other
in respect of Early Termination. It must be remembered that in many cases an Event of Default will result in
the termination of several transactions between the same parties and the calculation by the Non-defaulting
Party of his overall loss or gain may call for an analysis of the position under each one. The definition of Loss
is in my view intended to go some way towards identifying the heads of loss which can properly be taken into
account when analysing the position under any one transaction. It has nothing to do with the means by which
the amount, if any, ultimately payable by the Non-defaulting Party to the Defaulting Party is funded.

33. In these circumstances I think Mr Hapgood is right in saying that in the present case the Market
Quotation measure and the Loss measure yield significantly different results when calculating the amount to
be paid by Robinson to Peregrine. Is that something which is consistent with the wider objects of the
Agreement? I do not think it is. This case is far from being typical of those to which these provisions are likely
to apply. Only one transaction between these two parties has been affected by the Early Termination
provisions of s.6 and that transaction is itself far from being a typical swap transaction. Moreover, the
discrepancy between the results produced by adopting these different measures results from an unusual
combination of factors, namely, the extreme financial weakness of the Non-defaulting Party and an Event of
Default brought about by the party which was not simply the party 'in the money' but which had already
performed the whole of its side of the bargain.
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34. With this in mind I turn again to the language of s.6(e)(i)(3) and thence to the definition of 'Settlement
Amount'. The critical words are:

' 'Settlement Amount' means . . . the sum of:

(a) the [US dollar] Equivalent of the Market Quotations (whether positive or negative) for each Terminated Transaction .
. . for which a Market Quotation is determined;

and

(b) such party's Loss . . . of each Terminated Transaction . . . for which a Market Quotation cannot be determined or
would not (in the reasonable belief of the party making the determination) produce a commercially reasonable result.'

35. The first thing to notice is that the Agreement here recognises that it may be appropriate to adopt the
Loss measure even in a case where a Market Quotation could be obtained. The second is that the definition
itself recognises that there may be circumstances in which the Market Quotation measure will not operate
satisfactorily. This provides further support for the proposition that Loss as defined in the Agreement
provides a benchmark by reference to which the Market Quotation measure should be judged. It is clear,
however, that whether Market Quotation would or would not produce a commercially reasonable result is a
matter of judgment and is a matter to be determined by the Non-defaulting Party. Mr Milligan submitted that
the option to move to the Loss measure had no application once a Market Quotation had been obtained. He
submitted that para. (a) of the definition of Settlement Amount makes it clear that if a Market Quotation has
been obtained, the situation contemplated by para. (b) cannot arise and the calculation proceeds
automatically in accordance with the prescribed formula. The use of the words 'would not' in the phrase
'would not produce a commercially reasonable result', which pointed to the obtaining of a Market Quote at
some time in the future, should therefore be read as meaning 'would not, if obtained, produce a commercially
reasonable result'. It follows, he submitted, that, once obtained, a Market Quotation necessarily produced a
commercially reasonable result.

36. I am unable to accept this submission which in my view fails to give sufficient weight to the underlying
objective of s.6(e). There are various circumstances in which a Market Quotation may not produce a
commercially reasonable result, some of which were canvassed in argument, and para. (b) of the definition
of Settlement Amount recognises that that is so. If, when he comes to determine the Settlement Amount, the
Non-defaulting party already believes that to be the case, he is relieved of the need to obtain a Market
Quotation, but at that time he may be unaware of the existence of circumstances which would cause it to
have that effect. Alternatively, he may be unaware of the extent to which factors of which he is generally
aware will influence the market. Or again, he may not have fully in mind all the factors which he ought to take
into account when forming an opinion about whether the result would be commercially unreasonable. For my
own part I think the phrase 'would not produce a commercially reasonable result' can equally well be
construed as meaning 'would not, if used, produce a commercially reasonable result'. If that is so, the
obtaining of a Market Quotation as contemplated by para. (a) does not inevitably preclude the use of the
Loss measure in the circumstances contemplated by para. (b). Such a construction is in my view more
conducive to the object of the Agreement which is to assess with reasonable accuracy the loss or gain to the
Non-defaulting party as a result of the termination of the transaction. I see no reason why the parties should
be taken to have agreed that they should in effect be bound by the decision of the Non-defaulting Party to
seek a Market Quotation even if, for some reason which that party failed to appreciate at the time, it would
produced an obviously unreasonable result and I can find nothing in the language of the Agreement which
compels me to that conclusion.

37. I come next to the question whether the use of a Market Quotation would in fact produce a commercially
unreasonable result in this case and, if so, what if any steps can be taken by Peregrine to challenge the
calculation by Robinson of the amount payable under s.6(e)(i) of the Agreement. As to the first of these,
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although I am aware that commercial men are generally by far the best judges of what is and is not
commercially reasonable, I am satisfied that the use of Market Quotation would not produce a commercially
reasonable result in this case. This is a matter which has to be judged not simply by reference to the
interests of one or other party but by reference to the aims and objects of the Agreement insofar as they are
to be gathered from its terms as a whole. Adopting that approach it seems to me that where Market
Quotation produces a result as far removed from that which would be produced by the use of the Loss
measure as it does in this case it is possible to say with some confidence that the result is commercially
unreasonable by the standards of the Agreement.

38. That of itself is not enough, however. The Non-defaulting Party is responsible for determining the
Settlement Amount and the Agreement provides for the use of the Loss measure only if Market Quotation
would not, in the reasonable belief of that party, produce a commercially reasonable result. The court cannot,
therefore, simply substitute its own judgment of what is commercially reasonable for that of the
Non-defaulting Party. However, I do think that the Agreement by necessary implication requires the
Non-defaulting Party to consider whether the Market Quotation measure would produce a commercially
reasonable result and to adopt the Loss measure instead if it does not believe that it would. Moreover, there
is some protection for the Defaulting Party in the fact that the view taken by the Non-defaulting Party must be
'reasonable', that is, it must be based on reasonable grounds. That in turn requires that it must be one which
can reasonably be held taking into account all the factors which ought properly be taken into account. In
many cases there may well be room for different opinions, but in others it may be possible to say that a view
one way or the other cannot reasonably be justified. If in such a case the Non-defaulting Party acted on the
basis of a view of the matter which could not reasonably be justified, the Defaulting Party would in my view
be entitled to relief on the basis that the adoption of the wrong measure in determining the Settlement
Amount would amount to a breach of the Agreement.

39. Leaving aside cases where there is or may be a lack of honest belief, when the court is asked to decide
in a case of this kind whether a person has acted in breach of contract it should in my view adopt a similar
approach to that taken in the well-known case of Associated Provincial Picture Houses Ltd v Wednesbury
Corporation [1948] 1 KB 223, [1947] 2 All ER 680. It should not regard any act done by him honestly and in
good faith as unjustified or involving a breach of contract unless it is clear that the belief in which he acted
was flawed in one of the ways identified in that case. Mr Hapgood submitted that the established approach to
judicial review of discretionary decisions represented by the Wednesbury case was the proper approach in a
case of this kind and Mr Milligan did not disagree. In order for Peregrine to challenge the calculation of the
amount payable under s.6(e)(i)(3), therefore, it is necessary for it to show that the decision to use a Market
Quotation for the purpose was flawed in the sense I have just indicated. It has been agreed in this case that
Robinson believes that the use of the Market Quotation measure has produced a commercially reasonable
result and it has not been suggested that that belief is not honestly held. However, in reaching that
conclusion I do not think that Robinson can have taken proper account of the various terms of the Agreement
to which I have referred, to the gain which accrued to it as a result of its having been relieved of the
obligation to perform its contract or to the purpose behind the calculation of the Settlement Amount. It must
also have failed, in my judgment, to take proper account of the discrepancy both between the nominal value
of the obligation and the amount payable under s.6(e) which is produced by using the Market Quotation
measure, and also the substantial difference between the amount payable to Peregrine under s.6(e)
produced by using the Market Quotation measure and that produced by using the Loss measure. These are
all factors which ought to be taken into account when considering whether the result is commercially
reasonable by the standards of the Agreement and I do not think that anyone who had taken them into
account could have formed the view that the use of Market Quotation in this case would produce a
commercially reasonable result. In these circumstances I do not think that Robinson's belief was one which a
reasonable person in its position, properly directing himself in accordance with the Agreement, could hold. In
adopting the Market Quotation measure for the purposes of calculating the Settlement Amount rather than
the Loss measure, therefore, Robinson acted in breach of the Agreement.

40. I therefore answer the questions set out in the claim form as follows:
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(1) 'Yes';

(2) 'No';

(3) 'Yes';

(4) 'Loss is to be determined as the claimant contends and in accordance with the principles set out in this
judgment';

(5) 'No'.

Judgment accordingly.
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Judgment 

Mr Justice Briggs :  

 

1. This is an application by the Joint Administrators of Lehman Brothers International 

Europe (“LBIE”) for directions as to the true construction and effect of five interest 

rate swap agreements (“the Swaps”) pursuant to which LBIE was, when it went into 

administration on 15
th

 September 2008, the floating rate payer.  Each Swap 

incorporated the terms of one or the other of the 1992 or 2002 versions of the ISDA 

Master Agreement (“the Master Agreement”), pursuant to which LBIE’s entry into 

administration was an Event of Default as therein defined.   

2. LBIE’s fixed rate paying counterparties under each of the Swaps have since that date 

relied upon Section 2(a)(iii) of the Master Agreement as the basis for a refusal to 

make payments which would otherwise have fallen due to LBIE on subsequent 

payment dates.  Section 2(a)(iii) provides that a party’s payment obligations are 

subject (inter alia) to the condition precedent that there is no continuing Event of 

Default with respect to the other party.   
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3. As at 15
th

 September 2008 LBIE was “in the money” in relation to two of the five 

Swaps, both denominated in US dollars.  In relation to the remaining three 

(denominated in sterling or euros), LBIE was on that date out of the money.  Due to a 

substantial fall in the relevant floating interest rates thereafter, LBIE would have been, 

but for the Event of Default, very substantially in the money under all five Swaps 

from about the end of 2008 until now, and it appears very likely that LBIE would 

have continued to be substantially in the money, in relation to those Swaps which 

have yet to reach the end of their term, for a significant further period.  By “in the 

money” I mean that, because on any particular payment date the floating rate payable 

by LBIE was less than the fixed rate payable by the counterparty, a net sum was (or 

but for the Event of Default would have been) payable on that date by the 

counterparty to LBIE, pursuant to netting provisions in Section 2(c) of the Master 

Agreement. 

4. The Administrators calculate that, if their Swap counterparties are entitled to refuse to 

pay as they have done, then LBIE’s creditors will by reason of the Event of Default 

constituted by LBIE’s going into administration be worse off, in relation to these five 

Swaps alone, by the aggregate of approximately £20.6 million, US$57.3 million and 

€5.3 million.  Noting in passing that the interpretation of the Master Agreement relied 

upon by its counterparties under these Swaps has not been pursued by any of LBIE’s 

other counterparties under the thousands of other swaps open as at the onset of its 

administration, the Administrators challenge these counterparties’ interpretation of the 

Master Agreement under four broad headings.  First, they submit that it is a 

commercially absurd or at least unreasonable interpretation which must therefore 

yield to implied terms to the contrary, for which they advance three alternatives.  

Secondly, the Administrators submit that, if the Master Agreement means what the 

counterparties assert, then it offends against the anti-deprivation principle, because its 

adverse effects upon LBIE and its creditors are triggered by the onset of LBIE’s 

administration.  Thirdly, they assert that the counterparties’ interpretation gives rise to 

a penalty.  Finally, they assert that it constitutes a forfeiture, against which the court 

can and should grant relief. 

5. In order to obtain a speedy determination of the issues raised by those alternative 

allegations, all of which are matters of law which arise upon substantially agreed 

facts, the Administrators have applied for directions under paragraph 63 of Schedule 

B1 of the Insolvency Act 1986, and joined each of the Swap counterparties as 

respondents.  In addition, the International Swaps and Derivatives Association Inc. 

(“ISDA”) has sought and been permitted to intervene, out of an understandable 

concern that any decision on this application about the interpretation of the Master 

Agreement may have potentially wide-ranging implications for the derivatives 

markets generally, in which the Master Agreement is an extremely widely used 

standard form.  ISDA claims (and it is not challenged) that the Master Agreement 

serves as the contractual foundation for more than 90% of over-the-counter 

derivatives transactions globally. 

THE FACTS 

6. Although the outcome of this application is not fact specific, and the facts are largely 

agreed, it is necessary to provide an outline of the factual background in order to 

make intelligible both the arguments and my determination of the issues. 
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ISDA and the Master Agreement 

7. ISDA is a not-for-profit corporation incorporated in the state of New York, having 

been formed in 1985, shortly after the emergence of a recognised derivatives market.  

It has over 820 member institutions, including most of the world’s major institutions 

that deal in OTC derivatives, as well as businesses, government entities and other end 

users that rely on derivatives to manage the risks inherent in their core economic 

activities.  Its primary purpose is to encourage the prudent and efficient development 

of privately negotiated derivatives business.  For that purpose it has developed 

standard contractual wording and transaction architecture for market participants.  

This first occurred, historically, in relation to swaps.  Since 1992 its standard terms 

have been used for numerous other types of derivatives, including pure contracts for 

differences, caps and floors.  Thus, interest rate swaps are a sub-class of an original 

and still very important class of derivatives for which ISDA’s standard forms, and the 

Master Agreement in particular, are routinely used. 

8. The 1992 version of the Master Agreement was the first to be designed in a form 

applicable to derivatives other than just swaps, and to accommodate both financially 

and physically settled transactions.  The 2002 Master Agreement replicates, for the 

most part word for word, the provisions of the 1992 version, but with adjustments 

based upon lessons learnt since 1992, in particular from experience of periods of 

market turmoil in the late 1990s.  Nonetheless, the publication of the 2002 Master 

Agreement did not lead to its invariable use in preference to its predecessor.  For 

example, three of the five Swaps presently in issue incorporated the 1992 version, 

although all five were entered into in and after 2006.  Generally speaking, it appears 

that the continued use of the 1992 version may have been more the result of 

comfortable familiarity than a specific preference based upon a detailed comparison 

between the two.  In this judgment I shall base myself upon the 1992 version, save 

where different provisions in the 2002 version require specific treatment. 

9. As expressly contemplated in its recital, the Master Agreement is designed to operate 

between its parties by providing contractually agreed standard terms and conditions 

designed to form part, but not the whole, of the terms of any particular transaction.  

Thus, a particular transaction is generally governed by the terms of a Confirmation, 

the Master Agreement and any Schedule appended to the Master Agreement.  By 

Section 1(b) of the Master Agreement, inconsistencies are to be resolved by affording 

priority first to the Confirmation, secondly to the Schedule and lastly to the Master 

Agreement itself.  In practice, parties which are content with the Master Agreement 

may choose not to incorporate a Schedule, but every transaction will be the subject of 

a Confirmation. 

10. In relation at least to interest rate swaps, each Confirmation will identify a series of 

dates upon which the parties are or may be obliged to make payments to each other, 

and will contain the formulae necessary to identify the amounts to be paid.  The fixed 

rate payable will simply be specified.  The floating rate will generally be identified by 

reference to a particular market formula, such as three months sterling LIBOR. 

11. Section 2 of the Master Agreement headed “Obligations” then provides as follows: 

“(a) General Conditions 
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(i) Each party will make each payment or delivery 

specified in each Confirmation to be made by it, subject to 

the other provisions of this Agreement. 

(ii) Payments under this Agreement will be made on the 

due date for value on that date in the place of the account 

specified in the relevant Confirmation or otherwise pursuant 

to this Agreement, … 

(iii) Each obligation of each party under Section 2(a)(i) is 

subject to (1) the condition precedent that no Event of 

Default or Potential Event of Default with respect to the 

other party has occurred and is continuing, (2) the condition 

precedent that no Early Termination Date in respect of the 

relevant transaction has occurred or been effectively 

designated and (3) each other applicable condition precedent 

specified in this Agreement.  

(b) … 

(c) Netting.  If on any date amounts would otherwise be 

payable:- 

(i) in the same currency; and 

(ii) in respect of the same Transaction, 

by each party to the other, then, on such date, each party’s 

obligation to make payment of any such amount will be 

automatically satisfied and discharged and, if the aggregate 

amount that would otherwise have been payable by one party 

exceeds the aggregate amount that would otherwise have been 

payable by the other party, replaced by an obligation upon the 

party by whom the larger aggregate amount would have been 

payable to pay to the other party the excess of the larger 

aggregate amount over the smaller aggregate amount.” 

There follows provision for netting across multiple Transactions, where the parties so 

elect.  No such elections were made in relation to any of the Swaps. 

12. The phrase “Event of Default” is defined in Section 5(a) of the Master Agreement, 

although the definitions clause in Section 14 contemplates that it may be altered or 

added to by the Schedule (if any).  Section 5(a) sets out eight separate classes of 

default, under the general heading: 

“Events of Default.  The occurrence at any time with respect to 

a party or, if applicable, any Credit Support Provider of such 

party or any Specified Entity of such party of any of the 

following events constitutes an event of default (an “Event of 

Default”) with respect to such party:—” 
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The eight classes include failure to pay (or to deliver), breach of the agreement, Credit 

Support Default (see below), misrepresentation, and, most importantly, Bankruptcy. 

13. Section 5(a)(vii) provides no less than nine separate classes of Bankruptcy Event of 

Default, and the opening words provide that Bankruptcy is an Event of Default 

suffered either by a party, or by a Credit Support Provider of a party.  Class (6) arises 

where the party (or its Credit Support Provider): 

“Seeks or becomes subject to the appointment of an 

administrator, provisional liquidator, conservator, receiver, 

trustee, custodian or other similar official for it or for all or 

substantially all of its assets;” 

It is common ground that going into Chapter 11 Bankruptcy in the USA is also a 

Bankruptcy Event of Default.  By Section 14, “Credit Support Provider” is an 

expression which takes on meaning only from a Schedule.  I shall return to its 

meaning when setting out the terms of the single Swap with a Schedule which 

included such a provision. 

14. A number of the Events of Default in Section 5(a) are defined so as to occur only after 

the combination of a relevant happening (such as non-payment or some other breach) 

and the giving of notice by the Non-defaulting Party, followed by the passing of a 

further specified period of time.  Thus, for example, Section 5(a)(i) provides: 

“Failure to Pay or Deliver.  Failure by the party to make, when 

due, any payment under this Agreement or delivery under 

Section 2(a)(i) or 2(e) required to be made by it if such failure 

is not remedied on or before the third Local Business Day after 

notice of such failure is given to the party;” 

Section 2(e) makes provision for payment of interest during any period between 

default in the performance of a payment obligation and Early Termination in respect 

of a particular Transaction. 

Section 14 defines “Potential Event of Default” as meaning: 

“any event which, with the giving of notice or the lapse of time 

or both, would constitute an Event of Default.” 

15. Section 5(b) provides for a series of what are called “Termination Events” which, 

although not Events of Default, nonetheless give rise, on election or notification, to 

what is called “Early Termination”.  It is unnecessary to describe them. 

16. Early Termination is dealt with in Section 6.  It begins as follows: 

“(a) Right to Terminate Following Event of Default.  If at any 

time an Event of Default with respect to a party (the 

“Defaulting Party”) has occurred and is then continuing, the 

other party (the “Non-defaulting Party”) may, by not more than 

20 days notice to the Defaulting Party specifying the relevant 

Event of Default, designate a day not earlier than the date such 
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notice is effective as an Early Termination Date in respect of all 

outstanding Transactions.” 

Subsection (a) then continues by providing that parties may specify what is called 

“Automatic Early Termination” in the Schedule so that, with respect to specified 

types of Event of Bankruptcy Event of Default, Early Termination follows as a matter 

of course, rather than by election.  In none of the Swaps was Automatic Early 

Termination specified in a Schedule.  Section 6(b) deals with the right to terminate 

following a Termination Event. 

17. The remainder of Section 6 deals with the consequences of Early Termination.  

Section 6(c), headed “Effect of Designation.”, provides that: 

“(i) If notice designating an Early Termination Date is given 

under Section 6(a) or (b), the Early Termination Event will 

occur on the date so designated, whether or not the relevant 

Event of Default or Termination Event is then continuing. 

(ii) Upon the occurrence of effective designation or an Early 

Termination Date,  no further payments or deliveries under 

Section 2(a)(i) or 2(e) in respect of the Terminated 

Transactions will be required to be made, but without prejudice 

to the other conditions of this Agreement.  The amount, if any, 

payable in respect of an Early Termination Date shall be 

determined pursuant to Section 6(e).” 

Section 6(d) sets out a procedure for calculating the amount to be paid on Early 

Termination.  Section 6(e) sets out a detailed set of alternative formulae for the 

purpose of determining (by reference to calculation and/or valuation) the amounts to 

be paid.   There is no dispute as to the meaning of these provisions, which are 

supplemented in Section 14 by various lengthy definitions.  In summary, Section 6(e) 

makes different provision as between Early Termination following Events of Default, 

and Early Termination following Termination Events.  In relation to Events of 

Default, four alternative formulae are specified, one of which, namely “Second 

Method and Market Quotation” is applicable in default of any selection to the 

contrary.  No alternative selection was made in the three Swaps which incorporated 

the 1992 Master Agreement.  It is, however, material to note that two of the four 

formulae (being alternative versions of the First Method) cannot produce a net 

outcome under which the payee is the Defaulting Party.  By contrast, the default 

formula (and the “Second Method and Loss” variation upon it) may lead to outcomes 

under which either the Defaulting Party or the Non-defaulting Party is the net payee. 

18. It is common ground that the broad objective of the default formula (Second Method 

and Market Quotation) is -to produce, as far as possible but in an accelerated form, 

the same economic outcome for the parties as if there had been neither an Event of 

Default nor an Early Termination.  The formula requires two sums to be identified 

and then the second subtracted from the first.  The first is called “the sum of the 

Settlement Amount, (determined by the Non-defaulting Party) in respect of the 

Terminated Transactions and the Termination Currency Equivalent of the Unpaid 

Amounts owing to the Non-defaulting Party”.  The second is called “the Termination 

Currency Equivalent of the Unpaid Amounts owing to the Defaulting Party”.  The 
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resulting amount is expressly described as being capable of being a positive or 

negative number.  If positive, it is to be paid to the Non-defaulting Party.  If negative, 

it is to be paid to the Defaulting Party. In relation to Transactions settled by payment 

rather than delivery, “Unpaid Amounts” owing to any party are defined by Section 14 

as meaning: 

“with respect to an Early Termination Date, the aggregate of (a) 

in respect of all Terminated Transactions, the amounts that 

became payable (or that would have become payable but for 

Section 2(a)(iii)) to such party under Section 2(a)(i) on or prior 

to such Early Termination Date and which remain unpaid as at 

such Early Termination Date.” 

Thus, that part of the formula contemplates that, where payment obligations may not 

have arisen because of an unsatisfied condition precedent in Section 2(a)(iii), their 

aggregate amount will be part of that which has to be paid on Early Termination, 

under the default formula. 

19. The Settlement Amount (which is to be determined by the Non-defaulting Party) is 

identifiable primarily by reference to market quotations obtained, as at the Early 

Termination Date, of the amount which would be payable by (or to) the Non-

defaulting Party as the premium (or reverse premium) for the setting up of a 

replacement transaction, on precisely the same terms as the Terminated Transaction 

for the remainder of its natural term.  In relation to an interest rate swap for an 

original period of two years which suffered Early Termination after one year, this 

contemplates the obtaining from the market of a quote for a new one year swap for the 

residue of the two year term, at the same fixed and floating rates.  Since market 

perceptions would have changed since the obtaining of the (by then) terminated swap, 

a premium would be payable or receivable in relation to its substitute.  In practice 

(although this is an over-simplification), a market perception that the Non-defaulting 

Party would be likely to be in the money for the duration of the period would lead to a 

premium being payable by that party for the hypothetical new swap.  By contrast, if 

the market perception was that the Non-defaulting Party would be likely to be out of 

the money, then the market counterparty would be likely to be prepared to pay a 

reverse premium for the right to receive the anticipated net income stream under the 

hypothetical new swap. 

20. One effect of that formula (leaving aside the Unpaid Amounts element) is that the 

Defaulting Party would be liable on Early Termination to pay the Non-defaulting 

Party the cost of putting in place a replacement swap for the remainder of the original 

term, whereas if the Non-defaulting Party would be likely to obtain a reverse premium 

by doing so, the Defaulting Party would obtain that premium as the Settlement 

Amount. 

21. Taken as a whole, the default formula therefore contemplates that the Defaulting 

Party would not be penalised or rewarded either for its default, or for the Early 

Termination arising out of its default.  For completeness, it is to be noted that the 

Settlement Amount part of the default formula contains a fallback to an essentially 

loss-based calculation in the event that no commercially reasonable Market 

Quotations are available. 
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22. Pausing there, it is to be noted that the default formula sets out to provide full 

theoretical protection to a Non-defaulting Party which elects for Early Termination, 

where (as in relation to some of the Swaps) the Non-defaulting Party is a fixed rate 

payer which either wishes, or is obliged, to re-hedge its floating interest rate exposure 

by obtaining an identical replacement interest rate swap for the outstanding part of the 

original term.  But where the Early Termination follows a Bankruptcy Event of 

Default, a Non-defaulting Party of that kind will nonetheless remain fully exposed to 

the Defaulting Party’s insolvency, since the Early Termination payment obligation of 

the bankrupt defaulter confers upon the Non-defaulting Party the status only of an 

unsecured creditor. 

23. Section 7 of the Master Agreement, headed “Transfer”, generally prevents transfer 

either of the Agreement or of any interest or obligation under it (whether by way of 

security or otherwise) without the prior written consent of the other party, subject to 

certain exceptions, which include a transfer of the Agreement pursuant to certain 

types of consolidation, amalgamation or merger, and a transfer of an Early 

Termination Amount payable by a Defaulting Party under Section 6(e). 

24. Section 9, headed “Miscellaneous”, contains at subsection (a) a typical entire 

agreement clause.  Subsection (c), about which there was considerable debate 

between counsel, provides as follows: 

“Survival of Obligations.  Without prejudice to Sections 

2(a)(iii) and 6(c)(ii), the obligations of the parties under this 

Agreement will survive the termination of any Transaction.” 

25. Section 13(a) provides for the parties to specify their chosen governing law in the 

Schedule.  All the Swaps in issue are governed by English law. 

26. Having thus far described the relevant provisions of the 1992 Master Agreement, I 

must briefly refer to significant differences in the 2002 version.  First, certain changes 

were made to the detailed specification of Bankruptcy Events of Default but none of 

them are material for present purposes.  Secondly, Section 6(c)(ii) is slightly reworded 

so as to cross-refer to a reworked provision about interest, moved from the old 

Section 2(e) to a new Section 9(h), but with no consequential difference in effect.  

Thirdly, the formulae for payments on Early Termination are, in Section 6(e), 

completely reworked, so as to omit most of the 1992 alternative formulae.  The one 

which survives is broadly equivalent to the 1992 default formula albeit reworded.  It 

was not submitted that its effect was significantly different. 

27. Fourthly, and most importantly, the 2002 Master Agreement contains, at Section 

9(h)(i)(3) the following provision for what is described as “Interest on Deferred 

Payments”: 

“If:-    

(A) A party does not pay any amount that, but for Section 

2(a)(iii), would have been payable, it will, to the extent 

permitted by applicable law and subject to Section 6(c) 

and clauses (B) and (C) below, pay interest (before as 

well as after judgment) on that amount to the other party 
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on demand (after such amount becomes payable) in the 

same currency as that amount, for the period from (and 

including) the date the amount would, but for Section 

2(a)(iii), have been payable to (but excluding) the date 

the amount actually becomes payable, at the Applicable 

Deferral Rate;” 

As will appear, it became common ground that this obscure provision resolved, for 

the purposes of the 2002 Master Agreement, a major issue of construction as to the 

nature and effect of the condition precedent in Section 2(a)(iii).  In short, it clearly 

contemplates that a payment which, because of an Event of Default which is 

continuing on the date prescribed for payment in the Confirmation, fails then to 

become payable under Section 2(a)(i), may nonetheless become payable at a later 

date, when the relevant Event of Default ceases, so that the condition precedent under 

Section 2(a)(iii) is for the first time satisfied.  No equivalent provision appears in the 

1992 Master Agreement. 

LBIE 

28. LBIE was, until the collapse of the worldwide Lehman Brothers group, the principal 

group trading company in Europe, based in London.  Its ultimate parent company was 

Lehman Brothers Holdings Inc (“LBHI”), incorporated in Delaware, USA.   

29. Immediately prior to the collapse, LBIE had a substantial derivatives book, and I was 

informed by counsel that its interest rate swaps book was broadly balanced at that 

time, even though it was the floating rate payer under each of the Swaps in issue on 

this application.  The Administrators’ evidence was that, as at 15
th

 September 2008, 

LBIE was party to some 2,000 derivative transactions which incorporated the Master 

Agreement, of which some 1,693 have since been closed out, in many cases by Early 

Termination, and in some cases in circumstances which gave rise to Early 

Termination payments to, rather than from, LBIE. 

30. I am invited to assume (in relation to a timing issue arising out of one of the Swaps) 

that LBIE went into administration at or about 7.56 a.m. on the morning of 15
th

 

September 2008, and that LBHI filed for Chapter 11 bankruptcy protection in the 

United States Bankruptcy Court of the South District of New York at 6.45 a.m. 

(London time) on the same day.  While it is common ground that both of those events 

constituted Events of Default under the Swap in respect of which LBHI was a Credit 

Support Provider, there remain timing issues which I am not asked to decide, so that I 

am invited to deal with the matter as between the Administrators and the relevant 

Swap counterparty on the basis that the Bankruptcy Event of Default relating to LBHI 

occurred either before, alternatively at the same time as, or alternatively after, the 

Bankruptcy Event of Default relating to LBIE. 

THE SWAPS 

31. The following summary of the five Swap transactions is taken from the Statement of 

Agreed Facts, supplemented by evidence from each of LBIE’s swap counterparties, 

none of which was challenged.  LBIE was the floating rate payer under each Swap.   
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The Firth Rixson Transactions 

32. The first Firth Rixson Transaction was a sterling interest rate swap made on 13
th

 

November 2007 between LBIE and FR Acquisitions Corporation (Europe) Limited 

(“FRAC”), and evidenced by a Confirmation of that date which was amended by an 

Amendment Confirmation dated 28
th

 April 2008.  It incorporated the 1992 Master 

Agreement without any Schedule.  It was based upon a notional amount of £95 

million and provided for quarterly payments beginning on 20
th

 March 2008 and 

ending on 20
th

 December 2010.  The fixed rate was 5.555% and the floating was rate 

three months sterling LIBOR.   

33. The second Firth Rixson Transaction was a US$ interest rate swap made on the same 

day between the same parties and with the same dates for payment.  Although 

originally incorporating the 1992 Master Agreement, it was novated by FRAC to JFB 

Firth Rixson Inc. (“JFB”) on 29
th

 August 2008, pursuant to a Novation Confirmation 

which incorporated the 2002 Master Agreement without any Schedule.  It was based 

upon a notional amount of $US650 million.  The fixed rate was 4.3655% and the 

floating rate was US$ LIBOR BBA. 

34. The Firth Rixson group is a global manufacturer and supplier of specialist metal 

products, primarily to aerospace engine manufacturers.  The Firth Rixson 

Transactions were entered into pursuant to obligations undertaken by FRAC in 

floating rate financing agreements with lenders which included, and were represented 

by, Lehman Brothers.  These two Swaps were therefore designed to convert FRAC’s 

floating rate obligations under the Financing Agreements into fixed rate obligations, 

and thereby to hedge FRAC’s interest rate risk.  The documentation for the two 

Swaps was chosen and prepared by LBIE.   

35. On the first two payment dates for the sterling Swap (20
th

 March and 20
th

 June 2008) 

FRAC was slightly in the money, receiving a little over £100,000 from LBIE on each 

occasion.  FRAC remained in the money on the next two payment dates (22
nd

 

September and 22
nd

 December 2008) but, since these followed the collapse of the 

Lehman group, LBIE did not pay the amounts owing.  On all subsequent payment 

dates LBIE has been increasingly in the money, but FRAC has declined to pay the 

amounts due, running at a little over £1 million per quarter from September 2009, 

relying on the Event of Default constituted by LBIE going into administration. 

36. Under the US$ Swap FRAC was in the money only on the first payment date (20
th

 

March 2008) in an amount of a little less than US$1 million.  Thereafter, the fall in 

US$ floating rates meant that FRAC (and, from August 2008, JFB) were increasingly 

out of the money, by amounts ranging between just under US$2 million and US$6.7 

million per quarter.  Just over US$3 million was paid to LBIE in June 2008 and JFB 

then relied upon LBIE’s administration as an Event of Default, making no payments 

thereafter. 

37. Following LBIE’s administration, FRAC and JFB re-hedged with Lloyds TSB, but in 

both cases at lower fixed rates.  Nonetheless FRAC and JFB have paid out some £6.6 

million and US$29.3 million under the replacement swaps which were necessitated by 

LBIE’s insolvency. 
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The BEIG Transaction 

38. This consisted of a sterling interest rate swap made between LBIE and BEIG Midco 

Ltd (“BEIG”) on 29
th

 September 2006 by a Confirmation incorporating the 2002 

Master Agreement.  LBIE’s obligations thereunder were guaranteed by LBHI as 

Credit Support Provider.  The Swap was based upon a notional amount of 

£300,987,600.  The fixed rate was 5.1705% and the floating rate was sterling LIBOR 

BBA.  The Confirmation specified payment dates in November and December 2006, 

followed by half yearly payments at the end of December and June from December 

2006 until December 2010 inclusive. 

39. BEIG was slightly out of the money on the first two payment dates, in the money 

from 29
th

 December 2006 to 31
st
 December 2008, and has been heavily out of the 

money thereafter, in amounts ranging between £3.3 million and £5.8 million on each 

payment date.  The evidence was prepared before the final payment due on 31
st
 

December 2010, but it will be another large sum payable to LBIE.  Following the 

group’s collapse LBIE did not pay the 31
st
 December 2008 payment of £1.5 million 

odd to BEIG and, relying upon LBIE’s administration as an Event of Default, BEIG 

has not made any of the substantial payments which would otherwise have fallen due 

from June 2009 onwards. 

40. BEIG is an English company which forms part of the Birds Eye Iglo group of 

companies, producing, marketing and distributing branded frozen food products in 

Western Europe.  It entered into the BEIG Transaction in order to hedge floating rate 

risks incurred in connection with financing the acquisition of a business.  The 

evidence did not show whether, following LBIE’s collapse, BEIG re-hedged for the 

remainder of the term of the BEIG Transaction. 

The KPGZ Transactions 

41. KP Germany Zweite GmbH (“KPGZ”) made a euro interest rate swap with LBIE on 

26
th

 June 2007 by a Confirmation incorporating the 1992 Master Agreement, together 

with a Schedule. 

42. The notional amount under this Swap was €120.5 million.  The fixed rate was 4.695% 

and the floating rate was the euro-Euribor-telerate.  The payment dates were half 

yearly at the end of December and June, beginning in December 2007 and ending in 

June 2012. 

43. KPGZ and LBIE made a US$ interest rate swap on 26
th

 June 2007, again 

incorporating the 1992 Master Agreement and the same Schedule.  The notional 

amount was US$100,875,000.  The fixed rate was 5.485% and the floating rate US$ 

LIBOR BBA.  The payment dates were the same as under the KPGZ euro 

Transaction. 

44. The Schedule governing both the KPGZ Transactions contained provisions designed 

to amend the 1992 Master Agreement in various respects for the purpose of 

harmonising those two Swaps with a complex multi-currency financing transaction.  

The purpose of the Swaps was to hedge KPGZ’s floating rate risks under that 

transaction.  LBIE was, again, a participant in the related financing transaction 
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45. The KPGZ euro transaction was out of the money for KPGZ in December 2007, in the 

money in 2008, and out of the money thereafter.  It is of course uncertain whether 

KPGZ will be in or out of the money from June 2011 until the end of the term in June 

2012. 

46. As for the KPGZ US$ transaction, KPGZ has been out of the money from its 

commencement until now.  No payments were made by either party to the other under 

either transaction after the commencement of LBIE’s administration.  Again, the 

question whether KPGZ will remain out of the money for the rest of the term of the 

US$ Swap is uncertain.  At current interest rates, LBIE would, but for its 

administration, be receiving in excess of €2 million and US$2 million on each 

payment date, under each transaction.  

47. KPGZ is part of the KP Group, which is a leading manufacturer in the plastics 

industry, originally founded and still headquartered in Germany, but with 

manufacturing and distribution facilities in ten countries.  The multi-currency 

financing agreement for which these two Swaps formed a floating rate hedge was 

entered into in connection with the acquisition of the KP Group by the Blackstone 

Group in 2007.  KPGZ has not re-hedged its floating rate risk under the multi-

currency financing transaction since LBIE’s default. 

Common Features 

48. It will be apparent from the above summary that all of the five Swaps were entered 

into by commercial manufacturing and/or trading companies for the purpose of 

hedging floating interest rate risk arising from their borrowings.  None of the Swaps 

was, from the perspective of LBIE’s counterparties, in any way speculative.   

49. The effect of LBIE’s collapse in September 2008 was therefore to leave each of those 

counterparties exposed to interest rate fluctuations.  Although, in the event, the 

floating rate has for most of 2009 and all of 2010 been significantly less than the 

agreed fixed rates, the fact remains that each of LBIE’s counterparties has been 

without the hedging protection against the risk of a rise in the relevant floating rates 

for which it contracted. 

50. Other common features worthy of note are, first, that in none of the Swaps was 

Automatic Early Termination selected.  Secondly, all the Swaps based on the 1992 

Agreement adopted (either expressly or by default) the Second Method and Market 

Quotation formula for Early Termination payments and, thirdly, none of LBIE’s 

counterparties were members of ISDA. 

THE ISSUES 

51. The Administrators’ application for directions raised some six questions for 

determination, two of which divided into four further sub-questions.  During the 

process of the exchange of evidence and position papers, the parties (including for this 

purpose ISDA) eventually agreed a list of some fourteen issues, many of which 

included sub-issues.  The case was argued on the basis of the agreed list.  The list uses 

the headings Construction, Anti-deprivation, Penalty/relief from forfeiture, and 

Proving.  In the event, the issues raised under the last heading turned out to be 

additional questions of construction (rather than insolvency law).   
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CONSTRUCTION 

52. It is convenient to deal with construction first, and the agreed issues as to 

Construction and Proving form a helpful introduction.  They are as follows: 

“Construction 

1. Whether (as the Administrators contend), either as a matter 

or construction or by way of an implied term, the first limb of 

Section 2(a)(iii) operates only for ‘a reasonable period’. 

2. If the answer to Issue 1 above is affirmative: 

(1) Is the ‘reasonable period’ there referred to such period 

as may be reasonable to allow the Non-defaulting Party: (i) in 

the case of a Potential Event of Default, to establish whether 

the Potential Event of Default leads to an Event of Default; and 

(ii) in the case of an Event of Default, to consider whether its 

interests are best served by designating an Early Termination 

Date and, if so, to designate an Early Termination Date; or (iii) 

some other and if so what period? 

(2) Has the reasonable period now elapsed in relation to 

the swap agreements which are the subject matter of these 

proceedings and, if it has elapsed, when did it elapse? 

(3) At the end of the reasonable period, if an Early 

Termination Date has not been designated by the Non-

defaulting Party, does the first limb of Section 2(a)(iii) cease to 

operate so that the amounts which were previously not payable 

by reason of the first limb of Section 2(a)(iii) become payable 

under Section 2(a)(i) (with or without netting)? 

3. Alternatively, whether (as the Administrators contend), 

either as a matter of construction or by way of an implied term, 

the first limb of Section 2(a)(iii) only operates with respect to 

obligations under a particular transaction until the last date for 

performance in respect of, or the date of termination by 

effluxion of time of, the transaction (or, alternatively, all of the 

transactions governed by the Master Agreement), at which 

point the Non-defaulting Party is obliged to designate that date 

as the Early Termination Date or, alternatively, the obligations 

of the parties are netted off.  

4. Alternatively, whether (as the Respondents variously 

contend), if an Event of Default or Potential Event of Default 

exists at a scheduled payment date, on the true construction of 

the first limb of Section 2(a)(iii): 

(1)   No payment obligation ever arises on the part of the 

Non-defaulting Party in respect of the amount which would 
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otherwise have been payable on that scheduled payment date; 

alternatively 

(2)   No such payment obligation ever arises if the Event of 

Default or Potential Event of Default continues until the last 

date for performance in respect of, or the date of termination by 

effluxion of time of, the transaction (or, alternatively, all of the 

transactions governed by the Master Agreement); alternatively 

(3)   (As ISDA contends) obligations under Section 2(a)(i) 

(which have not arisen by reason of an Event of Default or 

Potential Event of Default at the date for performance of the 

relevant obligation) arise only when there is no longer 

continuing an Event of Default or Potential Event of Default 

(whether or not the last date for performance in respect of, or 

the date of termination by effluxion of time of, the transaction 

(or alternatively all of the transactions governed by the Master 

Agreement) has passed). 

Proving 

14.  If the answer to Issue 4 above is affirmative, where a 

Non-defaulting Party proves in the administration of the 

Defaulting Party, is the Non-defaulting Party entitled to prove 

in respect of the entirety of the Defaulting Party’s payment 

and/or delivery obligations:  

(1) Where the Non-defaulting Party has not met those 

obligations which would have fallen due under the transaction 

but for the first limb of Section 2(a)(iii); and/or 

(2) Without giving credit for obligations which would 

have arisen but for the first limb of Section 2(a)(iii)?” 

53. It is necessary to begin with some preliminary observations about the correct 

approach to construction.  The ISDA Master Agreement is one of the most widely 

used forms of agreement in the world.  It is probably the most important standard 

market agreement used in the financial world.  English law is one of the two systems 

of law most commonly chosen for the interpretation of the Master Agreement, the 

other being New York law.  It is axiomatic that it should, as far as possible, be 

interpreted in a way that serves the objectives of clarity, certainty and predictability, 

so that the very large number of parties using it should know where they stand: see 

Scandinavian Trading Tanker Co, v. Flota Petrolera Ecuatoriana [1983] 1 QB 529 

(“the Scaptrade”) per Robert Goff LJ at 540.  

54. Nonetheless, the Master Agreement does not ordinarily constitute the entirety of the 

parties’ bargain in relation to a particular transaction.  As illustrated by the foregoing 

summary of the Swaps, each Transaction will be regulated by the terms of the Master 

Agreement itself, any accompanying Schedule and a Confirmation which is 

Transaction specific.  Both the Schedule and the Confirmation prevail over the Master 

Agreement in the event of any inconsistency: see Section 1(b).  Furthermore, as 
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already described, the Master Agreement is used for a wide variety of different types 

of derivatives transaction, not limited to swaps.  Mr Zacaroli QC for ISDA was at 

pains to emphasise, for example, that even the detailed effect of the general conditions 

in Section 2(a) may be different, as between different types of derivatives to which the 

Master Agreement is commonly applied.  As will appear, this aspect of the way in 

which the Master Agreement is used is of particular importance in relation to the issue 

arising under the heading “Proving” in the agreed list of issues. 

55.   More generally, I was treated to lengthy submissions (both in writing and orally) as to 

the effect upon the well-settled principles for the identification of implied terms of the 

Privy Council’s judgment in Attorney General of Belize v. Belize Telecom Ltd [2009] 

UKPC 11, at paragraph 16 to 27, and in particular the following passage at paragraph 

21: 

“It follows that in every case in which it is said that some 

provision ought to be implied in an instrument, the question for 

the court is whether such a provision would spell out in express 

words what the instrument, read against the relevant 

background, would reasonably be understood to mean.  It will 

be noticed from Lord Pearson’s speech that this question can be 

reformulated in various ways which a court may find helpful in 

providing an answer – the implied term must “go without 

saying”, it must “be necessary to give business efficacy to the 

contract” and so on – but these are not in the Board’s opinion to 

be treated as different or additional tests.  There is only one 

question: is that what the agreement, read as a whole against 

the relevant background, would reasonably be understood to 

mean?” 

56. Lord Hoffmann was there referring to a passage in Lord Pearson’s speech in Trollope 

& Colls v. Northwest Metropolitan Regional Hospital Board [1973] 1 WLR 601 at 

609, as follows: 

“The court does not make a contract for the parties.  The court 

will not even improve the contract which the parties have made 

themselves, however desirable the improvement might be.  The 

court’s function is to interpret and apply the contract which the 

parties have made for themselves.  If the express terms are 

perfectly clear and free from ambiguity, there is no choice to be 

made between different possible meanings: the clear terms 

must be applied even if the court thinks some other terms 

would have been more suitable.  An unexpressed term can be 

implied if and only if the court finds that the parties must have 

intended that term to form part of their contract: it is not 

enough for the court to find that such a term would have been 

adopted by the parties as reasonable men if it had been 

suggested to them: it must have been a term that went without 

saying, a term necessary to give business efficacy to the 

contract, a term which, though tacit, formed part of the contract 

which the parties made for themselves.” 
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57. There is in my judgment no conflict, or even tension, between those two passages.  

The insight provided by the Belize case is that the process of implication is not 

something separate and distinct from construction.  It is part of the process of 

construction, which: 

“arises when the instrument does not expressly provide for 

what is to happen when some event occurs.  The most usual 

inference in such a case is that nothing is to happen.  If the 

parties had intended something to happen, the instrument 

would have said so.  Otherwise the express provisions of the 

instrument are to continue to operate undisturbed.  If the event 

has caused loss to one or other of the parties, the loss lies where 

it falls. 

In some cases, however, the reasonable addressee would 

understand the instrument to mean something else.  He would 

consider that the only meaning consistent with the other 

provisions of the instrument, read against the relevant 

background, is that something is to happen.  The event in 

question is to affect the rights of the parties.  The instrument 

may not have expressly said so, but this is what it must mean.  

In such a case, it is said that the court implies a term as to what 

will happen if the event in question occurs.  But the implication 

of the term is not an addition to the instrument.  It only spells 

out what the instrument means.” (paragraphs 17-18) 

58. The difficulties in the present case arise from the fact that the express terms of Section 

2(a)(iii) of the Master Agreement leave significant matters unsaid about the condition 

precedent to any payment obligation, namely that no Event of Default of Potential 

Event of Default with respect to the other party has occurred and is continuing. 

59. The starting point in each of the respondents’ submissions was that the Master 

Agreement was a clearly and precisely drafted document, developed over many years, 

into which the implication of terms was unnecessary and undesirable, both because of 

the clarity of its meaning, and because of the various options provided by ISDA 

whereby parties could, by additional provisions in the Schedule or in any 

Confirmation, make specific provision about particular matters.  Unfortunately, the 

respondents’ attempt to make that starting point good led them into protracted 

disagreements between themselves as to the meaning and effect of the condition 

precedent in Section 2(a)(iii) which, in the end, took up nearly as much time in oral 

argument as did the construction issues which separated them, viewed collectively, 

from the Administrators.  Since those differences related to the express terms of the 

Master Agreement, whereas the Administrators were mainly concerned to identify an 

appropriate implied term, it is convenient to address the internal differences between 

the respondents’ submissions first. 

Gross/Net 

60. The question raised by issue 14 in the Agreed List of Issues, under the heading 

“Proving”, is whether a Non-defaulting Party wishing to take advantage of condition 

(1) in Section 2(a)(iii) by not making a payment specified in a Confirmation while the 
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counterparty is in default, may nonetheless enforce the Defaulting Party’s obligation 

in full.  In the context of an interest rate swap, where the floating rate payer is in 

default, the question is whether the fixed rate payer is entitled to receive the whole of 

the floating rate payment from the Defaulting Party, without giving credit for its fixed 

rate payment obligation due on the same payment date. 

61. In Marine Trade SA v. Pioneer Freight Futures Co Ltd BVI [2009] EWHC 2656 

(Comm) [2010] 1 Lloyd’s Rep 631, Flaux J held that the Non-defaulting Party did not 

have to give credit: see paragraphs 19 to 27. His view was that the clear language, in 

particular of Section 2(c), meant that credit only had to be given, by way of netting, 

for an amount that was payable, and not for an amount that, because of an unfulfilled 

condition precedent under Section 2(a)(iii), was not payable.   

62. At the time of delivery of skeleton arguments, all the respondents except KPGZ 

submitted that the Swaps in issue in these proceeding should not be so construed.  At 

an early stage in the hearing, Mr Fisher for KPGZ came off the fence and aligned his 

client with the position of the other respondents.  While acknowledging that the 1992 

Master Agreement incorporated in the transactions considered in Marine Trade was in 

all relevant respects the same as the Master Agreements in the present case, the 

respondents sought to distinguish Marine Trade by reference to the fact that, whereas 

the Forward Freight Agreements there reviewed were simple contracts for differences, 

the interest rate swaps in the present case contained simultaneous inter-dependent 

payment obligations.  It was suggested that the Non-defaulting Party could not 

therefore enforce the Defaulting Party’s payment obligation without having its own 

reverse payment obligation taken into account. 

63. For their part, the Administrators were content to go along with the respondents’ 

eventually unanimous approach to this issue.  I therefore found myself being invited 

not to follow Marine Trade on this point, by the unanimous consent of all parties to 

the Swaps. ISDA submitted that it might be distinguishable. 

64. If the matter had been contentious, I might have found it difficult to regard Flaux J’s 

reasoning in Marine Trade as inapplicable to the same issue, under the same Master 

Agreement, in relation to interest rate swap transactions.  Nonetheless, if all parties to 

an agreement before the court assent to its having a particular meaning, I consider that 

no issue arises for the court to decide, even though their convention as to its meaning 

is different from that which, left alone, the court might otherwise have determined.  

The parties to these Swaps are, as it seems to me, all before the court and will be 

estopped by convention if nothing else from resiling from their common answer to the 

Gross/Net question, should it arise between them on any subsequent occasion.  In 

adopting it myself, I therefore intend to cast no doubt, and to express no view one way 

or the other, upon Flaux J’s contrary conclusion in Marine Trade. 

65. I have thus far addressed this issue purely by reference to payment obligations arising 

on the same date.  Mr Dicker for BEIG submitted that it was equally applicable to the 

question whether a Non-defaulting Party which was entitled to a net payment from the 

Defaulting Party by reference to a particular payment date, was obliged to give credit 

for payment obligations which would, but for Section 2(a)(iii), have arisen in favour 

of the Defaulting Party on some other payment date during a period of continuing 

default.  Again, he submitted that credit would have to be given in those 

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 169 of 357



Judgment Approved by the court for handing down 

(subject to editorial corrections) 

Lomas & ors v JFB Firth Rixson & ors 

 

 

circumstances, and no other party demurred from his analysis. I shall therefore adopt 

it, as part of the convention between the parties to these Swaps. 

Once and for All v Suspension 

66. There was a multi-faceted dispute between the respondents about the precise effect of 

the default condition precedent in Section 2(a)(iii)(1) under the 1992 Master 

Agreement, and a narrower dispute in relation to the same question under the 2002 

Master Agreement.  Taking the 1992 version first, Mr Hapgood QC and Mr Fisher 

(for the Firth Rixson companies and KPGZ respectively) both submitted that if an 

Event of Default or Potential Event of Default had occurred and was continuing on a 

particular date for payment by the Non-defaulting Party, then that payment obligation 

never arose, and would not thereafter arise in the event that the default was cured.  Mr 

Zacaroli QC for ISDA submitted that the effect of a continuing Default (or Potential 

Default) on a particular payment date was only to suspend the coming into effect of 

the payment obligation until the default was cured and the condition precedent 

thereby satisfied.  In answer to the obvious question, for how long might that payment 

obligation remain in suspense, he submitted that it might do so, at least in theory, 

indefinitely. 

67. In relation to the 2002 Master Agreement, Mr Hapgood was constrained to accept 

(because of Section 9(h)(i)(3)(A)) that he could not maintain his once and for all 

submission, since that provision expressly contemplated that an amount might 

become payable due to the satisfaction of the Section 2(a)(iii) condition precedent 

after a payment date.  Nonetheless, he and Mr Dicker for BEIG both submitted that an 

amount could not become payable by reason of the satisfaction of a condition 

precedent after the Swap had run its term: i.e. after the last date for payment specified 

in the relevant Confirmation.  If the relevant Event of Default (actual or potential) was 

continuing on that date, then the Non-defaulting Party was forever freed from any risk 

that it might become payable thereafter. 

68. Again, this issue was also raised in Marine Trade (supra), but only in relation to the 

1992 Master Agreement.  Since by the time of the trial the Defaulting Party (Pioneer) 

had not remedied its default, Flaux J expressed only an obiter view about it.  His 

conclusion, at paragraph 61 was that: 

“There is nothing in the wording of the provisions of the 

contract to suggest that if the condition precedent is fulfilled at 

some later date, some obligation to pay then springs up.” 

69. Flaux J was not referred to the earlier dictum to the contrary of Austin J in the New 

South Wales Supreme Court in Enron Australia v. TXU Electricity [2003] NSW SC 

1169, at paragraph 12: 

“Since these two conditions are conditions precedent to the 

payment obligations of the counterparties, if either condition 

has not been met at any given time there is no payment 

obligation under any of the trades that have been made under 

the Agreement.  However, a payment obligation will spring up 

under a pre-existing trade once the relevant condition is 

satisfied, and in that sense it might be said (with only 

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 170 of 357



Judgment Approved by the court for handing down 

(subject to editorial corrections) 

Lomas & ors v JFB Firth Rixson & ors 

 

 

approximate accuracy) that the payment obligation is 

“suspended” while the condition remains unfulfilled, and that 

amounts “accrue” notwithstanding that the condition is 

unfulfilled.” 

It does not appear that Austin J’s conclusion was the result of adversarial argument on 

the point.  Rather, it appears to have been his assumption as to the way in which 

Section 2(a)(iii) of the 1992 Master Agreement worked. 

70. Flaux J was referred to, but disagreed with, the opinion in Firth on Derivatives: Law 

and Practice, that the condition precedent in Section 2(a)(iii) was suspensory rather 

than once and for all in its effect.  Mr Firth has nonetheless maintained that opinion in 

the 2010 edition, on the basis that the once and for all construction produces an 

extremely uncommercial result, in particular in cases of a short-lived default for 

which the Defaulting Party bore no responsibility, such as the presentation by a 

vexatious litigant of a winding up petition. 

71. The question whether Section 2(a)(iii) has a once and for all or suspensory effect is of 

minimal practical relevance in the present context, since there is no realistic prospect 

that LBIE will ever cease to be in default.  Nonetheless it is squarely raised by the 

agreed issues, and I consider that a proper understanding of the way in which the 

condition precedent in Section 2(a)(iii) works is a pre-requisite to a reliable analysis 

of  the Administrators’ case, based as it is essentially on implication.  

72. Taking the 1992 Master Agreement first, there are persuasive reasons in favour of the 

once and for all approach.  It is in my view more consistent with the language of 

Section 2(a), and it has the undoubted merit of simplicity and certainty.  If a payment 

does not fall due on a particular payment date because the condition precedent is not 

satisfied, then the payer need make no provision against the risk of it falling due in the 

future.  Furthermore, there is real force in Flaux J’s conclusion that the absence of any 

express provision that a payment obligation should arise at a later date if the condition 

precedent is satisfied points to the absence of any such outcome.  Using Lord 

Hoffmann’s analysis in Belize, subsequent satisfaction of the condition is an event for 

which the contract makes no express provision, so that the starting assumption is that 

none was intended. 

73. I have however come on a fairly narrow balance to the conclusion that Austin J’s 

suspensory construction is to be preferred.  My main reason is the first of those given 

by Mr Firth, namely that the once and for all construction would produce a pointlessly 

draconian outcome, in the event of a minor and momentary default.  Secondly, the 

condition precedent is unsatisfied even if there is merely a Potential Event of Default, 

which never matures into an Event of Default, sufficient to trigger Early Termination 

at the Non-defaulting Party’s election.  The permanent destruction of a payment 

obligation in those circumstances is even more surprising. 

74. Thirdly, there is I consider some force (despite Flaux J’s rejection of it) in the point 

that, even under the 1992 Master Agreement, the election for an Early Termination 

would trigger a termination payment which included all Unpaid Amounts; i.e. 

amounts which would have been payable but for an earlier default.  The essence of the 

once and for all approach is that, if a payment obligation on a particular date is 

nullified by an outstanding condition precedent, it can be forgotten about for all time.  
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It is at least counterintuitive then to find that, quite possibly due to some much later 

default, an Early Termination brings that payment obligation back to life. 

75. That conclusion about the 1992 Master Agreement means that both it and the 2002 

Master Agreement can then be considered side by side, in relation to the question for 

how long a suspended payment obligation remains in suspense.  The only candidates 

raised in argument were: 

i) Until the expiry of the term of the Transaction; 

ii) Indefinitely. 

76. The proponents of the limited period in (i) point to the unlikelihood that commercial 

persons would contemplate, let alone specifically agree, to leave potentially large 

contingent obligations hanging over themselves indefinitely.  They pointed to Section 

9(c) as containing the necessary express provision, within the phrase “Without 

prejudice to Sections 2(a)(iii) and (6)(c)(ii)”.  The general effect of clause 9(c) is to 

provide for the obligations of the parties under the Master Agreement to survive “the 

termination of any Transaction”.  By making that general provision subject to Section 

2(a)(iii) it is suggested that contingent obligations suspended by Section 2(a)(iii) will 

not therefore survive the termination of the Agreement by effluxion of time. 

77. Mr Zacaroli for ISDA was the only proponent of the indefinite survival of contingent 

obligations suspended by Section 2(a)(iii).  He sought to meet the objection that not 

even a limitation period would bring them to an end by suggesting that the Non-

defaulting Party, if troubled by the contingent liability, could always elect for Early 

Termination, even after the termination of the Transaction by effluxion of time.  He 

submitted that Section 9(c) was not concerned with termination by effluxion of time 

but rather merely with preserving the effect of the Master Agreement in relation to 

other Transactions from any unintended dissolution as the result of the termination of 

a particular Transaction. 

78. Faced with those two alternatives, I consider that the first is clearly to be preferred.  

My main reason is that it seems to me to be wholly inconsistent with any reasonable 

understanding of the Master Agreement that payment obligations arising under a 

Transaction could give rise to indefinite contingent liabilities, because of the 

possibility that an Event of Default may be cured long after the expiry of a 

Transaction by effluxion of time.  Secondly, although Section 9(c) is certainly a 

roundabout way of making express provision against payment obligations springing to 

life after the expiry of a Transaction by effluxion of time, it is the only relevant 

indication one way or another anywhere in the Master Agreement which bears on this 

issue.  Finally, I am not at all persuaded by Mr Zacoroli’s submission that the 

potentially indefinite risk of a contingent payment obligation beyond the natural 

expiry date of a Transaction could be avoided by a party electing, on or after that date, 

for Early Termination.  It would not be early in any conceivable sense, and it would 

be difficult, to say the least, to apply the default method for calculating Early 

Termination payments where, ex hypothesi, there would be no continuing period in 

relation to which to obtain a Market Quotation for a replacement swap.   

79. Nor am I persuaded that Section 9(c) has only the limited purpose identified by Mr 

Zacaroli.  The deliberate use of “termination” with a small rather than capital “t” 
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suggests that Section 9(c) is all about termination by effluxion of time (i.e. on the last 

payment date referred to under Section 2(a)(i)).  The exclusion of Section 6(c)(ii) 

follows naturally from the comprehensive provisions about payment obligations 

triggered by Early Termination.  The exclusion of Section 2(a)(iii) must therefore be a 

reference primarily to condition precedent (1) (i.e. the default condition).  Although 

some provisions in the Master Agreement operate across rather than within 

transactions, (usually where an election is made that they should), generally the 

Master Agreement exists to provide the detailed terms of each of the Transactions to 

which it is applied.  While by no means ideally phrased, I consider that Section 9(c) 

does mean that, where any obligation is suspended by Section 2(a)(iii) because of the 

non-fulfilment of a condition precedent, then that obligation does not survive the 

termination of a Transaction at the end of its natural term, if by then the condition 

precedent is still unsatisfied. 

The Constructions Alternatively Advanced by the Administrators 

80. The Administrators advanced three alternative submissions, the common objective of 

which was to prevent the respondents steering between the Scylla of an Early 

Termination and the Charybdis of committing to a full performance of all payment 

obligations under the Swaps.  With the benefit of hindsight they suggest that either of 

those courses would have led to very substantial sums being payable by the 

respondents to LBIE. 

81. All three alternative constructions are predicated upon an assertion that Section 

2(a)(iii) of the Master Agreement serves a specific limited purpose, namely to protect 

the Non-defaulting Party from making payments to the Defaulting Party while 

exposed to that party’s credit risk in the future.  The Administrators submit that a 

construction of Section 2(a)(iii) which is properly responsive to that purpose will 

produce one of the alternative outcomes for which they contend. 

 

The alternative outcomes are as follows: 

A. That Section 2(a)(iii) suspends the Non-defaulting Party’s payment 

obligations under condition precedent (1) only for a reasonable time: that is, a 

time sufficient to enable that party to decide whether to elect for Early 

Termination, or to continue to perform its payment obligations in full. 

B. That Section 2(a)(iii) suspends the Non-defaulting Party’s obligations under 

Section 2(a)(i) until such time as the Transaction, or alternatively all of the 

Transactions between the parties governed by the Master Agreement, have run 

their course (assuming no Early Termination) such that, at the expiry of the 

natural term of the last Transaction the Non-defaulting Party must either submit 

to a netting process which calls for payment of all suspended payment obligations 

or submit to the consequences of an Early Termination as at that date. 

C. That the Non-defaulting Party is, under Section 6(a) under a constant 

obligation to exercise its discretion whether or not to designate an Early 

Termination Date in a manner which is not arbitrary, capricious or unreasonable 

so that, once it is clear that the other party’s default is permanent, or where the 
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Non-defaulting Party decides to re-hedge, it must exercise its discretion in favour 

of Early Termination. 

82. Finally, the Administrators submit that the construction advanced by the respondents 

produces a result so divorced from any reasonable understanding of the purpose of 

Section 2(a)(iii) that it must give way to a construction more in accordance with 

commercial common sense.  The Administrators’ real complaint is that, in the events 

which have happened, the construction proposed by the respondents gives them a 

windfall rather than protection from, or compensation for, the consequences of 

LBIE’s default. 

83.  I have not been persuaded by any of the Administrators’ submissions on construction.  

In summary: 

(i) I am not persuaded that the purpose behind Section 2(a)(iii) is as narrow as the 

Administrators suggest. 

(ii) Both of their alternatives A and B require substantial implication of terms in 

circumstances where the well-settled requirements for doing so are not met. 

(iii) Alternative C is based on a misreading of Section 6(a) of the Master Agreement, 

which confers a right on the Non-defaulting Party to elect or to decline to elect 

for Early Termination as it thinks best suits its own interests. 

(iv) By contrast the respondents’ construction reflects the clear meaning of the 

express terms of the Master Agreement.  It is neither un-commercial in its 

outcome, nor does it necessarily confer an unjustified windfall benefit on the 

Non-defaulting Party. 

I will expand on each of those conclusions in turn. 

 

Alternative A 

84. While I accept that an important purpose of Section 2(a)(iii) is to protect the Non-

defaulting Party against having to make payments to a Defaulting Party where there is 

a risk that the latter may in due course default on its own payment obligations, I am 

by no means persuaded that this is the Section’s only purpose.  In the context at least 

of interest rate hedges (which is the only type of agreement with which the court is at 

present concerned) the quid pro quo for the fixed rate payer’s obligations is not 

merely the receipt of an income stream when the floating rate exceeds the fixed rate, 

but the conferral of protection, throughout the life of the swap, against exposure to the 

financial consequences of variable interest rates which it may not be able to afford.  

Similarly, for the floating rate payer, the quid pro quo for its promise to make 

payments to its counterparty is the assurance that, come what may, the fixed rate will 

be payable or will be taken into account.  An assurance that it will receive or be 

credited with the fixed rate will be likely to form an essential constituent part of the 

balanced derivatives book of an institution which offers interest rate hedging in the 

market place. 
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85. The rationale for the listed Events of Default is “to identify the circumstances in 

which the risk of non-performance is so great that the basis on which the parties 

entered into the Agreement has broken down”: see Firth (op. cit.) at paragraph 11-045.  

It is in those circumstances understandable that the Non-defaulting Party should be 

given a choice as to how to manage the risks with which it is threatened once its 

counterparty is in default.   

86. The Administrators’ case appears to assume that electing for Early Termination will 

always be a satisfactory risk management strategy because, it is said, the amount 

which the Non-defaulting Party may need to spend (or may receive) upon a 

replacement hedge will be, as far as valuers can make it, equivalent to the amount 

payable by (or to) the Defaulting Party as the Settlement Amount under the Section 6 

Early Termination payment formula.  Thus, (as a written submission from ISDA 

demonstrated to my satisfaction), where the market perception is that floating rates 

will fall, the market will offer the Non-defaulting fixed rate Party a replacement swap 

with a reverse premium, which will be broadly equivalent to the amount payable to 

the Defaulting Party by way of Settlement Amount.  Conversely, if interest rates are 

thought likely to rise, the Non-defaulting Party will have to pay a premium for a 

replacement swap in the market, but will receive a similar Settlement Amount from 

the Defaulting Party.  In short, it is suggested, the main purpose of the default formula 

for Termination Payments is to enable the Non-defaulting Party to re-hedge at the 

expense of the Defaulting Party. 

87. That apparently happy equivalence assumes, contrary to the present facts, that the 

Defaulting Party will be good for the money, where the Non- defaulting Party has to 

pay to re-hedge.  In the event of a Bankruptcy Event of Default, the reality will be that 

the Non-defaulting Party will have to buy its replacement hedge in the market, and 

prove for the Settlement Amount against the Defaulting Party in its liquidation or 

administration, from which it may receive a modest dividend, or, in many cases, no 

dividend at all.  It follows that to treat the Early Termination election as always being 

a sufficient remedy to the Non-defaulting Party in connection with any Bankruptcy 

Event of Default is merely to provide the form, rather than the substance, of a remedy.  

It is in those circumstances no surprise to find in the Master Agreement an alternative 

option to the Non-defaulting Party namely, for as long as the default lasts, to avoid 

making any further payment to the Defaulting Party, but taking the risk, if the 

Defaulting Party cures its default before the termination of the swap Transaction by 

effluxion of time, that the payments thus far avoided will then become due.  Put 

another way, it is not surprising to find that the Master Agreement contains provision 

whereby the Non-defaulting Party may say that, for as long as the continuing default 

means that the secure hedge for which it had contracted is absent, no further payment 

will be made under the swap agreement. 

88. In my judgment the attempt by implication to provide that the condition precedent in 

Section 2(a)(iii)(1) should fall away after a reasonable time, leaving the Section 

2(a)(i) payment obligations fully enforceable is, quite simply, contrary to the express 

terms of the Master Agreement.  Section 2(a)(iii) unambiguously provides that the 

condition precedent is to subsist for as long as no Event of Default or Potential Event 

of Default with respect to the other party “has occurred and is continuing”.  By 

contrast, alternative A contemplates that the condition precedent will fall away, even 

if an Event of Default is continuing, once the Non-defaulting Party has had a 
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reasonable opportunity to choose whether or not to elect for Early Termination.  To 

use the modern language of Attorney General v. Belize, it is not what a reasonable 

addressee would think that the Master Agreement meant. 

Alternative B 

89. An implied term that the condition precedent in Section 2(a)(iii)(1) falls away at the 

end of the natural term of a Transaction, or of the term of the last open Transaction 

governed by the Master Agreement, leaving the parties with a mutual netting 

obligation in relation to all Unpaid Amounts, or with an obligation to make an Early 

Termination payment pursuant to Section 6, is even more obviously at variance with 

the plain language of the Master Agreement.  It is, in the first place, flatly inconsistent 

with Section 9(c), which provides that the survival of any obligations under the 

Master Agreement after the termination of any Transaction is without prejudice to 

Section 2(a)(iii).  While it is perhaps inelegant language for the purpose of 

encapsulating the concept that a payment obligation suspended by Section 2(a)(iii) 

does not survive termination, by no form of purposive reading can it be made to mean 

that the condition precedent in Section 2(a)(iii) itself falls away on termination of a 

Transaction (i.e. by effluxion of time). 

90. Secondly, Section 2(c) makes no provision (unless the parties elect to the contrary, 

which none have done in the present Swaps) for anything other than netting within a 

Transaction, whereas one version of alternative B contemplates cross-transactional 

netting on the expiry by effluxion of time of the last Transaction of any series 

regulated by the same Master Agreement.  To provide by implication for such netting 

would run directly counter to Section 2(c) in any case where no cross-transactional 

netting has been chosen. 

91. Thirdly, the sub-alternative within alternative B (namely that there is an obligation on 

the Non-defaulting Party to designate Early Termination on the expiry of the last 

Transaction regulated by the Master Agreement, with a consequential payment under 

Section 6), would be tantamount to Automatic Early Termination, whereas, in all the 

present Swaps, no such election has been made.  Furthermore it would (as already 

explained) not be “Early”, nor would the Market Quotation part of the Early 

Termination payment formula be operable. 

Unreasonable Exercise of Discretion 

92. Mr Trower QC for the Administrators referred me to a number of authorities in 

support of the general proposition that, in certain circumstances, a contractual power 

or discretion must not be exercised capriciously or irrationally: see in particularly Abu 

Dhabi National Tanker Co v. Product Star Shipping Co Ltd (No 2) [1993] 1 Lloyd’s 

Rep 397 at 404, Ludgate Insurance Co Ltd v. Citibank NA [1998] Lloyd’s Rep 221, at 

239 - 240 and Socimer International Bank Ltd v. Standard Bank London Ltd [2008] 1 

Lloyd’s Rep 558 at paragraph 60 to 66.  I accept that the exercise of a contractual 

discretion in circumstances which affect both parties to the contract may call for 

honesty, good faith, and even an exercise for the purposes for which the discretion 

was conferred.  It will nonetheless be a very rare case in which the apparently regular 

exercise of a purely contractual discretion can be successfully challenged, see per 

Brooke LJ in Ludgate Insurance at paragraph 35. 
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93. In the present case, the discretion in Section 6(a) of the Master Agreement was given 

by way of contractual right to the Non-defaulting Party, and was plainly to be 

exercised in such a way as the Non-defaulting Party considered best served its own 

interests, by way of a choice between alternative remedies arising out of its 

counterparty’s default.  I do not begin to understand how the respondents’ choice not 

to elect for Early Termination in relation to the Swaps under review in the present 

case can possibly be categorised as dishonest, in bad faith or exercised otherwise than 

for the purpose for which it was conferred.  In relation to the euro and sterling Swaps, 

since LBIE’s counterparties were in the money when LBIE’s default occurred, they 

may be expected to have had to make a payment in the market place for a replacement 

swap on precisely the same terms, against a speculative prospect of a refund by way 

of a Settlement Amount from LBIE if they elected for Early Termination.  In the 

event, each of the respondents has been vindicated in its decision not to elect for Early 

Termination by the subsequent fall in interest rates.  In the circumstances, the 

proposition that an election to do anything other than seek Early Termination 

amounted to a misuse of the Non-defaulting Party’s discretion strikes me as 

completely unarguable. 

ANTI-DEPRIVATION 

94. The anti-deprivation rule is the inelegant heading for a long established principle 

which: 

“is essentially based on the proposition that one cannot contract 

out of the provisions of the insolvency legislation which govern 

the way in which assets are dealt with in a liquidation.” 

(per Lord Neuberger MR in Perpetual Trustee Co Ltd v. BNY Corporate Trustee 

Services Ltd [2009] EWCA Civ 1160 [2010] 3 WLR 87, at paragraph 50).  As the 

modern cases including Perpetual show, it is a principle which is easy to state, but 

difficult to apply, in particular in relation to sophisticated dealings between modern 

financial and commercial entities.  This difficulty of application is best illustrated by 

the fact that, in British Eagle International Airlines Ltd v. Cie Nationale Air France 

[1975] 1 WLR 758, all their Lordships were in substantial agreement about the nature 

of the principle, but split 3/2 over its application, the minority agreeing with all the 

judges in the courts below. 

95. Although the rule serves a sound public policy objective, the jurisprudence about it 

has been disfigured by its tendency to throw up formalistic distinctions, such that its 

effect may easily be avoided (or, some would say, evaded) by clever draftsmanship 

without any underlying change in the economic reality between a structure which 

does, or does not, infringe the rule.  This is, again, illustrated by the ease with which 

IATA managed to avoid the outcome of British Eagle for the future, by a modest 

amendment to its regulations, such that the High Court of Australia was able to find 

that the rule was no longer contravened, in International Air Transport Association v. 

Ansett Australia Holdings Ltd [2008] HCA 3, in circumstances where the underlying 

economic realities between the participating airlines remained exactly the same. 

96. The modern trend has been to restrict rather than to broaden the ambit of application 

of the rule, for two reasons.  The first is that, in a corporate context, the increasingly 

sophisticated anti-avoidance provisions now in the Insolvency Act 1986 (“the Act”) 
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reduce the need for a general anti-avoidance principle originally developed to protect 

the much simpler bankruptcy legislation from evasion.  The second is that the 

uncertainties of the rule’s boundaries risk coming into conflict with the countervailing 

public policy in favour of contractual certainty and party autonomy in bona fide 

commercial arrangements: see Perpetual (supra) at paragraphs 57 to 58. 

97. The part of the insolvency legislation which the anti-deprivation rule exists mainly to 

protect is what is generally called the principle of pari passu distribution, namely that 

all the property owned by the company as at the commencement of its relevant 

insolvency process should, subject to the prior payment of preferential liabilities and 

expenses, be applied in satisfaction of its liabilities in proportion to the size of those 

liabilities: see Section 107 of the Act in relation to voluntary winding up and rule 

4.181(1) of the Insolvency Rules 1986 (“the Rules”) in relation to compulsory 

winding up.  A similar provision is now applicable in administration, where the 

administrators make a distribution to unsecured creditors pursuant to paragraph 65 of 

Schedule B1 to the Act: see Rule 2.69. 

98. There was some debate between counsel as to whether the anti-deprivation rule 

applied, in the context of an administration, with effect from the making of the 

administration order or from the (necessarily later) date upon which the administrators 

gave notice under Rule 2.68 of their intention to declare and distribute a dividend.  

The Administrators of LBIE have given such a notice, but only after LBIE had been 

in administration for over a year.  It is unnecessary for me to decide this question.  For 

present purposes, I shall assume, but without deciding, that Mr Trower for the 

Administrators is correct in his submission that the rule is to be applied in relation to 

property owned by the company at the time of the making of the administration order, 

rather than to its property as at some later date. 

99. Typically, an infringement of the rule in the context of the insolvency principle of 

pari passu distribution requires it to be shown that some part of the company’s 

property which it owned as at the date when its insolvency process commenced has by 

contract or other arrangement either (i) been taken away from the company or (ii) 

been subjected to a process of distribution to creditors other than as provided by the 

Act and Rules.  British Eagle may best be analysed as an example of the second of 

those alternatives.  The IATA clearing house system to which the insolvent company 

was a party was described by Lord Cross as a form of “mini-liquidation” which could 

not prevail over the statutory pari passu scheme: see [1975] 1 WLR 758 at 780H. 

100. The Administrators claim that Section 2(a)(iii) of the Master Agreement offends 

against the first limb of the rule, as I have described it.  Mr Trower’s submission ran 

as follows:  

(i) At the moment when LBIE went into administration on 15
th

 September 2008 it 

was the owner, under each of the Swaps, of an asset consisting of a contingent 

liability owed by each of its counterparties, the contingencies being: 

(a) that floating interest rates should be such, on each of the outstanding payment 

dates in the relevant Confirmation, that a net sum was due from the 

counterparty to LBIE (i.e. that LBIE should be in the money); and 
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(b) that no Event of Default or Potential Event of Default had occurred and was 

continuing. 

(ii)     The operation of the condition precedent constituted by the requirement that 

there by no Bankruptcy Event of Default meant that, upon LBIE going into 

administration, it was (in all probability permanently) deprived of that asset, 

either for distribution to creditors pari passu, or for beneficial utilisation in the 

course of its administration. 

(iii)     It was no answer for the respondents to say that the condition precedent had 

existed from the moment when the asset (in the form of a contingent liability) 

was created.  That was equally true of the royalties in ex parte Mackay (1873) 

8 Ch App 643, approved in British Eagle and followed in Perpetual, in 

particular by Lord Neuberger MR at paragraph 67, with whom Longmore LJ 

agreed, at paragraph 99. 

101. Mr Trower sought to bolster his case by a submission that the rule is infringed 

wherever a party in a contractual relationship with a company gains an advantage 

from that company’s going into an insolvency process which it would not otherwise 

have enjoyed.  He described the freedom acquired by each of LBIE’s counterparties 

from having to pay very substantial sums to LBIE under the Swaps once floating rates 

fell below the agreed fixed rates as just such an advantage. 

102. I do not consider that the anti deprivation rule includes any such broad element within 

it.  It is commonplace for the insolvency of a contracting party to devalue its rights 

under the contract, and for the counterparty thereby to gain consequential benefits, 

under contractual provisions which do not infringe the rule. So broad a summary of 

the effect of the rule is entirely unsupported by any authority. 

103. In my judgment Section 2(a)(iii) of the Master Agreement (in both its 1992 and 2002 

forms) as incorporated into the five Swaps the subject matter of these proceedings 

does not contravene the anti-deprivation rule in relation to LBIE.  My reasons follow. 

104. Each of the Swaps conferred on LBIE contingent rights to receive payments from its 

counterparties on those payment dates specified in the various Confirmations as 

occurring after 15
th

 September 2008.  The contingencies were broadly as Mr Trower 

describes them, namely that LBIE should be in the money (i.e. entitled on that date to 

receive a net payment under Section 2(a)(i) and (c)), and that there should not on 

those subsequent dates be a continuing Event of Default under Section 2(a)(iii). Those 

rights had always been subject to both those contingencies from the outset, that is, 

from the day of the making of each Swap. 

105. The nature of those rights did not change in any way on 15
th

 September 2008.  In 

relation to most of the Swaps, LBIE was out of the money on the immediately 

following payment date, but due to the subsequent fall in interest rates the “in the 

money” contingency was thereafter satisfied in relation to all of them. 

106. LBIE remained contingently entitled to such net payments thereafter, for the duration 

of the agreed term of each Swap.  Nonetheless the second contingency, that there 

should be no continuing Event of Default was, from 15
th

 September 2008 extremely 

unlikely ever to be satisfied.  There is, in reality, no significant prospect that LBIE 
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will either itself survive its administration, or that the benefit of any of the Swaps can 

in practice be transferred by LBIE to a non-defaulting assignee under the limited 

scope for assignment contained in each Swap.  That much is common ground. 

107. The critical question is whether the inclusion of that second contingency from the 

moment of the creation of the rights to net payments offends the anti-deprivation rule.  

I agree with Mr Trower that it is not enough, as the authorities presently stand, for the 

respondents to say merely that the rights were subject to that contingency from the 

outset.  That was the minority view of Patten LJ in Perpetual, at paragraph 135, but 

the majority did not feel able to accept it, because of its apparent inconsistency with 

the analysis in ex parte Mackay: see paragraph 67.  It is therefore necessary to 

understand from the three decisions of ex parte Mackay, British Eagle and Perpetual 

(by all of which I am bound) why it is that in some cases the creation ab initio of a 

flaw in the relevant asset does, and in other cases does not, fall foul of the anti-

deprivation rule.  In all three cases the right in question was a form of chose in action, 

namely a royalty right in ex parte Mackay, a debt in British Eagle and a security right 

in Perpetual.   

108. In my judgment the critical distinction which emerges from those and other cases may 

be expressed in the following way.  Where the asset of the insolvent company is a 

chose in action representing the quid pro quo for something already done, sold or 

delivered before the onset of insolvency, then the court will be slow to permit the 

insertion, even ab initio, of a flaw in that asset triggered by the insolvency process.  

By contrast, where the right in question consists of the quid pro quo (in whole or in 

part) for services yet to be to be rendered or something still to be supplied by the 

insolvent company in an ongoing contract, then the court will readily permit the 

insertion, ab initio, of such a flaw, there being nothing contrary to insolvency law in 

permitting a party either to terminate or adjust what would otherwise be an ongoing 

relationship with the insolvent company, at the point when it goes into an insolvency 

process. 

109. Examples of the former type are the royalty stream in ex parte Mackay, which was the 

quid pro quo for a patent sold outright by the person who later became bankrupt, and 

the debt owed by Air France to British Eagle, which was for services already rendered 

by British Eagle to Air France prior to the commencement of its winding up. 

110. Familiar examples of the latter category are leases and licences, where the right to 

enjoy the underlying asset accrues over time, in exchange, also over time, for payment 

of rent or fees, and which have always been terminable on bankruptcy without 

infringing the rule: see Perpetual at paragraph 64.  A more telling example is the 

security right enjoyed by LBSF under its swap agreement in priority to the note-

holders over collateral for which the note-holders had paid the price, and which was 

liable to be subordinated to the note-holders’ security in the event of LBSF’s 

insolvency.  That right was conferred in connection with a swap contract also 

governed by an ISDA Master Agreement, pursuant to which LBSF had ongoing 

obligations at the time when it went into Chapter 11 bankruptcy. 

111. As appears from Perpetual at paragraph 67, central to the decision of the majority was 

the fact that the provision for postponement of LBSF’s security on its bankruptcy (the 

“flip”) operated in relation to assets which had been acquired by money provided by 

the note-holders, and the flip was designed only to ensure that, on the failure of the 
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transaction, the note-holders would be repaid out of those assets before LBSF.  It was 

an ab initio adjustment to the ongoing relationship between LBSF and the note-

holders triggered by LBSF’s insolvency, but none the worse for that. 

112. Returning to the present case, the contingent rights to future net payments, as at 15
th

 

September 2008 enjoyed by LBIE under each of the Swaps were the quid pro quo not 

merely for services previously rendered to the Swap counterparties, but for the 

ongoing provision of an interest rate hedge.  LBIE’s insolvency was one of those 

events which, as described by Mr Firth in his book Derivatives: Law and Practice, 

was sufficient to undermine the basis of that ongoing relationship with its 

counterparties.  Reduced to its bare essentials, the condition precedent that there 

should be (inter alia) no Bankruptcy Event of Default was a provision designed to 

ensure that LBIE would only receive its quid pro quo for providing an interest rate 

hedge for as long as it was in a financial condition to be able to do so. 

113. In my judgment that analysis places the contingent rights of which the Administrators 

complain that LBIE has been deprived clearly on that side of the difficult dividing line 

which permits the parties to include, ab initio, an insolvency based flaw, without 

infringing the anti-deprivation rule.  For those reasons, the rule has not been infringed 

by Section 2(a)(iii) of the Master Agreement, as incorporated in the five Swaps in 

issue. 

114. I must however add two warnings by way of postscript.  The first is that this is a 

decision on these five interest rate Swaps, rather than one which may automatically be 

relied upon in relation to all possible circumstances in which an ISDA Master 

Agreement might be used.  It is essentially based upon a perception that interest rate 

swaps constitute an ongoing relationship between the parties to them, in which their 

rights to receive contingent net payments accrue from time to time as the quid pro quo 

for the provision of a continuing service.  It is perfectly possible that a different 

analysis might be appropriate where a Master Agreement was incorporated into some 

different kind of transaction. 

115.    The second warning is that, but for the concession that Section 2(a)(iii) operates, 

under these five Swaps, on a net rather than gross basis, analysed under the heading 

Gross/Net above, I might have concluded that if Section 2(a)(iii) operated so as to 

increase LBIE’s obligation on any future payment date from a net amount (after 

giving credit for the fixed rate payment due from the counterparty) to a gross amount, 

namely the whole of the floating rate amount, that might well have offended the anti-

deprivation principle, for the simple reason that it imposed a greater financial 

obligation on LBIE in favour of a particular creditor by reason of LBIE’s insolvency, 

than would otherwise have been imposed.  I have from start to finish suspected that 

the concession made by each of the respondents that these Swap agreements operate 

only on a net basis has been made for the specific purpose of avoiding that outcome.  

The concession that Section 2(a)(iii) operates in relation to these Swaps on a net basis 

means that LBIE will not on any payment date subsequent to 15
th

 September 2008 be 

under any greater payment obligation to any of its counterparties than it would have 

been, had it not gone into administration. 

116.    I am invited, by reference to the Agreed List of Issues, to deal in addition with a 

particular timing point that arises as between LBIE and BEIG, from the fact that, on 

one view, LBHI suffered a Bankruptcy Event of Default shortly before LBIE did, 
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LBHI being LBIE’s Credit Support Provider under the BEIG Transaction.  I am 

asked, on assumed facts, to address the issue on the alternative assumptions that 

LBHI’s Bankruptcy Event of Default occurred either (i) before or (ii) at the same time 

as or (iii) after that incurred by LBIE. 

117.    On the view which I have taken of the anti-deprivation issue in relation to all five 

Swaps, it is unnecessary for me to decide this question.  Nonetheless, and against the 

risk that this matter goes further, I shall briefly express my view upon it. 

118.    In the event that LBHI’s Bankruptcy Event of Default preceded that of LBIE then, if I 

had otherwise been of the view that Section 2(a)(iii) deprived LBIE of anything, 

within the meaning of the rule, I would have concluded that the relevant deprivation 

had occurred before the commencement of LBIE’s administration, with the 

consequence that it owned no asset at the moment of its administration to which the 

rule could apply: see Perpetual at paragraphs 69 to 72, and because the rule is not 

triggered by the insolvency of a third party: see paragraph 73. 

119.    If the Bankruptcy Event of Default of LBHI was coterminous with that of LBIE, then 

it seems to me that the same result would follow.  LBIE would (on the present 

hypothesis) be deprived of property at what happened to be the moment of its 

insolvency, but not because of a provision which offended the anti-deprivation rule. 

120.   By contrast, if LBHI’s Bankruptcy Event of Default followed that of LBIE, then the 

reasoning of Patten LJ in Perpetual in paragraph 163 might at first sight suggest that a 

further deprivatory event after the onset of LBIE’s insolvency process would fall foul 

of the rule because, by then, the Insolvency Act regime had come into effect in 

relation to LBIE’s property.  Nonetheless, I consider that the result would still be the 

same as if LBHI’s bankruptcy had been simultaneous with that of LBIE.  The asset 

which LBIE owned as at the moment of its bankruptcy was a right to future payment 

which was always contingent upon there being no Event of Default in relation to  

LBHI on any subsequent payment date. That contingency might be unsatisfied, just 

like the contingency that LBIE should be in the money.  In neither case could the anti 

deprivation rule be offended merely because the contingent right to future payment 

continued to be subject to an unsatisfied condition precedent other than LBIE’s own 

bankruptcy.  

PENALTY 

121.  I can take this part of the Administrators’ case very shortly indeed.  The allegation is 

that Section 2(a)(iii) of the Master Agreement operates as a penalty when triggered by 

LBIE’s Bankruptcy Event of Default.  Before me, Mr Trower very sensibly conceded 

that I would be bound by the decision of the Court of Appeal in Associated 

Distributors Ltd v. Hall [1938] 2 KB 83, approved (obiter) in Campbell Discount Co 

Ltd v. Bridge [1962] AC 600, to conclude that the common law doctrine of penalty is 

inapplicable where the triggering event is not a breach of contract.  Since Mr Trower 

accepted that LBIE’s going into administration was, although a Bankruptcy Event of 

Default, not a breach of any of the Swap agreements, he readily accepted that the case 

as to penalty could not be pursued at first instance. 

FORFEITURE 

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 182 of 357



Judgment Approved by the court for handing down 

(subject to editorial corrections) 

Lomas & ors v JFB Firth Rixson & ors 

 

 

122. I can be almost as brief in relation to this final part of the Administrators’ case.  The 

allegation is that the loss of LBIE’s right to contingent net payments occasioned by its 

Bankruptcy Event of Default was a forfeiture for which the court can grant relief.  

This case was not pursued at any length, and is in my judgment subject to two fatal 

objections.  The first is that a contingent right to net payments of money under a 

contract is not, even if it constitutes property in other respects, a type of property in 

respect of which the jurisdiction to grant relief from forfeiture exists.  The Swaps in 

issue in these proceedings are classic examples of the type of commercial transactions 

in relation to which the existence of a jurisdiction to relief from forfeiture would give 

rise to unacceptable uncertainties and fetters upon contractual rights: see 

Scandinavian Trading v. Flota Ecuatoriana [1983] 1 QB 529 per Robert Goff LJ at 

541 C to E, approved in Sport International v. Inter-Footwear Ltd [1984] 1 WLR 776, 

by the House of Lords. 

123. The second objection is that the condition precedent in Section 2(a)(iii) of the Master 

Agreement is not in any event a forfeiture, but a condition precedent: see by way of 

analogy Euro London Appointments v. Claessans International [2006] 2 Lloyd’s Rep 

436, per Lawrence Collins J at paragraph 44. 

CONCLUSIONS 

124.  I can therefore address the Agreed List of Issues, part of which I have set out above, 

as follows. 

Construction 

1) No. 

2) Not applicable. 

3) No. 

4) (1) No 

 (2) Yes, on a transaction by transaction basis. 

(3) No. 

Anti-Deprivation 

5) No. 

6) (1) Not necessary to decide. 

(2) Yes, but regardless whether it provides a benefit to the Non-defaulting Party. 

(3) No. 

  (4) Does not arise. 

Penalty/relief from forfeiture 
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7) No. 

8) Not applicable. 

9) No. 

10) (1) No. 

(2) Not applicable. 

(3) No. 

11) No. 

12) See the analysis in the judgment. 

13) Not applicable. 

Proving 

14) The respondent Non-defaulting Parties in the present case all acknowledge that, 

as at present, the netting of the payment obligations which have arisen since 15
th

 

September 2008 mean that they have no present right of proof against LBIE in 

respect of the Swap agreements.  LBIE is, on a net basis, heavily in the money 

under each of them. Further, in relation to such Swap agreements as have yet to 

reach their termination by effluxion of time, no rights of proof will arise unless 

changes in interest rates hereafter are so large that, even after giving LBIE credit 

for all the payments which would have been payable when LBIE was in the 

money, a net sum were still to be due to the respondent counterparty. Mr Fisher 

submitted that, even then, it would be necessary for the counterparty to waive the 

condition precedent constituted by LBIE’s continuing default.  I make no decision 

about that.  For the avoidance of doubt, it has not been argued or decided whether 

that condition precedent is capable of unilateral waiver by the Non-defaulting 

Party. 
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Newbould J.                           REASONS FOR JUDGMENT                       
                                                        
 
[1]      This judgment is lengthy and an index at the outset will assist in making headway 

through what is by any account a complex matter. 
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1.  Prelude 

[2]      This action arises from the events in 2007 and 2008 surrounding the liquidity crisis in the 

asset backed commercial paper (ABCP) market in Canada that led to a portion of the ABCP 

market referred to as the third party or independently sponsored ABCP market being 

compromised and restructured under the CCAA in 2008-9.  The Devonshire Trust was the only 

trust, or in the jargon of the market, the only “conduit” in the independently sponsored Canadian 

ABCP market that was not a party to the CCAA restructuring.  

[3]       The plaintiff Barclays Bank PLC was counterparty to Devonshire by virtue of it being 

the asset and liquidity provider to Devonshire, as will be explained. It was only through the 

Devonshire Trust that Barclays participated in the Canadian ABCP market. 

[4]      Barclays and Devonshire each claim that the other breached the relevant agreements. The 

rights of Barclays and Devonshire in this action depend in part on the interpretation of the legal 

documentation that governs their relationship.  The deal between them took nine months to 

negotiate.  Each side had businessmen who were legally trained and who were advised by teams 

of outside lawyers.  The legal documentation is byzantine in its complexity and would make the 

work of the most Philadelphian of lawyers look like mere child's play. The financial product 

involved was relatively new and complex, with many acronyms being used by the players as 

short form descriptions.  

[5]      There is collateral of $600 million plus interest held in trust. There is a further amount of 

approximately $183 million plus interest held by Devonshire. Barclays claims to have suffered a 

loss of $1.2 billion and claims entitlement to all of the funds.  Devonshire claims to be entitled to 

all of the funds in order to pay the outstanding noteholders of Devonshire. 

2.  Asset Backed Commercial Paper market 

[6]      Commercial paper is a term used to refer to promissory notes, or bonds, issued in the 

commercial world. Asset backed commercial paper (ABCP) is a term used that refers to 
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commercial paper secured, or backed, by some asset. A secured note is a shorter description of 

ABCP. 

[7]      In the market involved in this case, securitization is a method of raising financing.  It 

involves the use of a special-purpose entity such as a trust that repackages the cash flow from 

income-producing financial assets into securities, or notes, that are purchased by investors in the 

debt capital markets.  In a securitization transaction, financial assets are purchased by the trust 

from operating or finance companies that sell or “originate” those assets.  Examples of so-called 

traditional assets that are securitized are mortgages, loans, leases, and credit card receivables.  

Other assets are called “structured financial assets”, including “synthetic” assets such as credit 

default swaps (CDS), which were used in the transactions between Barclays and Devonshire. 

[8]      In securitizations, the trust (or conduit) acquires assets and earns a return from the 

income produced by those assets.  To pay for the assets, the conduit issues ABCP.  The ABCP is 

sold and interest is paid by the trust to the investors holding the notes at a spread over the 

Canadian Dealer Offered Rate (“CDOR”).  The trust earns revenue on the spread between its 

return on the underlying asset and the cost of interest it must pay its investors on its ABCP.   

[9]      The ABCP market in Canada at the relevant times was described by Purdy Crawford, 

Q.C., who was the chairman of an investor’s committee that spearheaded the restructuring of the 

independent conduits in the Canadian ABCP market. In his affidavit filed in CCAA proceedings, 

Mr. Crawford described the market and the problems that arose as follows: 

 [7]   Before the week of August 13, 2007, there was an operating market in 
ABCP. Various corporations (referred to below as "Sponsors") arranged for the 
Conduits to make ABCP available as an investment vehicle bearing interest at 
rates slightly higher than might be available on government or bank short-term 
paper.    

 [8]   The ABCP represents debts owing by the trustees of the Conduits. Most of 
the ABCP is short-term commercial paper (usually 30 to 90 days). The balance of 
the ABCP is made up of commercial paper that is extendible for up to 364 days 
and longer-term floating rate notes. The money paid by investors to acquire 
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ABCP was used to purchase a portfolio of financial assets to be held, directly or 
through subsidiary trusts, by the trustees of the Conduits. Repayment of each 
series of ABCP is supported by the assets held for that series, which serves as 
collateral for the payment obligations. ABCP is therefore said to be "asset-
backed."    

 [9]   Some of these supporting assets were mid-term, but most were long-term, 
such as pools of residential mortgages, credit card receivables or credit default 
swaps (which are sophisticated derivative products). Because of the generally 
long-term nature of the assets backing the ABCP, the cash flow they generated 
did not match the cash flow required to repay maturing ABCP. Before mid-
August 2007, this timing mismatch was not a problem because many investors did 
not require repayment of ABCP on maturity; instead they reinvested or "rolled" 
their existing ABCP at maturity. As well, new ABCP was continually being sold, 
generating funds to repay maturing ABCP where investors required payment. 
Many of the trustees of the Conduits also entered into back-up liquidity 
arrangements with third-party lenders ("Liquidity Providers") who agreed to 
provide funds to repay maturing ABCP in certain circumstances.    

 [10]   In the week of August 13, 2007, the ABCP market froze. The crisis was 
largely triggered by market sentiment, as news spread of significant defaults on 
U.S. sub-prime mortgages. In large part, investors in Canadian ABCP lost 
confidence because they did not know what assets or mix of assets backed their 
ABCP. Because of this lack of transparency, existing holders and potential new 
investors feared that the assets backing the ABCP might include sub-prime 
mortgages or other overvalued assets. Investors stopped buying new ABCP, and 
holders stopped "rolling" their existing ABCP. As ABCP became due, Conduits 
were unable to fund repayments through new issuances or replacement notes. 
Trustees of some Conduits made requests for advances under the back-up 
arrangements that were intended to provide liquidity; however, most Liquidity 
Providers took the position that the conditions to funding had not been met. With 
no new investment, no reinvestment, and no liquidity funding available, and with 
long-term underlying assets whose cash flows did not match maturing short-term 
ABCP, payments due on the ABCP could not be made -- and no payments have 
been made since mid-August.  

3.  The Barclays and Devonshire swap transactions 
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[10]      Quanto Financial Corporation, the sponsor and financial services agent of Devonshire, 

was formed in October, 2005 by Mr. Lafleur-Ayotte and Mr. Alain Pelchat, both of whom had 

been with National Bank. Mr. Lafleur-Ayotte and Mr. Pelchat had started up the conduit 

business while at National Bank, setting up three conduits. They left National Bank to establish 

Quanto, at which time National Bank transferred the conduit business to Quanto. Each of Mr. 

Lafleur-Ayotte and Mr. Pelchat owned 20% of Quanto at the outset, the other shareholders being 

National Bank and Deutsche Bank, each as to 15% and the balance of 30% being owned by key 

employees. 

[11]      In the fall of 2005 Mr. Lafleur-Ayotte and Mr. Pelchat began discussions with Barclays 

regarding a conduit business. They knew Mr. Lovisolo of Barclays from earlier days when all 

three worked at Deutsche Bank and they knew Mr. Neville of Barclays whom they had met 

while working for National Bank. The transaction with Barclays was negotiated and eventually 

agreed in August, 2006 and amended in December, 2006.  

[12]      Devonshire and Barclays entered into an ISDA1 Master Agreement dated as of July 6, 

2006, an Amended and Restated Master Credit Derivatives Confirmation Agreement dated 

December 1, 2006,  two Amended and Restated Transaction Supplements dated August 16, 2006 

and August 25, 2006 and two Amended and Restated Seller Credit Support Annexes (CSAs) also 

dated August 16, 2006 and August 25, 2006, a Trust Indenture dated August 2, 2006 and a Series 

A Supplemental Indenture made as of August 2, 2006, which, along with detailed Schedules and 

Annexes to these agreements, governed the credit derivative transaction between the parties. 

[13]      Devonshire was established as the special purpose trust for the purpose of acquiring and 

holding income-producing assets financed through the issuance of ABCP. Under the terms of the 

agreements between the parties, Devonshire was only permitted to acquire assets from Barclays. 

The two transactions in dispute were intended to be only the first of several transactions between 

the parties, but they became the only transactions. 

                                                 
1 ISDA stands for International Swap Dealers Association, now the International Swaps and Derivatives 
Association. The form of the agreement was the 1992 form of the ISDA Master Agreement. 
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[14]      Barclays was the “asset provider” to Devonshire. The assets acquired by Devonshire 

from Barclays were two credit default swap transactions, or contracts, between Barclays and 

Devonshire called “synthetic leveraged super senior credit default swaps”. Synthetic leveraged 

super senior credit default swap transactions came into the market in Canada in the fall of 2004 

and were made by the independent conduits. The bank sponsored conduits did not enter into 

leveraged super senior contracts. 

[15]       Under these transactions, Barclays was a “credit protection buyer” and Devonshire was a 

“credit protection seller”. That is, Devonshire sold Barclays protection against the possibility of 

credit defaults in a portfolio of debt obligations not owned by Barclays. Barclays paid a monthly 

premium to Devonshire for this protection and Devonshire agreed that if the level of losses in the 

portfolio reached a certain point, Devonshire would pay an amount to Barclays.  

[16]      The term of the two swaps was to run until 2016. The monthly premium paid to 

Devonshire by Barclays for this protection was the source of the payments to the noteholders 

who purchased their ABCP from Devonshire. 

[17]      The portfolio of underlying debt obligations consisted of 130 corporate bonds issued by 

various corporations in the first swap and 100 in the second swap, as well as various asset backed 

and mortgaged backed securities. The contents of the portfolio were negotiated between Barclays 

and Devonshire. Thus the transactions were called “bespoke” transactions. Because Barclays did 

not have any ownership interest in the pool of assets for which it was buying credit protection, 

the swaps were called “synthetic”.2  

                                                 
2 Why the word “synthetic” is used other than industry jargon is unclear. The concept is no 
different than one boy betting against another that the Toronto Maple Leafs will not end up 
worse than some agreed place in the standings, such as third from last, and no higher than some 
agreed place, such as fourth place, in the next NHL season. The reason why Barclays would have 
an interest in buying protections against a decline in value of assets it did not own was because 
Barclays was a “market maker”, a swap dealer acting as an intermediary between sellers and 
buyers of credit protection and sought to profit by earning a spread between the cost of buying 
credit protection and selling credit protection. In this case, the evidence was that it was very 
difficult to find someone who would take the exact opposite view on a bespoke transaction with 

20
11

 O
N

S
C

 5
00

8 
(C

an
LI

I)

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 191 of 357



 
 
 
 

Page: 8  
 

 

  

[18]      In order to secure the contingent obligation of Devonshire to Barclays if there were credit 

defaults in the underlying portfolio, Devonshire was required to, and did, pay $300 million to 

Barclays for each transaction, or $600 million in total, at the outset of the transactions. Under the 

relevant agreements, if there were no defaults in the underlying portfolio of obligations at the end 

of the agreements in 2016 that required Devonshire to pay Barclays, Barclays was obliged to 

repay Devonshire the $600 million. In order to secure this obligation to repay Devonshire, 

Barclays was required to, and did, post $600 million of its own assets or funds as collateral, and 

it is held by Bank of New York under a custodian agreement. 

[19]      The swaps were called “leveraged” because while the amount that Devonshire could be 

called upon to pay under each swap was $3 billion, Devonshire was required to post collateral 

for this obligation of only $300 million for each swap. Thus the swaps were initially leveraged 

on a 10 to 1 basis, which allowed Devonshire to be paid premiums on $6 billion worth of 

protection for initial collateral of one-tenth that amount. However, to protect Barclays in the 

event that the value of the swaps to Barclays increased beyond certain trigger points based on a 

mark to market3 valuation of the underlying portfolio for which credit protection was being 

purchased, Devonshire agreed to post further collateral to Barclays on certain conditions. This 

was to protect Barclays against its “gap risk”, being the risk that the collateral held by Barclays 

was less than the loss to Barclays in the event that there was early termination of the swaps.  

[20]      The credit risk of the bond portfolio was broken into “tranches” and Devonshire was 

responsible only for losses in the tranche referred to as the “super senior” tranche. If aggregate 

losses in the bond portfolio exceeded 15% in the case of one of the swaps and 16% for the other 

the (“attachment point”) Devonshire became liable for a portion of those losses.4 The super 

senior tranche went up to 62.5% (“detachment point”) for one swap and 60% for the other. 

                                                                                                                                                             
the exact portfolio of names and terms. A CDS is different from insurance in that the credit 
protection buyer is not required to own or have an economic interest in the underlying debt 
obligations against which it is buying protection. 

 
3 Mark to market means that the swaps were valued daily based on Barclays model for doing so. 
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Because of the quality of the corporate bonds which made up the underlying portfolio on which 

Barclays bought credit protection,5 it was thought by both Barclays and Devonshire that it would 

be highly unlikely that any losses would occur during the term of the swaps that would reach the 

attachment point, and thus highly unlikely that Devonshire would ever be called upon to pay 

anything to Barclays for losses in the super senior tranche. 

[21]      There were three classes of notes of one series issued by Devonshire, being short term 

notes (Class A), extendible notes (Class E) and floating rate term notes (Class FRN). The Class 

A notes were short term notes that matured within 30 to 90 days and were either rolled over on 

maturity by the holders or cashed in with new notes being issued by Devonshire to other 

investors. In order to ensure that there would be funds available to Devonshire to buy up 

maturing Class A notes in the event notes could not roll over, Barclays agreed to be a “liquidity 

provider’ to Devonshire. This means that Barclays agreed to supply funds to repay Devonshire’s 

maturing Class A notes upon the occurrence of a “Market Disruption” event.  Barclays’ 

maximum obligation as liquidity provider was to provide $205 million in liquidity payments for 

one year, later extended to two years.  Devonshire paid a monthly fee to Barclays for this 

liquidity protection. 

[22]      Whether there was a “Market Disruption” in August 2007 became a hotly contested issue.  

[23]      There were other features of the transactions that have taken on an importance in this 

litigation. One was what was described by Barclays in internal trade approval documentation as a 

non-standard non-recourse feature that did not permit any claim against Devonshire if upon the 

“unwind” or termination of the transactions, the collateral posted by Devonshire was not 

sufficient to cover Barclays loss. What collateral is available to Barclays in the event of a default 

by Devonshire is contested. 

[24]      Another is what Devonshire describes as a stop-loss provision, under which Devonshire 

had the right upon being called to post more collateral during the life of the swaps to terminate 

                                                                                                                                                             
4 Although the underlying portfolio included asset and market backed securities, losses on them only became 
payable by Devonshire to Barclays if losses in the super senior tranche for the bond portfolio became payable. 
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the swaps rather than post more collateral. The effect of this provision plays a role in the debate 

in the case as to the losses claimed by Barclays to have been suffered upon the termination of the 

swaps. 

 

4.  The Montreal Accord  

[25]      It was on August 13, 2007 that the independent ABCP market froze in Canada. Because 

of the uncertainty in the marketplace and the increased lack of liquidity, the spreads on ABCP 

notes quickly widened, which raised the likelihood of collateral calls being made on the conduits 

by the asset providers to provide more collateral to secure the asset providers. Because 

noteholders were not rolling their notes, liquidity calls were being made by conduits for cash to 

pay out these noteholders on their ABCP that became due.  

[26]      A meeting of the major players in the independent ABCP market was held in Montreal on 

August 15 and into the early hours of August 16. It was organized in large part by the Caisse, a 

very large investor in ABCP, and by National Bank, a large dealer of ABCP. It was attended by 

ABCP noteholders, dealers, and asset and liquidity providers. Barclays attended the meeting. The 

conduits were not represented. The idea was to get the asset providers to agree on a moratorium 

against any collateral calls being made for more security and a moratorium on the conduits from 

making liquidity calls for funds to pay noteholders who were not rolling their notes. As Mr. 

Davis of National Bank testified, the purpose was to prevent a blow-up of the market and to have 

everyone put their weapons down and take a pause. 

[27]      On August 16, 2007, before the opening of the markets, an agreement known as the 

Montreal Accord was made. It contained an interim agreement for 60 days called the Standstill 

Period that precluded calls by the conduits for liquidity payments and calls by the asset providers 

for collateral to be posted by the conduits. The Montreal Accord also contained a proposal with a 

                                                                                                                                                             
5 Triple A rated corporation such as Volvo , Alcoa and Potash Corporation 

20
11

 O
N

S
C

 5
00

8 
(C

an
LI

I)

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 194 of 357



 
 
 
 

Page: 11  
 

 

  

framework of principles to be used in restructuring each of the conduits. It was later extended to 

March 14, 2008. 

[28]      Barclays, the asset and liquidity provider to Devonshire, was a signatory to the Montreal 

Accord. Major note holders of Devonshire who signed the Montreal Accord were the Caisse, 

National Bank and Desjardins Group. There were 22 conduits in the independent ABCP market 

at the time of the Montreal Accord. They initially were not signatories to it. However on October 

15, 2007 Devonshire and all other affected conduits signed it. 

[29]      Following the Montreal Accord, a “Pan-Canadian Third Party Asset-Backed Commercial 

Paper Investors Committee” was formed by investors of ABCP notes to negotiate for investors in 

the restructuring of the ABCP market. Purdy Crawford Q.C. was appointed its chairman. It was 

the Investors Committee and its advisors, including Goodmans and JPMorgan, who spearheaded 

the negotiations on behalf of the conduits, including Devonshire. 

[30]      On December 23, 2007 a “Framework Agreement” was made covering 20 of the trusts6. 

This was an agreement in principle as to how those conduits were to be restructured and it 

eventually led to a restructuring under the CCAA.  Barclays was not a signatory to the 

Framework Agreement as it was not prepared to make the kind of concessions required by that 

agreement.  

[31]      From then on the attempts to restructure Devonshire were carried on outside the 

provisions of the Montreal Accord. The discussions for the most part did not involve Devonshire. 

They were carried on by the major note holders of Devonshire, together with the Investors 

Committee, directly with Barclays. 

[32]      A CCAA filing took place in March, 2008 covering the restructuring of the 20 conduits 

that were parties to the Framework Agreement of December 23, 2007. The CCAA plan was later 

approved by Campbell J. and then by the Court of Appeal in August, 2008. After that, because of 

dramatic market changes that took place in the fall of 2008 following large financial failures, 

                                                 
6 One of the trusts had been restructured in July, 2007. 
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including Lehman Brothers, the plan was twice renegotiated in December, 2008 at the insistence 

of the Investors Committee led by Purdy Crawford. This larger restructuring closed in January, 

2009.7 

5.  Interim suspension of rights 

[33]      When the market froze on August 13, 2007, Devonshire, like other independent conduits, 

was unable to roll its Class A notes, meaning noteholders whose notes became due on those days 

were unwilling to roll them over for new notes and Devonshire was unable to sell other notes to 

obtain funds to pay the noteholders whose notes had become due. Devonshire sent market 

disruption notices to Barclays on August 13, 14 and 15 requesting payments from Barclays under 

the liquidity facility it had with Barclays to be used to pay the noteholders whose notes had 

become due. Barclays took the position that no market disruption event as defined in the relevant 

agreement had occurred and refused to provide any liquidity payments to Devonshire. On August 

14, 2007 Devonshire delivered a default notice to Barclays, the effect of which was to give 

Barclays three days to cure the default.  

[34]      Because of the Montreal Accord, and in order to allow negotiations to take place with a 

view to restructuring Devonshire, Devonshire delivered a Suspension Notice to Barclays on 

August 16, 2007 in which it suspended without prejudice the effect of the default notice it had 

sent to Barclays and agreed not to take any further steps to enforce its rights under that notice 

until the end of the Standstill Period. Barclays wanted Devonshire to simply rescind the default 

notice, but Devonshire refused unless further assurances were provided, which did not occur. 

This Suspension Notice was extended for fixed periods of time until February 22, 2008, then 

daily until March 14, 2008, then for a fixed period until April 16, 2008, and thereafter on a daily 

basis until January 12, 2009.  

                                                 
7 This larger restructuring is referred to in these reasons as the large Crawford restructuring or the Montreal Accord 
restructuring. 
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[35]      The effect of the Suspension Notice is contested. Further, Devonshire claims that the 

daily extensions of January 8 and 9, 2009 contained misrepresentations of fact by Barclays 

entitling Devonshire to set aside those extensions.  

6.  Events of January 13, 2009 and litigation 

[36]      The last daily extension between Barclays and Devonshire was made on Friday, January 

9, 2009 effective through the close of business on Monday. January 12, 2009. 

[37]      Shortly after 9 a.m. on January 13, 2009 Barclays delivered a notice to Devonshire 

purporting to terminate the ISDA Master Agreement based on an alleged insolvency of 

Devonshire. Just moments before that, Barclays had given notice that it would pay to Devonshire 

under protest the past due liquidity amount under the market disruption notices given by 

Devonshire on August 13, 14 and 15, 2007, plus interest, and these funds, some $71,000, were 

sent by Barclays just before 9 a.m. and received in Devonshire’s bank account around 11 a.m. 

that morning. Barclays also issued and served its statement of claim that morning commencing 

this action. 

[38]      Devonshire did not accept that Barclays had grounds to terminate the ISDA Master 

Agreement. On the same day, at 2:22 p.m., Devonshire delivered a notice to Barclays purporting 

to terminate the ISDA Master Agreement for failure of Barclays to pay the liquidity calls made 

by Devonshire on August 13, 14 and 15, 2007. 

7.  Bifurcation order 

[39]      Prior to this trial, a bifurcation order was made by Campbell J. on consent, in which it 

was agreed that a number of issues would be bifurcated. The bifurcated issues were (i) whether 

there was a market disruption event in August 2007, (ii) whether Devonshire’s market disruption 

notices and notice of default were valid, (iii) whether Barclays was in default under the notices 

sent by Devonshire up to August 16, 2007, (iv) whether Devonshire was precluded from 

asserting the occurrence of a market disruption event. It was agreed that for the purposes of this 
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“first trial”, these issues would be determined in favour of Devonshire without prejudice to the 

position of Barclays that its payment on January 13, 2009 cured any default.  

[40]      On October 15, 2010 I made a ruling as to what evidence could be led in this first stage of 

the trial as a result of the bifurcation order. In particular, I ruled that the only evidence pertaining 

to the alleged default of Devonshire that could be led at this stage was evidence relating to the 

claim that Devonshire was insolvent at some time after August 16, 2009. 

8.  Credibility of witnesses 

[41]      This case is one of extreme complexity involving a market unknown to all but those who 

have practised in it. I was fortunate to have counsel who recognized the need to make things 

intelligible, no doubt born from their need to understand the market from the time they first 

became involved many years ago. The witnesses all did their best to simplify matters to the 

extent that they could be simplified, and to explain the myriad of concepts. As might be 

expected, the witnesses without exception were highly educated and intelligent. 

[42]      Much of what happened in this case took place by e-mail. There were a large number of 

telephone conversations amongst the various participants, most of which were recorded because 

they were made on traders’ lines that are automatically recorded, and transcripts of these calls 

were made exhibits. This was not a case, however, which could be decided on the basis of only 

such evidence. Issues were raised which required consideration of the credibility and reliability 

of the evidence of some witnesses. In making credibility and reliability assessments, the 

statement of O’Halloran J.A. in Faryna v. Chorny [1952] 2 D.L.R. 354 (B.C.C.A.), is helpful: 

 
 The credibility of interested witnesses…cannot be gauged solely by the test of 

whether the personal demeanour of the particular witness carried conviction of the 
truth. The test must reasonably subject his story to an examination of its 
consistency with the probabilities that surround the currently existing conditions. 
In short, the real test of the truth of the story of a witness in such a case must be 
its harmony with the preponderance of the probabilities which a practical and 
informed person would readily recognize as reasonable in that place and in those 
conditions. … Again a witness may testify what he sincerely believes to be true, 
but he may be quite honestly mistaken.  
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[43]      While I found the evidence of the fact witnesses of Barclays extremely helpful, I must 

say that I found some of them too engaged in trying to sell their case regarding the state of 

negotiations between Barclays and the Caisse and the state of the market, and as will be 

discussed, I have not been able to accept all of their evidence as reliable or credible. Regarding 

the fact witnesses called by Devonshire, I did not have the same concerns. Some had better 

recollection than others, as is not unusual, but they all attempted to give their evidence according 

to their recollection of things. Regarding Mr. Lafleur-Ayotte, I found him to be loquacious, and 

one of those persons who, when asked a question, hears more in the question than asked and 

drifts off into areas not directly responsive to the question. I did not find him purposely doing so, 

however, and did not find him trying to argue the case any more than most witnesses are prone to 

do. I found his evidence generally to be credible and reliable. 

[44]      Regarding the expert witnesses and their valuation evidence, a trial judge is entitled to 

accept or reject the evidence of an expert witness in whole or in part. The fact that the evidence 

of a witness is accepted or rejected in any part does not mean that the whole of the evidence of 

that witness must be accepted or rejected. A trial judge need not accept the valuation of the 

experts, and is entitled to make his own calculations to arrive at a valuation. See R. v. Towne 

Cinema, [1985] 1 S.C.R. 494 and Connor v The Queen, [1979] C.T.C. 365, 79 D.T.C. 5256 

(F.C.A.). In Connor, Urie, J., referred to the trial judge’s reasons and stated: 

 ... In this case he accepted some of the evidence but he rejected in all cases the 
methods, at least in part, whereby the experts arrived at their valuations.  He was 
entitled to do so and unless it can be said that thereafter he proceeded on a wrong 
principle or that he made a palpable error in reaching his own conclusions as to 
value, we ought not to interfere with his findings. We have not been persuaded by 
the arguments of counsel that he proceeded on a wrong principle or made any 
such error. Certainly he appears to have adopted parts of the methods used by the 
witnesses in making their calculations but in using only parts and not the whole of 
their respective methods we do not believe that he erred in law. 

See also generally the decision of Greenberg J. in re Domglas Inc;Domglas Inc. v. Jarislovsky et 

al (1981) 13 B.L.R. 135;aff’d (1982) 138 D.L.R. (3d) 521, as to the role of a judge in setting 

value. In that case, Greenberg J. fixed value guided by, but not slavish to, the values and factors 
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chosen by the various experts. See also my comments in Consulate Ventures Inc. v. Amico 

Contracting & Engineering (1992) Ltd. (2010), 318 D.L.R. (4th) 513; aff’d [2011] O.J. No. 2476 

(C.A.). 

9. Which law governs the Montreal Accord, the Suspension Notice and Extension 

Agreements? 

[45]      Devonshire contends that the contractual relations between Devonshire and Barclays 

embodied in the Montreal Accord, the Suspension Notice and extension agreements are 

governed by Quebec law and subject to an obligation to act in good faith, among other things. 

None of these agreements state what law governs them. 

[46]      Where an agreement does not stipulate the governing law, a court will, if possible, infer 

the parties’ choice of law from the circumstances of the case.  If it is not possible to infer the 

parties’ intention in this manner, then the proper law is determined by the application of the 

“closest and most real (or substantial) connection” test. See J. Walker, Castel & Walker 

Canadian Conflict of Laws, loose-leaf, 6th ed. (Markham, Ontario: LexisNexis, 2005) at §31.2c 

and d. 

[47]      With respect to determining the proper law of the contract by considering the system of 

law that has the closest and most substantial connection with the transaction, Ritchie J. stated in 

Imperial Life Assurance Co. of Canada v. Colmenares, [1967] S.C.R. 443 at p 4: 

[T]he problem of determining the proper law of the contract is to 
be solved by considering the contract as a whole in light of all the 
circumstances which surround it and applying the law with which 
it appears to have the closest and most substantial connection. 

[48]      The Suspension Notice recited the ISDA Master Agreement, the market disruption 

notices delivered by Devonshire under the Special Provisions Annex of that agreement and the 

default notice delivered by Devonshire under the ISDA Master Agreement. The ISDA Master 

Agreement expressly provides that it is to be governed by and construed in accordance with the 

laws of Ontario and the laws of Canada applicable in Ontario. 
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[49]      The Suspension Notice provides that in light of the Montreal Accord and at the request of 

the consortium that signed it, Devonshire “hereby suspends without prejudice the effect of the 

Default Notice and agrees not to take any further steps or proceedings to enforce its rights 

thereunder until the end of the Standstill Period…” Thus the central issue as to the meaning of 

the Suspension Notice involves the effect of suspending the default notice and agreeing not to 

take steps to enforce Devonshire’s rights under it. That is, it involves the extent to which the 

suspension of the default notice affected or amended the rights of the parties under the ISDA 

Master Agreement. The inescapable inference, in my view, is that as the Suspension Notice did 

not expressly provide what law was to govern it, the law governing the ISDA Master Agreement 

and the default notice, i.e. Ontario law, would be the applicable law involved in interpreting its 

meaning. 

[50]      Devonshire contends that as the meeting which led to the Montreal Accord was held in 

Quebec, and called by the Caisse and National Bank personnel from Montreal, Quebec law 

governs its interpretation. As the Suspension Notice was given at the request of the participants 

to the Montreal Accord and incorporated by reference the Standstill Period contained in the 

Montreal Accord, Devonshire contends that the Suspension Notice should also be governed by 

Quebec law. 

[51]      I cannot accept these contentions of Devonshire. The Montreal Accord did not have a 

governing law clause. That may be due to the fact that the participants chosen to attend 

purposely excluded legal counsel for the participants. It is highly likely that the participants 

never discussed the issue of what law was to govern. However, the evidence of Brian Davis of 

National Bank who was instrumental in calling the meeting, was that the concerns that were dealt 

with involved liquidity calls that had been made by a number of trusts, including Devonshire, 

and collateral calls that asset providers had or could make. He testified that the purpose of the 

Montreal Accord at that time was to have the players in the market put their weapons down and 

take a pause in order to prevent the market from blowing up.  Those weapons arose from the 

ISDA Master Agreements applicable to all of the trusts, which were governed by Ontario law.  
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[52]      The Support Agreement made as of March 14, 2008 by the participants to the large 

Crawford restructuring, following on the Montreal Accord and the Framework Agreement, does 

provide that the agreement is governed by Ontario law and the laws of Canada applicable in 

Ontario. That is some indication that the parties to the Montreal Accord did not intend Quebec 

law to govern it. 

[53]      In the circumstances, I would not infer that the parties to the Montreal Accord intended 

Quebec law to govern it or the Suspension Notice of Devonshire that was made following the 

Montreal Accord. The same is applicable to the extensions that followed. They extended “the 

Montreal Accord standstills and the related suspension of default notices”. 

[54]      In the circumstances, I conclude that Ontario law applies to the interpretation of the 

Montreal Accord, the Suspension Notice and extension agreements and to a consideration of any 

rights flowing from these documents, including a consideration of any obligation to act in good 

faith. 

(a) Principles of interpretation 

[55]      The ISDA Master Agreement and its annexes and the several other related agreements 

are commercial contracts. In interpreting a contract, the goal is to determine the intent of the 

parties by reference to the words that they chose.  The plain meaning of the words is to be given 

effect, read harmoniously and in the context of other provisions of the contract, and in light of 

the factual matrix as a whole.  Interpretations that give effect to all the terms of a contract should 

be preferred over interpretations that render one or more terms superfluous or ineffective.  A 

commercial contract should be interpreted in a manner that accords with sound commercial 

principles, good business sense and that does not result in absurdities.  While evidence of the 

factual matrix is generally admissible and relevant to the construction of a contract, extrinsic 

evidence as to the meaning of a contract is inadmissible unless there is an ambiguity. See 

generally Toronto-Dominion Bank v. Leigh Instruments Ltd. (1998), 40 B.L.R. (2d) 1, aff’d 

(1999) 45 O.R. (3d) 417 (C.A.) and Ventas Inc. v. Sunrise Senior Living Real Estate Investment 

Trust, (2007), 85 O.R. (3d) 254 (C.A.). 
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[56]      With respect to what may be considered to be the factual matrix, Goudge J.A. in 

Kentucky Fried Chicken v. Scott’s Food Services Inc., (1998), 41 B.L.R. (2d) 42 stated: 

 While the task of interpretation must begin with the words of the document and 
their ordinary meaning, the general context that gave birth to the document or its 
“factual matrix” will also provide the court with  useful assistance. In his famous 
passage in Reardon Smith Line v. Yngvar Hansen-Tangen, [1976] 1 W.L.R. 989 at 
995-996 (H.L.) Lord Wilberforce said this: 

No contracts are made in a vacuum: there is always a setting in 
which they have to be placed. The nature of what is legitimate to 
have regard to is usually described as “the surrounding 
circumstances” but this phrase is imprecise: it can be illustrated but 
hardly defined. In a commercial contract it is certainly right that 
the court should know the commercial purpose of a contract and 
this in turn presupposes knowledge of the genesis of the 
transaction, the background, the context, the market in which the 
parties are operating. 

[57]        In Consolidated Bathurst Export Ltd. v. Mutual Boiler and Machinery Insurance Co., 

[1980] 1 S.C.R. 888, Estey J. stated the following regarding avoidance of interpretations that 

produced commercially unfair and reasonable results: 

 … the normal rules of construction lead a court to search for an interpretation 
which, from the whole of the contract, would appear to promote or advance the 
true intent of the parties at the time of entry into the contract.  Consequently, 
literal meaning should not be applied where to do so would bring about an 
unrealistic result or a result which would not be contemplated in the commercial 
atmosphere in which the insurance was contracted Where words may bear two 
constructions, the more reasonable one, that which produces a fair result, must 
certainly be taken as the interpretation which would promote the intention of the 
parties.  Similarly, an interpretation which defeats the intention of the parties and 
their objective in entering into the commercial transaction in the first place should 
be discarded in favour of an interpretation … which promotes a sensible 
commercial result.   

10.  Did Barclays waive its right to remedy its default? 

[58]      On January 13, 2009 Barclays took steps to make a payment to Devonshire purporting to 

pay the outstanding liquidity payments that had been demanded on August 13, 14 and 15, 2007 
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by wiring $71,196,072.58, the amount of the liquidity calls made plus interest. Barclays also sent 

to Devonshire a document headed Liquidity Demand Notice. That document included the 

following statement: 

 It has been and remains the position of Barclays that the Liquidity Call Notices 
were not proper and the Barclays was not and is not under any contractual 
obligation to pay the Liquidity Call Notices. Equally, Barclays takes the position 
that the Event of Default notice was not proper or justified as a matter of contract 
(collectively, the Barclays’ Position). 

 Notwithstanding the Barclays’ Position, Barclays has arranged for payment of the 
Liquidity Amount which is being made within the contractual period for payment, 
as extended from time to time. Such payment is being made without any 
admission or inference that it is due or that any demand therefore was valid, and, 
accordingly, Barclays reserves all of its rights and remedies under the Master 
Agreement, including the right to demand the return of all such funds, subject to 
resolution of dispute, together with interest thereon. 

[59]      Section 5(a)(i) of the ISDA Master Agreement provides that a failure to make any 

required payment is an Event of Default if not remedied within 3 days:  

 5. Events of Default and Termination Events 

  (i) Failure to Pay or deliver. Failure by the party to make, when due, any 
payment under this Agreement or delivery under Section 2(a)(i) or 2(e) required 
to be made by it if such failure is not remedied on or before the third Local 
Business Day after notice of such failure is given to the party. 

[60]      Devonshire takes the position that Barclays unequivocally waived its right to remedy its 

default in failing to pay the liquidity demands when made. 

[61]      The evidence makes clear, in my view, that Barclays never had an intention to pay the 

liquidity demands made on August 13, 14 and 15, 2007. On each of those days Barclays decided 

not to pay the demands. Barclays’ position was that there was no market disruption event 

because the notes of bank sponsored conduits were rolling on each of those days. It is clear from 

internal Barclays documents prior to the signing of the contractual documents with Devonshire 

in the first place that Barclays intended to take the position that there would never be a market 

disruption event within the meaning of the contractual documents if the notes of bank sponsored 
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conduits were rolling on days on which the notes of independent sponsored conduits such as 

Devonshire were not rolling. Barclays determined on each of August 13, 14 and 15, 2007 that 

notes of bank sponsored conduits in Canada were rolling and never after those days made any 

investigation on the matter. Barclays’ notice of January 13, 2009 to Devonshire reiterated its 

position that it had no obligation to pay the liquidity demands of Devonshire. 

[62]      There is also no question on the evidence that Barclays made clear to Devonshire that it 

did not intend to make payment on the liquidity calls that had been made because on its view 

there had been no market disruption event. The question is whether on the evidence it can be 

inferred that Barclays waived its right to remedy its default by later making liquidity payments. 

[63]       In Saskatchewan River Bungalows Ltd. v. Maritime Life Assurance Co., [1994] 2 SCR 

490 Major J. described the law of waiver as follows: 

 19.     Waiver occurs where one party to a contract or to proceedings takes steps 
which amount to foregoing reliance on some known right or defect in the 
performance of the other party… The elements of waiver were described in 
Federal Business Development Bank v. Steinbock Development Corp. (1983), 42 
A.R. 231 (C.A.), cited by both parties to the present appeal (Laycraft J.A. for the 
court, at p. 236): 

The essentials of waiver are thus full knowledge of the deficiency 
which might be relied upon and the unequivocal intention to 
relinquish the right to rely on it. That intention may be expressed 
in a formal legal document, it may be expressed in some informal 
fashion or it may be inferred from conduct. In whatever fashion the 
intention to relinquish the right is communicated, however, the 
conscious intention to do so is what must be ascertained. 

 20.     Waiver will be found only where the evidence demonstrates that the party 
waiving had (1) a full knowledge of rights; and (2) an unequivocal and conscious 
intention to abandon them. The creation of such a stringent test is justified since 
no consideration moves from the party in whose favour a waiver operates. An 
overly broad interpretation of waiver would undermine the requirement of 
contractual consideration. 

 24     … The nature of waiver is such that hard and fast rules for what can and 
cannot constitute waiver should not be proposed. The overriding consideration in 

20
11

 O
N

S
C

 5
00

8 
(C

an
LI

I)

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 205 of 357



 
 
 
 

Page: 22  
 

 

  

each case is whether one party communicated a clear intention to waive a right to 
the other party. 

[64]      One difficulty in concluding that Barclays waived its right to cure is that Barclays had 

taken the position from August 13, 2007 onwards up to January 13, 2009 that it had no 

obligation to cure. Intentionally waving a right to cure presupposes knowledge of an obligation 

to cure. It can be taken, however, that Barclays knew that if its position regarding no obligation 

to cure was incorrect, it had an obligation to cure. 

[65]      I am not able to conclude on the evidence that Barclays communicated a clear intention 

to waive its right to cure in the event that it was incorrect in refusing to pay the liquidity 

demands made by Devonshire. Barclays certainly communicated to Devonshire its intention not 

to pay, but did not go further and communicate any intention to waive a right to later remedy its 

default. 

[66]      Had I found that there was a communication by Barclays of an intention to waive its right 

to cure, I do not think that sections 9(b) or (f) of the ISDA Master Agreement would preclude a 

finding of waiver. Section 9(f) provides that a failure or delay in exercising any right will not be 

presumed to operate as a waiver. This section does not state that such a failure or delay could be 

deemed to be a waiver, but merely that a waiver will not be presumed. Section 9(b) provides that 

no waiver will be effective unless in writing and executed by each of the parties. However, there 

is authority that variation of a contract is effective even if the contract purports to exclude 

subsequent oral variations and also that oral statements may operate as a waiver of rights 

evidenced by an earlier written document or may set up an estoppel.  See Waddams, The Law of 

Contracts, 6th Edition at para. 329 and Shelanu Inc. v. Print Three Franchising Corp (2003), 64 

O.R. (3d) 533 at para. 50. 

11.  Effect of the Suspension Notice  

[67]      Once Barclays had signed the Montreal Accord, it asked Devonshire to rescind the notice 

of default that Devonshire had sent on August 14, 2007. Devonshire did not want to do that for 

fear of liability to its noteholders in the event that a restructuring was not reached. It proposed a 
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suspension rather than a rescission. Eventually that was settled on by Devonshire in the form of 

the Suspension Notice. Barclays was unhappy about it but was prepared to live with it and in its 

pleadings admitted that it accepted the terms. 

[68]       The Suspension Notice recited the ISDA Master Agreement, the market disruption 

notices and the default notice. It then provided: 

 In light of the agreement reached on August 16, 2007 (the “Consortium 
Agreement”) between the Bank and a number of investors and financial 
institutions (the “Consortium”), and at the request of the members of such 
Consortium. 

[69]      The Consortium Agreement referred to was the Montreal Accord. The operative part of 

the Suspension Notice provided: 

 

 The Trust hereby suspends without prejudice the effect of the Default Notice and 
agrees not to take any further steps or proceedings to enforce its rights thereunder 
until the end of the Standstill Period (or any extension thereof consented to by the 
Trust), provided that the Bank complies with its obligations under the Agreement 
and as a Signatory under the Consortium Agreement. 

 … 
 The Trust otherwise reserves all of its rights under the Agreement and Default 

Notice. 

[70]      Devonshire contends that the language of the Suspension Notice "suspends without 

prejudice the effect of the Default Notice" suspended Devonshire's right to take steps to enforce 

its rights under the ISDA Master Agreement but did not suspend the obligation of Barclays to 

make the liquidity payments needed to remedy its default. It says this is made clear by the next 

part of the sentence “and agrees not to take any further steps or proceedings to enforce its rights 

thereunder" and by the last sentence which provides the Devonshire otherwise reserves all of its 

rights under the ISDA Master Agreement and default notice. Devonshire further says that the 

words "without prejudice" means that the Suspension Notice was without prejudice to 

Devonshire's rights under the agreements including its right to have the liquidity payments made 

during the three business days following the Default Notice. 
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[71]      Barclays contends that one of the effects of the Default Notice was that it had three days 

to pay the liquidity payments, a failure of which would result in an event of default permitting 

Devonshire to terminate the swaps and that by suspending the effect of the Default Notice, 

Devonshire suspended the three day period which Barclays had to cure its failure to make the 

liquidity payments. Devonshire counters by contending that if Barclays were correct, the further 

provision that Devonshire agrees not to take any further steps to enforce its rights would not be 

needed and would be surplus. 

[72]      The Default Notice delivered by Devonshire to Barclays on the evening of August 14, 

2007 notified Barclays of an Event of Default provided for under section 5(a)(i) of the ISDA 

Master Agreement, which provides as follows: 

           5. Events of Default and Termination Events 

 (a) Events of Default. The occurrence at any time with respect to a party or, 
if applicable, any Credit Support Provider of such party or any Specified Entity of 
such party of any of the following events constitutes an event of default (an 
“Event of Default”) with respect to such party:— 

 (i) Failure to Pay or deliver.  Failure by the party to make, when due, any 
payment under this Agreement or delivery under Section 2(a)(i) or 2(e) required 
to be made by it if such failure is not remedied on or before the third Local 
Business Day after notice of such failure is given to the party. 

[73]      Absent the Suspension Notice, on the expiry of the three day period on August 17, 2007, 

Devonshire would have had the right to designate an Early Termination Date under paragraph 

6(a) of the ISDA Master Agreement, which provides as follows: 

 6. Early Termination 

 (a) Right to Terminate Following an Event of Default. If any time an Event 
of Default with respect to a party (the “Defaulting Party”) has occurred and is 
then continuing, the other party (the “Non-Defaulting Party”) may, by not more 
than 20 days notice to the Defaulting Party specifying the relevant Event of 
Default, designate a day not earlier than the day such notice is effective as an 
Early Termination Date in respect of all outstanding Transactions. 
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[74]      One of the effects, therefore, of the Default Notice was that if Barclays failed to make the 

liquidity payments within three business days after the Default Notice was given, an event of 

default would have occurred permitting Devonshire to terminate the swaps. By suspending the 

effect of the Default Notice, Devonshire in my view suspended whatever part of the three day 

cure period remained. Whatever the meaning of the words "without prejudice" in the Suspension 

Notice, they cannot make meaningless the suspension of the effect of the Default Notice. 

[75]      It is agreed that the Suspension Notice and its extensions constitute a contract. Part of the 

factual matrix surrounding the Suspension Notice is the Montreal Accord, which is recited in it. 

The Montreal Accord contained a framework for a long term restructuring. It also contained an 

interim agreement which provided, amongst other things, 

 3. Signatories who are counterparties of the Third Party ABCP conduits [Barclays 
was a signatory] will not pursue any existing margin calls or make any further 
margin calls during the Standstill Period. 

 4. The Third Party ABCP conduits [Devonshire was one] will agree not to pursue 
any existing liquidity calls during the Standstill Period or make any further 
liquidity calls for 150 days after the Standstill  Period. 

[76]      The purpose in clause 3 of agreeing not to pursue any existing margin calls was to 

prevent the necessity of a conduit having to post collateral resulting from a margin call i.e. 

preventing the conduit from having to pay cash to meet a margin call. Likewise, the purpose of 

an ABCP conduit agreeing not to pursue any existing liquidity call was to prevent the 

counterparty on whom the liquidity call had been made from having to pay cash to the conduit 

required by the liquidity call. 

[77]      The operative paragraph in the Suspension Notice begins by providing that the 

suspension is given in light of the Montreal Accord and at the request of the members of the 

consortium who signed it. This is an indication that what was being sought in the Suspension 

Notice was an agreement by Devonshire consistent with clause 4 of the interim agreement 

contained in the Montreal Accord, i.e. an agreement "not to pursue" any existing liquidity calls, 

the meaning of which could only be not to require the payment by Barclays of the existing 
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liquidity calls. Otherwise agreeing "not to pursue" the liquidity calls would be meaningless. The 

provision in the Suspension Notice that Devonshire agreed not to take any steps to enforce its 

rights until the end of the standstill period was consistent with that position. 

[78]      There was much argument as to the meaning of the words “without prejudice” in the 

Suspension Notice. The words are puzzling and there was no evidence of any discussion between 

the parties regarding them at the time the Suspension Notice was prepared and signed. 

Devonshire contends that the words mean that the granting of the Suspension Notice could not 

be detrimental or prejudicial to Devonshire, in the sense that it could not be harmful to 

Devonshire, and thus the obligation on Barclays to make the payment within three business days 

was not suspended. In answer to a question as to whether the words meant “apart from what we 

are doing here it is without prejudice to our other rights”, the response was that it had to mean 

more as the last sentence in the Suspension Notice already provided that Devonshire otherwise 

reserved all of its rights under the ISDA Master Agreement and Default Notice. 

[79]      I confess to being unsure what was intended by the words “without prejudice”. The best I 

can make of them is that Devonshire was saying that the effect of the Default Notice was 

suspended without prejudice to the rights of Devonshire under that Default Notice at the end of 

the standstill period. 

[80]      Barclays contended that in the event of any ambiguity in the meaning of the Suspension 

Notice, regard could be had to discussions between Mr. Lafleur-Ayotte and representatives of 

Barclays prior to Barclays agreeing to operate under the terms of the Suspension Notice. It is not 

necessary in my view to consider that evidence. However, if I were to do so, I would not put 

much if any weight on it. Two things from the evidence appear clear. One is that people at 

Barclays had little regard for Mr. Lafleur-Ayotte and I doubt very much if they paid any 

attention to his views. It is also clear from the conversation in question that they wanted to look 

at the document before considering their position. 

[81]      In my view by construing the language of the Suspension Notice and considering its 

factual matrix, the time during which Barclays had to pay the existing liquidity calls in order to 
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remedy its failure was suspended during the period of the Suspension Notice as extended from 

time to time. 

[82]      The default notice was given at 8:07 p.m. on Tuesday, August 14, 2007, after the close of 

business that day, and so is taken to have been given on August 15, 2007. The Suspension Notice 

was given at 7:44 p.m. on August 16, 2007, after the close of business that day, and so is taken to 

be effective on August 17, 2007. Therefore one of the three days to remedy Barclays’ failure to 

pay the liquidity calls expired before the Suspension Notice. 

12.  Misrepresentation claim 
 

(a)  Nature of claim 
 

[83]      Devonshire claims that in extending the Standstill Period on January 8 and 9, 2009, 

Barclays misrepresented the state of negotiations that were going on between Barclays and the 

Caisse. This was just days prior to the purported termination of the ISDA Master Agreement by 

Barclays on January 13, 2009. The parties agree that the daily extensions of the Standstill Period 

were each separate contracts. Devonshire claims that the extensions that took place on January 8 

and 9, 2009 should be rescinded because of the misrepresentations. Devonshire claims that even 

if the three day cure period for Barclays to cure the default did stop running on August 16, 2007 

during the Standstill Period, it started running again at the latest on January 9, 2009 and expired 

before January 13, 2009.   

(b)  Relevant facts 
 

[84]      Following the Montreal Accord and the suspension by Devonshire of its notice of default, 

the Standstill Period between Barclays and Devonshire was extended by various agreements to 

April 18, 2008. Following the expiry of the extension agreement on April 18, 2008, the Standstill 

Period and the Suspension Notice served by Devonshire were extended by daily e-mails sent on 

each business day from Barclays to Mr. Lafleur-Ayotte of Quanto. These e-mails contained the 

same language each day as follows: 
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 “There are still a number of issues being worked out regarding the proposed 
restructuring of Devonshire Trust. Accordingly, for the sake of good order we are 
confirming that, as between Barclays and Devonshire, the Montreal Accord 
standstills and the  related suspension of default notices have and will continue 
through [the next business day] to allow for these negotiations to continue.  If 
anyone takes a different position, please let us know ASAP.”  (underlining added) 

[85]      The second last e-mail was sent on January 8, 2009 and the last was sent on January 9, 

2009. The last one extended the standstill and suspension of Devonshire’s default notice to 

January 12, 2009, which was the next business day, a Monday. Devonshire takes the position 

that the underlined words misrepresented the situation in that the restructuring negotiations being 

held by Barclays had reached an impasse and that Barclays did not at that stage expect the 

negotiations to be successful and planned instead to terminate the Devonshire swaps. In order to 

understand the issue, it is necessary to review what the discussions were by this time. 

[86]       Following the Montreal Accord, discussions were held amongst all of the major parties 

in the ABCP market with a view to restructuring the entire market. These included discussions 

by Barclays with the major Devonshire noteholders with a view to a restructuring of Devonshire. 

No one on behalf of Devonshire or Quanto participated in these negotiations. Legal and financial 

representatives of the Investors Committee participated from time to time. 

[87]      As early as August, 2007 Barclays was of the view that Devonshire was a good trust to be 

restructured individually with the noteholders, and it proposed to the Caisse as well as other large 

noteholders the idea of taking some or all of the leveraged super senior trades out of Devonshire 

and creating a super senior swap directly between Barclays and the Caisse and other note 

holders. The effect of such a transaction would be to remove from Devonshire that portion of the 

swap between Barclays and Devonshire represented by the notes held by each note holder and 

transferring that swap to a new swap between Barclays and each particular note holder who 

agreed to do it. If the new swap were on economically identical terms as the swap between 

Barclays and Devonshire, Barclays would effectively be made whole for that portion of the swap 

transferred to the note holder. The first of such proposals was sent to the Caisse, National Bank 

and Desjardins on August 31, 2007. Later iterations of the proposal were sent to them and to 

Citibank as well. 
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[88]      Although Barclays wanted to achieve a restructuring by the end of 2007, that was not 

possible, and discussions continued. Barclays was concerned with delays and in early April, 

2008 was considering terminating the Devonshire swaps if the latest term sheet sent by Barclays 

was not signed by the Caisse, National Bank and Desjardins within a week.  

[89]      On April 8, 2008 a meeting took place in New York amongst representatives of Barclays, 

the Caisse, National Bank and the Investors Committee. Attending the meeting for Barclays were 

a number of executives, the most senior of whom was Mr. Jerry del Missier, the co-CEO of 

Barclays Capital. There were a number of representatives from the Caisse, the most senior of 

whom was Mr. Henri-Paul Rousseau, the CEO of the Caisse. National Bank was represented by 

Mr. Ricardo Pascoe. 

[90]      A power point presentation was made by the Caisse in which a number of concerns of the 

Caisse with the Barclays term sheet were set out. The concerns had to do with accounting issues 

that the Caisse said would be very unfavourable to it. At the end of the power point presentation 

there was a counter-proposal by the Caisse and National Bank which contained terms, including 

terms regarding how to deal with the small noteholders who held $75 million of Devonshire 

notes. During the presentation, the Caisse stated that neither Citibank nor Desjardins wanted to 

participate in a swap proposal. 

[91]      Gregory Neville of Barclays attended the meeting. He testified that after the power point 

presentation, the Barclays representatives went into a side meeting to discuss the proposal of the 

Caisse and concluded that while they were concerned about Desjardins and Citibank, they could 

work with the Caisse’s proposal and agreed to go back into the meeting and accept the proposal 

and then later work on Desjardins and Citibank. Mr. Neville testified that they went back into the 

meeting and told the Caisse that they accepted the proposal of the Caisse and would work toward 

a revised term sheet to reflect the terms. He said that Mr. del Missier spoke on behalf of Barclays 

and Mr. Rousseau spoke on behalf of the Caisse. He said that the meeting ended with a 

handshake deal. 
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[92]      Mr. Bergeron of the Caisse and Mr. Pascoe of National Bank both testified that no 

agreement was reached on all necessary terms for a restructuring and that further work was 

required. 

[93]      On April 9, 2008, the day following the meeting in New York, Mr. Neville sent a revised 

term sheet to the Caisse, National Bank, Desjardins and Citibank. Desjardins and Citibank did 

not want to participate and that month Barclays acquired the notes held by Desjardins and 

Citibank at only a fraction of their face value. 

[94]      From mid-April to mid-September, 2008, there were ongoing discussion amongst lawyers 

for Barclays, the Caisse and National Bank regarding the term sheet. Matters proceeded slowly. 

[95]      On October 10, 2008 Barclays and National Bank signed a framework agreement under 

which Barclays acquired the National Bank notes with a face value of $59.2 million for one 

dollar. National Bank agreed to assist Barclays in obtaining MAV II notes that would become 

available upon the successful larger restructuring of the ABCP market. These MAV II notes 

would then be offered by Barclays to the small noteholders8 holding notes with a total face value 

of $75 million. While the offer to be made to the small noteholders pursuant to this framework 

agreement was not conditional upon a successful agreement between Barclays and the Caisse, 

Barclays did not proceed with the offer after it failed to reach an agreement with the Caisse. 

[96]      After the agreement was made between Barclays and National Bank, the only remaining 

Devonshire note holder with whom there was no agreement, apart from the small noteholders 

holding about $75 million of notes, was the Caisse which held Devonshire notes with a face 

value of $385 million. Once Barclays had made its deal with National Bank, Barclays pushed to 

settle terms with the Caisse. By this time, the senior officers of the Caisse at the time of the 

meeting in New York in April, 2008, including Mr. Rousseau and Mr. Guay, were no longer at 

the Caisse and Barclays had to deal with other personnel, and in particular Mr. Claude Bergeron, 

a vice-president of the Caisse. 

                                                 
8 These were not all small investors and included large institutions such as University of Alberta. They were referred 
to by all participants in the discussions as the “small noteholders”. 
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[97]      Another thing that had changed was the market for ABCP. From September to December 

2008 there were large financial failures, including Fannie Mae and Freddie Mac being put into 

conservatorship, the bankruptcy of Lehman Brothers and the failures of Washington Mutual and 

three Icelandic banks. World markets reacted and became extremely illiquid. Appetite for risk 

dried up. Continued deterioration of the credit market caused credit spreads to widen to 

unprecedented levels and investment grade debt was trading at junk debt spreads.  The mark to 

market values of swaps moved severely against the position of investors in the ABCP market. 

Although a framework agreement in principle had been reached by the Investors Committee led 

by Purdy Crawford on December 23, 2007 with the asset and liquidity providers for the large 

restructuring involving 20 conduits, new rounds of negotiations twice led to modifications in 

December 2008 to give investors more protection required by them as a result of the market 

changes. 

[98]      For Devonshire, the spreads increased from August, 2007 to January 2009 by an 

unprecedented 228%. In early November, 2008 the Caisse began asking for revised terms to 

reflect the market changes, and made clear during the remainder of 2008 that it was looking for 

changes of the kind agreed to in the larger Crawford restructuring. While Barclays was not happy 

with the requested changes, it began to negotiate with the Caisse on the Caisse’s requests and 

during those negotiations made a number of concessions. 

[99]      On November 4, 2008 Mr. Bergeron told Barclays that a mark to market valuation was 

no longer a good indication of value and he suggested some cap on the collateral requirements 

that the Caisse might be called on to deposit with Barclays. Barclays interpreted this as the 

Caisse wanting to change the trigger for collateral calls from a mark to market valuation of the 

swaps to a spread and loss trigger, which Barclays did not want. As Mr. Neville explained, 

Barclays lived in a mark to market world and if the trade with the Caisse was to have triggers on 

a different spread/loss basis, it could create a very significant gap risk for Barclays, which is a 

notional risk from Barclays’s point of view if the mark to market value of the swaps is less than 

the value of the assets in Devonshire which is the collateral available to Barclays if the swaps are 

terminated early. 
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[100]      On November 18, 2008, in anticipation of a meeting with the Caisse the following 

day, Barclays proposed as a compromise a partial spread/loss trigger mechanism once the mark 

to market reached 50%, with concessions on other points being made by the Caisse. At a meeting 

in New York the next day, Mr. Bergeron said they would discuss the Barclays proposal with his 

board the next week but said that they had problems with a spread trigger and preferred a loss-

only trigger.  

[101]      On November 20, 2008, in anticipation of the Caisse board meeting to be held on 

Monday, November 24, 2008, Barclays sent a power point presentation that explained their 

proposal that had been made at the meeting in New York and term sheet that contained the 

proposal. The board did not deal with it then and on December 2, 2008 Mr. Neville again asked 

Mr. Bergeron to put the proposal to the Caisse’s board. Mr. Neville testified that he did not think 

that was done. In exchanges of e-mails between Barclays’ representatives and Mr. Bergeron in 

early December, Barclays took the position that it had a binding agreement that had been reached 

earlier in the year in April, 2008. The Caisse denied the existence of any binding agreement. 

[102]      One of the changes negotiated by the participants in the large Crawford 

restructuring due to the same changes in the market that were effecting Devonshire was a one 

year moratorium on collateral calls that could be made by asset providers. The Caisse followed 

suit and asked for the same thing from Barclays. On December 16, 2008 Mr. Neville made a 

proposal that Barclays would agree to such a moratorium on condition that the Caisse agree to a 

number of other changes, including increasing the initial recourse commitment of the Caisse to 

$1.5 billion for the term of the moratorium and thereafter unless certain conditions were met. 

[103]      On December 18, 2008 Mr. Charles Quintal, who was assisting Mr. Bergeron 

with Devonshire, e-mailed Barclays with a proposal that changed the Barclays proposal in a 

number of respects. The changes, which Mr. Neville described as huge, included lengthening the 

moratorium to 14 months, limiting the recourse obligation of the Caisse to $900,000,000 with no 

further collateral calls available to Barclays and amending to the benefit of the Caisse the 

spread/loss triggers. The e-mail ended by Mr. Quintal stating that he appreciated that Barclays 

might not find the terms acceptable. Later the same day Barclays responded to Mr. Quintal and 
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said they would agree to the 14 month moratorium on collateral calls by Barclays, but with a 

$1.2 billion recourse obligation on the Caisse, and would agree to widen the spread/loss triggers 

as proposed by the Caisse. Barclays said it was still reviewing the request to change the trigger 

that Barclays would have to end the moratorium. 

[104]      On December 23, 2008 Mr. Neville and Mr. Quintal had a lengthy telephone 

discussion, in which Mr. Quintal re-iterated that the Caisse wanted a deal similar to the deal that 

was being negotiated by the Investors Committee for the remaining ABCP market and that was 

not going well for Barclays. Mr. Quintal threw out a number of $600,000,000 to $700,000,000 as 

the limit of the Caisse’s liability for a collateral call, which was less than their earlier position of 

$900,000,000 and increased the request for a moratorium for collateral calls to 18 months, longer 

than their earlier request for 14 months, with no ability to Barclays to terminate the moratorium 

at all regardless of the market losses of the underlying synthetic bond portfolios. On that day, the 

Investors Committee had announced that the moratorium in the larger Crawford restructuring 

had been increased from 14 to 18 months, and the Caisse sought the same from Barclays. Mr. 

Neville told Mr. Quintal that he would take the proposal back to the Barclays traders, on whose 

book the Devonshire trade was accounted for within Barclays, but that he was not optimistic that 

they were even close. 

[105]      Christmas and New Years intervened with no further communications between 

Barclays and the Caisse.  

[106]      On January 8, 2009, at 12:46 p.m., Mr. Lovisolo of Barclays sent an e-mail to 

Messrs. Bergeron and Quintal of the Caisse enclosing a term sheet that reflected what Mr. 

Lovisolo said was agreed between the parties in April, 2008. It did not reflect the later terms that 

had been discussed between them since November, 2008. The e-mail requested that Messrs. 

Bergeron and Quintal assemble a meeting of the board of directors of the Caisse to “ratify our 

previous agreement on the restructuring of the Caisse’s holdings”. The e-mail concluded by 

stating that Barclays looked forward to receiving a signed copy of the term sheet by no later than 

5 p.m., Monday January 12th. On cross-examination, Mr. Neville reluctantly acknowledged that 

the deadline in the e-mail could fairly be called an ultimatum.  
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[107]      Mr. Bergeron testified that upon receipt of the January 8, 2009 ultimatum 

requiring the Caisse to sign the April 9, 2008 term sheet, he felt insulted and had no intention of 

recommending it to the board of the Caisse. 

[108]      The daily extension of the arrangements between Barclays and the Caisse was 

sent by Mr. Neville on January 8, 2009 at 4:47 p.m. There had been no communication between 

Barclays and the Caisse since the ultimatum had been sent earlier that day.  

[109]      On January 9, 2009, Mr. Neville took steps to arrange for the liquidity payment 

that was later made to Devonshire on January 13, 2009 to be set up within Barclays, and the 

payment was booked internally on January 9, 2009 to be effective January 13, 2009. 

[110]      On January 9, 2009 at 2:33 p.m., Mr. Neville and Mr. Quintal spoke on the 

telephone. Mr. Quintal told Mr. Neville that Mr. Bergeron said they were supposed to respond to 

the e-mail that afternoon but he did not think they would be in a position to deal with it by 

January 12 due to all of the work involved in the large Crawford restructuring that was to close 

the week of January 12. After Mr. Neville told Mr. Quintal that 5 p.m. on Monday, January 12 

was a real deadline, Mr. Quintal said that Mr. Bergeron would address the e-mail that afternoon. 

Nothing further was heard from the Caisse before the extension to January 12, 2009 was e-

mailed by Barclays at 4:58 p.m. on January 9, 2009. 

(c)  Analysis 
 

[111]      A misrepresentation is an incorrect statement of a present or past fact that is false. 

See John D. McCamus, The Law of Contracts (Toronto: Irwin Law Inc., 2005) at p. 326.  

[112]      Partial disclosure of facts may also be misleading. See Spinks v. Canada [1996] 2 

F.C. 563 (C.A.) per Linden J.A. at para. 29. In S.M. Waddams, The Law of Contract, 6th ed. at 

para. 439, it is stated: 

 An incomplete statement may be as misleading as a false one, and such half-truths 
have frequently been treated as legally significant misrepresentations. Almost 
always something is said to induce the transaction and it is open to the court to 

20
11

 O
N

S
C

 5
00

8 
(C

an
LI

I)

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 218 of 357



 
 
 
 

Page: 35  
 

 

  

hold that the concealment of the material facts can, when taken with general 
statements, true in themselves but incomplete, turn those statements into 
misrepresentations….Silence may, in its contest, amount to an assertion that there 
is nothing of significance to reveal. 

[113]      See also Xerex Exploration Ltd. v. Petro-Canada, 6 B.L.R. 94th) 1 (Alta. C.A.), in 

which it was stated: 

 We can see no reason to disturb the learned trial judge's finding that there was a 
misrepresentation by silence or incomplete disclosure. Ordinarily in contractual 
negotiations between sophisticated parties, operating at arm's length, there is no 
general duty of disclosure. When a representation is made during the course of 
negotiations, however, the party making it must ensure that it is accurate so that it 
does not amount to a misrepresentation. This gives rise to a further duty to speak 
when silence effectively renders a representation, already made, inaccurate. 
Having brought a particular subject up in negotiations, a party assumes a duty to 
ensure that the other party is aware of all the material facts relevant to that 
assertion.  

[114]      Can it be said that the statements in the January 8 and 9, 2009 extension e-mails 

that “that there are still a number of issues being worked out regarding the proposed restructuring 

of the Devonshire Trust” and that “for the sake of good order” the extensions of the standstill 

agreement and suspension of the default notice should continue “to allow those negotiations to 

continue” were accurate? In my view, for a number of reasons, it cannot. The statements were 

misleading. These statements had been made daily for over eight months and the last two in 

question gave the impression that it was business as usual so far as negotiations were concerned. 

It was not. 

[115]      Messrs. del Missier, Lovisolo and Neville gave evidence to the effect that when 

these last extensions were sent out, negotiations were continuing with a view or hope that they 

would result in some acceptable restructuring with the Caisse. For the reasons that follow, I do 

not accept that evidence.  

[116]      By the time these extensions were sent to Devonshire, what had occurred, and I so 

find, is that the “deal team” at Barclays dealing with Devonshire, being the sales team, credit 

20
11

 O
N

S
C

 5
00

8 
(C

an
LI

I)

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 219 of 357



 
 
 
 

Page: 36  
 

 

  

structuring team and trading team9 involved in the negotiations had come to the view that the 

Caisse would never agree to any reasonable terms and the decision was taken to back away from 

the terms that had been discussed between Barclays and the Caisse in November and December, 

2008. Instead, Barclays put an ultimatum to the Caisse on January 8, 2009 to sign by January 12, 

2009 at 5 p.m. the term sheet that had been given to the Caisse on April 9, 2008. No one at 

Barclays thought the Caisse would sign that term sheet and the decision was all but formally 

made to terminate the Devonshire trades. That formality occurred on January 12, 2009 shortly 

after 5 p.m. when, after the Caisse had failed to sign the term sheet, Barclays took the decision to 

terminate the trades, and they took steps to do so on the following morning. 

[117]      The conclusion I draw is that in sending out the April 2008 term sheet in January 

2009, Barclays was effectively ending negotiations. The credit meltdown in world markets in 

October and November, 2008 was dramatic. It led the parties in the larger Crawford restructuring 

to twice negotiate new terms in December, 2008 and to governments at both the provincial and 

federal levels agreeing to participate in massive funding obligations. The Caisse was a major 

player in that restructuring who benefited from those new terms. For Barclays to revert without 

notice to the April 2008 term sheet after it had made several concessions in negotiations with the 

Caisse in November and December 2008, could only serve to cause a negative reaction in the 

Caisse who quite clearly could not be expected to agree to it. It was not done with a view of 

eliciting some other offer from the Caisse. Barclays did not want any other offer from the Caisse. 

[118]      The e-mail of January 8, 2009 from Barclays with the April 2008 term sheet 

requested Mr. Bergeron to convene a meeting of the board of the Caisse to confirm an agreement 

said to have been reached and contained in the April 9, 2008 term sheet. Yet the April 9, 2008 

term sheet drafted by Barclays contained terms not discussed in the meeting in New York the 

day before and never agreed to afterwards, such as recourse increases of 6.25 % and 11.25% and 

cross-default provisions. Barclays knew that Mr. Bergeron had in December 2008 denied that 

any agreement had been reached in April, 2008.  Mr. Bergeron had attended the meeting in New 

                                                 
9 Throughout this process internal and external legal advisors were heavily involved, and considered part of the deal 
team dealing with the issues. What legal advice was given is protected by privilege, and generally has not been 
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York on April 8, 2008 on behalf of the Caisse, as had Mr. Pascoe of National Bank. Their 

evidence, which I accept, was that while there was an agreement in principle reached on some 

issues, mainly on how to deal with the small noteholders, there was no binding economic 

agreement reached on all terms as between the Caisse and Barclays. As Mr. Pascoe testified, he 

left the meeting thinking that they had a framework for an agreement but that everyone 

understood they had a lot of work to do before they had an agreement.  

[119]      Barclays knew that National Bank did not consider itself bound by any alleged 

agreement reached in New York in April, 2008. On September 23, 2008, Mr. Davis spoke to 

Barclays and proposed that Barclays take back the Devonshire notes held by National Bank for a 

nominal consideration. In an internal e-mail that day, Mr. Neville referred to the position of 

National Bank as being “slimy” after negotiating with Barclays for over a year and then walking 

away. If Barclays were right, it had an agreement with National Bank from the time of the New 

York meeting in April, 2008. No mention was made of any such agreement in the internal e-mail 

of Mr. Neville on September, 23, 2008. 

[120]      The inference I draw is that in its e-mail of January 8, 2009 to the Caisse, 

Barclays was positioning itself to exit the Devonshire trades and that it knew that litigation 

would take place. Indeed Barclays issued and served its statement of claim on January 13, 2009 

just moments after terminating the trades. The reference to an agreement reached in April 2008 

in the e-mail of January 8, 2009 was, I believe, posturing by Barclays for the litigation that it 

knew would follow shortly. 

[121]      Mr. James Lee, a director of trading for Barclays in New York and involved at the 

time in the economic analysis of the Devonshire trade and terms being discussed with the Caisse, 

was of the view by December 23, 2008 that because of the market changes, it made more 

economic sense for Barclays to terminate the Devonshire trades than to go through a 

restructuring on the terms being discussed. Mr. Alexandre Pointier, to whom Mr. Lee reported, 

                                                                                                                                                             
waived. 
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recommended that day that Barclays should “take a step back” and only mention the earlier 

proposal made to the Caisse, meaning the April, 2008 term sheet. 

[122]        On January 7, 2009 Mr. Lee recommended that given that the market had clearly 

moved in favour of Barclays as against the Caisse, Barclays should move off its latest proposal 

of December 18, 2008. He testified that his view at the time was that the changes in the market 

over the holidays meant that the cost to Barclays of terminating the trades had come down and 

that terminating the trades made sense unless they could get a substantially better deal from the 

Caisse than had been proposed in December, 2008 by Barclays.  

[123]      Barclays acted on these views by sending its ultimatum on January 8, 2009 to the 

Caisse with the term sheet that had been earlier provided to the Caisse on April 9, 2008, which 

required a response by January 12 at 5 p.m.   

[124]      At the time the term sheet was sent on January 8, 2009, Barclays did not believe 

that the Caisse would sign it, which is hardly surprising given the negotiations that had taken 

place between the Caisse and Barclays in November and December, 2008 to change the April 9, 

2008 term sheet as a result of the dramatic market changes that took place in the fall of 2008 

following the collapse of Lehman Brothers. The investors in the larger Crawford restructuring 

had refused to close without changes being agreed in two rounds of changes in December, 2008. 

The Caisse was the largest investor in Canadian ABCP and a major player in the conduits 

involved in that restructuring and it would have been completely against the Caisse’s economic 

interests at that stage to sign the April, 2008 term sheet. 

[125]      The term sheet of April 9, 2008 was materially worse to the Caisse than the 

proposal of Barclays made on December 18, 2008. It did not contain any moratorium on 

collateral calls and required an initial $1 billion in recourse to be committed to by the Caisse. 

The trigger for collateral calls was to be a mark to market trigger instead of spread/loss triggers 

which Barclays had said in December they would accept in part. Nor was there any cap on 

collateral calls. Mr. Lee testified that he believed that the mark to market would have gone up 
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after January 12, 2009 and that if the Caisse had accepted the April 2008 term sheet, it would 

have then been required to commit to additional recourse of over $1 billion.  

[126]      Mr. Lee did not believe that the Caisse would accept the earlier proposal of 

Barclays made on December 18, 2009 and while reluctantly, agreed on cross-examination that it 

was probable that the Caisse would not sign the April 2008 term sheet sent on January 8, 2009.  

[127]      Mr. Neville, who from the outset was the person on Barclays’ sales team 

responsible for dealing with the Caisse, testified that at the time the term sheet was sent on 

January 8, 2009 he thought it unlikely that the Caisse would sign it.  

[128]      On January 12, 2009 in the morning, Mr. Neville told Ms. Sandra Godard, 

Barclays’ relationship manager for large financial institutions based in Toronto, that neither he 

nor “anyone here” thinks the Caisse would sign the term sheet. Ms. Goddard told him that she 

was hearing the same thing and that she had had a heads up from Mr. del Missier, who is said to 

have ultimately made the decision to terminate the trades. 

[129]      Mr. Neville, who sent out the extension e-mail of January 8, 2009 (the January 9 

e-mail was sent by the Barclays New York legal team but copied to many, including Mr. 

Neville), testified in chief that over the week-end before January 12, 2009 his belief that the 

Caisse would sign the term sheet went down. He also testified that he hoped that the Caisse 

might come back with last minute negotiations. This evidence, I believe, was given in an effort 

to support his position that the e-mails were not misleading and to justify the timing of his 

comment to Ms. Goddard on January 12, 2009 that no one thought the Caisse would sign the 

term sheet. However, I cannot accept his evidence on this point.  

[130]      Mr. Neville’s assertion is contradicted by his evidence in several respects. At the 

time the term sheet was sent out on January 8, 2008 he thought it unlikely that it would be signed 

by the Caisse, and at no time did he say otherwise. He learned from his conversation with Mr. 

Quintal of the Caisse on January 9, 2009 that it was unlikely that the Caisse people could get to 

the e-mail by January 12th because of a weeklong closing process in Toronto of the large 
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Crawford restructuring and when Mr. Neville said that the deadline of January 12th was a real 

deadline, Mr. Quintal said that Mr. Bergeron would address the e-mail that afternoon, which did 

not happen. There was nothing in the call with Mr. Quintal to give Mr. Neville any hope that the 

ultimatum would be accepted and Mr. Neville agreed on cross-examination that he knew from 

this call with Mr. Quintal that the Caisse was unlikely to sign the April 9, 2008 term sheet. I do 

not accept that Mr. Neville went into the week-end with positive views regarding the Caisse 

agreeing to the term sheet. Moreover, nothing material occurred over the week-end to make Mr. 

Neville change his views.  

[131]      Mr. Lovisolo, to whom Mr. Neville reported, testified that he thought that the 

chances of the Caisse signing the term sheet were 30%. I question the reliability of Mr. 

Lovisolo’s evidence and his purported recall of the percentages that he mentioned. Regardless, it 

is clear he did not think it likely the Caisse would sign the term sheet. In my view, in light of the 

drastically changed economic circumstances since April, 2008, the chances of the Caisse signing 

the April 2008 term sheet in January, 2009 were nil. 

[132]      Mr. del Missier is the co-CEO of Barclays Capital. He authorized the term sheet 

to be sent to the Caisse on January 8, 2009. He was not communicating at the time with the 

Caisse, although he had met with the Caisse earlier on April 8, 2008. His information in 

December, 2008 and January, 2009 about the prospects for the Caisse agreeing to the term sheet 

was information learned from others within Barclays. He acknowledged on cross-examination 

that when the term sheet was sent to the Caisse, he thought there was a low probability that the 

Caisse would sign it. 

[133]      I do not accept that although Barclays thought was that it was unlikely that the 

Caisse would sign the term sheet, they thought there was a prospect that the Caisse would 

respond to the term sheet in a way that could lead to an agreement with Barclays such that it 

could be said there was negotiations still going on at the time of the extension e-mails in 

question. 
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[134]      The sales team involved at Barclays thought that the Caisse would not accept any 

reasonable terms, which was an indication that not only would the Caisse not sign the term sheet, 

but that it would not come back with any proposal that would be acceptable to Barclays. On 

January 7, 2009 Mr. Pointier, a trader and part of the credit derivates team, reported by e-mail to 

his superior Mr. Azzollini that after discussion with “sales”, it was clear that the Caisse was not 

going to accept any reasonable terms. Mr. Neville, who was part of the sales team, testified that 

the discussion was a group discussion, in which he was involved, and involved more than one 

discussion.  

[135]      Further, Mr. Neville told Mr. Davis of National Bank on January 13, 2009 that 

Barclays had given the Caisse a deadline of 5 pm on January 12, 2009 “to stop negotiating” and 

sign the term sheet. On the afternoon of January 13, 2009 Mr. Neville told Mr. Silgardo that it 

was the unanimous view of Barclays that they were never going to get anywhere with the Caisse 

who kept making increasing demands and so Barclays gave the Caisse an opportunity to change 

their position and come back to fall in line with Barclays. These statements, which were made on 

the telephone and recorded, were quite inconsistent with any belief of Mr. Neville at the time the 

extension e-mails of January 8 and 9, 2009 were sent that further negotiations with the Caisse 

might be successful.  

[136]      Mr. Lovisolo testified that he thought that there was a 30% chance that the Caisse 

would respond to the ultimatum by making an alternative proposal, the implication of this 

evidence being that there was some prospect of further negotiations with the Caisse at the time 

the extension e-mails were sent on January 8 and 9, 2009. Again, I have doubts of the reliability 

of Mr. Lovisolo’s evidence. In any event, I do not accept this implication.  

[137]      Mr. Lovisolo did not think it likely that the Caisse would accept the ultimatum to 

sign the April 8, 2008 term sheet. Nor was he prepared to accept anything less, as is evident from 

a call he made on January 8, 2009 to Mr. Truell, whom Mr. Lovisolo said ran corporate 

communications for Barclays. He told Mr. Truell that they were giving the Caisse one final 

chance to sign the term sheet and if the Caisse did not sign it, they were going to “blow up the 

box”, meaning terminate the Devonshire trades. There was no discussion regarding any other 
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possibility such that negotiations with the Caisse might continue if the Caisse did not sign the 

term sheet. The reason why there was no such discussion, and the reason for the termination, is 

to be found in Mr. Lovisolo’s call to Mr. Truell in which he said that the market had changed 

since December and that it was now economic for Barclays to blow up the trade. He also told 

Mr. Truell that Barclays did not want to be out after the group was done, which meant that 

Barclays did not want to be exposed to the Caisse after the large Crawford restructuring had been 

completed because it was concerned that the Caisse would then have less incentive to deal with 

Barclays and more incentive to walk away from the trade.  

[138]      Mr. Lovisolo’s real feelings towards the Caisse were contained in an e-mail of 

December 16, 2008 that he sent to Mr. del Missier and others in which he said that the strategy 

of the Caisse was to have Barclays negotiate against itself and to walk away if it could not get a 

deal it could live with and that he did not expect the Caisse to come back with a real counter 

proposal to what Barclays was then proposing. There was nothing that the Caisse did after that 

that could have given Mr. Lovisolo any comfort that the Caisse would continue negotiations that 

could realistically result in a deal with Barclays. He acknowledged on cross-examination his 

view that if the Caisse did not sign the term sheet, Barclays should and would likely terminate 

the Devonshire trade. 

[139]      Mr. del Missier testified in his evidence in chief that when the term sheet was sent 

to the Caisse on January 8, 2009 he thought one response from the Caisse might be a counter-

proposal and he was hopeful that they could re-engage with the Caisse to get a restructuring. He 

said that Barclays was not ending negotiations but fully expecting and hoping to continue. On 

cross-examination he testified that the parties were in negotiations and he thought that they might 

end up with a restructuring close to the terms agreed in April, 2008. While Mr. del Missier 

apparently ultimately gave approval to the recommendation to terminate the trades, I do not 

believe that what he testified to was the thinking of the deal team and I have some difficulty 

accepting his evidence as reliable. 

[140]      While it was from others that Mr. del Missier was getting his information at the 

time, he was not able to say in the witness box that he was aware of what the deal team knew. On 
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December 23, 2008 Mr. Quintal of the Caisse told Mr. Neville that what the Caisse wanted for a 

deal would “not be pretty” from Barclays point of view, a view that Mr. Neville held. Mr. del 

Missier testified that he was not aware of what was going back and forth and he could not recall 

if he was told of the position of the Caisse as expressed on December 23, 2008. Further he 

testified he did not recall if he was told of the view of the sales team by January 7, 2009 that the 

Caisse would never agree to any reasonable terms. If Mr. del Missier held the rosy view that he 

testified to, of which I have considerable doubt, it appears that it would have been a misinformed 

view.  

[141]      What is more indicative of Mr. del Missier’s view at the time was contained in an 

e-mail he sent to Mr. Silgardo on January 8, 2009, a few minutes before the e-mail was sent by 

Mr. Lovisolo to the Caisse with the April 9, 2008 term sheet. Mr. Silgardo was the CEO of 

Barclays Global Investors in Canada which managed money on behalf of large financial 

institutions. In his e-mail Mr. del Missier said that over the next 48 hours Barclays was going to 

try to put pressure on the Caisse to sign the agreement he said had been reached, and “if they 

don’t sign we will likely terminate and things will get legal (and public) very quickly”. He asked 

Mr. Silgardo to keep the information confidential. Mr. del Missier did not expect the Caisse to 

sign and said nothing about expecting the Caisse to come back with some proposal that he 

thought would lead to some other restructuring. On the same day he sent the same e-mail to 

Sandra Godard, Barclays’ relationship manager for large financial institutions based in Toronto. 

[142]       What Mr. del Missier told Mr. Silgardo was consistent with what Mr. Dunsche 

told Mr. Brandon Ashcroft, a Barclays’ communications person, on the same day, January 8, 

2009, to arrange for a media statement to be released by Barclays in the event that the 

Devonshire trades were terminated. He told Mr. Ashcroft that in the first few weeks of January, 

2009 the market had turned around and that the options that had been presented to the Caisse as 

concessions by Barclays were now a lot more expensive than terminating the trades. He also told 

Mr. Ashcroft that as a result, Barclays had taken all these other proposals off the table and given 

the Caisse an ultimatum to sign the earlier term sheet of April, 2008. Mr. Dunsche went so far as 

20
11

 O
N

S
C

 5
00

8 
(C

an
LI

I)

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 227 of 357



 
 
 
 

Page: 44  
 

 

  

to say that while Barclays did not expressly say so, the strong hint made to the Caisse was that if 

the term sheet was not signed, Barclays’ only recourse would be to terminate the trades.  

[143]      I also have difficulty with Mr. del Missier’s statement that he thought that they 

might end up with a restructuring close to the terms agreed in April, 2008. The dramatic market 

changes in the fall of 2008 as a result of the large financial failures meant that holders of ABCP 

notes could not agree to close any restructuring based on terms discussed or worked out before 

those changes occurred. Mr. del Missier either knew that or was too far from the market to have 

an informed view.  

[144]      The framework agreement made in the larger Crawford restructuring in 

December, 2007 had to be extensively changed in December, 2008 in order to achieve a 

restructuring. The Caisse was the largest investor in the trusts that were restructured in that 

restructuring, and the economic forces in play in the larger restructuring would obviously have to 

come into play in the Devonshire restructuring. That is why Barclays had made so many 

concessions in negotiations with the Caisse in November and December, 2008 and no informed 

person could expect the Caisse to agree to terms close to those discussed in April, 2008. 

[145]      There is an e-mail from Mr. del Missier sent shortly after midnight on January 12, 

2009 that is peculiar. It suggests to me that Mr. del Missier was not much involved in the 

decision taken earlier in the day to terminate the Devonshire trade. I am of the view that his 

evidence as to what happened that day is unreliable.  

[146]      On January 12 at 5:09 Mr. Lovisolo sent an e-mail to a number of people at 

Barclays, including Mr. del Missier, which stated that at 4:52 p.m. that afternoon Barclays had 

received an e-mail from the Caisse. Mr. Lovisolo did not say what the e-mail from the Caisse 

disclosed. After mid-night, at 12.49 a.m. on January 13, 2009, Mr. del Missier forwarded that e-

mail to the Barclays Capital executive committee with the note “Still a chance of last minute 

settlement as our threat to terminate has appeared to have woken them up”. While it is asserted 

that this e-mail is supportive of the position of Barclays that they still hoped for a negotiated 

settlement with the Caisse, I do not accept that. 

20
11

 O
N

S
C

 5
00

8 
(C

an
LI

I)

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 228 of 357



 
 
 
 

Page: 45  
 

 

  

[147]      There is no evidence that the e-mail from the Caisse at 4:52 p.m. was forwarded 

to Mr. del Missier and his evidence in chief was that he did not recall if he received it. On cross-

examination he gave inconsistent statements regarding it, stating at one point he could not recall 

if he read it, or if “we” met as a group to discuss it, or if there was any discussion about it, and at 

another point stating that he read the e-mail from the Caisse at least in part before making the 

decision to terminate the Devonshire trade. He testified in chief that he was aware of the basic 

message in the response of the Caisse and that he was very disappointed with it and accepted the 

recommendation to terminate the Devonshire trades. Yet he testified that his statement to the 

executive committee that there was still a chance of a last minute settlement as the Caisse had 

appeared to have woken up was based on the e-mail, which he had said was very disappointing 

to him.  

[148]      When Mr. del Missier made the ultimate decision is unclear. He did not testify as 

to when that happened. Nor did anyone else. Mr. Lovisolo testified that shortly after the e-mail 

came in from the Caisse, the deal team met and decided to terminate the Devonshire trade. He 

said the persons present were himself, Mr. Neville, Mr. Dunsche, Mr. Wysocki, Mr. Warren and 

their counsel. He testified that they would not have terminated the trade without Mr. del 

Missier’s approval and that it was fair to say that the decision to terminate was made subject to 

his approval. Mr. Lovisolo could not recall who telephoned Mr. del Missier for his approval. Mr. 

Neville’s evidence was that the decision was a group discussion but that ultimately Mr. del 

Missier and Mr. Bommensath made the decision. 

[149]      I gained the clear impression that Mr. del Missier does not remember much of that 

day. This is hardly surprising given his position and responsibilities at Barclays. It appears likely 

that Mr. del Missier was not aware at the time he sent his e-mail to the executive committee what 

the response of the Caisse was and it may well be that it was sometime after that e-mail was sent 

that he accepted the recommendation to terminate. What is more likely is that he and the deal 

team at Barclays had made the decision in their minds by the time the term sheet was sent to the 

Caisse on January 8, 2009 that when the Caisse did not sign the term sheet, which they expected 

to be the case, they would terminate. 
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[150]      Sometimes actions speak louder than words. On January 9, 2009, Mr. Kane of the 

London derivatives department of Barclays who is a trader who manages risk sent an internal e-

mail to James Lee, Alex Pointier and others that he executed a hedge at the end of the day on 

January 8, 2009 “partly thinking about potential Devonshire impact next week.” On January 12, 

2009 at 1:41 p.m. London time (8:41 a.m. New York time) Mr. Kane sent another e-mail to the 

same people that stated that Barclays traders had managed to do a few trades “mainly in 

anticipation of Devonshire unwind”. The timing of these trades, of course, was after the 

ultimatum of January 8, 2009 and prior to the deadline given to the Caisse to agree to the term 

sheet by 5 p.m. on January 12 and was contrary to any notion of any continuing negotiations if 

the Caisse did not agree to the ultimatum put to it. These e-mails reflected a belief that the Caisse 

was not going to agree and that the result would be a termination of the Devonshire trades.    

[151]      While Mr. Kane was a junior trader, he was helping to trade the credit risk in the 

Barclays book. Mr. Pointier was the Barclays global head of correlation and exotic trading to 

whom he reported. There was no response from Mr. Pointier criticizing what Mr. Kane had done. 

Mr. Lee was not able to say whether Mr. Kane had been instructed to do the hedges, but no one 

was called to say that Mr. Kane was acting on his own. While Mr. Lee may not have been asked 

to do any hedging regarding the termination prior to the evening of January 12, 2009, that does 

not mean others such as Mr. Kane acting under the authority of Mr. Pointier were not doing 

hedging in anticipation of a Devonshire termination.  I can only assume that the evidence of Mr. 

Pointer would not have been helpful to Barclays, but whether that is the case, the inference I 

draw from the evidence is that Mr. Kane was not acting on his own without some instructions. 

[152]      Also, on January 8, 2009, in the morning prior to the delivery of the ultimatum to 

the Caisse, Mr. Pointier asked Ms. Franke to reserve the profit and loss statement for the day 

until there was more clarity on Devonshire. Ms. Franke was a director in the product control 

group at Barclays covering the global correlation desk, including the Devonshire trade, and had 

responsibility for the oversight of the daily profit and loss calculation.  Ms. Franke had “heard 

that rumour” that there “should [be] a real resolution by Monday.”   Ms.  Franke had begun work 
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by 10:00 a.m. on January 8, 2009 to gather the relevant trade information so “that when we 

terminate we knew the relevant trades.” 

[153]      Barclays relies upon an earlier ultimatum to Devonshire noteholders that had 

resulted in positive results so far as negotiations had concerned to support its contention that it 

thought the ultimatum to the Caisse on January 8, 2009 would result in some response from the 

Caisse that could lead to an agreement. I do not find that at all persuasive. On April 4, 2008 

Barclays sent to these noteholders and the Investors Committee a draft term sheet with a deadline 

of 4 days. That resulted in the meeting in New York on April 8, 2008 at which the terms as to 

how the small noteholders were to be dealt with were apparently agreed in principle. However, 

the Barclays e-mail attaching the term sheet sent out on April 4, 2008 stated that the term sheet 

included “all of the essential terms that we have been discussing”, not terms that had been 

discussed eight months previously in markedly different market conditions that had since been 

substantially altered by the parties, including Barclays. 

[154]      Given that Barclays had sent out a term sheet to the Caisse on January 8, 2009 as 

an ultimatum, which the Barclays people involved in the transaction did not think the Caisse 

would accept, and given that Barclays intended to terminate the trades once the Caisse did not 

accept the ultimatum, all of this before the extensions of January 8 and 9, 2008 were sent, the 

extensions were misleading, both in the language used and in what was not said. It was 

misleading to say that there were issues being worked out. The negotiations were over from 

Barclays’ point of view. Moreover, having made the statements that it did, it was misleading for 

Barclays not to disclose the ultimatum that it had made and its intention to terminate the trades if 

the ultimatum, which it did not think would be accepted, was declined. Thus the daily extensions 

of January 8 and 9, 2009 contained misrepresentations of facts. 

(d)  Result of misrepresentation 
 

[155]      The parties agree that each daily extension formed a new contract. At issue is 

whether the extensions of January 8 and 9, 2009 should be rescinded because of the 

misrepresentations in them that I have found to exist. 
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[156]      A material misrepresentation, whether innocent or fraudulent, may be grounds to 

set aside a contract entered into by one party in reliance on the representation. A fraudulent 

misrepresentation is a statement known to be false or made not caring whether it is true or false. 

For innocent misrepresentation the misrepresentation might be entirely honest and careful, there 

is no need for promissory intention, the negligence of the party seeking relief is no defence, and 

there is a presumption that a material representation did in fact cause the misrepresentee to enter 

into the transaction. The presumption can be rebutted by proof of no reliance on the 

misrepresentation. See S.M. Waddams, The Law of Contracts, 6th ed. at para. 419-421. 

[157]      The requirement that the misstatement of fact be material means that the 

misrepresentation must relate to a matter that would be considered by a reasonable person to be 

relevant to the decision to enter the agreement in question. See J. D. McCamus, The Law of 

Contracts (Toronto: Irwin Law, 2005) at p. 300. McCamus further states at p. 301: 

 In addition to being shown to be material, the misrepresentation must have 
constituted an inducement to enter the agreement upon which the misrepresentee 
relied. Thus, a representee who undertakes his or her own separate investigation 
of the facts would not be held to have relied on the misrepresentation. On the 
other hand, is clearly established that the representee has no obligation to engage 
in "due diligence" and make such an independent investigation, even where the 
means of doing so are made available by the misrepresentor. Further, it is clearly 
established that the misrepresentation need not be the exclusive or even a 
predominant inducement for entering the agreement. It must be established, 
simply, that it was an inducement. Moreover, once it is established that a 
misrepresentation is of such a nature that it is liable to induce the misrepresentee 
to enter the contract, it would be presumed against the misrepresentor that such 
inducement did occur. 

[158]      As stated by McCamus, supra, it is not necessary for a plaintiff to establish that 

the misrepresentation was the sole inducement for acting and it matters not if the 

misrepresentation was only one of several factors contributing to the plaintiff’s decision. See 

Sidhu Estate v. Bains (1996), 25 B.C.L.R. (3d) 41 at paras 35-36; Kripps v. Touche Ross & Co. 

(1997), 89 B.C.A.C. 288 (C.A.) at paras. 102-103; NBD Bank, Canada v. Dofasco Inc. (1999), 

46 O.R. (3d) 514 (C.A.) at para 81. 
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[159]      The issue of reliance is a question of fact to be inferred from all the circumstances 

of the case and evidence at the trial. See G.H.L. Fridman, The Law of Contracts, 5th ed. 

(Scarborough: Thomson Carswell, 2006) at p. 293.   

[160]      Courts of equity in the past held that there could be no rescission after the contract 

induced by the misrepresentation had been executed except in the case of fraud, “error in 

substantialibus” or complete failure of consideration. See Waddams, supra, at para. 422 for a 

discussion of this history. Professor Waddams states that recent cases suggest that courts will be 

willing to find an “error in substantialibus” whenever justice seems to require rescission and he 

argues for a flexible test. He stated: 

 It is submitted that execution should be recognized as a relevant, but not decisive, 
factor in determining whether, in all the circumstances, rescission should be 
denied because it might affect third parties or because of the plaintiff’s undue 
delay in seeking his remedy. 

[161]      It is not argued that the statements which I have found to be misrepresentations 

were not material, nor could it be. They were relevant to the decision by Devonshire to accept 

the extensions in question. What is contended by Barclays is that there was no detrimental 

reliance on them by Devonshire. 

[162]      Mr. Lafleur-Ayotte testified that in the fall of 2008 Quanto had been informed 

that the negotiations between Barclays and the Caisse were going well and that the parties were 

close to reaching an agreement with Barclays. Quanto was also informed that National Bank had 

sold all of its Devonshire notes to Barclays and that an offer would be made to all of the small 

holders of Devonshire notes to exchange their notes for MAV II notes being issued in the large 

Crawford restructuring that was to close in early January, 2009. He testified that the only other 

information that he had about the Barclays negotiations was the information in the daily 

standstill e-mails that the negotiations were ongoing, which he said was consistent with his 

understanding of the situation. He was not aware of the ultimatum made by Barclays to the 

Caisse on January 8, 2009 to sign the April 2008 term sheet by the close of business on January 

12, 2009. 
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[163]      Mr. Lafleur-Ayotte testified in chief that if he had been told of the ultimatum 

made by Barclays and the deadline for a response, he would have verified the information with 

the Investors Committee. He testified that assuming he was told that the Caisse would not have 

accepted the Barclays ultimatum, Devonshire would have objected to the extensions on January 

8 and 9, 2009 and its only option would have been to proceed with the termination of the swaps. 

He said that the only reason Devonshire did not terminate the swaps in August, 2007 was 

because of the Montreal Accord and Devonshire had committed to Barclays that it would not 

terminate the swaps if Barclays was negotiating in good faith with investors. If those 

negotiations had come to an end, there was no purpose in continuing with that arrangement and 

the only option would have been to protect the assets of Devonshire and take steps to terminate 

the swaps. 

[164]      Robert Girard is a partner at Fasken Martineau in Montreal. He was a director of 

M & M Alternative Investment VII Corp., the Issuer Trustee of Devonshire, and was the person 

who signed documents such as the default notice on behalf of the Issuer Trustee and who liaised 

between Quanto and the board of directors of the Issuer Trustee. Mr. Girard was not aware of the 

ultimatum of Barclays made to the Caisse on January 8, 2009. He testified that his understanding 

on that day and the following day as to the state of negotiations between Barclays and the Caisse 

was that the negotiations were ongoing and was based on the daily extension e-mails sent by 

Barclays on those two days. Nor was he aware of the response made by the Caisse to Barclays on 

January 12, 2009. He was surprised to learn of the termination of the swaps by Barclays on the 

morning of January 13, 2009. 

[165]      Mr. Girard testified that if had been told of the ultimatum of Barclays of January 

8, 2009 with a hard deadline of January 12, 2009 at 5 p.m. and been told that the Caisse would 

not accept the term sheet offered he would have consulted with Quanto and then recommended 

to the board of the Issuer Trustee to immediately address the subject of the termination of the 

swaps.  
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[166]      Counsel for Barclay’s elicited on cross-examination evidence from Messrs. 

Lafleur-Ayotte and Girard that it relies on to counter the testimony of these witnesses given in 

chief. For reasons that follow, I do not think this evidence assists Barclays. 

[167]      On cross-examination, Mr. Lafleur-Ayotte said that on the assumption that he had 

been told by the Caisse that Barclays had put a deadline on the Caisse to respond to its term sheet 

by 5 p.m. on January 12, 2009 and that the Caisse intended to respond to Barclays within the 

deadline, it would have been a difficult situation but he suspected that his advice would have 

been to not interfere with the daily standstills or object to them. 

[168]      On cross-examination, Mr. Girard said that had Devonshire been advised that in 

the past Barclays had set deadlines with the noteholders and those deadlines had led to progress 

in negotiation, that on January 8, 2009 Barclays had made a proposal to the Caisse and 

unilaterally proposed to the Caisse that Barclays would extend the standstill with Devonshire to 

January 12, 2009, and that on January 9, 2009 the Caisse had indicated to Barclays that it would 

make a response to the Barclays proposal by January 12, 2009, Devonshire would not have 

objected to the daily extensions on January 8 and 9 through to January 12, 2009.  

[169]      The issue is whether Devonshire reasonably relied on the statements made in the 

extension e-mails that I have found to be misrepresentations of fact. What Devonshire  may have 

done had Mr. Lafleur-Ayotte or Mr. Girard been told things that they did not know is relevant in 

assessing their evidence, and in considering whether they reasonably relied on what they were 

told, but the underlying question is not what they may have done had they been told things that 

they were not.  

[170]      The questions put by counsel for Barclays on the cross-examinations of Messrs. 

Lafleur-Ayotte and Girard did not put the facts as I have found them. That is, they were not 

asked what Devonshire would have done had they been told (i) that Barclays had come to the 

view that the Caisse would never agree to any reasonable terms, (ii) that Barclays had put in its 

ultimatum to the Caisse  a term sheet from April 2008 that did not reflect the market upheavals 

that occurred in the fall of 2008 or the revised terms that had been negotiated by the Investors 
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Committee for the large Crawford restructuring and negotiated to some extent between Barclays 

and the Caisse, (iii) that no one at Barclays believed that the Caisse would accept the term sheet, 

(iv) and those involved at Barclays intended to terminate the swaps once the Caisse did not 

accept the ultimatum. 

[171]      In my view, and I so find, had Messrs. Lafleur-Ayotte and Girard been advised of 

these facts, they would have taken immediate steps necessary to terminate the swaps in order to 

protect the assets of Devonshire, including not agreeing to the extensions of the standstill and the 

default notice suspension. 

[172]      Mr. Bergeron of the Caisse testified that if someone from Devonshire learned of 

the e-mail of January 8, 2009 from Mr. Lovisolo to the Caisse and asked him what the Caisse 

would do, he would have told Devonshire that the Caisse surely would not accept the ultimatum. 

I accept that evidence. His evidence on cross-examination, which I accept, was that he knew 

when he saw the e-mail from Mr. Lovisolo what his response would be. That response denied the 

existence of any prior agreement. Mr. Bergeron was insulted by the e-mail from Mr. Lovisolo 

and it would be more than unlikely that he would have given any different impression to 

Devonshire.  Had Devonshire spoken to Mr. Bergeron before deciding what to do with the daily 

extensions of January 8 and 9, 2009, what Mr. Bergeron would have told them would have led 

Devonshire to immediately take steps to terminate the swaps. 

[173]      Barclays relies on an e-mail exchange by Mr. Martis with Mr. Neville as evidence 

that Devonshire were not influenced by the language of the daily extensions. I do not think the 

exchange assists Barclays. On Friday, March 14, 2008 a draft extension agreement was 

circulated by Barclays. Mr. Martis, a solicitor for Devonshire in Montreal, was away and could 

not open the draft on his blackberry. His partner working on the matter was also away. Mr. 

Martis was concerned that his silence might be taken to be consent to the draft. On Saturday, 

March 16, 2008 he sent an e-mail to Mr. Neville in which he referred to his inability to access 

the draft and concern that his silence be taken as consent. He said that the intention of Quanto 

and Devonshire was that until such time Barclays and the investors reached an agreement, or that 

Barclays or the Investors Committee determined that the negotiations had terminated 
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unsuccessfully, the status quo established in August should be maintained on identical terms. He 

said Barclays would be hearing on Monday from his partner regarding the draft. 

[174]      I cannot accept that what Mr. Martis said in his e-mail in March, 2008 to tide 

things over until his partner could review draft documentation regarding an extension agreement 

would have continued to be the view of Quanto and Devonshire in January, 2009 had disclosure 

been made to them of the views and intentions of Barclays as I have found them to be. Barclays 

had effectively decided to terminate any further discussions with its ultimatum which it knew 

would not be accepted by the Caisse. 

[175]       It is quite evident that Barclays did not want to disclose to Devonshire the true 

state of affairs and that Barclays had a concern that Devonshire might terminate the trades before 

Barclays if it had notice of the ultimatum.  

[176]      Mr. Martis of Faskens, solicitors for the indenture trustee of Devonshire, e-mailed 

Mr. Neville and Mr. Bergeron on December 30, 2008 and asked that as the Montreal Accord 

restructuring was now headed for a mid-January closing, would it now be appropriate to hear 

where Barclays stood with the Devonshire restructuring and when it might be expected to 

proceed to its consummation. Mr. Neville said he received the e-mail while he was skiing in 

Wyoming and did not respond to it. He said getting involved in Devonshire was not something 

he wanted to do and he did not think he had to respond.  Mr. Dunsche on the same day e-mailed 

Mr. Neville and Mr. Lovisolo and said “Funny guy. Do we need to respond? Don’t think so.” 

Mr. Neville’s explanation on cross-examination that they had received humorous e-mails from 

Mr. Martis in the past rang hollow as an explanation for Mr. Dunsche’s comment to Mr. Neville.  

[177]      On January 6, 2009 Mr. Martis e-mailed Mr. Neville and asked “Gregg, any 

chance of a reply to my e-mail?”  Mr. Neville did not respond, although he was back in his office 

after the holidays. He testified that he did not recall focusing on it at the time. This response is 

hard to credit. Devonshire was a big issue at the time for Barclays and Mr. Neville and there has 

to be an explanation why he did not respond to Mr. Martis.  
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[178]      The inference I draw, in spite of Mr. Neville’s denial, is that Barclays did not 

want Devonshire to know the state of play or to answer a direct question from Mr. Martis 

regarding the expectations of a Devonshire restructuring. Mr. Neville acknowledged that 

Barclays did not want any advance notice to be given to Devonshire of the liquidity payment by 

Barclays and reluctantly admitted on cross-examination that it was possible that Barclays did not 

want to put Devonshire in a position where it could take steps to terminate before Barclays did. 

He also acknowledged that there was a risk that if Devonshire was given notice of the ultimatum 

put to the Caisse, Devonshire might take steps to terminate the trades, although he said he 

thought that before doing so Devonshire would call the Caisse for permission. The failure to 

respond to Mr. Martis compounded the misleading nature of the extensions e-mails, which were 

also copied to Mr. Martis, in the face of these requests from Mr. Martis who clearly wanted to be 

advised of the situation.  

[179]      In my view, and I so find, the misrepresentations in the extension e-mails of 

January 8 and 9, 2009 influenced the decision of Devonshire to accept those extensions and were 

reasonably relied on by Devonshire to its detriment. Moreover, had the true situation been 

disclosed in the e-mails, Devonshire would have taken immediate steps towards terminating the 

Devonshire trades in order to protect the trust assets. 

[180]      Technically, it can perhaps be said that the two contracts entered into by the 

extensions of January 8 and 9, 2009 were executed, in that the standstill provisions continued. 

This, however, is not in my view any reason to refuse rescission based upon an innocent 

misrepresentation. No third-party rights will be disadvantageously affected by the rescission and 

the justice of the situation requires a rescission. 

[181]      While it is not strictly necessary for the purposes of the misrepresentation claim to 

determine whether the misrepresentations amounted to a fraudulent misrepresentation, in my 

view they did. Mr. Neville, who sent the extension e-mail of January 8, 2009, and the Barclays 

sales team knew that there were not a number of issues being worked out between Barclays and 

the Caisse and knew that the negotiations were at an end. They also knew of relevant facts such 

as the ultimatum put to the Caisse and the intention to terminate when the Caisse did not accept 
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the ultimatum, which they expected would occur. The extension e-mail of January 9, 2009 was 

sent by Ms. Sheila Chapman, an in-house lawyer at Barclays in New York. What she knew is not 

in evidence as it is a privileged matter. However, the e-mail was copied to Mr. Neville and others 

in the Barclays sales team who again knew of the misrepresentations. I view these e-mails as 

being part of the litigation strategy that shortly thereafter unfolded. Barclays did not want to 

disclose to Devonshire what was going on with the Caisse and did not want to run the risk that 

Devonshire might terminate the swaps before it did. The e-mails, to the knowledge of the 

Barclays sales team, were false. 

[182]      In the circumstances, Devonshire is entitled to rescission of the two extensions of 

January 8 and 9, 2009. 

[183]      One result of the rescissions is that the two remaining days during which Barclays 

had to remedy its default in paying the liquidity demands before an event of default occurred 

began to run on January 9, 2009. 

13.  Can Barclays rely on the insolvency of Devonshire to terminate the swaps? 

[184]      On January 13, 2009 Barclays delivered an early termination notice to 

Devonshire. The notice stated that an event of default had occurred with respect to Devonshire 

pursuant to section 5(a)(vii) of the ISDA Master Agreement and it designated January 13, 2009 

as the early termination date. The notice did not state what the event of default was other than to 

refer to section 5(a)(vii) of the ISDA Master Agreement and did not state when the event of 

default had occurred. 

[185]      Section 6(a) of the ISDA Master Agreement provides that the non-defaulting 

party is to specify the relevant event of default.  In its notice of early termination on January 13, 

2009, Barclays did not do so. It merely stated that an event of default had occurred with respect 

to Devonshire pursuant to section 5(a)(vii) of the ISDA Master Agreement. It did not specify 

which subsection of (vii) it relied on and said nothing of the facts it relied on. It did not specify 

any date of an alleged event of default.  
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[186]      Section 5(a)(vii) of the ISDA Master Agreement provides for 9 different classes 

of events as constituting an event of default, all of which involve financial distress of one kind or 

another. One of these, sub-clause 2, is now relied on by Barclays. It provides: 

 (a) Events of Default.  The occurrence at any time with respect to a party… of 
any of the following events constitutes an event of default (an “Event of Default”) 
with respect to such party:-  

 … 
 (vii) Bankruptcy. The party…  

 (2) becomes insolvent or is unable to pay its debts or fails or 
admits in writing its inability generally to pay its debts as they 
become due;  

[187]      Strictly speaking, section 5(a)(vii)(2) contains four events of default: (i) a party 

becomes insolvent; (ii)  a party is unable to pay its debts: (iii) a party fails to pay its debts 

generally as they become due: or (iv) a party admits in writing its inability generally to pay its 

debts as they become due. Each is distinct and not cumulative.  

[188]      With respect to the event of default that a party is unable to pay its debts, there is 

authority that evidence of a mere failure to pay the debt is not sufficient if there is evidence of a 

substantial reason for not paying. In Re Taylor’s Industrial Flooring Ltd. [1990] BCC 44 (C.A.), 

referred to by Flaux J. in Marine Trade S.A, supra, Dillon L.J. stated: 

 In my judgment, something more must be proved than simply that the company 
has not paid a debt.  In some cases the circumstances surrounding the non-
payment may justify the inference that the debtor is unable to pay its debts as they 
fall due.  A series of dishonoured cheques might justify that inference.  But in the 
present case a reason for non-payment has been put forward.  The reason may not 
be a very good one, but unless it is not being put forward honestly, I do not see 
why an inference of inability to pay should be drawn from the fact of non-
payment.   

[189]      Barclays does not rely on the first event of default contained in section 

5(a)(vii)(2), i.e. a party becomes insolvent. The word “insolvent” is not defined in the ISDA 

Master Agreement. In Firth, Derivatives Law and Practice, (London: Thomson Reuters (Legal) 

Limited 2010), it is opined that the word may have to do with a balance sheet test of insolvency. 
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This need not be considered as Barclays relies on the other three events of default referred to in 

section 5(a)(vii)(2).  

[190]      In its statement of claim, Barclays pleaded that from and after August 13, 2007 an 

event of default under section 5(a)(vii)(2) existed against Devonshire. In a ruling at the outset of 

the trial, I ruled that because of the scope of the bifurcation order, Barclays could not lead 

evidence at this stage on the issue of whether there was an insolvency of Devonshire prior to 

August 16, 2007, i.e. prior to the Suspension Notice. The word “insolvency” in the context of the 

ruling was not intended to distinguish the different events of default contained in section 

5(a)(vii)(2).  

[191]      Thus at this stage of the trial, Barclays contends that there was an event of default 

existing on January 13, 2009. Devonshire contends that for a number of reasons, Barclays cannot 

rely on the insolvency of Devonshire as a basis for terminating the swaps. 

(a)  Was Devonshire insolvent on January 13, 2009? 

[192]      More particularly, the issue is whether there was an event of default on the part of 

Devonshire on January 13, 2009 at the time Barclays delivered its notice of early termination.  

[193]      As at January 13, 2009, the Class A notes that matured on August 13 to 15, 2007 

and thereafter up to November 7, 2007, totaling $209,716,441, had not been paid. Most of the 

Class FRN and Class E notes had long matured and were unpaid. 

[194]      From August 13, 2007 to January 13, 2009, no Devonshire noteholders made a 

demand on any class of Devonshire notes or presented a note for payment. Sometime after the 

Montreal Accord, the Devonshire noteholders signed an extraordinary standstill resolution 

pursuant to the Devonshire trust indenture directing the indenture trustee from delivering any 

notice of default to Devonshire, exercising any powers to declare money due and payable, taking 

any steps to realize on security, enforcing payment of money, exercising any remedies under the 

trust indenture or under any statute or at law or equity or taking other steps to enforce the trust 

indentures. The resolution stated that the noteholders wished the powers they held be used to 
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effect a temporary standstill to facilitate the Montreal Accord beyond March 14, 2008. The term 

of the standstill was stated to run to April 14, 2008 or such later date as the Investor Committee 

might advise the indenture trustee. There is no evidence whether the Investor Committee did 

later advise of an extension, but in light of the Investor Committee’s continuing efforts to 

restructure through to January, 2009 and the fact that the indenture trustee took no steps the 

entire time contrary to the instructions contained in the extraordinary resolution, it can safely be 

inferred that the instructions were explicitly or implicitly continued. 

[195]      Devonshire refers to authority that in considering whether a debtor has ceased to 

meet his liabilities as they become due (the BIA language for insolvency) a court should consider 

the attitude of creditors regarding payment. In Re Tysak Ltd  (1981),  38 C.B.R. (N.S.) 142 

Saunders J. stated: 

 While the attitude of a creditor is not relevant to the issue of whether his account 
is overdue, the fact that a creditor is not pressing and is willing to tolerate delay in 
payment is, in my opinion, one circumstance that may be taken into account in 
determining whether a debtor has ceased to meet its liabilities. 

See also Re 345531 Ont. Ltd., (1980) 35 C.B.R. (N.S.) 18 per Saunders J. 

[196]      Barclays counters this by relying on a statement of Ground J. In Re Brock R.V. 

Centre (2007), 33 C.B.R. (5th) 219, Ground J. stated: 

 The law is clear that the fact that Brock R.V. was not being pressed for payment 
of a particular debt does not make it any less a liability for purposes of the B.J.A. 
In Re Cappe [1993] O.J. No. 775, I stated at pg. 6: 

 In Re Hayes (1979), 34 C.B.R. (N.S.) 280 (B.C.S.C.), the debtors argued 
as a defence that given creditors other than the petitioning creditor were 
not pressing for payment, they had not failed to meet their liabilities 
generally as they became due. The Court was of the view that in order to 
refuse a petition, a debtor must satisfy the court affirmatively that they are 
able to pay their debts, not that the creditors are not pressing for payment. 

[197]      I have been referred to no case dealing with the language in the ISDA Master 

Agreement as to what is meant by the words “fails to pay its debts as they become due”. I take 

the words of the BIA “ceases to meet his liabilities generally as they become due” to mean the 
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same as the words “fails to pay its debts generally as they become due” in the ISDA Master 

Agreement. 

[198]      Regarding the test for a party being “unable” to pay its debts, Devonshire relies 

on a statement of Briggs J. in Re Cheyne Finance plc [2008} 2 All ER 987 dealing with the 

words “unable to pay its debts as they fall due” in the U.K. Insolvency Act relied on by Lord 

Neuberger MR in BNY Corporate Trustee Services Ltd v Eurosail-UK 2007-3BL Plc & Ors, 

[2011] EWCA Civ 227 who stated: 

 This is not dissimilar from the point made in relation to section 123(1)(e) by 
Briggs J in Re Cheyne Finance plc [2008] 2 All ER 987, para 51, when he 
contrasted "a momentary inability to pay … as a result of temporary liquidity 
soon to be remedied" with "an endemic shortage of working capital" which 
renders "a company … on any commercial view insolvent, even though it may be 
able to pay its debts for the next few days, weeks or months before an inevitable 
failure." … The point that I think Briggs J was making is that section 123(1)(e) 
does not require slavish adherence to the immediate present. It is unnecessary to 
decide whether that is correct, although it is only right to say that, as at present 
advised, I am inclined to think that it is. However, that does not call into question 
the conclusion that section 123(2) applies to a company whose assets and 
liabilities (including contingent and future liabilities) are such that it has reached 
the point of no return. 

[199]       Devonshire is a very unusual case. It is not about a debtor who was having 

financial difficulties unable to earn or raise enough cash to pay off its debts. 

[200]      Once the financial crises in August 2007 took hold, the negotiations to restructure 

the ABCP market, including the negotiations for Devonshire, were with the intent that the asset 

providers, including Barclays, would enter into direct swap contracts with the noteholders of the 

various conduits, including the Devonshire noteholders. It was never contemplated that the 

noteholders would look to Devonshire. The swaps would be taken out of Devonshire. It is not 

surprising that the noteholders who were negotiating with Barclays instructed the trustee not to 

take any steps to enforce the notes.  

[201]      The standstill arrangements between Barclays and Devonshire were consistent 

with this dynamic as Devonshire agreed during the standstill not to enforce its rights against 
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Barclays under its default notice, i.e. not to attempt to obtain the liquidity payments which it 

would require in order to pay the Class A notes unpaid at the time of the standstill, so long as 

Barclays complied with its obligations as a signatory to the Montreal Accord. The Montreal 

Accord contained a long-term proposal under which all outstanding ABCP would be converted 

into term floating rate notes maturing no earlier than their scheduled termination dates and the 

signatories, including Barclays, agreed in principle to the long-term proposal and to work in 

good faith to bring about its timely implementation. By agreeing to this long term proposal, 

Barclays could hardly have expected Devonshire to take any steps to attempt to pay off its 

noteholders. 

[202]      Major note holders of Devonshire, including Desjardins and National Bank, sold 

their notes to Barclays. They did not attempt in any way to collect on their notes from 

Devonshire, nor did Barclays once it acquired these notes. Barclays had no intention during the 

standstill to attempt to collect on the Devonshire notes that it had acquired, and once it 

terminated the standstill its efforts were not to collect on the notes but rather to terminate the 

swap contracts and obtain the collateral held by Mellon Bank and arguably by Devonshire in 

order to compensate it for its loss as provided for in the ISDA Master Agreement. 

[203]      On October 20, 2008, without any input from either Devonshire or Barclays, 

DBRS withdrew its rating of Devonshire.  The DBRS press release stated: “As efforts continue 

to restructure Devonshire, it is now no longer necessary for DBRS to continue its rating of 

Devonshire.”  Up to then, Devonshire throughout had a AAA rating from DBRS. Without a 

rating, it would be impossible for Devonshire to issue new notes. Neither Barclays nor 

Devonshire objected to this withdrawal of the rating, obviously because neither contemplated 

that Devonshire would try to raise new capital to pay off its noteholders. 

[204]      Barclays relies on a statement by Xeno Martis, a solicitor at Faskens acting for 

Devonshire, as constituting an admission in writing on the part of Devonshire of its inability 

generally to pay its debts as they become due. I would not accept this argument. 
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[205]      In December, 2007 there was a proposal to amend the trust indentures for the 

trusts that Quanto was administering, including Devonshire, in order to solve a tax issue.  During 

the standstill, the affected trusts were collecting revenues from swap counterparties without 

corresponding expenses, creating a potentially unrecoverable tax liability for the trusts.   Faskens 

recommended a solution to the Investor Committee. The solution was based upon a market 

practice of debtors to pay a forbearance fee to creditors. The obligation to pay the forbearance 

fee would correspond approximately to the taxable income that accumulated in the trust.  The 

obligation to pay the forbearance fee would be at the bottom of the waterfall of payments to be 

made to creditors, so that the forbearance fee would not be paid before noteholders themselves 

were paid in full.  

[206]      The note of Mr. Martis stated: 

 …The compensation being offered is simply a fee articulated in the form an 
interest expense.  The Trusts are insolvent and are compensating the creditors that 
have the power to accelerate their debts with a fee in consideration of a standstill 
intended to allow its creditors to restructure their debt.  Those creditors that have 
that power are the holders of all of the Notes and not just the holders of the A 
Notes.  That is all we were doing… 

[207]      Mr. Martis was making an argument to support the recommendation, in order to 

save a potential tax. In the end, what he proposed was not agreed to or carried into effect. He had 

no authority from Quanto or Devonshire to make an admission in writing of an event of default. 

[208]      The standstill terminated at the close of business on January 12, 2009. Had 

someone taken the position at the opening of business on January 13, 2009 that Devonshire had 

ceased to pay its liabilities generally as they became due and thus should be put into bankruptcy 

under the BIA, it is difficult to think that in these circumstances the petition would have been 

successful. This situation is more than creditors not pressing for payment, which in itself is a 

circumstance which Saunders J. would take into account. It is a situation in which Barclays had 

agreed to a long-term proposal to change the terms of the outstanding notes to make them long 

term and was negotiating with the Devonshire noteholders to that end. 
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[209]      However, a bankruptcy order is a discretionary order. The fact that a bankruptcy 

order might not be made that day does not necessarily mean that Devonshire had not failed 

generally to pay its debts. While it may be a harsh conclusion, for the purposes of the ISDA 

Master Agreement I am of the view that on January 13, 2009 Devonshire had failed generally, 

and was unable, to pay its debts as they had become due. 

 (b)   Did Barclays elect to abandon its right to rely on the insolvency of Devonshire? 

[210]      Devonshire contends that by its actions Barclays should be taken to have 

abandoned its ability to rely on the insolvency of Devonshire. 

[211]      The general conditions of the ISDA Master Agreement contain provisions 

regarding the requirement to pay money. They provide: 

 2.        Obligations 

 (a)      General Conditions. 

 (i)          Each party will make each payment or delivery specified in each    
Confirmation to be made by it… 

 (iii)       Each obligation of each party under section 2(a)(i) is subject to (1) 
the condition precedent that no Event of Default or Potential 
Event of Default with respect to the other party has occurred and 
is continuing… 

[212]      Therefore the obligation to make payments under the relevant agreements is 

subject to the condition precedent that there is no existing event of default. Thus, the obligation 

of Barclays to make payments to Devonshire for credit protection under the swap contracts was 

subject to the condition precedent that there was no insolvency event of default on the part of 

Devonshire. 

[213]      Barclays did not take the position following the Suspension Notice that an event 

of default had been committed by Devonshire under 5(a)(vii) of the ISDA Master Agreement, 

which I shall refer to as taking the position that Devonshire was insolvent, or take steps to 

terminate the swaps. It could have. Barclays as a credit protection buyer continued to pay 
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monthly payments to Devonshire as the credit protection seller against the possibility of defaults 

in the underlying portfolio of debt obligations. This carried on right to the end until Barclays 

delivered its early termination notice on January 13, 2009. Likewise, Barclays continued to 

charge Devonshire for liquidity protection against a market disruption event under the liquidity 

line until that protection terminated by its terms in February, 2008 by deducting the liquidity 

premium payable by Devonshire from the protection premium payable to Devonshire. 

[214]      Devonshire contends that by making these protection payments and not taking 

steps to terminate under section 6(a) of the ISDA Master Agreement, Barclays elected to affirm 

the ISDA Master Agreement and abandoned its right to claim insolvency as an event of default.  

[215]      Devonshire relies on a passage in Firth, Derivatives Law and Practice, (London: 

Thomson Reuters (Legal) Limited 2010). The same text is relied on by Barclays for a different 

point. In chapter 11, dealing with the ISDA Master Agreement, it is stated on p. 11-59 that a 

right to terminate will be lost if the non-defaulting party affirms the agreement. It is also stated 

that it is a question of fact whether this has occurred and that notwithstanding a non-waiver 

clause, for the non-defaulting party to continue to perform the agreement without protest for a 

significant period may be construed as an election by it to abandon its right to terminate. Two 

cases are cited for these propositions. Neither case deals with an ISDA Master Agreement. 

[216]      The first case is Motor Oil Hellas (Corinth) Refineries SA v. Shipping Corp of 

India [1990] 1 Lloyd’s Rep. 391 (H.L.). In that case, a vessel was chartered to load oil at a safe 

port. The port nominated by the charterer was not safe, but by various actions the owner was 

taken to have acted on the nomination. It was held that by its actions, the owner of the vessel 

elected to accept the nomination and thereby waived or abandoned its right to reject the 

nomination. In the course of his judgment, Lord Goff made an extensive analysis of the doctrine 

of election and affirmation of a contract. He stated, amongst other things : 

 It is a commonplace that the expression “waiver” is one which may, in law, bear 
different meanings.  In particular, it may refer to a forbearance from exercising a 
right or to an abandonment of a right.  Here we are concerned with waiver in the 
sense of abandonment of a right which arises by virtue of a party making an 
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election.  Election itself is a concept which may be relevant in more than one 
context.  In the present case, we are concerned with an election which may arise 
in the context of a binding contract, when a state of affairs comes into existence in 
which one party becomes entitled, either under the terms of the contract or by the 
general law, to exercise a right, and he has to decide whether or not to do so.  His 
decision, being a matter of choice for him, is called in law an election.  
Characteristically, this state of affairs arises where the other party has repudiated 
the contract or has otherwise committed a breach of the contract which entitles the 
innocent party to bring it to an end, or has made a tender of performance which 
does not conform to the terms of the contract. 

 … 

 In all cases, he has in the end to make his election, not as a matter of obligation, 
but in the sense that, if he does not do so, the time may come when the law takes 
the decision out of his hands, either by holding him to have elected not to exercise 
the right which has become available to him, or sometimes by holding him to 
have elected to exercise it.  Instances of this phenomenon are to be found in s. 35 
of the Sale of Goods Act, 1979.  In particular, where with knowledge of the 
relevant facts a party has acted in a manner which is consistent only with his 
having chosen one of the two alternative and inconsistent courses of action then 
open to him - for example, to determine a contract or alternatively to affirm it – he 
is held to have made his election accordingly, just as a buyer may be deemed to 
have accepted uncontractual goods in the circumstances specified in s. 35 of the 
1979 Act. 

[217]      The second case cited in Firth, supra, is Tele2 International Card Co. SA v. Post 

Office Ltd [2009] All E.R. (D.) 144. In that case Tele2 had failed to provide a guarantee of its 

parent company to the Post Office for obligations under a phone card supply contract, which 

failure gave the Post Office the right to terminate the contract. However, it was held that under 

the doctrine of affirmation of a contract by election, the Post Office had elected not to terminate 

the contract by continuing with the contract for a year after the breach.  

[218]      See also Charter Building Company v. 1540957 Ontario Inc. (Mademoiselle 

Women’s Fitness & Day Spa), 2011 ONCA 487 for a recent discussion by Epstein J.A. of the 

doctrine of election. 

[219]      Section 6(a) of the ISDA Master Agreement provides that if at any time an event 

of default has occurred and is then continuing, the non-defaulting party may deliver a notice of 
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early termination and thereby terminate the contract. The word “may” indicates that the non-

defaulting party need not do so, but may elect to keep the contract running. There is a body of 

case law that confirms that section 6(a) is a contractual right that may or may not be exercised. 

For example, in Lomas et al. v. JFB Firth Rixson Inc. et al., [2010] EWHC 3372 (Chancery), 

Briggs J. held that on the bankruptcy of Lehman Brothers, which was an event of default, the 

counterparty to Lehman Brothers on interest rate swaps made under an ISDA Master Agreement 

was entitled to not deliver an early termination notice and to rely on section 2(a)(iii) to withhold 

payment of interest payments otherwise payable to Lehman Brothers under the swaps. Briggs J. 

stated that section 6(a) was plainly to be exercised in such a way as the non-defaulting party 

considered best served its own interests “by way of a choice between alternative remedies” 

arising out of its counterparty’s default. . 

[220]      The words “and is then continuing” in section 6(a) suggest that the non-defaulting 

party may not be required to immediately deliver its notice of early termination upon an event of 

default, if that is the course which it wants to follow. That does not necessarily mean, however, 

that a non-defaulting party cannot by later actions be taken to have affirmed the contract. Firth, 

supra, says otherwise. No case was cited by Barclays in which a non-defaulting party under an 

ISDA Master Agreement continued to make payments to the defaulting party after an event of 

default and was held entitled at a later date to have the right to deliver an early termination 

notice.  

[221]      What happened in Enron Australia Finance PTY Ltd. (In Liquidation) v. TXU 

Electricity Ltd., [2003] 48 A.C.S.R. 266 (N.S.W.S.C.); aff’d [2005] NSWCA 12 (C.A.) was the 

same as in Lomas et al. v. JFB Firth Rixson Inc. et al. On the insolvency of Enron, the 

counterparty to electricity swap contracts under an ISDA Master Agreement did not deliver an 

early termination notice and was held entitled to rely on section 2(a)(iii) to withhold payments 

otherwise payable to Enron. What is the critical difference in those cases is that unlike Barclays, 

the non-defaulting parties chose their remedy by stopping the payments that would have been 

required had there been no event of default. 
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[222]      I agree with Devonshire that if, as is Barclays case, Devonshire became insolvent, 

Barclays elected to affirm the swap contracts by continuing to pay premiums to Devonshire for 

credit protection from losses in the underlying bond and ABCP portfolio and by continuing to 

charge and collect liquidity payments from Devonshire. It was open to Barclays not to enter into 

any standstill agreement, or elect at any time not to renew it, and to take the position that it was 

going to rely on section 2(a)(iii) and not make any further payments because of Devonshire’s 

insolvency, but it did not do so. What its motivation was to keep making the payments is perhaps 

not relevant, but on my view of the evidence, the answer lies largely on the concern that Barclays 

had from the outset of the financial crises right through to January, 2009 of the effect on its 

“franchise”, i.e. the effect on its reputation in the Canadian marketplace, if it were seen to be 

what it referred to as an “outlier” in terminating an ABCP program during reconstruction 

discussions. Barclays contends that it also did so on the strength of assurances from National 

Bank and the Caisse as to what it would do in a restructuring, but I think Barclays overstates 

considerably the assurances that it says it had from National Bank and the Caisse. It is clear that 

Barclays continued to make the premium payments with its eyes wide open. 

[223]      Barclays could have taken the position that Devonshire was insolvent and refused 

by virtue of section 2(a)(iii) to make payments to Devonshire. It did not do so from August 16, 

2007 onward. It elected not to exercise that right, which was effectively abandoning that right. 

Nor during that time did it elect to terminate the swap contracts. Even if Barclays was entitled 

under section 6(a) of the ISDA Master Agreement to sit on its hands after the insolvency of 

Devonshire until it was favourable to it to terminate the swap contracts, it would be quite 

inconsistent for it to elect to abandon its right to refuse payment to Devonshire due to 

Devonshire’s insolvency, and to affirm the existence of the swap contracts, and now claim that it 

was entitled on January 13, 2009 to terminate the contracts on the basis of Devonshire’s 

insolvency, which it pleads occurred from and after August 15, 2007.  

[224]      Just because Barclays’ case at the trial was that Devonshire was insolvent on 

January 13, 2009 does not protect Barclays. In its notice of early termination, Barclays did not 

specify any date of an alleged insolvency. In its statement of claim, Barclays pleaded that 
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Devonshire was insolvent from August 15, 2007. On Barclays’ case, if Devonshire was insolvent 

on January 13, 2009, Devonshire was also insolvent on August 15, 2007, prior to the date of the 

Suspension Notice, and on August 17, 2007 after the Suspension Notice, as the evidence 

indicates that from at least August 15, 2007 Devonshire did not have funds to pay the Class A 

notes that were not rolling as a result of Barclays refusing to acknowledge any liability under the 

liquidity facility. Indeed, Barclays argues that the liquidity backed notes, the Class A notes, were 

in default on their maturity, which means that Barclays argues that Devonshire was in default on 

these notes on which payment was due on each of at least August  14 and 15, 2007. As well, the 

Class FRN and Class E notes had long become due, after which Barclays continued to pay its 

price protection premiums to Devonshire. Interest on the FRN notes was not paid on August 16, 

2007 and thereafter and on September 25, 2007 the Issuer Trustee informed the Indenture 

Trustee that default had occurred on the FRN notes. 

[225]      To permit Barclays to terminate on January 13, 2009 on the basis of the 

insolvency of Devonshire, an insolvency that Barclays says commenced in August, 2007, in the 

face of Barclays afterwards making payments to Devonshire in spite of section 2(a)(iii), would 

be to ignore Barclays electing not to rely on section 2(a)(iii) and keeping the swap contracts in 

effect. In my view, in the circumstances, Barclays has to be taken to have elected not to 

terminate the swap contracts on the basis of the insolvency of Devonshire. 

[226]      I conclude that for these reasons Barclays did not have the right on January 13, 

2009 to terminate the swap contracts on the basis of the event of default relied on by Barclays. 

On that basis, its notice of early termination was ineffective. 

[227]      Barclays takes the position that sections 9(b) or (f) of the ISDA Master 

Agreement preclude such a finding. I do not agree. These sections deal with waiver. What is at 

issue is an election exercised by Barclays to affirm the contract.  

[228]      Section 9(b) provides that no waiver will be effective unless in writing and 

executed by each of the parties. 
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[229]      Section 9(f) provides that a failure or delay in exercising any right will not be 

presumed to operate as a waiver. This section does not state that such a failure or delay could be 

deemed to be a waiver, but merely that a waiver will not be presumed.  

[230]      In Tele2 International Card Co. SA v. Post Office Ltd, supra, it was held that a 

clause stronger than section 9(f) would not preclude a finding of abandonment by election. In 

that case the clause in question provided: 

 Waiver 

 In no event shall any delay, neglect or forbearance on the part of any party in 
enforcing (in whole or in part) any provision of this Agreement be or be deemed 
to be a waiver thereof or a waiver of any other provision or shall in any way 
prejudice any right of that party under this Agreement. 

[231]      Aikens L.J. held that such a provision did not deal with the issue of election of 

whether or not to exercise a contractual right. 

[232]      Even if what was at issue was simply a waiver, the case of Fitkid (York) Inc. v. 

1277633 Ontario Ltd. [2002] O.J. No. 3959 indicates that a non-waiver clause is not necessarily 

the end of the matter. In that case, it was held by Swinton J. that a landlord who had the right to 

terminate a lease for failure of the tenant to pay rent waived that right by later accepting some 

rent and doing other acts consistent with the lease being in force. It was argued that the following  

provision in the lease precluded such a finding: 

 Landlord's failure to insist upon a strict performance of any covenant of this Lease 
or to exercise any option or right herein shall not be a waiver or relinquishment 
for the future of such covenant, right or option, but the same shall remain in full 
force and effect. Acceptance of rent, whether due before or after and [sic] event of 
default, whether with or without knowledge of such default, shall not operate as a 
waiver by the Landlord of any right, including its right of forfeiture. 

[233]      Swinton J. rejected that argument and stated: 

 Even where there is a term in the lease governing waiver, the cases on waiver 
indicate that courts look at the conduct of the landlord to determine whether it has 
elected not to terminate the lease in the circumstances after the right of forfeiture 
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arises. In my view, despite the wording of Paragraph 41 of the lease, the 
acceptance of rent accruing after the act which gave the landlord a right of 
forfeiture is a waiver in law, since that acceptance presupposes the continued 
existence of the landlord and tenant relationship. 

[234]      There is also authority that variation of a contract is effective even if the contract 

purports to exclude subsequent oral variations and also that oral statements may operate as a 

waiver of rights evidenced by an earlier written document or may set up an estoppel.  See S.M 

Waddams, The Law of Contracts, supra, at para. 329 and Shelanu Inc. v. Print Three 

Franchising Corp (2003), 64 O.R. (3d) 533 at para. 50. 

(c )   Is Barclays prevented by its own wrongdoing from relying on Devonshire’s 
insolvency? 

[235]      Barclays failed to make liquidity payments under the market disruption notices 

delivered by Devonshire on August 13, 14 and 15, 2007. For the purposes of this first portion of 

the trial, it is agreed that the notices were valid and that Barclays was in default in failing to 

make these payments, without prejudice to its position that it cured the defaults on January 13, 

2009. 

[236]      Devonshire takes the position that the failure by Barclays to make the liquidity 

payments was the proximate cause of its insolvency and that Barclays should not be able to take 

advantage of its breach by relying on Devonshire’s insolvency.  

[237]      Devonshire relies on the principle that no one should be permitted to take 

advantage of a state of affairs which he himself produced. In Southcott Estates Inc. v. Toronto 

Catholic School Board, [2010] O.J. No 1772 (C.A.) Sharpe J.A. stated: 

 It is a well-established principle of contract law that a party cannot use its own 
breach or default in satisfying a condition precedent as a basis for being relieved 
of its contractual obligations.  

[238]      This principle extends to preventing a party from taking a benefit under a contract 

as a result of his own breach. The law presumes that the parties do not intend to permit a party in 

breach from relying on its own wrong for the purposes of obtaining a benefit under a contract. In 
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the absence of clear express language indicating that the parties in fact had that intention, this 

presumption will not be displaced. See Alghussein Establishment v. Eton College, [1991] 1 All 

ER 267 (H.L.). In that case, Lord Goff stated: 

 Although the authorities to which I have already referred involve cases of 
avoidance, the clear theme running through them all was that no man can take 
advantage of his own wrong.… A party who seeks to obtain a benefit under a 
continuing contract on account of his breach is just as much taking advantage of 
his own wrong as is a party who relies on his breach to avoid a contract and 
thereby escape his obligations. 

[239]      See also Commissioner of Agricultural Loans of Ontario v. Irwin, [1940] O.R. 

489 at para. 15, per McTague J.A. 

[240]      Barclays makes several points in response to Devonshire's position. It says that it 

subsequently made the liquidity payments and thereby remedied any alleged failure to pay. Thus 

there was no breach by Barclays that would prevent it from exercising rights under the ISDA 

Master Agreement. I cannot accept that. It is agreed for the purposes of this trial that Barclays 

breached its obligations under the liquidity line by failing to make payments to Devonshire on 

August 13, 14 and 15, 2007. Even if Barclays remedied the breach on January 13, 2009, that did 

not mean that there was no breach back in August 2007. 

[241]      Barclays also contends that Devonshire seeks to reverse its own actions in 

entering into the Standstill Agreement and later the Montreal Accord in which the obligation of 

Barclays to make the liquidity payments was suspended. This ignores the fact, however, that it 

was the failure of Barclays to make the liquidity payments that initially caused Devonshire to 

take those measures to attempt to protect the interests of the Devonshire noteholders. Barclays 

had made clear to Devonshire that in its view there was no market disruption event and that it 

was not going to make the liquidity payments. It was not realistic, as suggested by Barclays in 

argument, for Devonshire to wait for three days to see if Barclays would make the liquidity 

payments. Not only had Barclays failed to make the liquidity payments, but it also on the 

evening of August 15, 2007 sent a mandatory collateral call on one of the two swaps which, 
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because it is agreed for the purposes of this stage of the trial that there was a market disruption 

event at the time, could not have been validly made. 

[242]      It is probably the case that at the time, the liquidity crisis in the independently 

sponsored ABCP market in Canada, partly at least caused by the refusal of the liquidity providers 

such as Barclays to acknowledge that a market disruption event had occurred, led to the Montreal 

Accord and, with respect to Devonshire, led Devonshire to agree to the Suspension Notice on 

August 16, 2007 and later to sign the Montreal Accord. It is not reasonable, however, on 

Barclays’ case as pleaded, for Barclays to assert that it was not a cause of Devonshire's 

insolvency at that time. Barclays pleads that from and after August 13, 2007 an event of default 

under section 5(a)(vii)(2) existed against Devonshire as the Class A notes that did not roll on 

August 13, 14 and 15 were due and payable at maturity. That alone meant Devonshire was 

unable to pay its debts as they became due. 

[243]      The Class E (extendible) and Class FRN (floating rate) notes to the knowledge of 

Barclays ranked pari passu with the Class A notes. This ranking was reflected in the Series A 

Supplemental Trust Indenture which was the subject of negotiations with Barclays. Interest 

became payable on one group of FRN notes on August 16, 2007.  Although Devonshire had the 

funds to make the FRN interest payment on August 16th, this interest was not paid. The Issuer 

Trustee made the decision not to pay interest on the Class FRN notes because all of the notes 

were pari passu and the Trust did not want to treat one class of noteholders differently from the 

others. The Class E notes that came to maturity were extended and, once interest was payable on 

them, it was not paid for the same reason.  

[244]      It is also probably the case, as Barclays asserts, that Devonshire would have 

needed to be part of the Montreal Accord to deal with the Class E and Class FRN notes because 

they were part of the same series as the Class A notes. Whether this would have been necessary 

had Barclays made liquidity payments on the Class A notes is a matter of speculation, but it is 

not a matter of speculation that Barclays failure was a prime cause of Devonshire agreeing to the 

Suspension Notice and later becoming a signatory to the Montreal Accord. 
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[245]      The event of default of Devonshire relied upon by Barclays, being Devonshire’s 

inability to pay its debts as they became due, began when Barclays failed to make the liquidity 

payments on August 13, 14 and 15 2007. Because for the purpose of this stage of the trial it is 

agreed that Barclays was in default in failing to make those liquidity payments, the event of 

default of Devonshire relied upon by Barclays was first caused by Barclays. Insofar as the 

insolvency of Devonshire on January 13, 2009 related to the Class A notes, Barclays would 

impermissibly gain a benefit on account of its own breach or wrong. 

[246]      I would not come to the same conclusion, however, regarding the insolvency of 

Devonshire on January 13, 2009 insofar as that insolvency relates to the Class FRN and Class E 

notes. The liquidity obligation of Barclays did not apply to these notes. Also, it was a decision by 

Devonshire, not Barclays, which led to those notes initially not being paid because they ranked 

pari passu with the Class A notes. To that extent, Barclays was not relying on its own breach on 

January 13, 2009. 

(d)   Should a term be implied preventing Barclays from relying on the insolvency of   
Devonshire? 

[247]      Devonshire claims that a term should be implied in the ISDA Master Agreement 

that Barclays cannot rely on the insolvency of Devonshire caused by Barclays’s failure to make 

the liquidity payment as a ground to terminate the swap contracts. 

[248]      The tests for implying a term in a contract are well settled. A term it may be 

implied in a contract based on the presumed intention of the parties where the implied term is be 

necessary "to give business efficacy to a contract or is otherwise to meet the officious bystander 

test as a term which the parties would say, if questioned, that they had obviously assumed". What 

is important is a focus on the intentions of the actual parties. A court, when dealing with terms 

implied in fact, must be careful not to slide into determining the intentions of reasonable parties. 

This is why the implication of the term must have a certain degree of obviousness to it and why, 

if there is evidence of a contrary intention on the part of either party, an implied term may not be 

found on this basis. As well, no term will be implied that is inconsistent with the terms of the 

contract. See M.J.B. Enterprises Ltd. v. Defence Construction (1951), [1999] 1 SCR 619 at para 
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27, per Iacobucci J. and G. Ford Homes Ltd. v. Draft Masonry (York) Co. Ltd., (1983), 43 O.R. 

(2d) 401 (C.A.) at para. 9, per Cory J.A.  

[249]      Terms have been implied in contracts to the end that a party may not take 

advantage of wrong doing. In Gillespie v. Bulkley Valley Forest Industries Ltd. (1973) 39 D.L.R. 

(3d) 586 (B.C.S.C.); aff’d 50 D.L.R. 316 (C.A.), cited in Waddams, The Law of Contracts, 6th 

ed, para. 499, a term was implied in a contract under which an employer agreed to repurchase a 

departing employees home if the employee had been employed for 12 months that the employer 

would not wrongfully terminate the employment. 

[250]      An entire agreements clause that does not expressly bar an implied term does not 

preclude the implication of a term into a contract. See CivicLife.com Inc. v. Canada, [2006] O.J. 

No 2474 at para 48 (C.A.) at para. 52. 

[251]      Devonshire asserts that that the implication of a term prohibiting Barclays from 

relying on its own failure to respond to a Market Disruption Notice is necessary to give business 

efficacy to the contract. Devonshire says that as a special purpose vehicle selling ABCP, its 

ability to pay its debts as they became due depended on the existence of a functioning market, or 

on ready access to liquidity in the event of a market disruption and that this fact receives 

objective confirmation in the emphasis placed on liquidity covenants by DBRS. Liquidity 

support in the event of a market disruption event was necessary to ensure a rating from DBRS of 

R-1 (high) of the Class A notes, without such rating the notes would not be marketable. DBRS 

was very involved in the criteria to be used in ABCP programs in Canada and the liquidity 

agreement reached between Devonshire and Barclays contained the latest DBRS criteria for a 

market disruption event made in June, 2006. 

[252]      Devonshire contends that if, as Barclays suggests, it was possible for Barclays to 

refuse to perform its covenants and then capitalize on this refusal by terminating the swaps, the 

rationale behind the entire program would be undermined. Devonshire's arrangements could 

scarcely have been rated as they were if it were made plain to DBRS that Barclays could 
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terminate the swaps in reliance on the consequences of its own failure to respond to a market 

disruption notice. 

[253]      I would imply a term as suggested by Devonshire. It would not, as suggested by 

Barclays, read out the provisions of sections 5(a)(i) or5(a)(vii)(2) or otherwise be inconsistent 

with the ISDA Master Agreement and related contracts. No one could seriously contend that a 

party in breach of an agreement would be able to rely on the results of that breach to exercise a 

contractual right of termination, absent a very clear provision in the contract authorizing that 

result.  

[254]      Such an implied term, however, does not assist Devonshire because of the Class 

FRN and Class E notes that remained unpaid on January 13, 2009. That was not caused by 

Barclays. 

(e)   Could Barclays cure its failure to make the liquidity payments? 

[255]      On January 13, 2009, just before 9 a.m., Barclays took steps to have wired to 

Devonshire’s bank the liquidity payments demanded by Devonshire on August 13, 14 and 15, 

2007. Shortly after that, Barclays delivered its notice of termination of the swap contracts. 

[256]      Devonshire contends that Barclays was unable to remedy its failure to make the 

liquidity payments if it did not do so within three business days as provided in section 5(1)(a) of 

the ISDA Master Agreement. Section 5(a)(i) makes it an event of default where: 

 Failure by the party to make, when due, any payment under this Agreement or 
delivery under Section 2(a)(i) or 2(e) required to be made by it if such failure is 
not remedied on or before the third Local Business Day after notice of such 
failure is given to the party. 

[257]      Barclays contends that even if the time to remedy the failure had passed, it was 

entitled to terminate the swap contracts because under section 6(a) of the ISDA Master 

Agreement the event of default must “be continuing” at the time the notice of early termination is 

sent, which Barclays says is an indication in this case that it could remedy its failure. Section 

6(a) provides: 
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 If any time an Event of Default with respect to a party (the “Defaulting Party”) 
has occurred and is then continuing, the other party (the “Non-Defaulting Party”) 
may, by not more than 20 days notice to the Defaulting Party specifying the 
relevant Event of Default, designate a day not earlier than the day such notice is 
effective as an Early Termination Date in respect of all outstanding Transactions. 

[258]      Devonshire contends that the use of the word "remedied" in section 5(a)(i) is 

highly significant. It says that the ISDA Master Agreement does not provide that an event of 

default occurs if the amount that was supposed to have been paid is not paid within three 

business days. Rather, it provides that an event of default occurs if the defaulting party does not 

remedy “such failure”, which means not just the failure to pay the amount due, but rather the 

failure to pay the amount due when due. Devonshire says that Barclays has “no right” to remedy 

its default once that has occurred. It distinguishes the default from a credit support default 

referred to in section 5(a)(iii)(1) which makes it a default if a failure to perform is continuing 

after any applicable grace period, suggesting in that case a failure could be remedied after the 

grace period. 

[259]      I have difficulty with Devonshire’s argument. I read nothing into section 5(a)(i) 

that deals with either an ability or inability to remedy the event of default after it has occurred. 

[260]      Devonshire relies on two U.K. cases dealing with charterparty contracts that gave 

ship owners the right to terminate the charters “failing the punctual and regular payment” by the 

charterers.  In Mardorf Peach & Co. Ltd. v. Attica Sea Carriers Corporation of Liberia (The 

Laconia), [1976] 2 W.L.R. 668 (C.A.); rev’d [1977] A.C. 850 (H.L.)., it was held in the House of 

Lords, overruling the Court of Appeal on the point, that once a punctual payment of any 

instalment had not been made, a right of withdrawal accrued to the owners and the charterers 

could not avoid the consequences by tendering an unpunctual payment. The other case, The 

Brimnes v. Tenax Steamship Co., [1975] QB 929, contains a similar statement by Cairns L.J. in 

obiter.  

[261]      I do not think these cases assist Devonshire. Firstly, they depended heavily on the 

obligation in the charterparty to make payments “punctually”. More importantly, the charterparty 

did not contain a provision such as section 6(a) which provides a right to terminate if an event of 
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default has occurred “and is then continuing”. Those words contemplate that an event of default, 

however it is caused, may cease to be continuing, i.e. some step may be taken to cause it to no 

longer be continuing. In the case of a failure to make a liquidity payment within three business 

days after a notice of default has been given, the step that would be required would be to make 

the payment. In this case, if the payment were made by Barclays after the three business days 

had elapsed, but before termination of the swap contracts by Devonshire, the event of default 

would not be continuing. 

[262]      Thus I conclude that Barclays could cure its failure to make the liquidity 

payments, either by making the payment within the three business day period or after that if the 

trades were not terminated by Devonshire. 

(f)  Did Barclays make the liquidity payments on time to enable it to terminate the 

swaps? 

[263]      On January 13, 2009, just before 9 a.m., Barclays took steps to have wired to 

Devonshire’s bank the liquidity payments demanded by Devonshire on August 13, 14 and 15, 

2007. Shortly after that, Barclays delivered its notice of termination of the swap contracts. 

[264]      Devonshire contends that even if Barclays was otherwise entitled to terminate the 

swaps on January 13, 2009, Barclays was in default when it purported to do so because it failed 

to make the liquidity payments to Devonshire that morning before the termination occurred. 

Thus, Devonshire contends, Barclays was not a non-defaulting party at the time it purported to 

terminate the swaps, and as it is only a non-defaulting party who may terminate under section 

6(a) of the ISDA Master Agreement, Barclays had no right to terminate. This contention involves 

an issue of (i) the interpretation of the relevant provisions of the ISDA Master Agreement and 

(ii) a technical question as to when the payment on January 13, 209 was made and received by 

Devonshire. 

[265]      The obligation to make a liquidity payment is contained in Annex VI to the ISDA 

Master Agreement. The annex provides that if a market disruption notice has been delivered to 
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Barclays by Devonshire, “[Barclays] shall pay to [Devonshire]” the amount specified in the 

notice. 

[266]      Payments under an ISDA Master Agreement are governed by the following 

section: 

 2. Obligations 

 (a) General Conditions 

  […] 

 (ii) Payments under this Agreement will be made on the due date for value on 
that date in the place of the account specified in the relevant Confirmation or 
otherwise pursuant to this Agreement, in freely transferable funds and in the 
manner customary for payments in the required currency. 

[267]      Barclays sent its payment by wire transfer from its bank, CIBC, to Devonshire’s 

bank, National Bank. The money was received in the National Bank general account at 9:00 a.m. 

on January 13, 2009. It was credited to Devonshire’s account at 10:59 a.m. that day. Devonshire 

was not able to confirm that these funds were received until 11:12 a.m. 

[268]      On January 13, 2009 Barclays sent notice to Devonshire that it had made 

arrangements for the liquidity payment by e-mail at 9:04 a.m. and notice of its early termination 

notices by fax (at 9:08 a.m. and 9:11 a.m.), by email (9:14 a.m.) and by hand delivery at a time 

unknown. Thus, at the time of the purported termination, the liquidity payment had been 

received by Devonshire’s bank for some 8 minutes (four minutes after Barclays gave notice to 

Devonshire) but not yet credited to Devonshire’s account. 

[269]      This timing was well orchestrated. Barclays did not want any advance notice to be 

given to Devonshire of the liquidity payment, as expressed by Mr. Neville, who also reluctantly 

admitted on cross-examination that it was possible that Barclays did not want to put Devonshire 

in a position where it could take steps to terminate before Barclays did. 

[270]      The arguments on this payment point are elaborate. The issue reminds one of a 

game of chess and the risk that one wrong move can prove calamitous. 
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[271]      Section 2(a)(ii) provides for payments to be made “in the place of the account 

specified in the relevant Confirmation or otherwise pursuant to this Agreement”, “in freely 

transferable funds” and “in the manner customary for payments in the required currency”. 

Devonshire contends that payment was not made to it until the funds were credited to it in its 

account and available to it for withdrawal. Barclays contends that was it important is when the 

payment was made, and that occurred when Devonshire’s bank had the money. When it was 

deposited into Devonshire’s account is irrelevant. 

[272]      Under section 2(a)(ii), the payments are to be made “in the place of the account 

specified in the relevant Confirmation or otherwise pursuant to this Agreement”. The word 

“Confirmation” is not defined in the ISDA Master Agreement. There is, however, a confirmation 

agreement entitled Amended and Restated Master Credit Derivatives Confirmation Agreement. 

There is no “place of account” specified in it or in the six annexes to it. Annex VI, dealing with 

the liquidity payment requirement, states only that Barclays shall pay to Devonshire the amount 

set out in the market disruption notice not later than 2:30 p.m. Thus, according to section 2(a)(ii) 

of the ISDA Master Agreement, payments are to be made “pursuant to this Agreement”, which 

means they are to be made “to Devonshire”. 

[273]      In this case, as is the case with all wire transfers of large amounts of money 

between Canadian banks, the payment was made through the Large Value Transfer System 

(LVTS). The LVTS handles large real-time wire transfers between participant institutions and is 

operated by the Canadian Payments Association (CPA). Only member institutions in the CPA 

have access to the LVTS system. The LVTS is the only method for an immediately final and 

irrevocable payment in Canadian dollars other than by delivery of bank notes and coins. See 

Bradley Crawford, The Law of Banking and Payment in Canada (Looseleaf) (Aurora, ON: 

Canada Law Book, 2008) at paras. 12:10.10. 

[274]      The CPA is a statutory body created under the Canadian Payments Act with the 

power to create by-Laws and rules governing LVTS payments.  The LVTS by-laws are 

subordinate legislation pursuant to that Act. 
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[275]      Barclays contends that the conditions of payment prescribed in section 2(a)(ii) 

required the parties to make payments using the LVTS system. This presumably would flow 

from the language that payments will be made “in the manner customary for payments in the 

required currency”. 

[276]      There is no credit risk associated with payments through the LTVS system. See 

Bradley Crawford, supra, at p. 16-5: 

 In the [LVTS], the system is so designed and operated that when the customer 
receives notice of the incoming payment, the payment is already irrevocably 
collected in good funds and on deposit with its bank.  Even at the level of the 
banks, when an LVTS message arrives, the receiving financial institution has 
nothing to do except post it to the proper account and give notice to the account 
owner.   

[277]      The LVTS by-laws provide that a payment will be available to a payee when its 

bank credits the funds to its account. They provide: 

 FINALITY OF PAYMENT TO PAYEES 

 Timing of Payments to Payees 

 43. (1) On actual receipt by a receiving participant [National Bank] of a payment 
message, the receiving participant shall make the amount of the payment message 
finally and irrevocably available to the payee [Devonshire] on the earlier of 

 (a) the end of the LVTS cycle [5:30 p.m.], and 

 (b) a reasonable request by the payee being made to the receiving participant for 
the amount of the payment message. 

 … 
 Finality of Payment 

 45. For the purposes of sections 43, 44 and 46 to 51, once a receiving participant 
[National Bank] has actually received a payment message, final and irrevocable 
availability of the amount of the payment message by a receiving participant to a 
payee [Devonshire] is deemed to occur on the earliest of 

 (a) credit in the amount of the payment message, less any service charges (subject 
to any provisions that may be set out in the rules regarding the disclosure and the 
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manner of processing of service charges), being made to the account of the 
payee,… 

[278]      As to these provisions, Bradley Crawford, supra, states: 

 These provisions appear to owe something to the precedent of the UNCITRAL 
Model Law on International Credit Transfers and, as such conform to the 
international norm for signalling the completion of a credit transfer operation… 

[279]      Thus, so far as the LVTS system is concerned, the payment from Barclays to 

Devonshire became available to Devonshire in this case when it was credited to the account of 

Devonshire at 10:59 a.m. 

[280]      Devonshire contends that as under the LTVS system the payment became 

available to Devonshire when it was credited to its account, it cannot be said that Devonshire 

received or had the use of the funds until those funds were put into its account, which took place 

at 10:59 a.m., nearly two hours after Barclays purported to terminate the swaps. Thus, 

Devonshire contends, Barclays was in default at the time of the purported termination and not 

able to terminate the trades. In this contention, I think Devonshire is correct. 

[281]      Each side made reference to authorities in the U.K. to bolster their arguments. 

None of these are of course binding, but in any event I do not find them to be conclusive. One 

thing that becomes clear, however, is that a matter of minutes can be crucial as to whether 

payment was made in a timely matter. 

[282]      Barclays relies on cases for the proposition that if there is no credit risk to the 

payment being received by the receiving bank the payee’s right to payment arises when the bank 

receives the payment and it does not matter when the payee’s account is credited with the funds. 

These cases involved charter parties where the owners attempted to revoke the contract due to 

alleged late payments.   

[283]      In Zim Israel Navigation Co. Ltd. v. Effy Shipping Corporation (the “Effy”), 

[1972] 1 Lloyd’s L.R. 18 (QB), a payment was to be made to the owners account at a branch of 

WD bank. It was credited to WD bank’s overseas branch account at Hanover bank, a 
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correspondent bank, on October 5th. Notice of this was received by WD’s overseas branch in 

London on October 6th and shortly thereafter credited to the owner’s account at the WD branch. 

The owner, however, had terminated the charter on October 5th. It was held that the payment had 

not been made before the charter was terminated because the payment had not been credited to 

the named account and the owner could not have drawn on any account until October 6th. This 

case would appear to support Devonshire rather than Barclays. It stands for the proposition that 

payment is not effected until the payee is in a position to draw on its account for the amount of 

the funds transferred. 

[284]      In Tenax Steamship Co. Ltd. v. Reinante Transoceanica Navegacion S.A. (The 

Brimnes), [1973] 1 W.L.R. 386 (QB), the charterparty provided that payment was to be made in 

cash to the owner’s account at Morgan Guaranty Trust (MGT) in New York. The owner sent 

instructions on April 1, the date for payment, to its bank Hambros, which upon receipt on April 2 

sent by telex to MGT at 10. a.m. an order to pay instructing MGT to debit its account at MGT 

and credit the owner’s account. Because a telex instruction was not considered legal tender, the 

time of payment was held to be the moment when MGT made the transfer from the Hambros 

account to the owner’s account, which occurred at 6.07 p.m. However, approximately 15 minutes 

before this occurred, but long after the telex had been received by MGT, the owner terminated 

the charter. It was held that the payment was not made before the termination. This decision is 

irrelevant because it involved payment instructions by telex, not legal tender.  

[285]      Barclays relies, however, on obiter in Brimnes, in which Brandon J. said that 

when payments on other occasions had been made by banker’s cheques, it was reasonably clear 

that payment was effected when the banker’s cheque was received by MGT. The point did not 

arise for decision. In the Court of Appeal, Edmund-Davies L.J. said in obiter that there was no 

contest that when payment by banker’s cheque was made, the payment was made when received 

by MGT.  

[286]      Both Barclays and Devonshire rely on the statement of  Brandon J. that the words 

“payment in cash” in the charterparty did not mean only bills or other legal tender, but “any 

commercially recognized method of transferring funds the result of which is to give the 
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transferee the unconditional right to the immediate use of the funds transferred”. Barclays says 

the word “right to the funds” crystallized when National Bank received the funds. Devonshire 

says that under the LVTS that did not occur until the funds were put into its account. I think too 

much is being made of the words of Brandon J. He was intending to describe the quality of a 

payment, not when it might be available as between a transferee bank and its customer. 

[287]      I do not think the case of A/S Awilco of Oslo v. Fulvia S.p.A. Di Navigazione of 

Cagliari (The Chikuma), [1981] 1 W.L.R. 314 (H.L.) relied on by Devonshire is of much 

assistance. In that case, it was held that as the payment made by the charterers through its Italian 

bank on the due date was held not to be a payment in cash because under Italian banking law and 

the terms under which the payment was made, interest was not payable on the money for four 

days, and so the payment was held to amount to an overdraft facility.  

[288]      Barclays relies on statements by Lord Denning M.R. and Lawton L.J. in Mardorf 

Peach & Co. Ltd. v. Attica Sea Carriers Corporation of Liberia (The Laconia), [1976] 2 W.L.R. 

668 (C.A.); rev’d [1977] A.C. 850 (H.L.). In that case, payment by the charterers was due on 

Sunday, April 12. It was conceded by the charterers that as the banks were closed on the week-

end, payment should have been made by Friday, April 10. Arbitrators found that a punctual 

payment was to be made by 3 p.m. on Friday, April 10 at 3 p.m. and that a payment by bank 

order on April 13, 2009 was too late. On appeal, Donaldson J. upheld the award. His decision 

was reversed in the Court of Appeal, which held the payment could be made on Monday the 13th 

and that while the payment was not transferred by the owner’s bank to the owner’s account 

before the owner terminated the charterparty, it was sufficient that the payment had been 

received by the bank. The majority held that there had been waiver of the requirement that the 

payment was due on the Friday, April 10 by virtue of the owner’s bank accepting the payment on 

April 13. Denning M.R. said that the bank was the agent of its customer. Lawton L.J. stated that 

once the payment was received by the bank, the customer could draw against the cash at once, 

and internal paper work did not affect that situation. In dissent, Bridge L.J. held that the owner 

had not waived the requirement that payment be made on April 10. 
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[289]      The House of Lords reversed the Court of Appeal decision, holding that the 

owner’s bank had no authority from the owners to waive when payment was due and as the 

payment was not made on April 10, the charterers had the right on April 13 to terminate the 

charter. The issue as to whether payment by a bank order to a bank was sufficient to constitute 

payment to its customer was moot. Lord Wilberforce, with whom Lord Simon concurred, said in 

obiter “As between banks, a payment order is the equivalent of cash, but a customer cannot draw 

upon it. The amount must first be credited to his account, but he can, of course, make special 

arrangements for earlier drawing.” Lord Fraser said that the payment would not have been made 

until it was credited to the owner’s bank account, even though the payment order was one on 

which the payee’s bank could safely rely because it was irrevocable and was made by a bank 

they could trust. He also said that he thought that the charterers must pay in sufficient time to 

allow for the period of processing normally required for the method of payment they had chosen. 

Lord Salmon said that while he preferred to express no concluded view, he was inclined to think 

there was no difference between dollar bills and a payment by money order. Lord Russell 

referred to the issue of payment in cash, and said while it was unnecessary to decide, he would 

incline to the view that a payment order between banks was the equivalent of cash and that it 

should suffice for payment to be tendered to the nominated bank to be credited to the named 

account. 

[290]      Thus, in Mardorf Peach the issue as to whether payment to a bank is sufficient to 

be payment to its customer was moot, and in any event the various judges were split on the issue. 

[291]      Whatever the common law on the point is in the United Kingdom, the LVTS by-

laws govern this case. Under them, Devonshire did not have any unconditional right to the use of 

the funds once received by National Bank. It was only after the funds were transferred into 

Devonshire’s account that it can be said that funds were made available to Devonshire. Barclays 

must be taken to have been aware of the LVTS by-laws and their effect.  

[292]      With respect to the U.K. common law, the statement of Lord Fraser in Mardorf 

Peach that the payment would not have been made until it was credited to the owner’s bank 

account seems to me to make commercial sense, as until that happens, the payee as a practical 
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matter would not be able to draw on it. His statement that the payors must pay in sufficient time 

to allow for the period of processing normally required for the method of payment they had 

chosen also makes commercial sense. In the case of a wire transfer of funds through the LVTS, 

what that processing time is is spelled out in the by-laws. 

[293]      Barclays were in a hurry to carry out their plan of attack on the morning of 

January 13, 2009. Barclays had to know that Devonshire would in all likelihood not know of the 

payment into its account before it took steps to terminate the swap contracts. Barclays knew that 

Quanto, and particularly Mr. Lafleur-Ayotte, was in Toronto to review and sign documents in 

connection with the large Crawford restructuring. Their “Liquidity Amount Notice” was e-

mailed at 9:04 a.m. and said that “Barclays has arranged for payment” of the liquidity amounts, 

not even that “Barclays has paid” those amounts. Four minutes later the early termination notice 

was sent.  Mr. Lafleur-Ayotte learned that Barclays purported to terminate the Devonshire swap 

sometime after 9 a.m. when he was on his way to the Goodmans' offices to sign documents for 

the large Crawford restructuring of other Quanto administered trusts.  He was not able to review 

the notices received from Barclays until after signing the closing documents.   

[294]      In my view, Barclays acted unreasonably in moving with the haste that they did. 

They should have waited for a reasonable time to ensure at least that the funds had reached 

Devonshire’s bank account. But whether or not Barclays acted reasonably, I find that Barclays 

failed to make payment of the outstanding liquidity amount before purporting to terminate the 

swap contracts. As Barclays was not a non-defaulting party, it had no right under section 6(a) of 

the ISDA Master Agreement to deliver its notice of early termination when it did. 

14.  Did Barclays act in breach of a duty of good faith? 

[295]      Devonshire contends that Barclays owed obligations of good faith to Devonshire 

that were breached. 

[296]      Canadian courts have not recognized a stand-alone duty of good faith that is 

independent from the terms expressed in a contract or from the objectives that emerge from those 
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provisions. The implication of a duty of good faith has not gone so far as to create new, 

unbargained for rights and obligations. Nor has it been used to alter the express terms of the 

contract reached by the parties. Rather, courts have implied a duty of good faith with a view to 

securing the performance and enforcement of the contract made by the parties, or as it is 

sometimes put, to ensure that parties do not act in a way that eviscerates or defeats the objectives 

of the agreement that they have entered into. See Transamerica Life Canada Inc. v. ING Canada 

Inc. 68 O.R. (3d) 457 (C.A) at para. 53 per O’Connor A.C.J.O. and Nareerux Import Co. v. 

Canadian Imperial Bank of Commerce, [2009] O.J. No 4553 (C.A.) at para. 69 per Blair J.A.; 

[297]      Courts have used the doctrine of good faith to police the bargain the parties have 

already made and to supervise performance of their contractual obligations. Even where good 

faith is not pleaded, in many contexts courts have held that one contracting party owes the other 

an implied duty to carry out its obligations or to exercise any discretion given by the contract in 

good faith. See Transamerica, supra, at para. 87 per Laskin J.A. and CivicLife.com Inc. v. 

Canada (Attorney General), [2006] O.J. No 2474 (C.A.) at para 49, per Weiler J.A. 

[298]      Contracts in which performance is dependent upon the exercise of discretion on 

the part of one of the parties are contracts that are characterized by an implied duty of good faith 

performance. In such circumstances, the discretion must be exercised reasonably and in good 

faith and in light of the purposes for which it was conferred. See Nareerux, supra, per Blair J.A. 

at para. 71 and John D. McCamus, supra, at p. 791. 

[299]      Devonshire's claims relating to bad faith to some extent center on the events 

leading to the termination of the trades and to some extent on things that occurred before then. 

[300]      Regarding the latter, Devonshire contends that it was in bad faith for Barclays not 

to explain its failure to make the liquidity payments in August 2007. I do not accept that Barclays 

had any such obligation and in any event it clearly took the position with Devonshire that in its 

view a market disruption event had not occurred. I see no obligation on the part of Barclays at 

that time to tell Devonshire that it was acquiring notes from bank sponsored ABCP trusts. 
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[301]      Regarding the negotiations between Barclays and the Devonshire noteholders, 

Devonshire points to the provisions in the documentation requiring Barclays to negotiate in good 

faith towards a restructuring. In the Montreal Accord, to which Barclays was a signatory, as well 

as major Devonshire noteholders, Barclays agreed to work in good faith with the other 

participants to bring about a timely implementation of the long-term proposal contained in it. 

Under the Montreal Accord, the negotiations leading to the large Crawford restructuring were 

carried out by the Investors’ Committee. Whether, as Barclays asserts, this was merely an 

unenforceable agreement to agree is not the point, as there were contractual good faith 

obligations on Barclays. However, once the framework agreement in December 2007 was made 

by the other participants other than Barclays and Barclays dropped out of those negotiations, it is 

questionable whether a good faith obligation continued under the Montreal Accord in favour of 

the Devonshire noteholders. 

[302]      However, there was a contractual obligation on the part of Barclays with 

Devonshire contained in the Suspension Notice that Barclays was to comply with its obligations 

as a signatory under the Montreal Accord. This imported into its agreement with Devonshire an 

obligation of Barclays to work in good faith with the other participants, including the major 

noteholders of Devonshire, to bring about the timely implementation of the long-term proposal 

contained in it. The extensions of the Montreal Accord standstills and the Suspension Notice 

continued to import this obligation. 

[303]      Thus even though Barclays may not have owed a duty of good faith directly to the 

Devonshire noteholders after it left the large restructuring negotiations, it owed a duty to 

Devonshire to carry out the negotiations with the Devonshire noteholders in good faith. This is 

understandable as it would not have made commercial sense to Devonshire to agree to the 

continuation of the standstills if Barclays was not dealing with the noteholders in good faith. 

[304]      I agree, however, with Barclays that a duty of good faith does not preclude self-

interested behaviour and that a party under such a duty may be required to temper its self-

interest, but not to avoid it. See Shelanu Inc. v. Print Three Franchising Corp (2003), 64 O.R. 

(3d) 533 (C.A.) at para. 69 for the proposition asserted by Barclays that so long as a party under 
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a duty of good faith deals honestly and reasonably with the other side, its counterparty’s interests 

are not necessarily paramount. 

[305]      Devonshire contends that Barclays initially booked its trade with Devonshire as a 

full recourse trade and that negotiations later premised on that booking had the effect of Barclays 

attempting to improve its economic position in the restructuring. I do not see this as any bad faith 

on the part of Barclays. Barclays was quite entitled in its negotiations with the Devonshire 

noteholders to attempt to improve its commercial position, just as the Devonshire noteholders 

were entitled to attempt to do the same. 

[306]      I agree, however, with Devonshire that in the closing days leading to the 

purported termination of the swap contracts by Barclays on January 13, 2009, Barclays breached 

its good faith obligations. Barclays decided to terminate the swaps for its own economic reasons, 

which a party under an ISDA Master Agreement is entitled to do. But in doing so in this case, it 

breached its obligation to not act in a way that defeated the objectives of the agreements that they 

entered into and to be honest and candid with Devonshire. 

[307]      Barclays took a number of steps leading to the termination of the swap contracts. 

The steps were taken pursuant to an obvious plan. It would be artificial to look at each step as 

taken independently of the other steps. They were all part of a concerted effort. The plan began 

no later than January 8, 2009 when, as Mr. Lovisolo said, they intended to "blow up the box", 

meaning to terminate the trades, for the economic reasons that he expressed to Mr. Truell that 

day. 

[308]      Prior to the end of 2008, I do not think it can be said that Barclays was not 

negotiating in good faith with the Caisse, nor for that matter that the Caisse was not negotiating 

in good faith with Barclays. Each was asserting commercial positions in very difficult economic 

times that they were entitled to assert. However, in putting its ultimatum to the Caisse on January 

8, 2009, Barclays in my view was not negotiating with the Caisse in good faith. It was reverting 

to a position taken for the most part eight months earlier in much different economic 

circumstances and it was not made with any expectation that it would be accepted by the Caisse. 
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Rather, Barclays had to know that the Caisse would not accept it and Barclays had no intention 

other than to terminate the trades when that occurred. The ultimatum did not constitute good 

faith bargaining, but rather the first step in Barclays’ termination and litigation strategy. 

[309]      The daily standstill agreements of January 8 and 9, 2009 prevented Devonshire 

from taking any steps to enforce its rights resulting from the failure of Barclays to make the 

liquidity payments arising from the market disruption event notices delivered by Devonshire on 

August 13, 14 and 15, 2007 and, in particular, extended the continuation of the standstill of the 

cure period in which Barclays would have to either make the payment or have an event of default 

occur. The timing was not coincidental but rather designed to permit payment of the outstanding 

liquidity amounts on January 13, 2009 just minutes before the early termination notices to be 

delivered to Devonshire that morning. These standstill extension agreements were induced by 

misrepresentation, as I have found, that was the antithesis of good faith actions in furtherance of 

the purposes of the agreements between Barclays and Devonshire. Devonshire was entitled to the 

true facts from Barclays, which it did not receive. 

[310]      Barclays contends that it was in an adversarial relationship with Devonshire and 

could not be expected to disclose to Devonshire in advance its litigation strategy. While this may 

be true, once it made statements of fact to Devonshire, it was obliged to ensure that those facts 

were not misleading, either directly or by omission. 

[311]      The purpose of the obligation of Barclays to make a liquidity payment under 

Annex VI of the ISDA Master Agreement, as conceded by Mr. Howard in argument, was to 

provide Devonshire with funds to pay the holders of the Class A notes that were not rolling. 

When the liquidity payment was made by Barclays on the morning of January 13, 2009, it was 

not at all for that purpose. It was, as conceded by Mr. Howard, done to enhance the litigation 

strategy that was underway. 

[312]       The Liquidity Amount Notice that Barclays delivered to Devonshire that day 

stated that Barclays was not under any obligation to make the payment and that while Barclays 

had arranged for the payment to be made, Barclays reserved the right to demand the return of the 
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funds "subject to resolution of dispute". The litigation that Barclays commenced moments later 

claimed the return of the funds. The liquidity provisions in Annex VI of the ISDA Master 

Agreement did not provide for any Liquidity Amount Notice of the kind delivered by Barclays or 

provide for any conditional payment. The payment in these circumstances could not be used by 

Devonshire to pay any noteholders and was not an unconditional payment in accordance with the 

ISDA Master Agreement. 

[313]      Barclays contends, however, that as long as the time to make the payment was 

preserved by the extension agreements, it could make it. However, apart from the fact that the 

payment was not made in accordance with the contractual provisions governing Barclays, it was 

not only the making of the payment in itself that is the issue, but it being part of a strategy that 

included a misrepresentation of the facts in order to extend the time to make the payment and the 

fact that the payment was not going to achieve the purpose it was designed and contracted for 

because of the imminent termination of the trades by Barclays and the imminent litigation to 

follow. The payment was not a good faith exercise with a view to securing the performance and 

enforcement of the contract made by the parties, but rather one that defeated the objectives of the 

agreement. As was said in Transamerica, it is such circumstances that courts have implied a duty 

of good faith with a view to securing the performance and enforcement of the contract. 

[314]      Much the same can be said with respect to the notice of early termination that was 

delivered by Barclays. Under section 6 (a) of the ISDA Master Agreement, Barclays had a right 

in the event of a default to deliver such a notice, assuming that there were no other problems of 

the kind that I have found to have existed. According to Transamerica and the other authorities 

to which I have referred, a duty of good faith could not be used to alter the express terms of the 

contract, and I would not do so. It is not the delivery of the notice of early termination itself that 

is the issue, but rather the other matters to which I referred that were done in furtherance of the 

plan. 

[315]      Barclays relies on Marathon Canada Limited v. Enron Canada Corp., (2008), 97 

Alta. L.R. (4th) 137 (Q.B.), aff’d (2009), 99 Alta. L.R. (4th) 213 (C.A.) for the proposition that 

termination of an agreement in accordance with its terms is not a breach of good faith. I do not 
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think that the case goes so far as to state the point categorically, but rather suggests there may be 

instances that could be in breach of such an obligation of good faith. In that case, the trial judge 

stated that exercising one’s contractual right of termination is not evidence of a breach of good 

faith. On appeal, the Alberta Court of Appeal declined to consider this issue. The Court did state, 

however:  

 We need not address this issue except to point out that the trial judge made no 
findings of fact that Enron was a vulnerable party, or that there was lack of good 
faith by Marathon, or that Marathon took an unfair opportunistic advantage for a 
“disingenuous” motive, or that Marathon ran roughshod over reasonable 
contractual expectations that existed in the Agreement. Although suggestions like 
this are braided into the appellant's arguments, there is no specific basis for an 
attack on good faith in the evidence and no specific challenge to the trial judge's 
finding on that issue. Under those circumstances, we do not need to address good 
faith. 

[316]      In the circumstances, assuming that there were not the other problems involving 

the steps taken by Barclays, such as electing not rely upon insolvency of Devonshire and failing 

to make timely payment, I would hold that for the reasons given Barclays breached its good faith 

obligations to Devonshire in executing its strategy commencing January 8, 2009. Thus for these 

reasons it cannot rely upon the January 8 and 9, 2009 extensions of the standstill agreements or 

the conditional payment made to Devonshire on January 13, 2009. Thus for these reasons 

Barclays cannot rely on its notice of early termination on January 13, 2009. 

15.  Did Barclays have the right to terminate the ISDA Master Agreement?  

[317]      For the reasons given, Barclays did not have the right to rely on its early 

termination notice on the morning of January 13, 2009. In summary those reasons are (i) 

Barclays by its election is taken to have waived the right to rely on the insolvency of Devonshire 

as an event of default, (ii) Barclays failed to make timely payment to Devonshire on January 13, 

2009 before delivering its notice of early termination and (iii) Barclays may not rely on the 

conditional payment it made by reason of its breach of its good faith obligations. 
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[318]      The delivery of the notice of early termination and the other steps taken, including 

the litigation that immediately followed, constituted a repudiation by Barclays of the ISDA 

Master Agreement and related agreements. Repudiation can be by words or conduct evincing an 

intention not to be bound by the contract. Such an intention may be evinced by a refusal to 

perform, even though the party refusing mistakenly thinks that he is exercising a contractual 

right. See Waddams, The Law of Contracts, supra, at para. 620. 

16.  Did Devonshire have the right to terminate the ISDA Master Agreement? 

[319]      At 2:22 p.m. on January 13, 2009 Devonshire delivered a notice of early 

termination of the swap contracts and designated that date as the early termination date.  

Devonshire’s termination notice stated that an event of default, namely Barclays’ alleged failure 

to pay the liquidity amounts that had been demanded on August 13 and 14, 2007, for which a 

notice of default had been delivered on August 14, 2007, had occurred under section 5(a)(i) of 

the ISDA Master Agreement with Barclays as the defaulting party. 

[320]      For the purposes of this stage of the trial, it is agreed that the market disruption 

notices delivered by Devonshire were valid and that Barclays was in default under those notices, 

without prejudice to the position of Barclays that its payment on January 13, 2009 cured any 

default.  

[321]      I have held that the time during which Barclays could cure recommenced on 

Friday, January 9, 2009. The remaining two days of the three day period therefore expired at the 

close of business on Monday, January 12, 2009. Therefore an event of default under section 

5(a)(i) occurred at the close of business on January 12, 2009. I have also held that Barclays’s 

payment on January 13, 2009 did not cure its default. Thus Barclays for the purposes of this trial 

was a defaulting party under section 6(a) and Devonshire had the right to deliver its early 

termination notice designating January 13, 2009 as the termination date. 

[322]      In its notice, Devonshire stated that the Suspension Notices did not suspend the 

obligation of Barclays to remedy its failure to pay. While I have found to the contrary, I do not 
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think the notice was invalid for that reason. The default was clearly identified, namely the failure 

to make the payments as required under the notices of August 13 and 14 and the default notice of 

August 14, 2007. What was provided was far more information that the notice that had been sent 

earlier that day by Barclays which only referred to the section of the ISDA Master Agreement 

relied on by Barclays. 

[323]      While I have held that Devonshire was insolvent on January 13, 2009, I have also 

held that Barclays had elected to waive reliance on Devonshire’s insolvency. Thus for the 

purposes of section 6(a) of the ISDA Master Agreement, Devonshire is a non-defaulting party 

entitled to deliver notice of termination to Barclays. 

[324]      If Devonshire were not able to deliver a notice of early termination under section 

6(a), by its notice it made clear that it regarded the contract as at an end and thus  accepted the 

repudiation of Barclays. The option to “accept” a repudiation can be exercised by 

communicating to the repudiating party that the other regards the contract as at end. The 

communication need not be by words if it can reasonably be inferred from the circumstances. 

See Waddams, The Law of Contracts, supra, at para. 623. 

17.  Settlement on Barclays default 

[325]      The principles to be used in determining payments that are to be made as a result 

of an early termination are in some instances easily understandable and in other instances quite 

complex due to the complexity of the various agreements that are in play in this case. 

[326]      Section 6(e) of the ISDA Master Agreement sets out a detailed set of alternative 

formulae for the purpose of determining the amounts to be paid on early termination.  In relation 

to termination on the basis of an event of default, four different formulae are specified: First 

Method and Market Quotation, First Method and Loss, Second Method and Market Quotation, 

Second Method and Loss. In the Amended and Restated Schedule, Barclays and Devonshire 

selected Second Method and Market Quotation to apply. 
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[327]      Section 6(e)(i)(3) of the ISDA Master Agreement contemplates that where Second 

Method and Market Quotation applies, amounts, referred to as settlement amounts, may be 

owing both by the defaulting party to non-defaulting party and by the non-defaulting party to the 

defaulting party. This was referred to by Flaux J. in Britannia Bulk as a method of calculating 

close out positions on the termination of the contracts. Depending on the amounts owed by one 

to the other, the final payment could be one to be paid by the defaulting party to the non-

defaulting party, or vice versa. 

[328]      However, section 11 of Part I of the Amended and Restated Schedule to the ISDA 

Master Agreement and section 2.2(c) of an Intercreditor Agreement between Barclays and 

Devonshire both provide that if an early termination date is designated by Devonshire due to an 

event of default of Barclays, any settlement amount payable to Barclays shall be subordinated to 

amounts specified in another contract entitled Series A Supplemental Indenture, which is an 

agreement made by Devonshire with CIBC Mellon, the Indenture Trustee for the Devonshire 

noteholders, (the “Trust Indenture”). The Trust Indenture provides for the priority of payments to 

be made by the trustee in the event of a default. This provision is referred to by the parties as the 

“waterfall” provisions.  

[329]      One of the amounts to which any settlement amount payable to Barclays for its 

losses under the ISDA Master Agreement is subordinated is the amount of the principal and 

interest owing to Devonshire’s noteholders.  

[330]      The uncontradicted evidence is that the outstanding principle and interest owing 

to the Devonshire noteholders as at January 13, 2009 was $718,687,020.60. Of the 

approximately $71 million paid by Barclays on January 13, 2009, $67.3 million may be 

considered to have been “liquidity notes” issued to Barclays, which if the case would mean there 

would be $786,018,937.73 of notes outstanding in principal and interest. 

[331]      As of January 13, 2009 Devonshire had approximately $112 million plus the $71 

million liquidity payment made that day for a total of $183 million. If Barclays was in default, 

Devonshire is also entitled to the return of the $600 million plus interest posted as collateral, 
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subject to the contention of Barclays that the $67.3 million it paid on January 13, 2009 is to be 

deducted from the $600 million. . Devonshire says that as a practical matter, as the value of 

Devonshire's assets after payment of the settlement amount by Barclays will still be less than the 

amounts owing to the noteholders for principal and interest, there is no need to determine 

Barclays' claim against such assets, as there would be no assets left to satisfy such a claim.  

[332]      Barclays contends that its claim (i.e. “Loss” amount due to Barclays from 

Devonshire) should be calculated, and that such amount should be deducted from Devonshire’s 

claim of loss. If this were correct, and Barclays’ claimed loss of $1.2 billion were upheld, it 

would mean that nothing would be required to be paid by Barclays to Devonshire. 

[333]      I do not accept that submission. It is based on Barclays’s reading of the definition 

of “Loss” in the ISDA Master Agreement. However, it ignores the language of section 2.2(c) of 

an Intercreditor Agreement. It would make no commercial sense to provide that amounts to be 

paid to Barclays on its default for its loss are to be subordinated to the settlement amount payable 

to Devonshire, including amounts owing to Devonshire’s noteholders, but that the settlement 

amount payable to Devonshire is to have deducted from it the Barclays loss. Such a result would 

eviscerate the effect of the Intercreditor Agreement.  

[334]      Under the Market Quotation method of determining loss chosen by the parties in 

the ISDA Master Agreement, loss is to be determined with reference to quotations to be obtained 

from other market participants that would have the effect of preserving for the party not in 

default the economic equivalent of any payment that would be paid after the termination, had the 

termination not occurred. However, if less than three quotations are provided by other market 

participants, it is deemed that the Market Quotation cannot be determined.  

[335]      In this case, Devonshire requested but failed to obtain any response from other 

market participants. Devonshire’s request to market participants was made on February 9, 2009. 

Barclays is critical of this late date for the request, as section 6(d)(i) of the ISDA Master 

Agreement requires a party to make its calculation of loss on or soon as practicable following the 

early termination date. However, taken that Barclays had commenced its action on the morning 
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of January 13, 2009 Devonshire would have needed time to consider with its legal advisors how 

to respond, and this delay does not seem unreasonable.  

[336]      If a Market Quotation cannot be determined, the loss must be calculated by the 

party not in default. “Loss” is defined in the ISDA Master Agreement to  mean, in the case of a 

claim by Devonshire,  

 "Loss" means… an amount that [Devonshire]… reasonably determines in good 
faith to be its total losses and costs (or gain, in which case as expressed in a 
negative number) … including any loss of bargain…Loss includes losses and 
costs (or gains) in respect of any payment …required to have been made …on or 
before the relevant Early Termination Date and not made… A party may (but 
need not) determine its Loss by reference to quotations of relevant rates or prices 
from one or more leading dealers in the relevant markets".(underlining added) 

[337]      Devonshire determined its loss to be the outstanding amounts owing for principal 

and interest on the Devonshire notes plus approximately $1 million for Unpaid Amounts. It relies 

on the evidence of Mr. Lafleur-Ayotte who testified that the ability to repay noteholders in full 

was what Devonshire lost with the termination of the swaps on January 13, 2009. Devonshire did 

not calculate any loss payable to Barclays because of the Intercreditor Agreement provisions 

subordinating any payment owing to Barclays. In my view, this method was reasonable. 

[338]      Pursuant to the Intercreditor Agreement, Devonshire is entitled to be paid the 

$600 million delivered by it to Barclays at the outset of the transaction as security for its 

contingent obligation to Barclays if there were credit defaults in the underlying portfolio against 

which Barclays bought credit protection. It is agreed that Devonshire is entitled to be paid 

$1,061,916.48 as an Unpaid Amount as defined in the ISDA Master Agreement, if Barclays’ 

calculations as to its loss are accepted. The parties differ, however, as to whether Barclays is 

entitled to deduct from those amounts the liquidity payment of approximately $67.3 million in 

principal which it paid to Devonshire on January 13, 2009.  

[339]      That issue depends on the interpretation of the Market Disruption Support 

Amounts provisions in Annex VI, the Special Provisions Annex, to the ISDA Master Agreement. 

These provisions provided Barclays with an election as to how it would fund a liquidity call 
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made by Devonshire in the event of a market disruption event. Barclays could (i) pay the amount 

of the liquidity call  to Devonshire from the $600 million originally posted by Devonshire as 

security for its obligations, referred to as a “Synthetic Liquidity Arrangement” or (ii) purchase 

new Class A, Series A notes from Devonshire (“liquidity notes”) in the amount of the liquidity 

call, referred to as a “Traditional Liquidity Arrangement”. If Barclays did not notify Devonshire 

of its election, the Traditional Liquidity Arrangement was deemed to apply. Barclays was 

entitled to fulfill its obligation under (i) or (ii) in such portions as it elected, provided that if the 

Traditional Liquidity Arrangement applied, the proportion of the amount to be paid by way of 

such Traditional Liquidity Arrangement was not to be less than $75 million. 

[340]      The Liquidity Amount Notice delivered by Barclays on January 13, 2009 was 

silent as to whether Barclays elected a Synthetic Liquidity Arrangement or a Traditional 

Liquidity Arrangement as the method of payment. Devonshire therefore takes the position that 

Barclays is deemed to have used (ii), i.e. deemed to have acquired liquidity notes under a 

Traditional Liquidity Arrangement. If this is the case, Barclays may not deduct the $67.3 million 

liquidity payment from the $600 million to be paid to Devonshire. 

[341]      Barclays takes the position that as the liquidity payment was less than $75 

million, it cannot be taken to have elected a Traditional Liquidity Arrangement and that the 

payment is to be treated as a Synthetic Liquidity Arrangement. In that case, the $67.3 million 

would be deductible from the $600 million to be paid to Devonshire. 

[342]      The material part of the Market Disruption Support Amounts provision in the 

Special Provisions Annex provides: 

 Barclays  may elect to pay such CP Redemption Amount [the liquidity call] 
…either by (i) returning to [Devonshire] that part of the Initial Seller Payment 
[the $600 million]…”a Synthetic Liquidity Arrangement” equal to the 
[liquidity call] or (ii) purchasing new Class A Series A Notes (‘Liquidity Notes”) 
from [Devonshire] in an amount equal to such [liquidity call]that are due and 
payable in full in 30 calendar days…(a “Traditional Liquidity Arrangement”). 
[Barclays] shall notify [Devonshire] of its election not later than 2:30 p.m. …on 
the business day such market disruption notice is effective, and if [Barclays] fails 
to make such election, then clause (ii) shall be deemed to apply. [Barclays] may 
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fulfill its obligation to pay any [liquidity call] pursuant to clause (i) or (ii)…in 
such proportions as it elects, provided, if Traditional Liquidity Arrangement 
applies, then the proportion of the [liquidity draw] paid by way of such 
Traditional Liquidity Arrangement shall not be less than $75,000,000…Buyer and 
Seller acknowledge and agree that such amount and percentage was specifically 
negotiated by the parties and represents a fair and equitable percentage of risk that 
buyer would retain in respect of Traditional Liquidity Arrangement. If buyer has 
paid all are part of the CP Redemption amount pursuant to a Synthetic Liquidity 
Arrangement (the sum of such amounts being the “Synthetic Liquidity 
Amount”), Buyer may elect, at any time that the Synthetic Liquidity Amount has 
not been repaid to Buyer, to purchase Liquidity Notes from Seller pursuant to a 
Traditional Liquidity Arrangement in a principal amount up to the amount of such 
Synthetic Liquidity Amount that has not been so repaid. In such circumstances, 
Liquidity Notes in the relevant principal amount shall be delivered free to the 
Buyer and the purchase price of such Liquidity Notes will not be paid to 
Devonshire but will be retained by the Bank and shall be applied to reduce the 
Synthetic Liquidity Amount. (underling added) 

  

[343]      On a literal reading of this provision, the requirement that a Traditional Liquidity 

Arrangement shall not be less than $75 million applies only if Barclays has elected to pay part or 

all of the liquidity calls by way of a Traditional Liquidity Arrangement. On this reading, as 

Barclays did not make any election, the fact that the liquidity payment was only $67.3 million 

makes no difference and Devonshire would be right in its argument that the liquidity payment is 

deemed to be a Traditional Liquidity Arrangement with issuance of Class A notes to Barclays 

rather than a Synthetic Liquidity Arrangement as claimed by Barclays. 

[344]      Barclays contends that the $75 million minimum required for it to acquire 

liquidity notes was put in for the protection of Devonshire noteholders. The terms of the liquidity 

notes permitted Barclays to designate an early termination date if not paid in 30 days, which 

would not be in the other noteholders’ interests, even if Barclays had only a small amount of 

these notes. For that reason, the $75 million minimum was inserted as a protection to Devonshire 

so that before Barclays was to be permitted to acquire liquidity notes, and be in a position to 

terminate the swap transactions if not paid within 30 days, it would have to commit at least $75 

million of its own money so that if it subsequently terminated the transactions, it would face a 

loss pro rata with the other noteholders. In other words, the $75 million minimum was meant to 
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ensure that Barclays would have a substantial economic interest in the transactions and therefore 

have to think twice before terminating the swap transactions for failure of the notes to be paid in 

30 days. 

[345]      Devonshire argues that there was reason for a Traditional Liquidity Arrangement 

if Barclays did not make an election. This derives from the fact that a Synthetic Liquidity 

Arrangement benefits Barclays in that the use of a Synthetic Liquidity Arrangement leads to a 

reduction in the amount of collateral available to protect remaining noteholders without a 

corresponding risk transfer of the swap contracts to Barclays.  The use of a Traditional Liquidity 

Arrangement, on the other hand, puts Barclays in the position of Series A noteholders, therefore 

transferring the risk of the underlying transactions back to Barclays for the amount of these 

notes.  In order to avoid this risk transfer, which is built in the very structure of the agreements it 

has entered into with Devonshire, Barclays had and should have the burden of making such an 

election. Devonshire therefore says that the $75 million threshold is protection negotiated by 

Devonshire as a limit on the ability of Barclays to elect between Traditional and Synthetic 

Liquidity Arrangements.   

[346]      The Special Provisions Annex gave an election to Barclays to determine how it 

wanted to fund a liquidity call. The purpose of the deeming provision that a Traditional Liquidity 

Arrangement would apply if Barclays failed to make an election is somewhat puzzling. In the 

normal course one would have thought that Barclays would decide what arrangement it wanted 

and elect accordingly.  

[347]      The $75 million proviso was obviously not for Barclays’ benefit. It was inserted 

to protect Devonshire. What purpose it would serve for the proviso to apply only to an election 

by Barclays to have a Traditional Liquidity Arrangement needs to be considered. 

[348]      I have difficulty with the argument of Devonshire. I can see that if a Traditional 

Liquidity Arrangement were more beneficial to Devonshire than to Barclays, as Devonshire 

asserts, a presumption that the arrangement would be a Traditional Liquidity Arrangement if 

Barclays did not make an election would be in Devonshire’s interest. However, if a Traditional 
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Liquidity Arrangement were better for Devonshire, there would be no benefit to Devonshire in 

requiring Barclays to have a minimum $75 million in order to have a Traditional Liquidity 

Arrangement. The $75 million is not a limit on the ability of Barclays to elect, as contended by 

Devonshire, but a minimum threshold.  

[349]      Whatever its purpose, the $75 million threshold was inserted to restrict Barclays’ 

election. If it applied only to a situation in which Barclays elected a Traditional Liquidity 

Arrangement but not in a situation in which Barclays failed to make an election, Barclays could 

avoid the restriction by simply failing to make an election. That would make no commercial 

sense and the parties could have not intended such a result.  

[350]      Devonshire also argues that the circumstances at the time of the creation of the 

agreements dictate that the liquidity payments be treated as being under a Traditional Liquidity 

Arrangement. The liquidity arrangements contemplated in the Special Provisions Annex were 

subject to daily limits as to the amount of notes that were to mature on any day.  The aggregate 

amount of liquidity that could be requested on any day could not exceed 25% of the Initial Limit 

of each transaction, being $100 million for Transaction 1 and $105 million for Transaction 2, i.e. 

it could not exceed $51.25 million. Thus the minimum threshold of $75 million for each 

Transaction could never be reached on any day, and the election of Barclays had to be made by 

2:30 p.m. on the day of the liquidity call. Thus, if the purpose of the threshold was to deem any 

payment that was less than $75 million to be a Synthetic Liquidity Arrangement, there never 

could have been any Traditional Liquidity Arrangement and the deeming provision would have 

no purpose.  

[351]      Devonshire contends therefore that the only commercially reasonable meaning to 

be given to the provision is that the $75 million threshold was not a daily threshold, but a 

cumulative one.  In other words, once Barclays elected to make payments by way of a 

Traditional Liquidity Arrangement, it had to continue to make any further funding by way of a 

Traditional Liquidity Arrangement until it had funded at least $75 million by way of Traditional 

Liquidity Arrangement. One difficulty with this argument is that the provision does not say what 

Devonshire contends. Also, if another market disruption event did not occur, Barclays would be 
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in a position to require payment of the liquidity notes it acquired within 30 days and terminate 

the swaps, which would not be in the other noteholders interests. 

[352]      Barclays contends that in order to take advantage of a Traditional Liquidity 

Arrangement, it would have to fund at least $75 million of liquidity over several days by way of 

a Synthetic Liquidity Arrangement. Once the minimum of $75 million were reached, it could 

convert the Synthetic Liquidity Arrangement to a Traditional Liquidity Arrangement under the 

mechanism provided for in the provision. While that mechanism as drafted does not refer to a 

$75 million minimum, Barclays presumably would say that it was the intention that the 

minimum referenced earlier in the provision was applicable. This argument of Barclays at least 

has the advantage that a conversion from a Synthetic Liquidity Arrangement to a Traditional 

Liquidity Arrangement was specifically referred to in the provision. A requirement that once a 

Traditional Liquidity Arrangement for less than $75 million was elected by Barclays, further 

funding up to the $75 million had to be by way a Traditional Liquidity Arrangement, as argued 

by Devonshire, was not referred to in the provision. 

[353]      Like other provisions in the contractual arrangements that are at issue, the reading 

of this Market Disruption Support Amounts provision in the Special Provisions Annex is 

tortured, which does little credit to the myriad of lawyers that were involved in the drafting 

process. 

[354]      Taking all of this into account, I interpret the clause in question to mean that if 

Barclays elects a Traditional Liquidity Arrangement, or if Barclays is deemed to have elected a 

Traditional Liquidity Arrangement by not notifying Devonshire of its election, the $75 million 

proviso applies to prevent Barclays from acquiring liquidity notes under a Traditional Liquidity 

Arrangement. Thus I hold that Barclays funded the liquidity call under a Synthetic Liquidity 

arrangement and that it is entitled to deduct the payment of $67.3 million from the amount 

payable to Devonshire. 
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[355]       Accordingly, Devonshire is entitled to receive $532,668,082 as the Base 

Calculation Amount as well as the Unpaid Amounts claimed10, together with interest. If the 

interest cannot be agreed, the parties may make written submissions as to the appropriate 

interest. 

[356]      The measure of damages that Devonshire would be entitled to for Barclays’ 

repudiation of the ISDA Master Agreement in the event Devonshire had no right to deliver a 

notice of early termination would in my view be the same as the settlement amount Devonshire 

is entitled to. 

18.  Settlement on Devonshire default 

[357]      In view of the fact that I have held that Barclays was in default on January 13, 

2009 and that any amounts payable to Barclays on the termination are subordinated to amounts 

payable to Devonshire by reason of the Intercreditor Agreement, it is perhaps not necessary to 

consider this issue. However, in light of the arguments, I will deal with it. 

[358]      There are two major issues. The first is the amount of Barclays’ Loss as defined 

by the ISDA Master Agreement. The second is the collateral Barclays is entitled to look to that is 

held by Devonshire, and in particular whether Barclays is limited to the $600 million posted by 

Devonshire as collateral at the outset of the transactions, or is also entitled to look to all of the 

assets of Devonshire, which including the payment of approximately $71 made by Barclays on 

January 13, 2009, totaling as of that date approximately $183 million. 

[359]      Barclays claims that it was Devonshire’s default that led to the termination of the 

two swaps on January 13, 2009 and that the loss suffered by Barclays is $1.2 billion. Barclays 

sent a statement of this amount to Devonshire on January 29, 2009. 

(a)  Evidence of Leslie Rahl 

                                                 
10 If Barclays’ calculations of loss were accepted, Barclays acknowledges this amount to be $1,061,916.48. If as the 
result of this decision the parties do not agree on the proper amount of the Unpaid Amounts, further written 
submissions may be made. 
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[360]      Devonshire attacks the claimed loss. It relies in part on the evidence of Leslie 

Rahl, who was conceded by Mr. Howard to be an expert in “the general derivates area”.11 

Barclays contends, however, that much of her evidence is inadmissible, and attacks it as well on 

the basis that her opinion is biased. The evidence of Ms. Rahl was put in by agreement that it 

was subject to objection by Barclays. I was provided with written argument by both sides and it 

was left that a ruling on the motion by Barclays to exclude all or part of her evidence would be 

dealt with as part of this judgment. 

[361]      Admissibility of an expert’s evidence is to be determined taking into account the 

principles enunciated in cases such as R. v. Mohan, [1994] 2 S.C.R. 9 and R. v. Abbey (2009), 97 

O.R. (3d) 330. While a court should exercise a gatekeeper function, particularly if there is a jury, 

in my view that is of less importance in this case in which there is no jury and which, by 

agreement of the parties, the evidence has been heard and tested on cross-examination. See 

Masters’ Association of Ontario v. Ontario (A.G.), [2001] O.J. No. 1444 (Div.Ct.). 

[362]      Ms. Rahl has over 30 years experience in the derivatives market in a wide range 

of capacities, including as a derivatives trader and manager of a $100 billion derivatives division 

at Citibank. She has also sat on the board of directors of ISDA and chaired the committee 

responsible for drafting the original 1987 ISDA Master Agreement. She has been a director of 

Fannie Mae and chair of its risk policy and capital committee. She currently is a director of 

CIBC and a member of its risk committee and a director of the International Association of 

Financial Engineers. She has undertaken valuations of complex structured products for special 

purpose vehicles and reviewed collateralized debt obligation valuation practices for several 

institutional clients. 

[363]      Barclays contends that Ms. Rahl has interpreted the contracts in issue and 

impermissibly expressed legal conclusions, purported to make findings of fact on contested 

issues and provided opinions for which there is no foundation. I do not intend to go through all 

of these arguments other than to say that in my view they are overstated. The core of her 

                                                 
11 Barclays approached Ms. Rahl to retain her for this case, not knowing she had already been retained by 
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evidence concerns the proper method to determine loss under the swap contracts, which in this 

case is to be “reasonably determined in good faith”. The experts called by Barclays, whose 

evidence was not challenged as inadmissible, also provided evidence of the proper method to 

value the loss to Barclays of the Devonshire swaps. These experts differed, as might be expected. 

Inevitably they dealt with contractual rights and obligations. What is “reasonable” in a complex 

case such as this is something that certainly can be the subject of expert evidence. In the end, of 

course, what the contracts in question mean is a matter for the court. To the extent the opinions 

of Ms. Rahl are based on any faulty legal assumptions or factual assumptions not proven, their 

reliability will be negatively affected.  

[364]      There is no basis, in my view, to attack the evidence of Ms. Rahl as biased. She 

was no more an advocate than were the experts called by Barclays. She gave her evidence in a 

professional manner and made concessions where appropriate. She stuck to her guns when she 

felt it appropriate to do so, which in no way could be taken to be an advocate for her client in any 

pejorative sense. If anything, I found Dr. Hull, Barclays lead expert, to be far more 

argumentative than should have been the case, to the point that his opinions must be treated 

carefully. 

[365]      It is not practicable to examine all of the various parts of the evidence of Ms. 

Rahl, as Barclays invites me to do, to determine admissibility. Rather, in my view, her evidence 

should be admitted, subject to determining what weight should be given to it.  

(b)  Valuation date 

[366]      Devonshire says that while ordinarily, if there had been no Suspension Notice or 

standstill, January 13, 2009 would be an appropriate date for the valuation. However, because of 

the Suspension Notice and the effect of the without prejudice suspension of the Default Notice 

contained in it, the date of valuation should be August 16, 2007, the date of the Suspension 

Notice. Alternatively, Devonshire says that it would be reasonable to value Barclay's loss as of 

                                                                                                                                                             
Devonshire. 
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November 27, 2007 or, using a discounted cash flow analysis plus risk premium, as of January 

13, 2009. 

[367]      In this case, the default relied on by Barclays was the insolvency of Devonshire 

caused by its failure to pay on its notes, which Barclays claimed began the moment notes were 

not paid on August 13, 2007.  

[368]      Ms. Rahl testified that market practice on a default is to determine the economics 

of a transaction as of a date that is closely tied to the date of default. She noted that a party would 

want to terminate the transaction as quickly as possible in order to avoid being exposed to market 

movements where there is a risk that the counterparty may not reimburse it. She also testified 

that this uncertainty would make it difficult to know what kinds of hedging decisions to make. 

Further, she testified that large gaps between the date of default and valuation would result in 

this risk having to be built into the price of transactions or would change the way that banks and 

others currently calculate risk. In her market experience, she had never heard of any 

circumstances where a valuation of a swap occurred at a time not at or near the time of default. 

[369]      Ms. Rahl also is of the view that the effect of Suspension Notice and the 

seventeen month standstill severely impacted the swaps, including the effect on value of the 

stop-loss provision and the liquidity facility, and that to fairly value Barclays’ loss, a valuation 

date of August 16 or November 27, 2007 would better reflect the economic circumstances of the 

swaps.  

[370]       It is undoubted that the ISDA Master Agreement does not contemplate a 

standstill such as seen in this case. Dr. Hull agreed that the ISDA agreements do not contemplate 

a standstill, that he had never seen a standstill like this nor a calculation of loss performed with a 

date seventeen months after a default. He agreed that in normal circumstances a default, 

termination and calculation of loss would follow quickly together in time and that it makes sense 

to calculate loss at or near the time of default and termination. Mr. Draycott, another expert 

called by Barclays, said the same thing and he too had never had any experience where a 

termination happened seventeen months after a default. 
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[371]      Devonshire relies on the Suspension Notice which provided that it “suspends 

without prejudice the effect of the Default Notice…” Devonshire contends that in order to give 

the without prejudice nature of the Suspension Notice some meaning, Barclays' loss should be 

valued as of the date of the Suspension Notice.  Devonshire further contends that the requirement 

that the Loss determination must be made “reasonably” imposes at least one limit: if the choice 

of a valuation date produces an unreasonable result, then a valuation date that does produce a 

reasonable result must be used instead. 

[372]      I have difficulty with this argument. Devonshire essentially says that the reference 

to “without prejudice” means without harm being caused to it. Without prejudice in a legal 

setting has a fairly standard meaning, and it is not “without harm”. If that is what was intended, it 

would in my opinion have taken more precise language than was used. 

[373]      Devonshire relies on a U.S. bankruptcy case of In re Lehman Brothers Holdings, 

Inc., Case No. 08-13555 (JMP), Bankruptcy, SDNY, September 15, 2009 (transcript), at 99-113 

[Metavante]. I do not think it assists Devonshire. In that case, Metavante was a counterparty with 

Lehman on a contract swapping fixed for floating rate interest payments. The contract was as 

ISDA Master Agreement. On the bankruptcy of Lehman, Metavante took the position that it did 

not have to continue making payments to the estate of Lehman because of section 2(a)(iii) of the 

ISDA Master Agreement. It was held that because of U.S. bankruptcy law, as Lehman had not 

decided whether to assume or reject the contract, an executory contract, Metavante was required 

to continue making payments. Metavante argued that the safe haven provisions of the U.S. 

Bankruptcy Code, which gave it the right to terminate the swap contract, did not require it to 

terminate. It was held, however, that while those provisions gave a party the right to terminate to 

contract, it was contrary to the Bankruptcy Code to ride the market for a period of one year while 

taking no action. The case says nothing of whether absent the safe harbor provisions of the U.S. 

Bankruptcy Code, a party under an ISDA Master Agreement can or cannot sit on its hands after 

an event of default before delivering an early termination notice under section 6(a). 

[374]      While there is a reasonableness requirement involved in establishing a loss under 

an ISDA Master Agreement, I do not think that it is permissible on that ground to change the 
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valuation date to a date other than as prescribed. The definition of Loss in the ISDA Master 

Agreement provides that a party will determine its Loss as of the relevant Early Termination 

Date or, if that is not reasonably practicable, as of the earliest date thereafter as is reasonably 

practicable. If the loss calculation is determined to be commercially unreasonable, that may 

require a different calculation of loss, but it would not permit the valuation date to be changed. 

[375]      For the purpose of determining Barclays’ loss on the assumption that Devonshire 

was in default and Barclays was a non-defaulting party, I see no basis to ignore the contractual 

requirement for the valuation to be made as of January 13, 2009. 

(c)  Loss as of January 13, 2009 

[376]      As stated, the parties chose Second Method and Market Quotation to apply in the 

event of a default.  

[377]      Under the Market Quotation method, quotations are to be requested by the non-

defaulting party from third-party market participants for an amount to be paid to or by such party 

for a transaction that would have the effect of preserving the economic equivalent of any 

payment or delivery that but for the early termination of the swaps would have been required 

after the date of termination.  If fewer than three quotations are provided, it will be deemed that 

the Market Quotation cannot be determined.  Market quotation is defined, in part, as follows: 

            “Market Quotation” means, with respect to one or more Terminated 
Transactions and a party making the determination, an amount determined on the 
basis of quotations from Reference Market-makers. Each quotation will be for an 
amount, if any, that would be paid to such party (expressed as a negative number) 
or by such party (expressed as positive number) in consideration of an agreement 
between such party … and the quoting Reference Market-maker to enter into a 
transaction (the "Replacement Transaction") that would have the effect of 
preserving for such party the economic equivalent of any payment or delivery … 
by the parties … respect of such Terminated Transaction or group of Terminated 
Transactions that would, but for the occurrence of the relevant Early Termination 
Date, have been required after that date. … If more than three quotations are 
provided, the Market Quotation will be the arithmetic mean of the quotations, 
without regard to the quotations having the highest and lowest values. If exactly 
three such quotations are provided, the Market Quotation will be the quotation 
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remaining after disregarding the highest and lowest quotations. For this purpose, 
if more than one quotation has the same highest value or lowest value, then one of 
such quotations shall be disregarded. If fewer than three quotations are provided, 
it will be deemed that the Market Quotation in respect of such Terminated 
Transaction or group of Terminated Transactions cannot be determined. 

  

[378]      On January 13, 2009, the date of termination, Barclays sent requests for firm 

quotations to four market makers in the CDS market (UBS, Deutsche Bank, Goldman Sachs and 

Bank of America).  Only UBS responded with a quote of $2.18 billion.  This was an "indicative" 

quotation which meant that it was not a firm or binding offer.  As no quotations as required were 

provided to Barclays, it was deemed that the Market Quotation could not be determined. 

[379]      The definition of Settlement Amount provides that if Market Quotation cannot be 

determined or would not in the reasonable belief of the party making the termination produce a 

commercially reasonable result, Loss is to apply. "Loss" is defined in the ISDA Master 

Agreement, in part: 

 "Loss" means, with respect to this Agreement or one or more Terminated 
Transactions, as the case may be, and a party, the Termination Currency 
Equivalent of an amount that party reasonably determines in good faith to be its 
total losses and costs (or gain, in which case expressed as a negative number) in 
connection with this Agreement or that Terminated Transaction or group of 
Terminated Transactions, as the case may be, including any loss of bargain, cost 
of funding or at the election of such party but without duplication, loss or cost 
incurred as a result of its terminating, liquidating, obtaining or re-establishing any 
hedge or related trading position (or any gain resulting from any of them). Loss 
includes losses and costs (or gains) in respect of any payment or delivery required 
to have been made (assuming satisfaction of each applicable condition precedent) 
on or before the relevant Early Termination Date and not made ... A party will 
determine its Loss as of the relevant Early Termination Date or, if that is not 
reasonably practicable, as of the earliest date thereafter as is reasonably 
practicable. A party may (but need not) determine its Loss by reference to 
quotations of relevant rates or prices from one or more leading dealers in the 
relevant markets.  

[380]      Firth, Derivates Law and Practice, supra, states at para. 11-161 that the party 

calculating its loss must use commercially reasonable procedures and that the result must be 

commercially reasonable.  
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[381]      Mr. Lee was responsible for the calculation of the "Loss", the amount which 

Barclays claims is its damages.  He testified that Barclays proxied the Market Quotation process 

which he described as an attempt to find what the replacement cost was, assuming Barclays 

stood in the place of one of the dealers that it asked to bid. The valuation date was January 13, 

2009, the early termination date. 

[382]      The definition of Loss in the ISDA Master Agreement states that it is an amount 

that the party “reasonably determines in good faith to be its total losses”. In this case, it appears 

that the Barclays lawyers had considerable influence in how the loss was to be calculated. On 

cross-examination, Mr. Lee said this was the first time he had done a loss calculation under the 

Loss definition. He was asked why he calculated the loss as he did. He said he did not recall and 

then said “This was in concert with legal. We had ongoing discussions as to how to run the 

process and I followed their lead”. If legally the method used by Barclays was required, little 

harm was done. But if not, in these circumstances, where the lead was taken by lawyers rather 

than commercial actors in the market, considerable caution must be placed on any argument that 

so long as Barclays considered its loss calculation to be reasonable, that should be accepted. 

[383]      As seen, the definition of Market Quotation is an amount to be paid to or by the 

party seeking the quotations that would have the effect of preserving for such party the economic 

equivalent of any payment or delivery in respect of the terminated swap that but for the early 

termination, would have been required after that date. In the case of Barclays and Devonshire, 

had the swaps not been terminated, the only payments that would have been required were the 

monthly premiums to be paid by Barclays to Devonshire for the credit protection of the 

underlying synthetic bond portfolio. The liquidity protection for which Devonshire paid monthly 

premiums to Barclays had terminated. At the time the swap contracts were made, it was not 

expected that there would be any defaults in the underlying bonds that would require payments 

during the life of the contracts from Devonshire to Barclays. This is because the swaps were 

"super senior" swaps in which the credit protection was for the tranche of losses that had an 

attachment point of 15 % for the first transaction and 16% for the second. Even at the date of the 

early termination, it was not expected that there would be any future material loss in the 
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underlying bond portfolio that would give rise to any payments from Devonshire to Barclays. 

There would also have been delivery of collateral required to be made by Devonshire in the 

event that Barclays’ mark to market figures increased in the future, or a reduction in the event 

that they decreased. 

[384]      The theory of whether there would be a loss or gain on early termination 

depended on whether, in the language of the market, the swaps were "in the money" or "out of 

the money" to a party. In this case whether Barclays was in or out of the money on the swaps at 

any time depended on the amount it was paying to Devonshire for credit protection. The amount 

that is paid for credit protection at any time in the market depends upon the market's view of risk 

of loss in the bond portfolio against which the protection is bought. Under the swap contracts 

between Barclays and Devonshire, Barclays was paying 61 basis points on a notional amount of 

protection of $6 billion worth of bonds.  

[385]      If the market's appetite for risk increased at a later date, narrowing market 

spreads, the market price for protection on those bonds would decrease below 61 basis points and 

Devonshire would be said to be in the money as against Barclays  as it would be receiving more 

than the market would have required on a new contract. Barclays would gain on an early 

termination at that time as it no longer would have to pay more than the market price for the 

protection, and this gain would be measured by the amount someone would have to pay to 

Barclays to take over Devonshire’s position. On the other hand, if the market's appetite for risk 

decreased at a later date, and margins widened, as dramatically happened because of the market 

turmoil by the time of the early termination in this case, the market price for protection on the 

bonds would have increased above the 61 basis points that Barclays was paying, and Barclays 

would be said to be in the money as it would be paying less than what the market would have 

required on a new contract at that time. The value of Barclays‘s loss caused by the early 

termination would be the amount someone would have to be paid by Barclays to replace 

Devonshire. 

[386]      Of the $1.2 billion claimed as a loss, $1.02 billion represents what Mr. Lee said 

was the market value of the two swaps (not including the risk on the ABS portfolio of the 
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underlying portfolio) based on a model used by Barclays.  The balance consists of various 

theoretical incremental hedge costs that would have been made, assuming Barclays was starting 

from a clean plate, i.e. starting a new swap agreement with a new party.  

[387]      The value of $1.02 billion was obtained from a proprietary model developed by 

Barclays which it used on a daily basis to obtain what it calls a mark to market value of its 

various trading positions. This model is of a type that was referred to by the experts as a 

Gaussian copula model. Inputs to the model were made daily by Barclays traders.  Mr. Lee 

testified that the mark to market derived from the model is a representation of the market value 

of a derivative at a point in time.  It calculated the market value by using mid-market values that 

did not include a risk premium for the trade. 

[388]      A further $185 million of the claimed Loss related to hypothetical hedging costs 

that the Barclays model recommended for the replacement trade.  The hedges were credit default 

swap hedges, to reflect the "offer side" price Barclays would have to pay above the mid-market 

mark to market value derived from the Barclays model, interest rate hedges, foreign-exchange 

hedges, correlation hedging and a charge referred to as a "quanto" charge. The final $13.7 

million of the claimed Loss represented the hypothetical replacement cost of credit protection on 

the underlying ABS portfolio. 

[389]      Thus, Barclays calculated its loss caused by the early termination to be what it 

said was the market value of the swaps of $1.02 billion, based on its model that it uses, plus 

theoretical hedging costs for a total of $1.2 billion.  

[390]      Mr. Lee’s calculation of loss was supported by Dr. Hull, who is a professor of 

derivatives and risk management at U of T’s Joseph L. Rotman School of Management. He used 

different models, looked at various indexes and information and concluded that Barclays’s 

valuation of the bond portfolio protection was reasonable. He valued the ABS protection and the 

incremental hedging costs at a little less than Barclays, saying his assumptions were 

conservative, and concluded that the amount due to Barclays was $1.082 billion. He opined that 
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Barclays followed the required procedures and that its estimate of loss of $1.2 billion was 

reasonable. 

[391]      Barclays’ method of calculating its loss was also supported by Mr. Anthony 

Draycott who at one time was a derivatives trader and since 2007 has been a consultant involved 

in residential mortgage backed securities and exposures created as a result of synthetic exposures 

to residential mortgage backed securities. Mr. Draycott has no experience in transacting 

leveraged super senior derivative credit transactions. His opinion is that the only appropriate way 

to value a loss given the default of a counterparty is to estimate the cost of replacing the contract 

and that financial institutions would do that only by using mark to market models like that used 

by Barclays. 

[392]      Professor Hull stated, and Ms. Rahl agrees, that assets can be valued in two broad 

ways: (1) using the valuations of related assets; or (2) estimating expected cash flows and 

discounting them to the present.  They agree that market practice is normally to use the first 

approach, and in particular, by the use of a Gaussian copula model. Ms. Rahl refers to this as a 

mark to model method. Dr. Hull refers to it as a mark to market model. Mr. Draycott says that 

the only way to value the contract in question here is to use a mark to market model. 

[393]      In this case, for several reasons, Ms. Rahl’s opinion is that a mark to model 

method of calculating loss as of January 13, 2009 does not lead to a commercially reasonable 

valuation and that a discounted cash flow valuation is more reasonable. The key difference 

between the experts is whether, in the circumstances of this case, a mark to model or cash flow-

based valuation is justifiable as of January 13, 2009.  

[394]      Barclays relies heavily on statements in U.K. cases to the effect that the Market 

Quotation measure and the Loss measure are intended to lead to broadly the same result, and 

argues that therefore a proxy for the Market Quotation method of calculating the settlement 

amount should be used. 
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[395]       In Peregrine Fixed Income Limited (in liquidation) v. Robinson Department 

Store Public Company Limited plc. [2000] Lloyd’s Rep. Bank. 304 (Q.B.)(Commercial Div.), the 

issue was the gain that had to be paid by the non-defaulting party Robinson to the defaulting 

party Peregrine under an interest rate swap contract for the future payments that Robinson was 

relieved of as a result of the termination of the contract due to Peregrine having gone into 

liquidation which under the contract automatically terminated the contract. The defaulting party 

had already performed the whole of its side of the bargain. The present value of future payments 

that would have been paid by Robinson to Peregrine but for the termination was $87 million, 

whereas the quotations obtained under Market Quotation was only $9.5 million, the reason being 

that Robinson was also under financial stress and the market considered its risk of default to be 

high and thus substantially discounted what it would have to pay to take over the payments to be 

made by Robinson. Moore-Brick J. concluded that the Market Quotation method did not produce 

a commercially reasonable result and that the gain was to be calculated using the Loss method.  

[396]      In the course of his reasons, Moore-Brick J. accepted submissions from Peregrine 

that his reading of the ISDA Master Agreement indicated that the Market Quotation measure and 

the Loss measure were intended to lead to broadly the same result. He stated: 

 Loss is defined in terms which make it clear that loss of bargain is one of the 
principal heads of damage intended to be covered and both Section 6(e)(i)(3) and 
Section 6(e)(iv) indicate that the Market Quotation measure and the Loss measure 
are intended to lead to broadly the same result. 

[397]      Section 6(e)(i)(3) does not deal with this issue. I am not sure that it can be said 

that section 6(e)(iv) leads to the categorical statement that the two measures are intended to lead 

to broadly the same result, such that as claimed by Barclays, the Loss method must calculate loss 

by using a proxy for the Market Quotation method. Section 6(e)(iv) was inserted to prevent an 

argument that the Market Quotation method was not to be a penalty. It provides: 

 (iv) Pre-Estimate. The parties agree that if Market Quotation applies an amount 
recoverable under this Section 6(e) is a reasonable pre-estimate of loss and not a 
penalty. Such amount is payable for the loss of bargain and the loss of protection 
against future risks and except as otherwise provided in this Agreement neither 
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party will be entitled to recover any additional damages as a consequence of such 
losses. 

[398]      If the Loss method required the loss to be calculated by using a proxy for the 

Market Quotation method, as contended by Barclays, one would have expected there would have 

been a similar clause dealing with the Loss method to prevent an argument that it too was a 

penalty. There is no such clause. This is understandable as the definition of Loss, unlike the 

definition of Market Quotation, does not prescribe any method to calculate Loss other than it 

must be reasonable. It deals with heads of loss. 

[399]      Professor Hull testified on cross-examination that he always assumed that the 

Loss method was a proxy for the Market Quotation method, but was reluctant to say that the 

definition of Loss directed that as he said he was not an expert at reading legal documents and 

legal definitions. When pressed, he said he would rely on the last sentence of the definition. That 

sentence, however, makes clear that unlike the Market Quotation method, a party in determining 

its loss under the Loss method need not use quotations from leading dealers in the market. Ms. 

Rahl too testified on cross-examination that the practice and expectation is that Loss is a proxy 

for Market Quotation and that in normal circumstances one would expect that they would 

normally arrive at similar results. Her evidence was for several reasons the circumstances were 

not normal.  

[400]      While it may be understandable in a legal context to say that the two measures are 

intended to lead to broadly the same result in a case such as the case before Moore-Brick J. in 

Peregrine in which the Market Quotation method led to three firm bids being received, and to 

conclude that the bids from the Market Quotation method led to a commercially unreasonable 

result as opposed to the Loss method, the case said nothing about how the Loss calculation 

should be made. The figure for Loss was agreed, being the present value of the future stream of 

payments that would not have to be made by Robinson because of the default of Peregrine. That 

method of valuation of Loss was not at all an attempt to use some model to proxy the Market 

Quotation method of valuing the gain.  
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[401]      I have difficulty with unequivocal statements such as that made by Gloster J. in 

Pioneer Freight Futures Company Ltd. (in liquidation) v. TMT Asia Ltd., [2011] EWHC 778 

(Comm.) that it is plain that Market Quotation and Loss purport to broadly achieve the same 

result. There is little in the inch thick book of "Key Agreements" before me that can be said to be 

plain. The definitions of Market Quotation and Loss are quite different and to say that they are 

intended to lead to the same result because the word "bargain" is contained in the no penalty 

provision for Market Quotation and also in the definition of Loss is to my mind too simplistic. 

[402]      For the Market Quotation method to work requires clearly that there be a liquid 

market in the particular swap product. Parties to the ISDA Master Agreement who choose the 

Market Quotation method, such as Barclays and Devonshire, agree that on the termination of a 

contract, settlement will be made on the basis of what the liquid market tells them is the amount 

needed to replace the economic equivalent of any payment and delivery that would have been 

required to be made but for the termination. But if there is no liquid market for the swaps, as was 

the case as no firm bid was available, does it follow that the contract means that the loss as 

defined in Loss is to achieve the same broad result as Market Quotation and that a proxy for 

Market Quotation is therefore to be used? How could one necessarily know what that broad 

result of Market Quotation was? If there were evidence of a market for the swaps, such as say 

two bids having been received, it might be possible to say that the two methods were intended to 

lead to the same result, but if not, how can one be so sanguine as to say that they were. 

[403]      It may be just as commercially logical to think that the contract was meant to say 

that if there is a market price for the particular swap identified by leading market makers, 

settlement will be made on the basis of that market price. However, if a market price cannot be 

identified, the parties are left to determine the settlement amount by looking at the actual 

commercially reasonable loss or gain incurred. It makes little sense, in my view, for a party to 

say that there is no identifiable market price, because no one will make a firm bid, i.e. there is no 

market for the swap, and so we will use some construct to come up with a price as if there were a 

market and call that construct the market value of our loss. That would be making an assumption 
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that there is a functioning market, and if there is no functioning market, I see no basis to 

construct one. The definition of Loss certainly does not indicate that in its language.  

[404]      What principles should be used in determining Loss? The ISDA Master 

Agreement defines Loss, and it is that definition which governs.  

  
[405]      Assuming that Barclays was entitled to terminate the swap contracts, its loss of 

bargain on early termination would be the value to Barclays of the contracts at the time of the 

termination. If the Market Quotation method could be used and at least three quotations were 

received, what the value of the terminated swaps was would be easily determinable.  

 
[406]      Without a Market Quotation determination, as in this case, Barclays in my view 

must establish on a balance of probabilities that the market in fact would have been prepared to 

enter into a transaction to replace Devonshire on its swap contracts on the terms asserted by 

Barclays in its claim for Loss in this case. If Barclays is unable to establish that, then Loss must 

be determined on some other basis. 

[407]      The construct of the $1.2 billion claim was based on a Gaussian copula model 

utilized by Barclays. How that model works and what goes into it is, to say the least, quite 

complex. That is clear from the reports of Professor Hall and Ms. Rahl. The dollar figure that 

Barclays derived from its model does not seem to be seriously in dispute as a figure derived from 

a model based approach. Professor Hull and Ms. Rahl each did a model analysis and both 

concluded that Barclays’ figure was reasonable. Ms. Rahl, of course, did not think that a model 

analysis was appropriate if the valuation date was to be January 13, 2009. If a Gaussian copula 

model approach is accepted as the right method to value, no one can seriously quarrel with 

Barclays’ number. 

[408]      However, the fact that a model can be used to derive a price for a transaction for 

which there is no actual market price available, as in the case of Devonshire, does not necessarily 

mean that it is the price that the swaps in question would trade for in the market, particularly 

when we know that the swaps in question did not attract a firm bid in the market at the time. I do 
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not accept the assertion of Mr. Lee that there was a market for the Devonshire swap contracts. 

No firm bids were received.  

[409]      I accept Ms. Rahl’s evidence that the market for products such as the Devonshire 

swaps was a highly illiquid market. Professor Hull’s evidence was that he had not done any 

analysis of whether there was liquidity for this product and he was not sure if it was liquid or not. 

[410]      Mr. Lee did say that the inputs for the Barclays model were readily observable 

throughout 2008 and 2009, but on the evidence before me the fact that single name CDS or 

indexes of tranche risks traded does not necessarily mean that the indicated value that the model 

threw out was a value at which the Devonshire swaps would have traded on January 13, 2009. In 

this regard, Mr. Lee admitted that the Barclays model did not take into account the fact that the 

Devonshire swaps had triggers giving Barclays the right to make calls for more collateral. The 

triggers for collateral calls in the Devonshire swaps as negotiated in 2006 were triggers that the 

Devonshire investors such as the Caisse were no longer prepared to accept in the restructuring 

negotiations. Mr. Lee also admitted that the model did not take into account the fact that the 

Devonshire swaps were non-recourse, a feature he admitted would be relevant to someone 

wanting to step into the shoes of Devonshire. He admitted that someone such as UBS would 

want to be paid more if the swap were full recourse than if it were non-recourse.  He also 

admitted that the model did not take into account the stop-loss feature that permitted Devonshire 

to terminate the swaps if a collateral call were made, although he questioned the value of that as 

Barclays could also terminate the swaps if a collateral call was not met by Devonshire.  

[411]      Ms. Rahl’s opinion is that although Barclays’ loss calculation methodology could 

be considered mathematically accurate in evaluating a standalone collateralized swap obligation, 

it does not value the transaction with all of the features laid out in the transaction documentation. 

In this I agree and accept her view to the extent of Mr. Lee’s admissions as to what was not 

included in the Barclays’ model. 

[412]      It is one thing to say that using a Gaussian copula model is standard market 

practice to value a trade, as Mr. Lee, Professor Hull and Mr. Draycott said, but that does not 
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necessarily make it appropriate in all circumstances.12 Professor Hull did not say he had seen 

such a model used to value a synthetic swap contract for determining Loss in circumstances in 

which it was not possible to use the Market Quotation because no bids were received, nor did he 

say that he had seen it used during an illiquid market.  

[413]      Mr. Draycott’s report was to the effect that a market maker such as Barclays 

values its contracts on a periodic basis using a mark to market model. He said that market makers 

assemble portfolios of derivative transactions with offsetting market risks in order to avoid 

creating an aggregate P & L that is exposed to market risk. The methodology used to value these 

transactions is a mark to market model. What Mr. Draycott was talking about was the method of 

calculating the value of contracts during their currency, and not when there has been a 

termination and not in circumstances of a highly illiquid market. His report said that he 

understood, which I took him to mean that he did not have firsthand experience, that the purpose 

of a valuation caused by the event of default was to determine the actual, or estimated cost to the 

non-defaulting party of replacing the terminated derivative transaction. On his cross-examination 

he said that default of a derivative counterparty is an extremely rare occurrence and that there 

have been very few in history. He said he had done dozens of valuations of a derivative product 

on voluntary terminations, but what those were or in what circumstances was not said.  

[414]      Mr. Draycott said in his report that there was a market for the Devonshire swap 

contracts on January 13, 2009. He also said that although there were few trades in bespoke 

tranches similar to the Devonshire swaps in January 2009, it was possible to observe market 

                                                 
12 In his opening, Mr. Howard said that it is Barclays’ contention that the parties were contractually required to 
value the trades at any point in time by using the Barclays model when determining if the market had moved to the 
point that collateral calls were triggered that would require Devonshire to post more collateral and that this 
contractual provision required the model to be used to value the trade on an early termination. This argument was 
not made in Barclays’ written or oral submissions at the end of the case. The provision in question is contained in an 
annex to the ISDA Master Agreement called the Seller CSA, dealing with collateral calls, in which Exposure is 
defined as the amount that would be payable to Barclays as determined by Barclays in its sole discretion using its 
proprietary correlation model. My reading of the documents is that while Devonshire agreed to the use of Barclays’ 
model for the purposes of determining whether collateral calls could be made, that provision did not purport to say 
that the model had to be used to value the swaps in the event of early termination. To have done so would have been 
inconsistent with the direction that Market Quotation was to be used if possible.  
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inputs. He relied on the bid from USB. He did not realize at the time of his report that the bid 

was not a firm bid and acknowledged his error on cross-examination. He also relied on the fact 

that Barclays bought some of the Devonshire notes from noteholders in 2008 at prices he said 

were determined by a valuation of the transactions in place between Barclays and Devonshire. 

On cross-examination, he said that was based on an assumption that the parties would have based 

the price on what the transaction was worth. He acknowledged that he did not take into account 

what else the parties might have been considering, such as whether there was any value to 

National Bank settling over what value may have been in the notes. In my view Mr. Draycott 

was overreaching in his statements that there was a market for the Devonshire swaps in January, 

2009 and that there were observable market inputs. Mr. Draycott was not a trader in the market 

at that time and had no experience with swaps such as the Devonshire swap contracts. I do not 

accept his evidence that there was such a market or observable inputs. 

[415]      In this case, the ABCP market in January 2009 had been frozen and in turmoil for 

seventeen months and the collapse of Lehman Brothers and other financial institutions had 

caused the worst financial crisis in the market in 2008 since at least the 1930s. The terms of the 

Montreal Accord restructuring twice had to be changed in the latter part of December 2008. It is 

hardly surprising that no firm bid to replace Devonshire in the swap contracts that it had with 

Barclays was received. It is clear that the market did not have an appetite for it. 

[416]       The Caisse, the largest investor in the Canadian ABCP market, was no longer 

prepared in January 2009 to accept the original 2006 Devonshire trade terms. The Caisse, like 

other investors in the Montreal Accord restructuring, demanded a moratorium on collateral calls 

for 18 months, a cap on collateral calls that could be made afterwards and a change in the trigger 

for collateral calls from mark to market to spread/loss triggers, which Barclays did not want. If 

the Caisse would no longer live with the 2006 terms of the Devonshire swaps, it is unlikely that 

any other investor would have agreed to those terms. The lack of any firm bid in January 2009 

when Barclays sought firm bids from four leading market dealers was an indication of that.  

[417]      While under the Barclays valuation scenario, $1.02 billion would be paid to an 

investor replacing Devonshire, the investor would be required to post $600 million collateral as 
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Devonshire had done at the outset, and also post an additional $900 million collateral. This was 

because of the increase in Barclays’s mark to market figures that had occurred by January 13, 

2009 and the increase of the trigger point to 16.5%. If those figures increased, further collateral 

would have to be posted by the new investor. 

[418]      Barclays contends that an investor would have been prepared to post $1.5 billion 

in collateral, just as Devonshire did in 2006 by putting up $600 million in collateral. If that 

occurred, and if the marks continued to increase after January 13, 2009 due to the market 

upheaval and uncertainty at the time, the replacement investor would be obliged to post more of 

its own money as collateral. Selling notes to other investors by the new investor to raise money 

to meet the increasing collateral calls would in all likelihood not have been available as an option 

to the new investor. The sophisticated investors in the Devonshire notes would not accept the 

terms of the original swaps and it is unlikely anyone else would either. The market upheavals of 

2008 in particular made such terms unmarketable, as became clear to Barclays in its negotiations 

with the Caisse in 2008. If other investors would not be prepared to accept such terms, why 

would a new investor dealing directly with Barclays be any different? If a collateral call made by 

Barclays was not met, Barclays would be in a position to terminate the swaps and claim a loss 

that if accepted, might eat up the collateral already posted by the new investor. There is certainly 

no evidence at all that any replacement investor would likely be ready to put up $1.5 billion in 

collateral in the market as it existed in January 13, 2009, and accept such a risk, even if it 

received $1.02 billion up front. The money up front was not for the purpose of the investor 

having money available for collateral calls, but to compensate for the lower basis points it would 

receive rather than what Barclays mark to market figures said should be earned.  

[419]      In his evidence, Mr. Lee said that if a bidder such as UBS had said they would 

step into Devonshire’s shoes for a payment of $850 million, Barclays would have accepted the 

bid. However, there is no evidence at all that UBS or any other investor would have been 

prepared to post $1.5 billion in collateral with an upfront payment of $850 million. The 

“indicative” or non-binding bid from UBS was for a payment of $2.18 billion to be paid to UBS, 

and Professor Hull agreed that it was not a commercially reasonable bid from Barclays’ point of 
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view either. His view, understandably, was that Barclays would not want to run the risk that the 

trigger point for a collateral call might move from 16.5%, where it was at on January 13, 2009, to 

17% and see UBS refuse to put up more collateral and keep the difference between the $2.18 

billion paid to it and the $1.5 billion in collateral it had put up.  

[420]      Barclays points to evidence given by Ms. Rahl on her cross-examination that in 

the absence of the standstill agreement, she would have probably done what Mr. Lee and 

Professor Hull had done. Her view, however, was that the standstill had economic consequences, 

including having to value the Devonshire swaps on January 13, 2009 in highly illiquid times.   

[421]      Barclays also points to Ms. Rahl’s evidence that in order to purchase equivalent 

protection in January 13, 2009, Barclays would have had to pay over $1 billion on an unsecured 

basis. That is not evidence, in the context of her evidence as a whole, that she was of the view 

that such a contract would be made. Her evidence was to the opposite effect. Her view was that 

on the construct of the Devonshire swap contract terms, a replacement investor would receive $1 

billion and be required to initially post $600 million. It would then be obliged to pay a further 

$900 million in collateral because of the movement in the mark to market figures. The request 

for firm bids by Barclays provided for this additional amount to be paid “immediately on the 

effectiveness of the Transactions”. If it failed to post the further $900 million, Barclays would 

have lost the difference between the $1 billion it paid out and the $600 million it received in 

collateral. Her view was that Barclays would never make such a deal. She was not challenged on 

this. Even if, as Barclays contended in argument, it would never have closed the replacement 

trade with a new investor unless the total $1.5 billion were paid by the investor on closing, there 

was no evidence from Ms. Rahl or anyone else that such a replacement trade was likely to occur. 

[422]      In my view, Barclays has not established that the model that it used valued the 

Devonshire swaps with its conditions as they existed from the time the swaps were agreed in 

2006. What a different model might have calculated is of course not before me. 

[423]      Nor am I satisfied that Barclays has established on a balance of probabilities that 

its claimed loss of $1.2 billion is a value that the market in fact would have placed on the 
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Devonshire swaps and that its loss calculation is commercially reasonable. While its model 

indicated that its Devonshire swaps were in the money, and that their value was $1.2 billion, the 

evidence does not support such a real value. It is an artificial construct. Barclays has not 

established that the swaps had the replacement value it claims they had at the time it decided to 

terminate the Devonshire swaps in January, 2009. 

[424]      What then is the measure of Barclays’ loss on this transaction?13  One is driven to 

consider the cash flow analysis of Ms. Rahl.  

[425]      Ms. Rahl’s opinion was that the most appropriate method was to determine 

Barclays loss based on the actual and real-world projected losses of the underlying synthetic 

portfolio over the remaining life of the trades had they remained in place. She calculated the loss 

to Barclays using a cash flow analysis. Her reasons for using a cash flow analysis rather than 

using a mark to model method of calculating the loss were severely criticized as being contrary 

to market practice. She acknowledged that the usual practice was to use a mark to market model, 

and said but for the standstill agreement and its adverse economic effect on what would have 

been the normal way the Devonshire trades worked she would likely have done the same thing.  

[426]      Ms. Rahl used models of the kind that are ordinarily used by market participants 

in structured finance to project cash flows and by investors to decide whether to buy or sell 

trades as these models provide what she referred to as a real-world estimate of loss. This method 

differs from using implied estimates taken from market data that contain market perception 

driven risk premiums. She used models developed by Standard & Poor’s and Moody's Investor 

Services to predict losses on the underlying portfolio of bonds. She did this analyzing the 

Devonshire II portfolio as it was the riskier of the two. She concluded that the expected losses 

over the life of the trade that would exceed the attachment point for the trades, given expected 

defaults as of January 13, 2009, was $12,347. Professor Hull agreed that rating agencies such as 

Moody’s use of historical data to reach a conclusion of expected losses was a recognized way of 

                                                 
13 Barclays led evidence from Ms. Franke, a director in its product control group in London as to the accounting 
treatment of the Devonshire swaps in its books. Barclays acknowledges that her evidence is not relevant to the 
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calculating real world financial losses. Mr. Draycott does not dispute that Ms. Rahl used the 

rating agencies’ models as they intended them to be used, but he like Professor Hull disputed 

their relevance.  

[427]      I accept Ms. Rahl’s opinion that these models are used by market participants as 

she described. I also accept Ms. Rahl’s evidence that during the period in question many 

financial institutions used credit loss projections for mortgage backed securities, collateralized 

debt obligations and other structured products because the variance between fundamental 

analyses and market quotes diverged so dramatically as market quotes reflected an illiquid or 

dislocated market.  

[428]      Ms. Rahl then added to her de minimus figure of $12,347 a risk premium. Her 

evidence was that market spreads for a credit default swap imply a loss that is generally much 

higher than the real-world loss market participants would actually expect. She said that the 

difference between the real-world estimate of loss and the market implied estimate of loss is the 

market risk premium. Her opinion was that the events of late 2008 and early 2009 resulted in 

extraordinarily high and temporary risk premiums that did not reflect the likely losses in the 

future. She therefore used which she referred to as a "normalized" risk premium, which she 

derived by averaging the risk premiums in the CDS markets in August and November 2007. She 

also looked forward to the risk premium in the CDS market in April 2010 and determined that it 

was at the same level as her average of August and November 2007. Assuming that using a 

normalized risk premium is appropriate, I do not see anything wrong with looking at what 

happened after January 13, 2009 if it is used to consider the reasonableness of the assumptions 

that she made in using data prior to that date. It would not be appropriate to use it as a hind sight 

basis for her opinion, and I think it can be fairly said that she did not do so. 

[429]      The risk premiums that Ms. Rahl derived in August and November 2007, and also 

in January 2009, were taken from mark to model valuations of the Devonshire II underlying 

bond portfolio. These valuations valued the swaps in August 2007 at $107 million, in November 

                                                                                                                                                             
calculation of the Settlement amount, and I do not take it into account. The accounting treatment cannot establish 
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2007 at $157 million and in January 2009 at $544 million. By subtracting the expected cash flow 

losses of nil in August and November, 2007 and $12,347 in January, 2009, she calculated the 

risk premiums at $109 million in August 2007, $157 million in November 2007 and $544 million 

in January 2009. She averaged the August and November 2007 figures to “normalize’ the risk 

premiums to get a risk premium of $132 million for the Devonshire II portfolio, as compared to 

the risk premium for that portfolio in January 2009 of $544 million. She then assumed the risk 

premium for the Devonshire I portfolio would be no higher and likely lower than Devonshire II 

as it was a slightly less risky portfolio, and used a normalized risk premium for it using the 

Devonshire II risk premium of $132 million. The total risk premium she calculated was therefore 

$264 million. 

[430]      Ms Rahl then added this total normalized risk premium of $264 million to the 

expected cash flow loss above the attachment point of $12,347 to get a total loss of $264 million. 

[431]      I have some difficulty with this theory. If a reasonable forecast on a cash flow 

basis of what Barclays has lost by the termination of the swaps is the key, I do not understand 

why the loss is not the present value of the expected loss of $12,347. Dr. Hull agrees that the 

alternative cash flow method of valuing an asset is to estimate the cash flow and then discount 

that cash flow at an appropriate discount rate. He said nothing of adding some risk premium. Ms. 

Rahl herself said in her report that one could argue that the cash flow projection is the loss. She 

went on to say, however, that to be conservative, she would add a normalized risk premium to 

the cash flow.  

[432]      However, the theory of what Barclays’ actual loss is would not lead one to add a 

risk premium to an expected cash flow loss, based on a mark to model basis, which Ms. Rahl 

says is not an appropriate way to value in January 2009, let alone a premium of $264 million on 

$12,347. I do not understand the conceptual basis for doing so. In my view, the loss to Barclays 

is the present value of $12,347, which I will call $12,000 dollars as it is not known when the 

                                                                                                                                                             
what the Barclays loss was. 

20
11

 O
N

S
C

 5
00

8 
(C

an
LI

I)

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 307 of 357



 
 
 
 

Page: 124  
 

 

  

expected losses of the underlying portfolio would exceed the attachment points of 16 and 15 % 

on the two swaps. 

[433]      If Barclays had incurred costs in closing hedges as a result of the early 

termination, it would be entitled to those costs. However it led no evidence of such costs. 

[434]      It was Ms. Rahl’s view that there should be deducted from the amount of the 

Barclays loss the liquidity payments that she says would have been made if Barclays had not 

breached its obligations in July 2007 and made the liquidity payments requested by Devonshire. 

Her view is that the full amount of the liquidity line would have been demanded and paid by 

November, 2007 because of the market conditions, and this amount should be deducted from 

whatever Barclays’ loss is calculated to be. I would not make such a deduction. The loss of 

Barclays is calculated as of January 13, 2009 on the assumption it was entitled to terminate the 

swaps on that day, and by then the liquidity facility had expired. I understand Ms. Rahl’s opinion 

that the standstill agreement changed the dynamics of the swaps as contracted for, which no one 

questions, but that was agreed. I would not make the deduction. 

(d)  Mitigation issues 
 

[435]      In light of my decision on the quantum of Barclays’ loss, these issues are of little 

importance. However as they were fully argued and evidence was led, I will deal with them. 

[436]      Devonshire takes the position that Barclays had an obligation to mitigate its loss 

and that there were losses that Barclays could reasonably have avoided by taking appropriate 

hedging strategies in 2007 to avoid any losses above the collateral that was pledged by 

Devonshire to Barclays. It says that in a determination of Loss, the ISDA Master Agreement 

contemplates a measure of damages precisely mirroring the ordinary common law damages 

payment. Loss  is defined to include: 

 an amount that party reasonably determines in good faith to be its total losses and 
costs … including any loss of bargain, cost of funding or, at the election of such 
party but without duplication, loss or cost incurred as a result of its terminating, 
liquidating, obtaining or re-establishing any hedge or related trading position… 
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[437]      Devonshire says that compensating a contracting party for the loss of bargain on 

the termination of a contract is precisely what the common law measure of damages is meant to 

achieve. S.M. Waddams, The Law of Contracts, states at paras. 698-699 that loss of bargain is 

the fundamental expectation measure of damages in contract law: the party is placed back in the 

place they would have been had the contract been performed. 

[438]      Firth, supra, at para. 11.140 dealing with Loss states: 

 The contractual measure of damages applies for this purpose, i.e. the objective is 
to ascertain what amount is necessary to put that party in the position it would 
have been in if the terminated transactions had been fully performed. 

[439]      The obligation to act reasonably to avoid loss is often referred to as a duty to 

mitigate. It is a corollary to the requirement that the party claiming damages cannot be 

compensated for a loss that it could reasonably have avoided.  At common law, loss that could 

reasonably be avoided cannot be regarded as having been caused by the breach. In case of doubt, 

the plaintiff will usually receive the benefit, because it does not lie in the mouth of the defendant 

to be overly critical of good faith attempts by the plaintiff to avoid difficulty caused by the 

defendants wrong. See S.M. Waddams, supra, at para. 15.140 and Koch Marine Inc. v. D'Amica 

Societa di Navigazione A.R.L. (the "Elena d'Amico") [1980] 1 Lloyd's Rep 75 at p. 89 (QB per 

Robert Goff J.) 

[440]      Firth, supra, further states at para. 11.148: 

 The determining party’s duty to act reasonably and in good faith probably means 
that the Loss must be determined on the assumption that the determining party has 
taken reasonable steps to minimise any costs or losses it suffers as a result of the 
termination of the transactions. Equally, if the determining party has actually 
avoided such costs or losses, this probably has to be reflected in the computation, 
even if the steps it took went beyond what was reasonably required. Such an 
approach is similar to the common law rules on mitigation to the assessment of 
damages for breach of contract. 

[441]      Barclays points to the provision in the Second Method and Market Quotation 

provisions that the parties chose which provides for a settlement of amounts owing by the 
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defaulting party to the non-defaulting party and vice versa, and asserts that the common law of 

damages plays no part. It relies on dictum of Moore-Bick J. in Peregrine, approved by Flaux J. 

in Britannia Bulk that the fact that a non-defaulting party must account to the defaulting party for 

any gain clearly deprives an event of default of most of its characteristics as a breach of contract. 

Barclays also refers to a comment by Flaux J. that it is a misconception to seek to equate the 

Loss provision with what the position would be if the non-defaulting party had a claim for 

damages at common law. 

[442]      I agree with Barclays to the extent that the ISDA Master Agreement contemplates 

payments by a non-defaulting party to a defaulting party, the common law position that only the 

party that breaches a contract is liable to pay has been modified by contract. But that does not, in 

my view, necessarily mean that common law contractual principles are entirely abrogated.  

[443]      Barclays also contends that the parties expressly contracted out of the necessity of 

mitigation. It relies on two provisions of the Amended and Restated Master Credit Derivatives 

Confirmation Agreement and its Annex 1. The first provides: 

 Barclays Bank PLC does not guarantee the performance of or otherwise stand 
behind the reference entities or reference obligations referred to herein and is 
under no obligation to make good losses suffered as a result of credit events with 
respect to any such reference entity or reference obligation.  Barclays Bank PLC 
is not required to hold any reference obligations and no inference may be drawn 
from this document that Barclays Bank PLC holds any such reference obligations 
or has any credit exposure to any reference entity.  Devonshire acknowledges and 
agrees to the foregoing. 

[444]      The second provides: 

 The parties confirm that no Transaction is intended to be and no Transaction 
constitutes a contract of surety, insurance, guarantee or indemnity.  The parties 
acknowledge that the payments to be made by the Seller [Devonshire] will be 
made independently and are not conditional upon the Buyer [Barclays] sustaining 
or being exposed to risk or loss and that the rights and obligations of the parties 
hereunder are not dependent upon the Buyer owning or having any legal, 
equitable or other interest in the Reference Obligations or mitigating any actual 
loss suffered. (underlining added) 
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[445]      I do not see the first clause as having anything to do with mitigation. It and the 

second clause are part of the structure of the “synthetic” nature of the credit default swaps, in 

which Barclays has no ownership interest in the underlying portfolio in which it is buying credit 

protection. The “payments” referred to in the second clause are clearly payments to be made by 

Devonshire to Barclays on the happening of Credit Events, i.e. when losses on the underlying 

portfolios reach the attachment point and credit protection payments become due. The reference 

to Barclays not having to mitigate any actual losses suffered can only be in reference to those 

payments and to losses suffered on the underlying bond or ABS portfolio that gives rise to the 

credit protection payment. It has nothing to do with the measure of Loss in the ISDA Master 

Agreement. 

[446]       Barclays also asserts that a duty to mitigate arises only on a breach, and that the 

breach here was on January 13, 2009. Thus there could be no obligation to mitigate before then. 

In this case, however, the breach relied on was the insolvency of Devonshire, which Barclays 

pleaded began on August 13, 3007 when notes that were not rolling became due. Barclays cannot 

resile from that pleading. The fact that Barclays waited until January 13, 2009 to declare a 

default would not preclude any duty to mitigate in the face of an earlier breach. 

[447]      Hedging is a technique employed by market practitioners to neutralize the risks of 

a particular trade. Devonshire relies on the evidence of Ms. Rahl that a prudent manager of a 

CDS trading desk would have frozen the Devonshire trade as an economic hedge as of August, 

2007. She testified that once the standstill came into place in August 2007, Barclays should have 

unwound or bought back trades that amounted to hedges on the Devonshire CDS protection in 

excess of the collateral. This would have had the economic effect for Barclays of it not facing 

any exposure above the capped amount regardless of the resolution of the standstill situation. 

[448]      Ms. Rahl further testified that even if the hedges had not been frozen at the 

amount in August 2007, in light of the stop loss provision, at the very least Barclays should have 

capped the trade once the atop loss trigger was hit in November 2007.  The 5% trigger had been 

breached by then and Barclays had clearly not been able, and was not entitled under the Montreal 

Accord, to receive any additional collateral. 
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[449]      On his cross-examination, Mr. Draycott agreed that it would be prudent for a 

trader to adjust his hedges if he had an expectation that the mark-to-market might not be 

recovered on a default.  

[450]      Devonshire asserts that Barclays should have realized at the latest by November 

27, 2007 that it would have no access to more collateral and that it should have protected itself 

from losses higher than the collateral it had access to by appropriate hedging. Barclays should 

have recognized that with a built-in recourse cap, the trade could not possibly be worth more 

than that to Barclays and, as a result, its reasonable good faith estimate of loss could not have 

exceeded the collateral. 

[451]      Barclays contends that because of the way it ran its hedging, it would not be 

possible to isolate hedges related to Devonshire and deal with them individually. Mr. Lee 

testified that Devonshire was hedged throughout as part of a bespoke correlation book that 

contained approximately 500 bespoke tranche trades, 50,000 single name CDS trades, and 

several hundred interest rate and currency swaps all together having a $200 billion notional size.  

[452]      Although the trade was viewed by Barclays’ personnel as non-recourse, it did not 

initially book it as such. Barclays’ internal trade approval noted that the trade was to be booked 

as a full-recourse CSO and that this was “viewed as acceptable without adjustment under current 

market conditions”, but that if a collateral call trigger was likely “an adjustment to these 

sensitivities may be deemed necessary to account for the impact of the non-recourse feature.” 

That trade approval made the “maintenance of daily sensitivity adjustments in this situation … a 

condition for approval.”  

[453]      Ms. Rahl testified that she understood this trade approval to mean that a trader 

may have to reduce his or her hedges to account for the non-recourse nature of the transaction.  

Ms. Rahl also noted that the reference to daily sensitivity adjustments meant that the precise 

mechanism to achieve appropriate hedging would have to be adjusted to reflect the fact that there 

was a stop loss on any collateral call trigger.  She testified that she understood this document to 

approve an exception to usual practice and that she would expect a financial institution to keep 
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track of these kinds of conditions or requirements, at least on a monthly, if not a daily, basis.  

Her evidence on this was not contradicted by anyone from Barclays. It confirms that Barclays 

knew from the outset that it might have to make appropriate adjustments to its hedging to reflect 

a non-recourse possibility.  

[454]      Barclays relies upon evidence given by Ms. Rahl on cross-examination as an 

admission that hedging should not be considered. She stated: 

Q. And I'm going to turn to the subject of hedging. Would you agree with me that the 
ISDA practice is that market quotation and loss are calculated without reference to 
either the existence of hedges or lack of hedges? 
A. Based on our standing understanding, yes. 
Q. And you're aware, I don't want to get into the precedent thing again, but you are 
aware that there’s legal cases’ deciding that issue to that effect? 
A. Yes. 
Q. And if someone were completely unhedged or a speculator or badly hedged, that 
makes [no] difference in the calculation of the replacement value? 
A. I would agree with you but not everybody would. 
Q. For the moment I'm content if you do. 
A. I do. 

 
[455]      I take this evidence to relate to the calculation of value of a replacement 

transaction as referred to in the definition of Market Quotation. I did not understand this 

evidence to be any admission by Ms. Rahl that in calculating a Loss, it was not appropriate to 

consider the strategies that should have been used to mitigate expected losses. 

[456]      Barclays relies on Australia and New Zealand Banking Group Ltd. v. Société 

Générale, unreported, September 21 1999 at p. 7, aff’d [2000] 1 All E.R. 682 (C.A.) as authority 

for the proposition that the definition of Loss did not include losses or gains on hedges that were 

not bound up in the early termination of the transaction. I do not read that case as assisting 

Barclays. Société Générale unsuccessfully argued that the amount due to be paid to the bank on 

early termination should be reduced by the losses it had incurred on hedges that it had entered 

into with a third party Russian Bank, the losses being caused by the collapse of the Russian 

currency and a banking moratorium being imposed. It was held by Aikens J., and upheld by the 

Court of Appeal, that the Loss provisions did not intend that losses resulting from the identity or 
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particular circumstances of the counterparty to the hedge were covered by the words “loss. . . 

incurred as a result of [the Affected Party] terminating [or] liquidating . . . any hedge".  He held 

that such a result would be unlikely because it would throw any risk associated with identity or 

circumstances of the particular counterparty to the hedge upon the other party to the contract.  

That is not the issue here. 

[457]      What puzzles me about the mitigation issue in this case is its practical effect. 

Barclays cannot recover more the available collateral, whether it is limited to the initial $600 

million posted by Devonshire, as I have found, or also includes the extra cash of Devonshire in 

its bank account that Barclays asserted was the case. The effect of the mitigation argument of 

Devonshire is that the loss claimed by Barclays should have been capped by hedging strategies 

so that the loss was not in excess of what Barclays could collect on a termination of the trades. 

[458]      In the circumstances, I see little purpose in deciding this mitigation issue. 

However, in my view the position of Devonshire should be accepted. I accept the views of Ms. 

Rahl that Barclays should have taken steps no later than November 27, 2007 to hedge the 

Devonshire transactions to limit its losses to what it could look to collect from Devonshire.  

[459]      There is another mitigation issue, however, that would have been of some 

importance had I found Barclays’ Loss to be what it claimed. In 2008 Barclays purchased 

approximately $220 million in face value of Devonshire notes for nominal consideration from 

Citibank, Desjardins and National Bank. Devonshire contends that through the purchase of these 

notes, Barclays mitigated $220 million worth of risk should Devonshire be in default. 

Accordingly, if Devonshire defaulted but retained assets, Barclays would share in approximately 

a third of the amount that would be returned to noteholders. Accordingly, Devonshire contended 

that any Loss amount payable to Barclays must be adjusted accordingly. Otherwise there would 

be double recovery. 

[460]      On December 12, 2008 Mr. Lee was doing calculations on potential losses on the 

notes held by the Caisse and the small investors. His document referred to the notional exposure 

amount of each of the trades being $2 billion, rather than the original $3 billion. The reason was 
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because of the purchase of the notes with a face value of $200 million, which represented a 

notional exposure of $2 billion, and Mr. Lee described this purchase in different ways, as 

“buying back the risk” , being “a hedge for our original $6 billion trade” and “equivalent to a sell 

of protection”. 

[461]      Barclays counters this by contending that Devonshire confuses Barclays’ 

management of its risk and the determination of Barclays’ Loss. It says that the purchase of the 

notes was a hedge of the Devonshire trades, but the fact that Barclays reduced its risk through 

this hedge does not affect the replacement cost of the trades, which were left fully intact until 

terminated on January 13, 2009. It said that it paid for the credit protection right up to the 

termination (although it claims it back on its interpretation of the waterfall provisions in the 

Trust Indenture). 

[462]      No matter how the purchase of the Devonshire notes from Citibank, Desjardins 

and National Bank was described internally, it seems to me that if Barclays were entitled to 

payment from Devonshire collateral on of a settlement on a Devonshire default for its Loss, and 

were able as well to recoup payment on the notes it acquired in Devonshire because Devonshire 

had more collateral than the settlement amount to be paid to Barclays, it would amount to 

Barclays obtaining double recovery for its loss. To this extent, if Barclays Loss is less than the 

available collateral plus Devonshire’s cash, there should be a deduction from Barclays’ Loss 

calculation of the amount it will receive from its Devonshire notes so that the Loss payable to 

Barclays is net of the amount it will receive on its Devonshire notes. 

[463]       As I have found Barclays loss to be $12,000, well less than the available 

collateral, Barclays will more than recover this amount by reason of its notes and thus its loss 

will be reduced to nil. 

(e)  Barclays’ recourse  
 

[464]      In light of the result, the issue of what assets Barclays had recourse to is moot. 

However, in light of the arguments made and evidence led, I will deal with it. 
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[465]      It is common ground that if Devonshire is the defaulting party under the ISDA 

Master Agreement, Barclays is entitled to set off amounts due to it from Devonshire against the 

initial payments of $600 million made by Devonshire.  

[466]      Barclays contended that it was entitled as well to be paid from the “residual 

assets” of Devonshire, being $183 million plus accrued interest held by Devonshire in its bank 

accounts. This amount is made up of $75 million returned to Devonshire in October 2007 that 

had previously been paid to Barclays as a result of a move in the Barclays marks, the balance of 

the  monthly credit protection payments made to Devonshire by Barclays under the ISDA Master 

Agreement from August 2007 to January 2009, which totalled approximately $37 million and the 

$71 million payment made to Devonshire on January 13, 2009.   

[467]      Barclays’ assertion is based on its interpretation of language in the Series A 

Supplemental Indenture (“Trust Indenture”).  When one looks at the document and the myriad of 

clauses that are unintelligible without looking at definitions that are also complex, it does no 

credit to the drafters in the law firms who negotiated back and forth. Clear, simple drafting was 

lost in the process. 

[468]      The Trust Indenture contains what has been referred to as a “waterfall”, or 

priority, of payments to be made by the indenture trustee CIBC Mellon Trust Company, from 

money to be paid to the trustee. The first priority is to cover costs of the trustee. The second is 

“in or towards payment and satisfaction of any Related Permitted Liens”. Barclays contends that 

the amount to be paid to it by Devonshire on the default by Devonshire is a Related Permitted 

Lien. 

[469]      Barclays relies upon the following definition of “Devonshire Financial Contract” 

from section 1.1(i) of the Series A Supplemental Indenture: 

 "Devonshire Financial Contract" means the credit derivatives transactions 
evidenced by an ISDA master agreement between the Trust and the Bank, or their 
respective successors and permitted assigns, together with the related schedule, 
master confirmation agreement (including the credit support annexes and special 
provisions annex (the "Liquidity Agreement") and transaction supplements 
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thereunder), confirmations of any other transactions thereunder and custodial 
agreements, as the same may be amended, restated, replaced, supplemented or 
otherwise modified from time to time, which, for greater certainty, (i) shall be a 
Related Asset Interest, Related Programme Agreement, Related Securitization 
Agreement and, with respect to the Liquidity Agreement, a Related Liquidity 
Agreement (ii) in respect of which the Bank shall be a Related Originator and a 
Related Specified Creditor and, with respect to the Liquidity Agreement, a 
Related Liquidity Provider, and the obligations of the Trust to the Bank under the 
Devonshire Financial Contract, including the security, lien and hypothec 
thereunder, shall be Related Obligations Secured and a Related Permitted Lien, 
(iii) but shall not be a Related Hedging Transaction." (underlining added) 

[470]      Barclays reads the underlined language to say that the obligations of Devonshire 

to Barclays under the swap transactions resulting from the termination by Barclays shall be both 

Related Obligations Secured and a Related Permitted Lien. That is, the obligation is both an 

obligation and a lien. 

[471]      To understand the argument, it is necessary to look to a number of definitions in 

section 1.1 of the Trust Indenture: 

 “Obligations Secured” means all present and future debts, expenses, liabilities 
and obligations, direct or indirect, absolute or contingent, due, owing or accruing 
due or owing from time to time by the Trust to the Specified Creditors in their 
capacity as such.  For greater certainty, amounts owing to any Specified Creditors 
by the Trust, at any time, shall include (i) the unpaid face amount of any Notes 
issued on a discount basis; (ii) the principal amount owing at such time, together 
with the accrued and unpaid interest on interest bearing Notes or Borrowings; (iii) 
accrued fees, whether or not then due and payable; and (iv) obligations to deliver 
or return collateral or other credit support under Programme Agreements. 

 . . . 

 “Permitted Liens” means, in respect of any Series of Notes and the Related 
Collateral, such liens or other encumbrances expressly permitted in any of the 
Related Programme Agreements. 

 . . . 

 “Related” is used in reference to the Notes of a particular Series or in the case of 
Notes forming part of a Multiple Issue Series, such Notes or a Transaction funded 
by such Notes, as applicable, and means, when used in conjunction with: 

 . . . 
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  “Obligations Secured” all Obligations Secured relating to the holders of 
such Notes and to Related Specified Creditors under the Related Programme 
Agreements, the Related Series Expenses and Related General Expenses or in the 
case of a Multiple Issue Series and a transaction financed or refinanced thereby, 
the obligations secured to the holders of the Notes of such Multiple Issue Series 
and to the Related Specified Creditors under the Related Programme Agreements 
the Related Issue Series and the Related General Expenses; 

  . . . 

  “Permitted Liens” Permitted Liens under a  Related Programme 
Agreement; 

[472]       Devonshire says that these sections use the words “obligation” and “lien” in a 

sense which is consistent with their ordinary meaning. “Obligation” connotes amounts owing, 

whereas “lien” connotes some form of proprietary interest that secures an obligation. The 

definitions do not contemplate that something can, at one and the same time, be an obligation 

and a lien. The definition of Related Permitted Liens leads back to the definition of Permitted 

Liens which is defined as “such liens or other encumbrances”.  There is no mention in either the 

definition of Permitted Liens or Related Permitted Liens to “obligations”. The definition of 

Related Obligations Secured leads back to the definition of Obligations Secured which is defined 

as “all present and future debts, expenses, liabilities and obligations”.  There is no mention in 

either the definition of Related Obligations Secured or Obligations Secured that such definitions 

could encompass liens. 

[473]      Under the ISDA Master Agreement and related agreements, Barclays holds 

collateral posted by Devonshire initially, being the $600 million, and any other collateral posted 

by Devonshire as the result of a collateral call by Barclays under the Seller Credit Support 

Annex, of which there is none. None of the $183 million cash of Devonshire that Barclays seeks 

to access is covered by any security agreement and thus is not a “lien or other encumbrance 

expressly permitted in any of the Related Programme Agreements”, being the definition of a 

Permitted Lien. 
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[474]      Devonshire points out that under the waterfall provisions in the Trust Indenture, 

there are payments to be made to Barclays that would be unnecessary if Barclays were to be 

entitled to be paid as it contends as second place in the waterfall. 

[475]      The waterfall provides for the payment of money by the indenture trustee as 

follows; 

 (a) First, in payment or reimbursement in the following order or priority: 

  (i) To each of the Indenture Trustee and the Issuer Trustee of the Related 
Proportionate Share of all fees and expenses … 

 (b) Second, in or towards payment and satisfaction of any Related Permitted 
Liens; 

 (c) Third, in and towards payment of the following Related Obligations Secured 
then owing in the following order of priority: 

  (i) The fees and expenses due and payable to Related Liquidity 
Providers in connection with the provision of services and facilities under the 
Related Liquidity Agreements; and 

  (ii) The fees and expenses due and payable to Related Servicers in 
respect of the Related Collateral; 

 (d) Fourth, in or towards the payment of unpaid interest and/or accrued 
discount on the Series A Notes and the Related Borrowings, all amounts owing 
to counterparties under the Related Hedging Transactions and the Related 
Proportionate Share (the transactions giving rise to the Related Collateral being 
the only Transaction with respect to the Series A Notes) of all amounts required to 
be paid by the Trust under the Financial Services Agreement and in accordance 
with the priorities established thereunder, pro rata, and thereafter amounts owing 
in respect of principal on such Series A Notes and the Related Borrowings, 
pro rata; 

 (e) Fifth, by deposit to the Series A Reserve Account to the extent of the Series A 
Reserve Amount; 

 (f) Sixth, in or towards the payment and satisfaction of all amounts due to the 
Bank under the Devonshire Financial Contract which have been 
subordinated pursuant to the Intercreditor Agreement; 
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 (g) Seventh, in or towards payment of all amounts required to be paid by the Trust 
to the Related Agents under the Related Agency Agreements, pro rata; 

 (h) Eighth, in or toward payment of the following Related Obligations Secured 
then owing in the following order of priority: 

  (i) The Related Proportionate Share of all  amounts required to 
be paid by the Trust to the  Administrative Agent under the Administration 
 Agreement; 

 (ii)  All other amounts properly incurred and owing by the Trust and which 
are solely  attributable to the Related Collateral, the Related 
Obligations Secured or the Related Programme Agreements and not 
otherwise specified in this Section 3.1; 

 (iii) The Related Proportionate Share of all other amounts properly 
incurred and owing by the Trust which are not solely  attributable to 
any Related Collateral, Related Obligations Secured or Related 
Programme Agreements and not otherwise  specified in this Section 3.1 
including, without limitation, all amounts owing to counterparties  under 
Hedging Transactions; and 

 (iv)  The Related Proportionate Share of all amounts required to be paid by 
the Trust to the Issuing and Paying Agent under this Indenture. 

 The balance in the Related Collateral Account following the application of 
monies in accordance with the foregoing shall be remitted to the Trust. [Emphasis 
added] 

[476]      Devonshire contends that if it is the case that all obligations owing to Barclays are 

covered by Related Permitted Liens in second priority in the waterfall, there would be no need 

for the waterfall to provide for (i) Barclays’ fees and expenses as liquidity provider in third place 

in the waterfall, or (ii) payment on notes acquired by Barclays for liquidity advances under a 

Traditional Liquidity Arrangement in fourth place in the waterfall or (iii) amounts owning to 

Barclays that were subordinated to the noteholders in accordance with the Intercreditor 

Agreement in sixth place in the waterfall. I accept this. It would be inconsistent for these other 

priorities to be provided to Barclays if all obligations owing to Barclays were covered in the 

second place in the waterfall under Related Permitted Liens.  
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[477]      It is no answer for Barclays to say that it did not need the third priority for its fees 

and expenses as liquidity provider as it deducted them from payments it made to Devonshire for 

credit protection. The priority was presumably put in for a purpose, and the issue is as to the 

interpretation of the relevant provisions. It is no answer for Barclays to say that if it acquired 

Devonshire notes as a liquidity provider, it would be entitled to the interest and payments on the 

notes under the waterfall as a noteholder and that Devonshire’s obligations would be 

independent of the ISDA Master Agreement. Obligations under the liquidity provisions in Annex 

VI are not independent of the ISDA Master Agreement; they are part of it, and are included in 

the definition of Devonshire Financial Contract relied on by Barclays as obligations of 

Devonshire to Barclays. It is no answer for Barclays to say that the amounts due to it that were 

subordinated under the Intercreditor Agreement, i.e. if Barclays is in default, relates to a 

settlement amount. That would be an obligation of Devonshire to pay under the ISDA Master 

Agreement, and if Barclays is right as to the reach of Related Permitted Liens which ranks 

second in priority in the waterfall, it would give Barclays priority over what it has subordinated 

in the Intercreditor Agreement. None of these priorities to Barclays in the third, fourth or sixth 

ranking in the waterfall would be required if Barclays is correct in its interpretation of the 

Devonshire Financial Contract provision. 

[478]      Devonshire contends that the maxim reddendo singular singulis should be used in 

the interpretation of the definition of Devonshire Financial Contract in the Trust Indenture. The 

part relied on by Barclays at the end of the definition is: 

 and the obligations of the Trust to the Bank under the Devonshire Financial 
Contract, including the security, lien and hypothec thereunder, shall be Related 
Obligations Secured and a Related Permitted Lien, (iii) but shall not be a Related 
Hedging Transaction. 

  

[479]      Black’s Law Dictionary, 8th edition, defines the maxim reddendo singular 

singulis as “Each must be put in each separate place. That is, the several terms or items apply 

distributively, or each to its proper object”. In other legal dictionaries it is said to mean “by 

rendering each his own”, or to “refer each to each”. Of course, Latin maxims can be an aid to 
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interpretation of contractual or statutory provisions, but they are to be applied with caution. In 

this case, I think the maxim is helpful. 

[480]      I accept the interpretation of Devonshire. I interpret the provision to mean that 

obligations of Devonshire to Barclays under the ISDA Master Agreement and related agreements 

shall be Related Obligations Secured and any security or lien under those agreements shall be a 

Related Permitted Lien. I cannot accept that the intention of the agreement was by the few words 

at the end of the definition of Devonshire Financial Contract relied on by Barclays to make 

obligations owed to Barclays to be a Related Permitted Lien to stand in second place in the 

waterfall. Had the parties intended what is contended by Barclays, they ought to have expressed 

it far more clearly. The tenor of the Trust Indenture as a whole is contrary to Barclays’ 

interpretation, and contrary to the separate notions of an obligation being an obligation and a lien 

being a lien. 

[481]      Both parties referred to evidence to assist an interpretation in the event the clause 

was held to be ambiguous, including evidence of negotiations and actions taken after the 

agreements were made. In my view, the provision can be interpreted without reference to such 

evidence and I have not considered it. 

19.  Conclusion 

[482]      The parties have understandably asked me not to make any order directing 

payments of any kind, and I do not do so. Apart from anything else, there is still the issue of 

whether the issues that were bifurcated need to be dealt with. The parties may discuss this with 

me at a 9:30 a.m. appointment. 

 
___________________________ 

Newbould  J. 
 

 
Released:  September 7, 2011 
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Kaines (U.K.) Limited v Osterreichische Warenhandelgesellschaft Austrowaren
Gesellschaft Mbh (formerly Cgl Handelgesellschaft Mbh)

In the Supreme Court of Judicature

Court of Appeal (Civil Division)

On Appeal from the High Court of Justice

Queen's Bench Division

Commercial Court
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1993 WL 963580

Lord Justice Dillon Lord Justice Stocker Lord Justice Bingham

Tuesday 5th February 1991
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MR JOHN JARVIS, Q.C., and MR JONATHAN NASH, instructed by Messrs Allen & Overy,
appeared for the Appellants (Defendants).

MR JEFFREY GRUDER, instructed by Messrs Lovell White Durrant, appeared for the
Respondents (Plaintiffs).

JUDGMENT (Revised)

LORD JUSTICE DILLON:

I will ask Lord Justice Bingham to give the first judgment.

LORD JUSTICE BINGHAM:

At issue in this appeal is the measure of damages recoverable by a buyer against a defaulting seller
whose anticipatory repudiation of a contract the buyer has accepted.

The relevant facts are very simple. On 3rd June 1987 the plaintiffs agreed to buy and the defendants
to sell 600,000 barrels (plus or minus 5 per cent) of Brent crude oil for September 1987 lifting at a
price of US$18.48 per barrel. The defendants repudiated the contract. At 17.28 hours on 18th June
the plaintiffs accepted the defendants' repudiation. They issued their writ claiming damages for
breach of contract in August 1987.

At the trial before Mr Justice Steyn the main issue was whether any contract between the parties had
been made. The defendants challenged the existence of any contract binding upon them. In his
judgment, given on 19th March 1990, the judge rejected that challenge and found a contract to the
effect I have briefly summarised. There is no appeal against that part of his decision.

The issue on damages arises in this way. On 18th June 1987, the date on which the plaintiffs
accepted the defendants' repudiation, the average price per barrel of Brent crude for September lifting
was $18.72 (i.e. 24 cents per barrel above the contract price). On the following day it rose 2 cents to
$18.74. Over the next few days the price fluctuated upwards and downwards. On 25th June there
was an OPEC meeting which was liable to influence the price of crude oil one way or the other. On
that day the price in a thin market dropped to $18.38. On the following day, 26th June, the price rose
38 cents to $18.76. A weekend then intervened. On 29th June the average price rose a further 47
cents to $19.23. On that date the plaintiffs bought in 600,000 barrels of the crude for September lifting
at the higher price of $19.30.
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Before the judge, and again on appeal, the defendants challenged the plaintiffs' assertion that they
had bought in this substitute cargo on 29th June. The judge found that they had. There was evidence
to support his conclusion, which reflected what the plaintiffs said at the time. Mr Jarvis Q.C., for the
defendants, realistically acknowledged the difficulty of dislodging this conclusion, the correctness of
which we have no reason to doubt.

At the outset of the hearing below the plaintiffs claimed as damages the difference between the
contract price of $18.48 per barrel and the price of $19.30 at which they had bought in on 29th June.
As the hearing advanced, however, the plaintiffs amended to add an alternative claim based on the
difference between the contract price and the market price on 18th or 19th June. In putting forward
this alternative claim the plaintiffs accepted that a Brent crude oil trader, acting reasonably and
prudently, would have entered the market to make a substitute purchase contract on, or shortly after,
accepting the defendants' repudiation. The plaintiffs thus accepted that the damages recoverable
against the defendants could not be increased because the plaintiffs, perhaps speculating
(unsuccessfully as it happened) on how prices would go, had chosen to wait before buying in.

The defendants contended that the plaintiffs could recover no more than nominal damages. Having
adduced no evidence of the market price in September 1987 when performance was due, the
plaintiffs could prove no substantial damage. It was unnecessary to consider what the position might
have been had the plaintiffs bought in on 18th or 19th June. They had not done so, but had chosen to
wait until 29th June. In so doing they failed to buy on 25th June when they could have bought and
when the price had dipped below the contract price. Had the plaintiffs bought then they would have
suffered no loss and they accordingly had no claim for substantial damages.

The learned judge took as his text a statement of principle by Professor Treitel in The Law of Contract
7th edition at page 742:

“Where the injured party does accept the breach, he can start his action before the time fixed for
performance; but the principle of assessment by reference to that time applies even in this type
of case. If the action comes to trial before the time fixed for performance, the damages will
therefore necessarily be speculative, as they will be based on forecasts or guesses as to future
market movements. But where the injured party accepts the breach, the principle of assessment
by reference to the time fixed for performance is subject to an important qualification: his
damages will be reduced if, after accepting the breach, he fails to take reasonable steps to
mitigate his loss. Under this rule, the injured party may, and if there is a market generally will, be
required to make a substitute contract; and his damages will be assessed by reference to the
time when the contract should have been made. This will usually be the time of acceptance of the
breach (or such reasonable time thereafter as may be allowed under the rules stated above) …”

This statement the judge regarded as uncontroversial, well-established and orthodox. Applying it he
held:

(1) that the plaintiffs sought to mitigate their loss by buying in a substitute cargo on 29th June;

(2) that 29th June was not the correct date for comparison if the plaintiffs should have bought
in earlier;

(3) that in the volatile Brent crude oil market the plaintiffs ought to have bought in either during
the five hours of trading left on 18th June after their acceptance of the defendants' repudiation
or on 19th June;

(4) that it was reasonable to allow the aggrieved party a little time to measure the impact of
what had happened, even in this volatile market, and the plaintiffs ought to have bought in on
19th June;

(5) that the plaintiffs' loss arising from their actual mitigation on 29th June must be reduced by
limiting the recoverable damages to the loss as at 19th June;
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(6) that 25th June was not the correct date for comparison, since a buyer such as the plaintiffs
in a market such as this was not normally entitled to wait for better times and thus, in effect,
speculate on the possibility that the price would fall, which was what the plaintiffs had done.

The judge thus accepted the plaintiffs' alternative claim.

Given his factual conclusions, none of which can be effectively challenged, the learned judge's
approach was in my opinion correct. If a seller repudiates a contract before the time for performance
arrives the buyer on existing authority is entitled to accept that anticipatory repudiation, treat the
contract as at an end and claim damages. The basic measure of damages is such sum as will put the
buyer in the same position as if the seller had duly performed the contract. The prima facie measure
is, therefore, the difference between the contract price and the market price at the time of contractual
performance. The seller is, however, only liable for such part of the buyer's loss as is properly to be
regarded as caused by the seller's breach. If the buyer fails to take reasonable steps to mitigate his
loss consequent on the seller's breach, he is debarred from claiming any part of the damage which is
due to his neglect to take such steps. The seller's breach is not causative of that additional loss and
therefore not recoverable. These last propositions are, in my judgment, established by British
Westinghouse Electric and Manufacturing Co. Ltd v. Underground Electric Railways Company of
London Ltd [1912] A.C. 673 at 689 ; Darbishire v. Warran [1963] 1 W.L.R. 1067 at 1075 ; The Elena
d'Amico [1980] 1 Ll. Rep. 75 at 87-90 ; and The Solholt [1983] 1 Ll. Rep. 605 at 608.

Professor Treitel's statement of principle is, as I respectfully think, supported by cases such as Roper
v. Johnson (1873) L.R. 8 C.P. 167 ; Roth & Co. v. Taysen Townsend & Co. (1895) Commercial Cases
240 and 306 ; Melachrino v. Nickoll & Knight [1920] 1 K.B. 693 ; Millett v. Van Heek & Co. [1920] 3
K.B. 535 and [1921] 2 K.B. 369 , and Garnac Grain Co. Inc. v. Faure & Fairclough Ltd [1968] A.C.
1130 . But none of these were cases of anticipatory repudiation in which there were findings (a) that
the innocent party should have made a substitute contract, (b) that he failed to do so at the time he
should, and (c) that after that time an opportunity to make a substitute contract arose which, if taken,
would have reduced his loss. Counsel on both sides were unable to trace a case with these peculiar
features. That being so, I do not think detailed discussion of the authorities I have mentioned is called
for.

The judge's conclusion that a reasonably prudent oil trader would have bought in a substitute cargo
on 19th June in my opinion fixes the level of the plaintiffs' damages on the facts of this case
irrespective of what the plaintiffs did or failed to do at the time. Had the market price risen steadily
after 19th June, their failure to buy could not have increased the damages payable by the defendants.
Had the price fallen steadily after 19th June, their failure to buy would not have reduced the damages.
It is, as I think, a somewhat unreal exercise to look at the trend of market prices with the benefit of
hindsight, seize on 25th June as the one occasion before the plaintiffs actually bought when the
market price dropped below the contract price and postulate that the plaintiffs should have bought
then. The judge rightly held that the plaintiffs were speculating on future price movements and as
speculators (no doubt quite as anxious to make a profit for themselves as to protect the defendants
against loss) they may well have stayed out of the market on 25th June in the hope that prices would
sink lower. What a reasonable trader would have done is, in my view, a sounder basis for assessing
damages than the subjective judgment of any particular player in the market. This approach is
consistent with observations made obiter by Mr Justice Mathew in Nickoll & Knight v. Ashton Edridge
& Co. [1900] 2 Q.B. 298 at pages 304-5 . It is also consistent with the approach of the Privy Council in
Jamal v. Dawood [1916] 1 A.C. 175 . That case involved an actual, not an anticipatory, breach and a
seller's claim for non-acceptance of shares. The price of the shares had risen after the date of breach
and the question was whether the buyer could take the benefit of that rise. It was held that he could
not. Giving the advice of the Board Lord Wrenbury said at page 179:

“The question therefore is the general question and may be stated thus: In a contract for sale of
negotiable securities, is the measure of damages for breach the difference between the contract
price and the market price at the date of the breach – with an obligation on the part of the seller
to mitigate the damages by getting the best price he can at the date of the breach – or is the
seller bound to reduce the damages, if he can, by subsequent sales at better prices? If he is, and
if the purchaser is entitled to the benefit of subsequent sales, it must also be true that he must
bear the burden of subsequent losses. The latter proposition is in their Lordships' opinion
impossible, and the former is equally unsound. If the seller retains the shares after the breach,
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the speculation as to the way the market will subsequently go is the speculation of the seller, not
of the buyer; the seller cannot recover from the buyer the loss below the market price at the date
of the breach if the market falls, nor is he liable to the purchaser for the profit if the market rises.

“It is undoubted law that a plaintiff who sues for damages owes the duty of taking all reasonable
steps to mitigate the loss consequent upon the breach and cannot claim as damages any sum
which is due to his own neglect. But the loss to be ascertained is the loss at the date of the
breach . If at that date the plaintiff could do something or did something which mitigated the
damage, the defendant is entitled to the benefit of it. Staniforth v. Lyall (1830) 7 Bing. 169 is an
illustration of this. But the fact that by reason of the loss of the contract which the defendant has
failed to perform the plaintiff obtains the benefit of another contract which is of value to him does
not entitle the defendant to the benefit of the latter contract: Yates v. Whyte (1838) 4 Bing. N.C.
272 ; Bradburn v. Great Western Railway (1874) L.R. 10 Ex. 1 ; Jebsen v. East and West India
Dock Co. (1875) L.R. 10 C.P. 300 .”

I find further support for the judge's approach in the reasoned analysis of Mr Justice Robert Goff in
The Elena d'Amico (supra) at pages 87-90. The relevant principle for present purposes is that if a
buyer fails to take advantage of an available market to buy in a substitute cargo at the appropriate
time, whether the seller's breach is anticipatory or not, the buyer's decision is (in the vernacular) down
to him: it is not a decision from which the seller can either suffer or profit.

It follows that on this first and main point I would dismiss the appeal.

A subsidiary issue has been raised concerning the date from which interest should be awarded. The
judge awarded the plaintiffs interest on their damages from the date of issue of the writ. This was
wrong, say the defendants. Interest is awarded to compensate a party for being kept out of his
money. Here, the defendants argue, the plaintiffs were not out of pocket in August 1987 nor until (it
may be assumed) the end of October of that year, since it was only then that the plaintiffs had to pay
for the cargo they bought in to replace the contractual cargo and thus it was only then, the price of the
substitute cargo being higher than that of the contractual cargo, that the plaintiffs paid out more than
they would have done if the defendants had performed the contract.

It does not appear that this point was put to the judge, and to that extent his exercise of discretion can
scarcely be faulted. But the point once made is compelling, and had it been appreciated by the judge
we feel sure that he would have given effect to it. The plaintiffs' promptness in launching proceedings
is to be commended, but it should not lead to an award of interest for a period during which they were
not out of pocket.

I would accordingly vary the judge's order to the extent of ordering interest on the damages awarded
from 1st November 1987 instead of the date of the writ.

LORD JUSTICE STOCKER:

I agree with my Lord's conclusion and with the reasoning by which he reached it. There is nothing that
I wish to add.

LORD JUSTICE DILLON:

I also agree. The measure of damages, where there has been an anticipatory breach of contract by a
seller of goods which the buyer has accepted as a repudiation of the contract, has been stated for
over a century with a qualification in general terms as to the buyer mitigating his loss. See Frost v.
Knight (1872) L.R. 7 Ex. 111 at 113 , Roper v. Johnson (1873) L.R. 8 C.P. 167 at 178 and 181-2 , and
Garnac Grain Co. Inc. v. Faure & Fairclough Ltd [1968] A.C. 1130 at 1140 C-D , where Lord Pearson
expressed the qualification as follows:

“That is the principle. It is subject to a qualification that if the buyer had a reasonable opportunity
of mitigating the damage by buying the goods at a lower price at an earlier date (after the
acceptance of repudiation but before the contract date for performance), a reduction of the
damages may be appropriate.”

In the present case we are concerned with the working out of that qualification. After the defendants
had committed an anticipatory breach of the contract and the plaintiffs had on the 18th June 1987
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legitimately accepted it as a repudiation of the contract, the plaintiffs asserted as their primary case
that they had mitigated their damage by buying in an alternative cargo of Brent Crude on Monday
29th June. That was put forward on the basis that in doing so they had acted reasonably, waiting until
a meeting of OPEC had been held, in fact on 25th June.

As the case proceeded, however, they amended to put foward the alternative claim that my Lord has
indicated, and they accepted, and the judge held, that they should have bought in earlier, on 18th or
at latest 19th June, in the volatile market that there was for oil. The judge said:

“This date of assessment cannot, however, prevail if in all the circumstances Kaines ought to
have bought in earlier. It is conceded by Kaines and I find affirmatively established that in the
volatile market with which we are concerned Kaines ought to have bought in either in the five
hours of trading left on 18th June (after the acceptance of the repudiation) or on 19th June.”

The consequence of that the judge stated a little lower down on that page:

“That means that Kaines' loss arising from their actual act of mitigation on 29th June must be
reduced by limiting the recoverable damages to the loss as at 19th June. That seems to me the
right date of assessment in this case”.

When I read the papers in this case and during the opening of the appeal, the notion appealed to me
that if the plaintiffs took steps to mitigate their loss by buying in on 29th June, but it was held that their
duty had been to buy in on the 19th, and so their actual loss arising from their actual act of mitigation
on the 29th must be reduced by limiting their recoverable damages, as the judge said, they must have
been under a continuing duty to mitigate from the 19th to the 29th, and so, having failed to buy in and
mitigate on the 19th, they should have bought in in mitigation on 25th June, when in a very thin
market because of that day's OPEC meeting the price for Brent Crude was actually lower than the
contract price under the contract with the defendants.

The precise point does not seem to have arisen before.

The point had to me a superficial attraction because there was such a short period between 19th
June, when the judge said the plaintiffs should have bought in, and the 29th when they actually
bought in, and we had clear evidence of the movements of the market on each working day during
that period. But if the point is valid over that short period, it would follow that if the plaintiffs had taken
no step at all to mitigate but had simply waited for the September delivery date to see what the
market value then was, they would have to be treated as having underwritten the market for the
defendants' benefit over the whole period from the acceptance of the repudiation to the contractual
date of delivery. The damages would be assessed, by the light of hindsight, as on the date in that
period when the price for Brent Crude was lowest, and it would be said that the plaintiffs were in
breach of a continuing duty if they had not bought in at that lowest price. I do not think the defendants
have such a one-way option.

I find some support for the contrary view in the passage in the opinion of Lord Wrenbury in Jamal v.
Dawood , which my Lord has already read. The actual circumstances of that case were different, but
it emphasises that if a party chooses to hold on after the date at which damages fall to be assessed
his speculation in holding on is for his own account whichever way the market goes.

In effect, in my judgment, when the judge fixes the date when the plaintiffs should reasonably have
mitigated their damage by buying in a substitute cargo, that crystallises the position so far as the
basis of a capital award of damages is concerned. The date so fixed by the judge takes the place of
the contractual delivery date as the date at which the damages are to be assessed. Any further
fluctuations of the market after the date so fixed are irrelevant. In so far as any action taken by the
plaintiffs is founded on a speculative view of the market, that speculation is for their own account only.

Accordingly, the basic calculation made by the judge is, in my view, correct. But I agree with my Lord
that his judgment should be varied in the interest element which he awarded, so that interest is only
calculated from 1st November, as before that the plaintiffs were not out of pocket. To that extent the
order should be varied.

Order: Appeal allowed in part; order below varied to the extent that interest on the damages awarded

Page 5

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 328 of 357



is to be calculated from 1st November 1987; respondents to have seven-eights of their costs of the
appeal; application for leave to appeal to the House of Lords refused.

different, but it emphasises that if a party chooses to hold on after the date at which damages fall to
be assessed his speculation in holding on is for his own account whichever way the market goes.

In effect, in my judgment, when the judge fixes the date when the plaintiffs should reasonably have
mitigated their damage by buying in a substitute cargo, that crystallises the position so far as the
basis of a capital award of damages is concerned. The date so fixed by the judge takes the place of
the contractual delivery date as the date at which the damages are to be assessed. Any further
fluctuations of the market after the date so fixed are irrelevant. In so far as any action taken by the
plaintiffs is founded on a speculative view of the market, that speculation is for their own account only.

Accordingly, the basic calculation made by the judge is, in my view, correct. But I agree with my Lord
that his judgment should be varied in the interest element which he awarded, so that interest is only
calculated from 1st November, as before that the plaintiffs were not out of pocket. To that extent the
order should be varied.

MR JARVIS: My Lords, your Lordships allow the appeal in part. On that matter I would invite your
Lordships to say that we have succeeded in part. I cannot ask your Lordships for my costs of the
appeal, but since there is a success in part I would invite your Lordships to say no order as to costs of
the appeal.

LORD JUSTICE DILLON: Before you plunge into costs, can the two sides manage to calculate what
the sum should be for which judgment is awarded in place of the judge's sum?

MR GRUDER: I am sure they can, my Lord, because the matter was calculated below by agreement,
and the judge was not bothered there. So I do not see why your Lordships ought to be bothered
because I anticipate it can be agreed.

LORD JUSTICE DILLON: Let that be agreed. The case can be mentioned if there is any difficulty. So
far as costs are concerned, you say that there should be no order.

MR JARVIS: On the basis that each side has come away with something out of this appeal.

MR GRUDER: My Lord, that part my learned friend succeeded on was a very small part in terms of
time, argument, work, and indeed money, and two months' interest, or two and a half months' interest,
on about $150,000 dollars is really not very much money. In my submission, the major appeal here
was on the main point of damages and I would submit we should get the costs and we should get all
the costs of this appeal.

LORD JUSTICE DILLON: Do you want to add anything, Mr Jarvis?

MR JARVIS: My Lord, I simply add that part of the matter was also the respondents' notice and the
respondents' notice was not pursued in effect, which was the argument over the nature of the market.
My learned friend effectively had to concede that before your Lordships, so that was wasted argument
as well.

LORD JUSTICE DILLON: It did not take very long, did it?

MR JARVIS: My Lord, it took time in preparation.

LORD JUSTICE DILLON: You were worried by those, were you?

MR JARVIS: It certainly meant a bit of extra research. One had to try and answer one's opponent's
arguments.

LORD JUSTICE BINGHAM: Mr Gruder suggested that his respondents' notice was partly a rebuttal of
your attack on the 29th June finding, which did not occupy much time either.

MR JARVIS: I did not see it as that, I must confess. We had thought that that was an attack on the
whole principle that this was the correct method of assessing damages and that this should be looked
at very much as if it was an options market, a plain transaction, and therefore they were entitled to
replace that option immediately. That is how we saw the argument. We would submit you cannot
attribute that part to whether or not the 29th was the date of mitigation. He has got no right to that at
all.
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LORD JUSTICE DILLON: The respondents will have seven-eights of their costs of the appeal.

MR JARVIS: My Lord, there is one further matter. I am instructed to ask for leave to appeal to the
House of Lords.

LORD JUSTICE DILLON: You had better go and ask their Lordships for leave.

Crown copyright

© 2014 Sweet & Maxwell
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Status: Positive or Neutral Judicial Treatment

Anthracite Rated Investments (Jersey) Limited v Lehman Brothers Finance
S.A. In Liquidation

Fondazione Enasarco v Lehman Brothers Finance S.A., Anthracite Rated
Investments (Cayman) Limited

Case No: HC10C04780, Case No: HC11C00593

High Court of Justice Chancery Division

15 July 2011

[2011] EWHC 1822 (Ch)

2011 WL 2747597

Before: Mr Justice Briggs

Date: 15/07/2011

Hearing dates: 4th – 6th July 2011

Representation

Mr Mark Phillips QC and Mr Stephen Robins (instructed by Clifford Chance LLP ) for the
Claimant.

Mr Jonathan Russen QC and Ms Rosanna Foskett (instructed by Field Fisher Waterhouse
LLP ) for the Defendant.

Mr Mark Hapgood QC and Mr Jasbir Dhillon (instructed by Sidley Austin LLP ) for the
Claimant.

Mr Jonathan Russen QC and Ms Rosanna Foskett (instructed by Field Fisher Waterhouse
LLP ) for the First Defendant.

Mr Jeremy Goldring (instructed by Clifford Chance LLP ) for the Second Defendant.

Judgment

Mr Justice Briggs:

Introduction

1 This judgment follows the combined trial, on agreed facts, of two closely related Part 8 claims.
The main common dispute which underlies each claim concerns the meaning and effect of early
close-out provisions in two cash settled put options granted by Lehman Brothers Finance S.A.
(“LBF”) with a guarantee from its ultimate parent company Lehman Brothers Holdings Inc.
(“Holdings”), both of which incorporated, with similar (but not quite identical) additions and
amendments, the 1992 ISDA Master Agreement. I shall refer to them as “the Derivative
Agreements”.
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2 The Derivative Agreements each formed an important part of two large and complex structures,
devised and marketed by Lehman Brothers International Europe (“LBIE”). Each was in
essentially similar terms. Unfortunately for the purposes of concise description, there are both
relevant differences in the precise terms and substantial differences in nomenclature. In a
nutshell, each structure defined and regulated the issue of instruments (variously described as
Bonds and Notes) by a single purpose vehicle issuer having the following features. They were
euro denominated, linked to a portfolio of underlying investments, limited recourse but secured,
and principal protected. One of the structures also provided a limited degree of interest (or
coupon) protection, but it is common ground that this additional feature makes no difference to
the issues which I have to decide.

3 The function of the Derivative Agreements in each structure was to provide that principal (and
in one structure interest) protection. As investment advisers are taught to warn their clients,
investment portfolios can go down in value as well as up. Principal protection is designed to
ensure that (subject only to the credit risk of the principal protection provider and any guarantor
of its obligations) the investor will on maturity of the instrument receive not less than its original
purchase price, even if the value of the underlying portfolio has by then fallen below that level.

4 Principal protection performs at least two important functions in the market. First, it enables a
risk-averse investor such as a pension provider to invest in a higher risk (and therefore potentially
higher return) portfolio than would otherwise be appropriate, because of the insurance against
under-performance provided by the principal protection. Secondly, it enables institutional
investors such as banks to invest in types of portfolio which, without principal protection, would
attract a credit rating insufficiently high to satisfy Basel II capital adequacy requirements. The
investor in one of the structures before the court was a pension provider for Italian workers. The
investor in the other structure was a bank. In each case LBF provided the principal protection,
guaranteed by Holdings, and the Derivative Agreement constituted the contractual means
whereby that principal protection was provided, by a contract with the issuer and, by a charge, to
the investors.

5 In functional terms, the two structures were each designed to operate as follows. First, the
subscription price for the instruments paid by the investor to the issuer was (subject to a
deduction to which I shall return) to be used for subscription for redeemable preference shares in
another single purpose vehicle (“Balco”). Balco was to apply the subscription price in the
acquisition of the underlying investment portfolio consisting largely, but not entirely, of hedge
fund type investments.

6 Second, the issuer was to enter into the Derivative Agreement with LBF, whereby the issuer
was to enjoy a put option in relation to its shares in Balco, exercisable upon final maturity of the
instruments if the net proceeds of redemption of the Balco preference shares fell short of the
original subscription price for the instruments. Since the put option was cash-settled, LBF would
thereby become liable to make good that shortfall to the issuer.

7 Third, in preparation for the redemption of the instruments upon maturity, Balco would realise
the investment portfolio, and pay the net proceeds to the issuer by way of redemption of its
preference shares. Upon maturity of the instruments, they would be redeemed by payment by the
issuer to the investor of the proceeds of the redemption of the issuer's preference shares in
Balco, together (if necessary to make good any shortfall against the original subscription price)
with any payment received from LBF upon exercise of the put option in the Derivative Agreement
.

8 Fourth, the quid pro quo for the issuer's put option under the Derivative Agreement was the
payment by instalments of premium to LBF, funded from cash flow derived from preference share
dividend payments by Balco to the issuer. One of the structures made provision for a cash
reserve for that purpose, but it was not in the event put in place.

9 Fifth, the issuer's obligations, both to the investor and to LBF under the Derivative Agreement
were limited recourse but secured. Thus, pursuant to a series of interrelated trust deeds, the
issuer charged all its interest in its preference shares in Balco, and in the Derivative Agreement
(and in any cash reserve) to a Trustee, to be held upon trust as security, first for the issuer's
obligations to LBF under the Derivative Agreement and secondly as security for the issuer's
obligations to the investors. Both the trust deeds and the final terms of the instruments made
provision for a reversal of priority (a ‘flip’) as between LBF and the investors, in the event of a
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termination of the Derivative Agreement by reason of LBF's default.

10 Thus, the principal protection to the investor consisted in form of the issuer's promise to pay,
on maturity, no less than the original subscription price for the instruments. In substance it lay in
the investor's security interest in the issuer's rights against LBF under the Derivative Agreement .
Save only as mortgagees under a common security structure, there existed no privity between
the investor and LBF. The only parties to the Derivative Agreement were the issuer and LBF. The
terms of the instruments expressly excluded third party rights.

11 The two series of instruments were issued in 2006 and 2007 respectively, maturing in 2017
and 2023 respectively. I shall refer to them as Series 38 and Series 26. Both structures made
detailed bespoke provision for early redemption of the instruments in four specified types of
circumstance, namely:

i) the occurrence of a specified tax liability affecting the issuer;

ii) termination of the Derivative Agreement “for any reason”;

iii) illegality of performance of its obligations by the issuer, or illegality of its hedging
arrangements; and

iv) an event of default by the issuer.

Collectively, those circumstances may loosely be described as matters sufficiently destructive of
the ongoing efficacy of the structure as an investment vehicle to warrant its unwinding prior to
maturity.

12 Two invariable consequences of early redemption of the instruments were that the investors
would lose their principal protection and that the Derivative Agreements would (to use a neutral
phrase) come to an end. These two outcomes were achieved in contractual terms by the
omission in the formula defining the amount of the issuer's obligation to make an early
redemption payment of any requirement to pay a minimum amount equivalent to the original
subscription price for the instruments, and by the insertion within the Derivative Agreement of a
provision for “Mandatory Early Termination”, triggered by the redemption of all outstanding
instruments prior to their maturity date. Thus, even if by the time of early redemption the value of
the underlying investment portfolio had fallen below the original subscription price for the
instruments, the investors would be exposed to that shortfall, without recourse in respect of it
either to the issuer, to LBF or to the security property.

13 Mindful that early redemption of the instruments (triggering Mandatory Early Termination of
the Derivative Agreements) would cut short a potentially profitable premium income stream, LBF
obtained provision for it to receive compensation for the consequence of early redemption in the
form of an “Early Termination Cash Settlement Amount” (“ETCSA”), to be paid by the issuer and
funded from deductions which the issuer was required to make from the net proceeds of
redemption of its Balco preference shares, before onward payment to the investors. The ETCSA
under each structure consisted of three elements, namely (i) any arrears of premium; (ii)
compensation for early termination; and (iii) LBF's costs of termination. The formula for
calculation of the early termination compensation in (ii) above differed radically under each of the
two structures, but the differences do not matter for present purposes.

14 Separately and distinctly from Mandatory Early Termination (as summarised above) the 1992
ISDA Master Agreement contains its own detailed and (by now) well known regime for early
termination including, but not limited to, early termination upon default. Section 6(e) of the 1992
Master Agreement contains a menu of four alternative formulae for early close-out payments to
be made on early termination resulting from an event of default. In both the Derivative
Agreements in issue, the parties chose “Second Method and Loss”. In the barest outline, that
formula calls for the non-defaulting party, acting reasonably and in good faith, to identify its loss
or gain arising from the early termination of the Derivative Agreement . Any such loss is to be
made good by the defaulting party. Any such gain is to be paid to the defaulting party. The final
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sentence of the definition of “Loss” in Section 14 of the 1992 Master Agreement entitles, but does
not oblige, the non-defaulting party to determine its Loss by reference to quotations of relevant
rates or prices from one or more leading dealers in the relevant markets.

The Issues

15 LBF suffered an event of default under each of the Derivative Agreements when, on 15th
September 2008, Holdings filed for bankruptcy protection under Chapter 11 of the U.S.
Bankruptcy Code in New York. Since it was LBF's Credit Support Provider (as defined in the
Master Agreement) this was an Event of Default under Section 5(a)(vii)(4) of the Master
Agreement. Since the parties to the Derivative Agreements had elected in favour of Automatic
(rather than elective) Early Termination this caused an immediate Early Termination of both
Derivative Agreements . That much is common ground.

16 Some time thereafter, both issuers claimed in correspondence to have calculated a
substantial Loss as non-defaulting parties based upon quotations of relevant premium rates for
substitute put options for the outstanding terms of the two Derivative Agreements. The sums
claimed from LBF were &euro;30 million (Series 38) and US$61.5 million odd (Series 26)
respectively.

17 LBF responded by denying those claims and claiming an entitlement to, or to an amount
equivalent to, the ETCSA under each Derivative Agreement , amounting to &euro;2.8 million and
&euro;43.74 million odd respectively. It emerged in correspondence, evidence and then legal
submissions that LBF's case was based, upon a contractual entitlement to the ETCSA under the
Mandatory Early Termination provisions of the Derivative Agreements or, alternatively, that
identical amounts represented the issuers' gains under the Second Method and Loss
methodology in Sections 6(e) and 14 of the Master Agreement.

18 The shortest route to an identification of the issues in this case is to be derived from a
summary of the steps in LBF's argument, all of which are challenged in limine by LBF's
opponents.

19 Mr Jonathan Russen QC for LBF put its case as follows:

(1) Automatic Early Termination of the Derivative Agreement triggers an early redemption of
the instruments.

(2) Early redemption of the instruments reduces the issuer's liability to the investors to an
amount equivalent to the net proceeds of the realisation of the asset portfolio held by Balco,
less an amount equivalent to the ETCSA.

(3) The express terms of the Derivative Agreement preserve LBF's right to receive the
ETCSA upon early redemption of the instruments, notwithstanding Automatic Early
Termination.

(4) Alternatively to (3), (if Automatic Early Termination precludes a subsequent Mandatory
Early Termination) the issuer makes a gain by reason of Early Termination of the Derivative
Agreement equivalent to the amount of the ETCSA, which it is entitled on early redemption
to deduct from the net proceeds of sale of the investment portfolio, but not obliged to pay to
the investors.

(5) In any event, the ETCSA constitutes the agreed pre-estimate of loss/gain arising from
the combination of Automatic Early Termination of the Derivative Agreement and early
redemption of the instruments.

(6) Accordingly the issuer's attempt to calculate Loss by reference to the cost of a
replacement transaction is unreasonable, because it produces a fictitious loss widely at
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variance with the issuer's real gain.

20 The case of the issuers (and the assignee investor under Series 26) is as follows:

(1) Automatic Early Termination of the Derivative Agreement never triggers an early
redemption of the instruments, nor does any form of early termination which is itself
triggered by LBF's default.

(2) Even if Automatic Early Termination of the Derivative Agreements would otherwise have
triggered an early redemption of the instruments, the issuers and their investors have
rearranged their affairs so as to avoid that outcome. The issuers will not therefore be able to
deduct an amount equivalent to the ETCSA from the amounts payable to the investors.

(3) Automatic Early Termination of the Derivative Agreement necessarily precludes
Mandatory Early Termination at any later date. Accordingly LBF has no contractual right to
receive the ETCSA.

(4) In the events which have happened the issuers make no such gain as LBF alleges.

(5) The ETCSA is in principle irrelevant to the calculation of the issuers' loss on Automatic
Early Termination arising from LBF's default.

(6) Calculation of Loss by reference to the cost of a replacement transaction is conferred as
of right upon the non-defaulting party, and sanctioned by a succession of recent cases in
the Court of Appeal and the Commercial Court as the appropriate measure for calculating
the non-defaulting party's loss of bargain.

21 The determination of the issues thus identified calls for a much closer scrutiny of the complex
contractual frameworks than I have thus far outlined. Although no one suggested that the
differences between the two structures, still less their different nomenclature, should make any
difference to the outcome, I shall, in order to avoid a lack of precision, focus in detail upon one of
the two structures and describe the other only where it differs to any material extent. I have found
it marginally more convenient to focus upon the second in time of the two structures, namely
Series 26, under which Anthracite Rated Investments (Cayman) Limited (“ARIC”) was the issuer
and the Italian pension provider Fondazione Enasarco (“Enasarco”) was the sole investor.

22 It is also necessary to describe in some detail the different routes taken by the issuers and
investors under each structure to avoid, or provide a practicable alternative to, early redemption
of the instruments following the failure of the Lehman Brothers Group which, of course, included
both LBF, Holdings and LBIE.

The Facts

Series 26

23 On 14th December 2007 ARIC issued a series of &euro;780,470,000 principal protected notes
maturing on 14th June 2023 (“the Notes”). The issue of the Notes constituted Series 26 of a $10
billion secured euro medium term note programme issued by ARIC, the Cayman Islands
incorporated special purpose vehicle for a structure designed and marketed by LBIE.

24 Enasarco, a provider of compulsory pensions to Italian workers, subscribed for the whole of
the Series 26 Notes on the issue date.

25 The terms and conditions of the Notes were originally set out in a base prospectus (“the Base
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Prospectus”) dated 13th December 2007, as supplemented and amended by the final terms of
the Notes (“the Final Terms”) contained in an amended and restated offering circular for the
Notes (“the Offering Circular ”).

26 The relevant Derivative Agreement , described in the Series 26 documentation as the
“Principal Protection Transaction” was also made on 14th December 2007 between LBF as Party
A and ARIC as Party B. Its bespoke terms appear in a confirmation of that date (“the
Confirmation”) which incorporated by reference a standard form ISDA 1992 Master Agreement
(“the Master Agreement”) and a Schedule thereto (“the Schedule”), both made between the same
parties on 29th April 2005 and amended and restated on 22nd December 2006. I shall,
notwithstanding its definition in the Series 26 documentation, continue to refer to it as the
Derivative Agreement .

27 The Confirmation provided for the sale by LBF to ARIC of a single European automatic put
option over ARIC's shares in Balco (acquired by subscription of the proceeds of the issue of the
Notes), at a strike price equivalent, in relation to the whole of the Series 26 Notes, to the original
subscription payment by Enasarco, namely &euro;780,470,000. The option was expressed to
expire on the sixth business day before the maturity date of the Notes. LBF's obligation was,
upon expiry, to pay the amount (if any) by which the strike price exceeded the aggregate
redemption proceeds actually received from Balco by ARIC in respect of its preference shares.
LBF sold the put option to ARIC for a premium of 1.4% per annum of the outstanding average
principal amount of the Notes, reducing after eight years to 1.03% per annum, and payable
quarterly. Being a European option, the put option could only be exercised on, and not before,
the expiration date.

28 Under the heading “Early Termination” the Confirmation provided that Mandatory Early
Termination was “Applicable”, and that ARIC would pay the ETCSA to LBF on the Mandatory
Early Termination Date. That was defined as “The Early Redemption Date as specified in the
Offering Circular ”.

29 The Confirmation then set out a detailed definition of the ETCSA. Alternative formulae were
prescribed according to whether or not the Cash Reserve had been established pursuant to the
terms of the Notes. Since it was not in fact established, the operative formula is as follows:

“Where the Mandatory Early Termination Date occurs prior to the Cash Reserve first
equalling the Cash Reserve Target Amount, the aggregate of (i) if the Mandatory Early
Termination Date occurs after the Effective Date, Premium accrued from and including
the last Premium accrued from and including the last Premium Payment Date preceding
the Mandatory Early Termination Date (or, if no Premium Payment Dates have
occurred, the Effective Date) to but excluding the Mandatory Early Termination Date, (ii)
an amount equal to 4 per cent of the initial principal amount of the Notes being
redeemed and (iii) the internal and external costs of Party A incurred in connection with
terminating this Transaction (in whole or in part and taking into account hedging losses),
as determined by the Calculation Agent.”

The “Effective Date” referred to in that formula was defined as the first date upon which the Balco
preference shares were purchased by ARIC. The Calculation Agent was LBIE.

30 The Schedule to the Master Agreement provided, so far as is relevant for present purposes,
as follows. First, in Part 1, it dis-applied to ARIC various standard form Events of Default
prescribed in the Master Agreement. Secondly, it elected for Automatic Early Termination
pursuant to Section 6(a) of the Master Agreement in relation to bankruptcy default by LBF, but
not ARIC. Thirdly, it elected the Second Method and Loss for the purposes of section 6(e) of the
Master Agreement, in relation to payments on Early Termination.

31 Part 4(g) of the Schedule identified Holdings as LBF's Credit Support Provider. Part 5(o)
dis-applied or amended various of the bankruptcy events of default in relation to ARIC, but not to
LBF. Finally, Part 5(q), headed “Limited Recourse” contained an acknowledgement by LBF that
its “sole recourse” against ARIC in respect of any payment to be made under the Derivative
Agreement was to be “to the net proceeds of the sale or realisation of the assets of Party B in
relation to the Notes as may be available after payment of all prior ranking creditors”.

32 The election in favour of Automatic Early Termination in the Schedule brought into effect the
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following relevant part of section 6(a) of the Master Agreement:

“If, however, “Automatic Early Termination” is specified in the Schedule as applying to a
party, then an Early Termination Date in respect of all outstanding Transactions will
occur… as of the time immediately preceding the institution of the relevant proceeding
or the presentation of the relevant petition upon the occurrence with respect to such
party of an Event of Default specified in Section 5(a)(vii)(4)…”

That provision was triggered on 15th December 2008, because the commencement of Chapter
11 proceedings in relation to Holdings was an Event of Default in relation to LBF pursuant to
Section 5(a)(vii)(4).

Section 6(c)(ii) of the Master Agreement provides that:

“Upon the occurrence or effective designation of an Early Termination Date, no further
payments or deliveries under Section 2(a)(i) or 2(e) in respect of the Terminated
Transactions will be required to be made, but without prejudice to the other provisions of
this Agreement. The amount, if any, payable in respect of an Early Termination Date
shall be determined pursuant to Section 6(e).”

33 Because of the parties' selection of Second Method and Loss in the Schedule, the payment to
be made on Early Termination was, pursuant to Section 6(e)(i)(4) to be as follows:

“If the Second Method and Loss apply, an amount will be payable equal to the
Non-defaulting Party's Loss in respect of this Agreement. If that amount is a positive
number, the Defaulting Party will pay it to the Non-defaulting Party; if it is a negative
number, the Non-defaulting Party will pay the absolute value of that amount to the
Defaulting Party.”

The term of art “Loss” is defined in Section 14 of the Master Agreement as follows:

“ Loss means, with respect to this Agreement or one or more Terminated Transactions,
as the case may be, and a party, the Termination Currency Equivalent of an amount
that party reasonably determines in good faith to be its total losses and costs (or gain, in
which case expressed as a negative number) in connection with this Agreement or that
Terminated Transaction or group of Terminated Transactions, as the case may be,
including any loss of bargain, cost of funding or, at the election of such party but without
duplication, loss or cost incurred as a result of its terminating, liquidating, obtaining or
re-establishing any hedge or related trading position (or any gain resulting from any of
them). Loss includes losses and costs (or gains) in respect of any payment or delivery
required to have been made (assuming satisfaction of each applicable condition
precedent) on or before the relevant Early Termination Date and not made, except, so
as to avoid duplication, if Section 6(e)(i)(1) or (3) or 6(e)(ii)(2)(A) applies. Loss does not
include a party's legal fees and out-of-pocket expenses referred to under Section 11. A
party will determine its Loss as of the relevant Early Termination Date, or, if that is not
reasonably practicable, as of the earliest date thereafter as is reasonably practicable. A
party may (but need not) determine its Loss by reference to quotations of relevant rates
or prices from one or more leading dealers in the relevant markets.”

34 The provision in the Confirmation that Mandatory Early Termination should be “Applicable”
incorporated by reference Articles 16 and 17 of the 2000 ISDA Definitions. Article 16.1 provided
as follows:

“16.1. Mandatory Early Termination. In respect of a Swap Transaction to which
“Mandatory Early Termination” is specified to be applicable:

(a) the party which is out-of-the-money will pay to the party which is in-the-money,
subject to any applicable condition precedent, the absolute value of the Cash
Settlement Amount, determined in accordance with the provisions of Article 17 of these
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2000 Definitions, on the Mandatory Early Termination Date; and

(b) with effect from the Mandatory Early Termination Date, the Notional Amount in
respect of the Swap Transaction will be reduced to zero and (other than the amount, if
any, payable pursuant to the provisions of subsection (a) above) neither party will be
required to make any further payments in respect of that Swap Transaction.”

Article 17 provided that the Cash Settlement Amount should be the amount (if any) agreed
between the parties; i.e. in the present case, the ETCSA as provided for in the Confirmation.

35 I must turn now to the relevant detailed terms of the Series 26 Notes. The Base Prospectus
(dated 13th December 2007) set out, under the heading Terms and Conditions of the Notes, a
set of sixteen standard conditions (“the Conditions”) applicable to the Notes, subject to
amendment or variation in the Final Terms (also unhelpfully called “Terms and Conditions of the
Notes”) set out in the amended and restated Offering Circular dated 31st January 2008 . I shall
refer to them as “the Final Terms”. For present purposes the Conditions are relevant to
interpretation (if at all) more because of those which are removed by the Final Terms, than
because of those which survive. Nonetheless, the following deserve mention.

36 Condition 4 relates primarily to the Mortgaged Property. Condition 4(d) noted that the Trust
Deed required that the net proceeds of the realisation or enforcement of the security should be
applied in meeting claims of the Trustee, LBF and the Noteholders. Condition 4(e) provided that
there was to be no recourse by the Noteholders, LBF or the Trustee against ARIC in relation to
any shortfall between the proceeds of the realisation of the security and ARIC's obligations under
the Notes, or under the Derivative Agreement .

37 The general introduction to the Conditions (on page 14 of the Base Prospectus) provided that:

“The Noteholders … are bound by and are deemed to have notice of all the provisions
of the Trust Deed … ”

Condition 6(h) recognised, subject to certain irrelevant restrictions, the prima facie right of the
issuer to purchase (i.e. buy back) Notes in the open market.

38 Condition 10, headed Events of Default, provided that the Trustee might in its discretion, and
was required if so directed by the Noteholders, give notice that the Notes were to be immediately
due and repayable, and the security enforceable, in three specified Events of Default. The first
was default for a period of 14 days or more in payment of any sum due in respect of the Notes.
The second was a failure by the issuer to perform any of its other obligations under the Notes or
the Trust Deed, subject to provision for remedy upon notice. The third was the winding up or
dissolution of the issuer, save for the purpose of some reconstruction or similar arrangement on
terms approved by the Trustee.

39 Of much greater importance for present purposes are certain of the Final Terms, included
within the Offering Circular . Its Transaction Summary contained a useful diagram of the Series
26 structure. I have copied it as Figure 1 below.

figure 1

40 Final Term 10 specified 14th June 2023 as the Scheduled Maturity Date. Final Term 11
provided that the Maturity Date was to be the Scheduled Maturity Date, subject to postponement
in the event of late receipt by the issuer of the proceeds of the redemption of the Balco shares.

41 By Final Term 16, the Redemption Amount (payable on the Maturity Date) was defined as
follows:

“In relation to each Note the Redemption Amount shall be an amount equal to NAV, plus
any balance standing to the account of the Cash Reserve, subject to a minimum of the
Minimum Redemption Amount.”

“NAV” was defined as meaning the net asset value of Balco in relation to the preference shares.
The Minimum Redemption Amount was defined, by reference to the defined term “Denomination”
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as meaning, in effect, the original subscription price for the Notes.

42 Final Term 19 made detailed provision for early redemption of the Notes. Its text is set out in a
rather illogical order. For clarity I shall begin with a full recitation of the relevant parts of the
definition of “Early Redemption Event”:

“ “Early Redemption Event” means the occurrence in the determination of the
Calculation Agent of any of the following events:

(i) if the Issuer on the occasion of the next payment due in respect of the Notes would
be, or expects at any time to be, required by law to withhold or account for tax on any
payment to be made by it on or in connection with the Notes or would suffer, or expects
at any time to suffer, or the Balanced Company would suffer, or is expected at any time
to suffer, tax in respect of its Income or its Investments or receivables (including, in the
case of the Balanced Company, on holding or liquidating any item comprising part of the
Fixed Income portfolio or the Equity Portfolio, each as defined in the Offering Circular);
or

(ii) if (x) the Principal Protection Agreement is terminated in whole for any reason or (y)
the Issuer satisfies the Trustee that the performance of its obligations under the Notes
or that any arrangements made to hedge its position under the Notes have or will
become unlawful, illegal or otherwise prohibited in whole or in part as a result of
compliance with any applicable present or future law, rule, regulation, judgment, order or
directive of any governmental, administrative, legislative or judicial authority or power,
on in the interpretation thereof; or

(iii) an Event of Default occurs and the Notes are declared to be immediately due and
repayable in accordance with condition 10.”

As will appear, that part of the definition in subparagraph (ii)(x) is the provision about which there
has been the most intensive debate as to its meaning. I will call it “Para (ii)(x)”.

43 Final Term 19 begins as follows:

“If an Early Redemption Event is determined by the Calculation Agent to have occurred,
the Issuer shall forthwith request the Balanced Company to realise:

(i) any Bond Assets held by the Issuer at such time;

and

(ii) any Balanced Company Shares and the Cash Reserve held by the Issuer at such
time.”

The text then dis-applied provisions of Condition 6, and set out an alternative regime for early
redemption from which, therefore, the bespoke regime in Final Term 19 must be regarded as
having been a deliberate and carefully planned departure.

44 The remainder of Final Term 19 is taken up with a detailed definition of the “Early Redemption
Amount”, the relevant parts of which I set out below:

“Early Redemption Amount” means, subject as provided below, an amount equal to:

(a) the cash realisation proceeds received from the Balanced Company in
respect of the redemption of the Balanced Company Shares plus the
realisation proceeds from the Bond Assets (if any) net of any expenses
incurred in connection with the realisation of the [sic] such assets and

(b) in the case of an Early Redemption Event occurring prior to the Bond
Assets Unwind date, physical delivery of any Bond Assets which the Issuer is
not able to realise and which are delivered to Noteholders as described above;
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less

(ii) any internal or external costs or expenses incurred by or on behalf of the Issuer or
the Principal Protection Provider in connection with the redemption of the Notes
(including, without limitation, in connection with the redemption of the Balanced
Company Shares and including, without limitation, any accrued but unpaid premium due
to the Principal Protection Provider under the Principal Protection Agreement and the
cost of unwinding the Principal Protection Agreement (taking into account hedging
losses incurred as a consequence of the Early Redemption of the Notes));

…

If the Notes are redeemed in full pursuant to the occurrence of an Early Redemption
Event at any time, the Cash Reserve shall be reduced by an amount equal as a
proportion of the Cash Reserve to the proportion that the number of Notes outstanding
immediately prior to such early redemption. The amount by which the Cash Reserve is
so reduced shall be paid to the Principal Protection Provider under the Principal
Protection Agreement in priority to any amounts or payments that may be due to the
Noteholders at such time. Where such an early redemption of Notes occurs prior to the
Cash Reserve first equalling the Cash Reserve Target Amount, an amount equal to 4
per cent of the initial principal amount of the Notes shall be due to the Principal
Protection Provider under the Principal Protection Agreement and, to the extent the
Cash Reserve is insufficient, any such shortfall shall be satisfied and paid to the
Principal Protection Provider out of the proceeds of redemption of Balanced Company
Shares and/or Bond Assets held by the Issuer and the amount payable to Noteholders
reduced accordingly.”

No Cash Reserve having been duly established, it is the second part of that final paragraph,
making provision for the 4% of the principal amount of the Notes, which prevails in the present
circumstances. Comparison between the definition of Early Redemption Amount and the
definition of the ETCSA under the Confirmation shows that the amounts which the issuer was to
deduct from the net proceeds of redemption of the Balco shares on early redemption of the Notes
was designed to fund its payment of the ETCSA to LBF.

45 Final Term 23 identified LBIE as the Calculation Agent. Final Term 26 summarised the
Mortgaged Property, but in a way which adds nothing to the more detailed provisions of the Trust
Deed. In substance, it identified the Balco shares, the Cash Reserve (if any) and ARIC's rights
under the Derivative Agreement .

46 Final Term 27, headed “Priority of Interests in Mortgaged Property” provides as follows:

“Subject as provided below, the Trustee shall apply all moneys received by it in
connection with the realisation or enforcement of the Mortgaged Property as follows:

(a) first, in payment or satisfaction of the fees, costs, charges, expenses and liabilities
incurred by the Trustee or any receiver in relation to the Notes in preparing and
executing the trusts under the Supplemental Trust Deed (including any taxes required to
be paid, the costs of realising any security and the Trustee's remuneration);

(b) secondly, in meeting the claims (if any) of Lehman Commercial Paper, Inc, under the
Issuer Credit Facility;

(c) thirdly, in meeting the claims (if any) of the Derivative Counterparty under the
Derivative Agreement;

(d) fourthly, rateably in meeting the claims (if any) of the holders of Notes. If the moneys
received by the Trustee are not enough to pay such amounts in full, the Trustee shall
apply them pro rata on the basis of the amount due to each party entitled to such
payment; and

(e) fifthly, in payment of the balance (if any) to the Issuer.

Provided that if an Event of Default or a Tax Event upon Merger occurs under the
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Principal Protection Agreement in respect of which the Principal Protection Provider is
the Defaulting Party or, as the case may be, the sole Affected Party (each as defined in
the Principal Protection Agreement) the claims (if any) of the holders of Notes shall take
priority over the claims (if any) of the Principal Protection Provider. And further provided
that the right of the Principal Protection Provider to be paid Date [sic] from the Cash
Reserve an amount equal, as a proportion of the Cash Reserve, to the proportion that
the number of Notes being redeemed bears to the total number of Notes and in priority
to any payments being made to Noteholders shall be limited to the realisation proceeds
of the Cash Reserve, except where the redemption occurs prior to the Cash Reserve
first equalling the Cash Reserve Target Amount.”

47 Final Term 28(1) provided that for as long as Enasarco remained the 100% holder of the
Notes, it should have specified rights to give directions to Balco in relation to the management of
the underlying investment portfolio, subject to compliance with certain investment guidelines, and
to the approval of the Balco Calculation Agent (also LBIE) not to be unreasonably withheld.

48 The final main part of the structure underlying Series 26 consisted of the security provisions,
regulated by a series of interlocking trust deeds. They consist of a Principal Trust Deed dated
30th April 2001, a Deed of Amendment dated 13th December 2007 and a Supplemental Trust
Deed relating specifically to Series 26 dated 14th December 2007. Each were made between
ARIC, defined as “Issuer” but in reality as settlor and HSBC Trustee (C.I.) Limited as Trustee.
LBF and LBIE were (among others) added as parties to the Supplemental Trust Deed. No issue
of interpretation arose as to the terms of any of them. For present purposes it is sufficient to note
the following. First, clause 5.5 of the Principal Trust Deed (as amended and restated) in the Deed
of Amendment contains, at clause 7.1.11, a covenant by ARIC in relation to each Series to
comply with its obligations under the Derivative Agreement . Thus, a breach by ARIC of the
Derivative Agreement would, ipso facto , be a breach of the Trust Deed, qualifying as an Event of
Default under Condition 10 of the Base Prospectus.

49 Secondly, clause 5.9 of the Supplemental Trust Deed contained the same provisions as to
priority between ( inter alia ) ARIC and LBF in relation to enforcement against the Mortgaged
Property as are set out in Final Term 27, including the reversal of priority or ‘flip’ in favour of ARIC
in the event of a default under the Derivative Agreement in respect of which LBF was the
defaulting party.

Events Following Automatic Early Termination of the Derivative Agreement

50 Both Holdings and LBIE went into a form of insolvency process on 15th September 2008. LBF
entered special bankruptcy proceedings in Switzerland on 22nd December 2008.

51 One consequence of the entry of LBIE into administration was that it ceased to perform the
functions of Calculation Agent under the terms of the Series 26 Notes so that, whether or not the
Automatic Early Termination of the Derivative Agreement amounted to an Early Redemption
Event within the meaning of Final Term 19, LBIE did not issue any determination that such an
event had occurred.

52 By letter dated 16th September 2009, ARIC provided LBF with a statement which specified
that its “Loss” under the Derivative Agreement was US$61,507,902, while reserving its right to
make an additional claim for expenses. The Loss calculation was based upon a quotation
obtained from Credit Suisse International for a replacement transaction, based upon a premium
rate of 1.8% (compared with LBF's rate of 1.43% falling to 1.03% after 8 years) and a net present
value of the premium stream of &euro;160,313,424, from which ARIC deducted the net present
value of the premium stream which would have been payable to LBF but for the termination of
the Derivative Agreement of &euro;111,122,566. The difference of &euro;49,190,858 converted
into the US dollar amount claimed, using an exchange rate of 1.3303 euros to 1 US dollar. On
the same day ARIC filed a claim in LBF's Swiss bankruptcy for the Swiss franc equivalent of its
loss, and a proof for the same amount in Holdings' Chapter 11 insolvency.

53 Two days later ARIC and Enasarco entered into a Deed of Purchase and Cancellation
whereby ARIC agreed to purchase all the Notes from Enasarco and then cancel them, in
exchange for a transfer to Enasarco of its preference shares in Balco, and an assignment of its
claims against LBF under the Derivative Agreement . I was told on instructions that this

Page 11

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 341 of 357



arrangement included, or was accompanied by, an indemnity from Enasarco to ARIC against any
net liability to LBF which might be established by reason of a determination in LBF's favour of the
issues now raised in these proceedings.

54 A consequence of the Deed of Purchase and Cancellation was that Enasarco rather than
ARIC is the claimant in the Part 8 claim against LBF arising out of the Series 26 Notes, although
ARIC has been added as a second defendant, and is a co-defendant with Enasarco to LBF's Part
20 claim for a declaration as to its entitlement to the ETCSA, or an equivalent amount.

Series 38

55 For reasons already given, I shall confine my description of the facts relevant to this separate
structure and Derivative Agreement to those which differ materially from the account given in
relation to Series 26. The instruments in this series, described as “Bonds”, were issued in four
tranches commencing on 29th March 2006 for an aggregate subscription price of &euro;200
million and acquired in total by HSH Nordbank SA, but subsequently assigned to HSH Nordbank
AG (“Nordbank”). The issuer was Anthracite Rated Investments (Jersey) Limited (“ARIJ”), the
claimant in this Part 8 claim. The Series 38 Bonds were issued pursuant to a Base Prospectus
dated 30th November 2006 and Final Terms originally dated 29th March 2006 and (most
recently) amended and restated on 16th November 2007. The essential structure whereby the
subscription price was invested in preference shares in a (different) Balco, to be used in the
acquisition of an investment portfolio, differed in no material respect from the structure of Series
26. As 100% holder of the Bonds, Nordbank was afforded similar rights in relation to the
management of that portfolio to those afforded to Enasarco under Series 26. The maturity date
for the Bonds was 29th March 2017.

56 Leaving aside differences in nomenclature, there were two main differences in the structure of
Series 38, compared with Series 26. The first was that the Derivative Agreement was designed to
provide a measure of interest protection as well as principal protection. This took the form of the
inclusion of an additional 32 put options expiring on interest payment dates. It has not been
suggested that this distinction is of any consequence for present purposes.

57 The second main difference lies in the formula and mechanics for payment of the early
termination compensation element of the ETCSA, and the corresponding deductible (in the
definition of Early Redemption Amount) from the redemption proceeds of the preference shares
in Balco from which it was intended to be funded. The terms of the Bonds made no provision for
the establishment of a Cash Reserve, nor for a flat 4% payment to LBF in lieu. Instead, both the
Confirmation and Final Term 18 (corresponding with Final Term 19 under Series 26) made
provision for a “Discount” to be deductible and then payable to LBF on a sliding scale reducing to
zero before the maturity date for the Bonds, the detail of which is of no consequence.

58 Apart from those specific differences, and leaving aside differences in language and
nomenclature, Series 38 may for all relevant purposes be assumed to be substantially the same
in its terms and structure as Series 26.

59 Save to the extent necessary to accommodate the Discount rather than the Cash Reserve or
4% in lieu as part of the ETCSA, the terms of the Derivative Agreement were the same as those
in relation to Series 26. The Derivative Agreement consisted of a Master Agreement dated 29th
March 2006, amended and restated on 11th December 2006, a Schedule dated and amended
and restated on the same dates, and a confirmation originally dated 29th March 2006 and
amended and restated on 26th July 2006 and then 16th November 2007. There were, as I have
described, put options in relation both to interest and principal. The provisions as to Automatic
Early Termination, Mandatory Early Termination, Events of Default and Loss were all
substantially the same. The premium income payable to LBF was of course different, but that
difference does not matter.

60 The trust deeds regulating the security provided under the Series 38 structure consisted of a
Principal Trust Deed dated 10th October 2001, amended and restated on 30th November 2006
and a Supplemental Trust Deed, specific to Series 38, dated 29th March 2006, amended and
restated on 11th December 2006. The trustee was again HSBC Trustee (C.I.) Limited and the
settlor, described as “Issuer”, was ARIJ. LBF and LBIE were (among others) added as parties to
the Supplemental Trust Deed. The trust structure differed in no relevant respect from that which I
have described in relation to Series 26.

Page 12

11-15059-mg    Doc 2005-3    Filed 10/10/14    Entered 10/10/14 15:52:27    Exhibit B-1  
  Pg 342 of 357



Events Following Automatic Early Termination

61 Automatic Early Termination of the Derivative Agreement under Series 38 occurred, of
course, on the same day and for the same reasons as in relation to Series 26. As Calculation
Agent, LBIE was similarly disabled from determining that an Early Redemption Event had
occurred under final Term 18.

62 ARIJ calculated its Loss in September 2009 in the sum of &euro;30 million, again by reference
to the estimated cost of obtaining a replacement transaction on terms similar to the Derivative
Agreement as at the Early Termination Date.

63 On 14th October 2010, ARIJ, HSBC, Balco and Nordbank entered into a Second
Supplemental Trust Deed, designed to permit and facilitate a redemption of ARIJ's preference
shares in Balco and the transfer to Nordbank of the redemption proceeds (together with certain
illiquid assets in the underlying investment portfolio) subject to a deduction of &euro;10 million to
fund any potential liability of ARIJ to LBF under the Derivative Agreement . The payment by ARIJ
to Nordbank was expressed to be made not by way of redemption or purchase of the Bonds, but
by way of interim distribution on account, leaving the Bonds at least theoretically on foot, and in
the hope that a further distribution might be made upon a successful outcome to this litigation.
Thus ARIJ and Nordbank have, albeit by a different route, sought to provide against the early
redemption of the Bonds while, at the same time, passing back the proceeds of the realisation of
the underlying investment portfolio to Nordbank.

Analysis of the Issues

64 In the remainder of this judgment I shall revert to the detailed terms and nomenclature of
Series 26, save where significant differences in the structure of Series 38 requires me to do
otherwise. Logically, the first issue is whether the Automatic Early Termination of the Derivative
Agreement on 15th December 2008 was an Early Redemption Event pursuant to Final Term 19.

Early Redemption Event?

65 For LBF, Mr Russen pointed to the simplicity and apparent clarity of the relevant part of the
definition of Early Redemption Event in Para (ii)(x) of Final Term 19, which provides that an Early
Redemption Event occurs if:

“The Principal Protection Agreement is terminated in whole for any reason.”

It was common ground that the Derivative Agreement had been terminated and that, he said,
was the end of the matter.

66 Mr Phillips and Mr Hapgood for ARIJ and Enasarco respectively advanced a barrage of
reasons for a contrary conclusion. The deployment of those submissions, and Mr Russen's
answers to them, took up more than half the three day oral hearing. They may be summarised as
follows:

(1) There was no Early Redemption Event because the Calculation Agent (LBIE) had made
no such determination.

(2) The use of the passive verb “is terminated” was inapt to describe Automatic (rather than
elective) Early Termination. Thus Para (ii)(x) applied only where the Derivative Agreement
was terminated by a party serving notice to that effect, rather than pursuant to its own
internal mechanisms.

(3) On its true construction, Para (ii)(x) was inapplicable to any determination of the
Derivative Agreement which arose by reason of LBF's default (whether automatically or
upon election by ARIC). As the oral hearing progressed, this proved to be Mr Phillips' and
Mr Hapgood's main submission.
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(4) An interpretation which, by giving rise to an Early Redemption Event, collapsed the
structure of the Notes due merely to a default by LBF would be a commercial absurdity. It
would be a case of the tail wagging the dog. This was forcefully argued by Mr Phillips.

(5) It was a commercial absurdity for the failure of the Derivative Agreement to lead to the
automatic failure of the structure of the Notes, by early redemption. The court should be
driven to an interpretation which (however worded) allows the issuer and the investor a
choice in the matter, for example to preserve the structure with replacement principal
protection. This was Mr Hapgood's preferred commercial interpretation.

(6) Any interpretation which gave rise to the combination of an early redemption of the
Notes under Final Term 19 and an Early Termination of the Derivative Agreement under
which LBF was the defaulting party would produce irreconcilable conflicts within the terms
and conditions of the Notes, and in particular the security structure, which the alternative
interpretation at (3) above would avoid.

67 I start by reminding myself of the principles applicable to the interpretation of contractual
documentation of this type, my attention having been drawn to Investors Compensation Scheme
Limited v. West Bromwich Building Society [1998] 1 WLR 896 , Attorney General of Belize &
others v. Belize Telecom Limited & another [2009] 1 WLR 1988 , Chartbrook Limited & another v.
Persimmon Homes Limited & another [2009] 1 AC 1101 and Re Sigma Finance Corp [2010] 1 All
ER 571 . Generally, the court's task is to ascertain the meaning which the instrument would
convey to a reasonable person having all the background knowledge which would reasonably be
available to the audience to whom the instrument is addressed. In the case of a simple bilateral
contract, the audience will simply be the parties to the contract. But this formulation is applicable
to instruments generally, whether contracts, trust deeds, articles of association or even
legislation: see Belize Telecom at paragraph 16. The ‘instrument’ in the present case is the
Offering Circular . The author is the issuer (i.e. ARIC) although it was in all probability drafted by
lawyers at the direction of LBIE, which marketed the Notes. Its audience included prospective
(and actual) investors including, but not necessarily limited to Enasarco since, even if the Notes
were all to be issued to Enasarco (as the Final Terms acknowledge) they were nonetheless
capable of being sold on, in whole or in part. The audience also included LBF, Holdings and the
Trustee.

68 Specific aspects of the general principles in the cases to which I have referred are, it seems to
me, of particular relevance for present purposes. The first is that the meaning which a document
would convey to a reasonable addressee is not the same as the meaning of its words.

“The meaning of words is a matter of dictionaries and grammars; the meaning of the
document is what the parties using those words against the relevant background would
reasonably have been understood to mean. The background may not merely enable the
reasonable man to choose between the possible meanings of words which are
ambiguous but even (as occasionally happens in ordinary life) to conclude that the
parties must, for whatever reason, have used the wrong words or syntax.”

See the ICS case per Lord Hoffmann at page 913. The potential for uncertainty created by that
dictum is qualified by Lord Hoffmann's acknowledgment that:

“The “rule” that words should be given their “natural and ordinary meaning” reflects the
common sense proposition that we do not easily accept that people have made
linguistic mistakes, particularly in formal documents.”

The documentation which includes Final Term 19 is, plainly, of the utmost formality.

69 Secondly, the ascertainment of the meaning of a particular provision in a complex instrument
requires constant attention to the context and purposes of the overall scheme of which it forms
part, and an awareness that “even the most skilled drafters sometimes fail to see the wood for
the trees”. See Re Sigma Finance Corp at paragraph 12.
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70 Finally, there is an important difference between a conclusion that the ordinary or grammatical
meaning of the language of a particular provision leads to a conclusion that flouts business
common sense, and the subjection of a complex and carefully prepared scheme to
reinterpretation on the grounds of mere fairness or enhanced reasonableness. The former is
legitimate but the latter is not. In Belize Telecom , at paragraph 16, Lord Hoffmann said that:

“The court has no power to improve upon the instrument which it is called upon to
construe, whether it be a contract, a statute or articles of association. It cannot introduce
terms to make it fairer or more reasonable. It is concerned only to discover what the
instrument means.”

In Chartbrook , at paragraph 20 he said:

“It is of course true that the fact that a contract may appear to be unduly favourable to
one of the parties is not a sufficient reason for supposing that it does not mean what it
says. The reasonable addressee of the instrument has not been privy to the
negotiations and cannot tell whether a provision favourable to one side was not in
exchange for some concession elsewhere or simply a bad bargain.”

71 I confess to having found it initially difficult to suspend my disbelief that the phrase “is
terminated in whole for any reason” could actually have the very much more restricted meaning
for which Mr Phillips and Mr Hapgood have contended, namely “is terminated by notice for any
reason other than a default by LBF”. But the combined effect of their submissions, and in
particular the last one, has made the ascertainment of the meaning of this part of Final Term 19
much more difficult than I had initially appreciated. I shall therefore address their submissions in
a little detail.

72 I am not impressed by the submission based upon the absence of an actual determination by
LBIE as Calculation Agent. It is well settled that where the working out of a formula regulating the
parties' rights under an agreement depends upon something to be done by a third party, the
formula, and the rights dependent upon its implementation, do not fall to the ground merely
because that party declines or is unable to act. In extremis , the court will step in and perform the
relevant function: see Sudbrook Trading Estate Limited v. Eggleton [1983] 1 AC 444 . LBIE's
descent into administration strikes me as a good example of the type of machinery breakdown
which the House of Lords held could be remedied by the court, so as to avoid the destruction of
the parties' bargain.

73 I am no more impressed by the second submission, based upon the supposedly inappropriate
use of the passive “is terminated” as a description of automatic termination, rather than
termination by notice. It is in my view in no sense a misnomer to describe the Derivative
Agreement as being ‘terminated’ rather than ‘terminating’ where the operative cause is LBF's
default, merely because the parties have pre-elected Automatic Early Termination in such an
event. The point appears to me to be an attempted misuse of the discredited grammatical
process of linguistic interpretation.

74 It is in fact apparent from looking elsewhere in this complex structure that the drafter used the
active and passive versions of the verb to terminate indiscriminately. Mr Phillips' theory was that
the drafter used the active ‘terminates' to describe Automatic Early Termination and the passive
‘is terminated’ to describe elective Early Termination. But in clause 5.5 of the Principal Trust
Deed as amended and restated on 13th December 2007, the security was stated to become
enforceable if:

“(ii) a Derivative Agreement terminates with sums due to the Derivative Counterparty.” (
i.e. LBF )

75 That provision was obviously designed to enable LBF to enforce its prior security on an Early
Termination of the Derivative Agreement where ARIC was the defaulting party. Yet the active is
used in circumstances where LBF had no right whatsoever to rely upon Automatic (rather than
elective) Early Termination.
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76 As a second example, in the description of the Derivative Agreement (described as the
Redemption Amount and Coupon Protection Agreement) immediately following the Final Terms
of Series 38 it is stated that:

“In the event of an early redemption of Bonds in whole or in part, the Redemption
Amount and Coupon Protection Agreement will be terminated proportionality and an
amount in respect of such termination, equal to the aggregate Discount for all the Bonds
so redeemed, will be payable by the Issuer to the Redemption Amount and Coupon
Protection Provider.”

That is a user-friendly description of Mandatory Early Termination of the Derivative Agreement
coupled with payment of the ETCSA, following early redemption of the Bonds. It is wholly
automatic, yet the drafter uses the passive ‘will be terminated’.

77 The third submission, that termination of the Derivative Agreement constitutes an Early
Redemption Event only if it arises otherwise than by LBF's default is much the most formidable of
those advanced by Mr Phillips and Mr Hapgood, but it stands and falls upon the validity of the
three following submissions relied upon to justify it, and upon considerations militating the other
way. The starting point is to look more closely at the consequences of this submission being
correct. The Schedule and Confirmation in the Derivative Agreement exclude most of the
standard Party B (i.e. ARIC) Events of Default under the Master Agreement. This third
submission would therefore, if correct, confine the effect of Para (ii)(x) of Final Term 19 to a very
small sub-class of events giving rise to early termination of the Derivative Agreement .
Furthermore, Mr Phillips and Mr Hapgood were unable to identify any event which would qualify
under their construction as an Event of Default by ARIC (rather than LBF) which would not also
give rise to a breach by ARIC of Condition 10, and therefore an Event of Default under Para (iii)
of Final Term 19. This is because Condition 10 would be triggered by a failure by ARIC to comply
with its obligations under the Trust Deed, and those included a covenant by ARIC to comply with
its obligations under the Derivative Agreement . Para (ii)(x) of Final Term 19 would therefore be,
on the claimants' construction, not merely very limited in scope, but also redundant.

78 More seriously, if an Early Redemption Event is not triggered under Final Term 19 by a
termination of the Derivative Agreement due to LBF's default, then the structure of the Notes
contained no provision whereby the Notes could be redeemed early, even at the election of the
Noteholders acting unanimously, or by any requisite majority (under the detailed provisions for
majority decision-making in the Trust Deed). It would not convert a regime for automatic early
redemption upon the failure of the Derivative Agreement into a regime for elective early
redemption. Unless the issuer, the trustee and the investors could all agree otherwise, the Notes
would continue until final maturity, wholly bereft of principal protection after the Early Termination
of the Derivative Agreement .

79 Against that analysis, I have not been persuaded by either Mr Phillips' or Mr Hapgood's
submissions based upon supposed commercial absurdity. Taking Mr Phillips' submission first, he
said that it was ridiculous to think that the Noteholders would subject themselves to the enforced
collapse of the investment structure underlying the Notes merely because of the failure of the
principal protection afforded by the Derivative Agreement . On the contrary, they would naturally
wish to continue with the underlying investment structure, with replacement principal protection
from some other derivative counterparty in the event of LBF's default. To allow the failure of the
Derivative Agreement to destroy the underlying investment structure would be to let the tail wag
the dog.

80 I disagree. The basis upon which investors were invited to subscribe for fifteen year Notes
backed by a relatively high risk investment portfolio was that the Notes would, throughout their
life, have the benefit of principal protection from Lehman Brothers. In fact LBF defaulted within a
year of the issue of Series 26. The structure contained no mechanism enabling the issuer to
replace the Derivative Agreement with LBF by a replacement agreement with some other
counterparty. Furthermore, since the likely reason for any default by LBF would be insolvency
(including the insolvency of Holdings as Credit Support Provider) the notion that the Loss
provisions of the Master Agreement triggered by Early Termination would yield a sum sufficient to
enable the issuer to buy alternative principal protection, is, at least in commercial rather than
purely theoretical terms, unreal. It is, nearly three years after the Lehman collapse, still uncertain
what if any dividend LBF or Holdings will pay to unsecured creditors, and the earliest payment
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date may still be years away.

81 It is in any event in my view wrong to characterise the principal protection afforded by the
Derivative Agreement as the mere tail of a dog. Neither Nordbank nor Enasarco subscribed for
the instruments in order to obtain the benefit of the asset management skills and judgment of the
Lehman Group, in relation to the underlying portfolio. As I have described, both structures
preserved substantial asset management rights for their respective investors (while they
remained owners of 100% of each Series), subject only to a form of veto designed no doubt to
avoid causing unplanned exposure to LBF under the Derivative Agreement . As far as I can
ascertain, the Lehman backed principal protection formed an important part of the structure both
to Nordbank and to Enasarco. It enabled Nordbank to invest in a portfolio with a risk reward
profile which would not otherwise have satisfied the Basel II requirements. It enabled Enasarco to
seek to obtain long-term investment reward for its pensioners without incurring unacceptable
downside risk. These aspects of the importance to the investors of the principal protection
afforded by the Derivative Agreements are fully verified by the unchallenged evidence.

82 Faced with a choice between an interpretation of Final Term 19 (or 18) that left the investor
saddled with a medium term instrument bereft of principal protection, with no internal mechanism
enabling the issuer to put in place replacement protection, let alone fund its cost in the event of
LBF's insolvency, or an interpretation under which LBF's failure enabled the investors to recover
their investments by early redemption, and choose their own substitute (for LBF) for the future, it
seems to me at least equally likely in commercial terms that the investors would prefer the latter,
rather than the former. Likelihood is, of course, not the relevant test. But that analysis
demonstrates, at least to me, that Mr Phillips' submission based upon commercial absurdity must
be rejected.

83 Mr Hapgood's commercial absurdity submission was rather more subtle. He submitted that
the real vice of an interpretation of Final Term 19 under which a failure of the Derivative
Agreement due to LBF's default led inevitably to early redemption was that it deprived the
investors of the choice whether or not to allow the failure of principal protection to give rise to an
unwinding of their investment. He pointed out that principal protection might fail at a late stage in
the life of the issue, at a time when the underlying portfolio was worth substantially more than the
original subscription price, so that the investors might well prefer to continue with the profitable
portfolio, rather than risk a diminution in value occasioned by its enforced liquidation. In short, the
commercial absurdity in LBF's interpretation of Final Term 19 was its automatic rather than
elective effect, in terms of early redemption.

84 There is real force in that submission. With the benefit of hindsight, and in particular the
valuation and liquidity difficulties affecting hedge fund portfolios of the type in issue which
followed (whether or not caused by) the Lehman collapse, I can envisage that many commercial
minds would think that an elective rather than mandatory approach to early redemption would be
better, more reasonable, and even fairer.

85 The trouble with Mr Hapgood's submission is that his proposed construction of Final Term 19
does not bring about an elective regime for early redemption. It merely substitutes one
mandatory consequence of LBF's default (automatic early redemption) for another (no early
redemption). At no time during the hearing, or in the parties' skeleton arguments, was any
interpretation of Para(ii)(x) put forward which would in fact remedy the commercial infelicity which
Mr Hapgood identifies. Furthermore, Conditions 6(e) and (f) would have done just that, but they
were expressly dis-applied by Final Term 19. The choice of automatic rather than elective early
redemption appears therefore to have been deliberate.

86 There is in my judgment an alternative escape from what Mr Hapgood fairly describes as the
surprising rigidity of the link between early redemption and Early Termination of the Derivative
Agreement . It lies in an appreciation of the liberty enjoyed by the investors, the issuer and the
Trustee, acting together, to prevent the Early Termination of the Derivative Agreement leading to
actual early redemption, by agreeing, as in fact they have done in both the present cases,
alterations to their relationship which produce a different result after the happening of the Early
Redemption Event. As I shall explain, the liberty of those parties to the structure to agree
alterations to it is of course subject to LBF's security rights. But it is precisely where the
Derivative Agreement terminates because of LBF's default that its security rights are postponed
to those of the investors under the security structure. Postponement of LBF's security rights does
not entirely remove them, but it makes them easier for the issuer and the investors to work
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around.

87 I refer to the parties other than LBF as having a ‘liberty’ rather than a right to take steps which
avoid an Early Redemption Event turning into actual early redemption, because no such
provision is expressed anywhere in the structure. It is simply a liberty which the structure does
not prohibit, save where LBF's security rights would otherwise be infringed. Furthermore, against
the possibility that the instruments under each series might not be held 100% by a single
investor, the terms of each issue, and in particular, the Trust Deeds contain detailed provision
enabling a community of investors to participate in amendments to the scheme, by resolutions
passed at meetings subject to appropriate rules as to quorum and majority vote.

88 If that is, as I conceive, the real safety valve which protects the investors from the apparent
rigidities of the link between Early Termination of the Derivative Agreement and early redemption
of the instruments, then I consider that it works better as a means of avoiding (by consent, or by
the requisite majority) what would otherwise be an early redemption than as a means for avoiding
what (on the claimants' interpretation) would otherwise be the inevitable continuation of the
instruments to maturity, without principal protection. In short, it provides for a winding-up rather
than the perpetuation of the structure where an important part of it has fallen away, where the
parties cannot agree some other acceptable means for its continuation.

89 That conclusion accords with the automatic way in which the circumstances described in
paragraphs (i) and (ii) (y) of the definition of Early Redemption Event also operate, in
circumstances related to tax or illegality of performance. Like failure of the Derivative Agreement ,
they are also events which, unless the parties can agree otherwise, are agreed to give rise to an
automatic winding up of the structure.

90 Mr Hapgood's final submission was that, on LBF's interpretation, Final Term 19 gave rise to
conflicts with other parts of the structure and in particular the security provisions. He gave four
examples. I shall deal only with the two of them which I found persuasive. The first was that
under the definition of Early Redemption Amount in Final Term 19, ARIC is required to deduct
costs of LBF which include its costs of unwinding the Derivative Agreement …

“taking into account hedging losses incurred as a consequence of the Early Redemption
of the Notes.”

91 This deductible is of course intended to put ARIC in funds with which to pay amounts due to
LBF. It is expressly included as part of the ETCSA under the Confirmation and forms an elective
part of the non-defaulting party's calculation of Loss under Section 14 of the Master Agreement.
Mr Hapgood's point was that in the event of an early redemption triggered by LBF's default under
the Derivative Agreement , Loss would be calculated by reference to ARIC's loss (including
hedging losses) and LBF's right would be limited to receiving ARIC's gain, rather than claiming
for its own hedging losses. The drafter of Final Term 19 must have assumed, says Mr Hapgood,
that an Early Redemption Event would not be triggered by LBF's default under the Derivative
Agreement .

92 I accept Mr Hapgood's submission that there is an apparent tension, in the sense that, if early
redemption was inevitably triggered by any Early Termination of the Derivative Agreement ,
circumstances could arise in which LBF could not claim its hedging losses. But to allow that
tension to subvert what I conceive to be the plain meaning of Para (ii)(x) in the same Final Term
would indeed be to allow the tail to wag the dog. The reference to hedging losses as a deduction
from the Early Redemption Amount in Final Term 19 is to hedging losses incurred not as a
consequence of the Early Te , but of the early redemption of the Notes which, if the Derivative
Agreement has not already terminated, gives rise to Mandatory Early Termination, and a
payment to LBF of the ETCSA. The drafter is plainly thinking, at that point in this complicated
provision, of deductions sufficient to fund the ETCSA itself. The sensible resolution of the tension
identified by Mr Hapgood is not to rewrite the definition of Early Redemption Event, but to
include, by implication or interpretation, the phrase “if applicable” after “taking into account” in the
sentence upon which Mr Hapgood relies.

93 More seriously, Mr Hapgood points to the final paragraph of Final Term 19, which provides (in
summary) that either the Cash Reserve, or the 4% early redemption compensation in lieu, would
be payable to LBF in priority to any redemption payment made by ARIC to the Noteholders. In
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the event of an Early Redemption triggered by LBF's default, such priority would directly conflict
with the reversed priority as between LBF and the Noteholders which, both under Final Term 27
and the Trust Deeds, produces the opposite result. Again, Mr Hapgood submits that the drafter of
this last paragraph of final Term 19 must have assumed that LBF's default under the Derivative
Agreement could not trigger early redemption of the Notes.

94 This was perhaps Mr Hapgood's best shot. To Mr Phillips' dismay, no equivalent provision
appeared in Final Term 18 relating to Series 38. But the question remains whether the resolution
of that apparent conflict within the series 26 Final Terms requires a radical writing down of the
ambit of Para(ii)(x), so as to prevent a collapse of the principal protection part of the structure
from being even capable of bringing about an unwinding of the structure as a whole by early
redemption. In my judgment it does not. The present question of interpretation is whether the
phrase “the Principal Protection Agreement is terminated in whole for any reason” means that the
collapse of the principal protection afforded by the Derivative Agreement was, like a relevant tax
event or an illegality of performance, to be an occasion for the unwinding of the structure as a
whole, subject to the safety valve constituted by the parties' liberty to preserve it by an agreed
amendment. In my judgment that is the clear meaning of that provision.

95 It is perhaps understandable that, when formulating the last part of Final Term 19 the drafter
may have lost sight of the wood for the trees, in the sense that, although most of the
circumstances giving rise to Early Redemption would entitle LBF to rely on its priority as against
the Noteholders, one of them, namely Early Termination of the Derivative Agreement due to its
default, would not. In my judgment the solution to that apparent mix-up is, by interpretation or
implied term simply to read into that last paragraph a phrase recognising that it is, of course,
subject to any priority flip which might be occasioned by such a default. It is comforting, but by no
means decisive, that the phrase “for any reason” in Para (ii)(x) entirely accords with that analysis.
Nonetheless, my main reasons for concluding that LBF's interpretation on this point is to be
preferred arises from my perception that it better accords with the structure and purposes of the
two transactions, understood as a whole, than the interpretation for which the claimants contend.

96 I conclude therefore that the Automatic Early Termination of the Derivative Agreement is,
under both structures, an Early Redemption Event, notwithstanding that it is triggered by LBF's
default.

Mandatory Early Termination?

97 The issue under this heading is whether a Mandatory Early Termination Date under the
Derivative Agreements occurred by reason of the occurrence of an Early Redemption Event
under the Final Terms, thereby triggering a contractual entitlement of LBF to be paid the ETCSA.
Notwithstanding indications in the evidence that LBF was minded to abandon its affirmative case
under this issue, Mr Russen persisted in it at trial, along the following lines:

(1) The provisions relating to Mandatory Early Termination in the Confirmations under the
Derivative Agreements constituted formulae for the triggering of contractual payments by
the issuers to LBF, rather than a separate regime for termination.

(2) Those contractual entitlements were specifically preserved by Section 6(c)(ii) of the
Master Agreements, notwithstanding the occurrence of an Early Termination Date.

(3) The clear intent displayed by each structure as a whole was that an Early Redemption
Event in relation to the Notes (or Bonds) would in due course lead to the occurrence of a
Mandatory Early Termination Date under the Derivative Agreements, and thereby trigger
LBF's entitlement to the ETCSA.

(4) It was for that purpose irrelevant that the powder trail leading to that outcome was set
alight by Automatic Early Termination of the Derivative Agreements due to LBF's default.

98 In my judgment that analysis, and the conclusion contended for, is clearly wrong. My reasons
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follow.

99 First and foremost, the parties having chosen to provide for LBF's entitlement to the ETCSA
upon the happening of a particular type of termination of the Derivative Agreement , those
provisions are, almost by definition, inapplicable in circumstances where the Derivative
Agreement has already terminated. There cannot, as Mr Phillips and Mr Hapgood submitted, be
two successive terminations of the same agreement.

100 Secondly, and notwithstanding the ingenuity of the argument, I do not consider that Section
6(c)(ii) of the Master Agreement has, or could ever have, the effect of preserving LBF's
contingent entitlement to the ETCSA. The obvious purpose of Section 6(c)(ii) is that, upon Early
Termination, the parties' on-going mutual obligations are entirely replaced by a single close-out
payment, reflecting the fact that the Derivative Agreement has come to an end. The phrase
“without prejudice to the other provisions of this Agreement” may be applicable to provisions
which are not, by their nature, brought to an end on termination (such as a liability to pay
outstanding arrears of premium incurred prior to Early Termination). They have no application to
provisions which are triggered by some later termination event which, of itself, necessarily
assumes that Early Termination has not already occurred.

101 In that context, the Mandatory Early Termination Date cannot occur at the same time as
Early Termination (where relied upon as the trigger for an Early Redemption Event). Pursuant to
the Confirmation it occurs only on the Final Redemption Date as defined in Final Term 19. That is
five business days after the realisation of all the outstanding Balco preference shares. It is plain
from Final Term 19 that this will necessarily occur some time after the happening of the Early
Redemption Event triggered by Early Termination of the Derivative Agreement , because the
event must first be determined as such by the Calculation Agent, and the underlying portfolio
must then be realised so as to fund the redemption of the Balco preference shares.

102 Thirdly, the Mandatory Early Termination Date has not yet been reached in relation to either
Derivative Agreement , even though, on my interpretation, an Early Redemption Event has
occurred under the Final Terms in each structure. This is because, as I have described, the
respective issuer, investor and Trustee under each structure have so re-arranged their affairs as
to provide for a different outcome, as they are prima facie at liberty to do, if LBF thereby suffers
no infringement of its security rights. The Notes under Series 26 were bought back and cancelled
by ARIC. This arguably involved an infringement of LBF's postponed security rights because the
Balco preference shares were transferred to Enasarco. Since however Enasarco agreed to
indemnify ARIC in respect of any successful claim by LBF, it did not cause LBF any real
prejudice, and Mr Russen did not suggest that the purchase and cancellation was therefore
invalid. Although the investment portfolio underlying Series 38 was itself realised, and the Balco
preference shares redeemed, the proceeds were used not to fund early redemption of the Bonds,
but to make an interim distribution. This did not (other than perhaps purely technically) infringe
LBF's security rights because a sufficient fund (namely &euro;10 million) was left behind, with
which to enable ARIJ to make any payment to LBF which might fall due as the result of this
litigation.

103 In reaching those conclusions I have taken into account, but not in the end accepted, the
following submission by Mr Russen. He said that Final Term 19 plainly provided, as a
consequence of an Early Redemption Event however caused, that ARIC would deduct out of the
proceeds of the redemption of the Balco shares an amount calculated on a basis clearly
designed to put it in funds for the payment to LBF of the ETCSA. Since on both sides'
interpretation of Para (ii)(x) an Early Redemption Event could be triggered by some form of Early
Termination of the Derivative Agreement , the parties cannot be taken as having intended that an
Early Termination, (regardless of its cause) should thereby render the Mandatory Early
Termination regime, including payment of the ETCSA, permanently redundant. Why, he asked
rhetorically, should the parties have intended ARIC to be left with the windfall constituted by the
aggregate of those deductions, if the equivalent ETCSA could never then become payable to
LBF? It was, he submitted, irrelevant for the purposes of interpretation that the issuers and
investors had, after the event, rearranged their affairs so as to provide for that windfall to be
payable to the investors (subject in the case of Series 38 to a reserve, and in the case of Series
26 to an indemnity sufficient to enable the issuer to meet LBF's claim if successful).

104 I recognise the force of that submission. The drafter does appear to have constructed a
formula for the Early Redemption Amount in Final Term 19 which reflects an unconscious
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assumption that ARIC needed to be put in funds to pay the ETCSA to LBF. Under most of the
circumstances triggering an Early Redemption Event that would undoubtedly be so. Where the
trigger was a tax event, supervening illegality or a default by ARIC under Condition 10 which was
not itself an Event of Default under the relevant Derivative Agreement , an ETCSA would in due
course ordinarily become payable, precisely because nothing would in the meantime have
brought about an earlier termination of the Derivative Agreement . It is indeed plain that the
ETCSA was intended to be LBF's compensation for an early termination of the Derivative
Agreement brought about by an original cause consisting of the early redemption of the Notes,
where Section 6 of the Master Agreement would provide no formula by way of compensation for
Early Termination.

105 It is however commercially absurd to think that the parties intended, in the event of an Early
Termination of the Derivative Agreement , to confer upon LBF first, rights to a payment under
Section 6(e) of the Master Agreement, and then a right to receive the ETCSA shortly thereafter,
when the Early Redemption Event triggered by Early Termination had matured into an Early
Redemption Date, and therefore a Mandatory Early Termination Date under the Derivative
Agreement . Take, for example, an Early Termination brought about by a default on the part of
ARIC. That would immediately trigger LBF's right to compensation for its Loss under Section
6(e). On both parties' interpretations of Early Termination Event that would ordinarily lead to an
Early Redemption Date, the occurrence of a Mandatory Early Termination Date and a liability of
ARIC to pay, in addition, the ETCSA to LBF.

106 The position is only slightly less absurd on an Early Termination of the Derivative Agreement
due to LBF's default. If premium rates for a replacement transaction had by then fallen, then
under Section 6(e) LBF might well be entitled to payment of ARIC's gain (since a replacement
transaction would be cheaper than the Derivative Agreement itself), and yet in due course LBF
would also become entitled to payment of the ETCSA.

107 Mr Russen sought to deal with these absurdities by submitting that, wherever the structure
as a whole provided for LBF to receive the ETCSA, that necessarily overrode any additional or
inconsistent provision for close-out payment on Early Termination which might be triggered by
the same underlying facts. That was, indeed, a major theme in his submissions as a whole. The
main difficulty with it is that if (as he submitted and I have indeed concluded) any form of Early
Termination of the Derivative Agreement always triggered an Early Redemption Event, and a
consequential right for LBF to receive the ETCSA, it is difficult to see for what conceivable
purpose the parties consciously chose Second Method and Loss in the Schedule to both
Derivative Agreement s, rather than merely deleting them as inapplicable.

108 Mr Russen's only (and I am afraid rather lame) response to that difficulty was that the
Schedules appeared to have been prepared earlier than the Confirmations in relation to each
Derivative Agreement , at a time when, perhaps, the parties had yet to focus on this point. Not
only was that analysis not supported by the factual chronology, but it is in my view misconceived
in principle. The structure of complex transactions such as these must be viewed as a whole,
regardless of the dates of preparation of different parts of them, if only because the drafter of the
last part to be prepared must be taken to have looked at his handiwork alongside other parts of
the structure already in existence, to check that they worked in tandem.

109 The answer therefore to this conundrum is simply to recognise that the drafter of Final Term
19 was in at least this respect wearing blinkers in failing to appreciate that, on any interpretation
of Para (ii)(x), an Early Redemption Amount might become payable to the Noteholder after an
earlier termination of the Derivative Agreement , with the result that no ETCSA would ever be
payable to LBF, and the additional result that LBF might in truth either be liable to make a
close-out payment to ARIC, or entitled to receive from ARIC, some wholly different and possibly
larger payment, for which Final Term 19 provided no sufficient deduction as a funding
mechanism. In any case where a close-out between ARIC and LBF under Section 6 of the
Master Agreement produced either a payment due to ARIC, or a payment from ARIC smaller
than the ETCSA, this would cause no funding difficulty, but rather create a windfall. If a payment
due on Early Termination to LBF under Section 6 of the Master Agreement exceeded the amount
of the ETCSA (as well it might if, for example, it arose from ARIC's default and LBF incurred a
very large loss in closing-out an associated hedge) then ARIC would indeed be underfunded
under Final Term 19, but LBF would recover in full out of the proceeds of the redemption of the
Balco shares pursuant to its priority under the security structure. As the facts of the two present
cases have shown, the occurrence of what might otherwise have been a windfall is by no means
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beyond the wit of the parties other than LBF to resolve, as they have indeed done by arranging
for it to be paid, subject to LBF's claims, to the investors.

110 I had thought during the early part of the oral hearing that to recognise a liberty of the parties
other than LBF to put, as it were, a foot in the door between the occurrence of an Early
Redemption Event and the happening of an Early Redemption Date, and therefore a Mandatory
Early Termination Date, could risk unfairly and un-commercially depriving LBF of its ETCSA,
even in a case where (there being no Early Termination of the Derivative Agreement ) it was
prima facie clearly entitled to it. But Mr Hapgood easily persuaded me that this was not so. In
such a case, the insertion of any such ‘foot in the door’ would simply leave the Derivative
Agreement running on, as between the issuer and LBF, with LBF continuing to earn its
contracted premium stream, for the early cutting short of which ETCSA was intended to be a
rough and ready form of compensation.

111 I have therefore concluded, without difficulty, that LBF is not, in either case, contractually
entitled to receive the ETCSA, since no Mandatory Early Termination Date has occurred, or
could ever occur, after Automatic Early Termination of the Derivative Agreements.

Calculation Of Loss Under Section 6(e) of the Master Agreement

112 My analysis thus far leads me to the conclusion that the rights and/or liabilities of LBF arising
from the Automatic Early Termination of the Derivative Agreements do, as the claimants assert,
depend upon the identification of the issuers' Loss as defined by Section 14 of the Master
Agreement, taking such account (if any) as is appropriate of the fact that in each case an Early
Redemption Event has occurred under the Final Terms of the instruments, but not an Early
Redemption Date, or a Mandatory Early Termination Date under the Confirmations. There is no
logical consecutive order in which to deal with the remaining issues. Since however it is for the
issuers as non-defaulting parties to identify their loss, and since they have chosen to do so by a
technique (replacement transaction quotation) which they are prima facie entitled to adopt, I
consider that the burden lies on LBF to persuade the court that the use of that technique is
unreasonable. There is no challenge to the issuers' good faith.

113 It is therefore convenient to begin with an outline of LBF's case that the issuers' use of a
replacement transaction quotation was unreasonable. It may, I hope without any unfairness, be
summarised as follows:

(1) The issuers' Loss (or gain) is to be determined as at the Early Termination Date, i.e.
15th December 2008, or so soon as reasonably practicable thereafter.

(2) Early Redemption Events occurred in relation to both Series on the same day.

(3) Viewed from that date, and without benefit of hindsight, this would in the ordinary course
lead to early redemption of the instruments after deductions by the issuers sufficient to fund
the payment of the ETCSA to LBF. I will call it the ETCSA Deduction Fund.

(4) Since the ETCSA would not as a matter of contract be due to LBF, the ETCSA
Deduction Fund would represent a windfall gain to the issuers arising from the Early
Termination of the Derivative Agreements. It would not be contractually due to the
investors.

(5) The subsequent choice of the issuers to pay the ETCSA Deduction Fund to the
investors was irrelevant to any determination of Loss as at the Early Redemption Date.

(6) The amount of the ETCSA was in any event a genuine pre-estimate of loss by the
parties to the Derivative Agreement , by reference to which the radically different result
achieved by the use of a replacement transaction quotation is manifestly unreasonable.
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(7) The impossibility within the relevant structures of erecting a replacement for the
Derivative Agreements as principal protection for the investors is, of itself, a sufficient
reason to treat the use of a replacement transaction quotation as unreasonable.

The Legal Principles

114 The exercise called for in order to resolve the remaining issues is, in substance, the
interpretation of standard form provisions of the Master Agreement which have been in
widespread and constant use since 1992, and their application to particular facts arising from the
embodiment of the Master Agreement in two complex bespoke structures. In Lomas & ors v. JFB
Firth Rixson Inc & ors [2010] EWHC 3372 (Ch) , at paragraph 53, I said:

“The ISDA Master Agreement is one of the most widely used forms of agreement in the
world. It is probably the most important standard market agreement used in the financial
world. English law is one of the two systems of law most commonly chosen for the
interpretation of the Master Agreement, the other being New York law. It is axiomatic
that it should, as far as possible, be interpreted in a way that serves the objectives of
clarity, certainty and predictability, so that the very large number of parties using it
should know where they stand: see Scandinavian Trading Tanker Co v. Flota Petrolera
Ecuatoriana [1983] 1 QB 529 (“the Scaptrade”) per Robert Goff LJ at 540.”

Lomas v. Firth Rixson is subject to a pending appeal, and has (I believe) been reviewed by the
Supreme Court in a case still awaiting judgment. Subject to those uncertainties, I adhere to that
view.

115 Nonetheless, (as recognised in paragraph 54 of Lomas v. Firth Rixson ) the 1992 Master
Agreement has come to be incorporated into a bewildering variety of different types of derivative
transactions, so that caution needs to be exercised against a slavish assumption that the
meaning of a particular provision of the Master Agreement in one type of transaction is
necessarily to be transported lock stock and barrel as its precise meaning in some very different
type of transaction. To a large extent the Master Agreement caters for this internally. For
example, the definition of Settlement Amount in Section 14 provides in terms that where the use
of a Market Quotation would not (in the reasonable belief of the party making the determination)
produce a commercially reasonable result, the Settlement Amount is to be determined by
reference to that party's Loss. As a further example, the definition of Loss itself expressly
contemplates that the method chosen by the non-defaulting party, including the use of
replacement transaction quotations, may be inapplicable if it produces an unreasonable result.
Thus the overriding control tests of commerciality and reasonableness provide a measure of
flexibility within the Master Agreement sufficient to enable it to be applied across a wide range of
different types of transaction, in an infinitely variable combination of different circumstances.

116 A significant body of recent case law has developed in relation to the interpretation and
application both of Loss and Market Quotation under the 1992 Master Agreement. The decisions
to which I was referred are Australia & New Zealand Banking Group Limited v. Société Générale
[2000] CLC 833 (CA) ; Peregrine Fixed Income Limited v. Robinson Department Store Public Co
Limited [2000] CLC 1 , 328; Britannia Bulk plc v. Pioneer Navigation Limited & ors [2011] EWHC
692 (Comm) ; and Pioneer Freight Futures Company Limited v. TMT Asia Limited [2011] EWHC
778 (Comm) . Those authorities establish the following broad propositions:

(1) Loss and Market Quotation are, although different formulae, aimed at achieving broadly
the same result, so that outcomes derived from one may be usefully tested by way of
cross-check by reference to the other: see per Mance LJ in the Australia case at
paragraphs 2, 15 and 22. This derived from a concession in that case, but has
subsequently been reaffirmed after adversarial argument in the Peregrine case at
paragraph 30, in the Britannia Bulk case at paragraphs 44 to 46 and 51, and in the Pioneer
case at paragraphs 98 and 105. It is one of those sensible concessions which has
hardened into hornbook law.

(2) The identification of the non-defaulting party's loss of bargain arising from the
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termination of the Derivative Transaction requires a ‘clean’ rather than ‘dirty’ market
valuation of the lost transaction. This means that the loss of bargain must be valued on an
assumption that, but for termination, the transaction would have proceeded to a conclusion,
and that all conditions to its full performance by both sides would have been satisfied,
however improbable that assumption may be in the real world: see in the Australia case at
paragraphs 5, 22 to 27 and 30-31, the Britannia Bulk case at paragraphs 11 to 14 and
34-35, and in the Pioneer case at paragraphs 112 to 117.

(3) The termination payment formulae under Section 6(e) are not to be equated with, or
interpreted rigidly in accordance with, the quantification of damages at common law for
breach of contract. They are methods of calculating close-out positions on the termination
of a derivative transaction or series of transactions: see the Britannia Bulk case per Flaux J
at paragraph 37. This is, in particular, because the Second Method works both ways, and
may lead to a close-out payment due to the defaulting party.

117 The extended definition of Loss in Section 14 of the 1992 Master Agreement nonetheless
uses certain words and phrases which were, I think, intended to be illuminated by reference to
the general common law (or New York law) meaning. For present purposes the relevant phrase
is ‘loss of bargain’. It is precisely for the purpose of identifying the non-defaulting party's loss of
bargain that Market Quotation requires, and Loss permits, the use of quotations for replacement
transactions. This methodology precisely reflects the principle by then well established at
common law, namely that where damages are sought for loss of bargain occasioned by the
breach (leading to termination) of a commercial contract then, subject only to the availability of a
market for the obtaining of a replacement contract, the cost of such a replacement contract as at
the breach date is likely to prove the most reliable yardstick for measuring the claimant's loss of
bargain: see in particular Golden Strait Corp v. Nippon Yusen Kubishika Kaisha [2007] 2 AC 353
in which, at paragraph 20, Lord Bingham approved the following dictum of Toulson J in
Dampskibsselskabet “Norden” A/S v. Andre & Cie S.A. [2003] 1 Lloyd's Rep 287 , at 292:

“The availability of a substitute market enables a market valuation to be made of what
the innocent party has lost, and a line thereby to be drawn under the transaction.”

118 The value of being able to draw a line under the transaction by the use of a breach date
basis of valuation of the claimant's loss is that, save in special cases, for example where the
claimant is locked into a disadvantageous position by reason of the breach, it provides a neat
and precise distinction between matters relevant to the claimant's loss of bargain and matters
such as his subsequent dealings, which are for his own risk and benefit and therefore in principle
irrelevant to the damage flowing from the defendant's breach. There is a penetrating analysis of
these principles in McGregor on Damages (18th ed) at paragraphs 7-106 to 7–168 which
suggests that, in certain respects, they are no longer to be regarded as beyond question.
Nonetheless the continuing vitality of the principle upheld in the Golden Strait case, in the context
of derivatives governed by the ISDA Master Agreement, appears to have been resolutely
affirmed by the four ISDA cases to which I have referred, not least because of the requirement
laid down in all four of them to “value clean”. On its face, the determination of Loss is required to
be made as at the Early Termination Date, which broadly corresponds with the breach date used
by the common law.

Analysis

119 Armed with those principles, I turn to examine Mr Russen's carefully crafted submissions, to
the effect that the claimants' use of quotations for replacement transactions is unreasonable. His
first two propositions, that the determination is to be made (if practicable) as at the Early
Termination Date, and that an Early Redemption Event occurred on the same day are, in my
view, correct. In fact, both the Issuers calculated their Loss nearly a year after the Early
Termination Date, and ARIC used a quotation obtained on 6th May 2009. It may be that issues
could arise as to whether the market chaos following the Lehman collapse rendered an
immediate calculation of Loss impracticable, but I am not asked to resolve any such issues. For
present purposes I accept in principle Mr Russen's submission that the requirement to determine
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loss as soon as practicable after the Early Termination Date means that the steps later taken by
the issuers to avoid actual redemption of the instruments after the Early Redemption Event are,
subject to one point, irrelevant to the determination. My only reservation is that they demonstrate,
albeit after the event, that it could not have been said on the Early Termination Date that the
simultaneous occurrence of an Early Redemption Event was bound inevitably to lead to an Early
Redemption Date.

120 I also accept the gist of Mr Russen's third and fourth submissions, namely that, viewed from
15th September 2008, when the Derivative Agreements terminated, it appeared likely that the
instruments would be redeemed early, with the issuers making deductions from the net proceeds
of the realisation of the Balco preference shares sufficient to fund the ETCSA, but without in fact
being under any liability to pay the ETCSA Deduction Fund to LBF, or to anyone else. Viewed
strictly from that perspective, the likely outcome applying the rule for remoteness of damage in
Hadley v. Baxendale (1854) 9 Exch 341 , was that the issuer would stand to make a windfall
gain, approximately equivalent to the ETCSA, by virtue of the Automatic Early Termination of the
Derivative Agreements, by comparison with the ‘no gain – no loss' outcome for the issuers which
would be expected to flow from the running of the instruments, together with the Derivative
Agreements, to their maturity dates.

121 In my judgment that is the wrong perspective from which to view the matter, for a number of
reasons. The first is that, as between the issuers and LBF, the Derivative Agreements were
separate and distinct bargains between them, with their own legal consequences, rather than
merely integral parts of a wider bargain between the investors, the issuers and LBF. As already
noted, the terms of the instruments expressly excluded third party rights, and LBF was not a
party to them. Similarly, the investors were not contracting parties to the Derivative Agreements,
albeit that the issuers entered into them for the investors' ultimate benefit.

122 Thus, the provisions of Section 6(e) of the Master Agreements (and the definition of Loss in
Section 14) gave the issuers distinct contractual rights to contingent early close-out payments
from LBF which were expressed to include payment for loss of bargain. I consider it to be
irrelevant to the determination of loss of bargain in that context that the terms of the instruments
may have failed to make provision for the issuers to transfer to the investors anything received
from LBF by way of loss of bargain, in circumstances where Automatic Early Termination of the
Derivative Agreements also led to actual early redemption of the instruments. That failure, which
the issuers and the investors have, in different ways, in fact put right, falls squarely within the res
inter alios acta category of dealings between the non-defaulting party and third parties which
ought not in principle to affect the quantum of the non-defaulting party's Loss.

123 Secondly, it is nothing to the point that the Derivative Agreements did in fact form part of a
complex structure designed to underpin the instruments as attractive marketable securities. The
fact is that the issuers and LBF chose to contract on ISDA terms, and decided to embody a well
used standard formula for compensation on early close-out. Part of the purpose of the design of
the structure, by LBIE, was to enable its associated company LBF to make money by providing
the principal protection on those terms. In those circumstances I consider that it lies ill in the
mouth of LBF (through its liquidator) now to categorise as unreasonable a determination of the
close-out payment by the issuers which identifies their loss of bargain by the conventional route
of ascertaining the price of a replacement transaction in an apparently ready market, a fortiori
where that method is a right (but not an obligation) conferred upon the non-defaulting party by
the express terms of the definition of Loss in Section 14.

124 Thirdly, I consider that Mr Russen's perspective runs counter to the ‘value clean’ approach to
the calculation of the Section 6(e) close-out payment established by the authorities which I have
reviewed, the first and most authoritative of which was reported more than five years before the
making of the two Derivative Agreements in issue. It is not so much that Mr Russen's perspective
fails to assume, as the basis for the determination, that the Derivative Agreements would have
run their course to maturity. Rather it is that his formulation seeks to introduce into the
determination of Loss extraneous considerations about the contractual structure of the
instruments, as between the issuers and the investors, which have no role to play in the
determination process.

125 Fourthly, any attempt to rely upon principles of remoteness enshrined in Hadley v.
Baxendale seems to me to founder in the present case upon the uncomfortable fact that neither
of the issuers did in the end receive the windfall which Mr Russen sought to identify. The rules for
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remoteness in Hadley v. Baxendale (and later cases) are primarily designed to identify which of
the innocent party's actual losses ought to fall within the confines imposed by the law upon
recovery of damages from the contract breaker. In the present case the starting point for Mr
Russen's submission that the issuers made a gain did not in fact occur at all, however likely it
may have appeared as at the date of termination of the Derivative Agreements.

126 Finally, the provisions of Section 6(e) of the Master Agreement are not in substance about
the recovery of damages at common law. They provide a contractual formula for the
determination by the non-defaulting party of a close-out payment where the Derivative
Agreement comes to an early end. True it is that the incorporation of the phrase “loss of bargain”
has led to common law principles about the use of the cost of obtaining a replacement
transaction to become the normal, and indeed expressly available, method of determination of
that head of Loss (or gain). But that limited incursion of common law principles is not in my view a
warranty for the wholesale dis-application of the close-out formula, in favour of some more
general application of the common law.

127 Mr Russen's next submission was that the ETCSA was, in both cases, the contractually
agreed pre-estimate of loss (or gain) in any circumstances in which (as here) Early Termination
of the Derivative Agreements triggered an Early Redemption Event. I reject that submission for
the following reasons. First, the ETCSA is, to the extent that it is a pre-estimate of anything, a
formula directed to identifying LBF's Loss, rather than the Loss (including gain) of the issuer,
where the Derivative Agreement terminates due to LBF's default. It is a formula quite simply
directed at the wrong party's Loss. Furthermore, it is by no means axiomatic that, in relation to
derivatives, one party's loss approximates to the other party's gain.

128 Secondly, the ETCSA is only a contractual compensation formula when there occurs not
merely an Early Redemption Event, but also an Early Redemption Date and consequent
Mandatory Early Termination of the Derivative Agreement . That has not occurred in the present
case, and the ETCSA is therefore of no relevance to the determination of the issuers' Loss
pursuant to the Derivative Agreements.

129 Mr Russen's final submission was that the cost of a replacement transaction was
unreasonable as a measure of Loss because no such transaction would or could ever be put in
place. But that is, in my judgment, a classic example of ‘valuing dirty’ rather than clean, i.e. by
reference to the real world following default, rather than the hypothetical world called for by the
authorities on Section 6 of the Master Agreement to which I have referred.

Outcome

130 The result of the foregoing analysis needs to be expressed in the form of answers to the
issues specifically raised by each of the Part 8 Claim Forms. The issues are now identified in the
Statements of Agreed Facts and Issues.

Series 26

131 Taking the issues as listed in paragraph 55 of the Statement of Agreed Facts and Issues
relating to that structure, the answers are as follows:

(1) Yes.

(2) Yes.

(3) Not applicable.

(4) No.

(5) No.
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(6) No.

(7) Yes, but see below.

(8) No, but see below.

132 I do not regard Issues (7) and (8) as having been entirely happily framed. In my view, the
purchase and cancellation of the Notes in September 2009 did not take place pursuant to any
power or provision in Condition 6(h) of the Notes. That condition was designed to qualify what
would otherwise have been the complete liberty of ARIC, as issuer, to re-purchase Notes in the
market, in circumstances where there was not a single owner of all of them. In the present case
the Notes were all purchased by ARIC from Enasarco as the sole owner of all of them, pursuant
to an inherent liberty to do so which, for as long as there was a single Noteholder, was
unconstrained by any provisions of the Conditions or the Final Terms, provided only that LBF's
security rights were not infringed. On the particular facts of the present two cases, and for the
reasons already given, they were not. My answers to issues (7) and (8) should therefore be
understood subject to that qualification, and should not be assumed to be of any wider
application.

Series 38

133 I resolve the issues set out in paragraph 54 of the Statement of Agreed Facts and Issues in
this case as follows:

(1) Yes.

(2) Yes.

(3) No.

(4) No.

(5) No.

(6) No.

Crown copyright

© 2014 Sweet & Maxwell
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however, before employing such an approach, market participants should consult with their
legal advisers.

Second, Part 1(f) of the Schedule allows parties to elect between two payment

methods, specifically the First Method or the Second Method. The 1987 Agreement only
provided for the First Method (limited two-way payments), although parties could easily
modify the 1987 Agreement to provide for the Second Method (full two-way payments).

The fallback provision for the payment method on early termination in the event parties fail

to select a payment method in the Schedule has been designated as the Second Method,
partly in response to past and recent statements by bank regulators suggesting that

recognition of netting for capital purposes could be conditioned on use of the Second

Method. In addition, as discussed in Section V below, partly in response to the more
prominent placement of the Second Method in the 1992 Agreements, Section 6(e) provides

that any amount determined to be payable in respect of an Early Termination Date is

subject to any “Set-off” that may apply, for example, by operation of law or that the parties
may set forth in a Schedule. For a discussion of set-off and examples of standard set-off

clauses and consideration of certain other related approaches for use in connection with a

1992 Agreement, see Section V below.

4. Payments on Early Termination—Explanation. This Section II.G.4. of the User’s

Guide (i) explains the definitions of “Market Quotation” and “Loss” and illustrates changes
to those definitions from the 1987 Agreement; (ii) explains the mechanics and results

depending on whether Market Quotation or Loss applies, the First Method or the Second

Method applies and an Event of Default or Termination Event occurs (and, if a
Termination Event occurs, the result if there is one Affected Party or two Affected Parties)
and (iii) discusses Termination Currency, adjustments for bankruptcy and interest on

certain amounts owed.

a. Market Quotation. Market Quotation is a payment measure determined on the

basis of quotations from leading dealers (i.e., Reference Market-makers) in the

relevant market selected by the party determining a Market Quotation. Unlike the 1987
Agreement, which only provided for Market Quotations in respect of single

Terminated Transactions, under the 1992 Agreements the Market Quotation provided
by Reference Market-makers can be for one or more Terminated Transactions.

Therefore, a quotation may now be obtained for an entire portfolio of Terminated

Transactions, a group of Terminated Transactions or one Terminated Transaction. The
Market Quotation provided by the Reference Market-makers will be for the

replacement cost of the relevant Terminated Transaction(s). If fewer than three

quotations are provided (i.e., a Market Quotation cannot be determined) or a Market
Quotation would not (in the reasonable belief of the party making the determination)

produce a commercially reasonable result, Loss will apply in respect of the relevant

Terminated Transaction or group of Terminated Transactions. In a significant change
from the 1987 Agreement the definition of “Market Quotation” acknowledges the

practical difficulties that may arise in obtaining quotations from Reference Market-

makers on the relevant Early Termination Date and, accordingly, provides that a party
making the determination of Market Quotation may request quotations “on or as soon
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as reasonably practicable after the relevant Early Termination Date”. Parties should be
careful in utilizing this additional flexibility in Market Quotation, however, because

any abuse of this flexibility could undermine its enforceability. The definition of
“Market Quotation” has also been modified from the 1987 Agreement to account for

quotations obtained in respect of fully-paid Transactions (see the parenthetical in
lines 7-9 of the definition of “Market Quotation”) in a manner consistent with

paragraph (3) of the Caps Addenda and paragraph (4) of the Option Addenda. See

Section I.A.4. above. Finally, as was the case in the 1987 Agreement, in
Section 6(e)(iv) the parties agree that, if Market Quotation applies, an amount

recoverable on termination determined based upon Market Quotation is “a reasonable
pre-estimate of loss and not a penalty”.23

b. Loss. Loss, which is a general indemnification provision, is a payment

measure in which a party reasonably determines in good faith its total losses
(expressed as a positive number) and gains (expressed as a negative number) in

connection with either an entire 1992 Agreement, a Terminated Transaction or a group
of Terminated Transactions. As in the case of Market Quotation, the 1987 Agreement

had only provided for a determination of Loss in respect of individual Terminated
Transactions. The definition of “Loss” has also been expanded from the 1987

Agreement to provide that a party making a determination of its total losses and costs
may include in its calculation certain “breakage costs”. Those amounts included in the

definition of “Unpaid Amounts” are now encompassed in the definition of “Loss” and

are not considered separately except where Loss becomes relevant as a fallback for
Market Quotation. The definition of “Loss” does not include a party’s expenses

referenced under Section 11 of the Multicurrency Master (Section 9 of the Local
Currency Master). As in the case of the definition of “Market Quotation”, the

definition of “Loss” now acknowledges the practical difficulties of determining Loss
as of the Early Termination Date and, accordingly, permits a party to determine its

Loss as of the earliest date reasonably practicable after the Early Termination Date.
Again, as in the case of Market Quotation, parties should be careful in utilizing this

additional flexibility in Loss, because any abuse of this flexibility could undermine its
enforceability. Finally, in language added to the 1987 formulation, the definition of

“Loss” acknowledges that a party may determine its Loss based upon quotations
obtained from leading dealers in the relevant markets in a manner similar to Market

23
Some market participants have advocated a change to Market Quotation to allow

parties to seek quotations from only one Reference Market-maker to allow for the fact that,

in certain product markets, less than four quotations may be sufficient to obtain a

commercially reasonable result. As part of this position, these same market participants
advocate a modification to Market Quotation to account for the fact that, in certain product
markets (e.g., the market for foreign exchange transactions), quotations may be provided

on a future value basis and thus must be discounted to present value. These market

participants, however, acknowledge that electing Loss would permit them the requisite
flexibility they do not find in Market Quotation.
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 Quotation (although not necessarily in accordance with the technical requirements set
forth in Market Quotation).

c. Calculations of Early Termination Payments. Under the 1992 Agreements a

payment on early termination can be viewed as consisting of the following three
components: (i) payments for obligations which became payable or deliverable but

which were not paid or delivered prior to the Early Termination Date, (ii) payments

for obligations which would have been payable or deliverable prior to the Early
Termination Date if all conditions to payment or delivery (such as the absence of any

Event of Default) had been satisfied or if the Early Termination Date had not been
designated and (iii) payments for the future value of the Terminated Transactions or

the Agreement, as the case may be. The amounts referred to in clauses (i) and (ii) are
included in the definition of “Unpaid Amounts”.24 Amounts referred to in clause (iii)

are included in the definition of “Market Quotation”. Amounts referred to in
clauses (i)-(iii) are encompassed within the definition of “Loss”. Unpaid Amounts are

still separately determined under the 1992 Agreements when determining payments on
termination under Market Quotation. In the case of  Loss, Unpaid Amounts are no

longer separately determined under the 1992 Agreements but are part of the
calculation by a party of its Loss (unless Loss is being determined in the case where a

Market Quotation cannot be determined or would not produce a commercially
reasonable result). Depending on whether Market Quotation or Loss applies, whether

the First Method or the Second Method applies and whether an Event of Default or
Termination Event occurs (and, if a Termination Event occurs, whether there is one

Affected Party or two Affected Parties), calculations of payments on early termination
will be made as follows: 25

(i) First Method, Market Quotation and Event of Default. The Market

 Quotations for each Terminated Transaction and group of Terminated

 Transactions, whether positive or negative numbers, are added together. The net
 amount, whether a positive or negative number, is then added to the Unpaid

 Amounts due to the Non-defaulting Party. The Unpaid Amounts due to the
 Defaulting Party are then subtracted from this total. The net amount, if a positive

 number, is paid by the Defaulting Party. In the case where the net amount is a
 negative number, no payment is made. For each Terminated Transaction or group

 of Terminated Transactions for which a Market Quotation cannot be determined
 or would not produce a commercially reasonable result, a party’s Loss for such

 Transaction(s) is included as part of the calculation in which the Market
 Quotations are added together and such Loss is calculated excluding any Unpaid

 Amounts. The Non-defaulting Party is the party that makes the relevant deter-
minations in this case.

24
For a discussion of the definition of “Unpaid Amounts” and transactions that settle

by physical delivery, see Section VI below.

25
Section 6(d)(i) provides requirements concerning a statement setting forth

calculations with respect to a payment determination.
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UNITED STATES BANKRUPTCY COURT 

SOUTHERN DISTRICT OF NEW YORK 

In re: 

MF Global Holdings Ltd., et al.,

Debtors.

:

:

:

:

:

Chapter 11 Case No. 

11-15059 (MG) 

(Jointly Administered) 

ANNEX TO PROOFS OF CLAIM OF: 

JPMORGAN CHASE BANK, N.A. (“JPMCB”), 

J.P. MORGAN SECURITIES plc (“JPMSP”) 

(ALL OF THE FOREGOING CLAIMANTS, THE “CLAIMANTS”) 

1. Name of Claimants.  This is the Annex (the “Annex”) to the Proofs of 

Claim (the “Proofs of Claim”) submitted by the above-named Claimants against debtor MF 

Global Holdings Ltd. (“MFGH”), debtor MF Global Finance USA Inc. (“FINCO”), and debtor 

MF Global FX Clear LLC (“MFG FX Clear” and, together with MFGH and FINCO, the 

“Debtors”) all of whom are being jointly administered.  This Annex shall be deemed 

incorporated into and made a part of each Proof of Claim.  The signatory of each Proof of Claim 

is authorized to make such claim on behalf of the Claimant named therein and, to the extent 

applicable, the following persons (collectively, such Claimant’s “Affiliates”):  such Claimant’s 

successors, predecessors, assigns, parents, subsidiaries, affiliates, directors, officers, consultants, 

agents, representatives, advisors and employees, and each other person or entity who, within the 

meaning of section 15 of the Securities Act of 1933, or section 20 of the Securities Exchange Act 

of 1934, each as amended, “controls” such Claimant. 
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2. Basis for Claims.  On October 31, 2011, MFGH, and at several times 

thereafter, the other Debtors (each of which is a direct or indirect subsidiary of MFGH), filed 

with the United States Bankruptcy Court for the Southern District of New York (the “Court”) 

voluntary cases under chapter 11 of title 11 of the United States Code (the “Bankruptcy Code”).

The date on which each Debtor filed its chapter 11 petition with the Court is hereinafter referred 

to as such Debtor’s “Commencement Date.”   

On and prior to their respective Commencement Dates, the Debtors were parties 

with the Claimants to, among other things, certain commercial and financial relationships and 

agreements, which gave rise to the claims (including contingent claims) set forth in the Proofs of 

Claim as further described below (such claims, collectively with the Non-Debtor Claims referred 

to below, the “Claims”).  In addition, MFGH and FINCO guaranteed certain obligations owing 

to the Claimants by both Debtor and non-Debtor subsidiaries of MFGH, including MF Global 

Inc. (“MFGI”).  Therefore, this Annex contains descriptions of the Claimants’ claims 

(collectively, the “Non-Debtor Claims”) against such Debtor and non-Debtor subsidiaries of 

MFGH (such non-Debtor subsidiaries collectively, the “Other MF Global Obligors”). 

Unless otherwise specified, the descriptions below of all of the Claims against 

each Debtor are as of such Debtor’s Commencement Date. 

Claims against Debtor MFGH 

JPMCB/MFGH – First 2007 MFGH Guarantee Claims.  MFGH owes JPMCB 

the amount of all of the Claims of JPMCB against (a) MFGI; (b) FINCO; (c) MF Global Capital 

LLC; and (d) MF Global UK Ltd. (“MFG UK Ltd.”), all as described below.  Pursuant to the 

Guarantee dated as of October 23, 2007 (the “First 2007 MFGH Guarantee”) made by MFGH 
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(f/k/a MF Global Ltd.), MFGH guaranteed the payment and prompt performance of all present 

and future obligations and liabilities of each of MFGI, FINCO, MF Global Capital LLC, and 

MFG UK Ltd. to JPMCB.  In addition, under the terms of First 2007 MFGH Guarantee, MFGH 

is contingently obligated to JPMCB for any Contingent Claims (as defined below) against any of 

MFGI, FINCO, MF Global Capital LLC, or MFG UK Ltd. 

JPMCB/MFGH – Second 2007 MFGH Guarantee Claims.  MFGH owes 

JPMCB the amount of all of the Claims of JPMCB against (a) MFGI; (b) MF Global Capital 

LLC; and (c) MFG UK Ltd., all as described below.  Pursuant to the Guarantee dated as of 

October 23, 2007 (the “Second 2007 MFGH Guarantee”) made by MFGH (f/k/a MF Global 

Ltd.), MFGH guaranteed the payment and prompt performance of all present and future 

obligations and liabilities of each of MFGI, MF Global Capital LLC, and MFG UK Ltd. to 

JPMCB.  In addition, under the terms of the Second 2007 MFGH Guarantee, MFGH is 

contingently obligated to JPMCB for any Contingent Claims against any of MFGI, MF Global 

Capital LLC, or MFG UK Ltd. 

JPMCB/MFGH – Third 2007 MFGH Guarantee Claims.  MFGH owes 

JPMCB the amount of all of the Claims of JPMCB against (a) MFGI; (b) FINCO; and (c) MF 

Global Capital LLC, all as described below.  Pursuant to the Guarantee dated as of October 23, 

2007 (the “Third 2007 MFGH Guarantee”) made by MFGH (f/k/a MF Global Ltd.), MFGH 

guaranteed the payment and prompt performance of all present and future obligations and 

liabilities of each of MFGI, FINCO, and MF Global Capital LLC to JPMCB.  In addition, under 

the terms of the Third 2007 MFGH Guarantee, MFGH is contingently obligated to JPMCB for 

any Contingent Claims against any of MFGI, FINCO, or MF Global Capital LLC. 
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JPMCB/MFGH – JPMCB/MFGI Guarantee Claims.  MFGH owes JPMCB 

the amount of all of the Claims of JPMCB against MFGI, all as described in the JPMCB/MFGI 

Proof of Claim referred to below.  Pursuant to the Guarantee dated as of January 11, 2005 

(including the Novation Deed dated 2007 among MFGH (f/k/a MF Global Ltd.), Man Group plc 

and JPMCB, the “JPMCB/MFGI Guarantee”) made by MFGH (f/k/a MF Global Ltd.), MFGH 

guaranteed the payment and prompt performance of all present and future obligations and 

liabilities of MFGI (f/k/a Man Securities Inc.) to JPMCB referred to in the Proof of Claim filed 

by JPMCB against MFGI and attached to this Annex as Exhibit A (the “MFGI Proof of Claim”).  

The amount of MFGH’s liability under the JPMCB/MFGI Guarantee is limited as set forth 

therein.  In addition, under the terms of the JPMCB/MFGI Guarantee, MFGH  is contingently 

obligated to JPMCB for any Contingent Claims against MFGI. 

JPMCB and JPMSP/MFGH – UK Guarantee Claims.  MFGH owes JPMCB 

and JPMSP the amount of all of their respective Claims against MFG UK Ltd., all as described 

herein and in the UK Proof of Debt referred to below.  Pursuant to the Guarantee dated as of 

September 24, 2010 (the “UK Guarantee”) made by MFGH, MFGH guaranteed the due and 

punctual payment of all of the obligations of MFG UK Ltd. to JPMCB and JPMSP (f/k/a J.P. 

Morgan Securities Ltd.) described in the Proof of Debt filed with the UK Administrators (as 

defined below) by JPMCB against MFG UK Ltd. (the “UK Proof of Debt,” a copy of which is 

attached to this Annex at Exhibit B), as well as all obligations of MFG UK Ltd. to JPMCB and 

JPMSP set out herein.  In addition, under the terms of the UK Guarantee, MFGH  is contingently 

obligated to each of JPMCB and JPMSP for any Contingent Claims against MFG UK Ltd.  

JPMCB/MFGH – FX Clear ISDA Guarantee Claims.  MFGH owes JPMCB 

the amount of the FX Clear Derivative Claims (defined below) owing to JPMCB under the FX 
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Clear ISDA Agreement (defined below).  Pursuant to the Guarantee and Indemnity dated as of 

January 30, 2006 (including the Novation Deed dated 2007 among MFGH (f/k/a MF Global 

Ltd.), Man Group plc, and JPMCB, the “FX Clear ISDA Guarantee”) made by MFGH (f/k/a MF 

Global Ltd.) in favor of JPMCB, MFGH guaranteed the due and punctual performance including 

payment as the primary obligor of all of the FX Clear Derivative Claims of JPMCB against MFG 

FX Clear (defined below).  The amount of MFGH’s liability under the FX Clear ISDA 

Guarantee is limited as set forth therein.  In addition, under the terms of the FX Clear ISDA 

Guarantee, MFGH  is contingently obligated to JPMCB for any Contingent Claims against MFG 

FX Clear arising in respect of the FX Clear ISDA Agreement.   

Claims against Debtor FINCO 

JPMCB/FINCO – First 2007 FINCO Guarantee Claims.  FINCO owes 

JPMCB the amount of all of the Claims of JPMCB against (a) MFGI; (b) FINCO; (c) MF Global 

Capital LLC; and (d) MFG UK Ltd., all as described below.  Pursuant to the Guarantee dated as 

of October 23, 2007 (the “First 2007 FINCO Guarantee”) made by FINCO, FINCO guaranteed 

the payment and prompt performance of all present and future obligations and liabilities of each 

of MFGI, FINCO, MF Global Capital LLC, and MFG UK Ltd. to JPMCB.  In addition, under 

the terms of First 2007 FINCO Guarantee, FINCO is contingently obligated to JPMCB for any 

Contingent Claims against any of MFGI, FINCO, MF Global Capital LLC, or MFG UK Ltd. 

JPMCB/FINCO – Second 2007 FINCO Guarantee Claims.  FINCO owes 

JPMCB the amount of all of the Claims of JPMCB against (a) MFGI; (b) MF Global Capital 

LLC; and (c) MFG UK Ltd., all as described below.  Pursuant to the Guarantee dated as of 

October 23, 2007 (the “Second 2007 FINCO Guarantee”) made by FINCO, FINCO guaranteed 
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the payment and prompt performance of all present and future obligations and liabilities of each 

of MFGI, MF Global Capital LLC, and MFG UK Ltd. to JPMCB.  In addition, under the terms 

of the Second 2007 FINCO Guarantee, FINCO is contingently obligated to JPMCB for any 

Contingent Claims against any of MFGI, MF Global Capital LLC, or MFG UK Ltd. 

JPMCB/FINCO – Third 2007 FINCO Guarantee Claims.  FINCO owes 

JPMCB the amount of all of the Claims of JPMCB against (a) MFGI; (b) FINCO; and (c) MF 

Global Capital LLC, all as described below.  Pursuant to the Guarantee dated as of October 23, 

2007 (the “Third 2007 FINCO Guarantee”) made by FINCO, FINCO guaranteed the payment 

and prompt performance of all present and future obligations and liabilities of each of MFGI, 

FINCO, and MF Global Capital LLC to JPMCB.  In addition, under the terms of the Third 2007 

FINCO Guarantee, FINCO is contingently obligated to JPMCB for any Contingent Claims 

against any of MFGI, FINCO, or MF Global Capital LLC. 

Claims against Debtor MFG FX Clear 

JPMCB/MFG FX Clear – FX Clear ISDA Claims.  As of the date hereof, 

JPMCB is owed by MFG FX Clear $4,781,395.16 in close out amounts plus interest (the “FX 

Clear Derivative Claims”) arising in connection with swap agreements under the ISDA Master 

Agreement dated as of January 30, 2006 between JPMCB and MFG FX Clear (f/k/a Man FX 

Clear LLC) (as amended, modified or otherwise supplemented and including all annexes and 

schedules thereto, the “FX Clear ISDA Agreement”).  As set forth in the Calculation Statement 

dated November 10, 2011 from JPMCB to MFG FX Clear (including all attachments and 

appendices containing related detail, the “JPMCB/FX Clear Calculation Statement”) and 

attached to this Annex as Exhibit C, MFG FX Clear owes JPMCB in respect of swap agreements 
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under the FX Clear ISDA Agreement $4,781,395.16 plus interest.  In addition, MFG FX Clear is 

contingently obligated to JPMCB for any Contingent Claims arising in respect of the FX Clear 

ISDA Agreement. 

JPMCB/MFG FX Clear – Account Overdraft Claims.  JPMCB is owed 

$868,241.71 by MFG FX Clear arising from an overdraft of such amount incurred by MFG FX 

Clear pre-petition in its demand deposit account, account number 32682126, with JPMCB.  

JPMCB is owed an additional $1,411.23 (PLN 4,873.41 at the prevailing exchange rate on 

December 19, 2011) arising from an overdraft of such amount incurred by MFG FX Clear pre-

petition in its demand deposit account, account number 32682116, with JPMCB.  JPMCB is also 

owed $2,550.50 (including PLN 29.70 at the prevailing exchange rate on December 19, 2011) by 

MFG FX Clear for overdrafts in these same demand deposit accounts at JPMCB that MFG FX 

Clear incurred post-petition. 

Claims Against the Other MF Global Obligors

JPMCB/MFGI – All Claims.  On October 31, 2011 (the “SIPA Date”), the 

United States District Court for the Southern District of New York entered an Order granting the 

application of the Securities Investor Protection Corporation for issuance of a protective decree 

adjudicating that the customers of MFGI are in need of the protection afforded by the Securities 

Investor Protection Act of 1970, as amended, and appointing a trustee (the “Trustee”) for the 

SIPA liquidation of MFGI.  On May 30, 2012, JPMCB filed the MFGI Proof of Claim (as 

defined above).  The MFGI Proof of Claim, a copy of which is attached hereto as Exhibit A, is 

hereby incorporated by reference herein.
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As described above, the Claims of JPMCB against MFGI referred to in the MFGI 

Proof of Claim are guaranteed by MFGH or FINCO, as the case may be, under (a) the First 2007 

MFGH Guarantee, (b) the Second 2007 MFGH Guarantee, (c) the Third 2007 MFGH Guarantee, 

(d) the JPMCB/MFGI Guarantee, (e) the First 2007 FINCO Guarantee, (f) the Second 2007 

FINCO Guarantee, and (g) the Third 2007 FICO Guarantee.  In addition, as described  in the 

MFGI Proof of Claim, JPMCB asserts certain Claims against MFGI that accrued after the SIPA 

Date, including, but not limited to, post-petition interest, costs and expenses, contingent claims 

not currently liquidated, misdirected payments, out-of-pocket expenses and transaction costs, and 

securities law claims. 

The foregoing description of Claims against MFGI is qualified in its entirety by 

the MFGI Proof of Claim, and shall be deemed amended contemporaneously with any 

amendments of the MFGI Proof of Claim to conform to such amendments. 

JPMCB and JPMSP/MFG UK Ltd. – All Claims.  On October 31, 2011 (the 

“Application Date”), the High Court in London entered an Order under the Investment Bank 

Special Administration Regulations of 2011 granting the application of the Directors of MFG 

UK Ltd. for special administration and appointing joint special administrators (the “UK 

Administrators”) to liquidate the assets of MFG UK Ltd.  On April 27, 2012, JPMCB filed the 

UK Proof of Debt (as defined above).  The UK Proof of Debt, a copy of which is attached hereto 

as Exhibit B, is hereby incorporated by reference herein.

As described above, the Claims of JPMCB against MFG UK Ltd. are guaranteed 

by MFGH or FINCO, as the case may be, under (a) the First 2007 MFGH Guarantee, (b) the 

Second 2007 MFGH Guarantee, (c) the UK Guarantee, (d) the First 2007 FINCO Guarantee, and 
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(e) the Second 2007 FINCO Guarantee.  The Claims of JPMSP against MFG UK Ltd.  are 

guaranteed by MFGH under the UK Guarantee.  As of the date of this filing, the following 

amounts remain unpaid to JPMCB and JPMSP: 

Claimant Claim Description Unpaid 

Amount

JPMCB TS and WSS DDA service and other fees (pre-petition) $70,387.77

JPMCB TS and WSS DDA service and other fees (post-petition) $24,710.08

JPMCB Overdrafts arising in accounts of MFG UK Ltd. at JPMCB 
(post-petition) 

$25,777.21

JPMSP Futures and options brokerage receivables $145,740.50

JPMSP Legal Fees including fees related to enforcement of claims 
against MFG UK Ltd. 

$35,308.82

As set forth above JPMCB and JPMSP assert certain Claims against MFG UK 

Ltd. that accrued after the Application Date, including, but not limited to, post-petition interest, 

costs and expenses, contingent claims not currently liquidated, misdirected payments, out-of-

pocket expenses and transaction costs, and securities law claims.  MFGH and FINCO are liable 

for these claims as guarantors of MFG UK Ltd. to the extent outlined above. 

The foregoing description of Claims against MFG UK Ltd. is qualified in its 

entirety by the UK Proof of Debt, and shall be deemed amended contemporaneously with any 

amendments of the UK Proof of Debt to conform to such amendments. 
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Applicable to All Claimants 

Contingent Claims.  On its own behalf and, where applicable, on behalf of its 

Affiliates, the Claims asserted by each of the Claimants include the following claims (the 

“Contingent Claims”) against the Debtors for all amounts now or hereafter owing by the Debtors 

to the Claimants (and, where applicable, any of its Affiliates), including amounts that are not yet 

absolutely due or owing or are otherwise contingent or unliquidated, including, without 

limitation: 

A. Any claims that may arise, become allowable and/or become unpaid in the 

event that any payment, pledge or other transfer made by or on behalf of any Debtor of cash, 

securities or other property to or for the benefit of any Claimant, or any act of setoff or 

recoupment by any Claimant, or the value of any of the foregoing,  is avoided, rescinded, 

annulled or otherwise recovered, or damages with respect to any of the foregoing are awarded to 

any Debtor, its estate, its creditors or any trustee, in each case pursuant to the provisions of the 

United States Bankruptcy Code, 11 U.S.C. § 101 et seq. (the “Bankruptcy Code”) or under any 

other applicable law.  To the best of the Claimants’ knowledge, none of the Debtors nor any 

trustee has to date commenced any action against the Claimant seeking any of the relief set forth 

in the preceding sentence.

B. In the case of JPMCB as the Claimant and its Affiliates, contingent 

contractual and non-contractual indemnity, contribution, equitable and other claims against the 

Debtors and their respective estates for any losses, claims, damages or other liabilities (or actions 

in respect thereof), joint or several, to which the Claimant and its Affiliates may become subject, 

including, without limitation, settlement costs, investigation costs and the fees and expenses of 
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D. Any other claims, including without limitation (i) claims for post-petition 

interest accrued under applicable agreements or law; (ii) claims for post-petition interest and 

currency conversion costs accrued under applicable agreements or law, including interest 

computed at default rates; (iii) contingent claims not currently liquidated, including, but not 

limited to, contingent claims of the Claimants arising from unresolved disputes relating to 

alleged misdirected payments, including processing errors, unreturned collateral and other 

matters; (iv) claims for prepetition and post-petition misdirected payments to the Debtor, 

including, but not limited to, amounts paid or payable by or to customers of the Claimants, 

amounts held in accounts for the Debtor by a Claimant, and amounts paid to the Debtors that 

should have been paid or remitted to a Claimant; (v) increases to Claim amounts stated above in 

this Annex that may be determined upon final reconciliation of the relevant transactions and 

amounts payable; (vi) claims for prepetition and post-petition costs and expenses, including 

transaction and legal fees and expenses, payable under applicable agreements or law; and (vii) 

claims arising from out-of-pocket expenses and transaction costs incurred by or on behalf of the 

Claimants in connection with the exercise of default remedies, enforcement of rights and the 

liquidation of collateral.   

Each Claimant asserts all rights, entitlements, claims and remedies with respect to 

such Claims as a matter of general law, equity or otherwise, and reserves the right to assert any 

and all rights, entitlements, claims and remedies as a creditor for such Claims.   

3. Secured Claim.  The Claims are secured claims to the extent of the 

amount of funds available for setoff against such Claims.  JPMCB currently holds the following 

amounts in accounts of Debtors subject to setoff rights:  (a) approximately $1,100,513.74, as of 

August 20, 2012 of unapplied cash in MFGH account numbers 66707978 and 66708737 at 
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JPMCB, plus (b) approximately $13,529,479.73 as of August 20, 2012 of unapplied cash in 

FINCO account number 400933683 at JPMCB.  JPMCB holds additional amounts in accounts of 

Other MF Global Obligors. 

4. Amount of Claim Entitled to Priority.  Each Claim is entitled to priority 

as an administrative expense to the extent it arose on or after the Commencement Date and is a 

general unsecured claim to the extent that it is not secured and not entitled to such priority, 

without prejudice to any and all of the rights of each Claimant (i) under Section 1111(b) of the 

Bankruptcy Code and (ii) to assert that all or a portion of the Claims is entitled to administrative 

priority under Sections 503 and 507 of the Bankruptcy Code.  These Proofs of Claim are filed 

without prejudice to the right of any Claimant to request payment of any administrative expense 

claims that it may have against any of the Debtors (including, without limitation, administrative 

expenses not described in this Proof of Claim and administrative expense claims arising from the 

use of Claimants’ cash collateral by the debtors in these chapter 11 cases), and each Claimant 

reserves the right to request payment of such administrative expenses at a later date or when 

required by the Court, the Bankruptcy Code, or other applicable law.

5. Credits.  The amount of all payments on the Claims has been credited and 

deducted for the purpose of making this Proof of Claim, or such payments have been described 

above.  Each Claimant reserves all rights of setoff.   

6. Supporting Documentation.

The Claimants have attached as Exhibit A through Exhibit J the principal 

documents upon which they are relying.  The Claimants will furnish the Debtors with copies of 

any additional pertinent documentation upon request.  All descriptions of documents contained 

in this Annex are qualified in their entirety by the terms of the actual documents, and no 
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omission or summary contained herein shall be construed as a waiver of any provisions, rights

or remedies contained in such documents. 

7. Reservation of Rights/Amendments.  The assertion of Claims by each 

Claimant herein is not a concession or admission as to the correct characterization or treatment 

of any such claims, nor a waiver of any rights of such Claimant.  The execution and filing of the 

Proofs of Claim does not constitute:  (a) a waiver or release of such Claimant’s rights against any 

other entity or person liable for all or part of the Claims; (b) a consent by such Claimant to the 

jurisdiction of this Court with respect to any proceeding commenced against or otherwise 

involving such Claimant; (c) a consent by such Claimant to the treatment of any non-core claim 

against it as a core claim; (d) a waiver of the right to move to withdraw the reference with 

respect to the subject matter of the Claims or otherwise, including without limitation any 

objection or other proceedings commenced with respect thereto, or any other proceedings 

commenced against or otherwise involving such Claimant; (e) a waiver of any right to the 

subordination, in favor of such Claimant, of indebtedness or liens held by other creditors of the 

relevant Debtor; (f) an election of remedies that waives or otherwise affects any other remedies;  

(g) a waiver of any right to arbitration or other alternative dispute resolution mechanism that is 

otherwise applicable; (h) a waiver of the right to a jury trial on any issue; or (i) a waiver of any 

right with respect to property of a Claimant held by a Debtor or Other MF Global Obligor.  Each 

Claimant expressly reserves its right to amend and supplement this Proof of Claim to the full 

extent permitted by law to specify (and quantify) damages, costs, expenses and other charges or 

claims incurred by the Claimant and to file additional proofs of claim for additional claims, 

including without limitation (i) claims for post-petition interest, legal fees and related expenses 

that are not ascertainable at this time and (ii) claims arising from or relating to the avoidance of 
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transfers made to the Claimant or any other entity, including without limitation any payments of 

Claims described herein.  In addition, the assertion of Claims by the Claimants set forth herein is 

in addition to, not in place of, and does not amend, alter or affect in any way, the assertion of the 

Claims made in other jurisdictions.  The Claimants’ reconciliation process is ongoing, and the 

Claimants therefore reserve the right to amend the Proofs of Claim and this Annex consistent 

with the results of such reconciliation.  This Annex and the Proofs of Claim are without 

prejudice to, and are not intended to supersede, any and all additional claims that may be filed by 

a Claimant.   

8. Notices.  ALL NOTICES WITH RESPECT TO THE CLAIMS SHOULD 

BE SENT TO: 

JPMorgan Chase Bank, N.A. 
383 Madison Avenue, 24th Floor 
New York, New York  10179 
Attention:   Charles O. Freedgood 
Fax:   212-622-4560 

- & - 

JPMorgan Chase Bank, N.A. 
277 Park Avenue, 13th Floor 
New York, New York  10172 
Attention:   Kevin C. Kelley, Esq. 
Fax:   212-648-0626 

with a copy to: 

Wachtell, Lipton, Rosen & Katz 
51 West 52nd Street 
New York, New York  10019 
Attention:   Harold S. Novikoff, Esq. 
Fax:   212-403-2249 
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Penalty for Presenting Fraudulent Claim. Fine of up to $500,000 or imprisonment for up to five 

years, or both.  18 U.S.C. §§ 152 and 3571. 
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